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Operating risk in emerging markets

About this research

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

Executive summary

Key findings from this research include the following:

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

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

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

@ Risks force the cancellation of investments.

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

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

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

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



Introduction

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

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

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

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

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

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

A rising tide of investment

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

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

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

Increased significantly 40
Increased slightly 39
Stayed the same 14

Decreased slightly 6
Decreased significantly 1

Don’t know 1

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

(% respondents)

Increased significantly 25
Increased slightly 41
Stayed the same 30

Decreased slightly 3
Decreased significantly 0

Don’t know 1

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

markets, how do you think the levels of both risk and reward
have changed over the past three years?
(% of respondents) Wrewards 1 Risk

Increased significantly

Increased slightly

&
N

Stayed the same
1

!

Decreased slightly
14

Decreased significantly

Source: Economist Intelligence Unit.

had seen a decline in investment.

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

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

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

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

Politics is the biggest risk

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

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

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

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

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

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

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

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

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

(% of respondents)

Trade embargo or sanctions
[] 18 18

Nationalisation of assets
16 20

Strikes/major labour disruptions
10 14

Theft of intellectual property

-
~

21

Failure to honour contracts
21

Bribery and corruption
24

Abrupt change in policy/ruling party

N
[y

War/major social unrest
16 26

Terrorism
16 27

Stability of political regime in host countries
24

Economic problems in host countries
23

Source: Economist Intelligence Unit survey.

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

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

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

M1 Verysignificant 2 M3 74 [H5Notatallsignificant

24

27

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

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

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

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

What makes an “emerging” market? Com-
pared with developed markets, measures
such as relative economic wealth and
sophistication clearly matter, as do wealth
measured by income per head, sophisti-
cation by diversity of product, degree of
capitalintensity and the contribution of
high value-added activities. There is also
animplied direction in the term: to qualify,
these should be markets that are emerging
rather than submerging, at least on aver-
age.

There are numerous other elements
associated with being an emerging market.
The firstis a high degree of volatility in
growth rates, with the boom-and-bust cycle
of the developed world exaggerated into
aroller coaster of vertiginous increases
and precipitous declines. The second is an
immature political system. These run from
the serial dictatorship to the flawed

Staying informed
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multi-party democracy, but they have a
tendency to personalise authority in a way
that undermines rules-based life.

As a result, emerging markets can be
difficult environments in which to operate,
but they also have a number of attractions
that persuade many companies to make the
effort. One is the prevalence among them
of territories rich in the natural resources
required by the industrialised world. Oilis
the mostimportant, and international oil
companies have been among the earliest
and most energeticinvestors in emerging
markets. Coal, copper, gold, leadand a
range of other minerals also serve as potent
lures for investors.

More recently, however, it has become
the human resources of emerging markets
that are most likely to attractinvestors,
both as a market for goods among a growing
middle class and as a source of relatively
cheap labour.

Few markets can claim to have crossed

the watershed into developed market status.

By one measure, the achievement of an
investment-grade credit rating, Mexico

has done so, but few would be prepared to
declassify the country just yet. The Asian
tigers of Hong Kong, Taiwan, Singapore and
South Korea were on a rapid convergence
course in the mid-1990s, but were knocked
back by the rolling currency crisis of 1997.
Brazil, Russia, India and China, the so-called
BRICs, are expanding rapidly, but none will
be considered developed for a few years yet,
evenin the best circumstances.

For organisations seeking to sellin new
territories or diversify their production base,
however, there are two key issues: first,
whether economic growth will be sustained;
and second, whether the operating
environment is consistent with long-term
profitability. For a growing number of
markets, the latter can be answered in the
affirmative with increasing confidence.
With regard to the former, the recent run of
economic expansion is too brief an episode
to warrant anything but cautious optimism.

In addition to formal analysis, companies also need

to build direct relationships on the ground so that

Ifinformation is the most valuable commodity in any
market, itisin the nature of emerging markets that
information is particularly difficult to obtain. Who,
then, do companies consult when they are evaluating
aninvestment target or assessing risks to existing
assets?

