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Chapter VI

Managing Political Risks

“Companies that take an ad hoc approach to dealing with risks often expend too much effort on dealing with easily identified political risks, while leaving other, sometimes more critical risks untouched.  Even more commonly, these companies will focus their political risk management efforts on areas where improvements are hard to achieve, giving short shrift to areas where improved political risk management could deliver quick results.”

-Marvin Zionis & Sam Wilkin

Understanding political risks

Political decisions or events often have an adverse impact on a company’s operations. Political risk covers actions of governments and political groups that restrict business transactions, resulting in loss of profit or profit potential. In extreme cases, political risk may include confiscation of property. Usually, however, political risk arises due to various restrictions imposed by the government. Political risk analysis is quite common in the case of foreign investments. This may also be necessary in some domestic situations. 


Political risk may take different forms. Policies may change after elections. A new leadership with a different ideology may emerge within the same political party and reverse earlier policies. More extreme events are civil strife and war. Even issues such as kidnapping, sudden tax hikes, hyper inflation and currency crises come under the broad category of political risk. 


At a macro level, political risk arises due to external factors such as fractionalisation of the political system, societal divisions on the lines of language, caste, ethnic groups and religion, dependence on a major political power, and political instability in the neighbouring region. At a micro level, risks may result from change in policies in areas such as taxation and import duties, controls on repatriation of dividends, convertibility of currency, etc. 

The different manifestations of political risk 

Political risk is associated with:

· Actions against personnel, like kidnapping.

· Breach of contract by government.

· Civil strife.

· Discriminatory taxation policies.

· Expropriation or nationalisation of property.

· Inconvertibility of currency.

· Restrictions on remittances.

· Terrorism 

· War


Political risk is not something new. The British East India company’s decision to move into territorial administration can be interpreted as an attempt to manage political risk. Unfortunately, the company could not manage this diversification well and went bankrupt. Consequently, the Crown took over the administration of India. 


Most managers take political risk seriously, especially while making overseas investments. Yet, the degree of sophistication of political risk assessment mechanisms often leaves a lot to be desired. Like with other risks, decisions related to political risk should not be based entirely on gut feeling. Intuition needs to be backed by more rigorous analysis. In this chapter, we will look at some of the tools that are available for measuring and managing political risk.

The Economist framework for measuring political risk (1986)

Politics (50 points)

· Proximity to superpower or trouble maker (3)

· Authoritarianism (7)

· Longevity of regime (5)

· Illegitimacy of regime (9)

· Generals in power (6)

· War/armed insurrection (20)

Economics (33 points)

· GDP per capita (8)

· Inflation (5)

· Capital Flight (4)

· Foreign debt as a proportion of GDP (6)

· Food production per capita (4)

· High proportion of exports, accounted for by raw materials (6)

Society (17 points)

· Pace of urbanisation (3)

· Islamic fundamentalism (4)

· Corruption (6)

· Ethnic tension (4)

Evolution of political risk management

In modern corporate history, the art of political risk management was first mastered by the large oil companies, who faced political risk as they expanded their operations across the world. They found themselves helpless when political upheavals took place, like the communist takeover of the oil fields in the Caspian Sea, expropriation in Mexico and the growth of nationalism in Venezuela, Saudi Arabia and Iran. The initial reaction of these oil companies was to enlist the support of their government and demand retaliatory measures. Gradually however, they realised the need to be more proactive and to reduce their dependence on government support. Multinationals in other industries also realised the importance of dealing with political risk in a systematic and structured way. Companies like Ford, General Electric and Unilever developed inhouse capabilities for political risk analysis.

The Business Environment Risk Intelligence (BERI) framework (1978)

BERI’s index is based on 10 variables characterised as internal causes, external causes and symptoms of political risk. Seven points are awarded for each variable in the most favourable situation. Bonus points can also be given so that the total can go up to 100 where the political risk is the least. 

Internal Causes

· Fractionalisation of the political spectrum

· Fractionalisation by language, ethnic and religious groups

· Coercive measures used to retain power

· Mentality – xenophobia, nationalism, corruption, nepotism, willingness to compromise.

· Social conditions, including population density and wealth distribution

· Organisation and strength of forces for a radical left government.

External Causes

· Dependence on and/or importance to a hostile major power

· Negative influences of regional political forces.

Symptoms

· Societal conflicts – demonstrations, strikes, street violence

· Instability – non constitutional changes, assassinations, guerilla wars.


Early attempts by MNCs to manage political risk consisted largely of sending senior executives to different countries on what came to be known as “grand tours” to strengthen ties with the local political leadership. After making an assessment of the political situation over several days or even weeks, the executives would return home to file their reports. The main drawback with this technique was that the executives were unable to understand the hard realities which lay below the surface. Also, many of their conclusions were highly subjective. The drawbacks with the Grand Tours approach became evident when the Cuban revolution took place in 1959. Fidel Castro’s communist regime nationalised all foreign investments. Most US firms were taken unawares and few had taken insurance covers. US firms lost an estimated $1.5 billion following the Cuban revolution. 

The Political Risk Services framework (PRS)

PRS considers various variables to estimate the probability of a major loss due to political risk. Most of the variables are related to direct government actions. These variables are:

· Equity restrictions

· Exchange controls

· Fiscal/monetary expansion

· Foreign currency debt burden 

· Labour cost expansion

· Tariffs

· Non-tariff barriers 

· Payment delays

· Interference in maters such as personnel, recruitments, etc.

· Political turmoil 

· Restrictions on repatriation of dividends or capital

· Discriminatory taxation 

Gradually, MNCs realised that in spite of their efforts to manage political risk, they were being viewed with hostility by many Third World governments. According to a study by Stephen Kobrin
, between 1960 and 1979, governments in 79 countries expropriated the property of 1660 firms. The risk was highest in resource intensive industries and in countries where revolutionary regimes had seized power. 


Companies operating in erstwhile European colonies were also significantly affected by political risk. These countries faced political instability and major ideological shifts among politicians following the end of colonial rule. Foreign investors bore the brunt of these upheavals and saw their assets being confiscated or expropriated. Another landmark event was the overthrow of the Shah of Iran in 1979 following the Islamic revolution. U.S. businesses suffered losses exceeding $1 billion.


To strengthen their capabilities in managing political risk, many MNCs began to take the help of experts, including former diplomats, consultants, academics, journalists and government officials. Some were recruited on a full-time basis, while others were invited from time to time to examine the risk profiles of countries they were familiar with. This method came to be known as the “old hands” method. 

The Bank of America Model (1979)

This model uses two indices:

· Economic Adaptability Index

· GDP per capita

· Inflation

· Savings

· Export trends

· External debt servicing index

· Foreign exchange reserves

· Ability to minimise imports 


Soon, specialised agencies began to develop quantitative models to predict the likelihood of destabilising events such as demonstrations, strikes, armed insurgencies or constitutional changes. Indices were constructed on the basis of various parameters - divisions on the lines of language, caste, religion and culture, frequency of political crises, stability of political leadership, etc. These indices were compared across countries to guage the degree of political risk. Besides quantitative models, qualitative approaches that took into account the perceptions and judgements of country experts were also developed. A good example is the Prince System of political forecasting developed by Political Risk Services. Most of the qualitative models were based on the Delphi technique of talking to experts. Several former CIA agents were appointed by political risk consulting firms. These qualitative and quantitative methods gave corporate managers more confidence in their ability to predict political upheavals. 


Over time, however, the limitations of these methods became evident. Managers began to view them more as academic exercises. Also, by the 1990s, with more and more experience, MNCs became more comfortable with running international operations and managing the associated political risks. Moreover, liberalisation in many countries had reduced political risk to some extent. Most MNCs had devised ways of reducing vulnerability by following appropriate business strategies such as not concentrating assets and resources in one particular country.

The Shell Model
 


This model of risk analysis, designed for the oil industry defines risk as the probability of governments not honouring a contract over a 10 year period. It looks at two sets of political factors:

· Unilateral modification of contract

· Change in ideology

· Importance of foreign sector for the economy

· Overall strength of the economy

· Increased taxation

· Constraints on free flow of funds

· Restrictions on oil exports

· Restrictions on remittances


By the mid-1990s, companies providing political risk management services were seeing a sharp decline in business. Two large service providers, International Country Risk Guide and Political Risk Services merged. Multi-National Strategies and International Reporting Information Systems reoriented their activities. In 1994, the Association of Political Risk Analysts, whose membership had crossed 400 in 1982, was disbanded.

Maruti Udyog 

Maruti Udyog Ltd (MUL), the joint venture between Suzuki Motor of Japan and the Government of India, was set up in 1982 to produce a small mass-market, family car. Suzuki had a 26% stake in the venture, which was hiked to 40% in 1988. Till 1992, the government held a majority stake, but by and large adopted a hands-off attitude towards the venture. At this juncture, Suzuki was allowed to increase its stake from 40 to 50%. While Suzuki took most of the operational decisions, a new agreement stipulated that the government and Suzuki would take turns to appoint their nominees as CEOs. 


R.C. Bhargava, who is generally credited with the successful implementation of the MUL project, had been in government service for a long time and was on deputation to MUL. After the new agreement was signed, Bhargava remained the managing director, but as a Suzuki nominee. Bhargava enjoyed the trust of Suzuki and used his influence in the union ministry to facilitate the smooth functioning of the unit. Bhargava’s closeness to the Suzuki management however, made him a controversial figure among Indian politicians.

 
There were rumours that Suzuki had benefited significantly during Bhargava’s tenure. Most of the machinery in the MUL factory came from two Japanese firms, Nissho Iwai and Sumitomo, which were awarded the contracts without any competitive bidding. Bhargava, however, justified his strategy
: “The standard position in any automobile company is that there are one or two suppliers. You call them when you want to buy a machine and negotiate with them. Nobody does global tendering. “


Matters came to a head in 1994, when MUL wanted to increase capacity and modernise its plant, in view of increasing competition. With its internal resource generation being inadequate, Suzuki proposed a combination of additional debt and equity. The government, handicapped by a huge fiscal deficit, was not in a position to make its contribution and felt that if Suzuki alone were to bring in the additional equity, it would be reduced to a minority shareholder. The idea of a public issue remained a non-starter for the same reason. Suzuki’s relationship with the government deteriorated when a leading Indian politician from the south, K. Karunakaran, became the industry minister. Karunakaran was not only hostile to Suzuki, but also made overt political demands, such as location of Maruti’s proposed new plant in his home state of Kerala. Under the next industry minister, M. Maran, the relationship worsened further. 


