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CHAPTER 1

Introduction

"The way things are managed, how they got managed in that particular way, and what choices this 
leaves realistically open for the future", are three aspects or 'problématiques' of political 
economy. (Strange 1988:19)

There are several reasons why this study came about. One is the belief that there is a need to 

bring political science and international business studies closer together in the light of the 

integration processes taking place in the international political economy. Another was a 

political scientist's wish to understand better, how international business operating within this 

system actually deals with their current political environment against the background of 

globalization. One particularly interesting aspect of this is that multinational corporations 

have to deal with the influence of many different and sometimes very dynamic political 

environments as they expand internationally and to survive and succeed. How do they do 

this? It is frequently suggested in the literature that the political dimension of multinational 

corporations and operations is misunderstood. Reviewing the “dominant MNE-theory 

models” Boddewyn (1988:346) concludes that political or non-economic environmental 

factors usually are viewed as constraints to which the firm has to adapt, and perceived as 

presenting risks rather than opportunities, “as in the unfavorable distinction between ‘market 

opportunities’ and ‘political risks’, as if there were not political opportunities”. As the field 

of political risk analysis is a critical interface between economics and political science 

(Brewer 1985), it provides a point of departure into the political dimension of international 

business.

Political risk refers to the relationship between business and the political environment 

in which they operate. In business terms, political risk refers to the possibility that political 

decisions or events in the political environment will affect the viability of multinational 

operations and the achievement of profit and other corporate objectives. But political risk also 

refers to the tension between states and markets, between states and corporations, the focus of 

international political economy. In practice, political risk is related to many areas of 

international business operations, but this study will concentrate on political risk in relation to



foreign direct investment (FDI). Export and project financing focus is on payments. FDI 

allows for a wider approach and is more interesting from an international political economy 

perspective as one intention of foreign direct investment is to “establish a permanent source of 

income or supply in the foreign economy; consequently they create economic and political 

relationships of lasting and significant character” (Gilpinl975:9).

Previous studies show that political risk, together with market opportunity, are the 

most important factors when corporations decide whether to invest abroad. If this is the case, 

Swedish investors supposedly must have vast experience of political risk. Compared to the 

size of the country and population, Sweden has a high proportion of successful multinational 

enterprises. However, although this is not the first Swedish study on MNCs and political risk 

from a political science perspective1, this was almost 30 years ago. Also, to my knowledge, 

little research on political risk concentrating on corporate level such as the one undertaken 

here has previously been done on Swedish multinational corporations.2 And so the idea of 

exploring how Swedish multinational corporations perceive and manage their political 

economic environment in terms of political risk was bom.

However, the world looks very different today compared to only a few years ago when 

this idea was born and this research began. Due to the dynamics of the international political 

economy, world developments relevant to political risk have tended to outrun this study. 

Which can of course be interpreted in a positive way - that studies on political risk 

management is more relevant than ever. Nonetheless, keeping up with the developments has 

been a challenge in this study in more ways than one. The "today” of this study has to be 

considered against the background of the investment reality of the multinational corporations 

and their managers at the time when the investment decisions that are referred to in this study 

were taken, i.e. during the mid 1990’s and when much of the empirical evidence was 

collected, i.e. between 2000 and 2002. Direct investment in developing countries expanded 

rapidly in the 1990s and in 2000 the total amount of FDI reached an all time high.3 Global

1 Thunell 1977. The aim of Thunell’s study was to “measure political stability as a part of political risk and to analyze the 
relationship between that and the outcome of the investment decisions” in order to “draw conclusions on how political 
instability and thus political risks affect investment decisions.” (1977:9) Thunell used a longitudinal study to analyze the 
relationship between FDI and a number of indicators of elite and mass stability, and found an asymmetrical relationship, 
which suggests that the relationship between FDI and instability is indirect and more complex than clear.
2 Using a case study focusing on multinational corporate behavior and political instability, Hadjikhani investigated how 
Swedish firms responded and behaved in response to the revolution in Iran ( 1996b) He found that the impact of political risk 
was not homogenous, and he ascribed that to the fact that firms had heterogeneous networks within these systems. He also 
concluded that there is heterogeneity in the response to facing changes in the actions of non-business actors, and that business 
actors act to influence non-business actors.
^ There are several reasons for this growth which are not explored in this study. According to Stephen Thomsen, Investment 
Patterns in a Longer-Term Perspective, Working Papers on International Investment, Number 2000/2, OECD: "The steady



restructuring and repositioning of multinational corporations, the stock market overvaluation 

of the late 90's and the privatization and sales of telecommunication companies, public 

utilities and financial enterprises, which were opened to participation by foreign investors, 

especially in the developing countries, are factors explaining the “investment bubble” of the 

late 90's, which in large took the form of numerous high prized mergers and acquisitions. In 

2001 international investment dropped from an all-time high level and then there were the 

dramatic events on 11 September 2001. The time following these attacks, when “political” 

and risk and security increasingly replaced “economics” on the international agenda, is of 

course from a political risk point of view of immense interest, but due to a number of reasons, 

it was not feasible to conduct another empirical investigation. However, in order to update the 

empirical evidence, corporations were contacted again during the summer of 2003 for 

comments and revisions.

The multinational corporation, foreign direct investment 
and political risk
The focus of this study is the multinational corporation (MNC) as an economic actor 

interactive with its political environments, and involved in a number of external relationships. 

It is the MNC that make direct investments4 in a foreign country; i.e. the establishment of a 

foreign branch or subsidiary or acquisition of a foreign firm. A simple definition of the MNC 

is “any business corporation in which ownership, management, production, and marketing 

extend over several national jurisdictions” (Gilpin 1975:9). Why multinational coiporations 

go abroad will not be explored in this study, but generally, the reasons can be found within 

three broad categories: gaining access to foreign markets, reducing costs and securing natural 

resources (Eden 1993:42). Gilpin (2001) points out that their expansion into foreign markets 

also is driven by the desire to extend their power and control over foreign economies, as well 

as the international business environment. “It is clear”, he says, “that multinational 

corporations are not only driven by short-term profit but also try to change the international

expansion of FDI flows has been driven by several inter-related factors: rapid technological change, trade and investment 
liberalization at a national, regional and global level, privatization, deregulation, demonopolisation and the switch in 
emphasis by firms away from product diversification towards a more balanced geographical distribution of production and 
sales. Growing equity markets have also facilitated the sale of domestic companies to foreign investors. These factors interact 
at various levels, as policy reform and technological change bring greater competition at a global level, which in turn drives 
firms to expand abroad and to invest in newer technologies. Governments respond by trying to increase their attractiveness to 
foreign direct investors by further liberalization and reform.”
^ Direct investment: is a category of international investment made by a resident entity in one economy (direct investor) with 
the objective of establishing a lasting interest in an enterprise resident in an economy other than that of the investor (direct 
investment enterprise) TRENDS AND RECENT DEVELOPMENTS IN FOREIGN DIRECT INVESTMENT Article 
forthcoming in the OECD International Investment Perspectives, September 2002.



business environment to their advantage in the long-term through attempts to influence and 

change the rules and regulations governing international trade and competition” (Gilpin 

2001:281). “The MNCs of today are global corporations, and operate with worldwide 

strategies, investments and sales, making them the chief vehicles of increasing 

interdependence among national economies” (Eden 1993:26). There is a general 

understanding that business today is a major player in world affairs, the main vehicles of 

foreign direct investment, and that there is a new balance of power between the governments, 

civil society and business.

The world of today is characterized by the integration of markets and politics, of 

global competition between countries trying to attract foreign direct investments (FDI), of 

partnerships and strategic alliances forming between firms of different nationalities, former 

rivalries cooperating in order to share profits and risks of the world markets; a global capital 

market; the creation of big trading blocs; and new economic powers. These developments or 

processes also referred to as the globalization process, have had a profound influence on 

investment patterns and government-business relations. Globalization is considered a major 

factor behind the large increase in investments and across border activities. With the end of 

the Cold War, the international power structure shifted according to many from a politics and 

defense based structure to one of economics and business. The ensuing political and economic 

developments and worldwide affirmation of the merits of the market economy, and the 

relaxation of political and ideological borders removed many barriers from markets that used 

to be closed or highly regulated and facilitated investment. The number and sizes of markets 

increased, profit horizons widened and commerce became a powerful agent of change in the 

international system. Multinational corporations grew in number and in size, but these same 

developments also meant that competition became fierce and world wide and competitive 

advantage could no longer be derived from serving domestic and foreign markets separately 

but from managing one global unit establishing links with other units in the world (Sally 

1995:11). The larger interest in expansion and investing in foreign markets and the increase in 

multinational operations that followed also meant that multinationals increasingly have had to 

deal with the dual objective of globalization and national responsiveness (Rugman 1993). In 

other words, companies have had to learn to operate in multiple and sometimes very different 

communities, which means a need for greater understanding of different political 

environments and local conditions. This ”think global and act local”, comprises possibilities 

as well as risks.



Even though there are several incentives behind a firm’s decision to invest in a foreign 

market, the market size of the host country remains the single most important determinant of 

FDI patterns worldwide, according to an OECD working paper on long-term investment 

patterns (Thomsen 2000). Then there are other motives, of which one “tends to receive the 

most attention and generate the greatest concerns about the process of globalization.” This 

motive is that of the efficiency-seeking investment. “The motive which is expected by 

economists to have the greatest positive benefit to the world economy but which 

paradoxically raises the most public fears about globalization...In a global economy, it is 

feared that investors will seek out not only those locations with the lowest unit labor costs, but 

also those where environmental or social regulations are most lax or where fiscal policies are 

least burdensome. In this world, FDI and globalization more generally will lead to a race to 

the bottom with governments lowering standards in order to attract FDI” (Thomsen 2000).

Globalization has also led to an increased awareness and need for governments to 

market themselves and work towards increasing their competitive advantage vis à vis other 

countries. For example, by improving the investment climate in their countries through 

deregulation of the economy and through specially designed solutions or subsidies for 

individual firms such as non-market benefits, tax reductions or not having to conform to 

certain regulations etc. The deregulation and privatization processes and consequential 

withdrawal of the government from various areas, e.g. the deregulation of 

telecommunications and financial services, made possible access to foreign markets that were 

previously closed to foreign investors. However, at the same time, the increased integration of 

the financial markets and the reduced effectiveness of remaining regulations mean that the 

possibility of pursuing traditional economic policy has been reduced. This has produced calls 

for re-regulation of international trade and capital flows. Another consequence of the 

withdrawal of government from micro-management of economic matters is that although 

corporations can more easily manage their own affairs, more responsibility is put on the 

corporations. As more and more countries have adopted market-based approaches to 

economic policy, with a reduction of public spending and government-provided services as 

well as increased mistrust in governments to provide economic growth and social justice in 

many countries, there is a growing reliance on the private sector worldwide. The UN Human 

Development Report 1997 states: "Globalization is presented with an air of inevitability and 

overwhelming conviction. Not since the heyday of free trade in the 19th century has 

economic theory elicited such widespread certainty. The biggest winners have been multi

national corporations. Globalization has its winners and losers." At the 1999 World Economic



Forum the UN Secretary-General Kofi Annan in his speech addressed multinational 

corporations.

"The spread of markets far outpaces the ability of societies and their political systems to adjust to 
them, let alone to guide the course they take...History teaches us that such an imbalance between 
the economic, social and political realms can never be sustained for very long...Without your 
active commitment and support, there is a danger that universal values will remain little more than 
fine words. Unless those values are really seen to be taking hold, I fear we may find it increasingly 
difficult to make a persuasive case for the open global market.” 5

With the increased power also comes the increased recognition of impact and thus demands 

for responsibility. "Though investment is not the cause of environmental and social problems 

-which in general result from market failures- it does amplify and accelerate these 

difficulties”6 for which they should take responsibility. The globalization process has not only 

encouraged across border trade and investments, but also global issues, events and citizen 

concerns and opinions, which cannot be mediated or solved by national governments, such as 

environmental, social and human rights issues. Non-governmental organization and actions 

quickly fill the power vacuum of nation states and their governments. NGOs have been and 

are forceful drivers behind putting pressure on multinational corporations to take more 

responsibility and participate in the solution of these political issues. Although information 

technology has increased the capabilities of firms to manage cross-border activities and non

border non-location activities, information technology also means that events spread rapidly 

and that NGOs directly and immediately can generate global collective actions without the 

mediation of government or international organizations.

Political risk is foremost connected with the developing countries. Nationalization and 

expropriation were critical concerns and the main sources of political risk for multinational 

corporations operating in the developing countries during the 60's, but have since demised. In 

1975, there were 83 cases of expropriation, while between 1981 and 1992 only 11 (Kobrin 

1984, Minor 1994). Today the economic and political climate of those countries and in which 

FDI projects are launched has changed over the last decades and FDI projects are no longer 

considered the same threat to host countries and the hostility, which host countries harbored 

against foreign investors, has diminished. More than 65 countries changed their regulations 

regarding foreign investors between 1990 and 1997, and 575 out of 599 such changes pointed 

to greater liberalization or promotion of FDI activities (Moran 1998). According to

5 Kofi Annan, World Economic Forum, Davos, Switzerland, February 1999
6 Foreign Direct Investment and Sustainable Development, OECD 2001, Financial Market Trends, No 79, June 2001:126



UNCTAD estimates, there were 750 changes in legislation relating to FDI between 1991 and 

1997. More than 700 of these changes represented liberalization.7 8 Of the almost one- 

thousand changes in FDI regulations undertaken worldwide in the 1990s, 94 percent were 

aimed at creating a more favorable environment for FDI. (UNCTAD 2000) The liberalization 

of investment regimes has often been combined with privatization, and sales of state assets to 

foreigners, which has constituted a main vehicle for market access by foreign investors in the 

1990s.8 Some of the traditional sources of political risk are diminishing as a consequence. 

This is reported to have altered the view on political risk of Swedish investors. The 

liberalization of investment regimes in many developing countries and particularly in major 

markets such as China, Mexico, and Brazil reduced the perceived level of political risk. 

Developing countries are increasingly inviting FDI for foreign technology transfer, access to 

export markets etc. In part, this is due to the long-term nature of FDI and the fact that FDI 

often involves physical assets, which means that they will be slower to respond to threats and 

risks than portfolio investments or bank lending.9 A positive investment trend is not 

irreversible however, and depends on various factors, of which one is the continued 

willingness of host governments to provide a positive investment climate and support foreign 

ownership and control (Thomsen 2000). Host-government intervention can impair negatively 

on the globalization process and a positive investment trend, which from a business as well as 

a home-country perspective is at an increasing cost in terms of economic welfare.

In the light of the political and economic developments taking place in the developing 

countries and the changed attitude towards foreign investment and managers' optimism about 

these developments, the problem of political risk may have lost some of its importance. 

Others suggest that managers are too optimistic - they have become casual in their evaluation 

of political risk according to Wells (1998), who suggests the casualty and optimism stems 

from a number of changes. First, there are fewer sources of foreign capital available to host 

countries (e.g. loans on favorable terms). Multilateral financial institutions put pressure on

7 Trends and recent developments in foreign direct investment, Directorate for Financial, Fiscal and Enterprise Affairs, 
OECD, Article forthcoming in the OECD International Investment Perspectives, September 2002.
8 Trends and recent developments in foreign direct investment, Directorate for Financial, Fiscal and Enterprise Affairs, 
OECD, Article forthcoming in the OECD International Investment Perspectives, September 2002.
9 Because FDI by nature is long-term, outward investment is more constrained by slow economic growth in the home 
country as this affects negatively earnings, equity prices, and thus available resources for foreign investment, than by the 
short-term macroeconomic environment in the host country. This means that FDI is also less inclined to withdraw during a 
financial crisis, although the host-government response to a financial crisis and how its policies affects foreign investors has 
of course an impact on how and if foreign investments stay. However, crises are only likely to lead foreign investors to 
withdraw to the extent that they influence perceptions about the long-term growth prospects. (Thomsen 2000) If these 
perceptions do not change, those firms with the financial resources to sustain their operations during periods of low 
profitability will remain in the host country.



countries to open up to FDI. Second, host-government officials are much more confident in 

dealing with foreign investors today; they are competent and speak the language of the 

investors. Third, the current growth strategies emphasize exports and private firms, and as 

foreign investors have access to the international markets they become important players and 

private and national interest thus coincide. Last, international agreements such as bilateral 

treaties and regional trade agreements give assurance for FDI investors. Most of these 

changes can be traced to the structural changes within the international political economy and 

are the product of all the different actors interacting in the different structures (Strange and 

Stopford 1991). These developments may also generate problems for foreign firms. The 

foreign investors are associated with liberalization, industrialization, and growth, but 

liberalism may backlash because of inequalities and trigger economic nationalism. Growth 

and FDI may be unevenly distributed and result in inequalities, which can lead to frustration 

and government interventions within a region. Foreign firms have also been accused and have 

had to take the blame for environmental and social problems.

Wells (1998) suggested a number of trends in the developing countries, which affected 

the risk for foreign investors: Changes in development strategy from import substitution to 

reduction in trade barriers, and stronger local business. Spread of democracy means improved 

accountability and transparency, but also allows opposition parties to use foreign investors as 

a means of criticizing present administrations. Many new democracies have weak legal 

infrastructures and legal enforcement. Decentralization of government power means more 

power to regional and local political authority. Other drivers could be weak states with 

extremist or fundamentalist movements; international disputes or international conflicts, 

border disputes, human right issues, intellectual property issues.

Markwick (1998) adds to Well's list of new political risks: Weak institutions, unclear 

rules, ineffective legislatures which lead to corruption; Organized crime; Scrutiny and 

increased accountability demanded of transnational corporations by international and globally 

active pressure groups that become more effective through the use of communications 

technology; The use of sanctions as a foreign policy tool also inflicts negatively on 

international business activities. Markwick (1998) suggests that political risks in the 1990's 

involve more subtle forms of official interference, inconsistent enforcement of rules for 

instance. Stronger domestic business groups mean both increased competition and political 

risks to investment projects. Powerful local groups have access to infonnal stiuctures and 

relationships, whereas foreign investors may have to depend on weak institutional 

frameworks. Political power is no longer concentrated at national level, and regional political



power has increased. Markwick (1998) also suggests that managers are "ill-equipped” to deal 

with the emerging risks, they lack both analytical tools and organizations that can assess and 

respond to risk and that there is evidence of low incentive.

Swedish multinational corporations and political risk - the scope of 
this study

In sum, the process of globalization and the increase in multinational operations that follow, 

means that companies have had to learn to operate in multiple and sometimes very different 

communities and deal with the dual objective of globalization and national responsiveness. 

Investing in potentially politically risky markets have become an important strategy for 

increasing long-term profitability and market share. Although the economic and political 

climate in which foreign direct investment (FDI) projects are launched has changed and the 

hostility host countries harbored against foreign investors has diminished, it has been 

suggested that traditional political risks remain and new are emerging.

Against this background, how do multinational corporations involved in foreign 

investing perceive and manage their political economic environments in terms of political 

risk? Is political risk an issue in this reality? What are the sources or drivers of political risk? 

How are they managed? Is there political activity involved? In order to find some answers to 

these questions, this study will embark on an explorative venture into the political dimension 

of foreign investing of Swedish multinational corporations and into the specific political- 

economic area, which is connected to political risk.

The purpose of the study is to explore how multinational corporations understand and 

deal with the many different and sometimes very dynamic political environments as they 

expand internationally by focusing on the political risk management of a number of Swedish 

multinational corporations involved in foreign investing. The study will approach political 

risk from the perspective of the foreign investors and concentrate on the political risk 

management of a number of Swedish multinational corporations by using a qualitative case 

study approach based on primarily open-ended interviews, but it will also connect to previous 

studies on political risk management and compare findings to previous research and available 

theory.

Some of the earlier attempts to study the political risk management of multinationals 

have focused more on assessment techniques or methods and mitigation strategies used. This 

study will attempt to extend this focus by seeing political risk management not only as a tool



for managing political risk, but also as a tool for exploring how companies understand and 

play the political economic environments in which they operate in terms of political risk. The 

hope is that the political risk management of multinational companies, the unit of analysis in 

this study, will not only tell us how these companies deal with political risk in relation to 

foreign investing - how political risk is identified and which assessment and mitigation 

techniques they use, but as political risk management is part of the foreign investment process 

and the political-economic environments in which corporations operate also give us insight 

into how they perceive and deal with their political economic environments in terms of 

political risk and say something about their political role in these environments. If this is the 

case, this study can complement previous research and perhaps contribute by exploring a 

possible link between political risk and the political role of companies, which has not received 

much attention.

Although the research undertaken in this study is exploratory in the sense that the 

available political risk literature “provides no conceptual framework or hypothesis of note,” 

(Yin 1994:29) and as such aimed at generating empirical results, new insights, as well as 

point to future research, it is not exploratory in the sense that it is a new field of study where 

little work has been done, and little is known about the nature of the phenomena (Patton 

1990:131). However, a review of the literature and previous research on political risk points 

to one thing: the field suffers from confusion and a lack of consensus on what political risk is 

all about; political risk is a theoretical problem as well as an operational challenge. This has 

had an impact on how this research was conducted and will be further described in Chapter 2. 

Even if this study in the end will have done little to clarify the confusion surrounding political 

risk, a discussion of the problems connected to available theory on political risk might 

contribute to identify areas where further research can be done and bridge the gap between 

international business studies and political science.

In exploring how Swedish multinational corporations involved in foreign investing 

perceive and manage their political economic environment in terms of political risk, three 

main questions are asked: The first broad question is what political risk is to Swedish 

multinational corporations. The second question is how political risk is managed. Finally, 

what do the results in terms of the two first research questions say about the political roles of 

Swedish MNCs?



Structure of the study

This explorative venture into the political risk dimension of Swedish multinational 

corporations is divided into 8 chapters. Following this introductory chapter where the scope of 

the study was defined, Chapter 2 will review relevant literature, and describe the analytical 

framework and the methodology used. The findings from the inductive research, i.e. data 

collected and analyzed in relation to how political risk is managed will be presented in 

Chapters 3 and 4. Chapters 5, 6 and 7 will then address some of the problems and challenges 

in relation to the findings and compare with previous research. Chapter 5 will explore the 

methodological challenge of assessing the political-economic environment in terms of 

political risk and explain the lack of systematic political risk assessment in the companies in 

this study. Part of the explanation lies in the way the political-economic environment is 

perceived, which will then be the focus of Chapter 6. This chapter will explore the challenge 

of understanding the political-economic environment in terms of political risk. Chapter 7 will 

address the multinational corporation as a political-economic actor, thus focusing on the 

interaction between the foreign investing firm and its environment in terms of political risk. 

This chapter will as such also address the political role of the multinational corporations. 

Chapter 8 will answer each of the research questions in a conclusive manner and point to new 

areas of research.



CHAPTER 2

Theory and Method

Introduction
The inductive and naturalistic strategy of approaching a setting without predetermined 

hypotheses is one of the strengths of qualitative methods. The problem is approaching the 

setting with an open mind (Patton 1990). What political risk is and how political risk is 

managed in relation to foreign investment will be explored from the perspective of 

corporations and through the eyes of corporate managers, and this research in itself is 

conducted inductively. However, as hermeneutics assumes, the meaning of something can 

never be interpreted free from some perspective (Patton 1990:84f), and this study involves 

capturing and reporting the perspective of those being studied as well as clarifying the 

contextual setting. The point of departure of this venture into the political risk dimension of 

international business is international political economy, but as the focus is on the foreign 

investing firm and how it manages political risk, the study will draw from several 

perspectives touching on ‘the firm within its environment' and political risk to keep the frame 

of reference as open as possible in order to make room for a complex and rather confused 

issue-area for which there exists no coherent theory.

The rather elaborate review of the relevant literature and previous research on political 

risk is aimed at providing the reader with, what I believe, a necessary frame of reference for 

understanding how political risk is a theoretical problem, for understanding how multinational 

corporations deal with political risk and the challenges and problems involved, as well as 

clarifying the conditions under which the phenomenon of political risk is likely to be found 

(Yin 1994:46). The review will also ground the three research questions and lead to the 

framework within which this explorative venture is interpreted in the final analysis. The 

conceptual framework which provides the tool for structuring and analyzing the findings in 

the final analysis evolved during the research and both reflects the respondents’ reality of 

political risk management and foreign investing as it was explained to me during the 

interviews as well as being rooted in theory and should be seen as an embryo. I hope that it



will not only provide the necessary tool for structuring the analysis, but also stimulate new 

thinking on the subject.

International political economy
Supposedly all disciplines have their own basic questions that need to be answered and from 

where research is derived. Researchers strive to answer these basic questions and thereby 

contribute to knowledge in a discipline. The research undertaken here takes its key from "the 

proposition, at its simplest, ...that no analysis of international political economy, whether of 

the world system as a whole or of particular aspects of it, can be complete that does not ask 

some basic questions about perceptions of the risk, sources of risk, incidence of risk and the 

mitigation, allocation and management of risk" (Strange 1983:220). The basic questions 

concern the nature of risk as perceived by individuals, to political entities, to the system as a 

whole. How has it changed? What are the sources of risk - does it arise from the functioning 

of the market, from political decisions? How do states and markets mitigate risks and convert 

risks into costs? Strange (1994) proposes a view on risk that deals not only with profit and 

loss in business terms, but that deals with risk in terms of those values that are sought by 

individuals and society through political and economic organization: poverty, disorder and 

uncertainty, tyranny and coercion etc.

Strange (1994) explains the international system structure as made up of four 

interrelated structures that all affect the others: security, finance, knowledge, and production. 

These structures are not peculiar to the global political economy but are the same on any 

level, down to the family unit. These structures are the source of structural power, i.e. the 

power to shape and determine structures. Structural power is more important in the 

competitive game that is played out in the world system between states and corporations, than 

is relational power (the power of A to make B do something B would not otherwise do), 

suggests Strange (1994). The production sector has become increasingly dominated by 

international business and large multinational corporations are a part of that 

internationalization, which involves small and medium sized firms as well. This is the result 

of a combination of state policies, market trends, management strategies and changes in 

technology and communications. According to Strange (1994) risks on this international 

systems level, systemic risks, arises from the interaction of states and markets and typically 

include political as well as economic risks, war, financial crisis, indebtedness, deregulations, 

technological developments etc. Global constraints or governance or effective regimes have



not yet accompanied the increase of global risk. There are obviously typical risks for each 

structure, but because of the interaction between the structures, it is difficult to consider 

different risks in isolation from each other. "Today's world and international political 

economic system include global and multinational firms, intense competition, rapid 

technological change, extensive government regulation, and increased impact of 

governmental decisions that complicate the structures" (Schoderbek et al, 1998:6ff).

Much of the literature on international political economy (IPE) has concentrated on 

the conflict between the markets and states, on the nation-state as the key actor in the global 

system, and on international politico-economic relations and the effect of these relations on 

the global systems of production, exchange and distribution, and in the distribution of gains 

from market activity. IPE is also concerned about the nature of institutions and regimes that 

govern markets and economic activity, as these may affect the distribution of gains of 

economic activity and the autonomy of states. IPE thus presumes that states, multinational 

corporations and other powerful actors use their power in order to influence these institutions 

and regimes and to achieve whatever other goals they have.

In 1987, Gilpin (1987) identified three contrasting political economy perspectives on 

the nature of the relationship between economic and political affairs, of the relationships 

among society, state and market: liberalism, Marxism and nationalism. Since then and as 

Gilpin (2001) points out 14 years later, the relevance of these three ideologies of political 

economy has changed. Communism and previous LDC strategies such as import-substitution 

has been replaced by liberal thinking, market economics and export-led growth strategies. 

However, as these perspectives are led by analytical as well as normative elements, rejecting 

the normative component (as in Marxism) does not mean that the perspective cannot be used 

as an analytical tool or vice versa. This also means that the normative commitment to one 

perspective can be combined with accepting the analytical approach of another (Gilpin 

2001:13f). Gilpin takes a state-centric approach embodied by liberal principles. He defines 

“the global political economy as the interaction of the market and such powerful actors as 

states, multinational firms, and international organization” (Gilpin 2001:18), and claims that 

“the functioning of the world economy is determined by both markets and the policies of 

nation-states” (Gilpin 2001:24). However, the state is the primary actor and national 

governments still set the rules within which other actors function and forces operate, even if 

these forces have the potency to shape the policies and interests of states, as well as the 

relations between states (Gilpin 2001:24). Further, political boundaries still separate 

economies and economic policies (Gilpin 2001:102).



According to Eden (1993), the concept of markets vs. states is flawed. The market is a 

structure and thus a poor counterpoint to the actor the state. The multinational corporation is 

the appropriate counterpoint. “The crucial problem in the study of political economy as we 

move into the twenty-first century is the tension between states and multinationals, not states 

and markets. It is time to bring the firm, i.e., the multinational enterprise, back into IPE” 

(Eden 1993:26).This is not to say that the multinational corporation is totally ignored by IPE. 

Gilpin identifies two perspectives within political economy dealing with the MNC: the radical 

critique and the state-centric. Whereas the former focuses on the negative characteristics and 

impact of international capitalism, and on how MNCs exploit and control the world, the latter 

maintains that the MNC couldn’t exist without a favorable international political economy 

created by a dominant power whose economic and security interests favor an open liberal 

international economy (Gilpin 2001). However, according to Sally (1995) the lack of attention 

of political economy towards individual firms is "the black box of the multinational firm in 

the globalizing market" and that the "Achilles' heel" in the literature on business organization 

is the firm in its outer nation-state political economic environment. Sally proposes a micro

level approach of political economy - a "micro political economy" that "starts from the 

premise that it is of vital importance to study the firm as a political economic actor in the 

external environments in which it finds itself and in which it is embedded in a series of power 

relationships."10

"As MNEs themselves become more important individual actors in a more interdependent 
international economy, their administrative capacities - in seeking corporate alliances, negotiating 
with governments, and so on - must be taken into account as ever more vital determinants of 
economic and political outcomes in a changing world order. It is the task of political economists to 
home in on the skills of managerial technocracies, varying between and within firms that condition 
variables of power and outcome in the international political economy." (Sally 1995:25)

One of the more important power relationships that multinational corporations involved in 

foreign direct investment will find themselves in, is with home- and host-governments. 

Aspects included in the government-business literature are state, industry, market, firm 

relations, and political risk. The following topics are represented: How government policies 

influence strategies, decisions, and performance of multinational corporations;11 the influence

111 Sally constructs an interdisciplinary theoretical framework and conducts an empirical investigation of the multinational 
companies as political economic actors. Focus in Sally's study is on the internationalization of the MNC and its 
embeddedness in its home political economy with its government-finance-industry linkages; i.e. its power relationship with 
external actors in the home base.
11 Boddewyn 1988, Brewer 1992, Buckley 1998



of industrial strategies on multinational corporations operations;12 political risk assessments 

and management;13 the bargaining relations between multinational corporations and host 

countries dealing with how different resources that governments and firms control 

respectively underlie their bargaining power and influences market entry. The political risk 

literature includes a particular bargaining approach: the obsolescing bargain, which tries to 

explain how the bargaining power between the foreign investor and host-governments 

changes over time.14

Most studies in the government-business relation’s field have focused on the impact of 

political authority on multinational corporations and that area of research seems to be well 

covered. In these studies dealing with govemment-MNC relations, political uncertainty is 

often treated as a given constraint (Boddewyn 1988). Policies in different countries create 

varying political and economic conditions. As these conditions change, multinational 

corporations are expected to adapt and the strategies undertaken are supposedly rational 

responses to political actions. Governments act and firms respond. But this assumption 

evident in many studies in political science as well as in international business of the 

hierarchical political power of governments and the homogeneous impact of the political 

dimension on business firms neglects, according to Hadjikhani (1996a), the influence 

exercised by multinational corporations to actively manage their businesses and gain support. 

In his Sovereignty at Bay, written thirty years ago, Vernon (1971) drew attention to the 

importance of the multinational corporation as an actor in international relations. He 

envisioned two systems; that of the nation-states and that of global corporations, “each 

legitimated by popular consent, each potentially useful to the other, yet each containing 

features antagonistic to the other” (Vernon 1993:19. Vernon thus conceptualised MNE-state 

relations in a bargaining framework, which has continued to underlie and dominate theoretical 

and policy thinking in this area (Eden 1993:18). The obsolescing bargain model developed by 

Vernon (1971), at least used to be the “currently accepted paradigm of host country-MNC 

relations in international political economy” (Kobrin 1987:610) and the most powerful 

framework for thinking about non-commercial risk (Wells 1998:28). The model focuses on 

the conflict between multinationals and states, and explains their relations over time, and in 

terms of each party’s goals, resources, and constraints. The obsolescing bargain refers to the 

vulnerability of companies with large fixed investments and with operations up and running

12 Stopford and Strange 1991, Lenway and Murtha 1994, Vernon 1971, Kobrin 1987, Fagre and Wells, Moran 1998
13 Root 1972, Robock 1971, Kobrin 1979; Brewer 1985, Moran 1998;
14 Vernon 1971, Kobrin 1987,Fagre and Wells 1982 , Moran 1998,Robock 1971,Monti-Belkaoui and Riahi-Belkaoui 1998



to find the terms of their operating agreements being changed or under renegotiation. Some 

industries and investment projects are more vulnerable to the obsolescing bargain. The 

propensity of political risk and government intervention increases as governments gain 

leverage and multinational corporations lose leverage over time. Conflicting objectives play a 

role and the dynamics of the game make the probability of conflict high. The basic premise 

underlying the model was that governments were guided by economic nationalism and 

preferred local investors to foreign investors, especially in politically sensitive sectors such as 

extractive and infrastructure, and would only grant foreign investors access to these sectors if 

the benefits the foreign investor would bring - capital, technology and access to foreign 

markets in particular, would outweigh the political and economic costs that came with foreign 

ownership. As the benefits of continued presence of a foreign investor would decline, the 

government would come under pressure from themselves or from interest groups, to focus on 

and eliminate the costs associated with the foreign presence. A successor government can find 

political or economic reasons to renegotiate large contracts.

The question is how applicable the model is today. The model focuses on conflict 

between multinationals and states, but the changes in the international political economy have 

shifted the manner of as well as the agendas of interaction between MNCs and 

governments.15 Conflict has been reduced in the international game of today - it is no longer 

characterized by hostility as the merits of market economy have spread worldwide and private 

and national interests often coincide. As was mentioned in Chapter 1, the economic and 

political climate, in which FDI projects are launched, has changed over the last decades. 

Today FDI projects are no longer considered the same threat to host countries and the 

hostility host countries harbored against foreign investors has diminished. Although 

governments still discriminate between subsidiaries, many countries increasingly want to 

attract FDI, and have changed their regulations regarding foreign investors towards promoting 

FDI activities, improving the investment climate and opened up markets that were previously 

closed to foreign investors. Deregulation and privatization processes have flowed and opened 

up markets that were previously closed to foreign investors. As mentioned already, the 

interactivity between host-governments and foreign investors has increased and become more

15 One of the consequences of the globalization process is that states no longer only negotiate with themselves, but also with 
firms and firms competing for world market shares not only bargain with their own home government, and with foreign 
governments, they have to bargain with other firms. Strange (1994,1996) calls this the 'triangular diplomacy'. The 
Triangular Diplomacy model attempts to explain the new diplomacy of the international political economy. The three 
ingredients are bargaining among states for power and influence, the competition among firms for world market shares, and 
then the specific bargaining between states and firms for wealth. All three are influenced by and in turn influence the world 
structures of security, finance and knowledge. The linkages in this model are government-government, government-firm, and 
firm-firm.



complex and cannot as easily be explained within an obsolescing bargaining framework. 

Also, due to globalization foreign investing has become more complex, involving several 

interdependent environments and stakeholders, not only the host-country. Other highly 

relevant actors in the international political economic game today are supranational political 

and regulatory bodies and the different non-governmental actors, including pressure groups 

and lobbyists. These sources of risk are not easily captured in a country risk analysis.

Even if some up-dating has been done in the literature, much of the political risk 

literature refers to a situation when host countries were governed by protectionist policies and 

hostility towards foreign firms. Nationalization and expropriation were the critical concerns 

for MNCs operating in less developed countries (LDCs) during the 60's and 70's, and these 

political risks have demised as the hostility has given way to a more favorable attitude 

towards foreign firms. However, “it would be folly”, writes Vernon in 1993, “on the part of 

enterprises or governments to assume that the endemic tensions associated with their 

relationships will go away” (Vernon 1993:24). “Multinationals now function in a global, 

political economy: global because borders are disappearing between markets, political 

because national politics and policies still matter” (Eden 1993a:2). As Gilpin points out; the 

clash between the desire of the firm to maximize payoffs on return on investment and the 

desire of individual states to pursue their national interest probably has not diminished as “the 

issue of relative gains is seldom far from the minds of political leaders” (Gilpin 2000:78). 

“The risks remain” (Wells 1998:28).

Political risk

A quick review of the current international business literature revealed that the issue of 

political risk is still relevant. Knowledge of the political environment in which the business 

operates or will operate can reduce the uncertainty involved in decisions about overseas 

investment. One suggested way to minimize the intrusion of uncertainty is by maximizing the 

accuracy of political risk assessments. What many authors and consultants try to do this effect 

is some “analytical structure” to understand the relationship between business and politics and 

sort out causal relationships and “characteristics of an unfamiliar environment and project and 

how they might come together at some point in the future” (Howell 1998.3). There exists in 

the literature a wide range of political risk assessment techniques and these are based on either 

quantitative or qualitative analysis or a combination of both. The primary objective in 

political risk analysis is to forecast losses. A secondary objective is to suggest means for



managing risks or avoiding the loss (Howell 1998:5).This involves identification of variables, 

determination of their relationship to each other, establishing their contribution to a particular 

situation, identifying sources of political risk and projecting the future. The challenge to the 

political risk analyst and the forecasting methodology is to determine which variables and 

which combination of variables are likely to result in a potential loss for a foreign investor. 

This is partly a function of the underlying theory of a particular method of risk analysis 

(Howell 1998:5).

But what is political risk? The term political risk has a more or less precise meaning 

for international business - it implies the unwanted consequences of political activity or the 

possibility that political events or decisions will affect the business environment or the firm in 

such a way that corporations will lose money or assets, earning power or managerial control. 

However, a review of the literature on political risk shows that there is little consensus and 

much semantic confusion about political risk. Political risk is a phenomenon present in the 

firm-organization interface and involves the concepts of risk and uncertainty, political sources 

and political environments, and these concepts are difficult to clarify. Political risk is used 

interchangeably with political uncertainty, political instability and country risk. Implicit in the 

term political risk is the assumption that the political environment and political sources can be 

at least analytically distinguished from the economic environment or sources, a distinction 

that is far from clear-cut in reality. But one way of distinguishing the two is by defining 

politics as power and authority relationships exercised in the societal context at large and that 

political events concern those events that are “motivated by attempts to gain, maintain or 

increase power at the state level” (Kobrin 1979:69). It has also been suggested that political 

risk need not be concerned only with negative consequences (Kobrin 1981). Because of the 

potential of positive outcomes, risk can be positive. However, the bulk of the literature 

focuses on political risk as negative.

