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Why Country Risk Analysis Is Important

Country risk is the potentially adverse impact of a country’s environment on an 
MNC’s cash fl ows. Country risk analysis can be used to monitor countries where 
the MNC is currently doing business. If the country risk level of a particular coun-
try begins to increase, the MNC may consider divesting its subsidiaries located there. 
MNCs can also use country risk analysis as a screening device to avoid conducting 
business in countries with excessive risk. Events that heighten country risk tend to 
discourage U.S. direct foreign investment in that particular country.

Country risk analysis is not restricted to predicting major crises. An MNC may 
also use this analysis to revise its investment or fi nancing decisions in light of recent 
events. In any given week, the following unrelated international events might occur 
around the world:

 • A terrorist attack

 • A major labor strike in an industry

 • A political crisis due to a scandal within a country

 • Concern about a country’s banking system that may cause a major outfl ow of 
funds

 • The imposition of trade restrictions on imports

Any of these events could affect the potential cash fl ows to be generated by an MNC 
or the cost of fi nancing projects and therefore affect the value of the MNC.

Even if an MNC reduces its exposure to all such events in a given week, a new set 
of events will occur in the following week. For each of these events, an MNC must 
consider whether its cash fl ows will be affected and whether there has been a change 
in policy to which it should respond. Country risk analysis is an ongoing process. 

An MNC conducts country risk analysis when as-

sessing whether to continue conducting business in a 

particular country. The analysis can also be used when 

determining whether to implement new projects in for-

eign countries. Country risk can be partitioned into the 

country’s political risk and its fi nancial risk. Financial 

managers must understand how to measure country risk 

so that they can make investment decisions that maxi-

mize their MNC’s value.

The specific objectives of this chapter are to:

� identify the common factors used by MNCs to mea-
sure a country’s political risk,

� identify the common factors used by MNCs to mea-
sure a country’s financial risk,

� explain the techniques used to measure country risk, 
and

� explain how MNCs use the assessment of country risk 
when making financial decisions.

16: Country Risk Analysis
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Most MNCs will not be affected by every event, but they will pay close attention to 
any events that may have an impact on the industries or countries in which they do 
business. They also recognize that they cannot eliminate their exposure to all events 
but may at least attempt to limit their exposure to any single country-specifi c event.

Political Risk Factors

An MNC must assess country risk not only in countries where it currently does busi-
ness but also in those where it expects to export or establish subsidiaries. Several 
risk characteristics of a country may signifi cantly affect performance, and the MNC 
should be concerned about the likely degree of impact for each. The September 11, 
2001, terrorist attack on the United States heightened the awareness of political risk.

As one might expect, many country characteristics related to the political envi-
ronment can infl uence an MNC. An extreme form of political risk is the possibility 
that the host country will take over a subsidiary. In some cases of expropriation, some 
compensation (the amount decided by the host country government) is awarded. In 
other cases, the assets are confi scated and no compensation is provided. Expropria-
tion can take place peacefully or by force. The folllowing are some of the more com-
mon forms of political risk:

 • Attitude of consumers in the host country

 • Actions of host government

 • Blockage of fund transfers

 • Currency inconvertibility

 • War

 • Bureaucracy

 • Corruption

Each of these characteristics will be examined.

Attitude of Consumers in the Host Country
A mild form of political risk (to an exporter) is a tendency of residents to purchase only 
locally produced goods. Even if the exporter decides to set up a subsidiary in the for-
eign country, this philosophy could prevent its success. All countries tend to exert some 
pressure on consumers to purchase from locally owned manufacturers. (In the United 
States, consumers are encouraged to look for the “Made in the U.S.A.” label.) MNCs 
that consider entering a foreign market (or have already entered that market) must mon-
itor the general loyalty of consumers toward locally produced products. If consumers 
are very loyal to local products, a joint venture with a local company may be more fea-
sible than an exporting strategy. The September 11, 2001, terrorist attack caused some 
consumers to pay more attention to the country where products are produced.

Actions of Host Government
Various actions of a host government can affect the cash fl ow of an MNC. For exam-
ple, a host government might impose pollution control standards (which affect costs) 
and additional corporate taxes (which affect after-tax earnings) as well as withhold-
ing taxes and fund transfer restrictions (which affect after-tax cash fl ows sent to the 
parent).

Recently, the Chinese government enacted a law requiring computer chips to include 

security technology that is licensed by Chinese firms. In addition, China imposes a 

17 percent tax on computer chips sold there, but provides a rebate of up to 14 percent for 
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chips produced locally. This may discourage chip manufacturers such as Intel and Broadcom 

from selling chips in China. �

Some MNCs use turnover in government members or philosophy as a proxy for a 
country’s political risk. While this can signifi cantly infl uence the MNC’s future cash 
fl ows, it alone does not serve as a suitable representation of political risk. A subsid-
iary will not necessarily be affected by changing governments. Furthermore, a subsid-
iary can be affected by new policies of the host government or by a changed attitude 
toward the subsidiary’s home country (and therefore the subsidiary), even when the 
host government has no risk of being overthrown.

A host government can use various means to make an MNC’s operations coin-
cide with its own goals. It may, for example, require the use of local employees for 
managerial positions at a subsidiary. In addition, it may require social facilities (such 
as an exercise room or nonsmoking areas) or special environmental controls (such as 
air pollution controls). Furthermore, it is not uncommon for a host government to 
require special permits, impose extra taxes, or subsidize competitors. All of these ac-
tions represent political risk in that they refl ect a country’s political characteristics and 
could infl uence an MNC’s cash fl ows.

In March 2004, antitrust regulators representing the European Union countries decided 

to fine Microsoft about 500 million euros (equivalent to about $610 million at the time) 

for abusing its monopolistic position in computer software. They also imposed restrictions on 

how Microsoft can bundle its Windows MediaPlayer (needed to access music or videos) in its 

personal computers sold in Europe. Microsoft argued that the fine is unfair because it is not 

subject to such restrictions in its home country, the United States. Some critics argue, how-

ever, that the European regulators are not being too strict, but rather that the U.S. regulators 

are being too lenient. �

Lack of Restrictions. In some cases, MNCs are adversely affected by a lack 
of restrictions in a host country, which allows illegitimate business behavior to take 
market share. One of the most troubling issues for MNCs is the failure by host gov-
ernments to enforce copyright laws against local fi rms that illegally copy the MNC’s 
product. For example, local fi rms in Asia commonly copy software produced by 
MNCs and sell it to customers at lower prices. Software producers lose an estimated 
$3 billion in sales annually in Asia for this reason. Furthermore, the legal systems in 
some countries do not adequately protect a fi rm against copyright violations or other 
illegal means of obtaining market share.

Blockage of Fund Transfers
Subsidiaries of MNCs often send funds back to the headquarters for loan repayments, 
purchases of supplies, administrative fees, remitted earnings, or other purposes. In 
some cases, a host government may block fund transfers, which could force subsidiar-
ies to undertake projects that are not optimal (just to make use of the funds). Alter-
natively, the MNC may invest the funds in local securities that provide some return 
while the funds are blocked. But this return may be inferior to what could have been 
earned on funds remitted to the parent.

Currency Inconvertibility
Some governments do not allow the home currency to be exchanged into other cur-
rencies. Thus, the earnings generated by a subsidiary in these countries cannot be re-
mitted to the parent through currency conversion. When the currency is inconvert-
ible, an MNC’s parent may need to exchange it for goods to extract benefi ts from 
projects in that country.
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War
Some countries tend to engage in constant confl icts with neighboring countries or ex-
perience internal turmoil. This can affect the safety of employees hired by an MNC’s 
subsidiary or by salespeople who attempt to establish export markets for the MNC. In 
addition, countries plagued by the threat of war typically have volatile business  cycles, 
which make the MNC’s cash fl ows generated from such countries more uncertain. The 
terrorist attack on the United States on September 11, 2001, aroused the expectation 
that the United States would be involved in a war. MNCs were adversely affected by 
their potential exposure to terrorist attacks, especially if their subsidiaries were located 
in countries where there might be anti-U.S. sentiment. Even if an MNC is not directly 
damaged due to a war, it may incur costs from ensuring the safety of its employees.

The 2003 War in Iraq. When the war in Iraq began in 2003, MNCs’ 
cash fl ows were affected in various ways. The war caused friction between the United 
States and some countries in the Middle East. Consequently, MNCs faced the pos-
sibility that their buildings or offi ces overseas might be destroyed and that their em-
ployees might be attacked. Furthermore, demand for U.S. products and services by 
consumers in the Middle East declined. In addition, because of friction between the 
United States and France over how the situation in Iraq should be handled, French 
demand for some products produced by U.S.-based MNCs also declined. To a lesser 
extent, there were protests by citizens in other countries, which could have reduced 
the demand for products produced by U.S. fi rms. This form of country risk is not 
limited to U.S.-based MNCs. Friction periodically arises between many countries. 
Just as French consumers reduced their demand for U.S. products in 2003, U.S. con-
sumers reduced their demand for French wine and reduced their travel to France. The 
French Government Tourist Offi ce estimated that revenue received in France due to 
U.S. tourism in 2003 was about $500 million less than in the previous year.

Even if MNCs were not directly affected by the various protests, there was sub-
stantial uncertainty about how the war might adversely affect MNCs by weakening 
economic conditions. There was concern that oil prices would rise because of the pos-
sible destruction of oil wells, and higher oil prices have a direct impact on transpor-
tation and energy costs. Higher interest rates were feared because of the substantial 
funding needed to fi nance the military spending. Some of the more pessimistic pre-
dictions suggested there would be a major world recession combined with high infl a-
tion. Thus, MNCs were concerned about the potential higher costs of supplies and 
the potential impact of high U.S. infl ation or interest rates on exchange rates. Given 
all this uncertainty, MNCs restricted their expansion until the impact of the war on 
oil prices, the U.S. budget defi cit, and the political relationships between the United 
States and other countries was clear.