In the context of emerging markets, executives
are looking for measurable data on the operating,
economic and political environment that they can use
to make comparisons between countries and guide
them in their decision processes. Our survey suggests
thatindependent sources of analysis, such as the
Economist Intelligence Unit, are the first port of call,
with 66% saying that they consult economic analysts
and 53% that they consult political analysts.
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they gain a better understanding of the nuances of a
particular market. One of the most effective ways to
do this, according to the respondents, is by engaging
with other companies (including competitors) that
are operating in the same market, a category that is
cited by 47% of respondents. This finding reflects the
particular nature of competition in emerging markets,
where sharing a common purpose may sometimes
count for as much as courting the same customers.
Government organisations in the host country
are also identified as an important source of
information, with 40% of respondents saying that
they consult them. This finding would resonate with
many emerging market governments, which invest
substantial resources in attracting and facilitating



Which of the following does your organisation consult as part
of its political or operating risk management processes?
(% respondents)

Economic analysts
66

Political analysts
53

Contacts in other companies operating in the same market
47

Risk consultants
42

Government organisations in host country
40

Trade associations
I 33
Insurance companies
I 36
Local communities in host country

27

Non-governmental organisations
27

Domestic government organisations
25

Labour organisations in host country
14

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

Don’t know

|

Other

I 7

Source: Economist Intelligence Unit survey.

foreign investment and would no doubt like to be
seen as valuable sources of market intelligence. More
importantly, however, it reflects the reality that few
foreign investors in emerging markets will get far
without engaging with the host governmentand
ensuring that they gain support for the investment.

Due diligence, then
complacency?

Gaining access to the best information is most

critical when companies are preparing an investment
strategy. The one-off costs associated with making
the wrong decision about where to invest, or in what,
can be devastating, and the mistake can depress
earnings over many years. Itis no surprise, then, that
80% of respondents said that they conducted political
and operating risk management prior to making an
investment as part of the due diligence process.

Operating risk in emerging markets

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

(% respondents)

Prior to making the investment as part of due diligence
I 5,0
After making an investment (on a regular basis)
I 30

After making an investment (on an ad hoc basis)

I 14

We do not conduct formal political risk management

I 12

Don't know

|

Source: Economist Intelligence Unit survey.

While the initial strategic decision about whether
toinvestis undoubtedly critical, careful monitoring
of investments on an ongoing basis is also important
to detect any changesin the environment. The single
most reliable characteristic of emerging markets is
that they are volatile, even in these times of strong
growth and stability. The conditionsin place when
a company entered the market may be transformed
within a few years, or even a few months; labour codes
and tax regimes can be reformed, regulations drafted
or scrapped, political power brokers may rise or fall,
while transfer risks can emerge without warning.

Itis therefore concerning that a relatively low
proportion of respondents seem to conduct regular
ongoing risk assessment, with only 44% reporting
that they continued their risk management efforts
after theinitialinvestment had been made, and only
30% saying that they did so on a regular basis. This
suggests that many companies with investments in
emerging markets are overly complacent about the
risks that they face.

Itis unreasonable to expect that a risk assessment
made at the outset of an investment will protect
operations over the longer term. Foreseeing and
preparing for the kind of threats that plague emerging
markets requires permanent and continuous risk
assessment, preferably within a formal, enterprise-
wide framework. The findings from our survey,
however, suggest that this approach is the exception
rather than the rule.

© The Economist Intelligence Unit 2006




Operating risk in emerging markets

Have concerns about political risk in a host country ever caused your organisation to cancel either of the following?

(% of respondents)

Planned investment

MvYes [No

Existing investment

Source: Economist Intelligence Unit survey.

Cancellation of investments

The high-risk nature of investment in emerging
markets, even in these days of relative stability

and optimism, is reflected in the extent to which
organisations are sometimes forced to change

plans as a result of political risk concerns. Among
respondents, 65% reported that they had cancelled a
planned investment as a result of such concerns.

In many cases, this could simply be aniillustration
that companies are conducting robust due diligence
prior to making aninvestment. Itis, of course,
preferable to cancel a planned investment if there
are good reasons for doing so than to press ahead
regardless.

A far more serious and costly situation arises when
companies are forced to cancel existing investments
because of concerns about political risk. Fewer
respondents have ended up in this position, although
still a relatively sizeable 26%. In extreme cases,
the cancellation of an existing investment because
of political risk concerns may be appropriate but,
often, this eventuality could be prevented by carrying
out careful due diligence and ensuring that the risk
situation is continuously monitored.

