


Operating risk in emerging markets

About this research

The Economist Intelligence Unit surveyed 177
executives around the world in October 2006 about
their attitudes to operating risk management in the
context of emerging market investments. The survey
and paper were sponsored by ACE, IBM and KPMG.
Respondents represent a wide range of industries
and regions, with roughly one-third each from
Asia and Australasia, North America and western
Europe. Approximately 50% of respondents
represent businesses with annual revenue of more
than US$500m. Ninety-one percent of respondents
have influence over, or responsibility for, strategic
decisions on risk management at their companies.
Our editorial team conducted the survey and
wrote the paper. The author was Alasdair Ross and
the editor was Rob Mitchell. The findings expressed
in this summary do not necessarily reflect the views
of the sponsors. Our thanks are due to the survey
respondents for their time and insight. We would
also like to thank Riskcenter for its assistance in
conducting the survey.
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Executive summary

Key findings from this research include the following:

@ Astrengthening of emerging market
investments. In the past three years the vast majority
of companies that already invest in emerging markets
have deepened their investment in this area. Seventy-
nine percent of respondents reported an increase in
investment, 14% expected their level of investment to
remain the same and only 7% reported a decrease.

@ Amore favourable risk/return ratio. As well as
deepening their investment in emerging markets,
respondents are also boosting the time and resources
dedicated to risk management, with 66% reporting
either a slight or significant increase. Fifty-five
percent of respondents think that the risks associated
with investing in emerging markets have increased in
the past three years, but a slightly greater proportion
(64%) report that the rewards have increased. In
other words, respondents appear to think that the
risk/return ratio is becoming more favourable.

@ Many companies do not adopt a formal approach
torisk. Although there is a clear recognition of the
importance of operating risk in emerging markets,
with the stability of the political regime identified as
the single biggest threat, many companies still lack a
formal process for assessing and managing such risk.
Just 49% say that their company has a formal process
for integrating political risk management into their
investment process.

@ Risks force the cancellation of investments.

Concerns about political risk have forced 65% of
respondents to cancel planned investments in
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emerging markets, which suggests two important
points: first, that these markets remain highly
volatile; and second, that the due diligence processes
of those questioned are fairly robust. More worrying
is the finding that 26% have cancelled existing
investments because of concerns about political risk.
As well as indicating that these markets are subject to
sudden upheaval, this finding could also demonstrate
that, in some cases, investments are being made
without assessing the true risks, or that companies
are not spending enough time on ongoing risk
management of existing investments.

@ Companies consult widely outside the company.
Respondents favour political and economic analysts
as the main source of intelligence regarding operating
risk in emerging markets, with 53% consulting the
former as part of their risk management processes and
66% consulting the latter. Contacts in other companies
are another important source of information, cited by
47% of those surveyed, while 40% consult the host
government. This finding illustrates the importance
of two types of risk information: independent,
quantifiable data; and more qualitative information
built around relationships on the ground.

@ Fewer than half of respondents perform an
ongoing risk assessment. For most companies the
risk management effort is concentrated on the period
when an investment opportunity is being considered.
Eighty percent consider political and operating risk
as part of the due diligence process, while only 44%
monitor and manage risk on a continuous basis

once the investment has been made. Given the fast-
changing and volatile environment that characterises
emerging markets, this absence of ongoing risk
assessment is a worrying finding.



Introduction

In the 25 years since the phrase was coined, emerging
markets have seen mixed fortunes. Shaking off

their status as junk-level exotics after the inflation-
wracked 1970s and 1980s, they attracted attention as
a high-risk, high-return asset class in the 1990s, as
deregulation and privatisation brought an explosion
of opportunity for investors.

A new bout of instability as the millennium came
to an end served as a reminder of the link between
risk and reward, with a succession of currency crises
sounding uncomfortable echoes of earlier times. A few
years further on, those echoes have faded; emerging
markets have stabilised and entered a period of steady
growth.

Healthy growth rates in the developed world, and
in resource-hungry China, have driven up prices for
the commodities upon which many emerging markets
still depend. This has helped to assure a healthy
balance-of-payments position and a comfortable
foreign reserves cushion in central banks. At the
same time, a huge amount of liquidity has flooded the
international capital market, driving down the cost
of finance and driving up the appetite for risk among
corporate officers.

