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Country Risk Analysis


In your other finance classes you’ve learned that whenever a firm makes a long-term real investment it takes a risk.  The future cash flows from a new factory or investment in expensive equipment must be forecast and sometimes forecasts are wrong.    Risks, though, can vary greatly from country to country.  As a consequence, a firm contemplating some foreign direct investment should conduct a risk analysis for the country in which the investment will occur.   Any such risk analysis should include an assessment of 

· Financial/economic risk: the possibility that relevant financial variables will change in such a way as to materially affect the project.  Clearly exchange rates are an important variable, but a financial risk assessment should include any other variables (wage rates, interest rates, cost of raw materials and so forth) that might have an impact on the firm.  

· Political risk: the chance that the country will change the rules after the firm has committed to the investment.  Expropriation is the most extreme risk, but changes in tax policy and other regulations are also components of political risk.

Imagine that you work for a firm that is thinking about building a factory in a foreign country.  Assume that the factory represents a long term, non-recoverable investment in a specialized technology.  For example, Texas Instruments has built chip production facilities in several Asian and European countries.  These factories are very expensive, sometimes costing over $1 billion, they have a relatively long productive life and once they are built they cannot easily be moved.  Prepare a risk assessment for a country that you find interesting and which you think might be a likely candidate for this type of investment.  Your analysis should deal with both financial and political risk.  Your section on financial risk should certainly include a discussion of exchange rates, but try and find some information on other important variables such as interest rates and labor costs.  Your analysis of political risk should discuss the recent experience of the country (i.e., has it been relatively stable or have investments been threatened by political change) and you should also be able to cite some independent expert opinion as to the future stability of the country.  

An acceptable analysis will require around 1000 words.  It should include a separate page of references and may include attachments.  