Risk vs. uncertainty
One of the problems with the concept of political risk is clarifying what “risk” entails. One 

early attempt to clarify the meaning of risk and uncertainty was made by F.H. Knight (1921). 

According to Knight, situations in which the decision maker is guided by knowledge of a 

priori or statistical probabilities can be defined as risk situations, whereas situations when 

such statistical measures are absent and decisions do not have this base, are referred to as 

uncertainty. Risk is thus possible to quantify while uncertainty is not. Risk can be calculated,



measurable, insurable and avoidable, while uncertainty cannot. In line with this Rummel and 

Heenan (1978) suggest that political uncertainty describes the unmeasured, subjective doubt 

about a political environment and political risk the relatively measured objective 

measurement and probability estimate of that doubt. But according to Aharoni (1966) 

objective reality exists only as a mathematical concept and therefore subjective probabilities 

must be used and suggests a definition, which “is closer to the day-to-day use of the word; 

risk is the chance of injury, damage, or loss, compared with some previous standard, 

uncertainty, on the other hand, is a feeling of doubt and unreliability” (Aharoni 1966:37). 

Risk is then the subjective probability of loss - monetary, management time, control etc., 

while uncertainty is the degree of belief in this subjective probability. The possibility of 

assessing political risk in an objective way is thus limited even if there is a proven history of 

similar events on which to build statistical probabilities. There will always be the subjective 

choice of which events to include in "similar" etc. Which is why some authors feel that "risk” 

belong more to the realm of accounting and finance and prefers the term "uncertainty" when 

dealing with political, government, macroeconomic, social and natural issues (Miller 1992). 

The probability of something is likely subjective in some sense and thereby the sharp 

distinction between risk and uncertainty is blurred and subject to subjective assessment, as in 

"when the international manager makes a probability judgment of an uncertain political event 

in a host country he thereby converts a political uncertainty into a political risk" (Root 

1972:57). Another suggestion is that risk is linked to and cannot exist independent of an 

organization or a business project. Uncertainty in the political system can exist if there is one 

organization, many organizations, or no organization and while uncertainty is an 

environmental characteristic, “risk is a phenomenon present in the organization-environment 

interface” (Friedmann and Kim 1988:64). Organization theorists, on the other hand, suggest 

that uncertainty lies not in the environment, but in the individuals who consider the 

environments and some even believe that both uncertainty and the environment are in the 

decision maker’s head (Hatch 1997:89ff).

Political risk definitions
Several operational definitions of political risk are offered in the literature. A previous review 

(Fitzpatrick 1983) of the literature on political risk concludes that the definitions of political 

risk divide into basically four categories: 1. Political risk is considered in an undefined and 

general sense - as a non-specified risk generated by the political environment. 2. Political risk



is defined in tenns of government action or interference, or, “occasionally inaction” (Wells 

1998:15), and the negative effects of such action, or inaction, 3. Political risk is identified as 

political occurrences, events or constraints (e.g. changes in governments, heads of state, 

violence) aimed at a specific industry or firm (e.g. expropriations, restrictions, and 

discriminatory expropriation), 4. Political risk is viewed in terms of environment rather than 

in isolation, typified by Robock's (1971) wider definition of political risks which states that 

political risk exists in the environment when discontinuities, which are hard to anticipate, 

occur in the business environment as a result of political change and have the potential to 

significantly affect the profit or other goals of a company. (See also below.) What these 

categories have in common is that they focus on the sudden changes in the political 

environment and are oriented towards political events. In other words, view politics as a series 

of events rather than see politics as a continuous process (Fitzpatrick 1983:250).

Political risk distinctions

Authors have tried to clarify the concept of political risk by suggesting different political risk 

distinctions. A first distinction can be made between global political risk, which is related to a 

company with several foreign subsidiaries, and specific political risk, which is related to a 

specific investment in one country (Clark and Marois 1996:54). Another distinction can be 

made between macro and micro risks.16 Macro risks are environmental events that affect all 

companies in a country, such as sanctions or boycotts or waves of nationalization. Micro risks 

are more prevalent and are those risks that are industry, firm or investment project specific. 

The vulnerability to micro risks varies with the nature of the business, with product, service, 

ownership structure, and organizational characteristics. A further distinction has been made 

between risks that affect ownership and those that affect operations (Kobrin 1979). Finally, a 

distinction between external drivers of political risk and interaction drivers of political risk 

can be made (Zonis 2000).

Conceptual frameworks of political risk
The confusion goes on to the theoretical frameworks and models. There exists no coherent 

theoretical approach to political risk as yet. Where, for example, the focus of the obsolescing 

bargain is explaining political risk as the result of the inherent conflict of interests in the 

relationship between a foreign firm and a host-country, country analysis has been used to

16 Robock 1971: Kobrin 1979: Kobrin 1981



identify in advance and classify those host countries that are more likely to act adversely 

against all foreign investors. According to the latter perspective, political risk can be more or 

less inherent in a political environment, can exist irrespectively of a company and can be 

“objectively” assessed. However, there is no general agreement on what political risk 

assessment is supposed to measure (Clark& Marois 1996:54). "There remains a major 

conceptual breach between identifying the field of study and the dependent and independent 

variables and having a theory...All approaches to political risk analysis...are conceptually 

unable to explain why and how a given set of political risk variables affects the interests and 

goals of companies.”17 A number of conceptual frameworks for explaining political risk are 

presented in the literature.18

One conceptual framework is the actor/source approach, which explains political risk 

in terms of political risk sources (major underlying political forces that can cause abrupt 

political changes) that can be generated by different types of actors/groups, striving for 

political power and the results (social unrest etc.) of these power struggles. The nature of the 

risk will depend on the intent and capabilities of key actors to shape events. 19 The structural 

approach states that the vulnerability to political risk or "contingencies arising from the 

political environment" and their potential cost and impact varies across industries, firms and 

projects and depends on the structural characteristics of the firm (Kobrin 1979, 1981). The 

government type approach suggests that the risk of radical political change and thereby 

political instability is dependent on type of government and associated with a typology of 

political models - "the state-centric model of international politics, the pluralist model of 

national politics, the bureaucratic politics-organizational behavior model of government 

policy making, and the transnational politics model" (Brewer 1985:8). The environmental 

approach shows a "deeper consideration of the concept of political risk in terms of 

environment than in isolation" (Fitzpatrick 1983:250). The environmental approach 

supposedly provide a wider, more active frame of reference than those definitions which 

focus on political risks as negative firm- or individual -specific consequences of a particular 

political event. Within this group, political risk is defined in terms of changes and 

discontinuities in the business- or political environment and the unwanted consequences that

17 Lax 1983:110 in Friedmann and Kim 1988
18For a thorough summary, see Friedmann and Kim's (1988) classification.
19 Simon 1984, Boddewyn and Cracco 1972, Robock 1971, Hadjikhani 1996



follow. 20 Others within this group focus more on uncertainty and risk within the 

environmental context and the effect on individual firms and see political risk as a probability 

judgment of uncertain political elements. 21 The bargaining approach explains political risk 

within a framework of bargaining power between host government and foreign company, 

which includes the obsolescing bargain model, which was described earlier. 22 The interactive 

approach explains political risk as the result of the interaction of business and non-business 

actors.23 The line between these different approaches is not clear-cut, and several authors are 

represented in more than approach.

The impact of the environment

Many of the models used for business environment and political analysis focus on the 

political environmental impact on firms, and especially on the host-country political 

environment impact on films. In other words, they view political risk as mainly externally 

driven and companies as receivers of political impact. The environmental approach to 

political risk identifies political risk as a business risk brought about by political sources or 

environment. Organizations do not exist independently and in isolation, “the firm exists as a 

system within an environment” (Kobrin 1979:70). The environmental approach to political 

risk is (still) typified by Robock's (1971:7) wide and often cited operational definition of 

political risk: “political risk exists in international business when 1) discontinuities can occur 

in the business environment, 2) the discontinuities are difficult to anticipate, and 3) they are 

the result of political change.” In order to constitute a “risk”, the political changes “must have 

the potential to significantly affecting the profit or other goals of a particular enterprise” 

(Robock 1971:7). This definition includes four proposed necessary elements of political risk: 

“Discontinuities - drastic changes in the business environment; Uncertainty - changes that are 

difficult to anticipate; Political forces - defined as power and authority relationships in the 

context of society at large, Business impact - potential for affecting the profit or other goals 

of a particular business enterprise” (Robock and Simmonds 1983:342). The conceptual 

framework of political risk built on this definition, is made up of three elements: Sources of 

political risk; Groups through which political risk can be generated; and Political risk effects;

2'' Kobrin 1979, Chaddick and Howell 1994, Robock 1971, Oxelheim 1997, Haendel 1979, Clark and Marois 1996, Thunell 
1977, Pahud de Mortanges and Allers 1996:305, Simon 1984
21 Root 1972, Rummel and Heenan 1978, Haendel 1975, Brewer 1985,
22 Vernon 1971, Kobrin 1987, Fagre and Wells, Moran 1998, Robock 1971, Farge and Wells 1982, Monti-Belkaoui and 
Riahi-Belkaoui 1998
23 Hadjikhani 1996



types of influence on international business operations. Political risk can thus be the result of 

a relevant change anywhere in the business environment of the firm, the local, regional, or 

global level, in a firm’s home-country, host-country or between states and other non-business 

actors. These changes can emanate from political sources such as political events: wars, trade 

agreements, new international alliances, change in government policy, changes in regulations 

in the home- and host- country, changes made by intergovernmental organization, or actions 

by other non-business actors, such as NGOs etc. The effects of political risk can be on 

ownership through expropriation or partial divestment, restricted operations, breach of 

contract, loss of transfer freedom for dividends or personnel, discriminatory taxes, property 

damage, kidnapping (Robock and Simmonds 1983:347).

However, this framework is operationally difficult. First, discontinuities are by 

definition difficult to anticipate and they are also rare. This limits the scope of the political 

analysis. For this reason Kobrin (1981) calls the term political risk is a "misnomer” - actual 

impacts of the political environment on the firm tend to be less dramatic and more extensive, 

and prefers the term contingencies; “All significant managerial contingencies that result from 

political events or processes are of concern” (Kobrin 1981:253). Second, it requires that 

changes “must have the potential to significantly affecting the profit or other goals of a 

particular enterprise” in order to be political risk. What is political risk to petroleum 

companies does not have to be political risk to soft drink producers (Robock 1974:8). The 

problem is to establish any causal relationships between the environment and the firm. The 

dependent variable for example can be industry, company or project specific, making it hard 

to generalize.

For a multinational corporation this exercise can be even more difficult. When 

investing the multinational corporation must operate in many different environments and risk 

can originate from one or several of these. Patterns can apply across nations. Also, when 

entering a foreign market, the multinational company not only enters the political, economic 

and social environment of that country, but also becomes part of the international 

environment in which both the home- and host-country operate. A framework focusing on the 

impact that different environments can have upon the formation of political risk and the 

interrelationship of key actors is suggested by Simon ( 1984).24 Simon suggests that the risks a 

multinational corporation will be subject to depend on the interaction of key actors and 

developments in the various environments, which can have ether indirect or direct effects on

24 The framework divides the environments into internal (host-country) and external (home, international and global) actors, 
and thus the flow of risk can be of four different types; direct-internal, direct-external, indirect-internal and indirect-external.



the MNC. Identifying the key actors and determine how their interactions can affect the 

formation of political risk is crucial. While certain types of political risk will occur 

irrespective of where the multinational company has invested, “the exact nature of risk will 

depend upon the intent and capabilities of key actors to shape events” (Simon 1984:127). But 

while the host government may be the most important actor in terms of capabilities to inflict 

risk upon a foreign company, it ignores a whole range of other relationships” (Simon 

1984:125). To concentrate on the host government as the sole initiator of political risk is a 

misperception of the role of the state in the political risk process according to Simon (1984). 

Attention needs to be shifted “from the host-govemment-to-MNE flow of risk to a more 

encompassing framework that places the MNE in the context of the different environments 

that exists. Simon (1984) proposes a framework with four basic environments: host country, 

home country, international arena and global arena, from where risk can emanate. In both the 

host- and home-country environments governmental, legal, societal, and media actors can 

influence developments. The international arena is concerned with inter-state relations, and 

international non-governmental groups. The global environment includes the actions and 

policies of global organizations such as the UN and the World Bank, and global developments 

such as world wide financial crises, oil crises, and recessions.

The interplay between the organization and its environment
Even if the environmental perspective and in fact most approaches to political risk seem to 

agree that political risk depends on the relationship between the company and its external 

environment, they pay very little attention to the corporation as an actor. Although it 

acknowledges that when entering a foreign market, the multinational company enters the 

political, economic and social environment of that country, as well as the international 

environment, it tends to ignore that it also becomes an active part of those environments. If 

the firm exists as a system within its politico-economic environment (Kobrin 1979:70) it 

hardly exists as a closed system, and the environment is not only external to the firm, the firm 

is also in exchange with its environment. Does this not mean that the corporation can be an 

actor in its external environment and interactive with its environment and in a wider sense 

than just in terms of bargaining with a host-government? Treating political environmental 

uncertainty in a manner, which emphasizes the one-way influence of the political system, has 

its limits. It assumes that corporations respond to government policies ready and delivered, 

and thus downplays the possibility of corporations assuming a role as political actors, who



can influence and manipulate government policies and non-governmental actors in a pre

emptive manner as well as the role of corporations in the formation of political risk. These 

policies are often assumed constraints rather than opportunities. The assumption of 

unidirectional action is questioned in this study and has been questioned by other authors who 

take into consideration the interaction between business-actors and non-business actors and 

the tension this interactivity can result in. According to Boddewyn (1988), an integrated 

political-economic theory of foreign direct investment should take into account the fact that 

MNCs not only react to given conditions in their political environments, but also shape their 

political environments in different ways in their relations with governments. "There are very 

few people who dispute that a multinational corporation at least has the ability to be an actor 

in the international political system", writes Thunell (1977:92) in his study on political risk.25 

He cites Sjöstedt’s (1974:5) proposed two criteria for “actor”: 1. the unit must have a minimal 

level of autonomy, that is, it must be possible to differentiate between the unit and its 

environment; and 2. the behavior of the unit must have an impact on its environment and 

concludes, "it is obvious without any deeper analysis that large multinational corporations 

fulfill these requirements" (Thunell 1977:94).

Separating the organization from its environment

If we look at the first criterion for “actor”, the unit must have a minimal level of autonomy, 

that is, it must be possible to differentiate between the unit and its environment. The firm 

needs to be separated from its environment for the firm to assess and manage it and the 

environment needs to be organized or categorized somehow in order to be comprehensive and 

manageable. This is true for both managers of a particular organization or system and 

observers of the same (Hatch 1997:67ff). Boundaries have to be drawn. But as there exists no 

guidelines as to how encompassing the environment should be and whether to include sub

environments or not, the boundaries of an environment are often arbitrarily drawn. In 

addition, one has to determine what belongs to the organization and what belongs to the 

environment (Schoderbek 1998:26). This constitutes a conceptual problem. What constitutes 

the environment, what factors are relevant to the organization? And how much of a particular 

factor is an environmental element - and how much is an organizational element? Which 25

25 As mentioned previously, the aim of Thunell’s study was to analyze how political instability affects investment decisions. 
However, he also says that “in reality on can probably find an influence in the other direction too, that is, political events in a 
country may be influenced by changes in the flow of foreign investment into that country. That is something that will not be 
analyzed here.” (Thunell 1977:3)



elements belong to the organization, what is part of the environment and which factors belong 

in both spheres - what are the proportions? Trying to capture all factors or arenas of the 

complex organizational environment is a very difficult task, again both for individual 

managers as well as for observers.

According to the systems perspective each system has something internal and 

something external to it (Schoderbek 1988). To be designated an organization’s environment 

two features have to be present together: The environment includes what lies outside the 

system's complete control and at the same time to some extent determines the system's 

performance. Unless the “external” has an influence on the organization, and is relevant to 

the organization, everything external would be included. This makes explicit the interaction 

between systems and environment as described in the environmental approach. The definition 

of environment may also include those objects that are affected by the behavior of the system, 

thus enhancing the interaction between systems and environment. Schoderbek (1988) 

suggests that the first question to ask in order to determine what constitutes the environment 

is whether a factor is relevant to the system. Then, as a criterion for the differentiation 

between system and environment, the relative degree of control, which the organization can 

exercise over system relevant factors surrounding it, can be used. This gives at least two 

categories. External factors over which the organization has no degree of control are 

designated environmental factors and factors over which it has relatively high degree of 

control are considered resources. Then one can come up with a number of categories within 

this range, with more or less degree of controllability. The degree of controllability reflects 

the organization's ability to use its resources to influence the external factors. This ability 

depends on resources, managerial skills and organizational intelligence. Organizational 

intelligence refers to the ability of the organization to "recognize the need for control of an 

external factor, as well as the ability to devise the appropriate influencing strategy," 

(Schoderbek 1998:22) and to the ability to come up with a relevant mix of conventional and 

innovative techniques to deal with environmental factors. For example, Schoderbek (1988) 

suggests that the traditional way for organizations to increase their degree of control over the 

"government" factor, e.g. to influence legislation etc. through conventional lobbying will have 

to be replaced by more effective means of influence. The degree of government interference 

with free enterprise is likely to increase and further inhibit the control of organizations over 

that particular sector of the environment. This goes for dealing with the "public sector" as 

well (Schoderbek, 1998:23). A political environment is dynamic and characterized by 

discontinuities and change, the boundary is not static. What is referred to the environment at



one point in time and under certain circumstances, may be considered a resource under other 

conditions. One example is political authority. Political authority is one common source of 

political risk to a company and as such an external factor, but political officials may also be 

integrated in the management of a company through board membership and thus becomes a 

resource. This can also be described in tenns of managing dependency. “Managing 

dependencies requires the establishment of countervailing power with respect to the particular 

environmental elements on which the organization’s dependence rests.” This can be done by 

seeking ways to avoid dependency or make other environmental actors dependent on the 

organization. (Hatch 1997:80) However, under the “wrong” conditions this resource could 

turn into a liability. One conclusion Hadjikahni (1996b: 182) reached in his study of Swedish 

MNCs behavior during the revolution in Iran was that in a situation of drastic political 

change, “the closer a business actor is to a former political actor, the weaker the business 

actor’s legitimate position becomes after the change.”

The relative degree of control, which the organization can exercise over factors 

surrounding it, can also be used when differentiating between different political risks. 

According to Zonis (2000) political risk framework, the factors that drive political risk can be 

divided into three basic areas: external drivers, interaction drivers, and internal drivers. Each 

area can be subdivided into additional categories. External political risk drivers refer to those 

factors that companies have little or no influence over. These can be political instability 

factors, factors related to poor public policy, or factors related to a weak institutional 

framework. As corporations have limited possibilities to influence these, management needs 

to be focused on adequate assessment of political risks and managing their impact. Interaction 

political risk drivers emanate from the many different relationships that companies have and 

that influence political risk levels. Interaction drivers can be split into subcategories based on 

the relationship involved; home-, host-, local governments and their bodies or regulators; 

local community; labor unions; NGOs; shareholders and any other stakeholders. Demands 

from various groups can lead to government intervention. The quality of these relationships 

affects risk levels and so the company can influence the probability as well as the impacts of 

these risks. The internal political risk drivers are related to the company itself and the 

probability and impact of these internal drivers are determined by the quality of the 

company’s political risk management capabilities. These drivers could be organization of the 

company, information-related, and policy and management of political risk.



The impact of the organization on the environment

The above discussion has already suggested that the behavior of the organization has an 

impact on its environment, the second criteria for “actor”. The decision to invest is a “normal 

and routine decision within the company” (Thunell 1977:94) and the variation in the outcome 

of this process according to differences in the political situation in the potential host country 

can be characterized as environmental adaption. The opposite of this is environmental 

creation, which occurs when companies actively try to influence and change their 

environments to their advantage through political activity, lobbying, bargaining, bribes, and 

so forth (Thunell 1977). The political environment is not taken as a given, but as an outcome 

of a process that involves both adaption and attempts to change the environment. This 

political behavior of multinational corporations is discussed by Boddewyn (1988) in his 

attempt to add a political dimension to MNC theory by stretching "MNE theory along 

political lines" (1988:342) “Political” in Boddewyn’s terminology refers to actors belonging 

to the non-market environment and includes governments, public opinion, and pressure 

groups. "Political" refers also to the particular means used by firms when interacting with the 

non-market environment; i.e. "lobbying, public and governmental relations, alliances with 

other firms and associations, bribery, suing etc." and can be used by multinational 

corporations for strategic political management (Boddewyn 1988:342). Hadjikhani (1996a:6) 

adds a political risk dimension to this political behavior when he suggests that "the 

management of relationship with political actors can vary from being influenced by the 

government to placing influence on the government. On this continuum, the management of 

political risk can vary from simple direct negotiation with the government to the use of 

intermediary actors to influence the government” (Hadjikhani 1996a:6). So in relation to 

political risk a corporation can in addition to avoid or withdraw from a country, to transfer the 

risk, adapt to a host country, or use its bargaining power, also use political action. 

Corporations can influence political risk through political activity and the different 

relationships they have, but these relationships can also be political risk producing 

(Hadjikhani 1996a, Zonis 2000). In the interactive approach political risk is defined as 

resulting “from the interaction of business and non-business actors that together give a 

specific identity to the risk: that is, it becomes actor-specific” (Hadjikhani 1996b: 191). In this



framework, unlike Simon’s (1984) framework described above, business actors can also be 

key actors in the formation of political risk.26

In addition to acknowledging variety and diversity among firms and their behavior, 

including their relations to their environments, one also must remember that large 

organizations seldom have a unified structure of interests. Different divisions have different, 

sometimes conflicting, objectives. This influences the organization as an actor (Pfeffer & 

Salancik 1978). It supposedly also influences the way corporations recognize and handle 

political risk. (See e.g. Ahoroni 1966, Zonis 2000)

In terms of political action, the impact of the organization on its environment can be 

described as direct or indirect corporate political action and involve two types of actors: first, 

actions concerning the relationship between business and governmental actors (e.g. 

concerning economic or regulatory issues), and second, the relationship with non

governmental actors such as NGOs, business experts or lobbyists who have in common that 

they link business actors with the political actors and build relationships in order to gain some 

influence or control over political changes (Hadjikhani 1996b). Indirect political action 

describes the situation that even if the corporations engage only in adaption to the 

environment, they can have important social, economic and political effects on the 

environment, especially if a dynamic perspective is taken. “The way corporations adapt to 

their environment today will help to shape the environment tomorrow" (Thunell 1977:94). 

On the other hand, a no-go or exit choice can also affect the environment in important ways. 

The impact of an organization on its environment can also be risk producing. For example, by 

investing in countries that are perceived as politically stable and offer a positive investment 

climate, companies may indirectly and unintentionally support anti-democratic, authoritarian 

or repressive regimes, but also unintentionally contribute to violent conflicts or human rights 

violations.

When governmental intervention or the political environment begins to affect their 

economic well-being and survival, organizations are likely to become involved in more direct 

political action. But corporate political activity can also be used for trying to improve the

26 Hadjikhani thus rejects the view of homogeneity and the unilateral influence of political actions. However, the arguments 
are also based on rejecting the assumption in previous studies that political change has a homogenous impact on firms, and 
that political action and political risk are the same. This disregards Robock’s (1971) definition and conceptual framework of 
political risk, absent from the review as well as reference list. As Robock (1971) as well as Kobrin (1981:253) points out that 
the “contingencies” that arise from the political-economic environment can be ordered into macro or micro risks, where the 
former type affects all firms and the latter are industry, firm and project specific. Also, the interactions framework says very 
little about what drives the actors to action. If nothing else, there exists a power/dependence relationship between an 
organization and other actors in the inter-organizational network of the organization due to its need for resources. (Hatch 
1997:80, Pfeffer & Salancik 1978) This is also the essence of the obsolescing bargain model, which was described earlier in 
this chapter.



international investment environment at large, to improve the political dimension of an 

investment decision-making process or influence political decision-makers. These political 

activities can also produce tension in the relations between governments and corporations and 

in the relation between corporations and other stakeholders.

Summary

Foreign investing has been described as a process that involves adaption of a multinational 

corporation to the environment as well as attempts to influence and change that same 

environment, and even if a corporation only engages in adaption, it can have an effect on the 

environment. The environment has an impact on organizations, but the unit also has an impact 

on its environment. The firm is not only a receiver of political impact, it may also be seen as a 

political-economic actor in its external environment and as engaged in a number of different 

power relationships with external actors, based on their respective objectives and need for 

resources. The organization is also viewed as in exchange with its environment through 

indirect and direct political action. All this interactivity can produce tension. Whether this 

tension may result in political risk is an open question as is whether political risk management 

involves a political role for the corporations in this study.

The crux is to identify political risk. As this review has shown and which will be 

obvious in this study, identifying political risk is not without problems, not for the 

multinational corporation and not for the observer. It should be clear by now that we are 

dealing with a phenomenon that is not, or cannot be, unambiguously defined. Although there 

exists some sort of an agreement about what the term used to describe this phenomenon 

implies - the unwanted consequences of political activity for international business - the 

phenomenon involves concepts, which are difficult to clarify; political environment, political 

sources, risk and relationships that are unclear. There exists no precise guidelines for when 

“political” becomes “risk”. We are in other words, dealing with an imprecise and complex 

concept. With a concept that is both narrow and confined, and diffuse and confused, one ends 

up in a grey-zone between inductive and deductive inquiry. What this study attempts is open- 

mindedness within the given constraints of the concept - the potential impact of the political 

environment upon the operations of the firm (Kobrin 1979:77), but also to extend this focus 

by including the potential impact of the firm on the environment. In other words, not presume 

that multinationals are subject to political risk and adapt to their political environment, as well



as being open to the possibility that multinationals can be key actors in the formation of 

political risk as well as their political environments.

Although grounded and derived from theory, the research questions - what is political 

risk is to Swedish foreign investors, how political risk is managed, and what this can tell us 

about the political role of these investors - are open questions, not expectations, and in order 

to keep the reference as open as possible, the study draws from several perspectives.

Methodology

Running through this research has been the methodological challenge, which presented itself 

in a number of ways. Since we are dealing with a “contemporary phenomenon within its real- 

life context” and “the boundaries between the phenomenon and context are not clearly 

evident” (Yin 1994:13), a qualitative case study approach was used in order to explore how 

Swedish multinational corporations perceive and manage the political environment in terms 

of political risk in relation to foreign investing and whether this can tell us anything about the 

political role of corporations. The unit of analysis is the political risk management as a part of 

the foreign investment process and the political-economic environments in which 

corporations operate. The case study approach satisfies the desirability of a more holistic 

understanding of the political risk setting, as well as the use of multiple data sources (Patton 

1990:193). It also allows for diversity and makes it possible to study many different aspects of 

the political risk management of Swedish multinational corporations. Thus, a deeper 

understanding of how multinational corporations perceive and deal with political risk and thus 

their political environment is preferred to the possibility of making generalizations regarding 

results (Gummesson 1991). Although no single cases will be presented, the study can be 

described as a multiple-case study, where the individual “cases” serve as the evidentiary base 

for the study, and are used in an across-case analysis and from which examples are drawn. 

(Yin 1994:137) This will be discussed more thoroughly below.

The investigation itself was conducted inductively, which means that the research is 

not bound to certain specified variables (Merriam 1994:72) predetermined hypothesis or 

expectations (Patton 1990:85). Many of the previous studies on political risk management 

used mailed surveys of a large number of companies, complemented by interviews with a 

smaller number of firms and focused mainly on the how-part of political risk management. 

Using such a method for this investigation would have required a much more narrow 

approach with structured questionnaires and questions based on predetermined criteria.



Although such an approach might have provided information on the political risk 

management of the corporations in this study, it would have provided little contextual 

information and not permit the respondents to describe in their own words what is 

meaningful. This study is interested in the views and experience of foreign investment 

decision-makers, meaning top corporate executives, and their knowledge. The response rate 

from this group in answering questionnaires and elaborating on the issue of political risk in 

writing was expected to be low.

The study set out to use ”criterion-based selection" or "purposeful selection" of 

multinational corporations, which means that settings and persons are selected deliberately to 

provide important information that cannot be obtained from other sources (Maxwell 1996:70) 

Essential selection criteria was that the multinational corporations had Swedish headquarters 

and were operating across boundaries, had production in at least one foreign emerging market 

and that there was sufficient information available in the company selected in the form of 

access to relevant people and documentation. However, this strategy was not without 

problems. During the data collection phase, it became obvious that how Swedish 

multinational corporations deal with political risk is a sensitive issue.

The main problem was the problem of access, or “the opportunities available to find 

empirical data (real-world data) and information’- (Gummesson 1991:11). The validity of this 

study will thus be threatened due to in-depth material being scarce and that there was limited 

access27 to inside information. Another major problem was revealing and publicizing 

empirical sources, data as well as findings. I was connected with relevant persons, received 

straight answers, elaborate descriptions and details on how political risk is dealt with within 

organizations when discussed on a general level, but information on exact procedures or 

specific factors in relation to foreign investing and political risk was not obtainable for two, 

most likely interdependent, reasons. First, the companies did not want their investment, 

business or risk strategies publicized. Their international business strategies and risk models 

are their competitive advantage against domestic and foreign competitors. Even if assured 

anonymity the companies believed that it would still be obvious which company was 

described, as the Swedish MNC-community is small. This also meant that companies and 

persons interviewed asked to remain anonymous, which of course will be respected, but 

which also influences the possibility of describing these companies in more than a very 

superficial manner. Therefore, respondents will be presented as two-digit numbers, where the 27

27For an interesting discussion on the problem of access, see Gummesson 1991.



first number indicates company and the second the respondent. Further, I was only granted 

permission to do one actual case study on how political risk was dealt with within an actual 

investment project, which eventually fell through due to organizational changes in that 

company. Obtaining enough in-depth information about specific investments, especially 

negative cases, was thus a problem. Second, companies claimed they had no structured 

political risk assessment or management methods to show or describe. Only two companies 

disclosed any written documentation on how they had dealt with issues related to political risk 

or political activity. Although most companies were fairly open about confirming that dealing 

with “political” issues and political connections was part of the everyday game and relevant in 

relation to political risk, they were not willing to disclose any detailed information about these 

issues or established relations. Even if these are findings in themselves, it meant that no 

credible single case-studies could be done on the individual companies as these would 

knowingly be based on incomplete information as much existing information was not 

available and/or could not be disclosed and thus accounted for. It also meant that no 

systematic cross-analysis between political risk models or strategies could be done. In 

addition, the link between political risk and corporate political action could not be explored in 

depth. This study thus largely depends on data obtained from a single type of source, namely 

the members of the companies and their individual subjective opinions on what political risk 

means to these companies and investors and how it is managed. This information in turn 

depends on these individuals’ perceived level of possible disclosure. However, this study is 

not striving for the "truth” and the interviews did give enough information to give a good 

picture of how political risk is perceived and managed in relation to foreign investing in 

Swedish MNCs, and the problems related to this. However, it does mean that it is not possible 

within this study to differentiate between what respondents say they do and what they actually 

do.

Also, in qualitative studies, the personality of the scientist is a key research instrument 

(Gummesson 1991, Merriam 1994). This is one of the credibility problems when “a more 

personal interpretative process is used in order to understand reality... instead of trying to 

explain causal relationships by means of objective facts and statistical analysis” (Gummesson 

1991:152). In relation to this I would like to address the issue of pre-understanding; i.e. the 

insight into the specific problem and environment before starting the research. “The academic 

researchers’ pre-understanding takes the foim of theories, models, and techniques; generally 

they lack institutional knowledge of conditions in a specific company, industry or 

market...and have never held a position where leadership, risk-taking, and responsibility for



results are demanded’- (Gummesson 1991:12). In this case, the pre-understanding as well as 

the understanding is probably additionally influenced by the fact that the observer is a 

political scientist venturing into the world of not only foreign investing, but also business 

administration - an exploration that, I would like to add, has been truly fascinating - but may 

have also affected the respondents and the respondent’s answers. The answers may also suffer 

from reflexivity (Yin 194:80), i.e. that I was given what I wanted to hear.

As mentioned in the introduction, this study moves within a period of approximately 

ten years, from the mid 1990’s when the investment decisions that are referred to in this study 

were taken and when the empirical evidence was collected, between 2000 and 2002. During 

the summer and fall of 2003, respondents and political risk experts were asked to review their 

respective cases to be used in this study and were also asked whether the 9/11 and following 

events had resulted in any revisions on perceptions, assessments or management procedures 

regarding political risk in the companies. None of the companies reported any revisions.

The first bulk of interviews were done with parent company representatives and 

revealed that political risk was mainly the responsibility of subsidiary managers, essentially 

meaning those operating in “politically risky” countries. (Political risk was foremost 

associated with the developing countries and emerging markets as some of these countries 

have historically had a higher propensity of political risk and are associated with a higher 

degree of government intervention and political instability. This is part of the foreign 

investors “reality” and this study will not make any efforts in disputing this “fact”.) 

Apparently political risk was dealt with differently in subsidiary and parent companies and 

consequently between the pre-investment phase and the operational phase of the foreign 

investment process. This finding was in my opinion worth investigating further, but it also 

presented the research with a new set of concerns. First, there were no individual company 

investment-cases covering both phases of the foreign investment process that could be 

studied. This was a function of the problem of access as well as a question of time. Second, in 

order to capture both phases of the foreign investment process, the pre-investment phase and 

the operational phase, data collection would have to be done in parent companies as well as in 

subsidiaries. In some companies, access to key persons and management for interviews was 

not a problem, but the outcome was that in six out of 12 cases, access to both parent company 

and subsidiaries was not possible for various reasons. Third, due to both methodological and 

practical reasons, selecting subsidiaries presented a real problem. Since the investigation was 

based on interviews, the selected subsidiaries would preferably have to be limited to the same 

geographical area or countries. As the focus of this investigation was the political risk



management practices of companies, these countries would preferably have to be rated 

“politically risky” by some standard, but without imposing on the investigation any 

predetermined political risk definition or standard for a “politically risky environment”, since 

the study approaches political risk from the perspective of the corporations in this study. This 

also made explicit the risk of running into the definitional problem of political risk as an 

“environmental” phenomenon (political instability, political uncertainty) vs. a “firm-specific” 

phenomenon (loss, effect on the firm). This was solved by choosing subsidiaries in a limited 

number of countries that the corporations considered politically risky. Focusing on the 

differences in between companies had to give way for concentrating on the similarities 

between companies. However, this should not be interpreted as any attempts of 

“generalization” beyond the setting of this study. Since there were enough similarities found 

between the different subsidiaries in regards to their political risk management, these 

subsidiaries were simply lumped together and categorized as "the operational phase”. Thereby 

in effect creating and describing two different political risk contexts.

The analytical procedure can be outlined as follows: The first analysis was done for 

each company and focused on three areas: how political risk management was organized, the 

role of political risk management in and for foreign investment-decisions and how political 

risk was managed during the operational phase of an investment. The second analysis was 

done across companies and focused on the similarities in between companies regarding the 

different elements of political risk management and sources and types of political risks 

mentioned. The results of this analysis were then organized according to pre-investment 

phase/ operational phase and external/interactive drivers of political risk. The findings of this 

inductive research were compared to the results of previous research on political risk 

management. The findings were then viewed first from an environmental perspective and 

following this an interactive perspective. Conclusions were drawn by answering the three 

research questions.

In sum, based on open-ended interviews tempered with some structure - the three 

research questions - in order to provide a common framework of analysis, this qualitative 

research has been explorative and inductive, attempting to making sense of a phenomenon 

and its setting, letting patterns emerge, without imposing pre-existing expectations, proxies or 

hypotheses, focusing more on process and less on conclusive results (Merriam 1994:31, 

Patton 1990:44). However, as Patton (1990) suggests, as the inquiry reveals patterns and 

major areas of interest, one starts focusing on verifying and elucidating what appears to be 

emerging, involving a more deductive approach to data collection and analysis, in this case



trying to determine whether the MNCs in this study follow similar courses (Yin 1990:29) in 

between companies and compared to previous research. As the open-ended interviews were 

guided by the three research questions and gave relatively consistent information, analysis 

across companies and interviews as well as presenting the findings in an aggregate manner 

was possible. However, several citations and descriptive examples are also included in order 

to present raw data and ground the analysis and to give the respondents a voice.

Interviews

The qualitative data was collected mainly through interviews and during a period of two 

years. The interviews were conducted as open-ended interviews tempered with some structure 

in order to provide a common framework of analysis. In addition, documentation was used 

when this could be obtained. Annual reports, social reports and other company documentation 

were used when possible and relevant.

The interviews focused on two areas where political risk is relevant, in relation to 

investment decisions and when operating in foreign markets. More than 30 interviews with 12 

different multinational corporations were made. The following industries are represented: 

different areas of infrastructure, telecommunication, construction, pharmaceutics, and 

commodities. Within the companies, interviews were completed with several key persons 

involved in the decision-making of foreign investing as well as operating a foreign subsidiary 

- Group CEO and board level, management level in subsidiaries, risk management, business 

intelligence and corporate communications department. The companies participating in this 

study have subsidiaries in either Brazil or in the Eastern European transition economies or 

both. Eighteen (18) interviews were done with top executives in seven parent companies. 

These executives were titled President, VP, Group CEO, CFO, business area manager, 

country area manger, business development manager. Interviews also included one political 

risk manager, head of political risk analysis and one Chief of Business Intelligence. Fourteen 

(14) interviews were done with subsidiary management. Seven (7) interviews with top 

executives in four Brazilian subsidiaries, the chief representative of one Swedish bank, and 

the head of Swedish-Brazilian Chamber of Commerce were done on site in Sao Paulo, Brazil. 

Seven (7) interviews were completed with top executives in five (5) subsidiaries operating in 

the Eastern European transition economies, spread out to Russia, the Baltic States, and 

Poland. Four (4) on-the spot interviews were made in Warsaw; three (3) interviews were done 

over the phone. Except in three cases (2 in Brazil and 1 in Poland), all respondents were 

Swedish. Seven (7) interviews with executives ranging from Group CEO to Head of export



and project finance, and political risk experts were done in two of the largest Swedish 

international banks.