Emerging markets are safer, but the degree
to which country risk has disappeared from the
international bond market, reflected by the wafer-
thin spreads on emerging market sovereign debt, is
out of proportion with the improvement in economic
fundamentals. These remain volatile markets
where economic uncertainty can have a sudden and
dramatic impact on the fortunes of foreign investors.
In addition, and in spite of years of structural
reforms, emerging markets remain prone to age-
old vulnerabilities: corruption; weak government
institutions; unreformed financial systems; patchy
legal and regulatory regimes; and restrictive labour
markets.

Thus, although emerging markets look a
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considerably less risky bet today than five or ten years
ago, itwould be foolhardy to believe that the days of
volatility have ended for good. Emerging market risk
has not gone away. Indeed, because of the growing
interdependence of the emerging and industrialised
economies, managing it has become more critical
than ever.

Arising tide of investment

The attraction of emerging markets as an investment
destination is clearly reflected in the findings of

the survey conducted for this paper. Among those
questioned, 79% said that their companies had
increased the amount that they had invested in
emerging markets over the past three years. Only 7%

In the past three years, how has the extent of your organisation’s
investments in emerging markets changed?
(% respondents)

Increased significantly 40
Increased slightly 39
Stayed the same 14

Decreased slightly 6
Decreased significantly 1
Don’tknow 1

In the past three years, how has the amount of time and
resources that your organisation devoted to political and
operating risk management changed?

(% respondents)

Increased significantly 25
Increased slightly 41
Stayed the same 30

Decreased slightly 3
Decreased significantly 0
Don’t know 1

Source: Economist Intelligence Unit.
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Thinking of your organisation’s investments in emerging

markets, how do you think the levels of both risk and reward

have changed over the past three years?
0,

(% of respondents) Wrewards 1 Risk

Increased significantly

n
o

Increased slightly
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=

Stayed the same

=
o

Decreased slightly
14

Decreased significantly

Source: Economist Intelligence Unit.

had seen a decline in investment.

As might be expected, this rise in investment has
been accompanied by an increase in the amount
of time and resources devoted to managing risk
in emerging markets, although the percentage of
respondents who reported a rise—66%—is slightly
lower than the percentage who reported an increase
in overall investment.

At first glance, these figures seem surprising,
because they suggest that the time and resources
that companies devote to risk management is lagging
behind the extent of their investments. This may not
be the case, however. In cases where companies are
investing in new operations or markets, an increased
focus on risk management is to be expected. A
reported increase in overall investment, however,
would also include cases where companies are
devoting more resources to existing operations,
for which there would often be no requirement for
additional risk management.

At the broadest level, however, the reason for the
rising tide of investment in emerging markets is also
clear from our survey: the risks associated with the
asset class have risen, but the rewards have increased
even more.

Fifty-five percent of respondents said that risk
had risen in the past three years, while only 25%
said that it had declined, with 20% reporting it
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unchanged. In the same period, however, the rewards
on offer in emerging markets had increased for 64%
of respondents, and decreased for only 20% (still a
notable proportion, especially given the finding that
just 7% of respondents are actually cutting back their
investments).

Politics is the biggest risk

Although most people feel they know an emerging
market when they see one, the phrase is hard to define
(see box). One widely quoted description says that
an emerging market is one where politics matters at
least as much as economics. This is because political
institutions in emerging markets tend to be weak,
and power is often captured by an unrepresentative
elite. In such conditions, the process by which

laws and regulations are drafted and applied is
easily subverted, which means that investors can
face a changeable and unpredictable operating
environment.

For these reasons, political risk management is
of particular importance for companies that operate
in emerging markets. This is reflected in our survey,
where 96% of respondents said that they recognised

Which of the following statements best describes your
organisation’s attitude to political risk management?
(% respondents)

We see political risk
management as important,
and integrate it formally into
our investment process 49

We see political risk
management as important,
and have an informal
approach to considering it
as part of our investment
process 41

We see political risk
management as important,
but lack the time, resources or
experience to integrate it into
our investment process 6

We do not see political risk
management as important,
and do not consider it as part
of our investment process 4

Source: Economist Intelligence Unit.
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How significant do you consider the following risks to be in the context of your organisation’s emerging markets investments?