Bureaucracy
Another country risk factor is government bureaucracy, which can complicate an 
MNC’s business. Although this factor may seem irrelevant, it was a major deterrent 
for MNCs that considered projects in Eastern Europe in the early 1990s. Many of the 
Eastern European governments were not experienced at facilitating the entrance of 
MNCs into their markets.

Corruption
Corruption can adversely affect an MNC’s international business because it can in-
crease the cost of conducting business or it can reduce revenue. Various forms of cor-
ruption can occur between fi rms or between a fi rm and the government. For example, 
an MNC may lose revenue because a government contract is awarded to a local fi rm 
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that paid off a government offi cial. Laws and their enforcement vary among coun-
tries, however. For example, in the United States, it is illegal to make a payment to a 
high-ranking government offi cial in return for political favors, but it is legal for U.S. 
fi rms to contribute to a politician’s election campaign.

A corruption index is derived for most countries by Transparency Interna-
tional (see http://www.transparency.org). The index for selected countries is shown in 
Exhibit 16.1.

Financial Risk Factors

Along with political factors, fi nancial factors should be considered when assessing 
country risk. One of the most obvious fi nancial factors is the current and potential 
state of the country’s economy. An MNC that exports to a country or develops a sub-
sidiary in a country is highly concerned about that country’s demand for its products. 
This demand is, of course, strongly infl uenced by the country’s economy. A recession 
in the country could severely reduce demand for the MNC’s exports or products sold 
by the MNC’s local subsidiary. In the early 1990s and again in the 2000–2002 period, 
the European business performance of Ford Motor Co., Nike, Walt Disney Co., and 
many other U.S.-based MNCs was adversely affected by a weak European economy.

Indicators of Economic Growth
A country’s economic growth is dependent on several fi nancial factors:

 • Interest rates. Higher interest rates tend to slow the growth of an economy and 
reduce demand for the MNC’s products. Lower interest rates often stimulate the 
economy and increase demand for the MNC’s products.

HTTP://
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Exhibit 16.1 Corruption Index Ratings for Selected Countries (Maximum rating � 10. 
High ratings indicate low corruption.)

Country Index Rating Country Index Rating

Finland 9.6 Chile 7.3

New Zealand 9.6 United States 7.3

Denmark 9.5 Spain 6.8

Singapore 9.4 Uruguay 6.4

Sweden 9.2 Taiwan 5.9

Switzerland 9.1 Hungary 5.2

Netherlands 8.9 Malaysia 5.0

Austria 8.6 Italy 4.9

United Kingdom 8.6 Czech Republic 4.8

Canada 8.5 Greece 4.4

Hong Kong 8.3 Brazil 3.9

Germany 8.0 China 3.3

Belgium 7.4 India 3.3

France 7.4 Mexico 3.3

Ireland 7.4 Russia 2.5

Source: Transparency International, 2007.

http://www.transparency.org
http://www.heritage.org
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 • Exchange rates. Exchange rates can infl uence the demand for the country’s ex-
ports, which in turn affects the country’s production and income level. A strong 
currency may reduce demand for the country’s exports, increase the volume of 
products imported by the country, and therefore reduce the country’s production 
and national income. A very weak currency can cause speculative outfl ows and 
reduce the amount of funds available to fi nance growth by businesses.

 • Infl ation. Infl ation can affect consumers’ purchasing power and therefore their 
demand for an MNC’s goods. It also indirectly affects a country’s fi nancial con-
dition by infl uencing the country’s interest rates and currency value. A high level 
of infl ation may also lead to a decline in economic growth.

Most fi nancial factors that affect a country’s economic conditions are diffi cult to fore-
cast. Thus, even if an MNC considers them in its country risk assessment, it may 
still make poor decisions because of an improper forecast of the country’s fi nancial 
factors.

Some fi nancial conditions may be caused by political risk. For example, the Sep-
tember 11, 2001, terrorist attack on the United States affected U.S.-based MNCs be-
cause of political risk and fi nancial risk. Political uncertainty caused uncertainty about 
economic conditions, which resulted in a reduction in spending by consumers and, 
therefore, a reduction in cash fl ows of MNCs.

Types of Country Risk Assessment

Although there is no consensus as to how country risk can best be assessed, some 
guidelines have been developed. The fi rst step is to recognize the difference be-
tween (1) an overall risk assessment of a country without consideration of the MNC’s 
business and (2) the risk assessment of a country as it relates to the MNC’s type of 

business. The fi rst type can be referred to as macroassessment of country risk and the 

latter type as a microassessment. Each type is discussed in turn.

Macroassessment of Country Risk
A macroassessment involves consideration of all variables that affect country risk ex-
cept those unique to a particular fi rm or industry. This type of assessment is conve-
nient in that it remains the same for a given country, regardless of the fi rm or industry 
of concern; however, it excludes relevant information that could improve the accuracy 
of the assessment. Although a macroassessment of country risk is not ideal for any in-
dividual MNC, it serves as a foundation that can then be modifi ed to refl ect the par-
ticular business of the MNC.

Any macroassessment model should consider both political and fi nancial charac-
teristics of the country being assessed:

 • Political factors. Political factors include the relationship of the host government 
with the MNC’s home country government, the attitude of people in the host 
country toward the MNC’s government, the historical stability of the host gov-
ernment, the vulnerability of the host government to political takeovers, and the 
probability of war between the host country and neighboring countries. Consid-
eration of such political factors will indicate the probability of political events that 
may affect an MNC and the magnitude of the impact. The September 11, 2001, 
terrorist attack on the United States caused more concern about political risk for 
U.S.-based MNCs because of all the factors cited here.

 • Financial factors. The fi nancial factors of a macroassessment model should  include 
GDP growth, infl ation trends, government budget levels (and the government 
defi cit), interest rates, unemployment, the country’s reliance on export income, 
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the balance of trade, and foreign exchange controls. The list of fi nancial factors 
could easily be extended several pages. The factors listed here represent just a sub-
set of the fi nancial factors considered when evaluating the fi nancial strength of a 
country.

Uncertainty Surrounding a Macroassessment. There is 
clearly a degree of subjectivity in identifying the relevant political and fi nancial factors 
for a macroassessment of country risk. There is also some subjectivity in determining 
the importance of each factor for the overall macroassessment for a particular coun-
try. For instance, one assessor may assign a much higher weight (degree of impor-
tance) to real GDP growth than another assessor. Finally, there is some subjectivity in 
predicting these fi nancial factors. Because of these various types of subjectivity, it is 
not surprising that risk assessors often arrive at different opinions after completing a 
macroassessment of country risk.

Microassessment of Country Risk
While a macroassessment of country risk provides an indication of the country’s over-
all status, it does not assess country risk from the perspective of the particular busi-
ness of concern. A microassessment of country risk is needed to determine how the 
country risk relates to the specifi c MNC.

Since Nike conducts a large amount of international business, it must monitor country 

risk in many countries. Nike could be affected by country risk in several ways. First, a 

conflict between the United States and a specific foreign country could cause either the for-

eign country’s government or its people to vent their anger against a Nike subsidiary in that 

country. Thus, Nike could be a target simply because it is viewed as a U.S. company, even if all 

the employees at that subsidiary are locals. Second, a change in a foreign government could 

result in new tax laws and other restrictions imposed on subsidiaries of U.S. firms or firms from 

any other country that are based there. Third, other local shoe manufacturers could possibly 

use government ties to impose more restrictions against Nike so that they could have a com-

petitive advantage in the country of concern. Fourth, Nike’s subsidiary could be adversely af-

fected by other political problems that cause a deterioration in economic conditions in that 

country. Any of these events could cause an increase in the subsidiary’s expenses or a decline 

in its revenue. �

The specifi c impact of a particular form of country risk can affect MNCs in dif-
ferent ways.

Country Z has been assigned a relatively low macroassessment by most experts due 

to its poor financial condition. Two MNCs are deciding whether to set up subsidiaries in 

Country Z. Carco, Inc., is considering developing a subsidiary that would produce automobiles 

and sell them locally, while Milco, Inc., plans to build a subsidiary that would produce military 

supplies. Carco’s plan to build an automobile subsidiary does not appear to be feasible, un-

less Country Z does not have a sufficient number of automobile producers already.

Country Z’s government may be committed to purchasing a given amount of military sup-

plies, regardless of how weak the economy is. Thus, Milco’s plan to build a military supply 

subsidiary may still be feasible, even though Country Z’s financial condition is poor.

It is possible, however, that Country Z’s government will order its military supplies from a 

locally owned firm because it wants its supply needs to remain confidential. This possibility is 

an element of country risk because it is a country characteristic (or attitude) that can affect the 

feasibility of a project. Yet, this specific characteristic is relevant only to Milco, Inc., and not to 

Carco, Inc. �
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This example illustrates how an appropriate country risk assessment varies with the 
fi rm, industry, and project of concern and therefore why a macroassessment of coun-
try risk has its limitations. A microassessment is also necessary when evaluating the 
country risk related to a particular project proposed by a particular fi rm.

In addition to political variables, fi nancial variables must also be included in a 
microassessment of country risk. Microfactors include the sensitivity of the fi rm’s 
business to real GDP growth, infl ation trends, interest rates, and other factors. Due 
to differences in business characteristics, some fi rms are more susceptible to the host 
country’s economy than others.