In addition to these interviews related to the investigation itself, some 20 experts and 

other players were consulted for obtaining more context-related information and “double

checking” some of the information obtained from the company representatives as well as to 

compare some of the empirical findings. I undertook a two-week field study at the Swedish 

Export Credit Agency (EKN), where several interviews, direct observation and archival 

studies were done in order to learn about political risk. Many of the companies interviewed 

are also involved in export and EKN was often referred to by respondents. Their country 

ratings and assessments are used as indicators, confirmation or support also in relation to 

investments. Swedfund was interviewed for their expertise on risk exposure in relation to 

investing in countries with high risk. The Swedish Trade Council, in Stockholm and Sao 

Paulo, was consulted for their expertise. Three private insurance companies dealing with 

political risk insurance were interviewed. Several consultants specializing in risk analysis and 

risk management, business intelligence, and corporate social responsibility were also 

interviewed for their knowledge and experience in working with different areas of 

multinational corporations. In addition, an on-the spot interview was done at the 

UNGlobalCompact, New York. All interviews were taped and notes were taken. The 

examples presented are reviewed and cleared by the respondents.

Delimitations
This study will not try to determine or measure political risk, no attempts at establishing any 

causal relationships are undertaken. The purpose is not to determine or measure the impact of 

the environment on the firm or the impact of multinational corporations on their en\ ironment 

and to which degree they are political actors. This study approaches political risk from and is 

interested in the corporate management's perspective on political risk and how political risk is 

managed. The environments of large organizations are non-singular, multi-faceted and are 

characterized by complexity, uncertainty and change. In addition, the organization is in 

exchange with these environments. The organization is not only part of its immediate 

environment, but also part of many interrelated environments, which in turn make up one 

whole and highly complex environment. These environments can be dynamic or stable; the 

state of environments changes over time. It is difficult to decide which dimension or 

dimensions in conjunction are relevant at a certain point in time and to do so is not an



ambition in this study. Political development and considerations continuously modify the 

business environment, and which changes and discontinuities within a business environment 

that can be considered political risks will not be predetermined. This study will just assume 

that political risk is a possibility and that political risk management is part of the foreign 

investment process and the political-economic environments in which corporations operate. 

Since any political risk strategy decided upon is dependent on evaluations during the foreign 

investment decision process, this process is of course important and will be referred to but the 

foreign investment decision-making process itself will not be studied or analyzed. The 

specific constraints in the countries in which subsidiaries were operating will not be 

investigated or included and there will be no attempt at determining an objective reality 

against which political risk is considered. Any explanations of real events will be shallow and 

no systematic comparison between different multinational corporations regarding political 

risk management in relation to specific events will be undertaken. How events in the political 

dimension affect a current strategy and causes that strategy to change will not be addressed, 

and there will be no attempt to specifically study how the environment and any environmental 

changes affect perceptions of managers, their decision-making, their assessments and choice 

of strategy.



CHAPTER 3

What Political Risk Is

That access to information was a problem has been mentioned already, but is worth repeating. 

The empirical evidence presented here is based primarily on interviews as only very limited 

other information was available due to confidentiality. The evidence thus depends on what the 

respondents would disclose. The interviews focused on what political risk is to Swedish 

investors and how political risk is managed in relation to foreign investment. Essential 

elements in political risk management are identification; assessment or assigning a value to 

the risk and anticipating losses; responding to the changes anticipated or taking place and to 

decide what steps to take mitigate the risks; and organization. These elements are part of the 

same process of managing the political risk context.

Most respondents in this study focused less on rejecting political risk and more on risk 

taking and how risk is retained, i.e. that the possibility of negative consequences due to 

political risk is accepted as all political risk cannot be avoided, transferred or insured against. 

There were no situations reported where the results of a political risk analysis had stopped an 

investment project. There were no cases of wrong investment decisions due to inadequate 

political risk assessment. In addition, respondents claimed to have little, if any, experience of 

forced withdrawals from a country due to political risk. The withdrawals that were discussed 

in the interviews were characterized as market-determined exits.

It was found that in terms of political risk management the multinationals in this study 

are not unitary actors. First, overall, institutionalization of political risk management was very 

low in the Swedish MNCs in this study and in relation to foreign investment not at all. Only 

two companies had a political risk management function on group level, but this was used in 

relation to their export business. There were no company policies on managing political risk 

and no political risk management routines in relation to foreign investments. 

Organizationally, political risk management is in these companies the responsibility of 

business and country area management and subsidiaries, and political risk management was 

not institutionalized there either. This means that the possible variations of political risk 

management are of course unlimited, but the interviews showed that there were apparent



similarities within companies as well as between companies as to what political risk is, under 

which circumstances political risk is a relevant issue, and how to manage different types of 

political risk. The purpose of this and the following chapter is to focus on these similarities. 

Second, political risk and environmental evaluation takes place before the investment decision 

is taken; which will here be referred to as the pre-investment phase, and after a subsidiary is 

operating; the operational phase. Third, political risk is managed differently in the pre

investment phase and in the operational phase. In sum, the empirical evidence of this study is 

thus concentrated within “the pre-investment phase” and the “operational phase” and 

organized accordingly.

The relevance of political risk for foreign investing

Foreign investing can be a risk taking process and one that often creates more or new risks to 

the company. When making an investment decision a company has to decide whether to reject 

or accept risk. As the objective of foreign investment is wealth maximization and risk 

aversion underlies all foreign investment activity, a manager weighs opportunity and risk 

factors in a given investment situation. Few managers in this study recognized a linear course 

of action when taking an investment decision. The investment decision process is 

unstructured and seldom starts with taking a “decision to look abroad” (Ahoroni 1966).

“It’s not like we take out a map and decide where we want to go next and then figure out how to
go about investing there”.28

According to the respondents, many business proposals and investment initiatives come from 

within the organization, from business area or country area managers, or business 

development departments. Other investment proposals are the result of external offers from 

governments or the business world. On which organizational level the decision to invest is 

taken depends on the size of the investment; decisions on larger sized investments are 

generally taken by the parent company board. Smaller investments, up to a certain level are 

decided by country area management or business area management. The formal final decision 

regarding medium and large size investments, especially when entering a new market, were 

taken by group management and by group level board of directors, even if 28

28 Respondent 1.1, Respondent 3.1



‘The decision-making structure evolves slowly within the organization. There exists an internal 
force within the organization that takes the real decision.”

When respondents on group company board and top management level were asked if they 

perceived political risk as relevant today, they typically answered that political risk was not a 

great concern today. One respondent, board member of several large Swedish MNCs said in 

response to the relevance of political risk:

"You will be disappointed - it isn’t. You will probably find when interviewing companies about 

political risk that this is a non-issue today.” 313

Another group CEO said:

”The balance has changed - it’s the financial risks, the financial flows, which are important 
today." 31

On the other hand, a frequent statement from the respondents was that they had decided to 

‘‘take the political risk”.

"We are not afraid of political risks. We do not avoid risky countries.”* 32

Provided an investment is considered commercially viable, a company will take the political 

risk. Only one company said their political risk strategy was to “avoid many countries”.33 In 

regards to rejecting political risk companies in this study claimed that it was “obvious” when 

avoidance was necessary, there was no need to undertake any political risk analysis to 

understand when a country had to be avoided.

For parent company management political risk was relevant as part of the whole 

investment decision context, not as a separate issue. A political situation is never assessed in 

isolation, but judged in relation to market opportunity. Although both political and economic 

aspects were important when deciding whether to invest in a foreign market, all respondents 

in this study agreed that market potential was more important, an in general the idea about 

market potential and size comes first. Investments are guided by commercial motives, and

Respondent 1.1 
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Political risk may be weighed against the market opportunity, but market potential often 

offsets political risk. Political risk assessments were reported being part of the business plan, 

feasibility study or due diligence reports, (examples will be shown in Chapter 4). A business 

plan is presented to the top management or group level board. The opinion of the chief 

financial officer is very important. Although the responsibility to scrutinize and question the 

business proposal lies with the top management and board, only occasionally did these 

managers deal with political risk concerns regarding an investment decision at board or CEO 

meetings.

Political risk management was in most cases decentralized and mainly the 

responsibility of the different country and business areas and subsidiaries. Country area-, 

business area- and subsidiary managers perceived the issue of political risk as highly relevant 

for their day-to-day business operating and required having political risk as a standing agenda 

issue at monthly meetings.

“Yes, political risk is very important.”33

“Political risk is definitely an issue.. .in a pragmatic way.”34 * 36

“. ..it always comes up, it's part of every-day business...”37 38

Political risk drivers

None of the companies interviewed had an operational definition of political risk and few 

respondents produced an explicit definition of political risk. One company representative said 

that:

“We tried to define political risk, but came to the conclusion that it was rather pointless to have a 
strict definition, that there was no practical value in having a definition.”-^

34 Respondent 1.1
33 Respondent 4.3
36 Respondent 8.1
37 Respondent 4.2
38 Respondent 9.2



Several respondents referred to the political risk definitions of the Swedish Credit Agency and 

banks. The interviews focused instead on different drivers of political risk or different types 

of political risk. Some respondents described the types of political risks they had encountered 

in relation to a specific investment, some in relation to a country context and some described 

political risks on a more general level. However, the variation was limited to a number of 

categories or political risk drivers. These drivers of political risks could be ordered into two 

areas: external drivers of political risk and interaction drivers of political risk. The political 

risks respondents most frequently mentioned in relation to foreign investing in the pre

investment as well as the operational phase were related to weak institutional framework, 

political instability, poor macro-economic management, conflicting objectives between the 

MNC and the government, government control and intervention in the form of regulations and 

tax laws with negative effect on the company, breach of contract; and NGOs.

Weak institutional framework

This external political risk driver was frequently mentioned in the interviews as both deterring 

investment as well as being problematic for the operation of subsidiaries. Weak institutional 

framework included risks related to unclear rules and ineffective legislatures, which might 

lead to frequent policy changes, breach of contract, conuption, and confiscation, 

expropriation and nationalization. Typically, political risk was equated with confiscation, 

expropriation and nationalization, but it was also pointed out that these risks no longer were a 

problem, but most everyone interviewed agreed that the probability of the traditional political 

risks, i.e. nationalization and expropriation, in general is low today, due to some fundamental 

changes during the past two decades.

”Today one realizes that nationalizing does not help - that it will not improve anything, instead 
one has to import knowledge and skills and see oneself as part of the international economic 
system, to withdraw and put up a wall around the country is not a good solution, that kind of 

solution is not relevant today, it was much more relevant twenty years ago.” 39

Other explanations provided was the development from industry-driven economies with focus 

on production and raw material sources, to knowledge-driven economies; that more and more 

economies have gone from public to private ownership and that deregulation had open up 

many new investments opportunities. Nevertheless, control risks still exist for investments. 

Regulatory or economic changes initiated by the host government that had a negative effect

3® Respondent 14.1



on the finn were frequently mentioned as a political risk, tax regulation. For infrastructure 

investments, it was breach of contract, i.e. when governments make changes in type of 

contract or changes in the regulations in a fundamental way, resulting in loss of control, was 

mentioned. With a weak legal system, the possibilities to use the judiciary system are limited. 

Corruption was considered an important political risk factor indicating weak institutional 

framework and political instability. It was one of the factors most frequently mentioned by 

respondents. The companies operating in Brazil in particular pointed out that corruption was a 

“systemic’- problem and that their main way of dealing with trying to avoid it. One company 

had an anti-corruption program in progress.40 One company operating in the Baltic States 

reported that corruption was the only political risk the company had to deal with.41 Another 

CEO claimed that corruption was one of the essential factors regarding an investment 

decision in Russia. 42 *

Political risks related to political instability, the other of the two most frequently 

mentioned external drivers of political risk were social unrest, frequent government changes, 

internal or international disputes conflicts, border conflicts and war, terrorism and extremist 

or fundamentalist movements. Respondents most often equated political risk with country 

political and economic instability. For the Eastern European investments, regional 

destabilization was mentioned as a possible but unlikely risk. Brazilian subsidiaries 

mentioned local instability. Several managers equated “political instability” with poor macro 

economic policy performance. The efficiency and dependability of the economic management 

of a country, especially in relation to foreign investment, was important for the perception of 

political risk. Commitment to market economy, the ability, capability and the level of 

progress in relation to this objective was important for determining potential political risk. 

International commitment or aspirations were also important. Political risk was not considered 

an issue in the OECD area. Frequent government changes could be a problem depending on 

the perceived effects. One respondent explained political risk in relation to an investment in a 

transition economy as

“a new political system with new rules, which makes it possible to loose control over an
investment”.44

40 Company 2
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War or violent conflicts are considered one of the major types of political risk that companies 

want to avoid but sometimes have to deal with. War in the investment location was mentioned 

as deterring investment. However, none of the respondents mentioned violent conflict as a 

reason for exit. Some company executives were very explicit about the fact that their 

companies were operating in many conflict ridden zones and that they had the experience and 

will to operate despite on-going conflicts. 44 Related to violent conflict human rights issues 

were mentioned. After the attacks on September 11, 2001, there were was an increased 

concern for terrorism and the security of staff and an increased apprehension about doing 

business with the Middle Eastern countries. The UN sanctions against Iraq were also 

mentioned, as was the Swedish government sanctions against South Africa, but none of the 

respondents elaborated on this issue.

Conflicting objectives of an economic, social or political nature between the 

multinational corporation and host-government and between the corporation and other actors 

and between the investing MNC and a host-country were reportedly an important interaction 

driver of political risk in both the pre-investment phase and the operational phase. MNCs 

have many different stakeholders. Many respondents perceived that the general attitude 

towards multinationals as being positive, but as the main source of political risk was host- 

governments and other political authority, it was considered essential to maintain good 

relations. Most managers claimed to have extensive and frequent contacts with different 

government officials on all levels regarding issues such as permits, taxes, and regulations. 

However, to use one respondent’s words:

'There is a fine line between having enough and too much political contacts.”* 4-5

Being nationally responsive and complying with the laws, regulations, culture, norms etc, was 

important and all respondents pointed out that this was necessary, but not always 

uncomplicated. Complying with a country’s standard operating procedure for entry and 

operation as well as relationship-building sometimes put companies in different dilemmas. 

One country manager claimed to be operating the company without a permit as he refused to 

use the agents necessary for obtaining a permit for operating. Again, corruption and bribery 

were common problems in the countries in this study and it is not always clear where to draw 

the line between acceptable networking and practices and corrupt practices. Accepting bribery

44 Respondents 9.3, 9.5, 2.4
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as a fact of life induced certain types of problems: reputation, book-keeping, breaking the law; 

not accepting could affect operations negatively, and also compromise relations with the host 

country by indirectly or directly accusing the host-government of being corrupt. One 

executive said that although the company had never paid any bribes, some “fees” were 

necessary to pay in order to maintain operations. A third said that engaging in bribery was 

unthinkable as they were a public company. Monetary contributions to local government 

elections were not an uncommon feature in some countries. However, Swedish managers said 

they did have a problem with engaging in activities like this.

Conflicting objectives between the corporation and non-governmental organizations 

were considered a risk due to its ability to intervene in business operations. Demands from 

local pressure groups as well as the risk of non-governmental intervention were part of 

everyday business for subsidiary managers. In the extreme case, interventions in the affairs 

and operations of the MNC by organized groups can result in the MNC having to exit from a 

host country market. One of the companies had had to face such an extreme situation.46 

Another respondent had experienced severe intervention by interest groups, which did not 

lead to exit, but well to court hearings. The conflict was eventually solved.47 The 

interventions can also come in the form of worldwide actions taken towards companies such 

as boycotts, and negative publicity. For a pharmaceutical company this was reportedly a 

major concern.48 The pressure from global NGOs were considered a more difficult risk to 

handle as it could emanate from anywhere in the world and hit directly and indirectly.

“A large group such as Greenpeace, they can be a major obstacle to any investment and they are

looking for any opportunity.” 4^

Summary

This chapter addressed the question of what political risk is to Swedish investors by first 

exploring the relevance of political risk. The respondents in this study focused less on 

rejecting political risk and more on risk taking. For foreign investment decisions political risk 

was not a crucial issue, and mainly relevant in relation to a specific investment decision, and 

in general as part of the whole investment decision context, not as a separate issue. High

46 Company 9
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48 Respondent 3.1 
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market opportunity and high prospective gains offset political risk. For country area, business 

and subsidiary managers political risk was considered very important. However, none of the 

respondents had experienced a situation were political risk had forced companies to exit or 

divest. The main sources of political risk were host-governments and non-governmental 

organization. Political risk emanated from or occurred in the external or interactive corporate 

context in relation to the pre-investment phase as well as the operational phase. How these 

drivers of political risk were managed will be the focus of the next chapter.



CHAPTER 4

A Pragmatic Approach to Political Risk Management

This chapter will focus on the political risk management in relation to foreign investment of 

the Swedish companies in this study and will describe how political risk is assessed and 

managed. As there was limited documentation available, the empirical findings are based 

mainly on interviews. However, in four cases interviews as well as documentation was 

available and these will be presented below. In addition, two CEO political risk strategy 

descriptions in relation to investments and two descriptions of operational political risk 

management are presented.

Assessing political risk

Some companies had incorporated some general political analysis into business intelligence 

functions and financial services, and operational risk assessment models. A few companies 

said they had risk assessment models, and one company had incorporated political instability 

concerns in their operational risk assessment model, but as risk assessment models are 

considered part of a company’s competitive advantage these were confidential and I was not 

granted permission to see them. However, according to the respondents, none of the 

companies in this study used a particular method for identifying or assessing political risk in 

relation to foreign investing and none of the companies interviewed had a political risk 

function or political risk analysts for foreign investments. Political risk was not dealt with in a 

systematic manner. Companies instead described their methodology as a “pragmatic 

approach", dealing with political risk “when necessary”.

Organizationally the "initial political risk assessments and management" is done at the 

parent company and the "operational political risk assessments and management" is done in 

subsidiaries. Political risk assessment can involve one or several different functions, 

depending on investment decision. In-house political risk assessment is done in financial 

services, BI functions, at group management, board level - in both parent company as well as 

subsidiaries, but as a rule risk management is the responsibility of business area and 

subsidiary management. Typically political risk assessments were done ad hoc and “in



relation to an investment”, and in subsidiaries “as part of everyday running of business”. The 

assessments were based on a combination of externally acquired quantitative and qualitative 

analysis and in-house individual qualitative analysis. Political risk assessment in these 

companies is mainly an intuitive process based on various data, experience and subjective 

estimates, and information exchange with different parties. The interviews gave that the 

pragmatic approach to political risk basically involves two “methods”. One is directed 

towards the external context and the other towards the interaction context.

Country risk assessment

Country risk assessment is the part of political risk assessing that is most detached from the 

company and is relevant foremost in the pre-investment phase when a country does not yet 

constitute a corporate environment. Country risk assessments focus on mainly external 

political risk drivers. Three groups of factors were frequently mentioned when assessing 

externally driven political risk: Political and economic factors; Legal system and institutional 

framework; Social factors and civil society.

Within the company the business unit and business area management, expertise, 

market and financial and risk departments/personnel, and business intelligence units can be 

involved in various constellations depending on the company and investment project. The in- 

house assessment could be more or less organized, ranging from “sound business judgment” 

(most cases) to including political instability factors in the operational risk assessment in a 

checklist system (one case). In most cases, country risk assessments were done in an 

unstructured and subjective manner where the expertise and informed judgment of managers 

was considered crucial. Some countries are ruled out all together and as mentioned, this 

requires no analysis. These countries are singled out through the general knowledge about 

these countries - common knowledge and again sound business judgment. “No one in their 

right mind would invest in Iraq, Afghanistan or Zimbabwe today”, was a frequent statement 

during the interviews, not only because of political instability, but also due to lack of market 

potential. All companies and all respondents drew a line between the developing world and 

countries “part of the OECD area”.

When companies need an “objective” opinion they consult external experts who can 

provide quantitative assessments, usually in the form of a country risk or credit risk rating, or 

reports ranging from very general country reports to more company specific evaluations. 

However, a country risk rating was reported to be of limited value on its own and was used in



combination with more company and investment-specific assessments. In general, companies 

were reluctant to give out information about which consultants they used, when they were 

used and why, but international banks, and the Swedish credit agency (EKN) were considered 

the most important Swedish actors for country risk assessments (see Appendix 1). Standard & 

Poor was frequently mentioned, followed by the Economist’s Intelligence Unit and Moody’s. 

Local offices of the large international law and accountant firms were frequently mentioned 

and used when more specific information was wanted and for contacts. Only one company 

mentioned the use of a consultant specialized in political risk.

Information exchange

Another “method” for assessing and managing coming changes in the non-business 

environment as well as assessing changes in host-government control and possible 

government intervention was information exchange. This method involves information 

gathering as well as information giving. Information exchange is used for identifying and 

assessing external as well as interaction drivers of political risk in the business environment 

and to provide guidance and opportunities on how to influence political control and risk. In 

the exchange of information with host-governments and other political authority continuous 

evaluation of information and chosen courses of action is made possible through the feedback 

in the exchange. In comparison to an ad hoc top-down approach for assessing political risk, 

information exchange is more of a continuous and cyclical process and encompasses the 

elements of political risk management - identification, assessment and mitigation - 

simultaneously. The information and results that the information exchange with political 

contacts produced was considered far more important and useful than any systematic political 

risk analysis model or other quantitative analysis. This method was used in the pre-investment 

phase as well as the operational phase.

The way this “political risk analysis” takes place in Swedish MNC subsidiaries 

interviewed is by establishing as informative and frequent relations with a host government 

and other host political bodies as possible. Although relationship formation is not limited to 

political authority, relations with political authority were considered the most important. In 

general, companies were very reluctant to go into any detailed description of their political 

connections and interaction with government bodies, but all respondents agreed that it was 

essential for doing business and for managing risk. The quality of these relationships is 

important as they can affect both the information flow and the propensity of intervention.



According to the respondents, interaction with government is considered the best way to 

gather information about any changes that could be related to the company. This is necessary 

as unforeseen restrictions on business activity can affect, sometimes severely, the efficiency 

and profitability of the firms' operations. Acting on this information companies try to 

influence the propensity of political risk. This was done either by altering corporate behavior 

in line with the host government’s wishes (adaption) or by influencing the decisions or 

policies towards the company or industry. Judging from the interviews, balancing the 

objectives of the company and the objectives of a host-country government is one of the main 

issues when considering entering into or operating in a foreign market. Conflicting objectives 

or not living up to the objectives or requirements of host-governments could be a source of 

political risk. As the socioeconomic and political environments in which multinational 

corporations operate invariably change, continuous réévaluation of objectives by the host- 

countries is necessary. In the operational phase, keeping up-dated on the government agenda 

is a day-to-day task, especially in a politically instable country and where regulations and 

taxes are subject to frequent changes. The more dynamic the political environment, the more 

important is information exchange it seems. Information exchange was also suggested as a 

means to provide the government with necessary information regarding corporate activity and 

give direct feed-back on how the company or industry were living up to requirements and 

would be affected by certain regulations. Information suggesting to a host-government that 

objectives are not being met may motivate the government to intervene.

Some of the interviewed managers emphasized the power of local governments and 

the need to meet the objectives and requirements of these local government officials. In Brazil 

this was apparently very important. One investor in Russia ascribed the failure of another 

Swedish company’s investment in Russia to the fact that this company had not realized the 

importance of focusing on local political authority. Gathering from the information from the 

interviews information exchange is a vital instrument in assessing and controlling risks that 

emanate from different pressure groups. Companies also keep a close watch on what other 

companies are doing in regards to these groups and follow. Increasingly, companies see the 

benefits of being open and pursuing formal dialogues with these groups in order to companies 

respond to the pressure and demands of these groups.



Impact assessment

The term “impact assessment” was occasionally used, meaning that companies assessed not 

only the impact of the host environment on their business operation, but also that they 

assessed the impact of their operations on the host environment. Again, very little information 

on this procedure was disclosed.

The role of political risk analysis

The general opinion was that it was “obvious” in which countries and when investment was 

not a feasible option. Those countries had a high level of political instability, connected with a 

high frequency of unanticipated negative government intervention historically and weak 

institutional framework, and low or no commitment to market economy, which affected the 

market potential negatively. Whether a country was democratic was less frequently 

mentioned. In the pre-investment phase political risk considerations were included in the 

barriers to entry into new markets, focusing on investment climate and political environment 

of the host country and potentially conflicting objectives between the company and a host- 

government. This phase sometimes include working out an agreement -negotiating or 

bargaining- with a potential host-government or other relevant political authority. The 

political factors mentioned as important in this phase were economic, political and social 

stability, institutional framework, national control strategies and the degree of international 

commitment. The more efficient the economic management of the country, the more 

internationally committed to Western international organizations such as the European Union 

or NATO either as a member or as an aspiring member, the more foreign investor friendly, 

the lower the perceived risk for negative government intervention and the lower level of 

perceived political risk. Political risk was only perceived as relevant for countries outside the 

“OECD area”, i.e. the developing countries and transition economies.

Sometimes a political risk analysis is considered relevant or necessary. Before 

investing in a country that is considered “politically risky”, external consultants and experts, 

such as EKN, banks and rating institutes, local big law firms etc, can be used for supplying 

decision-makers with relevant information. This information may come in the form of country 

ratings and country reports, more general as well as company-specific and is used in 

combination with the opinions of various relevant contacts, as well as the subjective 

experience, knowledge and perceptions of the decision-makers. Field investigations were 

considered important in order to assess the investment climate and the possibilities of



succeeding with a business venture. This was reported being an important part of the 

investigation phase and was often done by company managers themselves, and by using local 

agents or representatives, banks and law firms.

Some respondents reported that when conducted, political risk analysis in the 

investigation phase was done in a very thorough way, and together with different experts as

“The board needs one in order to make a justifiable decision”.

Other respondents had a more casual attitude towards political risk analysis.

"We include it because it is required; the ‘finance-people’ want to know we are aware of and have 
analyzed the political aspects and context of the investment.” 51

Most often what is covered in such an analysis is a country analysis related to aspects of the 

entry problématique and host-government directives and objectives. To be of any real value 

this risk analysis had to be company and investment specific and cover whether there is a 

political risk situation at hand for the company, i.e. whether the political uncertainty or 

instability will actually transform into political risks, affect the investment negatively and 

induce a loss. The political risk analysis was usually incorporated in a company business plan, 

strategy or feasibility study. Whether political analysis was an input in the decision-making 

process or not depended on the investment and the country in question. Political risk was not 

reported as being a standing agenda-issue in regards to investment decision taking.

None of the companies admitted to having made wrong investment decisions or that 

an investment had failed because of poor political risk assessments. There were no such cases 

to study for comparison. There are two examples of disinvestments, but the reasons given for 

the disinvestment was market failure due to among other factors political forces.

Company examples of political risk analysis
Provided their identity would not be disclosed, a few companies were willing to share 

examples of business plans and describe the assessment process in more detail. Judging from 

the respondent's descriptions of the same, they range from general political risk assessment 

statements to one case of standardized checklist. The other companies were not willing to
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disclose or have their written assessments reports publicized. These are usually part of 

company business plans or annual strategic reports. The following examples are those cases 

where written documentation was made available as well as interviews.

Example 1
An example of an investigation phase country risk assessment is the below excerpt from a business 
plan produced in 1999 by a subsidiary to a large Swedish MNC. The assessment refers to and covers 
some 30 countries in Central and Eastern Europe (CEE). It does not specifically deal with only 
political risk, but rather country risk. According to the manager of this subsidiary political risk 

assessments are done in the investigation phase - “when looking into business prospects” and included 
in the recommendations to the investment decision makers. Who takes the final decision of whether to 
invest or not depends on the size of the investment. Ultimately, the executive team, in which business 
area managers, marketing managers and parent company CEO are included, takes the decision. After 
a decision is taken, a country manager is appointed who is responsible for the operation of the 
investment. A subsidiary produces an annual report of the operation, including risk assessments. This 
report is presented to the subsidiary board: business unit representatives, managers, and often an 
external board member selected on the merits of having an extensive political network and influence 
in the country.

“The political arena is overall fairly stable but everything from stable to unstable is represented, why 
during the years covered we will probably encounter 2-3 conflicts resulting in war situations e.g. 
Balkan and former Soviet Union.” Then follows a more detailed description of the countries divided 
into five groups based on their political and economic status. The description of the top country 
includes no comments on political instability as “it is member of NATO and has ambition to join EU. 
The economy is fast growing...liberalization and privatization processes are ongoing.” The countries 
in the second group are ranked in this group based on their “Western European ambitions”, being EU 
and NATO first round candidates and judged as politically and economically “fairly stable.” 
Liberalization and privatization are ongoing. The thud group of countries are characterized by all 
wanting to "join the EU but their economies are shaky and politically they aie unstable. There is a 
constant threat from IMF to hold funding. There is a big pie of grey economy.” Privatization and 
liberalization processes are judged to “take a long time”. The fourth group holds countries where 
investors “are prepared to take some risk” considering the large market potential. The fifth group 
contains countries where “there is a big pie of grey economy...and...the democracy is in its infancy.” 
Many of the countries have just recently established a law and aie in the process of establishing a 
regulatory body. For this fifth group marketing and risk management strategies are included. “...We 
will...take an active part in modernization...establish high political contacts...contribute to attract 
external financing...support the small-business approach...”



In setting out the objectives in this business plan, ambitions relating to political and societal arena are 
the first two objectives: First, “we will have political and business relations better than other actors on 
the market and therefore be the preferred choice for our customers”...and second, “we shall be 
perceived as a good citizen in the region...” Then follows six objectives pertaining to market and 
financial ambitions.

These assessments were, according to the respondent, made using different sources of information: 
The country ratings and assessments used were provided by World Markets Research Centre, found 
online. These country assessments cover political risks, economic risks, legal risks, tax risks, 
operational risks, security risks and overall risks related to foreign investments and for every risk type, 
a rating is set. In addition to these external country assessments other types of information is gathered. 
This information is related to e.g. the following factors: “GDP, population, industry, trade, customer 
base, political structure- liberalization, privatization processes, democratic development, repressive 
regimes, corruption.” The relevant information was obtained through media and reports, but foremost 
through formal or informal meetings with minister level in the countries of interest. Much energy was 
put on creating a large and informative network of political contacts. "You can’t do any business 
without good political contacts.”

Example 2

Another Swedish company started investing in Eastern Europe in 1995. The investment plan was to 
establish wholly owned subsidiaries in Eastern Europe. Since investment was to be done in transition 
economies, political risk concerns were taken into consideration, but were heavily outweighed by the 
judged high level of market opportunity. According to the CEO, “we focused on the market potential”. 
Risk appraisal was low; instead, emphasis was put on opportunity appraisals. The fact that there were 
frequent regime changes in the countries of interest were not considered a political risk - this political 
instability was judged as not having any effect on business operations. The general perception was that 
“all parties in all countries were pro-market economy and striving for EU membership.” The 
information on the political risks pertaining to the investment project and host country during the 
investigation phase was done using country reports from Economist’s Intelligence Unit, expert 
opinions, local advisors and other foreign companies with experience. Limited political contacts were 
initiated at an early stage and maintained at the same limited level during operation. According to the 
CEO, the only political risk the company faced during operation was corruption and this was dealt 
with using local advisors and local banks.

The 230 pages long business plan for one of the countries includes two sections (six pages) pertaining 
to political risk - “Political Support Activities" and “Risk Analysis”. The "Political Support Activities”



section includes a “political and economic analysis” section and “government support"; non- 
regulatory barriers; other external barriers".

The "Political analysis" chapter gives a general description of the political situation of the country in 
1997 and a prediction of the near future. It covers public policies, government ambitions, international 
commitments focusing on the factors that prove that the country is applying pro-Western policies and 
thinking, and heading towards NATO and the EU, and is steadily moving according to the market 
reform and democratic rule, despite the governmental turbulence, which followed the end of the Cold 
War. The Government support chapter emphasizes the importance of government support, considering 
the nature of this business project, “...a significant amount of political lobbying and discussion has 
taken place...to ensure that the views of the government have been taken into account during the 
feasibility planning phase...” And then follows a fairly short list of the political contacts and their 

support.

The political risk analysis is included in the section “Risk analysis” comprising "business planning 
risks, competitive threats, external political and other risks, and implementation risks." “External 
political and other risks” is divided into “political risks and “non-regulatory risks”. The political risk 
analysis is a half-page chapter that deals with the following factors: international destabilization in the 
Central European region, which is a “possibility, but is unlikely”, since the country has “treaties of 
friendship and co-operation with all its neighbors, including Russia” and the probability of border or 
minority disputes is predicted low, as is any spilling of internal conflicts in the region into the country; 
nationalism and anti-Western xenophobia impacting attitudes towards foreign investments, considered 
a “marginal possibility”; general unrest, “always a possibility” considering their history, but “the trend 
is towards greater social stability"; costs of the transition period, have “already been paid in terms of 
unemployment, poverty, criminality and other factors” and have “peaked” and “declined” without 
impacting negatively on the reform policy.

The non-regulatory risks chapter is a full page focusing on “non-regulatory barriers of entry”. The 
chapter starts by citing the rating the country received by the 1997 Heritage Foundation/Wall Street 
Journal Index of Economic Freedom and listing the ten factors that the index scores: trade policy, tax 
policy, government consumption, monetary policy, foreign investment, wage and price controls, 
property rights, regulation, and the size of the black market. The chapter then goes on to explain why 
the ranking is “relatively low”: “the result of many non-regulatory barriers"- mentality, habits, 
practices and pertaining to the old planned economy and the immaturity of the new market economy. 
The business culture and behavior is compared to the Western ditto, and is described as being 
“dominated by non-transparent, unwritten rules or obscure interests”. Another risk issue is the 

legislative framework of the new market economy, which is described as “incomplete”, “inconsistent” 
and “vague, leaving room for unpredictable bureaucratic interpretation”, especially concerning



"taxation, accounting, reporting, and customs regulation”. The public decision-making process is 
described as "dependent on personal connections and vulnerable to political pressure groups and 
unwarranted lobbying” and there is still a “high level of state interventionism in the economy.” 
Information availability is “a serious barrier as statistics are of varying quality” and there is 
unfamiliarity with written reports. The language barrier concludes the list of risks. Finally, it says “it is 
relevant to point out that the political risks in the markets in which (we) are operating may differ from 
that of developed economies”. This comment followed a three-page risk review of market related 
risks.

Example 3
This Swedish MNC reviewed their risk management process during 2001, in part to adapt to the new 
organizational structure of the company, in part in response to the external pressure coming from 
various stakeholders such as investors and NGOs on the issue of transparency and risk assessment as 
well as risk impact. Being responsive to these requirements is also part of the ambition of the company 
to assume a pro-active approach regarding their role as a good corporate citizen, in itself a risk 
management strategy.

The operational risk assessments are done through elaborate checklists completed by the relevant 
business unit mangers. The checklist and its specific factors are confidential. However, the structural 
layout of the model is not. A “brief description of the risk assessment and risk management 
procedures and tools used in all operations at XX” is found in their 2001 annual report and on their 
web site. The new risk assessment model is described as systematic and is used for all projects 
throughout the group. The model covers the following large groups of risks: technical risks, legal 
risks, financial risks and public exposure risks. For every risk category - technical, legal, financial and 
public exposure, in the risk management process the following steps are made: Identification, 
evaluation and risk limitation. Included in the systematic risk assessment process are regular follow
ups of the risk assessments. The results of the risk analysis are, according to the Annual report, 
presented in the form of an executive summary and relevant documentation. The risk report is then 
presented for approval. Depending on size and risk profile, a project is approved by business unit line 
managers, by the company’s Senior Executive Team or the Board of Directors. Part of the company 
reorganization rationale was to decrease the number of levels of decision-making for cost and 
efficiency reasons. This move towards greater centralization and increased overview means that more 
cases than previously are being decided by the senior executive team. This also means that 
increasingly and for most projects, the senior executive team are involved at an early stage of the 
decision-making process. A go or no-go decision regarding an investment can thus be taken earlier, 
which reduces the time and money spent on the investigation phase.



Under the heading “Business Risks” in the Annual report the company explains that the company’s 
"operations generate systematic risk diversification, because each year the Group pursues a very large 

number of projects of varying size and types...these operations take place in numerous geographic 
markets and there are many client categories. The operations are also independent and are not affected 
by each other from a risk standpoint.”

The model is used for projects to ensure systematic and uniform assessments and evaluates these 
projects “with regard to technical, legal and financial risks” as well as public exposure risk. It is 
pointed out that the risk analysis of a project may lead the company “to abstain from participating”. 
The model is also used for assessing risks “associated with investments in projects and possible 
responsibility for operation of the property or facility.” “As a back-up resource” the company also uses 
the assessments made by external lenders involved in the financing of a project, which in most cases 
are banks and EKN (the Swedish Export Credit Agency). The risk limitation methods used are 
transfer of risk to another party or through setting “risk ceilings" in their “contractual obligations”.

The issues dealt with within the public exposure risks category are ethical, social and environmental 
risks related to a project. These risks were in interviews also referred to as “corporate risks”. Political 
risks are not mentioned in the annual report, but are according to the managers interviewed, referred to 
this category. Today (2001 ) the company puts more emphasis on political risk compared to only two 

years ago. The increased inclination to perceive the corporate context in terms of a political risk 
context is in part a response to changes in the corporate environment and in part the result of being 
subject to increased public scrutiny due to the nature of the projects the company is involved in. The 

major checkpoint in the risk assessment checklist related to political risk is “political stability”. A 
number of issues are to be taken in consideration in relation to the political stability in a country. The 
political risk factors that are specifically connected to and defined as barriers of entry are foremost 
corruption and conflicts. Corruption is evaluated by using available corruption indexes. Regarding 
conflicts and war, the company policy is “never enter a conflict zone with eyes open”. If already 
operating in a country that develops into a conflict zone, the situation is continuously assessed, 
departing from the question: “can we remain in the area?” A Force Majeur clause is always included 
in all contracts. Several sources of information are used for completing a checklist. The business unit 
manager is responsible for completing the checklist. In-house or external expertise can be used when 
necessary and regarding certain factors in the risk analysis. For e.g. country risk assessments the 
financial services department will be consulted as well as external sources such as Economist 
Intelligence Unit reports, EKNs and bank’s country risk assessments, and embassy country reports. 
These quantitative and qualitative assessments are used as the fundament on which a qualitative and 
subjective analysis by the decision-maker builds on. As one respondent explained during an interview, 
“political and related risks to this company cannot be assessed mathematically; the issues are far too



complex. Information gathered through personal contacts and experience is absolutely necessary if 
you want to make correct assessments.”

At the time of the interviews the company was developing their Codes of Conduct, which is a 
statement on the company policy towards corporate social responsibility and valid worldwide. 
Implementation of the Codes was projected to be ready during 2002, "but it takes time since they are 
aimed at influencing the company behavior in all the countries where we operate, which includes local 
employees of many different cultures." The Codes of Conduct addresses four areas: A general part, 
which builds on the UN declarations of human rights; Employee relations, including child labor; 
Business ethics, including stakeholder relations, customers, governments, distributors; Environment. 
In addition, the Codes of Conduct of the company are to be more closely linked to the risk assessment. 
"Our policy will be: When doing a risk assessment you will do it in relation to our guidelines, among 
others the Codes of Conduct...However, the Codes of Conduct are not meant for operational use 
regarding political risk, but is meant to signal that our ambition is to deal with political risk - that we 
take them into consideration. The operational tool for dealing with risk is the operational risk 
assessment model.”

