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than 100 times the scale, resulting in an economic transformation that carries over 1,300 times the force
of change than seen during the Industrial Revolution. MNEs are responding in kind: Ford plans to double
its production capacity in China to 1.2 million vehicles by 2015, its most rapid expansion anywhere in 50
years; GE relocated its 115-year-old X-ray division from Wisconsin to Beijing; Yum! now looks to China for
half its global sales and 40 percent of its operating profits. Bluntly put, “You are nota global player unless
you are in China.”'

THE COMPLICATION OF REALITY

Notwithstanding the hype and its hyperactive performance, complications tarnish China’s appeal. Its
political and legal systems make business operations a nebulous, frustrating process. In nutshell, China
practices “State Capitalism” whereby the government manipulates market activities to achieve political
goals. Consequently, MNEs doing business in China often find themselves at a disadvantage. Ambitious
Western firms such as Exxon Mobil, ABB, Caterpillar, and Vodafone purchased big stakes in Chinese com-
panies. Political problems and legal difficulties short-circuited their plans. Eventually, like many others,

they sold their stakes and reset their strategies. "’ :
China’s rapid emergence aggravates long-running idiosyncrasies. The resulting mix of ancient and

contemporary outiooks creates many grey areas. Some observers argue that, when it comes 10 doing
business in China, the number oné rule is to throw away the rulebook. Sage foreign investors abandon
the notion that Western ideas automatically work in China. The principle of forming a corporation “for any
valid business purpose” does not exist there. Incorporating in China requires telling the government—ip
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want to do, how you plan to do it, how much you inte’nd'
NEs endure protracted negotiations in obtaining permissic
arch, national, provincial, and local officials ask hov
tes exports, creates jobs, and transfers technolog;,

excruciating detail—who you are-, what you
invest, and how many jobs you will create. M
to open local operations. At each stop of the long m

the investment encourages capital formation, promo : .
If you hit the right targets, only then does the government green-light your project.

DRAGONS AND SNAKES

As in China, centralized governments worldwide determine the path and pace of local econo'mlc develop
ment. China, however, poses a particularly tough case given that its political apd legal systems impose many
time-consuming tasks. Moreover, China tends to stack the odds against foreigners who are t:gld enough t‘f
i t bureaucracy and a fledgling legal system.’< “If the great
forge ahead in the face of an elaborate governmen y 4 13
invention of European civilization was a legal system,” quipped an observer, “then China’s was bureaucracy.”

Exasperated investors blame China’s treacherous terrain on a bureaucratic system that regulates
activity based more on arbitrary agendas than objective standards. Connections, not competencies, oﬁen
matter more. Those who believe that economics should determine the efficient means of generating
prosperity see this as illogical. Still, it is utterly logical to Chinese leaders who regard state control of busi-
ness activity as the most reliable path toward harmonious prosperity—and, one mustn’t forget, staying
in charge of the show.

Foreign investors navigate often-mysterious political channels. The long-running conflict between
central and local Chinese authorities further confuses issues. The vastness of the country means that
local officials, whether headquartered in the smallest village or the largest city, are often left alone by their
comrades in Beijing. Certainly, there are national laws, but how they move from Beijing to the provinces is
a different story. “The center,” notes one observer, often “has no control over the provinces. When it sends
people to investigate illegal pirating of CDs, local governors block access to the factories.”’* As Chinese
folklore warns, “The mightiest dragon cannot crush the local snake.” This proverb captures the spirit of
the enduring power struggle within China. Essentially, even though the central authorities in Beijing may
appear to be all-powerful, the politics of powerful local fiefdoms often subvert their authority.

PRECISE LAWS OR AMBIGUOUS GUIDELINES?

China had no formal legal system in 1978 when it launched one of the greatest campaigns of legal reform
in history. Ongoing developments have stabilized what had been an unpredictable, periodically chaotic
legal environment. Still, China faces such ongoing challenges as legislative gaps, hazy interpretation, lax
enforcement, and philosophical disagreements. Legislation is chock-full of ambiguities, says one Beijing-
based lawyer, who thinks it will take 10 to 15 years to iron out many wrinkles.'® Some are less optimistic
comparing the state of the Chinese legal system with that of the United States in the 1920s—then ar;
antiquated composite of statutes and codes that took several decades to modernize.