In summary, the overall assessment of country risk consists of four parts:

 1. Macropolitical risk

 2. Macrofi nancial risk

 3. Micropolitical risk

 4. Microfi nancial risk

Although these parts can be consolidated to generate a single country risk rating, it 
may be useful to keep them separate so that an MNC can identify the various ways its 
direct foreign investment or exporting operations are exposed to country risk.

Techniques to Assess Country Risk

Once a fi rm identifi es all the macro- and microfactors that deserve consideration in 
the country risk assessment, it may wish to implement a system for evaluating these 
factors and determining a country risk rating. Various techniques are available to 
achieve this objective. The following are some of the more popular techniques:

 • Checklist approach

 • Delphi technique

 • Quantitative analysis

 • Inspection visits

 • Combination of techniques

Each technique is briefl y discussed in turn.

Checklist Approach
A checklist approach involves making a judgment on all the political and fi nancial fac-
tors (both macro and micro) that contribute to a fi rm’s assessment of country risk. 
Ratings are assigned to a list of various fi nancial and political factors, and these rat-
ings are then consolidated to derive an overall assessment of country risk. Some fac-
tors (such as real GDP growth) can be measured from available data, while others 
(such as probability of entering a war) must be subjectively measured.

A substantial amount of information about countries is available on the Inter-
net. This information can be used to develop ratings of various factors used to assess 
country risk. The factors are then converted to some numerical rating in order to as-
sess a particular country. Those factors thought to have a greater infl uence on country 
risk should be assigned greater weights. Both the measurement of some factors and 
the weighting scheme implemented are subjective.

Delphi Technique
The Delphi technique involves the collection of independent opinions without group 
discussion. As applied to country risk analysis, the MNC could survey  specifi c 



454   Part 4: Long-Term Asset and Liability Management

employees or outside consultants who have some expertise in assessing a specifi c 
country’s risk characteristics. The MNC receives responses from its survey and may 
then attempt to determine some consensus opinions (without attaching names to any 
of the opinions) about the perception of the country’s risk. Then, it sends this sum-
mary of the survey back to the survey respondents and asks for additional feedback re-
garding its summary of the country’s risk.

Quantitative Analysis
Once the fi nancial and political variables have been measured for a period of time, 
models for quantitative analysis can attempt to identify the characteristics that in-
fl uence the level of country risk. For example, regression analysis may be used to as-
sess risk, since it can measure the sensitivity of one variable to other variables. A fi rm 
could regress a measure of its business activity (such as its percentage increase in sales) 
against country characteristics (such as real growth in GDP) over a series of previous 
months or quarters. Results from such an analysis will indicate the susceptibility of a 
particular business to a country’s economy. This is valuable information to incorpo-
rate into the overall evaluation of country risk.

Although quantitative models can quantify the impact of variables on each other, 
they do not necessarily indicate a country’s problems before they actually occur (pref-
erably before the fi rm’s decision to pursue a project in that country). Nor can they eval-
uate subjective data that cannot be quantifi ed. In addition, historical trends of various 
country characteristics are not always useful for anticipating an upcoming crisis.

Inspection Visits
Inspection visits involve traveling to a country and meeting with government offi -
cials, business executives, and/or consumers. Such meetings can help clarify any un-
certain opinions the fi rm has about a country. Indeed, some variables, such as inter-
country relationships, may be diffi cult to assess without a trip to the host country.

Combination of Techniques
A survey of 193 corporations heavily involved in foreign business found that about 
half of them have no formal method of assessing country risk. This does not mean 
that they neglect to assess country risk, but rather that there is no proven method to 
use. Consequently, many MNCs use a variety of techniques, possibly using a checklist 
approach to identify relevant factors and then using the Delphi technique, quantita-
tive analysis, and inspection visits to assign ratings to the various factors.

Missouri, Inc., recognizes that it must consider several financial and political factors in 

its country risk analysis of Mexico, where it plans to establish a subsidiary. Missouri 

creates a checklist of several factors and assigns a rating to each factor. It uses the Delphi 

technique to rate various political factors. It uses quantitative analysis to predict future eco-

nomic conditions in Mexico so that it can rate various financial factors. It conducts an inspec-

tion visit to complement its assessment of the financial and political factors. �

Measuring Country Risk

Deriving an overall country risk rating using a checklist approach requires separate rat-
ings for political and fi nancial risk. First, the political factors are assigned values within 
some arbitrarily chosen range (such as values from 1 to 5, where 5 is the best value/
lowest risk). Next, these political factors are assigned weights (representing degree of 
importance), which should add up to 100 percent. The assigned values of the factors 
times their respective weights can then be summed to derive a political risk rating.
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The process is then repeated to derive the fi nancial risk rating. All fi nancial fac-
tors are assigned values (from 1 to 5, where 5 is the best value/lowest risk). Then the 
assigned values of the factors times their respective weights can be summed to derive 
a fi nancial risk rating.

Once the political and fi nancial ratings have been derived, a country’s overall 
country risk rating as it relates to a specifi c project can be determined by assign-
ing weights to the political and fi nancial ratings according to their perceived impor-
tance. The importance of political risk versus fi nancial risk varies with the intent of 
the MNC. An MNC considering direct foreign investment to attract demand in that 
country must be highly concerned about fi nancial risk. An MNC establishing a for-
eign manufacturing plant and planning to export the goods from there should be 
more concerned with political risk.

If the political risk is thought to be much more infl uential on a particular project 
than the fi nancial risk, it will receive a higher weight than the fi nancial risk rating (to-
gether both weights must total 100 percent). The political and fi nancial ratings mul-
tiplied by their respective weights will determine the overall country risk rating for a 
country as it relates to a particular project.

Assume that Cougar Co. plans to build a steel plant in Mexico. It has used the Delphi 

technique and quantitative analysis to derive ratings for various political and financial 

factors. The discussion here focuses on how to consolidate the ratings to derive an overall 

country risk rating.

Exhibit 16.2 illustrates Cougar’s country risk assessment of Mexico. Notice in Exhibit 16.2 

that two political factors and five financial factors contribute to the overall country risk rating in 

this example. Cougar Co. will consider projects only in countries that have a country risk rating 

of 3.5 or higher, based on its country risk rating.
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Exhibit 16.2 Determining the Overall Country Risk Rating

Financial
Risk
Rating

Political
Risk
Rating

Blockage of fund
   transfers
Bureaucracy 

Interest rate
Inflation rate
Exchange rate
Industry competition
Industry growth 

100%

20%

100%

10
20
10
40

30%
70

Overall
Country
Risk
Rating

Political Factors Weights

Financial Factors Weights

80%

20%
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Cougar Co. has assigned the values and weights to the factors as shown in Exhibit 16.3. 

In this example, the company generally assigns the financial factors higher ratings than the 

political factors. The financial condition of Mexico has therefore been assessed more favor-

ably than the political condition. Industry growth is the most important financial factor in Mex-

ico, based on its 40 percent weighting. The bureaucracy is thought to be the most important 

political factor, based on a weighting of 70 percent; regulation of international fund transfers 

receives the remaining 30 percent weighting. The political risk rating is estimated at 3.3 by 

adding the products of the assigned ratings (column 2) and weights (column 3) of the political 

risk factors.

The financial risk is computed to be 3.9, based on adding the products of the assigned 

ratings and the weights of the financial risk factors. Once the political and financial ratings 

are determined, the overall country risk rating can be derived (as shown at the bottom of Ex-

hibit 16.3), given the weights assigned to political and financial risk. Column 3 at the bottom of 

Exhibit 16.3 indicates that Cougar perceives political risk (receiving an 80 percent weight) to 

be much more important than financial risk (receiving a 20 percent weight) in Mexico for the 

proposed project. The overall country risk rating of 3.42 may appear low given the individual 

category ratings. This is due to the heavy weighting given to political risk, which in this exam-

ple is critical from the firm’s perspective. In particular, Cougar views Mexico’s bureaucracy as 

a critical factor and assigns it a low rating. Given that Cougar considers projects only in coun-

tries that have a rating of at least 3.5, it decides not to pursue the project in Mexico. �

Exhibit 16.3 Derivation of the Overall Country Risk Rating Based on Assumed Information

 (1) (2) (3) (4) � (2) � (3)

Rating Assigned Weight Assigned 

by Company to by Company to 

Factor (within a Factor According Weighted Value

Political Risk Factors Range of 1–5) to Importance of Factor

Blockage of fund transfers 4  30% 1.2

Bureaucracy  3  70 2.1

100% 3.3 � Political risk rating

Financial Risk Factors

Interest rate  5  20% 1.0

Inflation rate  4  10  .4

Exchange rate  4  20  .8

Industry competition 5  10  .5

Industry growth 3  40  1.2 

100% 3.9 � Financial risk rating

 (1) (2) (3) (4) � (2) � (3)

  Rating as Weight Assigned 

  Determined by Company to 

 Category Above Each Risk Category Weighted Rating

Political risk  3.3  80% 2.64

Financial risk  3.9  20   .78

100% 3.42 � Overall country 

     risk rating
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Variation in Methods of Measuring Country Risk
Country risk assessors have their own individual procedures for quantifying country 
risk. The procedure described here is just one of many. Most procedures are similar, 
though, in that they somehow assign ratings and weights to all individual characteris-
tics relevant to country risk assessment.

The number of relevant factors comprising both the political risk and the fi nan-
cial risk categories will vary with the country being assessed and the type of corporate 
operations planned for that country. The assignment of values to the factors, along 
with the degree of importance (weights) assigned to the factors, will also vary with the 
country being assessed and the type of corporate operations planned for that country.