Degrees of confidence

When asked how they rate their organisation’s
capabilities in managing different aspects of risk
management, respondents are most confident about
their ability to assess risks and report on them to

key managers and executives. Despite the fairly

low proportion of respondents that monitor risk

with existing investments, this is an area in which
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respondents feel confident, with 50% rating their
company as capablein this area. Meanwhile, only 47%
felt the same regarding new investments.

How to explain this apparent contradiction? One
possibility may be that companies think that, even
without formal risk management processes, the kind
ofinformal dialogue that goes on between local
markets and central management is sufficient to
stay abreast of emerging risks. Alternatively, local
markets may simply be left to get on with their own ad
hoc risk assessment and, because no majorincident
has happened yet, thereis an assumption that this
process is working fine. Neither approach is to be
recommended: by limiting themselves to informal
dialogue on risk, managers may have only a partial
knowledge of the situation; and by leaving risk to local
markets, the business may unknowingly be exposing
itself to risks that it would prefer not to take or that
are inconsistent with its defined risk appetite.

Another area in which respondents professed
confidence was their ability to report on risks to key
managers and executives, with 43% saying that they
are capablein this area. The flow of risk information
around the organisation is a key function of a strong,
enterprise-wide risk management framework, and
formal processes to facilitate this are essential to
ensure that relevantinformation reaches the right
people.

However, while respondents seem relatively
comfortable about putting in place processes to assess
and report on risks, they are much less confident
about some of the softer, relationship-driven aspects
of risk management. Only 33% endorsed their
company’s ability to assign roles and responsibilities
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How would you rate your organisation’s capabilities in managing the following aspects of political or operating risk management?

(% of respondents)

Risk assessment for new investments or ventures
47

Ongoing risk assessment for existing investments

Reporting on risks to key managers and executives
43

Engaging with host governments and regulatory bodies
31

Engaging with local employees and communities
29

Ensuring that insurance policies are appropriate and kept up-to-date
38

Assigning roles and responsibilities for political risk management
33

Ensuring physical security of employees and assets
40

Crisis management/communications
44

Disaster recovery/business continuity

Source: Economist Intelligence Unit survey.

in risk management, 31% felt that they were doing a
good job of engaging with host governments and 29%
thought that their companies were engaging well with
local communities and employees.

Tools of the trade

Once the risks facing a company have been identified,
the risk manager must next decide what to do about
them. Respondents to our survey quoted a range of
options.

The technique that was considered most effective,
selected by 63% of respondents, was the use of a joint
venture or alliance with a local company. The use of
jointventures is a well-trodden route to investing in
emerging markets. It enables companies to share risk
and has the advantage of providing investors with a
limited exposure, while leaving open the possibility of
deeperinvolvement further down the line. Moreover,
in some countries or sectors, the joint venture may be
the only entry strategy available to foreign investors
due to legislative constraints.

While there are advantages to the joint venture
approach, however, there are also risks to consider.

M 1Verycapable M2 M3 Notatall capable Don’t know/Not applicable

44 7
42 8
44 10
43 21
45 20
37 14
44 18
40 11
38 14
48 13

In markets where credit ratings and other risk
information are scarce, it can be difficult to
determine the trustworthiness of a potential partner.
Furthermore, once a joint venture is up and running,
the objectives of the partners may diverge, making the
partnership difficult to manage and sometimes forcing
an early termination of the agreement.

Engagement with governmentsin host
countries—an area where respondents felt that their
capabilities were not particularly strong—is also
seen as an effective way of managing risk, cited by
55% of respondents. Although this is unlikely to be
sufficient alone as a method of mitigating the risks
to a new operation, there is a good chance that, in
many emerging markets, no investment will prosper
without it.