In August 1997, the government went ahead with the appointment of its nominee, RSSLN Bhaskarudu as Bhargava’s successor. Suzuki, visibly upset by this move, contended that Bhargava had not been consulted. It also felt that Bhaskarudu’s candidature had not been suitably assessed and that the government’s part-time directors, who were behind Bhaskarudu’s elevation, were hardly in a position to take such an important decision. Many Indian analysts, however, felt that Suzuki’s objections were surprising, especially in view of Bhaskarudu’s rapid progress up MUL’s corporate ladder. One
 analyst said, “Suzuki’s sudden discovery that Bhaskarudu was unsuitable seems to have everything to do with the bitterness which has crept into Suzuki’s relationship with the Government over the last three years. Unlike Jagadish Khattar, currently executive director (marketing), widely perceived to be Suzuki’s candidate for MD and Krishan Kumar, executive director (engineering), Bhaskarudu was not considered to be sufficiently pro Suzuki by the Japanese.” Suzuki decided to take the issue to the Delhi High Court and subsequently to the International Court of Arbitration (ICA). 


For several months, the impasse continued, raising serious concerns about the future of the joint venture. It was only in mid 1998 that meaningful discussions between the government and Suzuki could begin. In the second week of June, 1998, the new industry minister, Sikander Bakht, announced that a compromise deal had been worked out and that Suzuki would withdraw the case pending before ICA. The government indicated that Bhaskarudu’s term would expire on December 31, 1999, instead of August 27, 2002, as decided earlier. The government’s willingness to compromise was partly the result of sanctions imposed by many developed countries on India after the nuclear tests it conducted in May 1998. Consequently, the government was keen on sending positive signals to foreign investors.


Maruti is a good example of how MNCs can manage political risk successfully, despite occasional tension. By involving the government right from the start, Suzuki minimised the risk. A marriage of interests has held the two partners together despite occasional tensions. While Suzuki brought in technology, the government decided to offer special customs duty concessions and land at throw-away prices. In spite of not having a majority share holding, Suzuki managed to gain operational control. In other words, both, the government and Suzuki, have contributed equally to Maruti’s success. Even at the height of the crisis, the joint venture was generating good profits and allowing Suzuki to export many components to India. Now, with the government having decided to divest its stake in favour of Suzuki, although in a round about way, the Japanese car maker has emerged the clear winner.


MNCs began to employ new tactics to manage political risk. They formed partnerships that allowed risk to be shared with local entities. Local partners made MNCs look more like insiders. The partners brought to the table, their deep insights about the local political conditions. Also by a more broad based participation of financial intermediaries, the investment risks could be shared among several entities. Various forms of insurance cover also emerged.


It would be an exaggeration to say that political risk has completely disappeared. The experience of Enron in India illustrates that even in liberalising economies, political risk is always present. Another good example is Suzuki, which faced considerable hostility from the Indian government in the late 1990s. (See box item). Large American companies have to take into account political risks while making acquisitions in Europe. All global companies usually face some form of political risk or the other. So, identifying political risks and understanding how to deal with them must be an integral part of any strategic planning exercise. But, as in the case of environmental risks, (which we covered in chapter V) well-managed companies have begun to include political risks in a general commercial assessment of the risks faced rather than treat them as a separate category.

Identification and analysis of political risks

Broadly speaking, there are three types of political risk – Transfer risk, Operational risk and Ownership Control risk. Transfer risks arise due to government restrictions on transfer of capital, people, technology and other resources in and out of the country. Operational risks result when government policies constrain the firm’s operations and decision-making processes. These include pricing and financing restrictions, export commitments, taxes and local sourcing requirements. Ownership control risks are due to government policies or actions that impose restrictions on the ownership or control of local operations. These include limits on foreign equity stakes.

Macro political risk analysis

At a macro-level, MNCs should review major political decisions or events that could affect enterprises across the country on an ongoing basis. One important event which business leaders monitor closely is elections. Political swings to the left are normally bad for business. Some companies closely align themselves with the ruling party. When the opposition comes to power, they face problems. The M A Chidambaram group in the south Indian state of Tamil Nadu is a good example. The group, which supports a local political party runs into problems when the other main political grouping returns to power. Regions where political unrest is common are best avoided by MNCs. This is especially applicable to parts of the Middle East, eastern Europe and Africa and more recently, countries like Indonesia. In Islamic countries, the probability of moderate governments being supplanted by extremist regimes must be carefully evaluated. 

Micro political risk analysis

Companies need to understand how government policies will influence certain sectors of the economy. Examples include specific regulations, taxes, local content laws and media restrictions. Businesses may be given preferential treatment based on the priorities of the government. It is a good idea to understand these priorities and explain to the government how the company’s policies are consistent with these priorities. The C P group in China is a good example. Its expansion of poultry operations in China has been consistent with the government’s policies of improving protein off-take and general health among the population and generating rural employment opportunities. Similarly PepsiCo, while entering India gave an assurance to the government that it would develop processed food industries in Punjab, along with its core beverages business. This was a decisive factor in getting the approval for entry into a crucial emerging market.

Country risk assessment

A country analysis examines three different areas:

a) Economic and social performance

b) The country’s goals and policies

c) The political, institutional, ideological, physical and international context.

(See Appendix at the end of the chapter for details of Euromoney’s country risk ratings.)

Under economic performance, the following parameters are generally important:

· Balance of payments

· Currency movements

· GDP growth

· Inflation

· Savings rates

· Unemployment

· Wage costs

Under social performance, the following factors are usually considered:

· Distribution of income

· Educational achievements – literacy percentage and number of average years of schooling

· Life expectancy

· Migration

· Nutrition standards

· Population growth

· Public health


The goals of a country have to be understood by analysing the behavior of political leaders including their decisions. The following government policies must be examined in detail:

· Fiscal policy

· Foreign policy

· Foreign trade and investment policies

· Industrial policy

· Monetary policy

· Social policies

In the political context, the following factors are important:

· Mechanisms for transition of power 

· Key power blocs

· Extent of popular support for the government

· Degree of consensus in policy making 

· The processes through which political differences are resolved

In the institutional context, the important parameters to be considered include:

· Independence of the judiciary and the executive 

· Competence and honesty of bureaucrats and senior government officials 

· Importance of informal power networks outside the government 

· Structure, technology, management practices and financial strength of business institutions

· Labour conditions, including pattern of unionisation and collective bargaining practices

.

In the ideological context, one must consider the following: 

· The rights and duties of the members of society 

· Whether there is a broad consensus

· Serious ideological tensions


The country’s performance must be measured, against its own past performance, the performance of other countries and the goals of the government. A performance which falls short of goals and is poor in relation to the performance of competing countries will result in demand for changes in policies. It will also produce tensions in the political leadership. Analysts must also look for inconsistencies between strategy and context and examine the quality of political leadership in the country. If the performance of the political leadership is poor, the key factors behind the poor performance must be identified.


A skilled country analyst must also be able to make forecasts. If it is difficult to make long-term predictions, the analyst should at least construct alternate scenarios and try to foresee how the company’s performance will be affected in each of the scenarios. 

Specific methods of reducing country risk

Keeping control of crucial elements of operations

Maintaining close control of key operations can force the government into a state of dependence on the firm. This method may however, not be sustainable beyond a point of time. In the long run, local people may pick up skills. Also, the host government may feel that such skills can be purchased for a price from other sources. 

Proactive approach to planned divestment

One way to prevent government interference is to give an assurance that ownership will be handed over partially or completely to local people in a phased manner. This helps the company to generate goodwill and win the support of the government.

Joint ventures

Joint ventures can minimise expropriation risk as the local partners usually do not take kindly to the interference of the local government. However, if expropriation means more ownership or control for the local partner, it may mean muted local opposition. Moreover, excessive dependence on the local partner, to manage political risk is not desirable. Even if the local partner has excellent relations with the government, problems could still arise, if governments change after elections, or there is a military coup or political unrest.

Local debt

By raising debt in the host country, the risk of expropriation can be minimised. However, countries with high political risk often tend to be ones with poorly developed capital markets or a small base of equity holders. Consequently, mobilisation of capital in the local markets, may be difficult beyond a point.

Understanding the government’s point of view

A good way of assessing the degree of political risk is by trying to understand how the government perceives the company’s operations. MNCs can consider the following scenarios, and their implications when they establish operations in an overseas market:


i) The government views them as a threat to the nation’s independence. This is especially applicable in situations where MNCs gain control of strategic national assets or resources such as oil, gas, metals, forests, etc.


ii) The government views them as a threat to domestic firms. In particular, the host government might be concerned about domestic firms in declining industries and those in promising industries, that need hand-holding.


iii) The government perceives them to be hiding value, by depressing profits to reduce tax liability or through transfer pricing policies. Sometimes, the government may also suspect that the firm is deliberately keeping the best technology out of the country.


iv) The government perceives them as being socially irresponsible, with no long-term commitment to raising the standard of living of citizens.


Governments usually do a social cost benefit analysis to examine whether a project is adding value for the society. They value economic costs and benefits at their opportunity cost to the society, which may be quite different from the market prices. They may also use a different discount rate which reflects the marginal productivity of capital in the economy. Companies should be aware of the methods used by overseas governments to appraise projects and rework their strategies suitably. By their actions and through constant communication with the government and various local stakeholders, companies can also demonstrate that their goals are consistent with those of the host country.

Mondavi’s French gamble fails to pay off

Political risks exist not just in developing countries. Even in the developed countries, companies can run into problems. Take the example of Robert Mondavi, the California based wine maker. In 1998, Mondavi decided to set up operations in France. David Pearson, the head of the French operations spent more than two years, conducting geological surveys to identify the best area for growing wine. Pearson finally selected a site near Montpellier. Soon, Mondavi faced a backlash from the local population. Hunters felt that the wineyards would drive away wild boar. Environmentalists complained about deforestation. A local activist, Aim’e Guibert, whipped up local sentiments by arguing that Mondavi would destroy the traditional artisans. He felt Mondavi would be like, McDonald’s which had destroyed French gastronomy. In March 2001, a local leftist politician, Manual Diaz heaped criticism on Mondavi. In May, Mondavi cancelled the project and Pearson returned to California.