Using the Country Risk Rating for Decision Making
If the country risk is too high, then the fi rm does not need to analyze the feasibil-
ity of the proposed project any further. Some fi rms may contend that no risk is too 
high when considering a project. Their reasoning is that if the potential return is high 
enough, the project is worth undertaking. When employee safety is a concern, how-
ever, the project may be rejected regardless of its potential return.

Even after a project is accepted and implemented, the MNC must continue to 
monitor country risk. With a labor-intensive MNC, the host country may feel it is 
benefi ting from a subsidiary’s existence (due to the subsidiary’s employment of  local 
people), and the chance of expropriation may be low. Nevertheless, several other forms 
of country risk could suddenly make the MNC consider divesting the project. Fur-
thermore, decisions regarding subsidiary expansion, fund transfers to the parent, and 
sources of fi nancing can all be affected by any changes in country risk. Since country 
risk can change dramatically over time, periodic reassessment is required, especially 
for less stable countries.

Regardless of how country risk analysis is conducted, MNCs are often unable to 
predict crises in various countries. MNCs should recognize their limitations when as-
sessing country risk and consider ways they might limit their exposure to a possible 
increase in that risk.

Comparing Risk Ratings among Countries

An MNC may evaluate country risk for several countries, perhaps to determine where 
to establish a subsidiary. One approach to comparing political and fi nancial ratings 

among countries, advocated by some foreign risk managers, is a foreign investment 

risk matrix (FIRM), which displays the fi nancial (or economic) and political risk by in-
tervals ranging across the matrix from “poor” to “good.” Each country can be posi-
tioned in its appropriate location on the matrix based on its political rating and fi nan-
cial rating.

Actual Country Risk Ratings 
across Countries

Country risk ratings are shown in Exhibit 16.4. This exhibit is not necessarily applica-
ble to a particular MNC that wants to pursue international business because the risk 
assessment here may not focus on the factors that are relevant to that MNC. Never-
theless, the exhibit illustrates how the risk rating can vary substantially among coun-
tries. Many industrialized countries have high ratings, indicating low risk. Emerging 
countries tend to have lower ratings. Country risk ratings change over time in re-
sponse to the factors that infl uence a country’s rating.

HTTP://

http://www.duke.edu/
~charvey/Country_risk/
couindex.htm
Results of Campbell 
R. Harvey’s political, eco-
nomic, and financial country 
risk analysis.

http://www.duke.edu/~charvey/Country_risk/couindex.htm
http://www.duke.edu/~charvey/Country_risk/couindex.htm
http://www.duke.edu/~charvey/Country_risk/couindex.htm


Exhibit 16.4 Country Risk Ratings among Countries

Austria
A1

Denmark
A1

France
A2

Germany
A1

Ireland
A1

Italy
A2

Norway
A1

Portugal
A2 Spain

A1

Sweden
A1
Finland

A1

Switzerland
A1

Belgium
A1

U.K.
A1

Turkey
B

Hungary
A3

Czech Republic
A2

Greece
A2

Netherlands
A1

Australia
A1

Japan
A1

New Zealand
A1

Vietnam
B

Hong Kong
A1

Indonesia
B

Taiwan
A1

Malaysia
A2

South Korea
A2

Philippines
B

Singapore
A1

Thailand
A3

India
A3

China
A3Canada

A1

United States
A1

Argentina
C

Uruguay
B

Brazil
A4

Chile
A2

Mexico
A3

Venezuela
C

Peru
B

Colombia
A4

Jamaica
C

Ecuador
C

Bolivia
D

Paraguay
C

Poland
A3Slovakia

A3
Slovenia

A1

Romania
A4

Russia
B

Source: Coface, 2007. These ratings measure the likelihood of customers in the country to make payment. They do not measure all other country risk characteristics such as government stability.
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Incorporating Country Risk 
in Capital Budgeting

If the risk rating of a country is in the tolerable range, any project related to that 
country deserves further consideration. Country risk can be incorporated in the capi-
tal budgeting analysis of a proposed project by adjusting the discount rate or by ad-
justing the estimated cash fl ows. Each method is discussed here.

Adjustment of the Discount Rate
The discount rate of a proposed project is supposed to refl ect the required rate of 
return on that project. Thus, the discount rate can be adjusted to account for the 
country risk. The lower the country risk rating, the higher the perceived risk and the 
higher the discount rate applied to the project’s cash fl ows. This approach is conve-
nient in that one adjustment to the capital budgeting analysis can capture country 
risk. However, there is no precise formula for adjusting the discount rate to incorpo-
rate country risk. The adjustment is somewhat arbitrary and may therefore cause fea-
sible projects to be rejected or infeasible projects to be accepted.

Adjustment of the Estimated Cash Flows
Perhaps the most appropriate method for incorporating forms of country risk in a 
capital budgeting analysis is to estimate how the cash fl ows would be affected by 
each form of risk. For example, if there is a 20 percent probability that the host gov-
ernment will temporarily block funds from the subsidiary to the parent, the MNC 
should estimate the project’s net present value (NPV) under these circumstances, re-
alizing that there is a 20 percent chance that this NPV will occur.

If there is a chance that a host government takeover will occur, the foreign 
project’s NPV under these conditions should be estimated. Each possible form of 
risk has an estimated impact on the foreign project’s cash fl ows and therefore on the 
project’s NPV. By analyzing each possible impact, the MNC can determine the prob-
ability distribution of NPVs for the project. Its accept/reject decision on the project 
will be based on its assessment of the probability that the project will generate a posi-
tive NPV, as well as the size of possible NPV outcomes. Though this procedure may 
seem somewhat tedious, it directly incorporates forms of country risk into the cash 
fl ow estimates and explicitly illustrates the possible results from implementing the 
project. The more convenient method of adjusting the discount rate in accordance 
with the country risk rating does not indicate the probability distribution of possible 
outcomes.

Reconsider the example of Spartan, Inc., that was discussed in Chapter 14. Assume for 

the moment that all the initial assumptions regarding Spartan’s initial investment, proj-

ect life, pricing policy, exchange rate projections, and so on still apply. Now, however, we will 

incorporate two country risk characteristics that were not included in the initial analysis. First, 

assume that there is a 30 percent chance that the withholding tax imposed by the Singapore 

government will be at a 20 percent rate rather than a 10 percent rate. Second, assume that 

there is a 40 percent chance that the Singapore government will provide Spartan a payment 

(salvage value) of S$7 million rather than S$12 million. These two possibilities represent a form 

of country risk.

Assume that these two possible situations are unrelated. To determine how the NPV

is  affected by each of these scenarios, a capital budgeting analysis similar to that shown in 

Exhibit 14.2 in Chapter 14 can be used. If this analysis is already on a spreadsheet, the NPV

can easily be estimated by adjusting line items no. 15 (withholding tax on remitted funds) and 

no. 17 (salvage value). The capital budgeting analysis measures the effect of a 20 percent 

E X A M P L EE X A M P L E
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withholding tax rate in Exhibit 16.5. Since items before line no. 14 are not affected, these items 

are not shown here. If the 20 percent withholding tax rate is imposed, the NPV of the 4-year 

project is $1,252,160.

Now consider the possibility of the lower salvage value, while using the initial assumption 

of a 10 percent withholding tax rate. The capital budgeting analysis accounts for the lower sal-

vage value in Exhibit 16.6. The estimated NPV is $800,484, based on this scenario.

Finally, consider the possibility that both the higher withholding tax and the lower salvage 

value occur. The capital budgeting analysis in Exhibit 16.7 accounts for both of these situa-

tions. The NPV is estimated to be �$177,223.

Once estimates for the NPV are derived for each scenario, Spartan, Inc., can attempt 

to determine whether the project is feasible. There are two country risk variables that are un-

certain, and there are four possible NPV outcomes, as illustrated in Exhibit 16.8. Given the 

probability of each possible situation and the assumption that the withholding tax outcome 

Exhibit 16.5 Analysis of Project Based on a 20 Percent Withholding Tax: Spartan, Inc.

Year 0 Year 1 Year 2 Year 3 Year 4

14. S$ remitted by subsidiary  S$6,000,000 S$6,000,000 S$7,600,000 S$8,400,000

15. Withholding tax imposed

 on remitted funds (20%)   S$1,200,000  S$1,200,000  S$1,520,000  S$1,680,000

16. S$ remitted after

 withholding taxes  S$4,800,000 S$4,800,000 S$6,080,000 S$6,720,000

17. Salvage value  S$12,000,000

18. Exchange rate of S$ $.50 $.50 $.50 $.50

19. Cash flows to parent  $2,400,000 $2,400,000 $3,040,000 $9,360,000

20. PV of parent cash flows

 (15% discount rate)   $2,086,956 $1,814,745 $1,998,849 $5,351,610

21. Initial investment by parent $10,000,000

22. Cumulative NPV �$7,913,044 �$6,098,299 �$4,099,450 $1,252,160

Exhibit 16.6 Analysis of Project Based on a Reduced Salvage Value: Spartan, Inc.