(% of respondents)

Trade embargo or sanctions
9 18 18

Nationalisation of assets
16 20

Strikes/major labour disruptions
10 14

Theft of intellectual property
17 21

Failure to honour contracts
21

Bribery and corruption
24

Abrupt change in policy/ruling party
21

War/major social unrest
16 26

Terrorism
16 27

Stability of political regime in host countries
24

Economic problems in host countries
23

Source: Economist Intelligence Unit survey.

that political risk is important to their operations.
There is considerable variance, however, in the
approaches taken to manage political risk.

Only 49% of respondents said that they had
a formal process for dealing with political risk
management; 41% deal with it on an informal basis;
and 6% say that they recognise its importance,
but lack the resources to consider it at all. Given
the importance of political risk management to
the success of emerging market investments, it is
perhaps surprising that such a high proportion lacks a
formal approach to its consideration. While an ad hoc
approach at least demonstrates some commitment to
risk management, it will leave companies exposed to a
far greater level of risk than a formal approach, which
by definition implies a systematic consideration of the
changing operating environment.

When asked to identify the key operating risks
that they face, respondents selected stability of the
political regime as the main threat, with 60% citing it
as either significant or very significant. The extent of

W1 verysignificant 2 B3 4 [H5Notatall significant

24

34 24
34 25
36 26
26
18
36 28
34 28

disruption and policy shift that accompanies regime
change can vary considerably, and is likely to be more
acute in emerging markets. Consider, for example, the
difference in impact between two contested elections:
following the close-run US presidential election in
2000, the market was barely affected even though the
Supreme Court was needed to decide the outcome;

by contrast, the Czech Republic is still struggling to
overcome the failure of the June 2006 election to
produce a clear winner.

Bribery and corruption, encountered everywhere,
but especially prevalent in emerging and undeveloped
markets, is second on the list of concerns and seen as
significant or very significant by 58% of respondents.
Abrupt changes in policy is third on the list, cited by
57%, along with economic instability in the country
hosting investment, also cited by 57%. Failure to
honour contracts, a factor related to the often arbitrary
nature with which political power is wielded and to
the inefficiency and partiality of legal and regulatory
systems, is next, cited by 55% of respondents.
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Conclusion

The growing market power of the emerging economies
and their increasing integration into the global
economy will ensure their relevance to transnational
corporations for years to come. Our survey
demonstrates that companies are aware of this, and
are expending increasing resources on managing the
associated risks.

It also suggests, however, that the focus tends to
be on testing the ground for planned investments,
rather than on monitoring and managing risks to
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existing operations. This complacency is dangerous.
Volatility is a defining feature of emerging markets
and political risk will linger even as their contribution
to global trade and economic activity grows.

Companies that fail to recognise the continuous
nature of risk in emerging markets may be exposing
themselves to big losses in future. Where emerging
markets have become a critical element in an
organisation’s business model, such losses could
prove catastrophic.
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Appendix

During October 2006, the Economist Intelligence Unit surveyed 177 executives from a range of regions and industries.
Please note that not all answers add up to 100%, because of rounding or because respondents were able to provide multiple
answers to some questions.

In which region are you personally located? What is your primary industry?
(% respondents) (% respondents)
Financial services
Asia-Pacific 19 Energy and natural resources
Latin America 13 16
North America 31 Professional services
I 15
Eastern Europe 6 ——————— IT and technology
Western Europe 19 I ©
: : Education
Middle East & Africa 13 —
Construction and real estate
K
Government/public sector
. 3
Healthcare, pharmaceuticals and biotechnology
K]
Manufacturing
K]

What are your organisation’s global annual revenues
in US dollars? Transportation, travel and tourism

(% respondents) >
Agriculture and agribusiness

H:

Automotive

H:

Chemicals

[ |

Consumer goods

[

Entertainment, media and publishing
[ J

Logistics and distribution
H:

Telecoms

[}

L

$500m or less 50
$500m to $1bn 14
$1bn to $5bn 16
$5bn to $10bn 6
$10bn or more 14

o~
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Which of the following best describes your title?
(% respondents)

CEO/President/Managing director

Other C-level executive
13

CFO/Treasurer/Comptroller
12

CRO
[ 11
Risk manager

11
Head of Department

7

Other manager

SVP/VP/Director
6

Board member

4
CI0/Technology director
. >
Head of Business Unit
I
Other
. 2

Do you have responsibility for, or influence over, strategic

decisions on risk management in your company?
(% respondents)

Yes 91 Q

No 9

24

Appendix
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What are your main functional roles?
Please choose no more than 3 functions.
(% respondents)

Risk
I 56
Strategy and business development
43
Finance
I 38
General management
I 29
Information and research
I 13
Operations and production
I ©
Marketing and sales
I s
IT
I
Customer service
| [J
Human resources
I
Legal
[
R&D
. 4
Supply-chain management
| B
Other
I -
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Over the past three months, do you think the business environment has improved or worsened in the following countries or regions?
(% of respondents)
M Improved [l Worsened [l Stayed the same Don’t know/Not applicable

Canada
19 3 56
us
13 43 39
France
12 23 43
Germany
25 12 44
UK
18 27 42
Other Western Europe
18 9 51
Russia
24 29 25
Other Eastern Europe
25 13 33
China
43 12 32
India
46 8 28
Japan
39 7 37
Rest of Asia-Pacific
22 12 39
Middle East
13 59 13
Latin America
16 29 32
Overall global risk
13 42 38

In each of the following regions, are the majority of risks to your business considered to be general (i.e. likely to affect many
other companies operating in the same location or industry) or specific (i.e. relating to your organisation’s internal systems,
processes or people)?

(% of respondents)
M General M sSpecific M Don’t know/Not applicable
Africa/Middle East
51 15 34
Asia Pacific
54 22 25
Eastern Europe
a7 18 35
Western Europe
54 25 21
North America
54 30 15
Latin America
48 20 32
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Thinking of your organisation’s investments in emerging markets, how do you think the levels of both risk and reward have
changed over the past three years?

(% of respondents)
M Increased significantly [l increased slightly [l Stayed the same Decreased slightly Decreased significantly
Risk
15 40 20
Rewards
20 44 16
In the past three years, how has the extent of your In the past three years, has the amount of time that your
organisation’s investments in emerging markets changed? organisation dedicates to political and operating risk
(% respondents) management of emerging market investments changed?

(% respondents)

Incr d g ificantly 40 f g
creased signiti y Increased significa tly 25

Increased slightly 39 reased slightly 41
creast gntly Increas |Ig |y

St d t e 30
aye esame 14 Stayed the sa

Decreased slightly 6

Decreased slightly 3
Decreased significantly 1

9 y Decreased significantly 0
Don’t know 1
Don’t know 1

At which stages does your organisation usually conduct
political and operating risk management of emerging market
investments?

(% respondents)

Prior to making the investment as part of due diligence
80

After making an investment (on a regular basis)
30

After making an investment (on an ad hoc basis)
14

We do not conduct formal political risk management
12

Don’t know
|
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Which of the following does your organisation consult as part
of its political or operating risk management processes?
(% respondents)

Economic analysts

I 66

Political analysts

I 53

Contacts in other companies operating in the same market
a7

Risk consultants

[ 2

Government organisations in host country

[ .0

Trade associations

[ 38

Insurance companies

I 36

Local communities in host country

I 27

Non-governmental organisations

I, 27

Domestic government organisations

I 25

Labour organisations in host country

I 14

None of the above—we don’t consult with anyone

.