Example 4
The only two Swedish companies interviewed that had established political risk functions use these 
primarily in relation to their export business. This was explained as partly the effect of having to 
secure their payments, and partly the nature of their business industry. The business area of both 
companies requires a high degree of involvement with foreign governments. One of the companies has 
had a political risk function for a number of years, and the other approx. 1,5 years. These cases were 
included for comparison purposes, but due to recent organizational changes one of the companies 
requested that their case be removed from this presentation.

The remaining company had placed its political risk function within financial services and with one 
political risk manager. The group policy was that the industry companies; i.e. sales, are not supposed 
to take any political risks. Instead the group insurance company, financial services, and the parent 
company, are the risk takers. Consequently they had no political risk analysis function. The analysis 
done is done “case-by-case”, i.e. ad hoc and in relation to a project or investment.

Political risk is defined primarily in terms of the payment ability of a country. But other factors are 
also included. These contextual discontinuities are due to their nature of being hard to predict, 
considered difficult to include in an analysis. Instead the analysis is based on “gut feeling”, i.e. 
subjective probability assessments made by the political risk manager. These are based on vast 

experience and knowledge of the field of political risk coupled with information from external 
sources, such as Standard& Poor and personal contacts.



The opinion of the political risk manager of this company is that export is more about buying the best 
possible political risk insurance than managing political risk. The company is well covered in this 
area. Some of the projects this company is involved in entail large investments and long-term loans. 
The insurance company most used for these projects is public political risk insurance provided by the 
Swedish Export Credit Agency (EKN). Smaller transactions are covered by the in-house political risk 
insurance company, which also focuses on country risk.

Political risk analysis is part of the general risk analysis done in relation to all projects or transactions 
and the larger the project, the more thorough the risk analysis. The trend within the company is going 

towards including in the risk analysis loss-scenarios and follow-up routines for each and every project. 
And this is what the general political risk management in the company actively deals with; what 
happens to our result if this or that occurs? The loss-scenarios include assessments related to the size 
of an investment in a country, in a project. The exposure of the company to political actions and 
intervention is limited. The company policy is to keep a low profile and operate as a local company in 
host countries. This is not primarily a political risk strategy, but a company policy. Nevertheless, 
operating as a local company, the risk of confiscation, terrorism and similar activities are greatly 
reduced, according to the political risk manager. Political risks like regulatory risks directed at foreign 
enterprises and labour issues are also reduced. Exit is not really an option for this company according 
to the political risk manager. It has only happened once and at that time they were involuntarily shut 
down. The low profile - operating as local principle works very well to keep the exposure of the 
company low and consequently the risks down and operations going despite increased levels of 
political risk.

Dealing with political risk
As mentioned already, the Swedish MNCs in this study did not handle political risk as a 

separate issue, but as part of the often complex and dynamic overall risk context associated 

with investing in a foreign market. In the pre-investment phase, political risk was considered 

in terms of barriers to entry and in the operational phase in terms of operational risk. Judging 

from the interviews, political risk was not a big issue for investment decisions, the reasons 

being that political risk in terms of barriers to entry as well as in terms of ownership risk was 

diminishing today due to deregulation and privatization and the positive investment climate 

and attitude of host-countries. However, investments strategies were one strategy mentioned 

to manage political risk. Also, once an investment decision is taken, and a subsidiary is 

operating in a “politically risky" environment, Swedish MNC managers will be concerned



about political risks emanating from their necessary interactivity with the political 

environment of a host country, and much effort is put into managing political risk. Political 

risk was more relevant in the operating phase and subsidiary managers consequently had 

more to say about political risk and how it was managed. In this phase, the company operates 

in close interaction with its environment and this is where political risk management was 

concentrated.

Political risk management probably varies with company, type of investment and 

location, but if we focus on the similarities between companies, management varies also with 

the investment phase. In addition, there are similarities across companies and investment- 

phases regarding types of political risk management techniques. The first part of this section 

on how political risk was dealt with will describe the pre-investment and the operational 

phase, respectively. The second part will describe in more detail the different political risk 

mitigation techniques.

Dealing with political risk in the pre-investment phase

When considering an investment in a foreign country political risk the Swedish multinational 

corporations interviewed focus on investment climate and barriers to entry. The risks that are 

linked to the investment climate are usually externally driven political risks, i.e. those that 

companies have little possibility to influence. Sometimes this phase also involves negotiations 

and discussions with a host-government in order to reach a go or no-go decision.

Avoidance is a reactive strategy and is the result when the barriers to entry are 

considered impossible to bridge. This decision is taken at an early stage and without much 

investigation. Again, all companies claimed that it was obvious when avoidance was 

necessary and that such an obvious situation did not need a political risk analysis. None of the 

respondents had ever experienced a situation when a proposed investment was stopped due to 

a negative political risk analysis. A decision to invest included an ambition and assessed 

ability to deal with the current political risk situation and any future political risk. In general, 

the companies displayed a profound belief in their ability to deal with potential political risk. 

The choice of investment strategy was one pro-active strategy to safeguard against potential 

political risk. Some companies were very clear about the connection between choosing 

investment strategy and dealing with political risk. Using “step-by-step” investments, local 

partnerships and local management were frequent answer to how political risk was dealt with 

when investing in a politically risky country. When investing in a foreign country adaption or



national responsiveness to that country and the rules and regulations that apply as well as 

host-government objectives is a basic requirement. In addition, some kind of political strategy 

seems to be common practice. Establishing good political relations was considered 

imperative. As for public and private political risk insurance, none of the respondents 

reported to have used it as a pro-active strategy for safeguarding against investment- related 

political risk, as the costs of political risk exceeds the benefits.

Dealing with political risk in the operational phase

During operation in a “politically risky country”, political risk becomes part of the everyday 

running of the business operation. The external political risk factors have to be lived with and 

dealt with during operation. Focus shifts from the country risk perspective to government 

intervention in business operation, from barriers to entry to operational political risk; i.e. the 

result of uncertainty with respect to constraints on the management and performance of 

operations. Expropriation and nationalization, when a government suddenly wants to take 

control over an industry, was considered a non-issue today. Subsidiary managers focused on 

changes in laws, taxes, regulations, corruption, social issues, and dealing with divergent 

objectives between political authority and non-governmental groups. This phase included a 

high degree of interactivity between the company and external actors. Political risk 

assessment and management was here part of the daily routine and an on-going issue. 

Political risk is taken into consideration in all major and many everyday decisions, and is a 

standing issue on management and board meeting agendas. Information exchange was the 

main method for trying to monitor changes in objectives and actions by government and to 

influence the degree of negative government intervention. National responsiveness and 

government-business relations are important aspects. All interviews with subsidiary 

management claimed that establishing as well as maintaining good relations with government 

officials as well as other stakeholders, and NGOs is essential for the company and that a large 

part of their responsibility as managers lay here.

Only two respondents could recall that his company had had such negative 

experience of political risk that they had decided that exit was the only option, but as the 

respondents did not have a personal experience of this, the issue was not elaborated on.52.

52 Respondents 2.4 and 9.3



Two companies had to exit due to a “declining market caused by political factors.”53 These 

exits were thus primarily motivated by commercial/business considerations.

Different political risk mitigation strategies used by Swedish MNCs

This section will describe the political risk strategies mentioned and described during the

interviews and in available documentation, in more detail.

Investment strategy

The investment strategy depends on many factors of course, which will not be discussed here, 

but it is based on political risk considerations as well. The factors connecting investment 

strategy to political risk mentioned by Swedish MNC managers emanated from the 

international as well as the national political environment. Globalization, the end of the Cold 

War, specific political events such as terrorism and EU-enlargement, changes in the 

investment climate of many countries, changes in how investments are financed, country 

specific factors such as political stability and institutional framework. Privatization and 

deregulation in many countries have opened up investment opportunities for foreign 

enterprises within infrastructure, roads, airports, telecommunications systems, power plants 

etc. Apparently many host-countries are today unwilling to own and operate these sites and 

projects and take the risks involved. Several executives mentioned “step-by-step” investment 

strategies as a way to mitigate political risk, such as establishing export and local sales 

offices, buying a small share of a local company with for example a call-option agreement. 

According to many of the MNC managers interviewed, the industrial investments have 

changed during the past decade. Previously the establishment of production sites in a country 

was more often required in order to get market access. Today, companies can start with 

investing in marketing and sale organizations instead of production. The decision to build 

production capacity is more of a business strategy decision than host-country criteria to gain 

market access. The fact that production establishment no longer is necessary in order to enter 

a market means that such large and sometimes risky investments can be made fairly late in a 

market establishment process. By then the company has a good knowledge of the market and 

the political risk context of that country. Other strategies mentioned were joint ventures with 

local companies, build-operate-transfer investment projects (BOT), business consortia, 

including multinational institutions in the investment project. One company respondent

53 Respondents 1.1, 6.1, and 11.1



mentioned having used public risk capital, Swedfund as a means of managing political risk 

(see Appendix l).54

“Local ” was a key word in relation to risk reduction in most interviews. Being perceived as a 

local company is important from a risk perspective. Operating as a local mitigates political 

risk and this is done through having a local partner and/or local management in the operating 

subsidiaries. Transfer55, i.e. including local individuals as investors or managers, was reported 

being frequently used. The political risks that were mentioned in relation to this were different 

types of governmental intervention. A local partner can give the foreign partner credibility, 

contacts and facilitate access to government bodies. “Local” is also a means of mitigating 

possible negative pressure group critique or intervention during operation.

Integrated in the investment strategy are thus considerations taken in relation to national 

responsiveness. National responsiveness was also very important during operation. This 

means adapting to national law, regulations and norms of the host-country, being responsive 

to the host-government objectives, wishes and demands, and increasingly recognizing and 

taking responsibility for the impact of the company on the host environment, in economic, 

social and environmental terms. This includes the objectives and factual or possible 

objections from other stakeholders. A dialogue with host-governments and other stakeholders 

are thus important elements in the development of the investment strategy. Well functioning 

relationships needs to be established, in particular host government bodies, local political 

authority, labor groups, local pressure groups as well as the society at large. These 

relationships could be formal or informal, multilateral or bilateral. Relationships were 

maintained also with the private sector, local and international banks, law firms, other 

companies, aid organizations, non-governmental organizations, and any other relevant 

stakeholders. Most managers were members in industry groups and local business groups or 

clubs. Some managers mentioned embassy functions as a very important arena and “neutral 

ground”, providing often the only opportunity for local and foreign actors with sometimes 

very conflicting objectives to meet, exchange information and raise difficult and sensitive 

issues.

-*4 Company 6
55 Haendel 1979:139ff



Political strategies

Operations sometimes require a more active approach towards the political sphere. One 

company explained that they used a “political strategy” in order to

“get a foothold in the country, to become accepted.”

None of the companies were willing to discuss their political contacts or political strategies in 

more than general terms.

“We deal with them all the time... that is all I can say.”56 57 * *

Nevertheless, for all companies interviewed political connections were considered essential, 

irrespective of investment phase and business area (see cases), and in particular in relation to 

political risk.

"If there is one area where one can influence risks it’s within the personal network of political 
contacts.”5®

Forming and maintaining good political relations seemed very important.

“.. .the [group] CEO has access to governments in a number of countries.”5®

The forms that government-business relations would take varied; individual relationships, 

formal and informal networks and integration of political officials in the management of a 

company through board membership. Even if many companies had representatives in Brussels 

and Washington D.C. for lobbying purposes, it seems that political relations were more 

important in politically instable countries.

‘The further away from Europe, the more important are relations.” 60

The interviews with subsidiary management revealed that elements in a political strategy 

could be more or less frequent CEO-govemment meetings, keeping up with regulatory

56 Respondent 4.3
57 Respondent 8.1
5® Respondent 3.1
5® Respondent 9.1
60 Respondent 7.3



framework, influencing political decision-making, and lobbying on national as well as 

regional level.

The main motive given for establishing and maintaining good government-business 

relations was information exchange, i.e. information gathering and influence and risk 

reduction. Information exchange enables a continuous information flow in both directions and 

enables direct feedback from both parties on relevant issues. Companies used information 

exchange to assess as well as influence the occurrence and degree of government intervention, 

either individually or through concerted action with other companies within the same 

industry. One subsidiary manager claimed this was more or less a weekly exercise on his 

part.61 62 As government interventions often are regulatory in character and require compliance 

or even a change in the behavior of a multinational company or industry towards host 

government objectives, information exchange was used to give direct feedback on how the 

company or industry were living up to requirements and would be affected by certain 

regulations.

“You have to prove that you are actually doing something, that you follow the laws and 
regulations that politicians set up ...Also, in return, politicians can use these facts to prove 
themselves - look, these are the laws we have decided on and this is the return we get...” “This 
with political risk, what is most problematic to us is when regulations change all the time and this 
we have to try to inhibit, we have to show that what we do is long-term and require large 
investments, it’s not something you decide one day and change the next... we have to make sure 
people understand this... It’s a way of creating stability. ”62

Political risk management is thus in part about trying to work out congruence between the 

objectives of the MNC and those of the host-government and, thereby reducing the risk of 

unforeseen and unwanted negative government intervention. Objectives for government 

intervention could be for example to ensure the government’s share of financial return from a 

particular industry. Changes in the tax regulation are one of the most common types of 

political risks that concerned the Brazilian as well as Polish and Russian subsidiary managers. 

Most respondents claimed that government-business relations were the most important and 

effective political risk mitigation strategy.

“...not to have good relations would have been detrimental to the investment.”^

61 Respondent 4.3 
6^ Respondent 4.2
62 Respondent 11.1



NGO-Business Relations

Relations with NGOs are increasingly becoming important, as these groups can be a source of 

political risk, not only in themselves, but also indirectly. NGOs demands have been channeled 

through government bodies to companies. The pressure is also channeled through 

shareholders, portfolio investors, stock exchanges, external consultants and media. The 

recognition that it is necessary to control the NGO as a risk is increasing, but generally the 

efforts of firms towards this have been limited. Suggested strategies to deal with NGOs was to 

establish good relations, participate in informal or formal dialogues and incorporate the 

demands of NGOs into their business thinking and strategy and to develop “codes of conduct” 

and corporate social responsibility policies. However, the following statement was a fair 

summary of the situation regarding NGOs in the companies interviewed.

“So far we have not been very open towards NGOs, but we will have to be. NGOs are both a risk 
and an opportunity.” 64 65

Few companies claimed to have any formal relationships with NGOs, although there is a 

trend towards this. The relationships with NGOs seemed to be more forced upon the 

companies as a result of their business operations. Some managers viewed NGO in terms of a 

problem that had to be dealt with in

“...an appropriate manner.” 65

Others were more open. Dealing with local interest and pressure groups was according to 

many subsidiary managers part of every- day business and “nothing new”. The demands of 

these groups were usually anchored locally and accommodating these groups was done 

through information exchange, informal dialogues, and at times, bargaining could be 

necessary.

“...you have in the area probably nine or ten NGOs that all have a different interest, sometimes we 
talk with them, sometimes we try establish a dialogue, some of them you can convince we are not 
so bad, some of them are radical and they will never accept you period. That’s life...”66

64 Respondent 9.3
65 Respondent 8.1
66 Respondent 13.1



Exporting home-country values and policies can also be successful sometimes.

”...yes, Russian Greenpeace was very active and has large support in civil society, we co-operated 
with them, we wanted to pursue a Scandinavian-style ...policy, which was well received by 
Russian Greenpeace.”®7

Global NGOs were considered more difficult to handle since they are global in scope and 

reach. The pressure from these groups could emanate from anywhere in the world and hit 

directly and indirectly and difficult to manage for companies.

Corporate Social Responsibility

The normative pressure from non-governmental groups, governments and intergovernmental 

organizations such as the UN, from investors, the media etc., has been a forceful driver 

behind the voluntary adoption of Codes of Conduct and Corporate Social Responsibility67 68 

(CSR) policies, which is becoming a feature of Swedish MNCs. As one respondent said:

“Previously we had sound judgment, now we have codes of conduct.” ®^

The codes and policies in general promotes human, environmental and labor rights as well as 

anti-corruption measures and are mainly based on the UN Declaration on Human Rights, ILO 

conventions, the UN Global Compact, and The OECD Guidelines for Multinational 

Enterprises.

Most subsidiary respondents agreed that establishing integrated local presence and 

behaving as a good corporate citizen helps gaining access to foreign markets and facilitates 

successful operation.

“Necessary. ”70 

“Very important.” 7*

67 Respondent 11.1
68 There exists no one way of defining the concept of corporate social responsibility (CSR). During the past ten years social 
responsibility together with other intangibles has been linked to financial performance, profit and risk management. The 
fundament behind CRS is to make clear the link between the good health of the corporation and the good health of the 
community within which the corporation operates.
69 Respondent 9.5
70 Respondent 12.1
71 Respondent 4.3



“If you try to come here and invest as a foreigner and try to do things that are bad for the 
environment you will have problems, and money will not solve the problems - you will have to 

show them that you are credible; you have to show to the society that you are credible. “77

CRS activities and increasingly CRS policies are used to facilitate entry into and operations in 

host countries. Engaging in various CSR activities is also a way for foreign subsidiaries to 

avoid governmental and intergovernmental intervention measures, such as regulations, related 

to the environmental and societal effects of business operations. To be a socially responsible 

citizen is also a way of reducing political vulnerability. In general, the immediate risk factor 

associated with CRS is reputation damage caused primarily by NGOs. Whereas only one of 

the respondents in parent companies made an explicit connection between political risk and 

corporate citizenship,* 73 interviewed country managers and key personnel agreed that 

becoming a fully integrated citizen and engaging in CRS activities is a form of political risk 

management. The link between CRS and political risk is clear in practice, but it is not 

reflected in policy. One company, which made an explicit connection between CRS and 

political risk, is working on improving this link through their Codes of Conduct.74 *

"They [The Codes of Conduct] are not meant to function operationally when it comes to political 
risk, but it will give a signal that we will deal with political risk - that we take it into 

consideration.” 73

For foreign direct investment, CRS can be seen as a development of national responsiveness. 

Not only is it the responsibility of corporate executives to conduct business in accordance 

with the laws and customs of a host country society, but also that the impact the corporation 

on its host environment and the rights and needs of other stakeholders should be recognized. 

A corporation has an impact on and responsibility towards its customers, employees, 

suppliers, the environment and the future conditions of the people of and the community in 

which they operate. However, being responsive to local demands reflects a rather passive 

approach. Increasingly, corporations try to integrate corporate citizenship into the daily 

decision-making and management thinking, to take a more "pro-active" approach to corporate 

citizenship and to include a social vision into their overall strategy and mission.76

77 Respondent 13.1
73 Respondent 9.1
74 See Case 3 under The role of political risk analysis in the pre-investment phase
73 Respondent 9.3
76See e.g. Hägglund, A et al Ericsson as a Global Citizen, IHR; Hansson and Ridderstad (1996) The Business Case for Good 
Corporate Citizenship", Chalmers University of Technology and LME Ericsson. Also the Conference Board report The 
Expanding Parameters of Global Corporate Citizenship, Conference Report 1246-99-CH, p 5.



"To be a multinational company is not a bad thing, but a global company has responsibilities, and 
we feel responsibility towards all stakeholders. Being socially responsible makes our employees 
proud of themselves and their work place. In addition, it is of course more difficult to attack a 
company “doing the right thing”. It improves our image. If we didn’t engage in social activities 
voluntarily, we would sooner or later be forced into doing it. Instead, we want to be pro-active.”77

This can be particularly important in those cases when governments let companies take over 

an area and thereby leave a governance vacuum, resulting in expectations and pressure on the 

companies to take on responsibilities equal to a “good government” in that area, which was 

the case with a green-field investment in Brazil.78 In addition, MNCs are now also called 

upon to be an active party in conflict resolving and human rights abuse issues in those 

countries in which they operate.

Public and Private Political Risk Insurance

The private insurance companies more or less cover the same type of political risk events as 

the public insurance institutes, but also events that are indirectly related to political events, 

such as the payment inability of a private entity caused by political events. Political risk 

insurance for overseas investment provides protection against financial loss caused by 

unanticipated, discriminatory or arbitrary acts of host governments. These include risks such 

as confiscation, expropriation or nationalization of assets, breach of contract, license 

termination, embargo, currency inconvertibility or non-transfer of payments. The numbers of 

private insurance companies that cover political risk have increased as banks increasingly 

finance foreign investments directly and that due to the privatization processes and 

infrastructure investments project financing has become more common.

In this study none of the company interviewed said they took out political risk 

insurance policy for investing in countries with high risk. Many respondents claimed that the 

cost of political risk insurance in relation to foreign investment exceeded the benefits. Public 

political risk insurance is mainly used for export transactions and the most frequently used 

insurance is the Swedish Export Credit Agency (EKN). EKN does offer political risk 

insurance for investments, “investment guarantee”, but although this product has existed since 

1968 it has been in very low demand (see Appendix 1).

77 Respondent 2.1
78 Respondents 13.1,13.2



Financial Techniques

Two respondents said that some political risk - currency risk - was dealt with using different 

financial solutions and techniques such as hedging and futures.

Brand

A few respondents mentioned nationality and brand as important and said that Swedish 

company’s in general have a good reputation and are less exposed than for example American 

companies and that being a Swedish company facilitated communications since Swedes were 

known to be easy to deal with.

Company examples of political risk management

Two cases presented below are two CEO descriptions of the political risk strategies used in 

relation to investments in Russia. The following two cases are descriptions of operational 

political risk management of Swedish subsidiaries in Brazil.

Example 5

One MNC already operating in Russia decided in the mid 90’s to acquire a local company that was 
being offered. “Russia had against the great economic crises in the beginning of the 90’s decided to 
invite Western companies to acquire companies in various industries to get things stalled again. The 
acquisition was handled by the parent company and considered an important project for the East 

European expansion.” Acquisition and entry into this “politically risky country” was facilitated by the 
fact that the MNC was already well established in the country, and that the group CEO was well 

connected in the Russia federal government.

The political risk management was not guided by a company risk policy. The main political risk 
mitigation strategy the company used was to establish good and close relations with political authority 
on all levels. The group company CEO was a member of the Foreign Investors Advisory Council 
(FIAC). This forum was established in 1994 as a communication tool between foreign investors and 
the Russian government, with the aim of improving the investment climate for FDI in Russia. The 
FIAC is co-chaired by the Prime Minister of Russia and the council members include CEOs from all 
major foreign investors in Russia. Continuous contacts were kept with the duma, with governors on 
regional level and on the municipal level.



During the 90’s political power had gradually shifted from Moscow to the regions. Against the 
background of this development the company decided to cooperate with and include local political 

authority as board members together with the former CEO and other key persons that were deemed 
important for running the business successfully. As the CEO of the new subsidiary explained, 
“knowledge and maintaining good relations with relevant political authority was essential. The parent 
company was not always happy with the way they handled things, but not to have good relations .. .It’s 
like thinking that Napoleon could have invaded China; you’re bound to fail if you believe that a 
Western company could set the conditions for the operation. The only condition you can set is the 
threat to disinvest...” Since the company was the second largest taxpayer in the province, it was in the 
interest of the authorities that the company could operate successfully. And “they knew that being 
investor friendly and cooperative was necessary in order to attract foreign capital”. Although the 
advantages the company asked for were not immediately understood and granted, in a longer 
perspective they were met.

Political risk insurance was not an option since “one cannot buy yourself out of this type of risk; you 
need to learn how to handle it yourself by using contacts and knowledge”. Local experts were used. 
One such expert was an industry related department of the University of St Petersburg, which provided 
technical expertise, but was “to a high degree also used to anchor the company against the influence of 
groups in the Russian society"...“those that influence the everyday politics”. The department provided 
guidance and information regarding as to how “tariffs were set, taxes were decided and how to lobby 
in Moscow.” The company cooperated with Russian Greenpeace, which was apparently very active, 
well supported by the local population and also well connected in the duma and influential in the 
legislation process.

Political risk was in part managed by the board and through the combination of the board members. 
The CEO maintained most contact with political authority and had to make frequent visits to St 
Petersburg. Assuming corporate social responsibility was very important, since “the laws themselves 
were less important, it was how these laws were interpreted that mattered”. As the interpretation was 
done in a very “flexible way”, having good relations with those who did the actual interpretation was 
absolutely necessary.

Example 6
This company started exporting their products to Russia during the beginning of the 90’s. In 1996 the 
company decided to invest in a production site. The motive behind the investment decision was an 
agreement to serve a large American corporation with their products, a corporation who was also 
willing to invest in the production site. The site was ready in 1998.



The company considered itself to have a fairly adequate picture of the political risk situation in the 
area already, having done business with the country for several years and having established itself and 
a network. Still, according to the top executives interviewed the political risk assessment was done in a 
very thorough and elaborate way. From the parent company, the head of business development and the 
corporate lawyer were involved. There were extensive contacts with a Moscow law firm who 
undertook part of the analysis. The political risks were taken into consideration throughout the whole 
investment decision process. According to the CEO, the written documentation related to this 
investment filled several bookshelves, and the political risk situation is described and referred to 
frequently in this documentation. Unfortunately access to this documentation was a problem.

Tlie company’s then operating CEO explained their risk strategy. "The commercial risks were 
carefully assessed, but the expected returns outweighed by far these risks”. The political risks were 
considered high. Russia was historically volatile, with an uncertain investment climate. The industry 
(of the company) was a dangerous industry area in Russia, in the hands of the "mafia and crooks”, but 
in the end, the expected profits were deemed to outweigh the political risk. However, maximum was 
set at the political risk in economic terms - the total risk could not outsize the expected profit. Because 
of the perceived high political risk and the fact that the company couldn’t take the whole risk, it was 
decided that it was necessary to sell 47% of the risk. Eventually the investment failed. "During the 
summer of -98 Russia collapsed. And during that fall the market was reduced to half, the economic 
situation in the country changed the conditions for our product dramatically. The demand for our 
products declined rapidly as the economic situation worsened for the Russian people, the interest rates 
soared and finally a major competitor established production.. .We saw the signals early; Russia was a 
barter economy and investors left the country.”

Example 7

This company motivated its presence in Brazil with Brazil being a huge country with great growth 
potential and market opportunity. The market potential was considered very high and its production 
had increased dramatically during the past 5 years.

On group level this company defines political risk mainly in terms of country risk due to the large 
share of export business of the company. The company used private and public insurance and financial 
instruments to handle this political risk. In Brazil the CFO was primarily responsible for handling this 

type of risk. “Capitalize equity is one way of managing political risk.” Political risks related to the 
operations in Brazil mentioned were the complex legal and financial institutional framework, contract 
problems, the very complex system of local regulations regarding taxes, transfer-problems, corruption. 
Political risk in terms of regulatory risk was perceived as problematic. On a federal level it was 
deemed as a low level risk, since institutions were considered "fairly stable”, despite the problem of



being “not objective and not transparent”. Regulatory risk could also occur in other situations, such as 
joining forces with a local partner: “With local partners - you run local regulatory risk.” Political risk 
was also equated with socio-political risks such as strong elite, poverty, and low educational level.

When asked the direct question of whether the company saw a need to manage political uncertainty 
and risk when operating in Brazil, the CFO replied: “Yes. You need to be on top of the political 
development. Rules, regulations and laws are changed all the time. You need a very good counsellor. 
You need to keep informed, to participate in industry groups. You need to engage and keep up 
dialogues with regional agencies - government legislation, national regulators board, NGOs, 
especially those with political appointees.” It was particularly important to continuously monitor the 
regulatory and legislative areas and the company had employed legal staff to monitor the legal 
development.

According to the CEO good political relationships were of outmost importance in order to make sound 
and informed judgment about the political factors that can and do influence the well-being and 
operations of a company. “Since we are in the infrastructure business the company needs to have very 
good and frequent political connections.” The company had established relations with different 
ministries, of which the ministry of energy was one of the most important. There are relationships 
established with public infrastructure companies. The company is a member of different industrial 
groups, with local as well as international companies, which tries to influence the privatization process 
of the infrastructure industry. The company had several people employed just to deal with 
government-business relations. Lobbying in Brazil is considered a dubious trade and is in practice 
very much about corruption and bribery. There exists no public funding for elections in Brazil. To gain 
entrance in different states or participate in the bidding for a development project one needs to support 
whichever party is in charge through political party funding, with set fees and which works like an 
entrance ticket. However, the company was campaigning intensively against corruption, “trying to go 
from corruption as something no one talks about to something one shouldn’t practice.” On group level 
the company had established a compliance program, which described the necessity and benefits of 
abolishing corruption as a standard operating procedure and how to deal with the corruption issue. In 
Brazil as well as in many other countries, bribes used to be tax deductible, but are now illegal.

Commercial risk was also considered an important issue, since Brazil is a volatile economic 
environment that brings a lot of risk within the following areas: regulatory, legislative, market. Again, 
these areas need to be monitored continuously.



Example 8

The CEO of this company defined political risk mainly in terms of changes in regulations that had a 
direct effect on the company. Changes in regulation were assumed to be connected to the objectives of 
the government. Political risk management was designed to actively deal with this problem. The 
company puts much effort into influencing political authority in order to maintain this regulatory 
framework unchanged.

”Traditional” political risk was not a problem any longer as a result of deregulations in the area where 
this company was active. The company CEO had had experience of managing the company before the 
deregulation process had commenced. He claimed that the situation today compared to "before” was 

dramatically different. Today Brazil is incorporated into the global market and that had changed their 
way of operating and doing business. Previously, the company had to deal with and do business with 
the Brazilian government; today the other party is private enterprises. With the deregulation in place, 
having a political network in Brasilia (the capital city) is considered less important. "Normally, our 
business activities do not require that we are well established within the political sphere...but of course 
we lobby...we want to influence those who legislate and regulate our area...but that is normal 
practice, it occurs on all markets, world-wide, even in Sweden”. Also mentioned were efforts to 
arrange for visiting Swedish politicians to meet with Brazilian ministers from the telecommunications 
and trade departments.

The issue of corruption is no longer a major problem for the company since they deal mainly with 
global private companies and not publicly owned companies, but dealing with authorities is necessary 
for licenses, tariffs and here corruption still exists. The company handles this by "avoiding it as much 
as we can”. “But sometimes it cannot be avoided without hurting our operations and then you have to 
give in order to solve the problem...but it is worse for companies that have the government as their 
customer - there a lot of money disappears”.

The company works pro-actively on what the CEO calls “image-building”. This is aimed at creating 
an image of the company as a good corporate citizen, but also at dealing with political risk.

Summary
This and the previous chapter presented the empirical evidence in relation to how political 

risk was managed in the companies interviewed. The companies in this study used a 

pragmatic approach towards political risk. Organizationally, political risk management was in 

most cases decentralized and the responsibility of the different business areas and 

subsidiaries, but is also relevant in relation to investment decisions. The interviews gave that 

in the pre-investment phase political risk can be an important factor, but is considered



together with a number of other circumstances and marginal in relation to high market 

potential that often offsets political risk concerns. Decision-takers did take into consideration 

the issue of political risk into their investment decisions, but seldom as a separate issue, and 

the idea of market opportunity comes first. In parent companies political risk concerns 

regarding an investment decision were only occasionally dealt with at board meetings. 

Country and business area managers interviewed considered political risk as an important 

concern and in subsidiaries operating in politically unstable countries, political risk was a 

standing agenda point at board and executive meetings. During operation managing political 

risk in the form of government intervention is always high on the day-to-day agenda for 

subsidiary management. Much energy and time is set aside for managing political authority 

and increasingly NGOs, in order to avoid regulatory changes detrimental to business and 

negative political pressure.

In relation to an investment decision political risk was considered in terms of barriers 

to entry into new markets. In the operational phase political risk was perceived mainly in 

terms of operational risk, i.e. the result of uncertainty with respect to constraints on the 

management and performance of operations. In the pre-investment phase political risk 

assessment is done ad hoc, in relation to an investment and when deemed necessary. 

Assessments were reportedly based on a combination of in-house qualitative analysis and 

external quantitative and qualitative analysis, but ultimately on the intuition and experience of 

managers and on information exchange. In the operational phase, drivers of political risk are 

part of the corporate context and may have a direct impact on business operation on a day-to- 

day basis. Consequently, assessment is more of a continuous process, based on information 

exchange with political contacts and other contacts and more integrated into the daily 

decision-making. In both phases assessment is unsystematic and unstructured. The political 

risks most associated with direct investment in this study were uncertainty about government 

policies and actions with respect to ownership or managerial control. The type of risk most 

often mentioned were traditional political risks such as expropriation and nationalization, but 

in an overall more investment friendly world, these were perceived as a non-issue today. The 

interviews gave that there is a general agreement on certain, often interdependent, factors and 

circumstances that indicate political risk: Political instability and/or weak institutional 

framework; Non-market commitment and/or poor economic policy and situation; Low degree 

of international integration; Divergence between host government objectives and MNC 

objectives; Divergence between NGO objectives and MNC objectives. These drivers of 

political risk are assessed and dealt with differently depending on where in the investment



process the assessment is done. The company has little influence or control over the first three 

drivers of political risk, in the pre-investment phase the choice is basically between avoiding 

the risk and taking the risk. None of the companies used political risk insurance, and only one 

company said they had transferred the risk. Investment strategy, national responsiveness and 

political strategy were mentioned as political risk mitigation strategies. In the operational 

phase political relations and information exchange was the most frequently mentioned 

strategy. In relation to the objectives of host-government and non-governmental groups 

towards the company, the firm either adapts or tries to influence them by establishing 

relations and using information exchange.

The interviews also pointed to a number of challenges in relation to this management. 

The following three chapters will address these challenges and compare to previous research. 

The findings will be viewed first from an environmental perspective and following this an 

interactive perspective.



CHAPTER 5

The Challenge of Political Risk Assessment

The following chapters will address some of the challenges and problems of political risk that 

came up during the interviews. Many of the problems are not unique for this study. One 

challenge is the methodological problem of assessing the political-economic environment in 

terms of political risk. This and the lack of systematic political risk assessment in the 

companies in this study will be the focus of this chapter. Part of the explanation lies in the 

way the political-economic environment is perceived, which will then be the focus of Chapter 

6. Chapter 7 will then address the multinational corporation as a political-economic actor, 

thus focusing on the interactive aspect of political risk and political risk management.

Swedish investors are risk takers
When examining previous studies as well as conducting one Kobrin (1980) concludes that, 

the typical response to political risk in the pre-investment phase was avoidance (Kobrin 

1980). As was mentioned, there was for this study little information to be obtained on 

avoidance decisions. Respondents focused less on risk avoidance in relation to political risk 

and more on risk taking and risk acceptance. Companies in this study claimed that it was 

“obvious” when avoidance was necessary and these decisions were not based on political risk 

analysis. There were no situations reported where the results of a political risk analysis had 

stopped an investment project. Provided market opportunity exists, Swedish managers seem 

willing risk-takers, portraying themselves as guided by a high risk-high return philosophy. As 

will be obvious this can be interpreted in various ways.

According to two authors, “To the sophisticated international enterprise, political 

risk, including expropriation risk, is not a bar to investment but an element to be weighed 

against prospective gains” (Robock and Simmonds 1983:351). Aharoni (1966) suggests that 

firms display various degrees of risk aversion an that this depends on factors as size of the 

firm, number of years of operating abroad, the social system of the organization, and what the 

firms consider "normal risk". This is probably true. This study focused on only large 

multinational corporations, which all have been operating abroad for many years. Judging by



the respondents’ answers and the fact that the corporations involved have been operating for 

several decades and had subsidiaries in several developing countries, some considered high- 

risk countries; risk aversion is probably not very high for these companies and is most likely a 

combination of the above and the individual risk perception of decision-makers. Personal 

background, trends, socialization processes, organizational factors, positions, and experience 

are probably all decisive in how you interpret the world - including threats and opportunities. 

Taking a normal business risk is expected, and for some risks, if the results backfire the 

responsibility can be shifted from the executive to the environment. (Ahoroni 1966) 

Executives are not measured by the number of opportunities they miss, but by the results they 

achieve. In the Swedish companies interviewed business and country area managers in 

particular were expected to be a driving force and always to be on the lookout for new 

business and investment opportunities, and maybe they tend to downplay risks in the country 

of investment. When investment proposals are the result of external offers from governments 

or the business world, those offering could downplay risks. Subsidiary managers are expected 

to increase the value of assets under their under control and could consequently be expected 

to have low risk aversion, but on the other hand they are responsible for risk assessment and 

management and are dealing with a political risk context on a daily basis. The perception of 

risk also supposedly depends on how far the investment decision process has come or the 

level of commitment of the investment in the organization. Assessments of political risk may 

be affected by the fact that decisions on investment strategies or commitments already made 

to invest may have to be justified and these then end up as part of the (environmental) context 

in which decisions are taken, rather than as an input to the decision-making process. (Kobrin 

1980)

Low risk aversion can also be the result of low awareness of political risk and that 

risk is hard to imagine and make real. People are psychologically predisposed to seek out 

possibilities and downplay risk, to seek supporting information.79 The consequence of this is 

that individuals are good at searching for what they recognize as possibilities within their 

environment, since “recognized possibility” is per definition something that supports that of 

which you already know and lies in the direction you are already going. A threat on the other 

hand, even within your own environment, is per definition information that does not support 

what you already know and goes against where you are already going, which means that it

79 Interview with Sven Hammrefors, Stockholm School of Economics



will be problematic to accept that information since it jeopardizes the structure you have 

already built.

“It is not surprising that political risk is perceived as a non-issue; it’s too far away, it’s too much
threat. It becomes per definition a non-issue. “

The fact that something is recognized as a risk means that one tends to downplay that risk, 

and the further away this information is from ones defined environment the more disinclined 

are individuals to take in the information. The fundamental problem for organizations seems 

to be that anything that goes against what is expected- that goes against the possibilities you 

perceive - for instance market opportunity, and is conceived as far removed from whatever 

business activity you are involved in, will become difficult to search and analyze, irrespective 

of how strong the signals actually are. The more risk is perceived in terms of external risk, the 

less organizational motivation to actively deal with it. “External” incorporates perceived 

relevance for a particular investment as well as perceived control possibilities.