Year 0 Year 1 Year 2 Year 3 Year 4

14. S$ remitted by subsidiary  S$6,000,000 S$6,000,000 S$7,600,000 S$8,400,000

15. Withholding tax imposed 

 on remitted funds (10%)    S$600,000   S$600,000   S$760,000   S$840,000

16. S$ remitted after 

 withholding taxes  S$5,400,000 S$5,400,000 S$6,840,000 S$7,560,000

17. Salvage value  S$7,000,000

18. Exchange rate of S$ $.50 $.50 $.50 $.50

19. Cash flows to parent  $2,700,000 $2,700,000 $3,420,000 $7,280,000

20. PV of parent cash flows 

 (15% discount rate)  $2,347,826 $2,041,588 $2,248,706 $4,162,364

21. Initial investment by parent $10,000,000

22. Cumulative NPV �$7,652,174 �$5,610,586 �$3,361,880 $800,484
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is  independent from the salvage value outcome, joint probabilities can be determined for 

each pair of outcomes by multiplying the probabilities of the two outcomes of concern. Since 

the probability of a 20 percent withholding tax is 30 percent, the probability of a 10 percent 

withholding tax is 70 percent. Given that the probability of a lower salvage value is 40 percent, 

the probability of the initial estimate for the salvage value is 60 percent. Thus, scenario no. 1 

(10 percent withholding tax and S$12 million salvage value) created in Chapter 14 has a joint 

probability (probability that both outcomes will occur) of 70% � 60% � 42%.

In Exhibit 16.8, scenario no. 4 is the only scenario in which there is a negative NPV. Since 

this scenario has a 12 percent chance of occurring, there is a 12 percent chance that the proj-

ect will adversely affect the value of the firm. Put another way, there is an 88 percent chance 

that the project will enhance the firm’s value. The expected value of the project’s NPV can be 

measured as the sum of each scenario’s estimated NPV multiplied by its respective probabil-

ity across all four scenarios, as shown at the bottom of Exhibit 16.8. Most MNCs would accept 

the proposed project, given the likelihood that the project will have a positive NPV and the lim-

ited loss that would occur under even the worst-case scenario. �

Exhibit 16.7 Analysis of Project Based on a 20 Percent Withholding Tax and a Reduced Salvage Value: Spartan, Inc.

Year 0 Year 1 Year 2 Year 3 Year 4

14. S$ remitted by subsidiary  S$6,000,000 S$6,000,000 S$7,600,000 S$8,400,000

15. Withholding tax imposed 

 on remitted funds (20%)   S$1,200,000  S$1,200,000  S$1,520,000  S$1,680,000

16. S$ remitted after

 withholding taxes  S$4,800,000 S$4,800,000 S$6,080,000 S$6,720,000

17. Salvage value  S$7,000,000

18. Exchange rate of S$ $.50 $.50 $.50 $.50

19. Cash flows to parent  $2,400,000 $2,400,000 $3,040,000 $6,860,000

20. PV of parent cash flows 

 (15% discount rate)  $2,086,956 $1,814,745 $1,998,849 $3,922,227

21. Initial investment by parent $10,000,000

22. Cumulative NPV �$7,913,044 �$6,098,299 �$4,099,450 �$177,223

Exhibit 16.8 Summary of Estimated NPVs across the Possible Scenarios: Spartan, Inc.

Withholding

Tax Imposed by

 Scenario Singapore Government Salvage Value of Project NPV Probability

 1 10% S$12,000,000 $2,229,867 (70%)(60%) � 42%

 2 20% S$12,000,000 $1,252,160 (30%)(60%) � 18%

 3 10% S$7,000,000 $800,484 (70%)(40%) � 28%

 4 20% S$7,000,000 �$177,223 (30%)(40%) � 12%

E(NPV ) � $2,229,867(42%)

� $1,252,160(18%)

� $800,484(28%)

� $177,223(12%)

� $1,364,801



462   Part 4: Long-Term Asset and Liability Management

Using an Electronic Spreadsheet to Account for 
Uncertainty. In the previous example, the initial assumptions for most input 
variables were used as if they were known with certainty. However, Spartan, Inc., 
could account for the uncertainty of country risk characteristics (as in our current ex-
ample) while also allowing for uncertainty in the other variables as well. This process 
can be facilitated if the analysis is on a computer spreadsheet.

If Spartan, Inc., wishes to allow for three possible exchange rate trends, it can adjust the 

exchange rate projections for each of the four scenarios assessed in the current exam-

ple. Each scenario will reflect a specific withholding tax outcome, a specific salvage value out-

come, and a specific exchange rate trend. There will be a total of 12 scenarios, with each sce-

nario having an estimated NPV and a probability of occurrence. Based on the estimated NPV

and the probability of each scenario, Spartan, Inc., can then measure the expected value of 

the NPV and the probability that the NPV will be positive, which leads to a decision regarding 

whether the project is feasible. �

How Country Risk Affects Financial Decisions
When incorporating country risk into the capital budgeting analysis, some projects are 
no longer feasible, and MNCs reduced their involvement in politically tense countries.

Asian Crisis. As a result of the 1997–1998 Asian crisis, MNCs realized that 
they had underestimated the potential fi nancial problems that could occur in the 
high-growth Asian countries. Country risk analysts had concentrated on the high de-
gree of economic growth, even though the Asian countries had high debt levels and 
their commercial banks had massive loan problems. The loan problems were not ob-
vious because commercial banks were typically not required to disclose much infor-
mation about their loans. Some MNCs recognized the potential problems in Asia, 
though, and discontinued their exports to those Asian businesses that were not will-
ing to pay in advance.

Terrorist Attack on United States. Following the September 11, 
2001, attack on the United States, some MNCs reduced their exposure to various 
forms of country risk by discontinuing business in countries where U.S. fi rms might 
be subject to more terrorist attacks. Some MNCs also reduced employee travel to pro-
tect employees from attacks. MNCs recognize that some unpredictable events will 
unfold that will affect their exposure to country risk. Yet, they can at least be pre-
pared to revise their operations in order to reduce their exposure.

Governance over the Assessment of Country Risk

Many international projects by MNCs last for 20 years or more. Yet, an MNC’s manag-

ers may not expect to be employed for such a long period of time. Thus, they do not necessar-

ily feel accountable for the entire lifetime of a project. There are many countries that may have 

low country risk today, but that are very fragile. Some governments could easily experience a 

major shift in the government regime from capitalist to socialist or vice versa. In addition, some 

countries rely heavily on the production of a specific commodity (such as oil) and could expe-

rience major financial problems if the world’s market price of that commodity declines. When 

managers want to pursue a project because of its potential success during the next few years, 

they may overlook the potential for increased country risk surrounding the project over time. In 

their minds, they may no longer be held accountable if the project fails several years from now. 

Consequently, MNCs need a proper governance system to ensure that managers fully con-

sider country risk when assessing potential projects. One solution is to require that major long-

term projects use input from an external source (such as a consulting firm) regarding the coun-

try risk assessment of a specific project and that this assessment be directly incorporated in 

E X A M P L EE X A M P L E
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the analysis of the project. In this way, a more unbiased measurement of country risk may be 

used to determine whether the project is feasible. In addition, the board of directors may at-

tempt to oversee large long-term projects to make sure that country risk is fully incorporated 

into the analysis. �

Reducing Exposure to Host 
Government Takeovers

Although direct foreign investment offers several possible benefi ts, country risk can 
offset such benefi ts. The most severe country risk is a host government takeover. This 
type of takeover may result in major losses, especially when the MNC does not have 
any power to negotiate with the host government.

The following are the most common strategies used to reduce exposure to a host 
government takeover:

 • Use a short-term horizon.

 • Rely on unique supplies or technology.

 • Hire local labor.

 • Borrow local funds.

 • Purchase insurance.

 • Use project fi nance.

Use a Short-Term Horizon
An MNC may concentrate on recovering cash fl ow quickly so that in the event of ex-
propriation, losses are minimized. An MNC would also exert only a minimum effort 
to replace worn-out equipment and machinery at the subsidiary. It may even phase 
out its overseas investment by selling off its assets to local investors or the government 
in stages over time.

Rely on Unique Supplies or Technology
If the subsidiary can bring in supplies from its headquarters (or a sister subsidiary) 
that cannot be duplicated locally, the host government will not be able to take over 
and operate the subsidiary without those supplies. Also the MNC can cut off the sup-
plies if the subsidiary is treated unfairly.

If the subsidiary can hide the technology in its production process, a govern-
ment takeover will be less likely. A takeover would be successful in this case only if 
the MNC would provide the necessary technology, and the MNC would do so only 
under conditions of a friendly takeover that would ensure that it received adequate 
compensation.

Hire Local Labor
If local employees of the subsidiary would be affected by the host government’s take-
over, they can pressure their government to avoid such action. However, the gov-
ernment could still keep those employees after taking over the subsidiary. Thus, this 
strategy has only limited effectiveness in avoiding or limiting a government takeover.

Borrow Local Funds
If the subsidiary borrows funds locally, local banks will be concerned about its future 
performance. If for any reason a government takeover would reduce the probabil-
ity that the banks would receive their loan repayments promptly, they might attempt 
to prevent a takeover by the host government. However, the host government may 
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guarantee repayment to the banks, so this strategy has only limited effectiveness. 
Nevertheless, it could still be preferable to a situation in which the MNC not only 
loses the subsidiary but also still owes home country creditors.

Purchase Insurance
Insurance can be purchased to cover the risk of expropriation. For example, the U.S. 
government provides insurance through the Overseas Private Investment Corpora-
tion (OPIC). The insurance premiums paid by a fi rm depend on the degree of insur-
ance coverage and the risk associated with the fi rm. Typically, however, any insurance 
policy will cover only a portion of the company’s total exposure to country risk.

Many home countries of MNCs have investment guarantee programs that insure 
to some extent the risks of expropriation, wars, or currency blockage. Some guaran-
tee programs have a one-year waiting period or longer before compensation is paid on 
losses due to expropriation. Also, some insurance policies do not cover all forms of 
expropriation. Furthermore, to be eligible for such insurance, the subsidiary might be 
required by the country to concentrate on exporting rather than on local sales. Even 
if a subsidiary qualifi es for insurance, there is a cost. Any insurance will typically cover 
only a portion of the assets and may specify a maximum duration of coverage, such as 
15 or 20 years. A subsidiary must weigh the benefi ts of this insurance against the cost 
of the policy’s premiums and potential losses in excess of coverage. The insurance can 
be helpful, but it does not by itself prevent losses due to expropriation.