The problems Mondavi faced in France must be seen in the background of the recent troubles which the French wine industry has been facing. Large conglomerates from Australia and USA have overtaken the French, through a two-pronged approach - spending a lot of money on brand building and offering value for money products. On the other hand, the fragmented French wine industry has been handicapped by lack of resources. Today, only one of the top 10 wine companies in the world, Castel Freres, is French. 


French xenophobia continues to stand in the way of serious structural reforms. The French are more interested in protecting their traditional methods of making wine than in improving their global competitiveness. Rhetoric to the effect that Anglo Saxons would destroy social cohesion among the locals and impose an alien money-making model on the French, has gone well with the local population. It is obvious that Mondavi had underestimated the degree of political risk, when it entered France.


This box item draws heavily from the article by William Echikson, “How Mondavi’s French Venture went sour, Business Week, September 3, 2001, p. 42.

Different approaches to dealing with political risk

Like other risks, political risk can be managed using financial techniques such as insurance or by modifying the operations suitably. 


Various forms of political risk insurance are now available. Earlier, political risk insurance cover was available only from governments in developed countries, through their agencies. A good example is the US Overseas Private Investment Corporation (OPIC). These agencies had the strong backing of their national governments. Later, multilateral agencies such as the World Bank’s Multilateral Investment Guarantee Agency also began to offer insurance cover. Now, there are private insurance providers who view political risk as just another kind of risk and integrate it with a more general commercial assessment of the uncertainties involved.


Political risk management techniques can be aligned with business strategy in different ways. Involvement of local partners in foreign ventures is one such strategy. Local partners are more aware of the political situation and can be useful because of their contacts. McDonald’s in India is a good example. Another strategy is to ensure continued dependence of the country on the MNC for new technology. Yet, another approach is the use of local debt. In case of confiscation or expropriation, local creditors are affected. This makes the government think carefully before resorting to extreme steps. Quite a bit of the debt in the Dabhol power project executed by Enron in India has been financed by Indian financial institutions.


Hodgetts and Luthans suggest two broad ways of managing political risk – Relative bargaining power and Integrative, protective and defensive techniques.

In the first approach, the company tries to dictate terms. A strong bargaining position is achieved when the local government begins to feel it has more to lose than to gain by taking action against the company. A good example is the use of proprietary technology. Suzuki has used its gearbox technology as a powerful weapon in its negotiations with the Indian government. 


A firm can use integrative techniques to help the overseas operations become a part of the host country’s infrastructure. In other words, the firm can attempt the social and economic fabric of the host country, it makes it difficult for the government to discriminate against it. Local sourcing, joint ventures, local R&D activities, the use of locals to manage operations and good relations with the local government are all examples of integrative techniques. Hindustan Lever in India is an outstanding example.

Integrative and defensive strategies to manage political risk

Integrative approaches

· Develop good communication channels with the host government.

· Make expatriates familiar with the language, customs and culture of the host country.

· Make extensive use of locals to run the operations.

· Be prepared to renegotiate the contract, if the local government considers it to be unfair.

· Invest in projects of local importance, such as education.

· Use joint ventures to make the locals feel a part of the firm.

· Follow fair, open and accurate financial reporting practices.

Defensive approaches

· Source key components from outside to ensure continued dependence on the firm.

· Use as few host-country nationals as possible in key positions.

· Select joint venture partners from more than one country. The host government may be reluctant to offend many governments simultaneously.

· Make full use of intellectual property rights such as patents and copyrights to protect proprietary technology.

· Raise as much equity and debt as possible from the host country

· Insist on host government guarantees wherever possible.

· Keep local retained earnings to the minimum.


Protective and defensive techniques aim to discourage the government from interfering in the company’s operations or to insulate the firm from potential interference. Raising capital in the host country, reducing dependence on local personnel, setting up production networks across countries and limiting R&D efforts in the host country are all a part of this approach.


Dynamic, high technology companies often rely on protective and defensive techniques. Low or stable technology firms may depend more on integrative techniques. When the Ispat group entered Kazakhstan, it took various measures to win the goodwill of both the local political leaders and the public at large. The manner in which a firm handles political risk ultimately depends on its technology, management skills, logistics, nature of the industry, and the local conditions in the host country.


Sundaram and Black
 have categorised the different approaches to political risk management in another way: Observational data techniques and Expert-based techniques. 

Sundaram and Black’s three step framework for political risk analysis.

Step 1:

· Determine the critical economic/business issues relevant to the firm.

· Assess the relative importance of these issues.

Step 2:

· Determine the relevant political events.

· Determine the probability of their occurrence.

· Determine the cause and effect relationships.

· Assess the government’s ability and willingness to respond.

Step 3:

· Determine the initial impact of probable scenarios.

· Determine possible responses to the initial impact.

· Determine initial and ultimate political risk.




Observational data techniques collect data and extrapolate them to make forecasts. Indices can also be constructed to facilitate cross-country comparisons. The main problem with this method is that the past may not always be a reliable indication of the future. Expert-based techniques rely largely on the conceptual and intuitive skills of a group of experts. 


An important point made by Sundaram and Black is that past and future political instability may not always be positively correlated. There tends to be a positive relationship between past and future instability during the early stages of economic development. During the middle stages of development, there is an inconsistent relationship. During the advanced stages of development, the relationship is negative. As the gap between economic expectations and reality increases, political instability also increases. The ability of the government to control the manner in which people express dissatisfaction with this gap determines the actual pattern of instability. 


Political instability may not necessarily create political risk. Sometimes, major political upheavals, including the replacement of a democracy by an autocratic leader can actually benefit companies. In general, not all politically destabilising events have direct economic relevance to a firm. Also, different firms can be affected by political events in different ways, depending on their unique mix of inputs, outputs, goals and strategies.

Political Risk Insurance

Insurance cover is available from multi lateral organisations, governments and private-sector players. The Multinational Investment Guarantee Agency (MIGA) (mentioned earlier), set up in 1985, covers risks arising from political violence, expropriation, nationalisation, currency inconvertibility and breach of contract. MIGA also acts as a reinsurer. The US Overseas Private Insurance Corporation (OPIC) has been providing insurance cover since the second world war. Among the risks it covers are currency inconvertibility, insurrection and war. The maturity of the policies can be up to 25 years. The US Exim Bank also provides insurance cover. In Europe, agencies like Exports Credit Guarantee Department (UK), BFCE, COFACE (France) and Trevarbiet (Germany) offer political risk insurance cover. EU countries have also established the European Investment Guarantee Agency. Political risk insurance cover in Japan is limited to Japanese companies. Supported by Ministry of International Trade and Industry (MITI), political risk insurance has been an integral part of the Japanese strategy of globalisation. In 1997, all the G-7 nations had national insurance agencies providing political risk cover.


Private insurance providers are in general more flexible but they are also more expensive and typically give covers for periods ranging from one to three years. Among the leading players in the US are A.I.G, CIGNA, the Chubb group and Continental. The important private sector insurance providers in Europe include Lloyd’s (UK), Skandia (Sweden) and Pohjola (Finland).

Specific risks in international business

Kidnapping

The annual number of kidnappings worldwide is estimated to be about 22,000. Kidnappings can be for cash or for religious/political reasons. They are usually well planned. Some of the steps that can be taken to deal with this risk include.

· Avoiding a predictable daily routine.

· Avoiding a high media profile.

· Using security guards.

· Installing alarm systems in office and residence.

· Using insurance to cover employees, spouse and children.

· Undergoing a kidnap survival course.

· Taking the help of specialised agencies /consulting companies when kidnapping events take place.

· Using professional counselling to reduce the mental trauma after the victim is released. 

Terrorism

The statistical probability of a terrorist attack is not very high. However, terrorists do single out companies for attack, often on the basis of their country of origin. While terrorist attacks are becoming less frequent, they seem to be causing more casualties, probably because terrorist attacks these days are typically made by fanatic, religious, bigots, with non economic motives. Such people are highly motivated to complete the mission they undertake. They complete the task given to them without worrying about their own lives. Terrorism may also target business property and disrupt business activities by aiming at strategic locations. The risks arising due to terrorism have to be managed according to specific circumstances. Oil companies, for instance, have been known to fly their employees by helicopters directly to the work sites. In other cases, armed bodyguards are provided for the employees. Companies must be vigilant and monitor the methods and tactics of potential attackers. They have to assess potential threats and put in place appropriate security measures. 

The September 11 terrorist attacks in the US 

The September 11 terrorist attacks on the World Trade Centre (WTC) in New York and the Pentagon in Washington made the developed world realise how vulnerable it had become. The attack shattered the illusion of post cold war peace. Many compared it with the Japanese attack on Pearl Harbour in 1941. The nature of the event marked a distinct change in both scale and complexity of terrorist actions. Not only did it unsettle the American community but it also caused a major disruption in business activities and sent alarm signals to other countries.


Many flights were grounded. Leading US airlines, including United and American, announced major job cuts. For the capital intensive airline industry, any loss in revenues is a severe setback. According to rough estimates, airlines need at least 75% capacity utilisation to break even and even a 5% fall in traffic can upset the viability of operations. If the mood of pessimism and uncertainty among America’s airline passengers continues, losses will mount. (Due to the 1991 Gulf war, American airlines had lost $15 billion between 1990 and 1993). Meanwhile, tighter security measures have increased turnaround time and operating costs. The woes of the airlines were echoed by the aircraft manufacturers, Boeing and Airbus. While Boeing announced job cuts, Airbus’ expansion plans received a major setback. The US government announced a major rehabilitation package for the airlines. However, recovery will obviously take a while. 


According to rough estimates, the airline industry lost $4.7 billion due to the September attacks alone. The Air Transport Association said that traffic would reach only 60% of normal levels (75% capacity utilisation) even by the end of 2001. Among the airlines outside the US, which have been seriously affected are Swissair, Air Canada and Alitalia. Leading airlines like British Airways (BA) have announced plans to prune their European network.


One positive development for the airline industry is that regulators may become more favourable to mergers and alliances. Swissair, Sabena, KLM and BA are expected to form new alliances. Approvals of “virtual” mergers of transatlantic flights sought by BA and American and by Delta and Air France may also come through.