Others note that, in the case of the Chinese system, even bigger problems reflect a difference in the
concept of legality in that society. Western legal systems rest on the rule of law and its doctrine of legiti-
mate regulations transparently administered by public officials who are held accountable for thei Q t
enforcement. In contrast, China practices the philosophy of the rule of man seeing the right of th “lf JUS"
(once in the person of the Emperor, today in the form of the CCP) to act ’free of checkgs and bel 7
Besides being the law, the CCP is seen as above the law and given the legitimacy bestowed u a"? 2098-
ostepsible “mandate from heaven.”'® Rarely does the Chinese criminal court end with anythin po?hl 4
:c‘lguulty verdict. Rather, explained an FBI Special Agent and legal attaché at the U.S Embas : (') sr.’t_han

there is really no rule of law here. .. they (CCP) make a decision ahead of time to ﬁwéke a posiﬁt":”emng,

THE LEGALITY OF ILLEGALITY

China’s legal practices combined with the
cal norms challenges MNEs. A sensitive tri
copyrights, and so on. MNEs complain t

grc?wipg pains of its novel legal institutions and evolving politi-
pwire is the theft of intellectual property—patents, trademarks
hat relentless, widespread, and sophisticated robbery of their
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intellectual property fuels China’s economic surge. Aggressive estimates link nearly a third of the Chinese
economy to piracy.'®

The FBI estimates that American companies lose hundreds of billions annually to counterfeiting.
China continues to be the number one source country for counterfeit and pirated goods seized; in just
the U.S., Chinese counterfeits accounted for 62 percent or $124.7 million of the total domestic value of
seizure.'® U.S. authorities, noting the rarity of legal punishment, charge Chinese officials with tolerating,
if not encouraging, pirates.zo Still, countries wage battle. The United States, for instance, has frequently
appealed to various transnational institutions about China’s “inadequate enforcement” of intellectual prop-
erty regulations.*’

What accounts for China’s status as the world’s premier counterfeiter? Analysts point to a mix of its
quest to catch the West, collectivist orientation, rule-of-man legacy, and dubious enforcement of ambigu-
ous laws—conditions that create a political and legal morass. Noted an observer, “We have never seen
a problem of this size and magnitude in world history. ... There’s more counterfeiting going on in China
now than we've ever seen anywhere.”?2 Problems threaten to escalate. Government policies have “left a
deep impression on companies that intellectual property is there for anyone to use it.” Local and provin-
cial authorities rely heavily on pirates to power local economic growth. Moreover, China excels in making
high-quality knockoffs. As some say in Shanghai, “We can copy everything except your mother.”23

WHERE TO NOW?

Inevitably, investors question how an opaque single-party political system bolstered by a murky legal
environment can protect their rights. Some believe that external institutions will improve transparency.
China’s 2001 ascension to the WTO, for example, required it to accept rules on all sorts of business mat-
ters, including tariffs, subsidies, and intellectual property. And, granted, China has steadily amended its
legal codes to comply with WTO standards. However, the struggle is not a shortage of regulations. Rather,
China’s sluggish enforcement, even in cases of outright violation, is the primary problem.

Despite intimidating political difficulties and confusing legal questions, legions of foreign investors fall
sway to the siren call of China. Whether driven by bright forecasts, confidence in continued progress, or
desperation to ride this megatrend, companies leave the sanctuary of predictable markets for the distinc-
tive ways of the Middle Kingdom. Then, once they clear immigration and cross the modern-day Rubicon,
they face the daunting task of interpreting China’s political and legal systems. H CRN

QUESTIONS

¢ 3-1. Identify three compelling economic reasons to invest in China. Then identify three compelling
political reasons to avoid doing so. Recommend a criterion one could use to trade off the oppor-
tunities of operating in China versus the risks of doing so.

¢53-2. What sort of operational safeguards would you advise a company to adopt in order to better
manage the risks of China’s legal environment?