In 1993, Russia established an insurance fund to protect MNCs against various 
forms of country risk. The Russian government took this action to encourage more 
direct foreign investment in Russia.

The World Bank has established an affi liate called the Multilateral Investment 
Guarantee Agency (MIGA) to provide political insurance for MNCs with direct for-
eign investment in less developed countries. MIGA offers insurance against expropri-
ation, breach of contract, currency inconvertibility, war, and civil disturbances.

Use Project Finance
Many of the world’s largest infrastructure projects are structured as “project fi nance” 
deals, which limit the exposure of the MNCs. First, project fi nance deals are heavily 
fi nanced with credit. Thus, the MNC’s exposure is limited because it invests only a 
limited amount of equity in the project. Second, a bank may guarantee the payments 
to the MNC. Third, project fi nance deals are unique in that they are secured by the 
project’s future revenues from production. That is, the project is separate from the 
MNC that manages the project. The loans are “nonrecourse” in that the creditor can-
not pursue the MNC for payment but only the assets and cash fl ows of the project it-
self. Thus, the cash fl ows of the project are relevant, and not the credit risk of the bor-
rower. Because of the transparency of the process arising from the single purpose and 
fi nite plan for termination, project fi nance allows projects to be fi nanced that other-
wise would likely not obtain fi nancing under conventional terms. A host government 
is unlikely to take over this type of project because it would have to assume the exist-
ing liabilities due to the credit arrangement.

The largest project financed by the International Financial Corp. (IFC) is the $1.34 billion 

Mozal aluminum smelter in Mozambique. The IFC’s investment in the smelter involves 

the extension of $133 million of credit. The credit risk of the government of Mozambique is very 

high, as is the political risk inherent in the project, especially since the country has experienced 

20 years of civil war. The project is managed by Mitsubishi, BHB Billiton, and the Industrial De-

velopment Corp. of South Africa. The plant and the aluminum output serve as collateral for the 

loan. The project has had a major impact on the economy of Mozambique. �
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� The factors used by MNCs to measure a coun-
try’s political risk include the attitude of consumers 
toward purchasing locally produced goods, the host 
government’s actions toward the MNC, the blockage 
of fund transfers, currency inconvertibility, war, bu-
reaucracy, and corruption. These factors can increase 
the costs of international business.

� The factors used by MNCs to measure a coun-
try’s fi nancial risk are the country’s interest rates, ex-
change rates, and infl ation rates.

� The techniques typically used by MNCs to mea-
sure the country risk are the checklist approach, the 
Delphi technique, quantitative analysis, and inspec-
tion visits. Since no one technique covers all aspects 
of country risk, a combination of these techniques is 
commonly used. The measurement of country risk is 

essentially a weighted average of the political or fi -
nancial factors that are perceived to comprise country 
risk. Each MNC has its own view as to the weights 
that should be assigned to each factor. Thus, the 
overall rating for a country may vary among MNCs.

� Once country risk is measured, it can be incorpo-
rated into a capital budgeting analysis by adjustment 
of the discount rate. The adjustment is somewhat 
arbitrary, however, and may lead to improper deci-
sion making. An alternative method of incorporat-
ing country risk analysis into capital budgeting is to 
explicitly account for each factor that affects country 
risk. For each possible form of risk, the MNC can re-
calculate the foreign project’s net present value under 
the condition that the event (such as blocked funds, 
increased taxes, etc.) occurs.

S U M M A R Y

Point No. U.S.-based MNCs should consider coun-
try risk for foreign projects only. A U.S.-based MNC 
can account for U.S. economic conditions when esti-
mating cash flows of a U.S. project or deriving the re-
quired rate of return on a project, but it does not need 
to consider country risk.

Counter-Point Yes. Country risk should be con-
sidered for U.S. projects. Country risk can indirectly 
affect the cash flows of a U.S. project. Consider a U.S. 

project in which supplies are produced and sent to a 
U.S. exporter. The demand for the supplies will be de-
pendent on the demand for the exports over time, and 
the demand for exports over time may be dependent on 
country risk.

Who Is Correct? Use the Internet to learn 
more about this issue. Which argument do you sup-
port? Offer your own opinion on this issue.

P O I N T  C O U N T E R - P O I N T

Does Country Risk Matter for U.S. Projects?

S E L F  T E S T

Answers are provided in Appendix A at the back of the 
text.

 1. Key West Co. exports highly advanced phone sys-
tem components to its subsidiary shops on islands 
in the Caribbean. The components are purchased 
by consumers to improve their phone systems. 
These components are not produced in other coun-
tries. Explain how political risk factors could ad-
versely affect the profi tability of Key West Co.

 2. Using the information in question 1, explain how 
fi nancial risk factors could adversely affect the 
pro fi tability of Key West Co.

 3. Given the information in question 1, do you 
expect that Key West Co. is more concerned 
about the adverse effects of political risk or of 
fi nancial risk?

 4. Explain what types of fi rms would be most con-
cerned about an increase in country risk as a result 
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of the terrorist attack on the United States on Sep-
tember 11, 2001.

 5. Rockford Co. plans to expand its successful busi-
ness by establishing a subsidiary in Canada. How-
ever, it is concerned that after 2 years the Canadian 
government will either impose a special tax on any 
income sent back to the U.S. parent or order the 
subsidiary to be sold at that time. The executives 

have estimated that either of these scenarios has a 
15 percent chance of occurring. They have decided 
to add four percentage points to the project’s re-
quired rate of return to incorporate the country 
risk that they are concerned about in the capital 
budgeting analysis. Is there a better way to more 
precisely incorporate the country risk of concern 
here?

 1. Forms of Country Risk. List some forms of politi-
cal risk other than a takeover of a subsidiary by 
the host government, and briefl y elaborate on how 
each factor can affect the risk to the MNC. Identify 
common fi nancial factors for an MNC to consider 
when assessing country risk. Briefl y elaborate on 
how each factor can affect the risk to the MNC.

 2. Country Risk Assessment. Describe the steps in-
volved in assessing country risk once all relevant in-
formation has been gathered.

 3. Uncertainty Surrounding the Country Risk 

Assessment. Describe the possible errors involved 
in assessing country risk. In other words, explain 
why country risk analysis is not always accurate.

 4. Diversifying Away Country Risk. Why do you think 
that an MNC’s strategy of diversifying projects 
internationally could achieve low exposure to 
country risk?

 5. Monitoring Country Risk. Once a project is ac-
cepted, country risk analysis for the foreign country 
involved is no longer necessary, assuming that no 
other proposed projects are being evaluated for that 
country. Do you agree with this statement? Why or 
why not?

 6. Country Risk Analysis. If the potential return is 
high enough, any degree of country risk can be tol-
erated. Do you agree with this statement? Why or 
why not? Do you think that a proper country risk 
analysis can replace a capital budgeting analysis of a 
project considered for a foreign country? Explain.

 7. Country Risk Analysis. Niagra, Inc., has decided 
to call a well-known country risk consultant to 
conduct a country risk analysis in a small country 
where it plans to develop a large subsidiary. Niagra 
prefers to hire the consultant since it plans to use its 
employees for other important corporate functions. 
The consultant uses a computer program that has 
assigned weights of importance linked to the vari-
ous factors. The consultant will evaluate the factors 

for this small country and insert a rating for each 
factor into the computer. The weights assigned 
to the factors are not adjusted by the computer, but 
the factor ratings are adjusted for each country that 
the consultant assesses. Do you think Niagra, Inc., 
should use this consultant? Why or why not?

 8. Microassessment. Explain the microassessment of 
country risk.

 9. Incorporating Country Risk in Capital Budgeting.

How could a country risk assessment be used to 
adjust a project’s required rate of return? How 
could such an assessment be used instead to adjust 
a project’s estimated cash fl ows?

10. Reducing Country Risk. Explain some methods of 
reducing exposure to existing country risk, while 
maintaining the same amount of business within a 
particular country.

11. Managing Country Risk. Why do some subsidiaries 
maintain a low profi le as to where their parents are 
located?

12. Country Risk Analysis. When NYU Corp. consid-
ered establishing a subsidiary in Zenland, it per-
formed a country risk analysis to help make the 
decision. It fi rst retrieved a country risk analy-
sis performed about one year earlier, when it had 
planned to begin a major exporting business to 
Zenland fi rms. Then it updated the analysis by in-
corporating all current information on the key 
variables that were used in that analysis, such as 
Zenland’s willingness to accept exports, its existing 
quotas, and existing tariff laws. Is this country risk 
analysis adequate? Explain.

13. Reducing Country Risk. MNCs such as Alcoa, 
DuPont, Heinz, and IBM donated products and 
technology to foreign countries where they had 
subsidiaries. How could these actions have reduced 
some forms of country risk?

14. Country Risk Ratings. Assauer, Inc., would like to 
assess the country risk of Glovanskia. Assauer has 

Q U E S T I O N S  A N D  A P P L I C A T I O N S
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identifi ed various political and fi nancial risk factors, 
as shown below.