The troubles of the airline industry have percolated to hotels which are reporting low occupancy rates. With Americans hesitating to travel both within and outside the country, hotel rooms are going abegging. Hotels in Paris, London and Tokyo have reported problems in filling up their rooms. September is an important month for business conventions and October is the peak month for many hotels. In the days following the September 11 attack, 60 international conferences were cancelled. To generate revenues, hotels have begun to cut prices, in some cases offering discounts of up to 50% in big US cities. The boom of the earlier years had prompted many organisers to expand their convention facilities. These people have been hit badly. The US hotel industry expects 2001 to be the worst since 1991, although its financial strength accumulated over a boom period may help it to weather the storm better this time around.

Meanwhile, the US entertainment industry’s worries are also growing. Americans have always enjoyed films that show huge explosions and collapsing buildings. But now, entertainment projects such as ‘Collateral Damage’ in which Arnold Schwartzenegger plays the role of a fireman whose family is killed by a terrorist bomb are being postponed or shelved. Warner Brothers has spent an estimated $120 million on “Collateral Damage,” – which may now not see the light of day. Another television series about bio-terrorism in New York has also been shelved. Many TV networks have pulled out gory thrillers from their weekend schedules. Movie makers are not sure about what sort of entertainment they should produce, in the months to come.

Crime 

Crime can be a big problem in some places. To help expatriates cope with the problem, a detailed city map showing high-risk areas may be useful. Appropriate security devices can be installed at the workplace as well as residences. Most travellers face the highest risk when they arrive fatigued in an unfamiliar city. So, travellers to unfamiliar locations must be properly briefed and received by a known person at the airport. Relevant information, both outsourced and internally generated must be supplied to travellers as a matter of routine to make them familiar with the new place.

Corruption and Bribery

In many parts of the world, companies are asked to pay bribes. Studies by Transparency International (TI), a think-tank based in Berlin, reveal that requests for bribes have now become widespread. The TI Corruption Perception Index gives a score of 10 to clean countries and 0 to the most corrupt countries. In 1989, out of the 99 countries surveyed, 66 scored 5.0 or lower. (See Appendix at the end of the chapter for more details).


In the late 1990s, McDonald’s in China had to pay various fees towards river dredging, flower displays on public holidays and President Jiang Zemin’s spiritual well-being program. There was no legislation to this effect - city bureaucrats were using their discretion to collect these fees. In 1994, when Merrill Lynch was appointed the lead underwriter for the global IPO of the Indonesian state telecommunications giant, Indostat, the agreement stipulated that Merrill had to share 20% of its worldwide underwriting fees with its joint venture partner for advisory, management and other related services. Establishing the joint venture seemed to be a prerequisite for getting the underwriting contract.


Bribes can severely hurt a company’s reputation. Once a bribe is paid, people expect the company to continue to pay bribes in the future. Turning down bribe requests is often a better strategy. Refusal to pay bribes has to be supported by a strong corporate culture and a corporate code of conduct. Managers must be assured by the top management that the company will support them when they refuse to pay a bribe. In India, the Tatas have built up a formidable reputation for not entertaining bribe requests. Similarly, Texaco has steadfastly refused to pay bribes. Its vehicles pass through various border crossings in Africa, without any bribes being sought. 


Payment of bribes is becoming increasingly risky from a legal point of view. Criminal prosecution laws for bribe payments are being strengthened in most developed countries. Penalties are severe in countries like USA. The OECD Corruption Convention on the Bribery of Foreign Officials (CCBFO) is also a step in this direction. In January 1997, 34 countries signed the CCBFO. In February 1999, the convention came into force. CCBFO will encourage the enactment of suitable national legislation to curb bribery.

Pitfalls to be avoided

Very often, companies take an ad hoc approach to political risk management. They spend much time and effort dealing with easily identifiable risks, or get distracted by headline news and do not pay adequate attention to less visible but potentially more damaging risks. They lack result-orientation and spend far too much time on issues where improvements are hard to achieve or where they have little control. Kidnapping, for example, is a much-exaggerated risk and distorts the country risk out of proportion. In statistical terms, the probability of a road accident is higher than that of a kidnapping! But kidnappings are rare and make headline news. So, they make a greater impact. Weak institutions (like failing legal systems), biased regulatory systems, the government’s inability to provide basic infrastructure or maintain law and order often create more problems. 

 
Prevention is generally better than cure in political risk management. Reactive strategies result in a lot of time being spent on damage control. This is usually expensive and demanding, as it involves the use of expensive lawyers and senior diplomats. Moreover, it is often difficult to undo the damage to one’s reputation once a risk erupts.


Companies often do not spend adequate time in identifying the different stakeholders involved and managing the interaction with them. The different stakeholders include home-country and host-country governments, local governments in the host country, and regulators, local communities, labour, NGOs and shareholders. The rise of the internet has facilitated speedy dissemination of information and can bring together disparate activist groups from across the world. This was proved by the demonstrations during the WTO ministerial conference in Seattle in November-December, 1999.


Another pitfall which organisations must avoid is misalignment of management incentives with the goals of the company as a whole. Country managers may downplay the risk levels to protect their own turfs. This can be discouraged through suitable performance appraisal systems.


Approaches to political risk management need not be very elaborate. Indeed, attempts to quantify the risk beyond a point should be avoided. More than number crunching and model building, building good relations with local governments and communities through proactive moves is more important.


Many managements lay disproportionate emphasis on country specific factors and wrongly assume that the profitability of a foreign operation is primarily determined by the sociopolitical environment of the host country, i.e., there is a direct correlation between a country’s destiny and the fate of all foreign investments operating there. In the past two decades, the scenario has changed, with governments increasingly operating through constraints and controls on specific companies. As Davies puts it
: “The issues that now determine the socio political security of a foreign direct investment are specific to the private sector, to the investment’s home country and to the particular industry, sub-sector, corporation and product or project.” Today, sociopolitical vulnerability of a corporation depends on its ability to depoliticise itself while remaining socially active and responsive. Sophisticated vulnerability management can help a company avoid being singled out for punitive action by the host country. 


Companies should keep their feet firmly planted on the ground and focus on those issues which can be managed and which are within their control. Examples of unmanageable issues include stability of the local government, stability of the local currency and conditions in the local labour markets. In general, country-specific issues tend to be non-manageable while company-specific issues are manageable. According to Davies, the poor sociopolitical vulnerability management of many companies is due to their attempts to manage issues which are unmanageable.

Concluding Notes
Political risk analysis is a multi-dimensional task which should consider various political, economic and socio cultural factors. In many cases, forecasts have to be necessarily judgmental. However, intuition should be backed by rigorous analytical techniques wherever possible. Companies should not cling to old myths about political risk – poorer the country more the risk, or more the disparities in income distribution, more the risk. The recent attack on the World Trade Centre in New York is clear evidence that even developed nations are not immune to political risk. Moreover, the tendency to take business decisions on the basis of first impressions or insignificant events must be curbed. Executives should not be unduly influenced by periodic swells of optimism and pessimism and swing from one extreme to the other when sporadic events such as a student riot or a political kidnapping take place. Understanding how economies and regimes will develop is a difficult, if not impossible, task. Few, for example predicted the collapse of the Soviet Union or the current turmoil in Indonesia. Maintaining constant vigilance, developing scenarios and digesting events as and when they occur, can all enhance a company’s ability to deal with political risk.

Case 6.1 - The Power Crisis in California

Introduction

Companies do face risk some time or the other. But the risk is the maximum in the early stages of evolution of an industry. It is at that time that abundant caution is mandatory. The California power crisis which started in the late 1990s and peaked during 2000, illustrates some of the risks affecting industries, in the early stages of deregulation. Restrictions on one segment of the market while allowing competition in other segments have created peculiar distortions and brought the utilities to a state of collapse in America’s most prosperous state. 


In 1996, the California government began deregulation of the power sector. It asked utility companies such as Southern California Edison (SCE), San Diego Gas and Electric (SDGE) and Pacific Gas and Electric (PGE) to sell their power plants to other companies and buy power from wholesalers in the open market. The government also decided that the utilities could not pass on price increases to customers till March 31, 2002. The new rules did not permit the negotiation of long term contracts between utilities and power generators. Meanwhile, there was a shortage of production capacity. In the 1980s and the 1990s, even though demand for electricity had been booming, virtually no addition to power capacity had taken place. 


Utilities like PGE and SCE found themselves in a precarious position, when prices in the wholesale markets soared by 270% during the period June-August 2000. Under the new rules, the utilities could not raise their prices. While the government began to put pressure for lowering prices, wholesalers maintained that they were only responding to market forces. Whatever be the case, the power utilities began to incur huge deficits and accumulated billions of dollars of debt. On April 6, 2001, PGE filed bankruptcy protection. SCE, which avoided bankruptcy by selling its transmission lines to the state, also came close to insolvency. As California sourced a significant proportion of its power from other states, events in the state were expected to have implications across the US. 

Background note

Traditionally, power generation had been considered to be a natural monopoly. Vertically integrated utilities performed several functions – generation, transmission and distribution. Economies of scale in power generation and losses during transmission supported the argument for a small number of large plants to serve a region. In recent times however, the optimal scale of generating plants has reduced. Moreover, technological improvements have reduced transmission losses and made it feasible for plants geographically apart by hundreds of miles, to compete with each other. 


From the 1980s, power industry experts in the US began to argue in favour of separating generation and distribution activities. Utilities were asked to buy power from independent power producers at, what in hindsight, were high prices. Many utilities signed long term power purchase contracts, and repented later when natural gas prices fell during the 1980s and the 1990s. Many states found themselves facing unusually high electricity costs, which were out of line with the cost of building and operating new coal or gas fired power plants. 


A brief mention of the structure of the power generation industry in California at the time of deregulation will be in order here. 75% of the power consumed in the state was supplied by three large vertically integrated, privately owned utilities:- PGE, SCE and SDGE. These utilities were regulated by the California Public Utilities Commission (CPUC). The remaining power was supplied by small municipal utilities. Approximately 20% of California’s electricity supply was imported from neighbouring states.


California, where power had become very expensive, realized that high electricity prices would drive industries out of the state. It felt the urgent need to correct the situation, especially in view of the recession in the early 1990s. Eventually the government decided to deregulate the industry. It felt that deregulation would lower prices by encouraging competition among existing and new power wholesalers and retailers. 