Low awareness has by various authors also been ascribed to the lack of systematic 

political risk analysis and that there is no one to specifically point out political risks. It is often 

suggested by authors and experts that a systematic and structured political analysis is 

important, if not necessary, in order for multinational corporations to make correct investment 

decisions and to understand and handle the relationship between them and foreign 

governments. Misunderstanding the nature of the relationship between business and politics 

may result in misleading analysis for the investor, which could lead to wrong investment 

decisions, pursuing inappropriate risk management strategies, and conflict with government 

values and interests. However, for the corporations in this study the use of structured and/or 

systematic political assessment was very low. More than one manager referred to political risk 

analysis as being a problematic issue and of limited value. Political risk was not assessed 

through a scientific exercise, but mainly an intuitive process based on various data, 

experience and subjective estimates. In the pre-investment phase, political risk assessment is 

done ad hoc and before the investment. One company proceeded in a more systematic way by 

using a checklist system, other companies used a combination of quantitative and qualitative 

analysis, and when considered necessary political risk analysis was reportedly done in a very 

thorough way (see Chapter 4). But for the most case political risk assessment was reported 

being done in an unstructured and subjective way, using a combination of external and in- 80

80 Interview with Sven Hammrefors, Stockholm School of Economics



house expertise and experience. In the operational phase, drivers of political risk are part of 

the corporate context and may have a direct impact on business operation on a day-to-day 

basis. Consequently, assessment is more of a continuous process, but still unsystematic and 

subjective.On a scale of relative sophistication of risk analysis techniques, “individual 

qualitative self-assessments” is placed at the bottom, risk ratings in the middle and 

probabilistic models at the top (Deloach 2000:128). Judging according to this scale, the level 

of sophistication of the political risk assessment methods used by the Swedish multinational 

corporations in relation to foreign investment is low. To some degree, the respondents agreed 

with this description, as they claimed they used no methodology, but a “pragmatic approach”.

According to another suggested classification, the “pragmatic approach” fits within 

qualitative unstructured methods (Pahud de Mortanges and Allers 1996:306 ff), which 

include an attempt to forecast political intervention by using the judgment and intuition of 

managers who know a particular country or region well, field investigations by executives, 

meetings with government officials and local business people, and finally using the expert 

advice of outside consultants like former diplomats, journalists, advisors. Kobrin (1981) 

classifies political risk models in terms of their degree of structure and systematization. 

Structure refers to the presence of an explicit conceptual model - assumptions and the model 

of process relating cause and effect are explicit. Qualitative structured methods, include 

Delphi technique81, standardized checklists of economic and political factors, or scenarios. 

Quantitative methods attempt to predict the probability of certain events occurring by using 

indicators or certain measurable factors. A structured methodology is objective, while the 

unstructured method is subjective. The modeling of the relationships is intuitive. 

Systematization refers to the degree of formalization of the forecasting methodology. "A 

systematic methodology involves explicit, although not necessarily elegant or sophisticated, 

assessment and/or forecasting procedures. An intuitive or implicit forecasting methodology 

relies on the mental process of the forecaster and is difficult to replicate" (Kobrin 1981:256).

81 A group of experts is summoned to comment on factors affecting the political environment of a particular country. A 
statistical distribution is then produced and shown to the expert for a second round of comments. This process is repeated 
several times. An average opinion of the expert group is produced in the last round and this opinion is usually more correct 
than the initial opinion of the group.



The lack of systematic political risk assessment in Swedish MNCs

Swedish executives were in general sceptical when it comes to systematic assessment of 

political risk. The following reasons were given as to why companies do not use systematic 

political risk assessments: First, there was the problem of finding an adequate assessment 

method. “Political” as well as “risk” is difficult to grasp and assess and political uncertainty 

and factors are considered difficult, if not impossible, to turn into mathematical figures. 

Another problem was to predict political events and how they affect investments and profit in 

the long term. In addition, political risk is firm-specific and investment specific so the 

analysis needs to reflect this. In some cases, there is the problem of designating the political 

risk and political analysis. Where is the company exposed? Is it in the investment location - 

the country in which the investment will operate, or is it in the home-country? The ownership 

and financing structure may be diversified. Are there any other parties involved, and are they 

susceptible to political risk and how and where? Second, the cost of having an in-house 

function for systematic political risk assessment exceeds the benefits. A figure was given: 1,5 

-2 million SEK/year. As most companies do not take investment decisions frequently -not 

even 5 times per year, this amounts to a high cost per decision. Third, whether political risk is 

at issue for a company is best assessed closed to the investment and by using networks and 

contacts. Finally, respondents felt that against the background of the changed political risk 

context, political risk was not a crucial issue anymore. This last reason will be returned to in 

the next chapter.

In order to eliminate or control political risk one has to be able to predict the 

unpredictable, which is difficult. One political risk manager said:

”We believe that we can make predictions about the economy of a country, it’s not as easy, but it’s 
possible...then there is the unexpected; Iraq and Kuwait are the best examples, but also 
Yugoslavia, Pakistan-India, it is almost impossible to predict. There is so much tension in the 
world and no one has so far come up with a model that will even come close to predict the 
likeliness of something happening, I don’t believe it is doable, there are too many factors
involved.”82

And,

‘‘Any prediction is only a summary of the past history.”*^ 82 83

82 Respondent 2.4
83 Respondent 2.4



Also, it was felt that a top-down approach such as macro analysis is less relevant since it is 

difficult to apply general assessments to a specific investment situation. These “abstract” 

assessments can never replace the more specific information and relations that are necessary 

for operating in any country. The respondents believed political risk in regards to investments, 

could not be dealt with using quantitative analysis, nor through desk-top analysis. The 

subjective evaluation of experienced and knowledgeable people was considered superior to 

systematic or mathematical assessments, although rating institutes could provide guidance on 

the political risk situation of a country. Any adequate analysis needed to be grounded in the 

investment location; it required local knowledge, presence and network and relied on the 

exchange of first-hand high-level information. Access to adequate information pertaining to 

an investment decision heavily relies on the interpersonal and diplomatic skills and network 

of the company representative; on CEO-level or the equivalent. The adequate information a 

political risk analyst could gather in comparison was considered limited.

In the operational phase, the political context of any investment had to be monitored 

continuously by those involved in a particular investment; the board members, the 

management at the parent company and in particular, by subsidiaries who dealt with 

operational risk on a daily basis. This continuous monitoring involves an "intuitive” political 

risk assessment where company specific knowledge is continuously weighed against 

environmental information. The information is based on newspapers, television, radio, 

magazines, reports, personal informal and formal contacts in home as well as host countries - 

colleagues, business partners, competitors, politicians, embassies, experts etc, - and visits 

coupled with experience and “sound judgment”. Some companies also have business 

intelligence units, which can be involved in the monitoring if necessary. However, much 

important information is apparently not possible to obtain unless you are in the position of 

CEO or the equivalent. Company top executives, primarily the CEO, maintained government 

relations. Relations with government was partly used to gather information about any changes 

that could be related to the company, for recognizing and managing coming changes in the 

non-business environment, but also for influencing developments. This information exchange 

also involves other actors as sources and receivers of information. Whether companies 

proceed in a systematic way in determining relevant political and other relations cannot be 

answered, as respondents were not willing to give out any specific details on their political 

connections, but it is most likely not done in a random way.

Organizationally, political risk assessment was decentralized in most companies, and 

the responsibility of country area, business area and subsidiary management. In general,



respondents seemed to think this was the best and most rational way to organize political risk 

management. The only respondent, who questioned the virtues of having political risk 

management decentralized, explained the problem this way:

“This, dealing with political risk...I don’t know how it works for other companies, but I think few 
(country managers) have gone through such a painful process as I have when it came to starting up 
- how it works down to the smallest detail. I believe this knowledge is too decentralized and 
diffused on too many functions within the group - it should be centralized and better handled. It is 
apparent when meeting with our lawyer and accountant, they both know their respective areas 
well, but when one tries to see the consequences or connections, no one has an overview of the 
whole situation. And when other parts are added; work processes, import rules, specific regulation 
etc, the picture becomes very complex. If I were to do a check list over the worst problems 
connected to starting up a company in this country - it would become a very long list.” 84

One company interviewed went through an interesting development in this respect during the 

course of writing this book. When the first interviews were done, the company had a group 

level political risk function and working on developing a model for systematic political risk 

assessment. Supplying the whole group of companies with relevant analysis was considered a 

futile project, however.

"Political risk includes everything - from economic risk to more indefinable risks." * 86

Today (2003) this function focuses on more “over-arching geo-political analysis” and 

“changes in power relations and those factors that determine these changes”86. Country and 

political risk assessment is now the responsibility of the country and regional area 

managers.87

Business intelligence
When it comes to competitive and business intelligence, not many companies today dispute 

the need of using some type of business intelligence system or activities to handle information 

and monitor the corporate environment. The literature in marketing and business intelligence 

describe the use of business intelligence as "an early-warning system working like radar by 

constantly performing a broad scanning as well as focused monitoring of events that may be 

of relevance to the organization" (Hedin 1993:26). Implementation of these systems or 

functions has been a problem though. During the 1980’s and beginning of 1990, the large

8^ Respondent 5.1
86 Respondent 7.3
86 Respondents 7.1 and 7.2

87 This is the only information regarding this development that the company (company 7) is willing to have publicized.



Swedish companies were guided by functional thinking and many established business 

intelligence functions.88A study on how ten Swedish multinational corporations had 

formalized their business intelligence activities in 1993 showed that several multinational 

corporations then had had systematized intelligence activities for 3-8 years.89 Today many of 

these BI- functions have been closed, in part because implementation of business intelligence 

systems can be problematic. Organizations put too much faith in the ability of a separate 

function to serve a whole organization with relevant intelligence, and undervalued the 

importance of the scanning and information gathering that employees in general have to do 

and actually do.90 Referring to a number of studies conducted on European and American 

firms, Hedin (1993) concludes that although the business intelligence function was 

implemented (in various ways) in many firms, there had been little reporting on the success of 

such functions. Japanese companies and the Shell Company seemed to be the exceptions. 

However, there are still consultants who specialize in designing business intelligence systems 

for customers. These may include political factors, but are not designed to assess political 

risk.91

Previous research

Although the findings of this study cannot be adequately compared to the results of previous 

research on political risk management, which is essentially based on large-scale surveys, and 

on a more rigorous methodology, comparison can still be interesting and illustrative, and 

maybe even indicative. A review of previous research indicates that Swedish MNCs are not 

unique. The findings of this study of the political risk management of Swedish multinational 

corporations are not much of a challenge to previous research results. The opinion of many 

researchers and authors is that multinational corporations are weak on analytical tools and 

organizations that can estimate and respond to political risk. In a study carried out by Aharoni 

(1966) among 38 US corporations that had considered investments abroad, respondents stated 

that if the political and economic stability in a foreign location were perceived as 

unsatisfactory an investment venture would be rejected or modified in order to avoid risk. 

These perceptions were based on subjective beliefs about the general political risk situation in

88 interview with Sven Hammrefors, SSE
89Hedin 1993. The daily monitoring of events in the business environment focusing on customers, competitors, technology 
and political issues.
911 Interview with Sven Hammrefors, SSE
91 Interview Hans Hedin, Docere and Respondent 8.2



a particular country and sometimes complemented with investment specific information. In 

1981, Kobrin writes, “little can be found in later reports of more recent surveys to support a 

challenge to Aharoni’s conclusions” (Kobrin 1981:74). That political risk assessments are 

done unsystematically, that political risk is described in general terms rather than in terms of 

impact on specific investments, and that subjective estimations prevail, is according to Kobrin 

(1981) an interesting paradox, considering the reported importance of political and economic 

stability for investment decisions. Root concluded already in 1968 after a study on US firms 

with foreign production that the lack of systematic assessment of political risk by American 

management did nothing to improve the gap between their perception of political risk and the 

real political risk of any investment decision.

Kobrin. Basek, Blank and Palombara reported in a study (1980) of how relatively 

large US international firms assess non-economic environments. A mailed survey was 

conducted of 455 firms and followed up by interviews in 37 firms. Results show that 

1.Assessments tend to be reactive rather than active, 2.The most important sources of 

information were internal to the firm, 3.Systematic use of political risk assessments is low - 

assessments are conducted ad hoc and in relation to a particular investment proposal, 4. 

Assessments tend to be subjective and general. The typical response to political risk was 

avoidance. The results of this study are according to Kobrin (1980) consistent with previous 

studies by Aharoni 1966, Root 196892, and Zink 1973.93

Kennedy reports (1985) that corporate involvement in political risk analysis in US 

firms had increased somewhat by 1983 compared to the results of Kobrin et al 1980, and that 

there was some increase in formally institutionalizing the political risk function. Many firms 

had increased their political assessments capabilities and this rise was reflected in the increase 

in the number of analysts and an increased tendency to locate the political analysis function in 

corporate planning units. Political instability and the general investment climate, i.e. FDI 

attitudes, were still the chief sources of political risks as perceived by managers.

One fairly recent study, using a mail survey method, examined the political risk 

assessment strategies of 23 Dutch firms involved in international operations (Pahud de 

Mortanges and Allers 1996). The study concentrated on the following topics: which political 

risks are important; experience of political risk; how political risk is assessed; implementation 

of political risk assessment; risk reduction strategies for political risk. Results showed that 9

9-Root (1968), "Attitudes of American Executives Towards Foreign Investment Opportunities", Economics and Business 
Bulletin, Temple University, January 1968
9-^Zink (1973), The Political Risk for Multinational Enterprise in Developing Countries, New York: Praeger Publishers.



political and social unrest was considered the most important political risk, that political risk 

analysis was mostly done in a subjective, unstructured manner and carried out in an ad hoc 

fashion. The following risk strategies were most commonly used: follow a good citizen 

policy; use of global trademarks, avoidance, joint ventures with locals, public and private 

insurance. The study also found that Dutch firms typically used political risk analysis when 

considering a new investment. The use of systematic political risk assessment was low, and 

most firms were reluctant to scan and analyze their environment continuously. Similar results 

were according to the authors relevant for Japanese94 and French95 firms.

Mascarenhas (1982) used in-depth studies in exploring how U.S. multinational 

corporations deal with uncertainty in their international business environment. "In going 

overseas, firms face, in addition to domestic sources of uncertainty, foreign exchange and 

political risk” (Mascarenhas 1982:87). Top executives of ten multinational corporations were 

interviewed about methods for dealing with an uncertain international business environment. 

Classification categories were the following general methods: prediction; control; insurance; 

flexibility, avoidance. The choice of method for coping with the uncertainty depended on: 

The characteristics of the uncertainty (political, foreign exchange, production); the contextual 

conditions of the business investment; and the perception and discretion of the executives. 

Political uncertainty was primarily dealt with using flexibility and control methods, but for 

some industries (like pharmaceutics, mining and petroleum), insurance was also used.

What many of these studies have in common is that they focus, either as a point of 

departure or as a conclusion, on the paradox that political risk has been identified as one of 

the most important issues for managers considering investing in foreign markets, and still 

very few firms rely on systematic assessment of political risk. This paradox was not, however, 

particularly evident in this study, which of course can be a methodological consequence.

The challenges of systematic political risk assessment
It is often suggested that the lack of consensus regarding the definition, classification and also 

the variation of theoretical and conceptual frameworks transports into the assessing and 

analyzing of political risk and further into the management of political risk. As political risk is 

a conceptual problem, political risk becomes an operational problem. Much research and 

literature address this problem and efforts have been devoted to improving methodologies for

94 Yasumuro, 1984 in Pahud de Mortanges and Alters, 1996
95See Clark and Marois, 1996



assessing political risk. There exists in theory as well as practice a wide range of political risk 

assessment techniques based on either quantitative or qualitative analysis, or a combination of 

both (See Appendix 1). “The primary objective in political risk analysis is to forecast losses. 

A secondary objective stemming from the first is to suggest means of managing risk or 

avoiding the loss” (Howell 1998:5). Most political risk assessment models propose to use a 

method of converting uncertainty into probability terms, using the term "risk" as a mechanism 

for the objective evaluation of foreign investment climates. Many of these models use and 

recommend a combination of quantitative and qualitative methods. The quantitative element 

is a certification of objectivity and reliability, whereas the qualitative element is more of a 

modification of the quantitative rating against the relevant context. However, the variety of 

definitions and lack of consensus when it comes to classification of what constitutes political 

risk and how to conceptualize political risk makes it very difficult to develop a system for 

measuring and analyzing political risk, which produces reliable and valid results. Thus, 

another explanation towards the fact that that multinational corporations are weak on 

analytical tools and organizations that can estimate and respond to political risk lies in the 

challenges of designing adequate political risk models. A number of factors prevent predictive 

models; the model itself; the complexity of the social context, partial information; human 

intervention. 96

A model is by nature probabilistic rather than predictive. The complex social system is 

simplified and abbreviated. The challenge to the political risk analyst and model is to 

determine which variables and which combination of variables are likely to result in a threat 

of loss to an investor. However, the selection of variables and their relationship by a modeler 

may not be the optimal one. To the extent that systematic political risk analysis is used, the 

choice of model can affect an investment decision dramatically (Howell 1998:6). According 

to Kobrin (1981), “political risk assessors... face substantial problems in attempting to 

conceptually model the processes through which political-economic environments actually 

affect projects.” First, there is not enough historical data on this relationship. Second, “the 

dependent variable, the vector of potential contingencies arising from the political 

environment is very much a function of the characteristics of the project itself' (Kobrin 

1981:255). In addition, not all political risk is negative. The way political risk is dealt with in 

commercial risk indices and in most models used by consultants is that political risk is 

defined as the risk for certain political risk events to occur. The continuous and dynamic 9

9^ Howell 1998, Simon 1984, Kobrin 1981, Brewer 1981, Jervis 1976, Allison 1971, Rummel and Heenan 1978



political environment is rationalized into a series of political events that may or may not be 

translated into political risks. These models focus on variables of political risk and depend on 

finding relevant variables and the right proxies for measuring political risk. The systematic 

political risk assessments are frequently presented as a letter grade or numerical score that 

indicate a rating for a specific country; so called country ratings. The objective of the 

comparative techniques of political risk analysis is to compare a number of countries 

according to a set of relevant parameters. An ordinal rating system like letter grades or 

mapping on a two-axis space, for example, is used for comparison. The weak points in this 

system are the relevance and the weights of the parameters used and the generality of the 

assessments. Countries are first judged against certain criteria and then the result is weighted 

into a global rating. Assessments of political risk often include an analysis of political 

stability - in a particular country and comparative political risk assessments across countries 

and standardizing risk estimates across political systems. As Haendel (1975) points out, 

comparative assessments of whole political systems are very difficult, if possible at all. In 

addition, in order for the analysis to fit to the individual circumstances of a corporation, 

political risk assessments that are narrower than country analysis may be needed.

For the respondents in this study the value of these models is their general application 

and usefulness for comparison purposes in a broad sense. Investment decision-makers said 

they sometimes use ratings as advice or quantitative guides to political risk. However, their 

specific value is considered limited by the respondents. Political risk is often related to 

political instability in these models, which assumes that a stable non-changing political 

environment is preferred from an investment point of view. This perspective overlooks the 

potential risks of a controlled political situation, at the same time as possible opportunities 

may be overlooked in a more dynamic political setting. A low rating does not necessarily 

mean investors avoid that particular country, for some it might present an opportunity as there 

will be fewer competitors. A low rating can also provide an opportunity to bargain with the 

country's government to receive subsidies or special treatment in return for bringing in 

investments.

There is also the problem of controlling variables for even a limited period of time and 

producing reliable forecasts on how political events affect investments in the long term. Many 

investments require 10 years or more to pay off. An effort to test the reliability of political 

risk projections was done by Lllwellyn D Howell and Brad Chaddick (1994) 97 The

97The definition of political risk used was: "Political risk" is the possibility that political decisions, events,



“comparative analysis correlates the five-year projections of three major political risk 

assessment sources with losses incurred in the target countries over the subsequent five year 

period.” The study compared the 1986 projections of The Economist, Frost & Sullivan (now 

Political Risk Services), and Business Environment Risk Information (BERI), (now Business 

Environment Risk Intelligence), forecasting the probability of losses through 1992. The 

conclusion they reached were that “If the theory and data are appropriate, there should be at 

least some significant correlation between the projection and actual losses in the following 

five year period. This, however, was not the case in the three methods we evaluated.” (Howell 

and Chaddick 1994)

Due to the complexity of the social system, not all relevant variables will be taken into 

consideration and included in a model. Robock writes that political analysis is a 

"multidimensional task involving several hundred political, economic, and socio-cultural 

factors" (Robock 1978:72). The dimensions could be domestic instability, foreign conflict, 

political and economic climate, and political and economic power and authority forces 

therein, and grasping the complexity, dynamics and interdependence of these dimensions are 

indeed a challenge today. Host-countries are part of the interdependent international and 

global system, which means that important key determinants may be overlooked when 

focusing on country-level.

According to the head of EKN risk analysis;98 there is an on-going discussion among 

the credit agencies within OECD about the relevance of country assessments today. There is a 

general acceptance that the challenge today lays in making correct commercial risk 

assessments - of a company, a buyer, a creditor, and a guarantee, of a project or green-field 

project. EKN does not share this view, however, and recently re-organized the risk assessment 

process. Previously the EKN risk department focused on the top-down analysis methodology, 

producing separate general country risk assessments. Today, they increasingly take a micro

approach and depart from project or transaction level, integrating country and commercial risk 

assessments into a more holistic risk assessment.

“One cannot view countries or transaction in isolation. One needs to view a country as part of the 
larger region or world, and transactions as part of a country situation. This has become more 
obvious since the Asia crises...We produce general country reports, but we are also involved in

or conditions in a country, including those that might be referred to as social, will affect the business environment such that 
investors will lose money or have a reduced profit margin.”
^ Respondent 19.2



the decision-making of big transactions and produce specific risk assessments that capture the 
different parts of the risk picture relevant for that particular project or transaction.” 99

The Asia crises had a profound influence on their thinking about political risk.100 This 

reportedly also had a great effect for the perception of political risk for the respondents in this 

study, and will be discussed in the next chapter. For EKN the crises led to a realization that no 

relevant political risk analysis could focus only on political factors- one needed to see 

political risk in terms of political economic risks, economic stability and growth and focus 

more on financial and commercial risk. The crisis also led to a revaluation of which factors 

were important to include in the risk assessments - for example a country’s financial system, 

private debt, institutional framework; ambition and ability to follow through on political 

reforms. That the revaluation came after the crisis is noteworthy.

"It is obvious that many of the financial banking crises have spilled into the economy and then in 
turn on companies. These risks are system risks, which are linked with the country risk. In order to 
understand and accurately predict how different systems risks will affect different countries, one 
needs to have the experience and knowledge about these countries and how their economies and 
politics are connected to the international financial system. Also, political risk analysis needs to be 
integrated with the business level.” 101

If the financial system in a country collapses, there will be political problems and political 

stability depends on a sound and stable financial system. A political crisis will have less effect 

on a country with a stable and sound financial situation and such a country will be more 

credible in the eyes of the international market. The 9/11 attacks did little to reevaluate this 

opinion - the major effects of the 9/11 were perceived in terms of increased volatility of the 

international financial markets and thereby having an effect on countries with a less stable 

financial system.

Another issue is information. Although lack of information is less of an issue today, 

information underlying assessments and forecasts is never accurate and complete. There is 

always the possibility that some unforeseen variable or event will affect the political risk 

situation for a particular corporation. In any given business situation, few variables are known 

with precision. To measure the impact of political risk is just as an ambiguous exercise as is 

predicting the probability of political risk actually occurring.

00 Respondent 19.2
100 Respondents 17.1, 16.1, 19.1,19.2, 14.2
101 Respondent 19.2



Finally, there is the problem of human intervention. Political risk analysis is presented 

with the specific intention that investors will take measures to prevent the forecasts from 

coming true. This is not always the case of course, which was also pointed out by some 

political risk analysts interviewed. Investors can decide to take the risk if the deemed market 

opportunity outweighs the risk. Also, the more progressed an investment decision is, the 

more risks are ignored. "... once a proposed investment reaches a certain stage in many films, 

no one wants to hear of risks - neither the 'deal makers', whose bonuses are threatened, nor top 

management which has become deeply committed” (Wells 1998:28).

In sum, the problem for systematic political risk analysis is to establish casual 

relationships between the environment and the firm. The vulnerability to political risk is a 

function of the sensitivity of a company to these risks, the likelihood of those occurring and 

the ability of the company to adequately deal with the implications of these risks should they 

occur. The factors can be categorized into two main interdependent groups - factors relating to 

the environment and factors relating to the characteristics of the company. The relationship 

between the two determines political risk, and consequently political risk strategies. But as 

political risk is by definition firm-specific, these factors vary between companies and 

investment environment, making it difficult to generalize. It is also a problem to produce 

explicit relationships between the firm and the environment, between the environmental 

processes (continuity/discontinuities) and the perceptions of decision-makers about the 

environment (uncertainty/risk), especially if the political environment of corporations is not 

taken as a given, but is an outcome of a process that involves both adaption to the 

environment and attempts to change that environment.. Establishing casual relationships 

between the environment and the firm is indeed difficult considering the number of 

interdependent factors relating to the environment as well as the organization and controlling 

these factors over even a limited period.

The necessity of acquiring this capability can and has been questioned, considering 

that it is “most difficult to beat the performance of skilled individuals...Civilization has been 

around for about 10,000 years and during most of this time governments, countries and areas 

have been run rather well by a kind of intuitive technique that, in good hands, is really terribly 

effective and they do it...without being self-consciously aware of many explicit quantitative 

relationships...” (Kahn 1975:437).



Summary

Deciding which political factors in the business environment are relevant and which are not is 

an ambiguous exercise, in theory as well as in the real world. As was described in this chapter 

on the challenge of assessing political risk most Swedish executives seemed to think political 

risk as difficult to assess. Due to the nature of political risk it was not possible to deal with it 

in a systematic manner. However, although political risk is a methodological problem, it need 

not be an operational problem. Swedish investors seem to have at least in part solved the 

problem by approaching political risk in a pragmatic manner.

Previous studies based on surveys and interviews with corporate executives show that 

the institutionalizing of political risk assessment practices is low for organizations or firms. 

Political risk assessments as well as management are carried out mostly in an unsystematic 

and ad hoc fashion, based on executives’ subjective perceptions.102 Partly, similar results are 

found for Swedish multinational corporations. Swedish managers reach tentative conclusions 

and go on assumptions or “gut feeling” and subjective estimates. Systematic political analysis 

was rarely used in relation to investment decisions and not used in relation to balancing the 

relationship between them and host-governments. There is little organizational motivation to 

implement policies or institutionalize political risk management functions in relation to 

foreign direct investment. Swedish managers take a “pragmatic approach” towards assessing 

political risk. This methodology is mainly an intuitive process based on information, 

experience and subjective estimates, and for particularly the operational phase, more or less 

continuous information exchange with different relevant parties.

In addition to the methodological problem, the interviews gave that respondents felt 

that against the background of the changed political risk context, political risk was both a non- 

crucial issue anymore and also difficult to identify. Exploring this explanation will be the 

focus of the next chapter-how political risk is perceived against the political-environmental 

environments.

102 Root 1968, Aharoni 1966, Kobrin 1980, Kennedy 1985, Pahud de Mortanges and Allers 1996, Wells 1998



CHAPTER 6

The Challenge of Identifying Political Risk in the 

Political-Economic Environment

One finding in this study is that as political risk management is not institutionalized, and there 

are no company definitions of political risk, subjective understandings of political risk seem 

to prevail. Essentially this means that political risk means different things to different people 

depending where and what they were. The challenge of identifying political risk lies partly in 

the diversity of risks and sources of risk covered by the term political risk and that “the term 

political risk covers a variety of threats, with impacts that vary according to a company’s 

specific exposure” and “this diversity of risks and their effects on individual firms means that 

operationally political risk carries different connotations for different companies...and for 

different people within the same organization” (Zonis 2000). The following statements 

regarding the possibility of investing in Russia from two executives within the same 

organization are illustrative: The regional area manager had begun investigating the 

possibilities of re-entering Russia and said that although political risk is a problem,

“...it’s a minor element and the market potential outweighs the risks...The legal structure is still 
immature...the financial system is pretty OK...Frequent changes in government have no real 
effect...and all parties want the same thing: market economy, EU and NATO membership. The 

worst risk is that the Soviet Union would be revived, which is hardly probable.”

The group CEO on the other hand said:

”I’m not going to invest in Russia. The political risks are too high - there is no functioning 
institutional framework and the economic development is not attractive, which is maybe the main 
reason...it's more a lack of opportunity.”'®'*

However, there are obviously also similarities between respondents, as been described in the 

previous chapters. Although an intuitive process of assessing cannot be replicated, the 

interviews revealed some clues to as how respondents understood the macro-micro 

relationships and how the political environment affects the individual firm. As mentioned, the * *

*®-* Respondent 14.5
Respondent 14.1



interviews also revealed that investors had reached the conclusion that political risk was less 

of an issue today compared to a decade or two back. The combination of information on 

which these conclusions were based on and the means of acquiring this information - ratings, 

country analysis, information exchange, media, etc, varies of course. The interviews showed 

that several respondents felt that against the background of a changed political risk context, 

political risk was not a crucial issue anymore, some even considered political risk a non-issue, 

and also difficult to identify. Exploring this will be the focus of this chapter - how political 

risk is perceived against the political-economic environments.

A different political risk context
The global interaction of the financial, political and economic structures, the end of the Cold 

War and the deregulation and privatization processes worldwide were reported to have 

influenced the way political risk is perceived and managed in general and in relation to 

investments. The challenge of identifying political risk is related to the world developments 

and the interdependence of political and economic factors. Identifying "political risk” in this 

political-economic environment, i.e. isolating the "political”, can be difficult.

”According to a strict theoretical definition of political risk and probabilities, nothing has changed, 
but if you look at the world compared to 20 years ago...the link between economic and political 
risk, between economic and political factors has become more evident...The political risk defined 
as the risk for nationalizations- that type of risk is in most cases not relevant anymore.. .it’s what is 
happening to a country, how it is developing, the political-economic risks...”

Most investors claimed to view political risk differently today compared to a decade or two 

ago because of world development and changes in many countries. According to the 

respondents the post Cold War world harbors very little political risk, and little propensity of 

political risk as it is committed to market economy, open trade, and investment friendly. 

Many economies have gone from public to private ownership, from regulated to deregulated, 

from closed to open economies, from industry-driven economies with focus on production 

and raw material sources to knowledge driven economies, and increasingly integrate with the 

international political economic system. On a country level, the more market-committed, 

"Westernized” and internationally integrated a country, the lower the perception of risk.105 106

105 interview with Lars Thunell

106 According to Simon ( 1984), combining an industrialized-developing country and open-closed dimensions can give 
insight to the propensity and variations of political risk a MNC may have to face in different host-countries. In open-



The most extreme type of political risk is nationalization, expropriation and 

confiscation, and these were critical concerns for multinational corporations operating in 

less developed countries during the 60's and 70's. Today expropriations are not very 

common and this particular political risk has demised. (See also Chapter 7.) Those 

investors that equalized political risk with these types of risks did not perceive political 

risk as a major problem today since they believed that against the background of 

globalization and the end of the Cold War there were few “communist” or protectionist 

governments left in the world likely to use such adverse actions towards firms. Another 

effect of the changes was that a new investment pattern had emerged worldwide which 

reportedly had changed the perception of political risk of Swedish investors. The 

deregulation and privatization processes in the developing countries have resulted in an 

increasing share of foreign investment in previously regulated areas, such as 

infrastructure and service. In this new environment creeping expropriation and changes 

in regulations, weak legal framework, corruption and breach of contract, were more of a 

problem.

One political risk analyst described the period 1930-1990 as a particularly political 

risk prone period, but also ”a parenthesis in history, where government intervention and 

politics in command ruled.” 107 Another way of putting this is that the perceived control 

patterns of many countries have changed. The control pattern of a country can be seen as an 

expression of or reflects what Gilpin (2001) calls the “national system of political economy” 

or the domestic structures and institutions of a country that influence economic activity. The 

objectives of each and every national economy vary and shape the defining characteristics of 

that national system. Three aspects of the national system of political economy are selected as 

important: the main objectives of the economic activity of the country, the role of the state in 

the economy and the structure of the corporate sector and private business practices. The 

control pattern also reflects the strategy of a country to maintain or increase its national 

benefits vis d vis foreign investment (Robock and Simmonds 1983:355), and can be indicative 

of control risk as well as political risk. As these changes are more gradual it has been 

suggested that they are easier to forecast than discontinuities. The “predictive theory of 

controls” is based on the assumption that a company decides to invest in or operates within a

industrialized countries, the risk of political, social or economic instability is low. Direct host-government intervention in 
business operations is likely to be moderate, as the government does not need to promote economic development. 

Respondent 14.2



set of controls and that these controls may change and that these changes can be predicted,108 

that different types of countries have different control strategy profiles. For example, the 

control level of less developed countries was described as initially low in order to provide an 

attractive investment climate, but as nationalistic opposition builds up, controls are likely to 

increase. The control “strategy pattern” of centrally planned economies was “predicted as 

limitation of foreign ownership with maximum acquisition of technological know-how, 

followed by international expansion that shapes them as investing countries” (Robock and 

Simmonds 1983:361). The control-strategy pattern approach also suggests that the ideology of 

a government can provide a general framework for government-business interaction and play 

a role in the formation of objectives as well as define the attitudes of the government towards 

such considerations as private ownership or direct foreign investment and thus influence 

motivating government intervention.

To some extent these old profiles seem to guide Swedish investors in how they think 

about political risk and serve as an explanation as to how political risk is viewed today. The 

“old way” of thinking of political risk is projected into the future by some intuitive causal 

analysis in which connections are drawn between historical behavior and future actions and 

decisions. Many Swedish MNC managers did not perceive political risk as a major problem 

today since there were few governments that would use methods such as confiscation, 

expropriation and nationalization in order to obtain their objectives. The risk that the former 

planned economies would return to their old closed system characterized by politics in 

command and government intervention was also considered as improbable. To Swedish 

multinational corporations the problem of control imposition is the problem of lack of control 

policies that support foreign business and ensure ownership and operational control over their 

businesses. A Westernized control strategy contains more business support within and in- 

between states, less political control in the form of government intervention; well functioning 

market economy, stable national institutional frameworks and international frameworks 

directed at peace-keeping and co-operation, trade agreements, EMU, OECD etc. 

Consequently, political risk was only an issue “outside the OECD area”. This view

108 Robock and Simmonds 1983:355. The focus of the theory is to predict the control strategies of a country, and is based on 
the interplay of companies acting with the objective to achieve maximum payoffs on return on investment and countries 
acting to maximize national benefits. The game takes place within an international context where companies compete with 
other companies for business opportunities and countries with other countries for shares of the global business activity. The 
moves of the firms can be changes in location, and those of the countries changes in controls, and the moves of the players 
interact to determine the payoff for each. Controls have to be balanced; to be set to encourage foreign firms but not at the 
expense of local firms; to ensure benefits for the country but not scare new potential foreign investors off; and take into 
consideration the effect of the national controls on other countries and their actions in response to these controls.



corresponds to how Wells (1998:15) focus on political risk - in the developing countries and 

on “those risks that are principally the result of forces external to the industry and which 

involve some sort of government action, or occasionally, inaction”.

The respondent’s perception of political risk not being an issue in the OECD countries 

could also be explained by the fact that historically these countries have managed to maintain 

political stability and keep the country on track and changes are fairly easy to discount. In 

addition, there is a low propensity of negative government intervention. To equate political 

risk with political instability, which was the case in this study, is common. Previous studies 

have also shown that political instability is together with market opportunity and access the 

most important factors influencing the location of new investments. There are, however, a 

number of authors109 who believe that political instability/stability should be separated from 

political risk, as it does not necessarily mean political risk for international business or the 

individual firm.110 A politically risky country was not necessarily negative according to 

respondents in this study, as long as there are perceived business opportunities. In some cases, 

countries considered politically risky were also considered as having high potential business 

opportunity, few competitors and high returns. Brazil was considered a “politically risky 

country”, but from a business perspective, the political uncertainty in Brazil was considered 

manageable since the country is sufficiently politically stable and the economy functions well 

enough. As was mentioned in Chapter 3, the efficiency and dependability of economic 

management was decisive for the perception of political risk. In addition, the prospective high 

returns offset the risk. In other high-risk countries, “no one in their right mind would invest 

in” and here several respondents mentioned Iraq as an example. In sum, a “politically risky 

country”, could provide opportunities as well as risks, but no respondents viewed “political 

risk” directed at the firm specifically as being positive.

The interdependence of political and economic factors
The changes described above, e.g. the post Cold War situation, globalization and increasing 

interdependence of politics and economics, also made the concept of political risk less 

relevant or descriptive according to several respondents. They wanted to use the term country

109 See e.g. Robock 1971, Kobrin 1971,1980, Howell and Chaddick 1994.
110 Authoritarian governments may provide a stable political context in the short term, but this stability could develop into 
sudden riots or other political changes. In addition, investing in a country with an authoritarian or repressive regime may 
render the company massive critique from various groups and even governmental or non-governmental intervention.



risk111 instead of political risk, describing a combination of macroeconomics and political 

instability as political forces and factors cannot be separated from economic ditto. They felt 

that it was necessary to include a combination of political and economic factors in a political 

analysis, as these could not be separated. Another effect of the increasing interdependence of 

political and economic factors was according to respondents that political risk was less of a 

problem than commercial risk.

“It’s necessary to point out that commercial risk is just as important, maybe more important, than
political risk.”112

The focus on commercial risk was partly explained as the result of the deregulation and 

privatization processes worldwide, which meant that a company deals less with government 

and more with commercial entities. The emphasis on commercial risk was also explained as 

an effect of the global financial flows. The Asia crisis and the effects of this crisis frequently 

mentioned. Not only must political and economic factors be considered together, but the Asia 

crises also made evident the interdependence between political and economic actors and 

quickly events spread and affect these actors. The respondents gave the impression that they 

perceived the international political economy as very dynamic, unpredictable and 

characterized by complexity and interdependence between politics and economics, regions, 

between states and structures, and commercial actors on the national, regional and 

international levels and with a high spread and spill-over potential between these. The impact 

of information technology on the rapidness and spread of drastic changes was also mentioned, 

making changes and events even more difficult to anticipate. However, the perception of 

political risk on the global level seemed to be very low. Political risk was considered as a 

country-related phenomenon and unlike financial risk, was not perceived as a global 

phenomenon for the Swedish MNCs. Globalization meant that political and economic factors 

cannot be separated, suggesting that country risk is a more appropriate term than political risk. 

In terms of political risk globalization was interpreted in a positive way - that the world is 

becoming more interrelated meant that the former protectionist countries are more inclined to

111 Country risk is a somewhat diffuse concept as weli. Country risk is often equated with sovereign risk, which is a 
narrower concept and a concern of financial institutions making loans in foreign countries and refers to the risk of a country 
not being able to meet its foreign debt obligations. Country risk also means that economic and financial factors are included 
in an analysis in order to “see harm to the investor by political and economic forces or as the result of political decisions” 
(Howell 1998:4).
112 Respondent 2.5



integrate themselves with the rest of the world and less inclined to take to protectionist 

measures, as these are no longer viable strategies.