Political Risk Assigned  Assigned

Factor Rating Weight

Blockage of 

fund transfers 5 40%

Bureaucracy 3 60%

Financial Risk  Assigned  Assigned

Factor Rating Weight

Interest rate 1 10%

Inflation 4 20%

Exchange rate 5 30%

Competition 4 20%

Growth 5 20%

  Assauer has assigned an overall rating of 80 percent 
to political risk factors and of 20 percent to fi nan-
cial risk factors. Assauer is not willing to consider 
Glovanskia for investment if the country risk rating 
is below 4.0. Should Assauer consider Glovanskia 
for investment?

15. Effects of September 11. Arkansas, Inc., exports 
to various less developed countries, and its receiv-
ables are denominated in the foreign currencies of 
the importers. It considers reducing its exchange 
rate risk by establishing small subsidiaries to pro-
duce products. By incurring some expenses in the 
countries where it generates revenue, it reduces its 
exposure to exchange rate risk. Since September 11, 
2001, when terrorists attacked the United States, 
it has questioned whether it should restructure its 
operations. Its CEO believes that its cash fl ows may 
be less exposed to exchange rate risk but more ex-
posed to other types of risk as a result of restruc-
turing. What is your opinion?

Advanced Questions

16. How Country Risk Affects NPV. Hoosier, Inc., is 
planning a project in the United Kingdom. It 
would lease space for one year in a shopping mall to 
sell expensive clothes manufactured in the United 
States. The project would end in one year, when 
all earnings would be remitted to Hoosier, Inc. 
Assume that no additional corporate taxes are in-
curred beyond those imposed by the British gov-
ernment. Since Hoosier, Inc., would rent space, it 
would not have any long-term assets in the United 
Kingdom and expects the salvage (terminal) value 
of the project to be about zero.

Assume that the project’s required rate of 
return is 18 percent. Also assume that the ini-
tial outlay required by the parent to fi ll the store 
with clothes is $200,000. The pretax earnings are 
expected to be £300,000 at the end of one year. 
The British pound is expected to be worth $1.60 
at the end of one year, when the after-tax earnings 
are converted to dollars and remitted to the United 
States. The following forms of country risk must 
be considered:

• The British economy may weaken (probability �
30 percent), which would cause the expected pre-
tax earnings to be £200,000.

• The British corporate tax rate on income earned 
by U.S. fi rms may increase from 40 to 50 percent 
(probability � 20 percent).

  These two forms of country risk are independent. 
Calculate the expected value of the project’s net 
present value (NPV) and determine the probability 
that the project will have a negative NPV.

17. How Country Risk Affects NPV. Explain how the 
capital budgeting analysis in the previous question 
would need to be adjusted if there were three pos-
sible outcomes for the British pound along with the 
possible outcomes for the British economy and cor-
porate tax rate.

18. J.C. Penney’s Country Risk Analysis. Recently, 
J.C. Penney decided to consider expanding into 
various foreign countries; it applied a comprehen-
sive country risk analysis before making its ex-
pansion decisions. Initial screenings of 30 foreign 
countries were based on political and economic 
factors that contribute to country risk. For the re-
maining 20 countries where country risk was con-
sidered to be tolerable, specifi c country risk char-
acteristics of each country were considered. One 
of J.C. Penney’s biggest targets is Mexico, where it 
planned to build and operate seven large stores.

a. Identify the political factors that you think may 
possibly affect the performance of the J.C. Penney 
stores in Mexico.

b. Explain why the J.C. Penney stores in Mexico 
and in other foreign markets are subject to fi nancial 
risk (a subset of country risk).

c. Assume that J.C. Penney anticipated that there 
was a 10 percent chance that the Mexican gov-
ernment would temporarily prevent conversion of 
peso profi ts into dollars because of political condi-
tions. This event would prevent J.C. Penney from 
remitting earnings generated in Mexico and could 
adversely affect the performance of these stores 
(from the U.S. perspective). Offer a way in which 
this type of political risk could be explicitly 
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incorporated into a capital budgeting analysis when 
assessing the feasibility of these projects.

d. Assume that J.C. Penney decides to use dollars to 
fi nance the expansion of stores in Mexico. Second, 
assume that J.C. Penney decides to use one set of 
dollar cash fl ow estimates for any project that it as-
sesses. Third, assume that the stores in Mexico are 
not subject to political risk. Do you think that the 
required rate of return on these projects would dif-
fer from the required rate of return on stores built 
in the United States at that same time? Explain.

e. Based on your answer to the previous question, 
does this mean that proposals for any new stores in 
the United States have a higher probability of be-
ing accepted than proposals for any new stores in 
Mexico?

19. How Country Risk Affects NPV. Monk, Inc., is con-
sidering a capital budgeting project in Tunisia. The 
project requires an initial outlay of 1 million Tuni-
sian dinar; the dinar is currently valued at $.70. In 
the fi rst and second years of operation, the proj-
ect will generate 700,000 dinar in each year.  After 
2 years, Monk will terminate the project, and the 
expected salvage value is 300,000 dinar. Monk 
has assigned a discount rate of 12 percent to this 
project. The following additional information is 
available:

• There is currently no withholding tax on remit-
tances to the United States, but there is a 20 per-
cent chance that the Tunisian government will 
impose a withholding tax of 10 percent begin-
ning next year.

• There is a 50 percent chance that the Tunisian 
government will pay Monk 100,000 dinar after 
2 years instead of the 300,000 dinar it expects.

•  The value of the dinar is expected to remain un-
changed over the next 2 years.

a. Determine the net present value (NPV) of the 
project in each of the four possible scenarios.

b. Determine the joint probability of each scenario.

c. Compute the expected NPV of the project and 
make a recommendation to Monk regarding its 
feasibility.

20. How Country Risk Affects NPV. In the previous 
question, assume that instead of adjusting the esti-
mated cash fl ows of the project, Monk had decided 
to adjust the discount rate from 12 to 17 percent. 
Reevaluate the NPV of the project’s expected sce-
nario using this adjusted discount rate.

21. Risk and Cost of Potential Kidnapping. In 2004 
during the war in Iraq, some MNCs capitalized on 
opportunities to rebuild Iraq. However, in April 

2004, some employees were kidnapped by local 
militant groups. How should an MNC account 
for this potential risk when it considers direct for-
eign investment (DFI) in any particular country? 
Should it avoid DFI in any country in which such 
an event could occur? If so, how would it screen 
the countries to determine which are acceptable? 
For whatever countries that it is willing to consider, 
should it adjust its feasibility analysis to account 
for the possibility of kidnapping? Should it attach 
a cost to refl ect this possibility or increase the dis-
count rate when estimating the net present value? 
Explain.

22. Integrating Country Risk and Capital Budgeting.

Tovar Co. is a U.S. fi rm that has been asked to pro-
vide consulting services to help Grecia Company 
(in Greece) improve its performance. Tovar would 
need to spend $300,000 today on expenses related 
to this project. In one year, Tovar will receive pay-
ment from Grecia, which will be tied to Grecia’s 
performance during the year. There is uncertainty 
about Grecia’s performance and about Grecia’s ten-
dency for corruption.

Tovar expects that it will receive 400,000 eu-
ros if Grecia achieves strong performance following 
the consulting job. However, there are two forms of 
country risk that are a concern to Tovar Co. There 
is an 80 percent chance that Grecia will achieve 
strong performance. There is a 20 percent chance 
that Grecia will perform poorly, and in this case, 
Tovar will receive a payment of only 200,000 euros.

While there is a 90 percent chance that Grecia 
will make its payment to Tovar, there is a 10 percent 
chance that Grecia will become corrupt, and in this 
case, Grecia will not submit any payment to Tovar.

Assume that the outcome of Grecia’s perfor-
mance is independent of whether Grecia becomes 
corrupt. The prevailing spot rate of the euro is 
$1.30, but Tovar expects that the euro will depreci-
ate by 10 percent in one year, regardless of Grecia’s 
performance or whether it is corrupt.

Tovar’s cost of capital is 26 percent. Deter-
mine the expected value of the project’s net present 
value. Determine the probability that the project’s 
NPV will be negative.

23. Capital Budgeting and Country Risk. Wyoming Co. 
is a nonprofi t educational institution that wants to 
import educational software products from Hong 
Kong and sell them in the United States. It wants 
to assess the net present value of this project since 
any profi ts it earns will be used for its foundation. 
It expects to pay HK$5 million for the imports. As-
sume the existing exchange rate is HK$1 � $.12. 
It would also incur selling expenses of $1 million 
to sell the products in the United States. It would 
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be able to sell the products in the United States for 
$1.7 million. However, it is concerned about two 
forms of country risk. First, there is a 60 percent 
chance that the Hong Kong dollar will be revalued 
to be worth HK$1 � $.16 by the Hong Kong gov-
ernment. Second, there is a 70 percent chance that 
the Hong Kong government will impose a special 
tax of 10 percent on the amount that U.S. import-
ers must pay for Hong Kong exports. These two 
forms of country risk are independent, meaning 
that the probability that the Hong Kong dollar will 
be revalued is independent of the probability that 
the Hong Kong government will impose a special 
tax. Wyoming’s required rate of return on this proj-
ect is 22 percent. What is the expected value of the 
project’s net present value? What is the probability 
that the project’s NPV will be negative?

24. Accounting for Country Risk of a Project.

Kansas Co. wants to invest in a project in China. 
It would require an initial investment of 5 million 
yuan. It is expected to generate cash fl ows of 7 mil-
lion yuan at the end of one year. The spot rate of 
the yuan is $.12, and Kansas thinks this exchange 
rate is the best forecast of the future. However, 
there are two forms of country risk.

First, there is a 30 percent chance that the Chi-
nese government will require that the yuan cash 
fl ows earned by Kansas at the end of one year be 
reinvested in China for one year before it can be 
remitted (so that cash would not be remitted un-
til 2 years from today). In this case, Kansas would 
earn 4 percent after taxes on a bank deposit in 
China during that second year.