Deregulation 

In 1996, the California assembly unanimously agreed to deregulate the state’s electricity industry. The state provided incentives for the utilities to sell their generating plants to unregulated private companies. The utilities retained control and ownership of the distribution system. But they had to transfer operational control of the transmission lines and power grids to a private non profit organization. The utilities were required to buy and sell all their electricity through the California Power Exchange (CPX). Retail electricity prices continued to be regulated by CPUC.

Table I

The impact of deregulation on the California Power Industry


Before deregulation
After deregulation





Prices
Generating plants owned by utility companies, fixed prices on the directives of the state
Price determined by California Power Exchange (CPX), a private non-profit organization 





Transmission
Transmission lines and the power grids owned by utilities
Ownership of transmission lines and power grids transferred to a private non-profit organization, Cal ISO





Distribution
Wires supplying homes and business houses owned and controlled by utilities
No change 


The power sector reforms in California were introduced on a consensus basis after taking into account the interests of competing stakeholders. The utilities were asked to buy power in the spot market and were allowed to recover their ‘stranded costs’ (anticipated above market costs) through a competitive transition charge on consumers’ electricity bills. Retail rates were frozen for four years until stranded costs were recovered. It was assumed that the cost of power purchased by utilities would fall. By keeping retail prices at the same level, “stranded” costs could be recovered over time.


Wholesale markets worked reasonably well during the period 1996-98. But as the Californian economy began to grow at a fast pace, thanks to the technology boom, demand for power increased. However, supply did not grow rapidly enough. Wholesale spot prices began to sky rocket beginning from the spring of 2000. California’s utilities paid roughly $11 billion more for the power they purchased during the summer of 2000 compared to that in 1999. 


On December 7, 2000, California declared its first ever Stage-Three emergency. (A Stage-Three emergency meant 98.5% of power reserves had been consumed). The state however avoided power cuts by shutting down large water pumps. During 2000, the state had 30 Stage-Two emergencies. (A Stage-Two emergency meant the system had consumed 95% of the capacity). In the past, there had never been more than four Stage – Two emergencies in a year. On December 14, the price of electricity on the CPX reached $1400 per megawatt hour, up from about $30, a year ago. Facing a clearly untenable situation, on December 27, 2000 SCE and PGE asked CPUC to grant tariff hikes of up to 30%. 


On January 1, 2001, California Governor, Gray Davis, in a hard-hitting speech devoted to the power crisis, attacked the power wholesalers,
 going to the extent of even calling them criminals. The next day Davis flew to Washington for a special emergency summit called by the US Energy Secretary, Bill Richardson and Treasury Secretary, Larry Summers. Discussions were held with the utilities to resolve the crisis but no final deal emerged. On January 4, emergency rate hikes of 7-15% for PGE and SCE customers were announced.


Facing a liquidity crunch, PGE which served northern California had to cut power to blocks of customers in turns on January 17 and 18, 2001. The state again declared a Stage-Three emergency. By March 2001, PGE and SCE had around $12 billion of unfunded liabilities and were on the verge of bankruptcy. PGE filed bankruptcy protection on April 6.


On March 27, 2001, the CPUC approved an immediate increase in rates which utilities could charge their customers. PGE and SCE were allowed to raise prices by 46% and 42% respectively. 45% of the customers, including households with small bills were exempted from the higher tariffs but businesses had to bear the increased rates. Davis called the announcement premature and claimed that he had no prior knowledge of the decision. But this claim seemed to lack credibility as Davis himself had appointed three of the five members of the commission.


On May 8, 2001, wholesale spot prices peaked again to touch $560
 per megawatt hour, the highest since December 2000 and 11 times the normal price in 1999. The government stepped in to buy wholesale power on behalf of the utilities and announced plans to buy the power grids of the troubled SCE for a highly inflated price of $2.76 billion. The government’s long term plan to tackle the power crisis had three key components – taking control of the grid, purchasing power through long term contracts and putting pressure on power producers by imposing price caps and rebates. Some analysts felt that government intervention should be only temporary. Others felt that there would be an electricity glut in the medium term. By entering into long term contracts, the government was unwittingly locking itself into high prices. 


In June 2001, the Federal Energy Regulatory Commission (FERC) decided to impose price controls on wholesale electricity prices in 11 states, including California. California’s power supply, when not at emergency levels, would be sold at 85% of the price that prevailed at the end of the last such emergency. Power prices would be calculated, not solely by market forces but partly based on the cost of the least efficient generator. Meanwhile, Governor Davis’ aggressive posture against the state’s power suppliers continued. He threatened to impose a windfall-profits tax and seize plants of the suppliers if they did not cooperate.

Table II

Chronology of Events 

1996
Republican Governor Pete Wilson signs legislation to open up California’s electricity market to competition.




1998
Utilities begin to divest themselves of power generation plants. The retail tariffs are capped until utilities complete that task by 2002.




1999
SDGE becomes the first utility in California to deregulate.




2000

· May 22

· June 14

· August 2

· September 7

· December 7

· December 13

· December 26
As power reserves fall below 5%, Stage-Two alerts are declared.

Rolling blackouts in San Francisco affect thousands of consumers.

Governor Gray Davis calls for investigation into price manipulation by electricity wholesalers.

Rates for San Diego customers are capped.

Stage-Three emergency declared after reserves fall below 1.5%

US Energy Secretary, Bill Richardson asks California’s electricity supply to be stepped up.

SCE sues FERC for failing to keep wholesale electricity prices under check.




2001

· January 4

· January 16

· January 17

· January 18

· January 19

· February 1

· February 23

· March 9

· March 19-20

· March 27

· April 6
Emergency rate hike of 7-15% for customers of PGE and SCE is approved by California’s regulators.

Stage -Three alert is declared once again. SCE runs into a liquidity crunch.

Blackouts affect thousands of customers in northern and central California. Emergency power buying plan is announced by California authorities.

A second day of blackouts in northern and central California.

Governor Davis signs legislation to spend up to $400 billion to buy power for SCE and PGE, as a stop-gap measure.

Davis signs a multi-billion dollar plan to buy power for customers of PGE, SCE & SDGE. Under the plan, the state can sign long-term contracts for buying power on behalf of the utilities.

Davis announces an agreement in principle with SCE to buy its transmission lines for $2.7 billion. The parent company would give SCE $420 million to reduce debt.

FERC asks 13 power suppliers to provide refunds adding up to $69 million unless they can justify the prices.

Rolling blackouts are called statewide for the first time in the power crisis.

Rate increases up to 46% for SCE and PGE customers are announced by CPUC.

PGE files bankruptcy protection.


By the middle of 2001, California seemed to be getting a respite from the power crisis. Natural gas prices had fallen and reduced the cost of wholesale electricity. Three new plants became operational during June-July 2001. Electricity consumption in June was 12% lower compared to the previous year. The stalemate, however, was far from over, Davis insisted that producers had overcharged the state by $8.9 billion. So, there was still a possibility that the government might impose a windfall-profits tax on power producers. In such a situation, producers had little incentive to invest in additional power generation capacity.

Concluding notes

The California power crisis brings out the risks involved in an industry in the early stages of deregulation. The fortunes of players to a large extent depend on how government policies evolve. 


Quite clearly, the deregulators in California were not fully sensitive to the peculiarities of the electricity market and the substantial difficulties involved in creating a competitive spot market in electricity for various reasons:

· Difficulties in storing electricity and need to balance demand and supply on a moment-to-moment basis.

· Rapid changes in electricity demand.

· Impact of failures in one location on supply in other regions in the same grid.

· Relative unresponsiveness of electricity demand to price increases.


The absence of long-term contracts between generators and distributors was another loop-hole. Such contracts would have insulated the utilities to some extent from violent price fluctuations. The utilities had to sell their plants but could not purchase the output of these plants using vesting contracts. Instead they had to buy from the newly created spot market.


An obvious problem with the deregulation process was that retail tariffs were fixed. Consumers who were insulated from price increases were reluctant to cut consumption, no matter how high the wholesale price. Recently, retail rates have been raised but are still fixed and not responsive to demand.


The ultimate responsibility for their plight however lies with the utilities themselves. Quite clearly, PGE, SCE and SDGE misread the situation. They must have felt that falling prices would give them access to cheaper power. Hence, they did not press for free or flexible pricing at the retail level. During the debate over California’s deregulation, the utilities pressed for compensation for the plants they had built in the era of regulation. The legislators had frozen the retail prices assuming that the wholesale prices would drop. Utilities were presumably happy that they could benefit by pocketing the difference and thus recover their sunk costs. Indeed, this was the one wrong assumption that precipitated the crisis. Had the utilities taken a principled stand and convinced the California government that deregulation had to go all the way through, they might have been much better off. As Michael Moore, of the California Energy Commission remarked
, “We have one foot in the old regulated world, one foot in the market and a legislature that keeps changing its mind…There is simply no clear path forward.”


There is no doubt that political influence has been strong on the deregulation process in the Californian power industry. The deregulation law was worked out on the basis of compromises and fragile political alliances. Democrats, Republicans, consumer groups, utilities and private sector power producers all fought to protect their turfs. Governor Pete Wilson (a Republican) and the independent producers preferred a faster shift to a free market. Consumer groups wanted safeguards to ensure that prices did not go up. Although, everyone seemed to get something, the ultimate result was a policy that combined the worst of free market principles and command-and-control regulation. As Christopher Palmeri has put it
, “Truly solving California’s electricity problem, (however) will require all of these groups to make sacrifices. So far, none of them has shown much willingness to do so.”


By trying to find a solution that would hurt no one, the politicians obviously committed a blunder. After the deregulation, consumers were happy with the cap on retail prices. Utilities felt they could recover billions of dollars they had invested in old power plants. Power producers were happy as they were getting access to a lucrative market. Environmental groups expressed glee that the state of California would continue with its clean air policies. But, at the end, it was the law of unintended consequences, which took over. 


The California power crisis has much in common with what is currently happening in India currently. In both the cases, deregulation has not proceeded far enough. Just as in California, the Indian government has attempted to deregulate power production while retaining many restrictions at the distribution end. The message which comes out clearly is that it is in the early stages of deregulation of an industry that companies face the maximum risk. The rules of the game are still evolving. Government actions tend to be shrouded in opaqueness. Quite clearly, private sector participants should demand quick and complete deregulation of an industry even if it throws the system out of gear in the beginning.