Political and economic risk analysis, whether
conducted internally or with the help of organisations
such as the Economist Intelligence Unit, is also seen
asanimportant technique, and is cited by 55% of
respondents as either effective or very effective. The
related discipline of scenario planning which, as
earlier reportsin the Global Risk Briefing series have

© The Economist Intelligence Unit 2006
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How effective do you think the following techniques are as a means of mitigating political risk in the emerging markets where

your organisation operates?
(% of respondents)

M1 Veryeffective HM2 M3 [ 4 [5Notatalleffective [MDon't know/Not applicable

Insurance

Audit by third-party consultants
2 23

Engagement with government in host country
21

Engagement with local communities
17

Use of joint venture or alliance with local company
26

Political/economic risk analysis
18

Scenario planning

18 33

Engagement with non-governmental organisations
4 20

Operational hedging (e.g. setting up multiple plants to spread risk)
31

-
w

Source: Economist Intelligence Unit survey.

indicated, has become a widely used technique for
managing risk, is seen as effective or very effective by
51% of respondents.

Engaging with local communities was also
considered an effective technique by 51% of
respondents. Although undoubtedly importantin
some sectors that require a large workforce drawn
from local communities, such as mining, agriculture
or manufacturing, this may be less relevant for those
industries that are most heavily represented in our
sample, such as the financial and professional services
sectors. As a result, this finding seems somewhat
surprising.

Whoisin charge?

The research carried out under the Global Risk Briefing
programme has repeatedly indicated the importance
of ensuring that risk managementis conducted at

an appropriately senior levelin the organisation.

The survey confirms this view among companies
operating in emerging markets; 59% of respondents
reported that responsibility for risk managementin
their organisation was with the ‘C’ suite of executives:
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38

26

either the chief executive officer (36%), the chief
risk officer (15%) or the chief financial officer (8%).
Afurther 15% use a risk committee, which is a high-
level cross-functional group that co-ordinates risk
management across business divisions. In only 4%
of cases was it reported that nobody had overall
responsibility.

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

Chief executive officer
1 3 6
Chief risk officer

I 15

Risk committee

I, 15

Regional directors

I 10

Chief financial officer

I s

Line managers

I 4

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

Don’t know

2

Other

I

Source: Economist Intelligence Unit survey.



Conclusion

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

Italso suggests, however, that the focus tends to
be on testing the ground for planned investments,
rather than on monitoring and managing risks to

Operating risk in emerging markets

existing operations. This complacency is dangerous.
Volatility is a defining feature of emerging markets
and political risk will linger even as their contribution
to global trade and economic activity grows.

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

© The Economist Intelligence Unit 2006 11
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Appendix

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

In which region are you personally located? What is your primary industry?
(% respondents) (% respondents)
Financial services
38
Asia-Pacific 19 Energy and natural resources
Latin America 13 16
North America 31 Professional services .
|
Eastern Europe 6 ——— IT and technology
Western Europe 19 I
. . Education
Middle East & Africa 13 —
Construction and real estate
K
Government/public sector
. 3
Healthcare, pharmaceuticals and biotechnology
.
Manufacturing
. 3

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

(% respondents) .-
Agriculture and agribusiness

[ K

Automotive

H:

Chemicals

[ ]

Consumer goods

[ K

Entertainment, media and publishing
[ F

Logistics and distribution
[ K

Telecoms

[}

12 © The Economist Intelligence Unit 2006

L

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

o~




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

CEO/President/Managing director

Other C-level executive
13
CFO/Treasurer/Comptroller
12
CRO
[ 11
Risk manager
11

Head of Department

7
Other manager

7
SVP/VP/Director
I
Board member

4

(I0/Technology director
|
Head of Business Unit
I
Other
. >

Do you have responsibility for, or influence over, strategic

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

Yes 91 Q

No9 ———

24

Appendix
Operating risk in emerging markets

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

Risk
I 56
Strategy and business development
43
Finance
I 32
General management
I 29
Information and research
I 13
Operations and production
I -
Marketing and sales
I 3
T
I 7
Customer service
I
Human resources
I
Legal
I 6
R&D
. 4
Supply-chain management
| B
Other
I
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14

Over the past three months, do you think the business environment has improved or worsened in the following countries or regions?