Second, there is a 40 percent chance that the 
Chinese government will impose a special remit-
tance tax of 400,000 yuan at the time that Kansas 
Co. remits cash fl ows earned in China back to the 
United States.

The two forms of country risk are independent. 
The required rate of return on this project is 26 per-
cent. There is no salvage value. What is the expected 
value of the project’s net present value?

25. Accounting for Country Risk of a Project. Slidell Co. 
(a U.S. fi rm) considers a foreign project in which it 
expects to receive 10 million euros at the end of this 
year. It plans to hedge receivables of 10 million euros 
with a forward contract. Today, the spot rate of the 
euro is $1.20, while the one-year forward rate of the 
euro is presently $1.24, and the expected spot rate of 
the euro in one year is $1.19. The initial outlay is $7 
million. Slidell has a required return of 18 percent.

There is a 20 percent chance that political prob-
lems will cause a reduction in foreign business, such 
that it would only receive 4 million euros at the end 
of one year. Determine the expected value of the 
net present value of this project.

Discussion in the Boardroom

This exercise can be found in Appendix E at the back 
of this textbook.

Running Your Own MNC

This exercise can be found on the Xtra! website at 
http://maduraxtra.swlearning.com.

Recently, Ben Holt, Blades’ chief fi nancial offi cer 
(CFO), has assessed whether it would be more ben-
efi cial for Blades to establish a subsidiary in Thailand 
to manufacture roller blades or to acquire an exist-
ing manufacturer, Skates’n’Stuff, which has offered 
to sell the business to Blades for 1 billion Thai baht. 
In Holt’s view, establishing a subsidiary in Thailand 
yields a higher net present value (NPV) than acquiring 
the existing business. Furthermore, the Thai manu-
facturer has rejected an offer by Blades, Inc., for 900 
million baht. A purchase price of 900 million baht for 
Skates’n’Stuff would make the acquisition as attrac-
tive as the establishment of a subsidiary in Thailand in 
terms of NPV. Skates’n’Stuff has indicated that it is not 
willing to accept less than 950 million baht.

Although Holt is confi dent that the NPV analysis 
was conducted correctly, he is troubled by the fact that 
the same discount rate, 25 percent, was used in each 
analysis. In his view, establishing a subsidiary in Thai-
land may be associated with a higher level of country 
risk than acquiring Skates’n’Stuff. Although either ap-
proach would result in approximately the same level of 
fi nancial risk, the political risk associated with estab-
lishing a subsidiary in Thailand may be higher then the 
political risk of operating Skates’n’Stuff. If the estab-
lishment of a subsidiary in Thailand is associated with 
a higher level of country risk overall, then a higher dis-
count rate should have been used in the analysis. Based 
on these considerations, Holt wants to measure the 
country risk associated with Thailand on both a macro 

B L A D E S ,  I N C .  C A S E

Country Risk Assessment

http://maduraxtra.swlearning.com
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and a micro level and then to reexamine the feasibility 
of both approaches.

First, Holt has gathered some more detailed politi-
cal information for Thailand. For example, he believes 
that consumers in Asian countries prefer to purchase 
goods produced by Asians, which might prevent a sub-
sidiary in Thailand from being successful. This cul-
tural characteristic might not prevent an acquisition of 
Skates’n’Stuff from succeeding, however, especially if 
Blades retains the company’s management and employ-
ees. Furthermore, the subsidiary would have to apply 
for various licenses and permits to be allowed to oper-
ate in Thailand, while Skates’n’Stuff obtained these li-
censes and permits long ago. However, the number of 
licenses required for Blades’ industry is relatively low 
compared to other industries. Moreover, there is a high 
possibility that the Thai government will implement 
capital controls in the near future, which would prevent 
funds from leaving Thailand. Since Blades, Inc., has 
planned to remit all earnings generated by its subsid-
iary or by Skates’n’Stuff back to the United States, re-
gardless of which approach to direct foreign investment 
it takes, capital controls may force Blades to reinvest 
funds in Thailand.

Ben Holt has also gathered some information re-
garding the fi nancial risk of operating in Thailand. 
Thailand’s economy has been weak lately, and recent 
forecasts indicate that a recovery may be slow. A weak 
economy may affect the demand for Blades’ products, 
roller blades. The state of the economy is of particular 
concern to Blades since it produces a leisure product. In 
the case of an economic turndown, consumers will fi rst 
eliminate these types of purchases. Holt is also worried 
about the high interest rates in Thailand, which may 
further slow economic growth if Thai citizens begin 
saving more. Furthermore, Holt is also aware that in-
fl ation levels in Thailand are expected to remain high. 
These high infl ation levels can affect the purchasing 
power of Thai consumers, who may adjust their spend-
ing habits to purchase more essential products than 
roller blades. However, high levels of infl ation also in-
dicate that consumers in Thailand are still spending a 
relatively high proportion of their earnings.

Another fi nancial factor that may affect Blades’ op-
erations in Thailand is the baht-dollar exchange rate. 
Current forecasts indicate that the Thai baht may de-
preciate in the future. However, recall that Blades will 
sell all roller blades produced in Thailand to Thai con-
sumers. Therefore, Blades is not subject to a lower level 
of U.S. demand resulting from a weak baht. Blades will 
remit the earnings generated in Thailand back to the 
United States, however, and a weak baht would reduce 
the dollar amount of these translated earnings.

Based on these initial considerations, Holt feels 
that the level of political risk of operating may be 

higher if Blades decides to establish a subsidiary to 
manufacture roller blades (as opposed to acquir-
ing Skates’n’Stuff). Conversely, the fi nancial risk 
of operating in Thailand will be roughly the same 
whether Blades establishes a subsidiary or acquires 
Skates’n’Stuff. Holt is not satisfi ed with this initial as-
sessment, however, and would like to have numbers at 
hand when he meets with the board of directors next 
week. Thus, he would like to conduct a quantitative 
analysis of the country risk associated with operat-
ing in Thailand. He has asked you, a fi nancial ana-
lyst at Blades, to develop a country risk analysis for 
Thailand and to adjust the discount rate for the risk-
ier venture (i.e., establishing a subsidiary or acquiring 
Skates’n’Stuff). Holt has provided the following infor-
mation for your analysis:

• Since Blades produces leisure products, it is more 
susceptible to fi nancial risk factors than political 
risk factors. You should use weights of 60 percent 
for fi nancial risk factors and 40 percent for politi-
cal risk factors in your analysis.

• You should use the attitude of Thai consum-
ers, capital controls, and bureaucracy as political 
risk factors in your analysis. Holt perceives capi-
tal controls as the most important political risk 
factor. In his view, the consumer attitude and 
bureaucracy factors are of equal importance.

• You should use interest rates, infl ation levels, and 
exchange rates as the fi nancial risk factors in your 
analysis. In Holt’s view, exchange rates and in-
terest rates in Thailand are of equal importance, 
while infl ation levels are slightly less important.

• Each factor used in your analysis should be as-
signed a rating in a range of 1 to 5, where 5 indi-
cates the most unfavorable rating.

Ben Holt has asked you to provide answers to the 
following questions for him, which he will use in his 
meeting with the board of directors:

 1. Based on the information provided in the case, do 
you think the political risk associated with Thai-
land is higher or lower for a manufacturer of leisure 
products such as Blades as opposed to, say, a food 
producer? That is, conduct a microassessment of 
political risk for Blades, Inc.

 2. Do you think the fi nancial risk associated with 
Thailand is higher or lower for a manufacturer of 
leisure products such as Blades as opposed to, say, a 
food producer? That is, conduct a microassessment 
of fi nancial risk for Blades, Inc. Do you think a lei-
sure product manufacturer such as Blades will be 
more affected by political or fi nancial risk factors?

 3. Without using a numerical analysis, do you think 
establishing a subsidiary in Thailand or acquiring 
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Skates’n’Stuff will result in a higher assessment of 
political risk? Of fi nancial risk? Substantiate your 
answer.

 4. Using a spreadsheet, conduct a quantitative country 
risk analysis for Blades, Inc., using the information 
Ben Holt has provided for you. Use your judgment 
to assign weights and ratings to each political and 
fi nancial risk factor and determine an overall coun-

try risk rating for Thailand. Conduct two separate 
analyses for (a) the establishment of a subsidiary in 
Thailand and (b) the acquisition of Skates’n’Stuff.

 5. Which method of direct foreign investment should 
utilize a higher discount rate in the capital budget-
ing analysis? Would this strengthen or weaken the 
tentative decision of establishing a subsidiary in 
Thailand?

The Sports Exports Company produces footballs in the 
United States and exports them to the United King-
dom. It also has an ongoing joint venture with a British 
fi rm that produces some sporting goods for a fee. The 
Sports Exports Company is considering the establish-
ment of a small subsidiary in the United Kingdom.

 1. Under the current conditions, is the Sports Exports 
Company subject to country risk?

 2. If the fi rm does decide to develop a small subsid-
iary in the United Kingdom, will its exposure to 
country risk change? If so, how?

S M A L L  B U S I N E S S  D I L E M M A

Country Risk Analysis at the Sports Exports Company

Go to the website of the CIA World Factbook at http://

www.cia.gov/cia/publications/factbook/. Select a 
country and review the information about the coun-
try’s political conditions. Explain whether these 

conditions would likely discourage an MNC from en-
gaging in  direct foreign investment. Explain how the 
political conditions could adversely affect the cash 
fl ows of the MNC.

I N T E R N E T / E X C E L  E X E R C I S E S
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