Case 6.2 - Dabhol Power Corporation

Introduction

In big deals involving sensitive goods and services which affect millions of customers, political influence cannot be avoided. Dabhol Power Corporation (DPC) illustrates the challenges MNCs face in managing political risks in developing countries. From the time when discussions on the project began in 1992 till 2001, when the main promoter Enron announced it was planning to withdraw, the project was to say the least controversial. Enron found itself dealing with various hostile politicians and activists. With state governments changing from time to time, the company found itself being vulnerable to the whims and fancies of politicians and bureaucrats. Finally, when the project became operational, Enron’s worst fears were confirmed. The Maharashtra State Electricity Board which was contractually bound to purchase power from Enron just did not have the money to pay the bills. The Enron project has seen all the elements of high drama-protest rallies, environmental concerns, charges of abuses of human rights, court cases, charges and counter charges made by political parties. Indeed, for many politicians and environmental activists, the protests against Enron symbolise their strong opposition to globalization.

Background note

In the middle of 1992, following the visit to the US by senior Indian officials, Enron began talks with the Indian government to explore the possibility of building a large power plant in Maharashtra. In June, a Memorandum of Understanding (MoU) was signed for setting up a 2000-2400 MW capacity plant. The MoU was citicised for being finalised in great hurry without any competitive bidding. A World Bank team which appraised the project, found many irregularities and felt the agreement was biased in favour of Enron. In fact, the World Bank turned down the proposal when the government approached it for funding the project, since it felt it was non viable. There were major doubts about the project. Enron’s subsidiary Dabhol Power Corporation (DPC) had to be paid within 60 days. But DPC’s own obligations regarding supply of electricity were not clearly spelt out. India’s Central Electricity Authority (CEA) also felt that the price of the power was very high vis-à-vis the existing cost of power generation.


On August 29, 1992, Enron submitted a detailed proposal for a 2550 MW power plant which would become operational in December 1995. In the beginning of 1993, India’s apex body for approving foreign investment proposals, the Foreign Investment Promotion Board (FIPB) cleared the project for an initial capacity of 1920 MW, with provision of increasing it to 2550 MW.


In December 1993, DPC signed a Power Purchase Agreement (PPA) with the Maharashtra Sate Electricity Board (MSEB). MSEB would purchase at least 90% of the generated power. No eyebrows were raised at that time as Maharashtra was facing a severe power deficit. However, the financial implication of the PPA was that MSEB had to pay DPC $220 million a year for 20 years whether it needed the power or not. The PPA also stipulated that the price charged by DPC would be linked to the dollar-rupee rate and oil prices. If the dollar appreciated or if international oil prices went up, the tariff would go up.


In early 1995, Enron got a hint of the rough weather ahead. After the state elections, a new government led by the Shiva Sena party came to power and promptly accused the earlier government of corruption. A committee headed by a senior Maharashtra politician, Gopinath Munde reported,
 “The previous Government has committed a grave impropriety by resorting to private negotiations on a one to one basis with Enron… There was no compelling reason not to involve a second contender for Dabhol. Actually, such a thought does not seem to have occurred to anyone at all. …Several unusual features of the negotiations and final agreement have been pointed out by the Sub-Committee in the report which makes it clear that whatever Enron wanted was granted without demur. The Sub-Committee is of the view that such high cost power as Enron envisages will, in the immediate future, and also in the long run, adversely affect Maharashtra and the rapid industrialisation of the State and its competitiveness.” As recommended by the Munde Committee, the Maharashtra government announced on August 3, 1995 that the project would be cancelled. The government filed a court case against DPC and MSEB alleging corruption and illegal payments.


Driven into a corner, Enron began desperate efforts to revive the project. On November 1, 1995, it apologized to the state government and agreed to renegotiate the terms of the project. On November 7, Rebecca Mark, a senior Enron official met the Shiva Sena Chief, Bal Thackeray. Immediately thereafter, the Maharashtra government set up a renegotiation committee headed by an eminent economist, Kirit Parikh. Within 11 days, the committee submitted its report and recommended revival of the project. A formal announcement in this regard was made by the government on January 26, 1996. It was decided that MSEB would take a 15% equity stake to start with and increase it to 30% by the end of the project
. To keep Enron happy, the Indian government, announced
 that it would offer a counter guarantee. This meant, Enron was more or less assured of payment for the power it would sell to MSEB.


Critics of the Dabhol Project felt that the renegotiated terms were worse than the original terms. The central government had to pay up in case of any defaults by the MSEB. For Enron, it was a tremendous boost. Most electricity boards in India offered power free or at concessional rates to farmers due to political interference. Also, they had little scope to take action against customers who were defaulting or stealing power. Consequently, they were on the verge of bankruptcy, MSEB was no exception and its finances were hardly in good shape.


Enron negotiated various other concessions while finalising the deal. It was given a corporate tax waiver and an import duty of 20 percent against the general norm of 53 percent. On a project with an outlay of over Rs. 10,000 crore, Enron’s internal rate of return was estimated to be 39%.


In May 1999, Phase I of the project was completed and the plant became operational. But between May 1999 and October 2000, MSEB purchased only 60% of DPC’s generation capacity against the contracted 90%. In July 2000, while MSEB was purchasing only 30% of the capacity, the cost of electricity rose to over Rs. 7 per unit. Enron sources explained that the problem lay with MSEB’s inability to lift power. (At 90% utilisation of capacity, the cost would only be Rs. 4.02 per unit). In June 2000, DPC reported profits of $42 million in its first full year of operations. It also announced that it was discussing with the government the possibility of selling power to states like Karnataka, Andhra Pradesh, Rajasthan and Tamil Nadu.

Problems begin

Problems for Enron seemed to mount from here onwards as the financial implications of the deal became more evident. By the middle of 2000, the project was facing stiff opposition from several Indian politicians. Parties belonging to the ruling coalition in Maharashtra demanded that the project be scrapped in view of the high cost of power.


In October 2000, in a new turn, MSEB defaulted on its payment of 
Rs. 114 crore due to DPC. It also defaulted on the November bill of Rs. 148 crore. MSEB chairman, Vinay Bansal argued that DPC’s power tariff at Rs. 4.50 was inflated and the PPA was ill-conceived. For MSEB, the choice was ultimately between coal based electricity (Re. 1 a unit) and power from Enron (over Rs. 4 per unit). So, MSEB felt justified in keeping the Dabhol plant idle. MSEB also imposed a penalty on DPC on the technical grounds that it had failed to supply power within 180 minutes from cold start after being intimated to despatch power. 


By December 2000, the dispute worsened to such an extent that the state government announced that it would review the project. From December 31 to January 4, DPC did not produce a single unit of electricity following MSEB’s decision to suspend purchases. The Maharashtra government temporarily defused the crisis by paying Rs. 150 crores but in the process stretched itself so much that the salaries of government school teachers were put in jeopardy!


From the beginning of 2001, Enron became more aggressive and decided to invoke the central government guarantee. Enron also issued a notice of arbitration to the Indian government to settle the December bill for Rs. 102 crores. Jeff Skilling, Enron CEO announced that he would be willing to sell off DPC if the buyer offered the right price. Enron also announced that in view of the unfavourable political conditions, it would invoke the force majeure clause
.


On February 9, state chief minister Vilas Rao Deshmukh appointed a committee headed by senior bureaucrat Madhav Godbole to go into all aspects of the PPA. Godbole submitted his report describing “the utter failure of governance that seems to have characterised almost every step of the decision making process” in the Dabhol project. The report strongly citicised the decisions taken by three different governments – the one of Sharad Pawar, the 13 day BJP government at the centre during 1996 and the Shiva Sena government of Manohar Joshi.


After meeting its lenders in London in April 2001, DPC received authorisation from its Board to terminate the contract at an appropriate point of time. The Maharashtra government on its part also wanted to issue a termination notice to Enron at the board meeting. However, it was pressurised by the central government not to precipitate matters. According to Business India
, “The Indian team was grossly ill prepared to handle the situation that arose at the London meeting. In contrast, Enron had seen the writing on the wall with the Gobdole report and come fully prepared for all eventualities.” According to press reports, Enron decided to induct a bankruptcy lawyer on the DPC board, a clear indication that it was getting ready to wind up operations. and leave India with whatever it could get. On the other hand, the Indian delegation had been mentally conditioned into a negotiating mould and refused to accept the reality of the situation.


 In May 2001, though Enron chairman Kenneth Lay expressed his commitment to the project, things were obviously moving in a different direction. Predictably enough, Lay changed his stance shortly afterwards and remarked that Enron had reached a point where it would like to withdraw. On May 19, DPC served its preliminary termination notice on MSEB. After Enron announced that it was looking for a buyer, the central government indicated it did not see any role for itself in this regard. But, the state government demanded central government intervention either directly or through its power utility, National Thermal Power Corporation.


Meanwhile, Enron India Managing Director K Wade Cline indicated that Enron expected at least $1 billion for its stake in the project and announced he was not interested in completing the project
: “We already run $1 billion risk and we don’t want to increase it.” He however, softened his stand, “We want to get out of the project but if the government accepts our offer of sale we are willing to complete the project before we hand it over.”


Meanwhile, the benefits of the DPC project had quite clearly become a question mark. Against the original expectation of Rs. 2.00 per unit, MSEB was buying power at over Rs. 7.00 per unit, paying DPC over Rs. 2500 crores a year, (20% of its revenues) but its capacity had gone up by only 5%. One energy expert, Abhay Mehta estimated
: that by 2002, when Enron’s 1444 MW Phase II started generating electricity, MSEB could end up paying Rs. 7,144 crore to Enron or nearly 80% of its revenues. According to other estimates, the total payment over the 20 years of the contract would work out to Rs. 2.5 to 3.5 lakhs per consumer in Maharashtra. 

Recent developments
DPC has now stopped supplying power to MSEB, which in turn has annulled the PPA. Enron has served a termination notice but has not been able to initiate arbitration proceedings in international courts, as provided in the PPA. A public interest litigation is pending in India’s Supreme Court even as Enron and MSEB are locked in a battle over the venue of adjudication – India or abroad. MERC, the power regulatory authority in Maharashtra has ruled that DPC should not be allowed to activate the escrow account nor should it be allowed to initiate arbitration proceedings in London. When DPC appealed to the Bombay High Court, it ruled that MERC had the jurisdiction to decide on these matters. When Enron went to the Supreme Court of India, the apex judicial authority directed the Bombay High Court on August 6, to examine MERC’s jurisdictional powers expeditiously. Enron has now moved the High Court for an early hearing.