INTRODUCTION

Chapter 2 showed that the cultural issues facing international businesses differ from those
facing domestic firms. This chapter carries the analysis forward, emphasizing that once a
company leaves its home country it operates in markets with different political and legal
systems. Some countries are similar; Australian companies would not find many surprises
in New Zealand, for instance. In other cases, the differences are profound; an ill-prepared
U.S. company would encounter shocks in Russia. Navigating among countries requires that
MNEs study how political and legal circumstances overlap and differ. Determining where,
when, and how to adjust business practices without undermining the basis for success is an
enduring challenge.
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Consider that a domestic company operates in a single national environment in which
institutional policies are reasonably predictable. Operating internationally exposes its man-
agers to diverse and conflicting pressures from wide-ranging groups in different nations.
Variations increase the challenge of interpreting different philosophies, laws, and attitudes on
political freedom, property rights, and legal responsibility. Consequently, effective managers
begin with the realization that when it comes to politics and laws, countries’ different ideas
result in different political and legal environments. They position themselves to compete by
understanding these differences, rather than ignoring or, worse, resisting them.

No matter where an MNE goes, the prevailing politics and laws affect its options and
operations. China’s political and legal environments, for example, require MNEs to rethink
tbe be§t ways to acquire resources, make investments, adapt operating modes, and manage
nsk: Figure 3_.1 identifies the political principles and legal outlooks that define a nation’s
business environment. This chapter will discuss how they influence the prevailing political

ideology, shape the role of government, moderate the degree of political risk, and define the
legal system.

THE POLITICAL ENVIRONMENT

Our opening profile of China shows that its evolving political and legal systems create a thriv-

ing bu;mess environment. Tens of thousands of foreign investors have entered its market
opened operations, managed activities, and earned profits. Still, the political systern i ’
hardships while the legal system complicates atte -

not unique to China. The interplay of political ide Mpts to right wrongs. This situation is

legacies of legality, presumptions of fairness, and ologies, conceptions of political freedom,

o , exerci :
political environments around the world. Xercise of power makes for challenging
Consider Russia, home to 1
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system is integrating the

&The goal of the political
diverse elements of a society.

is uniting society in the face of

lThe test of a political system
divisive viewpoints.

CONCEPT CHECK

 J
Chapter 2 showed that culture
moderates the practices of
international business. Many
points of interpretation,

both from an academic and
managerial perspective,

follow from the interplay of
collectivism or individualism in

a country.

| Individualism champions the
primacy of the rights and role
of the individual. Collectivism
refers to the primacy of the
rights and role of the group.

who prefer strong leadershi i 4
g rship to vibrant democracy.?” Others, however, see Russia trapped in

lawle ihili :
s gsrrl\:tsi(s) 2:?;;1%% Ssxgiirgl.é’ccordltr}gly ITraéns%%rency International rated Russia 133 out
These sorts of situations req T i :

e s ns re quire execut}w'es evaluate, monitor, and forecast the dimen-
2 : I toreign political environments. They study how government officials

exercise auth?ﬂty, legislate policies, regulate enterprise, and punish wrongdoers. They moni-

tor how politicians are elected and whether and how they depart. They assess 'whether the

rule of lf:lw or of man prevails. They gauge whether freedom is a practical ideal or a wishful

abstractp.n. Then, based on their analyses, they forecast business scenarios, always mindful

that political stability rewards investment while political uncertainty penalizes it.%

- Whether targeting Afghanistan, Zimbabwe, or any of the more than 200 markets

T—between, managers study a nation’s political systém—namely, the structural dimen-

Stons aqd"powe;\q.ynamwwt (1) specify institutions, organizations,

and interest groups and (2) define the norms and rules that govern political activities. The

mission of a political system is clear-cut: integrate different groups into a functioning, self-

erning society. Likewise, its test is sustaining society in the face of divisive viewpoints.

Success supports peace and prosperity, as we see in Sweden, Botswana, and Australia. Failure
leads to instability, insurrection, and, ultimately, disintegration of the sort seen in Somalia,
Afghanistan, and Libya.