Don’t know

| P

Other

. 7
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Who is primarily responsible for managing political risk
management in your organisation?
(% respondents)

Chief executive officer
- Kj
Chief risk officer

I 5

Risk committee

I 15

Regional directors

I 10

Chief financial officer

I 5

Line managers

I 4

None of the above—no one has overall responsibity for managing political risk
I 4

Don’t know

W

Other

I 4

Which of the following statements best describes your
organisation’s attitude to political risk management?
(% respondents)

We see political risk
management as important,
and integrate it formally into
our investment process 49

We see political risk
management as important,
and have an informal
approach to considering it
as part of our investment
process 41

We see political risk
management as important,
but lack the time, resources or
experience to integrate it into
our investment process 6

We do not see political risk
management as important,
and do not consider it as part
of our investment process 4
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How significant do you consider the following risks to be in the context of your organisation’s emerging markets investments?
(% of respondents)
H: W2 W3 [ 4 [5 MDon'tknow/Not applicable

Economic problems in host countries
Stability of political regime in host countries
24 36 28
Terrorism
16 27 18
War/major social unrest
16 26 26
Abrupt change in policy/ruling party
21 S 26
Bribery and corruption
24 34 25
Failure to honour contracts
21 34 24
Theft of intellectual property
17 21 27
Strikes/major labour disruptions
10 14 38
Nationalisation of assets
16 20 24
Trade embargo or sanctions
9 18 18
Creeping expropriation
11 21 22 19 5
Lack of judicial independence
18 26 31
Lack of commitment to international treaties
18 20 23 K

How effective do you think the following techniques are as a means of mitigating political risk in the emerging markets where
your organisation operates?

(% of respondents)
H: W2 W3 [ 4 [5 MDon'tknow/Not applicable
Insurance
20 22 28 9 4]
Audit by third-party consultants
2 23 36
Engagement with government in host country
21 34 26
Engagement with local communities
17 34 24
Use of joint venture or alliance with local company
26 37 21 ]
Political/economic risk analysis
18 37 31
Scenario planning
18 33 35

Engagement with non-governmental organisations

4 20 38
Operational hedging (e.g. setting up multiple plants to spread risk)
13 31 26 5 14
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How would you rate your organisation’s capabilities in managing the following aspects of political or operating risk management?

(% of respondents)
1 H2 M3 [Don't know/Not applicable
Risk assessment for new investments or ventures
47 44 7
Ongoing risk assessment for existing investments
Reporting on risks to key managers and executives
43 44 10
Engaging with host governments and regulatory bodies
31 43 21
Engaging with local employees and communities
29 45 20
Ensuring that insurance policies are appropriate and kept up-to-date
38 37 14
Assigning roles and responsibilities for political risk management
33 44 18
Ensuring physical security of employees and assets
40 40 11
Crisis management/communications
44 38 14
Disaster recovery/business continuity
36 48 13

How confident do you feel that your organisation has taken adequate precautions against the following risks in emerging markets?

(% of respondents)
1 M2 W3 4 [F5 [Fpon'tknow/Not applicable
Economic problems in host countries
Stability of political regime in host countries
8 36 29 6]
Terrorism
7 23 7 6
War/major social unrest
7 25 33
Abrupt change in policy/ruling party
23 36
Bribery and corruption
11 33 25
Failure to honour contracts
Theft of intellectual property
8 26 29 9|
Strikes/major labour disruptions
7 22 39 9]
Nationalisation of assets
11 18 28
Trade embargo or sanctions
13 14 32
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Have concerns about political risk in a host country ever caused your organisation to cancel either of the following?
(% of respondents)
Myes No

Planned investment
6!

‘

Existing investment

Please indicate whether you agree or disagree with the following statements.

(% of respondents)
M Agree strongly I Agree slightly Bl Neither agree nor disagree Disagree slightly Disagree strongly

Political risk management is an essential part of any investment in emerging markets

81 15 3
Political risk management is something that should be initiated and driven by the board
44 34 14
We consider our exposure to political risk as a portfolio, rather than looking at investments on an individual basis
31 32 18

Political risk management is more useful for considering short -term risks than for guiding long-term strategy
12 18 13

We have a high tolerance to political risk, and actively pursue investments in emerging markets
24 28 23
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Whilst every effort has been taken to verify the
accuracy of this information, neither The Econo-
mist Intelligence Unit Ltd. nor the sponsor of this
report can accept any responsibility or liability for
reliance by any person on this report or any of the
information, opinions or conclusions set out in the
report.