Meanwhile, Enron has sought to keep up the pressure on the Indian government by enlisting the support of many powerful US politicians. The Assistant US Secretary of State for South Asian Affairs, Christina B Rocca, on a recent visit to India remarked that DPC would cast a dark cloud on India’s investment climate. Other politicians who have argued forcefully Enron’s case include Frank Wisner and Richard Celeste, former US ambassadors to India. Celeste remarked at his farewell speech at the US consulate in Bombay, that India needed Dabhol power and the Dabhol stalemate was causing concern among American businessmen that India remained an unreliable destination for their investments.


Press reports towards the end of October, 2001 indicated that Enron was in advanced stages of negotiation to divest its stake in the Dabhol project at a price of $700 million. A few weeks later, a new turn developed when the parent company, itself seemed to be on the verge of bankruptcy. DPC was likely to play a major role in rescuing the parent company from financial distress. Much depended on the arbitration proceedings which would get under way in London shortly. Meanwhile, among the Indian business houses showing interest in acquiring Enron’s stake in DPC were Tata Power, BSES and the A V Birla group.

The Indian electricity sector

In the 1990s, the Indian government, realising the serious supply-demand mismatch had launched several initiatives to augment the power generation capacity. It announced that 47,000 MW of capacity would be added between 1997 and 2002 and 115,000 MW between 1997 and 2007. To mobilise the huge investments involved, the government seriously began to look at foreign investors. Various structural problems however, stood in the way of attracting MNCs. The power distribution in the country was more or less in the total control of the highly politicised State Electricity Boards (SEBs). Due to pilferages, subsidies and transmission and distribution losses, the financial health of the SEBs had significantly deteriorated over time and MSEB was no exception. So, most MNCs anticipated major problems in collecting their dues from the SEBs.


By mid-2000, MSEB had accumulated Rs. 3375 crores of arrears on account of customer defaults, transmission and distribution losses, a bloated workforce of 1.11 lakh and a highly politicised system that under billed half of its consumers. As India Today reported
: “MSEB sells power for less than one sixth of its purchase cost. It buys electricity for Rs. 3 a unit and sells it for 42 paise to over 90% of its consumers… The board has repeatedly asked for it to be allowed to collect its dues or disconnect defaulters, charge a more realistic tariff and even reduce subsidies from an astronomical 90% to at least a manageable 40%. Just recovering its dues, from say, rich sugarcane farmers will add Rs. 5000 crore to the MSEB’s kitty.” Maharashtra’s Minister of state for energy, Rajendra Darda admitted
: “Most of this electricity crisis is man made as leaders have ruled by dispensing favours. Subsidies have been doled out to serve political ends. For instance, the agriculture sector which accounts for 30 percent of consumption meets just 3 per cent of MSEB’s revenues.” The then chairman, Asoke Basak, who had been making a tremendous effort to penalise defaulters and prevent thefts remarked
, “SEBs have become political animals and the political bosses need to create a climate which contributes to our efforts.” Only a little earlier, the state government had announced a 55% concession in the outstanding power bills of a large number of powerlooms in the textile town of Bhiwandi near Mumbai. 


Indian laws stipulated that power could be distributed only by SEBs. This meant even efficient power generating companies were at the mercy of the SEBs for realising payments. Faced with this situation, pressure mounted on the government for deregulating the power sector. The Central Electricity Regulatory Authority, set up in 1998 examined issues relating to inter state tariffs and transmission. But political interference continued to slow down the reform process. Some states went ahead with separation of generation and distribution activities and creation of a corporate form of organisation for their electricity boards. But many other states lagged behind. 


The absence of a national grid remained an important structural problem. Evacuation of power from a surplus to a deficit state was difficult, if not impossible, due to the absence of such a grid. As part of an initiative in this regard, the Indian government tied up a $250 million loan with the Asian Development Bank (ADB) in October 2000. ADB expected the Indian government to strengthen regulatory mechanisms, improve efficiency and encourage private sector participation in power transmission. The Power Grid Corporation was entrusted with the job of setting up the National Grid. 


Five states Orissa, Gujarat, Haryana, Andhra Pradesh and Rajasthan demonstrated their commitment to restructuring the SEBs. Even in these states however, the reform process was only partially complete. And in states like Orissa, problems cropped up after deregulation was well under way.


Notwithstanding all the initiatives to increase power generation, the demand-supply gap continued to widen. In January 2001, many parts of north India were thrown into darkness as power supply failed once again. In early 2001, power shortage in India was estimated to be 11.3 percent of peak load and 8.3% of the total supply in the country. For a country ranked seventh in the world in terms of energy consumption, this was clearly an untenable situation. 

Other players in trouble

Enron was not the only foreign investor, which encountered serious problems while operating in the Indian electricity sector. In fact, a few had already withdrawn from various projects in the country. Electricite de France, withdrew from the 1082 MW Bhadrawati project because of the inordinate delay in getting the necessary clearances, very high coal prices and dissatisfaction over payment terms. Daewoo ended its association with the 1070 MW Korba East project, again because of payment related issues. Cogentrix decided to withdraw from the 1000 MW Mangalore project after being frustrated by bureaucratic hurdles and public interest litigation. China Light and Power pulled out in 1995 following differences with the government and opposition from environmental groups.


In mid 2001, US major, AES also threatened to walk out of Orissa’s Central Electricity Supply Company (CESCO) if its dues were not cleared. The company filed an arbitration petition for non payment of dues. AES, which held a 51% stake in CESCO, demanded a hike in tariff levels and clearance of all the bills of its power generating company, which had increased to $45 million over a period of 30 months. The company’s CEO Dennis Bekke announced that the company would rather write off its investment than continue with the untenable arrangement.


Senior Indian politicians understood the gravity of the situation, but seemed reluctant to do much due to political compulsions. Union Power Minister, Suresh Prabhu stressed the need for three issues to be addressed immediately – theft, which amounted to an estimated Rs. 20,000 crore every year, technical losses which made up 10% of the total power generated and low tariffs, which were much below the cost of power generation. In December 2000, PM Atal Behari Vajpayee expressed concern that many power projects were stuck in the proposal stage even years after their technical and economic clearances had been sanctioned by the government. The PM admitted that private sector participation was absolutely essential to rejuvenate the power industry. Inspite of these positive statements by the country’s top leaders, little action seems to be taking place on the ground.


Since the inception of power reforms in 1991
, the government had cleared 57 private sector projects, with a total capacity of 29,544 MW and 43 public sector projects, representing a capacity of 19,552 MW. By early 2001, only about a dozen projects had seen financial closure and the capacity added was just 2,150 MW.

Concluding notes

Enron’s decision to withdraw seemed to imply an admission of defeat and an ability to break the stalemate. According to an analyst quoted in Business India,
 “It ought to have understood that in big deals involving sensitive prices affecting millions of customers, politicians would get involved. In fact, they themselves took active steps to get the project through with a political push. This has turned out to be a double-edged sword. They are now complaining because the tide has turned against them.” 


However, the scenario had its own silver lining as far as Enron was concerned. Its exit seemed to be in line with its global strategy of moving out of power generation into trading. Some analysts even felt that Enron would lose little by walking out as it had recovered much of its investments. 
 


The United Nations Development Program (UNDP) has presented Dabhol as a case study in how developing countries are fooled by giant corporations. Analysts who support UNDP’s view point out that Enron, though driven into a corner at various stages of the project, had successfully negotiated these difficult conditions to its advantage. Outlook magazine
 gave a list of the guarantees which Enron had extracted from the government:

· Guaranteed payment from MSEB for DPC’s generating capacity and fuel whether it bought power or not.

· An unconditional and irrevocable guarantee from the Maharashtra government to pay up in case of defaults by MSEB

· A counter guarantee from the Indian government to back up the guarantee of the state government.

· Indemnification by the state government against any “invalidity, illegality or unenforceability” of the guarantee.


As 2001 drew to a close, debate continued on how the stalemate should be resolved. Some analysts felt that Enron should be asked to leave without much compensation. They argued that Enron had not obtained the required techno economic clearance from the Central Electricity Authority (CEA). (The Godbole Committee had mentioned this point in its report). Others felt that there was enough evidence to associate Enron with corruption. Enron had contributed to a Rs. 200 crore education fund. It had also paid for a senior BJP (the ruling political party in India) leader’s flying course in the US. Under such circumstances, the agreements and guarantees would not stand in a court of law and the Indian government would be well within its right to go ahead and confiscate Enron’s assets in the country. 


Meanwhile, surprising news emerged during November 2001 that the parent company was on the verge of bankruptcy and was likely to be taken over by Dynegy, a Houston based provider of energy and communications services in North America and Europe. Dynegy had total revenues of $29.5 billion in the year 2000. Later on, Dynegy pulled out of the acquisition. Enron filed bankruptcy in the US courts. The proceeds from the sale of the Dabhol are expected to help Enron significantly, in paying off its creditors. 

Annexure 6.3 - Euromoney Country Risk Ratings
One of the most widely used country risk ratings is that provided by Euromoney. To obtain the overall country risk score, Euromoney assigns a weight to the nine parameters. The best underlying value per parameter achieves the full weight (25, 10 or 5); the worst scores zero and all other values are calculated relative to these two. The formula used is A - (A / (B-C)) x (D-C), where A = parameter weighting; B = lowest value in range; C = highest value in range, D = individual value. For Debt indicators and Debt in default, B and C are reversed in the formula, as the lowest score receives the full weighting and the highest gets zero. 

The nine parameters are: 

• 
Political risk (25% weighting): The risk of non-payment or non-servicing of payment for goods or services, loans, trade-related finance and dividends, and the non-repatriation of capital. Risk analysts give each country a score between 10 and zero - the higher, the better. This does not reflect the creditworthiness of individual counter-parties.

• 
Economic performance (25%): It is based (1) on GNP figures per capita and (2) on results of a Euromoney poll of economic projections, where each country’s score is obtained from average projections for 2001 and 2002. The sum of these two factors, equally weighted, makes up this column - the higher the result, the better. 

• 
Debt indicators (10%): It is calculated using these ratios, total debt stocks to GNP (A), debt service to exports (B); current account balance to GNP (C). Scores are calculated as: A + (B x 2) - (C x 10). The lower this score, the better.