The attacks on September 11 is a typical example of systemic or global political 

risk; a discontinuity in the international business environment, and this like other 

international crises resulted in a call for the need to use political risk analysis, and 

identify recurring trends and patterns across nations. However, compared to the 

international communities concern with this event and the repercussions it had, the 

Swedish response was rather moderate. Those respondents interviewed after the 9/11 

attack in 2001, mentioned terrorism as a source of political risk. The immediate 

corporate response to the attacks was increased concern of the security of company 

employees and reduced business traveling. Following the 9/11 attacks “political” and 

security increasingly replaced “business” on the international agenda. During the 

summer of 2003, respondents and political risk experts were asked to review their 

respective cases to be used in this study and were asked to comment on the attacks of 

September 11, and the events following these and how this had influenced the 

perception and management of political risk. None of the corporate respondents reported 

back a need to make any revisions on perceptions, assessment or management 

procedures. One political risk analyst who replied to the question of the 9/11 impact on 

their perception of political risk believed that since political instability had increased in 

the Iraqi-region this part of the world was considered riskier than before. 9/11 had also 

created a new political situation, and led to increased politicization of the international 

financial processes and increased unpredictability. 113

A global risk factor that was taken into consideration was NGOs and adverse 

global collective actions that, facilitated by information technology, could be generated 

immediately and directly. However, although NGOs were considered a political risk on the 

local level, due to their ability to influence operations, on the global level NGOs were 

perceived more in terms of reputation risk than political risk. The borders of multinational 

corporations have become more diffuse. It is increasingly difficult to identify global MNCs in 

terms of ownership - the nationality of the MNC is becoming less relevant and sometimes 

just a technical and legal term. Today the MNC is defined by its trademark or brand. 

Reputation management is thus essential, and for a global company with their brand as a main 

competitive advantage on different national markets, the impact of being associated with child



labor, repression or human right violations can be detrimental in terms of market share loss. 

Nevertheless, NGOs have been active, and successfully so, in campaigning towards 

multinationals and influenced policies of government and institutions towards multinationals, 

thereby increasing the effectiveness of government controls over business. Being associated 

with human rights violations or violent conflicts, may result in governmental or non

governmental intervention. This will be discussed in the next chapter.

Summary

It seems the type of political risks most associated with direct investment, for this and other 

studies is uncertainty about government policies and actions with respect to ownership or 

managerial control (Root 1972). Due to some fundamental changes during the past two 

decades, extreme effects of this type of political risk, such as nationalization and 

expropriation were considered as a non-issue today. Instead, risks related to weak institutional 

framework, such as unclear rules, and ineffective legislatures were more of a problem. A 

country with frequent government changes could be a problem depending on the perceived 

effects. One of the most adverse effects could be new rules or regulations pertaining to the 

control over an investment. The respondents gave a picture of dealing with these changes 

through information exchange with relevant government officials and other contacts. This 

method relied heavily on the diplomatic and networking skills of managers. The aim was to 

create stability and to increase knowledge about and reduce the probability of policy changes, 

control imposition or other types of government intervention.

There is enough agreement between respondents to suggest that the degree of 

perceived governmental control over the political context and the investment environment 

seems to be influential for the perception of political risk in more than one sense. The more 

efficient the economic management of the country and the more internationally committed the 

government, the more stable the country was perceived and the less risk for political and 

economic instability. Following this line of reasoning, political risk was not an issue in the 

OECD countries. Political risk is often equated with country risk and a combination of macro 

economics and political instability as political forces and factors cannot be separated from 

economic ditto. World developments have also made commercial risk a more relevant issue 

than political risk. The two types of risk are, however, difficult to separate from each other. 

Political risk, unlike financial risk, is not perceived as a global phenomenon for Swedish



MNCs. To the extent that the term “political risk” is relevant, it is considered in terms of 

country level external political risk, political instability factors and weak institutional 

framework, factors, which are difficult to influence, but also in terms of conflicting objectives 

between the firm and host-governments and NGOs and other stakeholders. If these risks are 

not rejected through avoidance, they will somehow have to be dealt with, and apparently, they 

are, as these companies do operate in “politically risky” countries.

Political risk analysis has generally focused on the impact of the political environment 

on the firm, but today companies need to assess their impact on the political environment as 

well. Much of the political risk literature deals with the issue of political risk from the 

perspective that multinationals need to assess their environments in an adequate way, as 

misreading a political environment can have detrimental effects on investment decision and 

investment operations. Increasingly the view is taken that political risk analysis is not just a 

question of evaluating country risk. Risk assessments needs to include the social, political and 

economic implications of an investment project (Markwick 1998:55). Ignoring the impact of 

investment decisions may result in conflict with government as well as other stakeholder 

values, and this takes us to the next chapter.



CHAPTER 7

Political Risk and the Balance Act of Foreign Investing

Even though Swedish investors were concerned about the external political forces that can 

affect the performance and control of companies, the interviews gave that Swedish MNC 

managers were more concerned about their necessary interactivity with the political 

environment of host countries. For the subsidiary managers in this study this is of course to be 

expected, but interactivity also seemed to precede any investment decision. Balancing the 

sometimes conflicting objectives between the companies and in particular host-governments, 

but also other stakeholders, was reported being of concern in the pre-investment phase, but 

discussed predominately as part of the operational phase. This was also reportedly an 

important aspect of political risk management for Swedish MNCs. One finding of this study 

was that good relations with political authority and information exchange were considered the 

best way to deal with political risk. Government-business relations especially involved risk 

reduction, information gathering and influence and were considered essential for doing 

business. The fact that so little information was available constitutes a great void. In addition 

to political relations, strategies such as operating as local, national responsiveness, and 

corporate social responsibility were suggested as effective means to manage political risk.

Balancing the objectives of host-governments

Conflict has been reduced in the international game of today - it is no longer characterized by 

hostility as the merits of market economy have spread worldwide and private and national 

interests often coincide. Governments are not guided by economic nationalism and 

deregulation and privatization processes have opened up markets that were previously closed 

to foreign investors. Nevertheless, balancing the objectives of the foreign investor and those



of the host-government is apparently still a crucial element. Respondents perceived the 

general attitude towards multinationals as being positive, but only

“As long as their [the MNCs] interests do not conflict with those of the government.” 114

Companies with large fixed investments and with operations up and running still worry about 

the terms of their operating agreements being changed or renegotiated or being affected by 

creeping expropriation. Even if the structural power context has changed, in so far as 

explaining the relational power balance between host-government and MNCs relations over 

time and in terms of each party's objectives, resources, and constraints, and the challenge of 

maintaining stability of the entry terms over a long period of time, the “old way of thinking 

about non-commercial risk” as in the obsolescing bargain model may still provide a useful 

framework for analysis. The relevance of the obsolescing bargain model today was 

questioned in Chapter 2, and although the obsolescing bargain problématique may not be a 

prominent feature of the political risk reality for the Swedish investors interviewed, the 

question is if the political risk strategies that Swedish investors use, at least to some extent, is 

not in fact dealing with some of this problématique.

A common way to explain political risk and the relations between host-governments 

and multinational corporations is within a framework of bargaining power. The bargain struck 

between a foreign investor and host country is influenced by the resources of the investor and 

the number of firms competing. Anything that a foreign investor possesses that is of vital 

interest enhances its bargaining power. States must compete for foreign investments and 

governments have something that multinational corporations need: the permission to invest 

and to operate in relative peace (Boddewyn 1988:350f). Wells (1998) calls the obsolescing 

bargain model together with country risk analysis “old tools”. The changes in the developing 

countries point to two things: that political processes that lead to action against foreign 

investors are more complex today and that the changes also means new types of risks that are 

not “easily captured in the obsolescing bargain model and classical country analysis”. 

Nevertheless, with some adjustments “the old ways of thinking about non-commercial risk 

have not lost their utility” and can still provide a useful starting point for analysis (Wells 

1998:28). The obsolescing bargain mainly refers to the operational phase and the challenge of 

maintaining stability of the entry terms over a long period of time. According to Wells (1988) 

the practical implications of the obsolescing bargain for risk evaluation for the individual firm



have meant that an investor needs to determine whether the continued presence of the 

company is essential, whether the project is politically sensitive, and assess whether the 

number of competitors is likely to increase in the near future, as these newcomers might offer 

deals that would undercut the original one, which might lead to renegotiation or even breach 

of contract.

Did Swedish investors bargain with host governments? Judging from the interviews 

bargaining with government seems no longer a big “entry” issue for Swedish MNCs. On the 

other hand, despite the emphasis on political contacts, it was not possible to obtain 

information on any company-host-government agreements or negotiations due to 

confidentiality and/or sensitiveness of the issue. What several managers said, was that the 

general investment climate had changed and governments were no longer hostile towards 

multinationals. Host-country governments very often actively seek FDI and provide a positive 

investment climate in order to attract foreign investors. Previously, many markets had been 

more protectionists and the entry process complicated. In some countries, in order to access 

markets, and sell their products, companies were required to set up production sites first. In 

other countries, companies were not allowed to own production sites. This had changed in 

Brazil as well as Russia and the Eastern European countries. Governments were inviting 

multinationals to invest in different projects and that investing today was more about bidding 

in competition with other multinational corporations of all nationalities. At the same time, 

Swedish managers interviewed emphasized that investing without political contacts was not 

possible and that investing in a foreign market was a question of balancing their objectives 

and those of the host-government. They were, however, reluctant to describe dealing with 

political authority and the process of coming to terms with diverging interests or conflicting 

objectives in the pre-investment phase or during operation as "bargaining”.

“...our site was very important...there was no hostility, we realized that it was in their interest that 
we functioned well, but we feel that our standpoint was not met with full understanding ... the 
benefits we demanded were understood successively... and during this period it was necessary [for 
the local government] to meet the demands of foreign investors in order to attract foreign capital, 
but maybe... in the longer term.”*

Instead, respondents emphasized the co-operative element of their relationship - finding a 

solution within a “constructive dialogue” or “reaching an agreement” through “talks” with 

government officials and relevant departments on all levels. However, cooperation could



always tum into conflict if relations turned bad or if the objectives of the government in 

relation to the foreign firm were not met.

Competitors were also described in co-operative terms. Competing foreign investors 

offering the same resources is said to influence the degree of vulnerability as the bargaining 

power of host-governments changes as the number of investors to choose from expands. With 

more alternative investors, the foreign investor is said to lose advantage in relation to the 

governments, who will have the opportunity to shop around for a better deal. None of the 

respondents mentioned the linkage between more alternative investors to provide benefits to a 

host-country and breach of contract, even though reportedly this political risk was one of the 

major concerns. The Swedish respondents claimed competitors were closely watched, but not 

from the point of view of reduced bargaining leverage vis â vis the host-government.

“You always keep a close watch on what competitors are doing, and if they invest somewhere and

make a profit, you want to investigate the possibilities of that market for yourself.”116

When the operational phase was described, respondents discussed competitors in terms of 

different forms of co-operation and concerted action vis â vis a host-government, for example 

forming a business delegation to influence the government in the areas of tax regulation or 

speeding up the privatization process of a particular sector. These activities were also means 

of exchanging information with government officials and creating stability in relation to 

political changes.

According to the obsolescing bargain model, certain types of industries are more 

exposed to the obsolescing bargain, such as investment projects with large fixed investments, 

since these could not threaten to exit; those with stable technology, since they could not 

threaten to withhold the most updated technology; and those with undifferentiated products, 

such as infrastructure projects. Moran (1998:10) suggests that this “structural vulnerability to 

the dynamics of the obsolescing bargain” made these investment projects susceptible to 

expropriation and nationalization risks in the past. Today because of privatization and 

deregulation, it increases their exposure to changes in tax rates and tariffs. As another author 

puts it: “Classical expropriation - in which a country actually says it is nationalizing a 

company or project, is no longer a top concern...Not because the risk has gone away, but 

because nowadays countries are much more sophisticated about their methods” (Powers 

1988:127). For instance, withhold or cancel key permits etc, resulting in contract frustration.



As mentioned already, there was one investor operating without a permit. Creeping 

expropriation such as detrimental regulation, and breach of contract, taxes were major 

concerns for some respondents, as was weak legal systems providing limited possibilities to 

use the judiciary system for legal claims.

For many Swedish multinational corporations the exposure and vulnerability of the 

investments to political risk had reportedly been reduced with new types of investments. 

Privatization and deregulation in many countries means that investment opportunities for 

foreign enterprises have opened up within infrastructure, roads, airports, telecommunications 

systems, power plants etc. In addition, the number of countries that require production in 

order to access markets have decreased, which reduces the vulnerability related to large fixed 

investments. Whether certain industries are more vulnerable to government intervention than 

others was not tested in this study so little evidence in regards to this is found here. However, 

what the interviews showed was that investment strategies, such as joint ventures and "step- 

by-step” investment strategies were in part designed to control the company’s exposure to 

expropriation type of risks. A larger share of the investments is made as step-by-step 

investments and new solutions are emerging such as build-operate-transfer and new types of 

financing, and the ownership structure for these investments is usually very complex, which 

reduces the vulnerability to ownership type of political risk. The growing use of international 

project finance solutions for infrastructure projects was also suggested as a way to reduce 

vulnerability to expropriation.117 Project finance can lower exposure to the effects of changes 

in the terms of investment agreements, as well as the probability of these changes and thus 

reduce both the exposure to the obsolescing bargain. Project finance has offered an 

opportunity to spread and share the exposure to loss due to e.g. political risk onto the lenders 

involved, often a syndicate incorporating a large number of participants. Project finance can 

be structured as to deter adverse host-government actions by involving financial participants 

such as multilateral lending institutions and risk guarantees. Operating as a more or less local 

company helped to reduce the company’s exposure to expropriation type of political risks and 

the risk of host-government intervention and activities directed at foreign enterprises and keep 

operations going despite increased levels of political risk. Several companies also mentioned 

using local management and integrating political authority in the company through board 

membership or having a local partner as a means to control political risk. Again, not an

117 Companies 2 and 6



uncomplicated issue. One executive said they had decided against having a local partner when 

investing in Russia, since

“...you can't judge the background and motives of these people.”* * *°

The interviews also revealed that for some industries such as telecom, regulations were an 

important issue, which involved company executives with different government officials on a 

weakly basis. These contacts were mentioned mainly in relation to solving specific issues, the 

most frequent issue being taxes, i.e. control imposition. Maintaining good relations was 

important and required effort and engagement and was considered an important way to 

control political risk and negative government intervention.

However, due to the privatization and deregulation processes in many countries 

respondents in the infrastructure industries also felt that they were now doing business on 

more commercial terms than before the privatization. One respondent, who had experience of 

working in the telecommunications industry in Brazil before the privatization process began 

as well as presently, claimed that the difference between doing business with a government 

body and a commercial enterprise was enormous. However, although political risk is often 

associated with the government objective of obtaining control over the company or industry 

and its resources, control is not the only type of government intervention. As was suggested 

above, government policymakers have other specific objectives that they wish to attain with 

respect to particular firms, such as securing financial returns, and that the decision to 

intervene is related to these objectives (Makhija 1993). The interviews confirmed this to some 

degree. To attract investors and production the Brazilian government grants some information 

technology companies a tax reduction, which gives them competitive advantage.

”It’s their way of not only attracting production and creating new employment opportunities, but 

also creating high-tech and developing their universities. “ **9

There is “a catch”, however. In return, the companies have to invest 5% of their turnover 

annually into R&D in Brazil. These investments are carefully regulated and specified by the 

government, and all R&D projects have to be approved by authorities.

"and if you don’t use the 5% for R&D investments, you have to pay them straight to the 
government...”’2**

**** Respondent 6.2
* *** Respondent 4.2



Apparently, another reason for opening up investment opportunities in many countries is that 

these governments are unwilling to own and operate large infrastructure projects, roads, 

airports, telecommunications systems, and power plants and take the risks involved and so 

offer foreign companies to take over. Some investments are made through acquisitions, but 

according to the respondents within infrastructure industries, foreign firms increasingly have 

to accept so-called build-operate-transfer- solutions (BOT) in order to be part of the bidding 

of such a project. The often long-term BOT contracts are set up between the host-government 

and a company or a group of companies and for example with the following conditions: The 

entrepreneur builds the site, and operates it for a set number of years, 25-30 years for 

example. A company takes over the responsibility until the investment has received its return 

on invested capital. This means that the risk will become a company risk. When the contract 

expires, the ownership of the site or road or power plant is transferred to the host- 

government/country. The date of “nationalization” is hereby agreed on beforehand. The main 

political risk then reportedly becomes breach of contract or contractual changes. Other risks 

associated with BOT are political changes on the local level, labor union issues, NGO 

pressures and demands. One company who had recently begun working with BOT claimed 

that these solutions are positive from a financial point of view, and also means increased 

possibility of control, but at the same time that more demand is put on the company in terms 

of risk assessment. The company applies their risk assessment model more rigorously for 

BOT solutions and are considering developing the model further in order to better meet the 

requirements that come with BOT-investment projects. In addition, the demands on 

responsibility increase.

"BOT means increased risk exposure but also improved control...With BOT the demands from 
society will probably increase, and our relations to different stakeholders will become even more 
important.”120 121

Whereas the obsolescing bargaining approach explains political risk within a framework of 

bargaining power between only two types of actors, the host government and the foreign 

enterprise, this is only one relationship companies have. As several authors observe, other 

actors with specific objectives - vested interests of local business groups, the activities of

120 Respondent 4.2
121 Respondent 9.3



opposition forces, societal actions and so on - can all be important sources of political risk.122 

The actors may present a challenge to the maintaining of stability of the entry terms in the 

long-term on their own and to the extent that they influence host-governments. For example, 

one CEO in Brazil said that the general attitude on higher political levels was “very positive”, 

but that union groups were “fanatical” in their opposition towards foreign investors.123 

Dealing with NGOs could be problematic as these power groups were reported more negative 

to investments and the costs associated with the foreign presence than host governments. 

Unlike a host-government, many of the NGOs have no incentives towards good relations, as 

the companies are not beneficial to them and can as such work as a strong opposing political 

force.

“...this shows that the political groups or NGO groups are political/market risk that exploit the 
situation. That is why when we buy land we are extremely careful what we buy.”12'1

As private entities have replaced governments due to the privatization and deregulation 

processes, the political sensitivity of an industry may be less important for determining 

political risk emanating from host-governments. On the other hand, as these sectors are under 

increasing scrutiny of NGOs, political sensitivity may increase once again and become more 

important for determining new types of political risks. The extent to which a company is 

exposed to and of being caught up in for example human rights violations issues and corrupt 

practices, depends on the geographic location of operations and the type of industry and 

business activity of the company. However, with the global communications possibilities 

events can spread quickly. Damage in one area can cause damage to the whole group of 

companies. In response to this type of risk location strategies or host-government-bargaining 

are not useful. This could indeed be a new bargaining arena for multinational corporations.

One key to assess political risks facing an investment or project is to identify the key 

players in the international game, or in the investment process, (Simon 1984) and their 

relative ability and means to influence the investment directly or through the host- 

government, and determine how their interactions can affect the formation of political risk. It 

is also suggested that these actors also needs to be identified in terms of winners and losers of 

an investment (Markwick 1988:55). It is also important to identify winners and losers on a 

global scale. This means understanding those political forces that can drive political risk and

122 Robock 1971; Simon 1984; Markwick 1998; Wells 1998
123 Respondent 5.1 
12^ Respondent 13.1



are the result of the exercise of power of governmental and non-governmental actors, 

including changes, actions, events, factors and relationships that lie outside the direct control 

of companies, but it also means understanding the impact of foreign investment.

The impact of foreign investment
The impact of foreign investment is a complex issue and can certainly be discussed from 

several perspectives. What is at issue here is how the decision to invest harbors potential for 

political risk due to its impact on the environment and how the corporation can also be a key 

actor in the formation of political risk, as a result of the indirect or direct political action of 

corporations. Even if the corporations engage only national responsiveness or adapt ion to the 

environment, the act of investing can have very important effects on the environment, and this 

can be a source of political risk. In the world of foreign investment, national responsiveness 

and corporate social responsibility are not only means to facilitate entry and operations in a 

host-country, they are also demands on corporations coming from a global movement 

involving governments, governmental bodies, NGOs and advocacy groups. The demands 

stem from the perceived power and influence of corporations on the whole society as a result 

of the structural importance of business in the economy and the resources of companies and 

when these resources are considered being misused, corporate power becomes even more 

evident and disturbing. The demands are about the legitimacy of corporate action and that 

corporate power should only be exercised with accountability and responsibility. Ignoring the 

impact of investment decisions may result in conflict with government as well as other 

stakeholder values. Even if a foreign investment decision is primarily a financial decision, it 

can be interpreted as an indirect political action in that their corporate behavior has political 

and societal consequences. Foreign investors are often associated with liberalization, 

industrialization and growth, and even autonomy,

“...the Estonians felt it was very important to receive foreign direct investments - it was a way to
reduce their risk of being reincorporated into a Russian sphere.” '25

Growth and FDI can be unevenly distributed, however, resulting in inequalities, which may 

lead to frustration and government interventions within a region. In addition, there are those 

who have moral objections towards globalization, FDI and the market system. “Many people



will raise moral objections to exchanges that seem unfair, because even if both parties gain, 

one party gains much more than the other” (Lindblom 1977:85). In terms of winners and 

losers these groups believe that multinationals are the winners of globalization, and that not 

only shareholders should be compensated for the risk they assume when companies invest in a 

company, but those stakeholders who involuntarily are and will be affected by the company's 

operations must also be compensated. These demands have forced multinational corporations 

to include non-market criteria in their operational and strategic decision-making. Certain 

NGOs are fierce opponents to MNC activity, to free trade and multinational corporate activity 

and the loudest proponents of a world economy based on social justice. If the motive behind 

investing in foreign markets is efficiency seeking, i.e. locating investments where regulation 

and costs are low, MNCs may risk promoting, indirectly or directly, low social and 

environmental standards and governments competing to attract FDI may be tempted to ignore 

their national laws that promote higher standards. The absence of social standards, such as 

core labor standards have in general not been important determinants for investment location 

decisions.126 As foreign firms increasingly are held responsible for environmental and social 

problems, this may change. One example is labor standards. Though foreign firms have been 

shown to create employment, the quality of that employment is sometimes questioned. The 

international community have developed consensus on core labor rights through the ILO 

Declaration on Fundamental Principles and Rights at Work, adopted in 1998.127 Not 

complying with these may render a multinational corporation immense critique and reputation 

damage. Another example is conniption, which can be an indicator of weak institutional 

framework as well as political instability. Previous evidence shows that countries with high 

levels of corruption have poor economic performance and lower rates of domestic and foreign 

investment.128 Corruption also pertains to corporate responsibility and accountability. A 

company that engages in corrupt practices may not only be considered behaving unethically, 

but also contribute to a negative socio-economic environment and political instability as 

corruption can have detrimental effects on growth and development in countries. Corruption 

and bribery were common problems in the countries in this study and was by the respondents 

considered a major political risk, in more than one sense. Most respondents agreed that 

engaging in corrupt practices would damage the company legally as well as put the

126 OECD 2001, Financial Market Trends, No. 79, June 2001
127 These principles and rights include freedom of association, recognition of the right to collective bargaining, elimination 
of forced or compulsory labor, abolition of child labor, and elimination of discrimination in respect of employment and 
occupation.
128 OECD 2001, Financial Market Trends, No. 79, June 2001



company’s reputation at risk. However, sometimes there is a fine line between acceptable 

networking practices and greasing the bureaucratic machinery and corrupt practices. As was 

mentioned in Chapters 3 and 4, complying with a country's standard operating procedures for 

entry and operation as well as relationship-building sometimes put companies in ethical 

dilemmas. One subsidiary executive said that:

"To gain entrance in different states or in the bidding for public-sector contracts one needs to 
support whichever party is in charge through political party funding, which are set fees and works 
like an entrance ticket.” *^9

Whereas accepting bribery as a feature of operating in a certain country induced certain types 

of problems related to operations, not accepting could also have adverse effects, which was 

the case for the country manager who claimed to be operating without a permit as he refused 

to use the agents necessary for obtaining a permit for operating. Adding to the complexity is 

that in some cases taking an open stance against corruption in a country of operation, and 

thereby indirectly or directly accusing the host-government of being corrupt could 

compromise relations with the host country, which in turn could affect operations negatively. 

For a multinational company to be politically correct is thus easier said than done.

The act of investing in for example a country with a repressive regime involved with 

oppression or human rights violations can be interpreted as consenting with this government 

or contributing to the oppression. Operating in a country with a corrupt or repressive 

government can involve critical issues for a company. By preferring to invest as well as by 

deciding to stay in such countries where repressive governments rule or come to power, 

companies may be associated with or accused of indirectly and unintentionally supporting 

anti-democratic, authoritarian or repressive regimes and also unintentionally contribute to 

violent conflicts or human rights violations. War and violent conflict are typical examples of 

political instability. The traditional way of looking at them is as external drivers of political 

risk, i.e. factors that companies may be subjected to but not influence. This perspective is 

being put to a test as multinationals are given the role as an influential player in many 

conflict-prone or conflict-ridden countries. During the last ten-fifteen years, private 

investment in the developing world has surged. In general, a high level of FDI inflow is 

associated with low levels of economic decline, conflict and repression. The OECD countries 

have the highest levels of foreign direct investment in the world and the lowest levels of 

violent conflict. Countries like Iraq, Afghanistan and Sudan are associated with a high level of



economic decline, political repression and violent conflict. At the same time, global security 

has increased as the number of intra- and interstate conflicts have been reduced. For every 

autocratic government, there are two democratic governments and these democratic 

governments continue to be better at resolving violent social conflicts.130 At the same time, 

there is a trend of increasing criticism of multinational corporations in zones of conflict. The 

critique put forward is that under certain circumstances and for some industries, FDI may 

contribute to a violent conflict. The extractive industry for example has been connected to 

violent conflict in a number of countries and is under scrutiny and severe criticism of NGOs. 

The pressures take the form of direct pressure as well as indirect pressure, with varying 

degrees of expectations on the actions of the companies. The groups from which the pressure 

emanates are governmental, inter-governmental and non-governmental. Whereas the direct 

pressure clearly states demands on the business community, the indirect pressure concentrates 

on stakeholder dialogues and in bringing together diverse interests, building trust and 

achieving common goals. NGO efforts include addressing companies in their own language, 

pointing at the business risks involved with operating in zones of conflict.131 There are also 

dialogue-efforts in regards to violent conflict.132 133 134 Nevertheless, some NGOs can be very 

assertive and sometimes even demand from companies to disinvest in countries with 

repressive regimes engaged in violent conflict.

“...the question of investment or disinvestments in countries with repressive regimes is one of the
most contentious of all questions of social responsibility.”^

Some risk varies with type of business activity and location, others, such as human right 

issues can “ambush” companies from anywhere. The Internet and a well-informed and 

assertive international human rights community, leave the companies no hiding place.

“...human rights issues have caused 36% of the biggest 500 companies to abandon a proposed
investment project and 19% to disinvest from a country.” *34

130 un GlobalCompact; Ted Robert Gurr, Monty G. Marshall and Deepa Khosla, Peace and Violent Conflicts 2000, Center 
for International Development and Conflict Management, University of Maryland, 2000
13 * See for example “A Human Rights Geography of Business Risk”, Amnesty International and Prince of Wales 
International Business Leaders Forum and the report “The Business of Peace, The private sector as a partner in conflict 
prevention and resolution ”, issued in 2000 as a joint publication by International Alert, Council on Economic Priorities and 
The Prince of Wales Business Leaders Forum.
132 por example The UN Global Compact Policy Dialogue on Business in Zones of Conflict
133 Schwartz and Gibb 1999
134 Cited in 'Business and Human Rights: an Update', United Nations High Commissioner for Human Rights, July 2000.



Forced withdrawal as a result of political risk has traditionally concentrated around 

expropriation and nationalization risks. This has reportedly changed, but conflicting 

objectives between multinationals and host-governments can still be an important driver 

behind forced withdrawals. Withdrawals can also be the result of other actors and political 

changes or pressures within that country itself. In addition, withdrawals may increasingly also 

be forced upon companies by pressures or events outside the host country. Forced withdrawal 

could mean that a company would have to - involuntarily - leave a market in which 

investments have been made already, and that is profitable. For this study there was 

reportedly little, if any, experience of forced withdrawals from a country due to political risk. 

The withdrawals that were discussed in the interviews of this study were characterized as 

market-determined exits, i.e. voluntary and based on factors relating to a declining market 

(see case 6). However, global NGOs were mentioned as having the potential of being a severe 

problem due to their global reach and ability to inflict risk on the whole group of companies. 

When facing a hostile host-government or host-country a multinational company has the 

option to bargain, exit or move elsewhere. Being associated with or having to deal with risks 

related to human rights, corruption, terrorism, violent conflict, etc companies may not have 

this option. These issues, which have assumed a pronounced role on the international political 

agenda are global in scope and involve borderless and transnational non-governmental actors 

and advocacy groups, intergovernmental actors, inter-governmental agreements etc., issues 

relevant for multinational corporations operating in several national jurisdictions. A problem 

in one location can have repercussions and incur losses throughout the whole group of 

companies and can complicate new investments. Location strategy is thus not a viable 

strategy in response to this type of risk. This also means that the sources of political risk or 

the groups through which political risk can be generated are not confined within any borders. 

Assessing these risks is very difficult, but probably increasingly necessary as they can 

increase the political sensitivity of companies. It seems possible that these risks will have a 

greater impact on investment decisions than for example host-country political instability.

A fairly recent example of another type of global political risk are the 9/11 attacks, 

which took the whole world by complete surprise. The source of this political risk, al-Qaeda, 

also works as a decentralized network governed by common values and is characterized by 

aggressiveness and very low risk aversion and has global reach, taking advantage of the 

global communication possibilities. Its value system and objectives are not only in stark 

contrast with those of the Western world, but also in opposition.



Inverted political risk assessment

An implication of the possibility that corporations can be key actors in the formation of 

political risk as a result of their indirect political action, political risk not only has to be 

assessed from the perspective of the environmental impact on corporations, but also the 

impact of the coiporation on the environment -“inverted political risk assessments”. The 

UNGlobal Compact and several NGOs demand of companies that they should at a minimum 

aim to comply with host country law and regulations, but also to aim beyond basic 

compliance and recognize the socio-economic, political and environmental impacts of their 

operations and their ability to contribute to violent conflict and increased political risk levels. 

In other words, to reverse causality in their political risk assessing and management and 

include in their political risk assessments the implications of social, political, and economic 

conditions for each investment project. These “inverted political risk assessments”135 are 

commonly referred to as impact statements. In other words, companies need to reflect not 

only on how political risks influence their investments, but also how their investments and 

presence have an impact on areas of conflict or on social and political unrest. Impact 

assessment is relevant in the pre-investment as well as the operational phase ongoing 

throughout the duration of an operation. Impact assessment should also include how 

companies deal with how they exit a certain country or area, as this not only has an impact on 

the area from where they leave, but may also have impact on other or future investments in 

other parts of the world. If they leave behind conflicts or any other negative “residue”, this 

might well inflict on their reputation and credibility and thus the company’s future 

possibilities of successful investing. 136 At the very least, some advocates suggest, if a 

company decides to stay in a conflict area, they should undertake to ‘do no harm’ in the way 

it runs its own business operations”. 137

Judging from the many interviews done for this study, Swedish MNCs believe they 

are aware of their impact on society and their responsibilities. Several respondents have had 

experience in operating in politically instable environments, including conflict ridden areas 

and felt they have in fact been operating much in accordance with government and NGO 

demands, but that this has not been done in a structured way, not in the open and had not been 

formulated in policies. Instead, it has often been “taken care of’ by the individual subsidiary 

manager, based on his or her judgment of the situation as a necessary part of everyday

135 Interview with Denise O’Brian, UNGlobal Compact
131) Interview with Denise O’Brian, UN GlobalCompact
137 The Business of Peace, 2000:78



business. Some issues have to be dealt with by group level executives. This has been part of 

national responsiveness; i.e. adapting to the law and norms of a host country, being 

responsive to the host governments objectives, wishes and demands, recognition of and taking 

responsibility for the impact of the company on the host environment, in economic, social and 

environmental terms. The demands from governments, NGOs and other stakeholders such as 

investors, as well as particular experiences have influenced some of the Swedish companies in 

this study to acknowledge openly the impact of their operations. These companies have or are 

in the process of developing CSR company policies and Codes of Conduct, but they have also 

moved beyond national responsiveness in taking a more strategic and pro-active approach and 

engaging actively in stakeholder relations and CSR activities in order to manage political and 

social risk.

Adopting CRS policies and thereby promoting the company as being a good corporate 

citizen is a combination of brand and risk management. The one company that said they tried 

to establish a link between their CSR and political risk,138 (see Chapter 4) has an ambition to 

take responsibility for the impact the company has on its host environment, and thereby 

avoiding governmental and intergovernmental intervention measures, such as regulations, 

related to the environmental and societal effects of business operations. In general, the 

company has a high-risk aversion, and has experience with conflict situations as well as 

problems related to human rights abuse in projects. Although this is a rather small part of their 

overall business activities, the company’s negative experiences related to the project 

influenced the decision to take a serious and pro-active role in dealing with social impact 

issues. Included in the company’s risk general strategy is to require from any customer that a 

project include an environmental assessment report, which is used to assess the risk situation 

of the company in a project and whether the company as well as the customer can manage 

these risks. One example is conflicts between tribes and governments. The environmental 

assessment report should include any controversial issues, as well as social and political risk 

and impact assessments related to the project. The company uses the World Bank 

recommendations as benchmark. Linked to the risk assessment is the company Codes of 

Conduct, which addresses four areas: a general area based on the UN declaration of human 

rights; employee relations, including child labor, slavery; business ethics and stakeholder 

relations, including customers, governments; environment. The company’s membership list



includes Global Compact, World Business Council for Sustainable Development, and 

Amnesty Business Group. So far, the company has not been very open towards NGOs. But

“we have to be, NGOs are both a risk and an opportunity”.1 39

What can be said for the other companies in this study is that the link between political risk 

and corporate citizenship is acknowledged more in subsidiaries and is mainly pragmatic, i.e. 

part of day -to- day running of a foreign owned company in a host country. Adopting 

corporate social responsibility and becoming a “local” or a fully integrated citizen was 

considered very important for operations and is a form of political risk management. Similar 

results were found in another study (Pahud de Mortanges and Allers 1996). This perspective 

was reflected in the management of interactively driven political risk, through information 

exchange with various stakeholders and strategies such as corporate social responsibility and 

impact assessments. Part of this is thus creating an enabling environment for operations.

Moving beyond national responsiveness

It seems that to Swedish multinationals, corporate social responsibility is not only about 

“...the process of identifying, analysing, and responding to the company’s social, political, 

and economic responsibilities as defined through law and public policy, stakeholder 

expectations, and voluntary acts flowing from corporate values and business strategies. 140 

Social responsibility is also about “moving beyond national responsiveness and legal 

compliance to active stakeholder engagement to manage social risk.”141 The balance-act of 

foreign investing in the current investment environment includes non-governmental 

organizations and other actors, not just host-country governments and the corporation, and a 

different political agenda. However, the balance-act of foreign investing may become 

intensified. Increasingly the multinationals are not only perceived as involved in indirect 

political action, in the sense that their corporate behavior has political and societal 

consequences, but also because corporations are prompted to engage more in political 

activity, as a result of their having greater reach, more power, influence and visibility than 

national governments.

1 311 Respondent 9.3
1411 Post 2000, Meeting the Challenge of Global Corporate Citizenship, Policy paper series; Chestnut Hill, MA: Centre for 
Corporate Community Relations, Boston College
141 Schwartz and Gibb 1999



The globalization process underway has not only encouraged across border trade and 

investments, but also global issues, events and citizen concerns and opinions, some of which 

cannot be mediated or solved by national governments or international organizations. And it 

seems that even if corporations want to avoid everything “political”, there is increasing 

pressure is being put on multinational companies to participate in the solution of various 

"political issues”. These issues range from providing infrastructure, schools, health care in 

the areas where they operate, to global issues which cannot be mediated or solved by national 

governments. They are called upon to take responsibility for economic growth and social 

justice in developing countries, and also to engage in conflict prevention and resolution, 

human rights issues, creating political stability, and even maintaining international security. 

“Though the private sector is not equipped to substitute for weak governance, their expertise 

and financial support can be essential to rebuild war-tom societies and maintain stability in 

teetering markets.”142 143

The area of human rights is related to violent conflict and is traditionally the domain of 

governments, but an area that corporations increasingly have to deal with. Human rights are 

grounded in international legal standards, placing constraints on states, and not on 

corporations and other private actors, but the ongoing trend is that these principles and 

standards are increasingly being applied to non-state actors.

“If this trend continues, it might mean that, regardless of the applicable national law, companies 
would be expected to meet certain minimum standards no matter where they operated. Further, it 
might mean courts in a company’s home state could - or perhaps even would be required to - take 
action against abuses in states where it operated. For the most serious abuses, it could give rise to 
a type of universal jurisdiction so courts anywhere - or even international courts - could prosecute 
companies committing or complicit in crimes against humanity.“142

In August 2003, the U.N. Sub-Commission on the Promotion and Protection of Human Rights 

adopted by a unanimous vote the Norms on the Responsibilities of Transnational 

Corporations and Other Business Enterprises with Regard to Human Rights. The UN norms 

and commentary set out the key human rights responsibilities of companies. For advocates the 

UN norms can be used as a powerful tool. 144

The role and responsibility of corporations also transcends national borders. After the 

end of the Cold War economic issues much dominated the international agenda, but following

142 The Global Agenda Atelier Programme of the World Economic Forum, October 2001
143 
Sem
^ See e.g. Legal Issues in Corporate Citizenship, Prepared for the Swedish Partnership for Global Responsibility, February 
2003, by Halina Ward, Director, Corporate Responsibility for Environment and Development, London,

Speech by David Petrasek, then Research Director, International Council on Human Rights Policy, at the 
inar Mänskliga rättigheter - företagens spelregler!, Stockholm, 20 November, 2002



the world economic downturn and attacks on September 11, the optimism and prosperity that 

characterized the last decade was replaced by uncertainty, risk, violent conflicts, social and 

economic recession. “The potential for a downward spiral of increasing risk, decreasing 

investment and political instability demonstrates both the importance of political risk analysis 

and the importance of the private sector in international security.’’145 The private sector is here 

given a role in influencing national and international security in the post 9/11 geopolitical 

framework. For example, investing and dealing with corrupt governments has a negative 

impact on the financial sector. Revenues from the extractive sector involved in e.g. mining 

support failing states and the operation sites relies on protection from local military eventually 

involved in human rights abuses, and are targets for rebel attacks. The supply chain linkages 

of manufacturing and consumer goods can harbor illegal economic activity as well as human 

rights abuses, undercutting economic and social stability. 146

The demands from governmental and non-governmental actors on corporations stem 

from the perceived power and influence of corporations on the whole society as a result of the 

structural importance of business in the economy. However, the demands of responsibility 

and involvement in solving political issues also give the multinational corporation a political 

role, which is not always unproblematic and could also increase the company’s susceptibility 

of government or non-government intervention to the extent that these requirements are not 

being met. For companies operating in a zone of conflict or suddenly faced with such a 

situation, conflict resolution is of course in their interest, but the step to taking an active and 

open role in conflict resolution is probably far away for most companies, as this also could be 

counterproductive. Increased privatization and deregulation of countries may open up 

opportunities to act in a more open way, which may indeed be necessary in light of the 

increasing demands from pressure groups, the media, governments and intergovernmental 

bodies that companies need to be more transparent regarding their business conduct, including 

their company relationships. There is another side to corporate transparency and openness 

though. One objection against revealing the extent of the government relations that companies 

have and activities that can be translated into “political action” or having a political agenda 

can of course be that many investments are based on agreements between the companies and 

host-governments. Some investment projects rely heavily on host-government support. To 

publicize bilateral agreements between companies and host-governments, especially if these

145 The Global Agenda Atelier Programme of the World Economic Forum, October 2001.
146 'i jlc Global Agenda Atelier Programme of the World Economic Forum, October 2001.



governments are repressive or involved in violent conflict, may induce severe risks to an 

investment. Criticizing your partner officially or pursuing “politics” could also be 

counteiproductive. This is even more pronounced if MNCs indeed have to bargain with host- 

governments to gain entry to a foreign market and to maintain operations there. The efforts to 

control NGO intervention by complying with their demands such as openly criticize a 

repressive host-government or getting involved in conflict resolution, might increase the risk 

of negative host-government intervention. In other words, the MNC run the risk of getting 

caught in between their different stakeholders.