(% of respondents)
M Improved [ Worsened [MStayed the same Don’t know/Not applicable
Canada
19 6 56
us
13 43 39
France
12 23 43
Germany
25 12 44
UK
18 27 42
Other Western Europe
18 9 51
Russia
24 29 25
Other Eastern Europe
25 13 33
China
43 12 32
India
46 8 28
Japan
39 7 37
Rest of Asia-Pacific
22 12 39
Middle East
13 59 13
Latin America
16 29 32
Overall global risk
13 42 38

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

% of d
(7 ofrespondents) M General M Specific M Don't know/Not applicable
Africa/Middle East
51 15 34
Asia Pacific
54 22 25
Eastern Europe
47 18 35
Western Europe
54 25 21
North America
54 30 15
Latin America
48 20 32
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Appendix
Operating risk in emerging markets

Thinking of your organisation’s investments in emerging markets, how do you think the levels of both risk and reward have
changed over the past three years?
(% of respondents)
M Increased significantly M Increased slightly [l Stayed the same Decreased slightly Decreased significantly

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

(% respondents)

I d significantly 40
nereased sigmnicanty Increased significantly 25
Increased slightly 39

Increased slightly 41
Stayed the same 14

Stayed the same 30

Decreased slightly 6

Decreased slightly 3
D d significantly 1
ecreased signincanty Decreased significantly 0
Don't know 1
Don’t know 1

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

(% respondents)

Prior to making the investment as part of due diligence
80

After making an investment (on a regular basis)
30

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

We do not conduct formal political risk management
12

Don’t know
| M
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Operating risk in emerging markets

16

Which of the following does your organisation consult as part
of its political or operating risk management processes?
(% respondents)

Economic analysts

I 6

Political analysts

I 53

Contacts in other companies operating in the same market
47

Risk consultants

[ ;2

Government organisations in host country

W

Trade associations

[ 38

Insurance companies

[ 36

Local communities in host country

I 27

Non-governmental organisations

I 27

Domestic government organisations

I 25

Labour organisations in host country

I 14

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

. 7

Don‘t know

| H

Other

. 7

© The Economist Intelligence Unit 2006

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

Chief executive officer
36

Chief risk officer
[ 15
Risk committee
[ 15
Regional directors

10
Chief financial officer
I s
Line managers
I 4
None of the above—no one has overall responsibity for managing political risk
I
Don't know
K
Other
I

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

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

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

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

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



Appendix

Operating riskin emerging markets

How significant do you consider the following risks to be in the context of your organisation’s emerging markets investments?

(% of respondents)
1 W2 W3 4 W5 Mpon'tknow/Notapplicable
Economic problems in host countries
L3 2|
Stability of political regime in host countries
24 36 28 L5 2]
Terrorism
16 27 18
War/major social unrest
16 26 26 10 2
Abrupt change in policy/ruling party
21 36 26
Bribery and corruption
24 34 25
Failure to honour contracts
21 34 24
Theft of intellectual property
17 21 27 L9 3]
Strikes/major labour disruptions
10 14 38
Nationalisation of assets
16 20 24
Trade embargo or sanctions
Creeping expropriation
|
Lack of judicial independence
18 26 31 9 2
Lack of commitment to international treaties
18 20 23 13 3]

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

(% of respondents)
H: W2 W3 4 W5 MDon'tknow/Notapplicable
Insurance
20 22 28
Audit by third-party consultants
I T
Engagement with government in host country
3 3
Engagement with local communities
EIY
Use of joint venture or alliance with local company
26 37 21
Political/economic risk analysis
18 37 31 1 2|
Scenario planning
18 33 35 L 2| 2]
Engagement with non-governmental organisations
Operational hedging (e.g. setting up multiple plants to spread risk)
B 14
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Operating risk in emerging markets
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How would you rate your organisation’s capabilities in managing the following aspects of political or operating risk management?

(% of respondents)
N H B3 Don’t know/Not applicable
Risk assessment for new investments or ventures
Ongoing risk assessment for existing investments
Reporting on risks to key managers and executives
Engaging with host governments and regulatory bodies
Engaging with local employees and communities
Ensuring thatinsurance policies are appropriate and kept up-to-date
38 37 14
Assigning roles and responsibilities for political risk management
33 44 18
Ensuring physical security of employees and assets
40 40 11
Crisis management/communications
Disaster recovery/business continuity

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

—~

W1 M2 W3 4 [Es5 [Don't know/Not applicable
Economic problems in host countries

Strikes/major labour disruptions
7 22 39

Nationalisation of assets

14 42 28
Stability of political regime in host countries
8 36 29 6]
Terrorism
7 23 32 |
War/major social unrest
7 25 33
Abrupt change in policy/ruling party
T
Bribery and corruption
11 33 25 . 3]
Failure to honour contracts
10 34 31 3]
Theft of intellectual property
8 26 29 9]
9]
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Appendix
Operating riskin emerging markets

Have concerns about political risk in a host country ever caused your organisation to cancel either of the following?