• 
Debt in default or rescheduled (10%): It is calculated based on the ratio of rescheduled debt to debt stocks. The lower the ratio, the better it is. OECD and developing countries, which do not report under the debtor reporting system (DRS), score 10 and zero respectively. 

• 
Credit ratings (10%): It is based on nominal values, assigned to sovereign ratings from Moody’s, S&P and Fitch IBCA. The higher the average value, the better. Where there is no rating, countries score zero. 

• 
Access to bank finance (5%): It is calculated from disbursements of private, long-term, unguaranteed loans as a percentage of GNP. The higher the result, the better it is. OECD and developing countries not reporting under the DRS score five and zero respectively. 

• 
Access to short-term finance (5%): It takes into account OECD consensus groups and short-term cover available from the US Exim Bank and NCM UK. The higher the score, the better. 

• 
Access to capital markets (5%): It is based on the ratings given by heads of debt syndicate and loan syndications to each country’s accessibility to international markets at the time of the survey. The higher the average rating out of 10, the better.

• 
Discount on forfaiting (5%): It reflects the average maximum tenor for forfaiting and the average spread over riskless countries such as the US. (Forfaiting refers to the international factoring of invoices and bills). The higher the score, the better. Countries, where forfaiting is not available, score zero. 

Country risk for selected countries

Legend for Chart:

A
-
Ranking (September 2001)

B
-
Country

C
-
Total score (100)

D
-
Political risk (25)

E
-
Economic performance (25)

F
-
Debt indicators (10)

G
-
Debt in default or rescheduled (10)

H
-
Credit ratings (10)

I
-
Access to bank finance (5)

J
-
Access to short-term finance (5)

K
-
Access to capital markets (5)

L
-
Discount on forfaiting (5)





A
B
C
D
E
F
G
H
I
J
K
L

1
Luxembourg 
99.21
24.72
25.00
10.00
10.00
10.00
5.00
5.00
5.00
4.49

2
Switzerland 
98.20
25.00
23.27
10.00
10.00
10.00
5.00
5.00
5.00
4.94

3
Norway
95.27
24.15
21.20
10.00
10.00
10.00
5.00
5.00
5.00
4.92

4
Denmark
94.70
24.18
20.82
10.00
10.00
9.79
5.00
5.00
5.00
4.92

5
United States
93.50
24.28
19.22
10.00
10.00
10.00
5.00
5.00
5.00
4.92

6
Netherlands
93.24
24.81
18.55
10.00
10.00
10.00
5.00
5.00
5.00
4.89

7
Sweden
92.57
24.31
19.18
10.00
10.00
9.17
5.00
5.00
5.00
4.92

8
Austria
92.41
24.13
18.39
10.00
10.00
10.00
5.00
5.00
5.00
4.89

9
France
92.34
24.68
17.72
10.00
10.00
10.00
5.00
5.00
5.00
4.94

10
Finland
92.32
24.11
18.50
10.00
10.00
9.79
5.00
5.00
5.00
4.92

11
Germany
92.17
24.61
17.62
10.00
10.00
10.00
5.00
5.00
5.00
4.94

12
United Kingdom
92.09
24.68
17.47
10.00
10.00
10.00
5.00
5.00
5.00
4.94

13
Ireland
91.11
24.27
17.19
10.00
10.00
9.79
5.00
5.00
5.00
4.86

14
Singapore
90.54
22.76
18.95
10.00
10.00
9.58
5.00
5.00
5.00
4.25

15
Belgium
90.52
23.29
18.18
10.00
10.00
9.17
5.00
5.00
5.00
4.89

26
Hong Kong
80.36
20.41
15.74
10.00
10.00
7.29
5.00
4.20
4.50
3.21

45
China 
60.71
16.85
8.81
9.72
10.00
6.25
0.00
2.00
4.00
3.08

46
Mexico 
60.37
15.83
9.14
9.22
10.00
3.96
1.17
3.00
3.83
4.22

57
India 
54.95
14.57
8.13
9.54
10.00
3.33
0.01
3.00
2.50
3.85

72
Venezuela 
44.74
10.53
6.53
9.31
10.00
1.56
0.31
2.20
2.50
1.80

80
Iran 
41.34
11.29
5.55
9.52
10.00
1.88
0.00
2.20
0.00
2.02

88
Sri Lanka
39.02
9.59
4.90
9.31
10.00
0.00
0.00
2.20
1.00
2.02

129
Nigeria 
28.78
6.01
2.94
8.96
10.00
0.00
0.00
0.87
0.00
0.00

181
Cuba 
6.73
3.83
2.69
1.00
0.00
0.00
0.00
0.20
0.00
0.00

184
Iraq 
3.35
1.35
2.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00

185
Afghanistan
1.30
0.00
0.50
0.00
0.00
0.00
0.00
0.80
0.00
0.00

Annexure 6.4 – The T.I. Corruption Perceptions Index

Transparency International’s (TI) Corruption Perceptions Index (CPI) has assumed a central place in debates on corruption. It is used by economists, academics, business people and journalists. Since, no single source or polling method has yet been developed that combines a perfect sampling frame, large enough country coverage, and a fully convincing methodology to produce comparative assessments, the CPI uses a composite index. It consists of credible sources using different sampling frames and various methodologies. But the CPI is considered one of the most statistically robust means of measuring perceptions of corruption.

The 2001 CPI includes data from the following sources:

· The World Economic Forum (WEF).

· The Institute for Management Development, Lausanne (IMD).

· PricewaterhouseCoopers (PwC).

· The World Bank’s World Business Environment Survey (WBES).

· The Economist Intelligence Unit (EIU).

· Freedom House, Nations in Transit (FH).

· The Political and Economic Risk Consultancy, Hong Kong (PERC).

The sources submit their inputs as follows:

· The WEF asks in its 2001 Global Competitiveness Report “Irregular extra payments connected with import and export permits, public utilities and contracts, business licenses, tax payments or loan applications are common/not common?” 

· The IMD asks respondents to assess whether “bribing and corruption prevail or do not prevail in the public sphere.”

· PwC asks for the frequency of corruption in various contexts (e.g. obtaining import/ export permits or subsidies, avoiding taxes).

· The WBES asks two questions with respect to corruption, one determining the “frequency of bribing” and another one relating to “corruption as a constraint to business”.

· The EIU defines corruption as the misuse of public office for personal financial gain and aims at measuring the pervasiveness of corruption. Corruption is one of the more than 60 indicators used to measure “country risk” and “forecasting.” 

· FH determines the “level of corruption” without providing further defining statements.

· The PERC asks, “How do you rate corruption in terms of its quality or contribution to the overall living/working environment?” 

The index

The various sources have some differences with respect to sample and date. TI adopts the simple approach of assigning equal weights to those sources, which meet the criteria of reliability and professionalism.
Standardizing

Since each of the sources uses its own scaling system, aggregation requires a standardization of the data before each country’s mean value can be determined. For all sources not already standardized for the CPIs of previous years, the 2000 CPI is the starting point. It has a mean value of 4.43 and a standard deviation of 2.63. Each of the sources has different means and standard deviations. The aim of the standardization process is to ensure that inclusion of a source consisting of a certain subset of countries should not change the mean and standard deviation of this subset of countries in the CPI. The reason is that the aim of each source is to assess countries relative to each other, and not relative to countries not included in the source. A country should not be “punished” for being compared with a subset of relatively uncorrupt countries, nor rewarded for being compared with a subset perceived to be corrupt. In order to achieve this, the mean and standard deviation of this subset of countries must take the same value as the respective subset in the 2000 CPI. With S’(j,k) being the original value provided by source k to country j, the standardized value, S(j,k) is determined by

S(j, k) = [S’(j,k) - Mean(S’(k))] X (SD(2000 CPI) / SD(S’(k))) + Mean(2000 CPI)

where the means and standard deviations (SD) for the source k and the 2000 CPI have been determined for the joint subset of countries. For IMD and PERC, this standardization procedure has not changed the values significantly, since the data is already delivered on a scale between 0 and 10. This contrasts with the values provided by WEF who report the data on a scale between 1 and 7. Likewise EIU and FH provide assessments ranging between 0 and 4 and between 1 and 6, respectively. The WBES provides two data on corruption, which have been aggregated before being standardized and included in the CPI. The 2001 CPI includes all countries for which at least three sources are available. The highest score is 10 and lowest zero.
The 2001 T.I Corruption Perceptions Index

PRIVATE
Country
Rank
Country
2001 CPI
Score
Surveys
Used
Standard
Deviation
High-Low
Range

1
Finland
9.9
7
0.6
9.2 - 10.6

2
Denmark
9.5
7
0.7
8.8 - 10.6

3
New Zealand
9.4
7
0.6
8.6 - 10.2

4
Iceland
9.2
6
1.1
7.4 - 10.1


Singapore
9.2
12
0.5
8.5 - 9.9

6
Sweden
9.0
8
0.5
8.2 - 9.7

7
Canada
8.9
8
0.5
8.2 - 9.7

8
Netherlands
8.8
7
0.3
8.4 - 9.2

9
Luxembourg
8.7
6
0.5
8.1 - 9.5

10
Norway
8.6
7
0.8
7.4 - 9.6

11
Australia
8.5
9
0.9
6.8 - 9.4

12
Switzerland
8.4
7
0.5
7.4 - 9.2

13
United Kingdom
8.3
9
0.5
7.4 - 8.8

14
Hong Kong
7.9
11
0.5
7.2 - 8.7

15
Austria
7.8
7
0.5
7.2 - 8.7

16
Israel
7.6
8
0.3
7.3 - 8.1


USA
7.6
11
0.7
6.1 - 9.0

18
Chile
7.5
9
0.6
6.5 - 8.5


Ireland
7.5
7
0.3
6.8 - 7.9

20
Germany
7.4
8
0.8
5.8 - 8.6

65
Philippines
2.9
11
0.9
1.6 - 4.8

71
India
2.7
12
0.5
2.1 - 3.8

84
Kenya
2.0
4
0.7
0.9 - 2.6

88
Indonesia
1.9
12
0.8
0.2 - 3.1


Uganda
1.9
3
0.6
1.3 - 2.4

90
Nigeria
1.0
4
0.9
-0.1 - 2.0

91
Bangladesh
0.4
3
2.9
-1.7 - 3.8
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