Political action

Although the respondents in this study were reluctant to describe themselves as political 

actors, they agreed that their investment activities could have an impact. They also agreed 

they had to become involved in direct political action and engage in forming and maintaining 

relationships with political actors in order to control their political environment and political 

risk, especially when governmental intervention or the political environment begins to affect 

their economic well-being and survival. These efforts were also directed towards facilitating 

operations and improve the international investment environment at large as well as 

improving the political dimension of an investment decision-making process. The problem, 

which has been pointed out already, was that even if respondents did emphasize the 

importance of engaging in and maintaining political connections for influencing the political 

environment in general and political risk in particular, companies did not want to reveal any 

detailed descriptions of the nature and procedure of their political connections in the different 

investment phases. When asked if they tried to influence the objectives of the government 

through political action, most companies claimed they did not engage in political activities, 

and if they did, the objective was business purposes. Respondents did not want to equal the 

efforts and ability of trying to improve the international investment environment at large or 

improve the political dimension of an investment decision-making process with having a 

political agenda, political ambitions or an active political role. They were very careful and 

even apprehensive when responding to the question of their direct or indirect influence on 

governments and displayed reluctance about assuming a political role.



”...we are businessmen, not politicians and we want to avoid politics as much as possible...if we 
pursue an issue it is strictly for business reasons...we are there (in a country) to make money, not 
to influence politics.”147

“We’re businessmen, trying to make a profit”.148 * 150 

“We are not political actors."1411

Only one company representative said:

“Of course we are a political actor”. 1511

Interviews with several managers in this particular large multinational corporation showed 

that the company is perceived as a political actor in the sense that the company has an impact 

on society and the local communities in which they operate. They also work proactively, 

alone and in cooperation with competitors to influence on government level the regulatory 

work on local markets. However, most respondents pointed out that from their perspective 

the purpose of corporate influence towards the political sphere was just normal business 

practice and facilitated entry and operation.

“We are politically active without having a political agenda - it’s more a commercial agenda. We 
have no political ambitions...but, you can't do any business without political connections.”151

It seems that relations were initiated and formed for any issue in any context that is deemed 

relevant and essential to influence in order to obtain control. These relations were based on 

the need for business intelligence on government related, and other relevant developments 

and the need to influence these developments and to create an enabling environment to 

operate in. This was particularly important in regards to balancing the objectives of the 

multinational and those of the host-government, especially when governmental intervention 

or the political environment begins to affect their economic well-being and survival. The 

forms that government-business relations would take varied: integration of political officials 

into corporate management through board membership, individual relationships; formal and 

informal networks. Corporate-non-govemment interaction and inter-corporative interaction 

through industry and business group membership were also mentioned. This seems to be
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particularly important when environments are complex and uncertain. Under such 

circumstances, stakeholders have a tendency to create “webs of interdependencies” and 

thereby increase the control of each other's activities (Pfeffer&Salancik 1978:43). All partner

building efforts, from joint ventures to industry-group lobbying, are evidence of this. Such 

strategic alliances bring companies in closer alliance with their stakeholders and its 

surroundings and uncertainty is reduced. Through their power to influence corporations can 

maintain or change the rules of the game to their advantage. Corporations exercise influence 

on global and local politics through formalized links with governments and policy-makers. 

The UN Business Advisory Council, the World Economic Forum, and the International 

Chamber of Commerce are all examples of institutionalized business participation in the 

international political system. As a result of the changes in the international political and 

economic structure relevant to Swedish firms and the transfer of power to the EU in certain 

respects, efforts by the companies to influence their corporate environment in general and the 

political arena in particular, is directed at the EU and international level. Many companies had 

representatives in Brussels and Washington D.C. for lobbying purposes and influence 

political decision making on these levels. As an example of a collective effort to modify or 

influence the investment environment through formalized links with governments and policy

makers at the local level one investor mentioned the Foreign Investors Advisory Council 

(FIAC) in Russia. Established in 1994, this forum for foreign investors and the Russian 

government works for an improved investment climate for FDI in Russia. The FIAC is co

chaired by the Prime Minister of Russia and the council members include CEOs from all 

major foreign investors in Russia. The infrastructure companies mentioned using industry- 

group efforts and concerted action to influence law-makers.

These relations were often explained in terms of necessary information exchange. 

Since political environments in which multinational corporations operate invariably change, 

obtaining information on and continuous réévaluation of the host-country objectives is 

necessary. As was discussed in the previous chapter, respondents in this study did not believe 

that systematic and structured political analysis was sustainable in order to make viable 

investment decisions and appropriate risk management strategies, and was not used in relation 

to balancing the relationship between them and host-governments or them and other 

stakeholders. Instead, information exchange with host-governments, stakeholder or other 

relevant parties was used. The chief motives for using information exchange, where 

continuous evaluation of information and chosen courses of action are made possible through 

the feedback in the exchange, seem to be to create long-term stability and ensure the political



viability of the corporation. This included targeting drivers of political risk in the business 

environment - external and interaction, as well as to provide guidance and opportunities on 

how to influence political control and risk. This involves obtaining knowledge about the 

political environment of the organization, the impact of the environment on the company as 

well as the impact on the company on its environment and the relationships between the 

organization and its environment, and includes issues as well as actors. This also involves 

knowledge about the host government’s specific economic, social or political objectives with 

respect to foreign firms or an industry or the specific investment project. Government 

behavior and activities are probably more rational and predictable in the context of the 

government's own objectives, which may be different from those of the foreign firms. As one 

subsidiary manager explained:

“...there is arbitrariness to some degree when laws are changed in a way that can seem surprising 
and illogical to Westerners...this is partly a question of ignorance on the part of us Westerners - 
we often say that it is arbitrary, but that is only because we have not tried to understand how things 
work.152

Political risk is not only related to the information companies have on governments. The 

activities of the MNC are closely monitored by host-governments as well as various groups, 

both within and outside the country of operation, to see if an MNC is contributing to a 

country's desired objectives. When business activities of an MNC diverge from the expected 

behavior, pressures are applied on the MNC to change its behavior. Previous research found 

that government decision-makers take into account certain types of industry-related 

information when making the decision to intervene in a particular manner. (Makhija 

1993:531) If political risk then can be related to the government’s knowledge of the firm, a 

company can thus also influence their propensity or vulnerability to political risk by 

controlling corporate information available to government. The interviews in this study 

indicate that this is a motive for establishing political connections.

"... you cannot let people make decisions on what they assume, you have to provide them with 
facts...it’s a way of actively influencing them and make them eliminate wrong decisions on wrong 
assumptions. “ * 155

Facing the threat of host-government intervention, companies can in response adapt and 

change its strategy or behavior in line with the host’s government’s objectives, or it can try to

152 Respondent 11.1
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influence the situation by giving the government direct feed-back on how the company or 

industry are living up to requirements or would be affected by certain regulations or changes 

therein. That governments receive the “right” kind of information and in time is important and 

thus this information needs to be controlled. Information exchange also took the form of 

lobbying or concerted action among companies within the same industry. Also, other actors, 

such as NGOs, media, lobby groups, and other companies can all provide a host-government 

with information in line with their own objectives. Again, NGOs have been a strong driver 

behind many policies of government and institutions towards multinationals, thereby 

increasing the effectiveness of government controls over business. Some NGOs belonging to 

the anti-globalization movement are very hostile towards multinationals. Another NGO led 

movement, presenting various degrees of opposition, is the human rights and CRS 

movements. Many companies mentioned stakeholder dialogue as an increasingly important 

strategy to deal with these different groups. Multistakeholder partnerships have existed for the 

past decade and were developed as a way to deal with the clash between business interests 

and the interests of civil society. The objective with multistakeholder partnerships is to bring 

together advocacy organizations and the business community, as well as governments and 

international organizations in what is described as a constructive dialogue with the aim of 

developing principles and projects with a common aim. To those country managers that had 

experience of complex or turbulent political situations, informal stakeholder dialogues in the 

form of information exchange were part of every day business. However, only a few 

respondents mentioned participation in formal dialogues and the actual efforts to control the 

risk factor pressure groups seem to have been low.154 The examples given of such dialogues 

were mainly the UN Global Compact Dialogue, and by a few the Amnesty Business Group. 

But as we have seen there is a growing recognition in the companies in this study that "a good 

citizen policy" and adopting a pro-active strategy in relations with local communities, and 

strategies to prevent becoming the target of international pressure group campaigns are at the 

same time strategies to reduce political risk in the host country. Relations with other 

stakeholders in the host-country, such as maintaining good local community relations were 

mentioned as important by mainly subsidiary managers. It was suggested that companies, 

which have good working relations with local communities and host governments, will face 

reduced political risks. * 51

154 xhis is in accordance with a study done by the Industrial Research Bureau (IRBI) for Control Risks Group. A survey of
51 major European countries on how they perceived the impact of pressure groups on their operations now ( 1995) and for the 
next five years was conducted. 90% of the respondents felt that the influence of pressure groups would increase, but only 
20% had established any relations with these groups. Referred to in Markwick (1998:52)



As some respondents mentioned, political relations aie not always unproblematic, 

however. In general, respondents seemed to consider political activities and influence as 

sensitive issues. Under the wrong circumstances, political relations can become a liability. 

What is considered standard operating procedure in one country is labeled corrupt practices in 

another and political relations and agreements with host-governments can come under attack, 

not only from non-governmental organizations, but also from other governments, the home- 

government or a new government in a host-country. Some investors wanted to explain their 

political activities in terms of national responsiveness and their social responsibility; as 

“social activities”, indicating a clear dividing line between assuming an official political role 

and “doing good” as a socially responsible corporate citizen. These “social activities”, or CRS 

activities, were explained as a response to governmental, non-governmental and consumer 

demands and to “social risk”. The question is where corporate social responsibility end and 

corporate political action begin. In terms of political action, CRS can be seen as a response to 

the claims that foreign investing is an indirect political activity, but CSR was also used more 

pro-actively, as a means to improve relations with political authority, reduce exposure and 

regulatory activities (see also Chapter 4).

Facilitating or regulating the investment environment?
Governments can have an important role in influencing and controlling the international 

business environment. This can take the form of facilitating as well as constraining foreign 

investment. One of the more controversial attempts to modify the international business 

environment was the OECD initiated Multilateral Agreement on Investment (MAI) negotiated 

during 1995-1998. A number of non-OECD countries participated as observers. MAI aimed at 

becoming a “free standing international treaty” and its proposed objective was to “provide a 

broad multilateral framework for international investment with high standards for the 

liberalization of investment regimes and investment protection and with effective dispute 

settlement procedures.” Negotiations ceased in December 1998. NGOs had a prominent role 

in stopping the development of the MAI, which according to NGOs tried to protect foreign 

investors from domestic competition and would thus force the developing countries to open 

up their economies to foreign investors.

Had the MAI been realized, this framework for facilitating foreign investment had 

dealt with some of the elements of the obsolescing bargain. The basic principles governing 

the MAI were 1. National treatment, foreign investors were not to be treated less favorably



than national investors. 2. Most favored nations clause - if national treatment to foreign 

investors cannot be guaranteed, the clause will at least guarantee that a foreign investor will 

not be treated worse than foreign investors from another country. The MAI was to be a tool 

for establishing fair competition between the participating countries. 3. Transparency - 

countries were obliged to disclose all general measures, which affect investment. The MAI 

would cover all investment phases - from pre-investment to the operational phase. The MAI 

included a particular article on expropriation.

Although the rhetoric has changed, the discussion goes on. Whereas the MAI tried to 

“forbid” discrimination between foreign and national investors, the round table talks by for 

example the OECD Global Forum on International Investment Conference, now focus more 

on “maximizing FDI benefits”. The OECD’s Global Fomin on International Investment held 

its inaugural conference in 2001.155 The forum is to provide a platform for exchanging 

information, views and ideas for all stakeholders and players in the field of international 

investment. Countries need to focus on not only attracting FDI, through FDI-promoting 

policies or (discriminatory) FDI incentives to an environment that is unfavorable to domestic 

investment and long-term development of the economy. Countries need also provide an 

“enabling” environment for FDI to absorb the FDI flows in a more productive way and 

acknowledging the need to link FDI to domestic enterprise development. Whereas policies for 

attracting internationally mobile foreign investors usually are in the form of improving a host- 

country’s enabling environment or investment climate, FDI incentives are targeted at or give a 

foreign investor preferential treatment and are as such defined as discriminatory. FDI 

incentives are “measures designed to influence the size, location or industry of a FDI 

investment project by affecting its relative cost or by altering the risks attached to it through 

inducements that are not available to comparable domestic investors.”156 FDI incentives can 

come in the form of rules or law or in the form of negotiated investment subsidies. In 

addition, FDI incentives may be discriminatory in regards to other foreign investors. An 

enabling framework for FDI consists of rules and regulations governing entry and operations 

of FDI as well as effective institutions, effective justice systems and respect of rule of law, 

macroeconomic and political stability, infrastructure, etc. In other words, eliminating some of 

the drivers of political risks related with the different investment phases, which would 

according to this rhetoric benefit not only foreign investors but also help maximize FDI

155 Conference: New Horizons and Policy Changes for Foreign Direct Investment in the 2V' Century, Mexico City, 26-27 
November 2001
156 UNCTAD (1994) World Investment Report



benefits for countries.157 Adequate corporate responsibility is also put forward as a means to 

help countries benefit from FDI. At the Doha Round of WTO negotiations 140 countries 

agreed for the first time on the need for a multilateral framework to foster FDI.

Whether, how and to what extent regulation of multinational corporations should 

occur is an increasingly debated issue of globalization on national, European and global level. 

There already exist a number of regulatory initiatives158, but so far, the regulatory framework 

for multinational corporations remains weak. Attempts to go beyond the bilateral and 

multilateral agreements on foreign investment and multinational corporations and establish 

overall rules governing international investment have not had much success. Domestic 

regulation of multinational corporations has had little impact on international business and 

those international guidelines and policies that exist for multinational corporations are not yet 

binding and are still in the form of voluntary regulation and governed by the self-regulation 

principle. For some areas there exists the possibility to enforce international agreements, EU 

and WTO have mechanisms for settling disputes and sanction possibilities for non- 

compliance, but stricter international regulation is generally not welcomed by business.

The OECD Guidelines for multinational corporations together with the UN Universal 

Declaration of Human Rights and ILO declarations on labor rights were the international 

frameworks most frequently referred to by the Swedish multinational corporations. Some of 

the companies interviewed had signed up with the UN Global Compact. 159 Other relevant 

international policy frameworks are the OECD Declaration on International Investment and 

Multinational Enterprises.160

The OECD Guidelines for multinational corporations

Following the success in the 1970’s of the OPEC countries in raising the oil prices, a wave of 

expropriation of foreign owned companies in raw material industries occurred in developing 

countries. This success led, according to Vernon, developing countries to believe that “they 

had entered a new era, freed from the hegemony imposed by the multinational enterprises...”

157 See for example the OECD Global Forum on International Investment Conference: New Horizons and Policy Changes 
for Foreign Direct Investment in the 21s' Century, Mexico City, 26-27 November 2001
1*^ Such as the ILO conventions, Selective purchasing laws, Stock Exchange requirements for managing risk, Extension of 
legal jurisdiction over companies

The Global Compact, however, is “not a regulatory instrument or code of conduct, hut a value-based platform designed 
to promote institutional learning. It utilizes the power of transparency and dialogue to identify and disseminate good practices 
based on universal principles." See www.unglobalcompact.org

a political agreement providing a framework for on a wide range of investment issues. A number of non-member 
countries have adhered or are in negotiations to adhere to the Declaration.



(Vernon 1993:20). It would, however, become obvious to these countries that the ownership 

of the raw material sources itself would not guarantee profit. Market access was necessary as 

well. Vernon suggests that one effect of the expropriations was that the governments in the 

developed countries became interested in trying to define the rights and obligations of 

multinational corporations and thereby reducing areas of conflict between multinational 

corporations and their home- and host-governments. So a plan for a multilateral agreement by 

the OECD countries of the rights and obligations of multinationals was launched in 1976. 

With the Mexico crises 1982 the bargaining leverage changed again to the disadvantage of the 

defaulting developing countries, which no longer could access the international credit market 

and thus found themselves in a position of accepting all the help they could get, including 

FDI. The hostility towards multinationals and their investments was reduced and in the years 

to follow the OECD guidelines were out of focus by both multinational corporations and their 

governments (Vernon 1993). In the aftermath of the investment boom of the 1990’s the 

OECD Guidelines are again in focus. There is now an intensive debate going on whether 

corporate presence in developing countries is positive or negative. Either way, companies are 

increasingly pressured into taking measures to prove that they are working for a positive 

relationship. These pressures come from NGOs, and also from the intergovernmental 

organizations such as the UN and OECD. The OECD Council, meeting at Ministerial level in 

April 1998, called upon the OECD to develop, together with national governments, other 

relevant organizations, and the private sector, a set of good corporate governance standards 

and guidelines recognizing the effects of business ethics and social responsibility on the 

reputation and long-term performance of corporations.

The Swedish government has also decided that this is an increasingly important issue. 

The background is the commitment of the OECD countries to safeguard and follow up on the 

companies in their respective countries living up to the OECD Guidelines and also the UN 

Global Compact. The Swedish Contact Point for the OECD Guidelines lies under the Ministry 

of Foreign Affairs. In March 2002, the Swedish government sent out an invitation to the 

Swedish corporate community to take part in the Swedish Partnership for Global 

Responsibility, an initiative between the Ministry for Foreign Affairs, the Ministry of 

Industry, Employment and Communications and the Ministry of the Environment. Following 

the UN GlobalCompact framework, the idea with the new forum is to create a dialogue 

between the government and companies who formally commit to following the OECD 

guidelines and UN GlobalCompact recommendations. The dialogue initiative has not 

attracted many companies. As one CEO explained their resistance:



“Joining would mean having to obey by the OECD guidelines and be accountable if we fail to do 
so.” 161

One important issue that the OECD Guidelines address is corruption and bribery. OECD 

research shows that definition and scope of corruption still varies widely and that there is as 

yet no consensus on how to deal with this issue. But the anti-corruption legal environment is 

increasingly becoming tougher with criminal sanctions enforceable under national law. The 

OECD took a convention against bribery in 1997 and as of 1999 Swedish law prohibits 

Swedish companies to use bribery in foreign countries. Other international efforts include the 

“UN Global Program Against Corruption-’ and several declarations and resolutions against 

corruption. There also exist industry-led and non-governmental initiatives on corruption. 

Some efforts are being made in relation to political risk insurance. As of December 2002 the 

export credit insurance agencies (ECAs) of OECD countries require written statements from 

companies applying for political risk insurance coverage, stating they have not. and will not, 

engage in bribery. If bribery is established, the agency will not grant coverage or reject claims 

for indemnification and the case will be referred to the judicial authorities. The World Bank's 

Multilateral Investment Guarantee Agency (MIGA) requires that projects it insures to be 

financially, economically, and environmentally sound. “There seems to be little reason in 

principle why the financial and economic soundness of a project should not include stringent 

transparency and accountability provisions that would help reduce opportunities for 

corruption and the political instability risks that corruption so often generates.”161 162

Summary
Although “bargaining” within a hostile context has been replaced with “bidding” and 

“dialogue”, and the risk for hostile take-over is considered as an unlikely possibility, MNC 

access to as well as continued presence in foreign markets still depends on the need for the 

benefits of the foreign investment to outweigh the political, social and economic costs for the 

host-country. The risk for government intervention aimed towards producing a change in 

behaviour of the company in line with the government’s objectives is still an essential element 

in the relations between the multinationals and host-governments. A corporation wants to 

prevent or slow any shifts in the relative power situation and maintain leverage on a 

government. Factors which strengthen the bargaining power are access to foreign markets,

161 This comment was made by a CEO at a NGO-meeting.
162 Andrew Mack, Harvard Program on Humanitarian Policy and Conflict Research, see www.globalcompact.org



technology, financial resources, strong name or popular trademark, ”a good citizen policy” 

and contributing to the welfare of a nation for example, economies of scale, employment 

opportunities and any other measures that can be taken to provide government and society 

with benefits. The objectives as well as behaviour of companies could thus be a driver of 

political risk.

It looks like both the host-government and the corporation will come under more 

pressure from local or global interest groups, as well as international organizations, to focus 

on and eliminate the costs associated with the foreign presence. The political sensitivity as a 

risk factor has in one sense been reduced as private entities have replaced governments in 

many countries as a result of the deregulation and privatization processes, but political 

sensitivity may increase once again as more focus is put on the role and impact of 

multinationals and become more important for determining new types of political risks. 

Although these perceived “costs” are not confined to individual countries only, they will 

probably inflict on the relational power situation between a host-country and a MNC.

The fact that FDI has an impact on their host environments not only creates a 

responsibility situation for MNCs, but also opportunities to influence and control. As was 

discussed in Chapter 7, multinationals are already considered major players and powerful 

actors in host countries as well as the international system and as having a complex impact on 

these environments. To the extent that government intervention measures are guided by 

different government objectives, and corporations are considered as means of achieving these 

objectives, a window of opportunity for corporate influence is open. On the other hand, to the 

extent that the perceived power and behavior of MNCs reflect inadequate government control, 

there will be a perceived need by e.g. international organizations and NGOs to increase 

control over multinationals as well as create opportunities for these groups to exert influence.

The efforts to regulate entry and operation through an “enabling environment for FDI” 

and producing convincing evidence that this would maximize the benefits for not only foreign 

investors, but also host-countries, can be seen as efforts to control and eliminate elements of 

bargaining as well as intervention by host-governments, inter-governmental organizations and 

NGOs. And as such also be seen as addressing the structural importance and impact of FDI.



CHAPTER 8

Conclusions

Introduction
This concluding chapter will focus on drawing conclusions in relation to the three research 

questions that guided this study: what political risk is to Swedish multinational companies; 

how political risk is managed; and what these results say about the political role of these 

companies. The study set out seeing political risk management not only as a tool for 

managing political risk, but also as a tool for exploring how companies understand and play 

the political economic environments in which they operate in terms of political risk. The hope 

was that the political risk management of multinational companies would not only tell us how 

political risk is identified and which assessment and mitigation techniques they use, but also 

provide information on how they understand their political economic environments in terms 

of political risk and say something about their political role in these environments. In other 

words, answer the three research questions. Because of the explorative nature of this study as 

well as the limited access to information, only tentative conclusions can be made, especially 

in relation to the two last research questions. As the empirical evidence is more or less 

entirely based on what respondents were willing to disclose about their political risk 

management, as well as their political activities, there are very limited possibilities within this 

study to differentiate between what respondents say they do and what they actually do.

The meaning and management of political risk
The interviews revealed that although political risk was not a crucial issue in the current 

investment environment, political risk mattered in a pragmatic way. What political risk in fact 

is, and the impact it may have exactly on a company depends on individual managers’ 

subjective interpretations of the specific exposure of a company in relation to the political 

context. However, the interviews showed that these subjective understandings were not so 

different from each other. Swedish investors claim to use a “pragmatic approach” to deal with 

political risk and this seemed to be a generally accepted way of evaluating and dealing with



political risk. An important element of this approach was information exchange involving 

many different actors as sources and receivers of information, of which political contacts were 

considered most important. Swedish investors play it by ear.

The main conclusion that can be drawn on how political risk is managed in relation to 

foreign investing and about political risk management, i.e. identifying, assessment, mitigation 

and organization, is that Swedish MNCs in this study do not try to determine the political risk 

context in a structured way and spend little time assessing political risk factors systematically. 

Political risk assessments are typically based on the subjective evaluation of managers and 

political risk is dealt with in an unsystematic, ad hoc fashion in relation to investments and 

when deemed necessary, even if assessments seems to be done in a more continuous manner 

in the operational phase. Which political risk strategy is chosen, is a consequence of 

investment location, of where in the investment process the company is at and of the 

subjective perceptions and assessments of managers of political risk.

This study thus found that institutionalization of political risk assessment and 

management in relation to foreign investing was very low. None of the companies 

interviewed had a company definition or policy on political risk. Only two companies had a 

political risk management function, but this was used in relation to their export business, not 

investments. None of the companies used systematic political risk assessments. Several 

plausible explanations for the low institutionalization can be drawn from this study apart from 

the fact that most corporations take few large investment-decisions per year and that the cost 

of having an in-house political risk management function outweighs the benefits. These 

explanations also say something about what political risk is to Swedish investors. First, that 

there exists no consensus on what “political risk” is probably plays a role. Second, political 

risk is seldom dealt with as a separate issue, but rather as part of the whole investment 

context. A third explanation could be that as political risk is firm-specific and there exists no 

one way of dealing with the different investment locations and their respective problématique, 

political risk is best dealt with in close interaction with the investment location. Fourth, 

political risk is perceived as a country-related phenomenon. Fifth, deregulation and 

privatization processes and the development towards a more investment-friendly climate in 

many countries have eliminated many barriers to entry and reduced the overall perceived level 

of political risk. These explanations will be elaborated on below.



Few benefits with an in-house political risk management function.

As was explained in Chapter 7, most respondents in this study claimed that they saw neither 

the need for nor the benefits in having a political risk management function in relation to 

foreign investing. Even the perceived high relevance of political risk by subsidiary managers 

together with the fact that risk management responsibility was in general decentralized to 

business or country area level in subsidiaries operating in political risk environments, meant 

that these managers saw any benefits in having a political risk management function. Political 

risk was best dealt with in a pragmatic way, and through knowledge and contacts, using 

information exchange. As political risk is firm- or investment specific, assessments rely on 

relevant information, and much information is not accessible, and cannot be valued or 

adequately analyzed unless you are in the CEO or equivalent position and have the overall 

picture.

The problem of defining “political risk".

As Chapter 6 suggested the challenge of identifying political risk partly lies in the fact that the 

term political risk covers a diversity of risks and sources of risk with varying effects on 

individual companies depending on the company’s specific exposure. This makes political 

risk very difficult to define and measure. Operationally political risk can mean different things 

to different companies and for different people within the same company. Subjective 

understandings of political risk prevail, but, again, as was shown in Chapters 3 and 4, these 

understandings are not so different from each other. Political risk was associated with 

uncertainty about government policies and actions with respect to ownership or managerial 

control. A “politically risky country”, described a dynamic situation, referred to the 

investment climate and meant political, economic and social instability, and weak institutional 

framework. Whereas a “politically risky country” was not necessarily negative, a “political 

risk” described the more or less unanticipated political event or activity of mainly host- 

government, but also non-governmental organization, which could possibly affect the 

individual firm and its operations in a negative way. Typically, political risk was negative 

host-government action or intervention and to some extent NGO actions directed at the 

company. The political risk drivers mentioned by respondents encompass both externally 

driven political risk and interactively driven political risk.163 Political risk could emanate from 

the external political-economic environment of the firm - political risk could be the result of

163 Zonis 2000



the environmental impact on the firm, but political risk could also be the outcome of the 

corporate impact on the environment and the many relationships the company has with 

external actors.

Political risk is seldom dealt with as a separate issue.

When investigating the role of political risk in the foreign investment process in Swedish 

MNCs in Chapter 4, it was found that although foreign investment decisions are primarily 

financial decisions and market opportunity is more important than political risk, political risk 

could be an important concern. However, political risk was seldom dealt with as a separate 

issue, but rather as part of a complex and uncertain investment context and was one element 

or risk weighed against prospective gains. This is in accordance with previous studies.164

Political risk is firm-specific.

Multinational corporations are not unitary actors in relation to political risk and there exists no 

one way of dealing with the different investment locations and their respective problématique. 

For Swedish companies political risk was more firm-specific in the sense that it is subsidiary- 

specific and related to a specific investment in one country, than group-specific related to a 

company with several foreign subsidiaries. Political risk is best dealt with in close interaction 

with the investment location and by those actually involved in the investment. That political 

risk management most often is decentralized to country or investment level and is dealt with 

in an interactive way seems therefore a logical or rational choice. Country management 

considered political risk a highly relevant issue.

Political risk is perceived as a country-related phenomenon.

That political risk is specific also means that political risk is perceived as foremost country- 

and host-government related, equated with country risk, macro economics, and political 

instability, weak institutional framework and host-government intervention. As economic and 

political factors cannot be separated, some respondents felt that it was more appropriate to use 

country-risk than political risk. Political risk was not, like financial risk, perceived as a global

^4 Earlier studies analyzing the importance of political risk for foreign investment using quantitative analysis failed to 
establish a direct and simple relationship between political risk and the flow of FDI. They found that investment value is a 
function of the combined consideration of investment risk and return and for at least manufacturing investments; the most 
important determinant is market size and potential. (Kobrin 1976, Thunell 1977, Chase, Kuhle and Walter 1988:31) 
Conclusions from these studies and others are that economic variables generally appear to be more important variables in 
FDI decisions than political variables. (Chase, Khule and Walter 1988, Levis 1979, Schollhammer and Nigh 1984)



phenomenon for Swedish MNCs. The attacks of 9/11 lead others to conclude that political 

risk also had to be considered in terms of systemic discontinuities165 and “inherent in the 

global political-economic system itself, rather than resulting from events in a single country 

or even a group of countries.”166 No evidence in line with this was found in this study, 

however. That borderless and transnational non-governmental actors and advocacy groups, 

intergovernmental actors, inter-governmental agreements, terrorism etc., can be sources of 

risk is hardly new in the political risk literature. As mentioned in Chapter 3, although 

respondents considered NGOs a risk, and subsidiary managers often referred to them in a 

political risk context, these groups were not unambiguously defined as political risks. NGOs 

are also thought of in terms of reputation or value risk, on local as well as global level, and as 

such relevant for multinational corporations operating in several national jurisdictions. 

Intergovernmental organizations were not mentioned at all in relation to political risk.

The non-issue of political risk

The study also shows that although political risk is an important aspect, it is not crucial. As 

more and more countries see benefits with FDI, the barriers to foreign investment have been 

gradually removed and reduced the overall perceived level of political risk. Instead of 

barriers, many countries now employ incentives to attract FDI. This study has pointed to a 

number of changes in the international political economic system as well as in many countries 

that reportedly have had an influence on Swedish MNCs today as well as on political risk in 

relation to foreign investing. The end of the Cold War and the following paradigm shift in the 

former planned economies, the breakdown of the communist concept of centrally planned 

economies in thinking as well as practice, had a profound impact on the perception of political 

risk. However, the changes have not resulted in a reconsideration of what political risks are 

today. The type of events or actions most associated with political risk has been confiscation, 

expropriation and nationalization. That these types of risks have demised is generally agreed 

upon by executives and experts in this study, but as respondents often still equate political risk 

with these risks, the development in many countries leads to the conclusion that political risk 

is a non-issue today. As the hostility against foreign investment has been replaced by a more 

FDI-friendly atmosphere in the developing countries and the old paradigm of government 

regulation and intervention has given way to market economic thinking, privatization and

165 The Global Agenda Atelier Programme of the World Economic Forum, October 2001
166 The World Economic Forum Annual Meeting 2003 Report



deregulation, the entry process is less complicated, the perceived overall level of political risk 

has decreased and commercial risk has become a greater problem. An “enabling environment” 

harbors little political risk apparently. This also suggests that “political” matters as it 

determines the framework of economic activity.

For Swedish respondents the nature and degree of perceived governmental control 

over the political context seems to be influential for the perception of political risk. 

Government control aiming at ensuring an enabling environment is considered positive. 

Political risk was not considered an issue in the OECD countries. A political economic system 

lacking the ability of ensuring an enabling environment or aiming at controlling foreign 

investors and with a high degree of government intervention was considered politically risky. 

The more a government is committed to market economy and the more internationally 

committed the government of a particular country, the lower the perception of political 

instability and political risk. The efficiency and dependability of the economic management 

of a country, the ability and capability to carry out public policies, a well functioning 

institutional framework and legal system are important aspects.

According to some authors, the low perception of political risk reflects that 

managers have become casual in their evaluation of political risk today due to the optimism 

about the newly favorable attitudes of host governments regarding foreign investors. Others 

believe that it is a lack of analytical tools. An additional explanation, as suggested in Chapter 

6, is that “old” thinking about political risk lingers in the minds of Swedish corporate leaders 

and is projected into the future by some intuitive causal analysis, where connections are 

drawn between the historical behavior and the future actions of host-governments. These old 

frameworks may inhibit recognizing new types of political risks. This was further discussed in 

Chapter 7, which focused on how Swedish MNCs interact with their political-economic 

environment.

That companies need to include impact assessments, to include the social, political 

and economic implications of an investment project, and that ignoring the impact of 

investment decisions may result in conflict with host-government as well as NGOs and 

international organizations’ values and interest, was acknowledged by Swedish MNCs. That 

CRS policies and Codes of Conducts addressing corporate behavior are becoming a standard 

organizational feature is a reflection of this. The results also point to the importance of 

corporate social responsibility as a means of facilitating entry and operations in foreign 

markets and mitigating political risk. However, there was little evidence of an established 

formal link between CSR policies and political risk management in the companies in this



study. The link between political risk and corporate citizenship was acknowledged more in 

subsidiaries and is mainly pragmatic and part of operating in a host country. Even though 

CRS policies and Codes of Conducts in fact address what is referred to in the literature as 

“new” types of political risks, such as human rights and corrupt practices, only one parent 

company made an explicit connection between their Codes of Conduct and political risk. This 

company particularly pointed out that the codes were a signal to the world that they deal with 

political risk, not an operational method.167

The political role of Swedish MNCs
What can the results in terms of the first two research questions say about the political roles of 

Swedish MNCs in developing countries today? Although this study can provide some insight 

as to why they use political activity - to influence political outcomes and political risk - it can 

only say very little about how. This is not to say that their political role is insignificant or is 

not acknowledged. That political risk is associated with foremost developing countries 

suggests that political risk can have political effects. For example, to the extent that the 

typical response to political risk is avoidance (Kobrin 1980), i.e. that foreign investors avoid 

“politically risky" countries a country that wants to attract FDI will have to create an 

environment that is enabling for investments. To the extent that political risk is not avoided, 

foreign investors will want to control and influence political risk and corporations will not 

only be nationally responsive, but also engage in direct political action in order to create an 

enabling environment.

Judging from the limited empirical evidence, Swedish multinationals do not come 

across as very sophisticated political actors these corporations. There was no evidence of a 

political aspect when making investment decisions, but most investment strategies as well as 

operations include political strategies in order to facilitate entry and operations. However, 

they reportedly have no political agenda or ambitions and do not portray themselves as 

deliberate political actors in the countries where they operate. Swedish MNCs were not 

comfortable with having a political role. Moving beyond national responsiveness to CSR was 

explained as the result of the demands and pressures from non-business actors that companies 

assume responsibility because of their corporate power and resources. However, it is obvious 

that Swedish corporate actors not only adapt to given constraints or respond to what can be

167 Respondent 9.3



interpreted as indirect political action, but also try to create an enabling investment 

environment by engaging in direct political action and prioritize establishing extensive 

political contacts. The efforts to influence the political dimension of investing included 

information exchange with high level government representatives as well as local 

government, and, it seems, extensive lobbying. In fact, it seems that political relations are 

more important than political risk, but again, little evidence could be obtained.

What this study can do, is to point out that as a result of their “normal behavior” of 

investing, there is pressure put on the corporations to move beyond national responsiveness 

and take on a political role and to speculate about some of the implications of this. 

Multinationals are already considered major players and powerful actors in host countries as 

well as the international system and as having a complex impact on these environments. They 

thus need to be socially responsible and participate in the solution of social and political 

issues, on the local as well as global level. But, is CSR only taking responsibility or can it also 

be interpreted as political activity? Is demanding more responsibility from corporations in fact 

also giving corporations more responsibility and a mandate? That FDI has an impact on their 

host environments not only creates a responsibility situation for MNCs, but also opportunities 

to influence and control. To the extent that government intervention measures are guided by 

different government objectives, and corporations are considered as means of achieving these 

objectives, a window of opportunity for corporate influence is open. To give corporations a 

political role, on a local as well as on an international level empowers the corporations. This 

political role becomes increasingly important as there is a political vacuum to fill when the 

state withdraws. The public sector has very little resources and many gaps to fill. 

Corporations are politically neutral, have vast resources and financial means, a marketing 

apparatus and products to sell and therefore an increasing incentive to pursue good citizen 

policies. The one respondent who agreed that the company was a political actor explained that 

the company is perceived as a political actor as a result of their having an impact on the local 

communities in which they operate and also work proactively, alone and in cooperation with 

competitors to influence on government level the regulatory work on local markets. The 

rationale for the political and social engagement was added value in commercial terms.168 

Corporations are not supposed to have a political agenda, but the calls for private sector 

engagement into the public sphere can create opportunities for corporate actors to engage in

168 Respondent 4.4. With increasing convergence between competitor products and services and the quality, price, and 
availability of these products, companies have turned to using factors such as corporate values and corporate image to 
differentiate themselves from their competed tors.



politically sensitive issues and become an even more influential player on the local as well as 

global political arena. With a more "proactive" corporate citizen approach, the corporation 

becomes a political actor who not only adjusts to consumer and societal demands, but also 

strives to influence society and the political agenda using marketing and lobbying strategies, 

but without being politically accountable.

“Corporate citizenship" implies tensions in terms of definition as well as in practice. 