(% of respondents)
MyYes 'No

Planned investment

Existing investment

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

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

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

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

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

We have a high tolerance to political risk, and actively pursue investments in emerging markets
r 28 23
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Whilst every effort has been taken to verify the
accuracy of this information, neither The Econo-
mist Intelligence Unit Ltd. nor the sponsor of this
report can accept any responsibility or liability for
reliance by any person on this report or any of the
information, opinions or conclusions set outin the
report.
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ACE European Group has established branch offices
in 16 countries across Europe, Freedom of Services
permission to provide insurance services to clients
in 27 EEA countries and affiliates in Egypt, Bahrain,
Pakistan and Russia.

ACE European Group comprises the operations of
ACE Europe, ACE Global Markets and ACE Tempest
Re Group. ACE Europe provides a range of tailored
Property and Casualty, Accident and Health and
Personal Lines solutions for a diverse range of clients.

ACE Global Markets (AGM) is ACE’s specialty
international business, underwriting through ACE’s
Lloyd’s Syndicate 2488 and ACE European Group
Limited. Specialty lines include excess and surplus
lines business, Marine, Aviation, Energy and Political
Risk as well as Property, Financial Lines and
Accident and Health.

Additional information on ACE European Group can
be found at www.aceeuropeangroup.com

The ACE Group of Companies is a global leader in
insurance and reinsurance serving a diverse group
of clients. Headed by ACE Limited (NYSE:ACE), a
component of the Standard & Poor’s 500 stock
index, the ACE Group conducts its business on a
worldwide basis with operating subsidiaries in more
than 50 countries. Additional information can be
found at www.acelimited.com

ACE Political Risk

As one of the most experienced political risk insurers
in the world, ACE offers innovative and comprehensive
solutions that deliver confidence, security and peace
of mind to clients across the globe. ACE possesses
broad knowledge and understanding of the intricacies
of country and credit risk and continues to lead ongoing
development in this field, including the evolution of
many political risk lines.

ACE provides cost-effective strategies to mitigate
cross border risk. Solutions are customer driven,
but designed around 4 categories:

Financial institutions
Solutions are tailored for project, export, trade and
commodity finance.

Exporters and importers

Solutions are designed to protect exporters and
importers from having contracts frustrated as a
result of defined risks which may affect the supply
or purchase of goods and services.

Equity investors

Solutions protect equity investors (FDI) against the
risk of loss of a foreign enterprise due to government
action or political force majeure.

Contractor’s plant and equipment

Solutions provide protection against the risk of loss
of plant and equipment due to government action,
war or political violence.

Political Risk Department
ACE Global Markets

The ACE Building

100 Leadenhall Street

London EC3A 3BP

United Kingdom

+44 (0)20 7173 7000 tel
political.risk@ace-ina.com e-mail
www.aceglobalmarkets.com

Contacts:

Julian Edwards

Head of Product Line, Political Risk & Credit

Peter Sprent

Deputy Head of Product Line, Political Risk & Credit
Stephen Capon

Manager of Country & Credit Risk Management,
Political Risk & Credit

Ewa Rose

Trade Credit Manager, Trade Credit
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+44 20 7173 7800 fax
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+43 1710 95 55 tel
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+49 69 746 193 fax
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+350 75122 tel
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2nd Floor
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+353 1 440 1700 tel
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+39 02 27095-1 tel
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+31 10 289 3500 tel
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NO-0155 Oslo

+47 23 31 5440 tel
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00-805 Warsaw

+48 22 581 07 50 tel
+48 22 581 11 33 fax

Russia
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Turchaninov per, 6-2
119034 Moscow

+7 495 727 42 45 tel
+7 495 727 42 46 fax

Spain

Francisco Gervas, No.13
Madrid 28020

+34 91 837-4977 tel
+34 91 837-6776 fax

Sweden
Klarabergsviadukten 90
SE-101 37 Stockholm
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+46 8 692 5410 fax
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Mainaustrasse 30
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+41 43 456 7600 tel
+41 43 456 7601 fax
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