The issue of corporate social responsibility is currently receiving much attention from the 

academic community, but has been debated within business studies and social sciences for 

decades. CSR is based on the view that "why should people who own shares be given the 

privileges of citizenship in the government of the firm when citizenship is denied to other 

people who also make vital contributions to the firm?” (Dahl 1979) or are affected by its 

operations. If the corporations are as powerful as governments, it should be treated as 

governments. This view is reflected in the concepts like "social responsibility" and "corporate 

accountability"; i.e. to make corporate officials as responsive to those affected by their 

decisions as are elected officials (Vogel 1978:7). There are of course arguments against 

companies taking on social responsibilities. As Friedman asked 40 years ago already; "if 

businessmen do have social responsibility other than making maximum profits for 

shareholders, how are they to know what it is? Can self-selected private individuals decide 

what the social interest is?" (Friedman 1962:133). The problem of shareholder responsibility 

as well as democracy is present in these arguments. Friedman (1970) claimed that companies 

should be responsible only towards its shareholders or owners; i.e. managers have the 

mandate to maximize the long-term value of the company, not decide how to spend the profit. 

That part of the profit that should go to the shareholders instead goes to social activities 

decided by the company creates problems. In democratic terms, this can be described as “a 

taxation without representation situation” (Chryssides & Kaler 1993:236). The argument has 

been put forward that it would be more reasonable to increase the taxation of companies and 

thus release funds for democratic use by the government, that social activities should only be 

carried out by the state or government institutions and financed through the fiscal system, 

taxation and transfers. Today one argument is that social responsibility is about ensuring and 

even increasing the long-term value of the company, which makes the distinction between 

shareholder interest and social interest less clear. The dichotomy between shareholder 

interests and social interest becomes even more blurred when NGOs become shareholders in 

large MNCs. Following the example of its American colleagues, Amnesty Business Group 

Sweden recently became shareholders in a number of Swedish multinational corporations in



order to exert pressure on companies to adopt human rights policies. In effect combining 

external pressure and shareholder influence, and making it possible to demand of these 

companies not only stakeholder responsibility, but also shareholder responsibility. This leads 

to the question of what corporate social responsibility activities mean, now and in the future, 

for the market-state relation - does it contribute to the blurring of the border between the state 

and the market?

These developments also influence government-business relations and the power 

balance between these actors. And not only these two, but the power potential of NGOs. Are 

we witnessing the emergence of a global system that consists of three major sub-systems: the 

nation-state system, the system of global corporations, and the intermediary system of non

business actors, international organizations and NGOs acting on national as well as the global 

level? If so, what is the power balance between these actors?

The power of multinational corporations stem in part from their resources, but also in 

part from “the privileged position of businessmen in government and politics”, which renders 

them “Information, open doors, and sympathetic hearings”, and an advantage that was 

previously “less available to their citizen competitors in interest-group activity” (Lindblom 

1977:197). The corporation already exists as an organization for business purposes but can 

also be “used by its executives for political activity ranging from discussions with civil 

servants to financial support of political parties.“ (Lindblom 1977:196) For citizens to 

organize themselves as interest-group parties took and still take time, energy and money, but 

in this era of globalization and communications technology this has become much easier. 

Unsatisfied stakeholders can use the cheap and immediate power of the Internet to channel 

negative information, to mobilize supporters from around the world and organize themselves. 

Guided by explicit value systems and criteria, these action-oriented and decentralized 

organizations often work on a global scale and facilitated by Internet they can spread 

information and co-ordinate activities rapidly. NGOs are now considered power groups. This 

has changed the power balance between multinationals and political authority. Lobbying, 

opinion formation, citizen and advocacy pressure complement and in some issue-areas replace 

government-business exchanges as methods of influence. In this sense, NGOs together with 

governments can work as a countervailing power against corporate actors. In addition, citizen 

and advocacy pressure on corporations has played an important part in putting a number of 

business related issues on the political agenda and increased the effectiveness of government 

controls over business.



Missing evidence and future research
Although this research in the end has done little to solve the problem of political risk, it has 

provided some insight as to how Swedish investors understand and manage political risk, but 

maybe more important, also made evident that there is probably more to be discovered. The 

interviews, the company examples presented in relation to political risk assessment and the 

CEO descriptions of political risk strategies in relation to investing in a foreign market show 

that even if political risk is not assessed in a systematic manner, political risk analysis in some 

form is integrated into the investment decision-making, and although companies use a 

pragmatic approach to deal with political risk and the political environment, they do manage 

political risk. This research also shows that “political” is important to foreign investors, and 

indicated that it is so in more ways than just in terms of political risk. If in fact “to a large 

extent the problem can only be solved by the individual firm” (Kobrin 1981:266), then 

research could focus more on how corporations have solved the problem, and on the “foreign 

policy of multinational corporations”, and less on finding a solution for them. However, as 

long as sensitivity surrounds political risk management and corporate political strategies and 

activities, the confidentiality issue seems a major obstacle. Still, “this is obviously a fertile 

field for academic research” (Kobrin 1981:266) and this exploration will end by suggesting 

where further research can be done.

A theory on political risk?

A basic requirement is that a theory should be abstract enough and include sufficient variation 

to make it applicable to a variety of contexts related to that phenomenon (Strauss and Corbin 

1990:22). The explanations related to the low institutionalization of political risk management 

in the corporations in this study may say something about the (limited) possibilities of 

developing a theory on political risk that is applicable to multinational corporations. What this 

explorative venture into the political risk dimension of a number of Swedish multinational 

corporations involved in foreign investing has shown is that an overall appreciation of the 

environment of international business and the drivers most conducive to a rise in political risk 

is difficult. The organization is part of many interrelated political-economic environments, 

making up a whole highly complex environment, which is specific for each firm and even the 

individual manager. If political risk is not only externally driven, but also the result of the 

interactivity between the company and its environment, this adds to the complexity. The



respondents did not provide any solution to the problem other than to deal with political risk 

in a pragmatic way. Assessing political risk or assessing the significance or degree of impact 

of political risk weighed against the likelihood of political risk occurring was not done 

through a scientific exercise, but mainly an intuitive process based on various data, 

experience and subjective estimates, and information exchange with different parties. This 

intuitive process is difficult to replicate. It seems a theory on political risk would also require 

not only a theory on how investors reach decisions, but to the extent that political risk is an 

outflow of political decisions, also a theory on how governments reach decisions. However, 

as been pointed out previously, one obstacle to a theory on political risk as well as a 

systematic study of political risk is the cross disciplinary nature of the subject. Part of the 

problem supposedly lies in the failure (sic!) of scholars in political science and international 

relations to apply their theories to corporate country concerns (Simon 1984).This study has 

suggested that analyzing how multinationals understand and manage political risk calls for an 

interactive perspective that starts from the firm and which places the multinational 

corporations within the constraints of both the dynamic international political economic 

environment and the more immediate corporate environments, but also acknowledges that the 

MNC influences its environment and interact with other business actors as well as 

governmental and non-governmental actors within its international business environment, that 

the MNC is a political economic actor part of its external environment and interactive with its 

environment through different power relationships and political action. Acknowledging the 

role of the firm in the formation of political risk may contribute to understanding the political 

risk context of a firm, and also how the impact of investment decisions may result in conflict 

with government or other stakeholder values and interests and result in host-government 

intervention or NGO intervention, which suggests that political risk is not only about profit 

and loss in business tenns, but also about risk in terms of values sought by individuals and 

society through political and economic organization and also the related distribution of risks 

and gains. Where to go from here will be left to other students.

Avoidance and exit due to political risk

As mentioned, for this study there was little information to be obtained on avoidance 

decisions. There were no avoidance cases due to political risk and no situations reported 

where the results of a political risk analysis had stopped an investment project. Respondents 

focused less on risk avoidance in relation to political risk and more on risk taking and risk 

acceptance. Swedish managers seem willing risk-takers, provided market opportunity exists,



portraying themselves as guided by a high risk-high return philosophy. The withdrawal 

decisions that were discussed in the interviews were characterized by respondents as market- 

determined exits. There were no cases of wrong investment decisions due to inadequate 

political risk assessment, and no disinvestment or withdrawal decisions taken in response to 

political risk. Such decisions would provide important information as to what constitutes 

political risk and the management of the same and under which political circumstance 

multinationals withdraw their investments. This study has thus identified an important area 

for further research. An alternative way to interpret this is that political risk is in fact not a big 

problem and given that political risk situations occur, companies interviewed managed to deal 

with these occurrences using the political risk strategies described in Chapters 4 and 7. This 

would suggest that although political risk may be a conceptual or methodological problem, it 

does not necessarily mean it is an operational problem, which in turn would suggest that the 

business case for systematic political risk analysis is weak.

The role of information

Due to the lack of established systems for assessing political risk, emphasis was put on the 

role of information rather than how information is processed. Managers working for 

organizations in a relatively dynamic environment are expected to spend a greater amount of 

their time acquiring external information than are managers working for organizations in a 

relatively stable environment.169 This is probably true. Information about the political 

environment can help investors to convert uncertainty to risk, which is at least potentially 

measurable, insurable and avoidable. At the very least, the more relevant information one has, 

the more useful becomes one’s subjective evaluation of uncertainty.170 Another common 

assumption is that information is costly and hard to acquire. However, lack of information 

was not a problem for the Swedish managers in this study. Respondents complained about 

information overload and the difficulty of sorting out the relevant information. At least in 

part, they solved this problem by engaging in information exchange. Although it was not 

possible to obtain any detailed information on the information exchange process, the motives 

for using information exchange, where continuous evaluation of information and strategies is 

made possible through the feed-back in the exchange, seemed to be to target drivers of 

political risk in the business environment as well as to provide guidance and opportunities on

169 Schoderbeck et al 1998:221-21
170 Root 1968, Haende! and West 1975, Rummel and Heenan 1978, Pfeffer and Salancik, 1978, Oxelheim 1998, Palmstierna 
1998



how to influence political control and risk. This could be interpreted in terms of 

organizational intelligence, which was defined in Chapter 2 as the ability of the organization 

to "recognize the need for control of an external factor, as well as the ability to devise the 

appropriate influencing strategy" (Schoderbek et al, 1998:22). Information exchange was also 

used to “balance” information related to the company, which suggests that there is a 

relationship between not only the company’s characteristics or actual behavior and political 

risk, but also between the information the government has about the operations and activities 

of a firm or industry and political risk. This relationship and the role of information could be 

further explored.

Other governmental actors

The home-government and intergovernmental organizations or efforts as sources of risk were 

absent in this study. None of the respondents mentioned any of these actors in relation to 

political risk. However, the different developments discussed may render the multinational’s 

global business activities more susceptible to political risk in the home country. The OECD 

countries have made a commitment to safeguard and follow-up on how companies in their 

respective countries are living up to the OECD Guidelines. To the extent that the 

multinational corporations will not live up to these expectations, their home-government may 

assume a new intervention role through different measures, ranging from “name and shame” 

to regulation. Swedish multinational corporations are at least to a certain degree expected to 

live up to the social and political goals deemed important by the Swedish government and 

also follow interstate guidelines on multinational corporative behavior. ”The Swedish 

Government acts forcefully ... to pursue good behavior of Swedish companies all over the 

world”. 171 As mentioned above, this is monitored for example through the Swedish OECD 

Contact Point and the Swedish Partnership for Global Responsibility. Other efforts have been 

multistakeholder dialogues. One such dialogue was a seminar on “The Role of the Private 

sector in Conflict prevention” in May 2002, where the Swedish Partnership for Global 

Responsibility and SIDA invited Swedish companies and NGOs to clarify the roles 

governments, companies and civil society organizations can play in engaging the private 

sector in conflict prevention, a seminar that attracted more NGOs than corporations. So far, 

CSR been accomplished through the self-regulation principle but there is a chance that the 

present self-regulation will develop into law. A step in the direction of legal accountability is *

*7 ' Hultgård, Svenska Dagbladet, 30 October 2002.



the UN Human Rights Norms for Business adopted in August 2003 by the UN Sub

commission on the Promotion and Protection of Human Rights.

Political activity

The actual significance of the political role of MNCs cannot be determined within the scope 

of this study, but is obviously an important area to investigate further and hopefully this 

research will pave the way for more thinking and research. Drawing conclusions in relation to 

the last research question about the political role of Swedish multinationals raised a number of 

questions, which could be further researched. It also made evident the lack of evidence 

pertaining to the political relations and political activities in Swedish MNCs. As was 

described in Chapters 3 and 4, political relations were considered very important and the best 

way to influence political risk. It was suggested there and in Chapter 7, that relations will be 

formed for any issue in any context that is deemed relevant to control. This was particularly 

important in order to create long-term stability in relation to entry terms and operations. The 

lack of empirical evidence in this respect constitutes a big void. The main source of evidence 

available was the respondents’ confirmation that they engage in political activity and 

networking and the only additional evidence to support the importance of these relations were 

a few business plans. These documents did not include any detailed descriptions of the types 

of political activity companies were engaged in. None of the companies was willing to give 

any detailed descriptions of the nature and procedure of their political connections in the 

different investment phases. Provided enough information was revealed, a more systematic 

comparison between Swedish multinational companies in terms of political action would give 

more insight into the political role of Swedish MNCs.

Standardizing

That political risk is perceived as a non-issue in the OECD area raises many questions. One is 

how values affect country assessment and the political effects of this. How much is “the more 

a country resembles and applies ‘Western’ values, the lower the perception of political risk in 

these countries’’ a projection of the OECD political economic model on to other societies? An 

actor that may play an important role here are the rating institutes. That political risk is only 

an issue outside the OECD area was the opinion of the Swedish Export Credit Agency EKN 

and other actors as well. (See Appendix 1 ) This actor provides country risk ratings. Even if 

the value of these ratings were limited according to respondents, apparently these country risk 

ratings and others are consulted from time to time, when there is a need for “objective



assessments”. The power and role of the rating agencies in terms of “standardizers”172 is 

interesting. Rating agencies provide standardized country risk ratings and/or country reports, 

and as such presumably have a role in the formation of perceptions on political risk when 

setting standards for what constitutes a politically risky country. In “producing unbiased 

information” and “pulling together everything you need to know about a country in a single, 

convenient and consistent format”, following “a standardized structure” covering “typical” 

factors, these private actors set standards for what political risk is. These standards have an 

impact on how countries are perceived in terms of political risk and may affect the ability to 

attract investments. Upgrading and downgrading can have great effects on portfolio 

investments in particular. For direct investments, a low rating does not necessarily mean 

investors avoid that particular country, for some it might present an opportunity to bargain 

with the country's government to receive subsidies or special treatment in return for bringing 

in investments. However, more than one EKN respondent mentioned that countries that 

receive bad rating have reacted negatively. The reactions of countries associated with bad 

ratings point to the “power” of these ratings. The quantitative country risk assessment model 

CRAM used by the Swedish Export Credit Agency EKN was developed by the Country Risk 

Experts (the sub-Group of Country Risk Experts) of the different official Export Credit 

Agencies (ECAs) of the OECD member countries participating in “the Arrangement on 

Guidelines for Officially Supported Export Credits”. The project started in 1992 within the 

European Union and in 1994 it was enlarged to the Participants to the Arrangement. It was 

finalized in September 2000. The agreement is a consensus between the OECD member 

countries on how to assess over 150 countries in the world. The model is applied regularly to 

these over 150 countries, but excludes those OECD countries that are classified “high- 

income” by the World Bank. During the ECA discussions, Sweden emphasized the issue of 

transparency, with the aim of reaching an agreement among the participants on publicizing 

the results of the CRAM assessments. This openness was discussed repeatedly as not 

everyone agreed. The main argument against was that it is “too political” and that having their 

bad rating made public as well as being downgraded publicly was a sensitive issue for many 

countries - inflicting negatively on national pride and credit worthiness. However, the ratings 

have now been publicized and can be found on the OECD webpage.173

172 See Brunsson and Jacobsson 1998
173 www.OECD.org



A standardization process evident in multinational coiporations concerns corporate 

social responsibility or CSR. One driver behind this process is the pressure on MNCs to adopt 

codes of conducts and CSR policies through dialogue, name and shame and boycotting 

campaigns, lobbying, shareholder pressure, normative pressure, regulatory pressure etc. These 

codes and policies and the extent to which companies live up to them, are being scrutinized 

by NGOs, governments and investors, and through social auditing standards addressing the 

obligations on companies to abide to national law and respect international instruments. 

Another important driver behind the standardizing process is that CSR facilitates entry into 

new markets as well as operations abroad.

Most likely the complex link between CSR, political activity and political risk will 

become more obvious for companies, whether they like it or not. As will the global nature of 

political risk. It is difficult to believe, against the background of world developments, that 

“the old thinking” about political risk has not changed or will not change.



Appendix 1

Many respondents referred to the Swedish Export Credit Agency’s (EKN) definition of 

political risk and bank’s definitions of political risk. EKN, banks and rating institutes have not 

had a big role in this study, other than that respondents referred to their political risk 

definition and ratings. If this study had focused on export business instead of foreign 

investment, the results would probably be different. Most likely emphasis would be on 

macroeconomics and there would be more evidence of organizational routines and systematic 

political risk assessment procedures. Political risk would be linked more to the payment 

ability of countries and managed through financial solutions and through public and private 

political insurance. As was pointed out in the concluding chapter banks and rating agencies 

provide standardized country risk ratings and/or country reports. They may thus have a role in 

the formation of perceptions on political risk. However, these actors also grapple with the 

semantic problem of political risk.

SEB

One bank interviewed, SEB, has an established country risk analysis department, specializing 

in political risk assessments and has developed their own political risk assessment model. The 

political risk analysis is well implemented in the decision making process of the bank. At the 

time of the interview, there were four analysts at the bank's country risk analysis function. 

Today this function has been slimmed. There is no political analyst. The country analysts 

focus on macroeconomics and political, economic, and financial factors and trade. The 

country analysis reports produced are available to the bank corporate customers, including 

their direct-investment customers. According to the head of country risk analysis174, there is 

no one definition of political risk. Country risk per definition refers to the risk of a country not 

being able to meet its foreign debt obligations and a concern for financial institutions making 

loans in foreign countries and this can be measured. But country risk so defined is not 

considered highly relevant for investments. For ”physical investments” the head of country 

risk analysis defined political risk as actions initiated by the authorities in a country; war, 

violence, legal system and tax system. The definition does not include industry related risks or 

environmental risks. The head of country risk analysis said that the meaning of political risk

174 Respondent 14.2



has changed because of the withdrawal of governments, privatizations, the fall of communism 

and globalization. Political risk and country risk is used interchangeably and refer to the risk 

caused by economic as well as political factors and the rationale behind not separating 

political and economic risk conceptually is that the factors that cause the risks in reality are 

interdependent. The operational definition of political risk is the inability to handle currency 

parity and if this inability will lead to payment inability for a government or for business. The 

main concern of the bank used to be transfer barriers, but this has changed due to convertible 

exchange. For a country to solve its cash flow problem with initiating transfer barriers is not 

an option to day, instead the risk will manifest itself in the form of private bankruptcies or 

possibly a governmental payment crises. To the bank, political risk pertains foremost to 

currency area or monetary regions.

“If you look at the country risk of China: there you have two currency areas and as long as Hong
Kong and China have different currency you have different kinds of risk.”

The European Union is used as an example where political risk became a non-issue for the 

member countries as they entered the same common monetary union and their respective 

governments no longer could use transfer barriers, depreciations or other activities related to 

the currency. Political risk is separated from commercial risk. Commercial risk is defined as 

counterpart risk. However, in countries with convertible currency, the political risk or country 

risk is expressed as commercial or counterpart risk as an economic crisis might result in 

payments difficulties for the individual firm. This means that the bank analyses their 

counterparties and place them within a country context. An important part of the analysis is to 

decide where the political risk context is, which in some cases with complicated ownership 

structures or many different geographical exposure areas, may be difficult.

“Political risk has become more complicated as a result of the globalization process.”175

The main objective of the political risk analysis is the same as twenty years ago: to reduce the 

risk of loosing money on bad credits. Twenty years ago the input (the variables) and the 

output (the risk assessment was well defined, but the method of analysis very diffuse. Today 

the analysis has become more systematic and structured, organizationally as well as 

methodologically, and the information base has developed in both quantitative and qualitative 

terms. To lower the degree of subjectivity of the political risk analysis, the analysis has

175 Rutger Palmstiema, SEB



become more structured and currently a checklist system where 30 factors are graded is used. 

However, it is still not possible to make specific predictions or accurately calculate the 

probability, according to the Head of Country Risk department.

The development of a new system has been a long-term process, which began in the 

1980’s. Then focus was on economic factors. The present method was introduced in 1996 

and includes a combination of quantitative and qualitative factors: within the areas political, 

the institutional and financial systems and economic policy. The model is based on a 

combination of hard and soft values, altogether 30 factors. The soft values are grouped under 

political stability, economic policy, and the financial system. The hard values include 

economic growth, balance of payments on current account, and access to capital, foreign debt, 

capital inflow, reserves. It departs from macroeconomics but takes a wider approach. 

Adjustments were done after the Asia crises; more emphasis was put on the role of the 

financial system.

The analysis is guided by the following formula: r= m + c2. “c” stands for cash flow 

and answers the question does this country have money, and it is important that they do, 

especially in the short-term, which is why it is squared to 2. “m” stands for management and 

answers the question can they manage the money? If you break this down into operative 

terms, management is the political situation, the political institutions in a country, the 

financial system. Questions asked are: is the political situation in the country fairly 

predictable? Is the institutional framework functional, is there a large income gap, social, 

ethnical or religious antagonism that may influence the economic policy negatively, is the 

current economic policy poor, can the financial system handle flows efficiently; can it 

mobilize and allocate savings to efficient users? The product of the analysis is a risk category, 

a limit and business policy indicating which type of instruments one should use. There are 10 

risk categories. Each category defines which type of transactions can be done, which 

instruments, maximum exposure and volumes. The categories are updated annually or more 

often if necessary. The currency area is decisive for determining country risk category. Again, 

all EMU countries are placed within the same country risk category since they belong to the 

same currency area: category 1. Hong Kong is placed within one category, China in another 

higher category. A country is first analyzed and then presented to the Country Risk 

Committee. The Group Credit Committee then approves the designated country risk category.

The bank uses mainly external information. Information is gathered via the Internet 

and through statistics, reports and analysis from external consultants. The most important 

source of information is Institute of International Finance, International financial statistics



from IMF, IBRD, Oxford Analytica, Economist Intelligence Unit, Eco-vin; statistical 

information from Hansson & Partner, various rating institutes. In addition, CNN, Reuter, 

BBC, and is mentioned.

“The statistic information base has changed in a profound way - due to the fall of the Berlin wall, 
the collapse of the Soviet system, the technical development and the demand of the international 
capital markets of improved information.“ U6

Limited discussions between colleagues and other analysts take place.

“But there are no more lunch discussions. Because of the structured analysis, gossip is less 
relevant; you cannot put that kind of information in a larger perspective or context. You need to 
weigh politics and economics against each other - the subjective input has been reduced." 177

The Swedish Export Credit Agency

Head of the risk department at EKN confirms the semantic confusion surrounding the concept 

of political risk. EKN does not play a significant role for investments today. EKN issues and 

grants mainly export credit guarantees. They have an investment guarantee product for 

insuring against political risk, but the demand has been very low. (See below) However, some 

companies in this study use EKN export credit guarantees for their export business activities 

and respondents often referred to EKN as their country ratings and assessments were used as 

indicators, confirmation and support in relation to direct investments as well. EKN tries to 

establish the term “country risk” instead of political risk, since the risk situation today is 

different and more complex compared to only five years ago and country risk analysis better 

describes the type of risk they deal with.

“...in other words that something changes in a country due to political reasons or in the economic 
policy, which also is politics - different variables or external changes, changes in trade, the macro 
economic situation of the country..

According to EKN, separating political risk from commercial risk can be tricky. Whereas 

political risk is related to the country of the counterpart, commercial risk is related to the 

counterpart. In both cases, the source of the risk can be political. Political risk sometimes spill 

over into the profitability of a commercial project, and the assumptions made at the outset of a 

project are changed completely due to political changes in a country. The company believes * *

'77) Rutger Palmstierna
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that this is a political risk situation, seeing where the risk emanates from, but according to 

EKN.

“The difference between political risk and commercial risk is not from where the political risk 
emanates, but whom and what it affects. Focus is who is not paying and why. A transfer barrier is 
considered a political risk. If we are dealing with a firm that is not able to meet its payments, we’re 
dealing with a commercial risk, even if the reason might be that the country in question has 
depreciated or political instability has occurred.”*^

Previously the buyers or business partners were primarily governments, which meant 100% 

state guarantees, meaning that if political risks materialize, the host government would bear 

the economic loss rather than the company. The political risk was in this sense stabilized. The 

main political risk was then transfer risk - that the government would cancel all its payments 

and no money could be transferred out of the country. However, because of the many reform 

programs that were initiated during the 1980’s, and where privatization processes have been 

an essential element, the governmental buyers have been replaced with private buyers or 

commercial entities. In addition, most countries have floating currency today, which means 

that the currency adapts and countries no longer can claim that they have run out of currency 

or that they need to cancel their payments. Instead, countries today depreciate, which is a 

commercial risk.

”Because of the macro economic situations in most countries -floating exchange etc, countries no 
longer claim that they have no more currency to transfer or that they need to cancel their 
payments..”* 180

EKN uses political risk analysis for deciding whether EKN will accept a guarantee or not and 

for monitoring a transaction. EKN classifies each transaction according to the level of 

political and commercial risk involved. EKN has a narrow definition of political risk when 

determining what their export guarantees cover - “much more narrow than what some of our 

customers maybe believe they are covered for “,181 EKNs definition of political risk is: “The 

risk of non-payment or otherwise insufficient fulfillment of the contract due to events such as 

war, natural catastrophe, moratorium or other measures taken by a foreign authority that 

prevent or delay the fulfillment of the contract.“ Commercial risk is defined as “the risk of 

failure of the debtor to fulfill a contractual obligation or to effect payment in accordance with 

the export contract or loan agreement, for reasons of insolvency or otherwise.” Eight risk

Rutger Palmstierna, SEB
180 Eva Cassel, EKN
181 Eva Cassel, EKN



categories are used for political risk, 0 to 7. Category 7 represents the highest political risk 

and 0 represents the lowest risk and those countries for which no minimum premium levels 

have been established within the OECD; mainly high income countries. Commercial risk is 

categorized according to A-F.182 *

According to their general conditions, EKN will only indemnify the political risk for 

the following event: that money cannot be transferred out of the country due to government 

intervention. Ten years ago, almost all indemnities were due to political risk. During the 1982 

debt crises and onwards the Mexico crises, when countries cancelled their payments, EKN 

had numerous indemnities due to transfer risk. Today, EKN have few typical and 

unambiguous political risk cases, the situations that occur result in mainly commercial risk 

today, not political risk. The challenge for EKN has been to answer the question what exactly 

constitutes a loss that is political or social in its origins and not commercial. The situation in 

Turkey 2000 was a case in point.

“The problems in Turkey today for example - these are really what is normally referred to as 
politically issued problems, with a prime minister and a president who cannot agree and a weak 
coalition which makes it impossible to pursue the kind of politics one would have to in order to 
have the confidence of the international financial market and in order to manage loans and debts, 
instead the result is a speculation bubble and they had to let the currency float and then it 
depreciates with 30-40% within a few days... and irrespective of a strong management and large 
market share the political emanated crises spills into the operations of business...and the 
confidence of Turkey is being undermined within a couple of days. There are a number of 
companies that have only insured themselves against political risk and believe this is political risk 
and political events, but from our perspective we can only take action if they also have insured 
themselves for the commercial risk.” I82

The Asia crisis was a turning point for the field of political analysis for EKN.184 The basic 

lesson was that economics and politics no longer could be considered separately and that 

political stability depends on a sound and stable financial system. The interaction and 

interdependence between actors - the companies and banks on the national, regional and 

international levels, and how effectively and quickly any event spread between the actors on 

these levels became obvious. The crises led to a réévaluation of which factors were important 

to include in the risk assessments. Among the factors that became more important were: The 

financial system: considerations included the transparency of the system - private means less 

transparency; ownership structure, is it private/state; the banking system; the existence of 

strong institutional framework (ministry of finance, supervising authorities); the central bank

l82 EKN Publication: Garanterat, News from the Swedish Export Credits Guarantee Board, No 4, 1999.
184 Eva Cassel
184 Eva Cassel. Lena Rooth



- independent or politically governed; the existence of strong judicial institutions. The 

institutional framework: strong or weak? Political reforms: ambition and ability to follow 

through on reforms. The involvement of multilateral organizations was also a factor.

The country risk assessment method has changed as well. The monitoring of economic 

and political factors is now done in a more continuous and systematic way than before. 

Previously, country risk was assessed and revised a few times per year; today these revisions 

are done more frequently. The question of how to improve predictability even further is 

frequently discussed by the EKN Board of Directors. The competition has increased - the 

number of private insurance companies covering political risk has increased. The risk 

analysis of EKN is based on a quantitative country risk assessment model - the CRAM. The 

CRAM model is a consensus between the OECD member countries on how to assess over 

150 countries in the world. The aim of the quantitative model is to assess whether a country 

will service its external debts. The model is applied to 152 countries, and does not include the 

OECD countries that are classified as “high-income” by the World Bank. The annual 

assessments are done in four batches. CRAM comprises economic data, approx. 50 variables, 

and results in a rating. This rating can then be modified by a qualitative (subjective) analysis 

of political factors, such as the credibility of and confidence in a government. The facts are 

thus modified by soft values. The areas that EKN study and analyze when assessing country 

risk are the financial sector, economic factors, political factors, payment ability. The principle 

recommended for country risk assessment within the OECD ECA group is that no source of 

information is to be excluded a priori and that all sources of information have to be looked at 

critically to test their validity. A hierarchy of the data sources is suggested though. In general, 

data of the IMF185, World Bank186, OECD187 and BIS are at the top of the list. Other sources, 

e.g. national official data or private sources such as Institute of International Finance, and 

Economist Intelligence Unit are useful to fill in lacking data or comparison. In addition, visits 

and local presence are valuable information sources. A large network is important for 

information acquisition and early warning. Knowledge within the OECD has increased and is 

shared among the OECD countries.

18^ Confidential country Staff Reports; International Financial Statistics; Balance of Payments Statistics Yearbook; World 
Economic Outlook.
186 Confidential Country Reports; Country Briefs (published as Trends in Developing Countries); World Development 
Report; Global Development Finance (Debtor Reporting System); World Bank Atlas; World Development Indicators.
187 External Debt Statistsics (Creditor Reporting System, together with BIS); Geographical Distribution of Financial Flows 
to Aid Recipients, Country Reports.



EKN Investment Guarantee

EKN offers an investment guarantee since 1968. This product has, however, been in very low 

demand and in order to determine whether to keep this product, EKN initiated a study which 

resulted in a report issued in July 2001.188 The changes that are given in the report to explain 

why the current investment guarantee is not in demand coincide well with the opinions that 

were given by many Swedish multinational corporations interviewed in this study as to why 

political risk is considered a non-issue today: The foreign investment pattern has changed - 

motives for investing and the investment process have changed; The concept of investment 

has become wider; The means of financing foreign investments have changed: The risk 

picture has changed. In addition, the report concludes that the risk analysis in the companies 

is inadequate. Prior to the current revision, the guarantee has been reviewed twice, in 1987 

and in 1991. The new conditions for foreign investment that have developed since then, the 

new type of financing and the low demand for this type of guarantee are the reasons for the 

new reappraisal. At the annual World Bank meeting in 1985 it was decided that a multilateral 

investment guarantee system was to be established, MIGA. The Multilateral Investment 

Guarantee Agency (MIGA) of the World Bank of the World Bank Group provides political 

risk insurance. The Swedish government decided in March 1987 to sign the MIGA 

convention. In response to this decision and to the frequent requests put forward by the 

International Council of Swedish Industry, EKN was commissioned to appraise the 

investment guarantee system and the possibilities to conform the system into a complement to 

MIGA. EKN recommendations resulted in a government proposal (prop. 1986/87:98), and 

the new guidelines were then accepted by the Swedish parliament (NU 1986/87). The new 

guidelines were motivated by the fact that the operations of Swedish companies were 

becoming more and more internationalized requiring that more foreign investment were 

made. The investments were often subject to political risks. The government found it 

reasonable to guarantee these risks within the investment guarantee system. The system was 

hereby changed to a “national interest system”, serving the Swedish socio-economic interest. 

The new guidelines were much the result of dialogue between three intermediary actors - 

EKN, Swedish Trade Council, and International Council of Swedish Industry. The second 

revision was done in 1990/91 in response to the transitions taking place in Central and Eastern 

Europe and the former Soviet Union, with the old planned economies collapsing and new 

markets emerging because of the political and economic transitions taking place. During the

^88 "Om inte avveckling så utveckling - översyn av EKNs investeringsgarantier’', by Henry Tham, July 2001.



Cold War, the political risks of concern were confiscation, expropriation, nationalizations and 

transfer risks. This changed after the end of the Cold War. In 1990/91 the system was 

enlarged to encompass the “transition risks”, since the investment climate of the transition 

economies was hardly favorable. In 1993 the BALTRAMEN was established within EKN 

Investment and export- guarantees. It was an initiative from the Swedish government to 

facilitate investments in the Baltic states. There were economic as well as political reasons 

behind this initiative; market access and also promote political stability and development. 

There are no international agreements regulating the investement guarantees. The OECD 

consensus mies, which rule the export credit gurantees, does not generally apply to 

investment guarantees.

For EKNs Investment guarantee the following applies. Investment guarantees have to 

serve Swedish socio-economic interests.The investments should be sound and beneficial to 

the growth of the host country; i.e. Sweden. Guarantees are granted primarily to Swedish 

companies in Sweden and apply to investments in all countries, provided the risk situation is 

acceptable. Guarantees are not granted to those countries where serious and recurrent 

violations of human rights occur. The guarantee only covers loss resulting from political 

events. “Political events” applies to the following: nationalization, expropriation or similar 

action by the host government or its bodies; breach of contract between the guarantee holder 

and the host country; instability and a weak institutional framework due to political and/or 

economic changes in the host country which so severely impairs the conditions for the 

investment that the investment or return on investment is subject to loss; complete or partial 

damage to the investment due to war, internal conflict, natural disaster or other extra ordinary 

event in the host country; that host country unexpectedely introduces foreign exchange 

regulations which prohibits the remittances of transfer of invested capital.

Other types of loss that occur as the result of political actions regarding regulations 

and taxes are not covered by the guarantee. No final decision has yet been made regarding the 

Investment Guarantee.

Swedfund

One of the companies interviewed had used Swedfund. Swedfund is a risk capital company, 

owned by Swedish state. The overall objective of Swedfund is to contribute to the 

development of viable companies in developing countries and Central and Eastern European 

countries while promoting the interests of Swedish business. This is done through venture 

capital investments in the form of equity or loans and primarily in relation to direct



investments. In addition to reducing their financial risk exposure, access to political authority 

is a motive for companies to involve Swedfund:

“Being state owned we have other channels, we can use the embassies and diplomatic means to 
influence and also to deal with bureaucratic problems... in the case of North Korea for example, 
the company in question wanted us as partners because we were state-owned and Sweden had had 
an embassy in North Korea for many years, they saw it as politically advantageous to include 
us...” 189

Swedfund also promotes sustainable development and investments are classified in 

accordance with the environmental guidelines of the World Bank. Swedfund further follows 

'‘the principles of best practices, good governance and transparency in its investments. This 

position could mean refraining from investing in certain companies or countries.” * 190 

Swedfund can invest in practically all developing countries with a GNP per capita below USD 

5300 and all countries in Central and Eastern Europe. The portfolio consists of some 60 

companies in 30 countries, mainly in Africa and Central-and Eastern Europe.

All investment decisions are based on commercial principles. To assess whether an 

investment is commercially viable all investment proposals undergo a screening process and 

for this purpose, a three-page screening checklist is used. The check list is divided into five 

sections: the investment object; the strategic partner; the local partner; the responsible 

Swedfund investment manager’s assessment of the project; control of general criteria which 

includes whether the project involves technology and know-how transfer, is socio-economic 

motivated and environmental impact. Risk concerns are dealt with under the investment 

manager’s assessment of the project as is the roles of Swedfund in the proposed project. The 

roles of Swedfund could be financial and risk sharing, operator/initiator in certain situations 

such as legal problems, financial engineering and reconstruction, board positions, contact 

agent and relations manager, and mediator. The assessment includes strengths, weaknesses, 

and the following risk factors: partner risk, technical risk, financial risk and country risk and 

possible ways to mitigate or manage the risk. Political risk is important in the pre-investment 

phase, and can be a decisive factor for a go or no-go decision, but as the Director of 

Investment Operations says:

“we are special in that taking political risk is part of our mission, we are to co-finance investments 
in countries with a high level of political risk, where local banks can only provide short-term loans

*89 Kurt Karlsson
190 Annual report 2001



and international banks are not interested in co-financing, and Swedish companies see 
opportunities, but want to share the risk- that is the focus for our business activity.”1®1

The perceived high risk of these countries is based on factors such as poor legal framework 

and judicial system and practices, slow and ineffective bureaucracy, sometimes coupled with 

corruption practices. Swedfund is ready to take political risk if it is reasonable. However, for 

Swedfund emphasis is on commercial risk. Swedfund does not have a definition of political 

risk and does not assess political risk systematically or methodologically. Since the beginning 

of 2000, EKN has supplied country risk reports to Swedfund, which are used by them as basis 

for their decisions on investment. In addition, the Economist Intelligence country reports, 

Swedish embassies, the database Lexis Nexis provide sources of information and risk 

assessment ratings and reports. Field investigations may also be undertaken at times. For 

larger investments, Swedfund undertake shallow due diligence reports where risk is included. 

Political risk is incoiporated in a more general risk perspective.

“Political risk is not a big issue. We seldom discuss it... only under very special circumstances do 
we discuss political risk, but there is not very much you can do about it. It’s more about which 
business opportunities there are, the tougher the circumstances, the fewer competitors and the 
larger the chance to obtain a large market share, as in North Korea or Lundin in Sudan...but 
companies want to have return on their investments of course...and it must be possible to transfer 
money out of the country”.191 192 *

Factors important in relation to this are taxes, regulations, and non-convertible exchange. The 

board takes the final investment decision.

“When it comes to more sensitive countries, where it may be politically uncomfortable for our 
owner the Swedish Ministry of Foreign Affairs, we of course check with them at an early stage.”
193

As for managing political risk, Swedfund uses no particular strategies.

"Manage? What is there to manage? Once you’ve invested you're stuck and all you can do is keep 
your fingers crossed.” 194

Swedfund uses no political risk insurance and the reasons given were that it was too 

expensive, EKN is closed for countries with high risk, and MIGA is not an option either. One

191 Kurt Karlsson
192 Kurt Karlsson
191 Kurt Karlsson
194 Kurt Karlsson



way to influence and control their investments is through taking board positions in the 

companies in which Swedfund invests.
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