INDIVIDUALISM VERSUS COLLECTIVISM

Explaining the similarities and differences of political systems has intrigued a long line of
thinkers, beginning with Plato and Confucius and moving on to Herodotus, Machiavelli,
Smith, Rousseau, Marx, Gandhi, and Friedman.>® Each wrestled with enduring philosophical
issues: How should society balance individual rights versus the needs of the community to
sustain a rational, righteous, and harmonious system? What is the basis of the state’s author-
ity over its citizens? Should society guarantee individual freedom in the pursuit of economic
self-interest? Does society fare better when individual rights are subordinated to collective
goals? Should society champion equality or institute hierarchy? Are individual rights inalien-
able or conferred by the collective? Engaging these and like-minded questions anchors
interpretation of the political systems in terms of individualism versus collectivism.

INDIVIDUALISM

The doctrine of individualism emphasizes the primacy of individual freedom, self-expression,

and personal independence (think of the declaration that we all have™certain inalienable
Rights:«tﬁat among these are Life, Liberty and the pursuit of Happiness”).”! It champions
the exercise of one’s ambitions while opposing regulations that overly constrain them. The
government protects the liberty of individuals to act as they wish, as long their actions do not
infringe upon the liberties of others. :

The business implications of individualism are direct: every person has the ‘nght. to m.ak'e
economic decisions largely free of rules and regulations. Countries with an individualistic
orientation, such as Australia, Canada, Netherlands, New Zealand, the United States, and
the United Kingdom, shape their marketplace with the idea of laissez-faire. Literally mean-
ing, “leave it alone,” a laissez-faire approach holds that the government shogld not ulwte.rfere
in business affairs; rather, the market should operate according to the neoliberal pr1nc1pl.§s
of free market fundamentalism. Left to their own devices, people regulate themselves in
promoting economic prosperity and act fairly and justly to maximize personal performance
without threatening the welfare of society. i . : 4

Gaps between philosophical ideals and 0ppc‘)rtumst1‘c beh'a\'rlors 'of'ten t;'anfn ; ver-
sarial relationship between govemments and busmessgs in .1r'1d1v1duahst1c societies. ec?ncg
events dramatize this circumstance. The global financial crisis of the last decade reveale
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Collectivism stresses that

the needs of society take
precedence over the needs of
the individual.

A political ideology
encapsulates the doctrine of
political behavior and change.
It outlines the procedures for
converting ideas into actions,

I Pluralism holds that there

are multiple opinions about
an issue, each of which
contains part of the truth, but
none that contain the entire
truth. Progress depends on
negotiation and compromise.

that some individuals and firms had maximized their interests at the expense of societal

welfare. Long-running support of deregulation, pdyatlzatlon, an:ii ctiraifu lcll:ii:/realgla;;(;r;t,L lari: ’(
cated to maximize individual freedom of choice, ultxrpately prove ef inabmt'y iy

behavior destabilized the marketplace and jeopa.rdlze.d. system su; a y deﬁciém Consun—;‘;;
governments reset regulations to reduce market mefﬁaenaes (Sléc . guals i privﬂeg:

knowledge or excessive producer power) that had given somf 1111 nclll i i
Ongoing market problems in such countries as Spa.m, Jqpan,l' re ar; f;ee maﬂéets 0 ord,er e
the United States push governments to restrain the individualism o

protect the collective welfare.

COLLECTIVISM

The doctrine of collectivism emphasizes the primacy of the colle.ctiv.e'——e.g., a group, parlq
community, class, society, or nation—over the interests of the u}dmc“lual. No matter tN
importance of those who comprise it, the whole of the collective is ulhmately greater tho:
the sum of its individual parts. Today, we see collectivism in a range of countries, including
Argentina, China, Vietnam, Japan, South Korea, Egypt, Brazil, Taiwan, and Mexico. :

Collectivism in the business world holds that the ownership of assets, the allocation of
resources, the structure of industries, the conduct of companies, and the actions of managers
share a common goal: improve the welfare of all members of society. Business decisions
are made by the group for the benefit of the group. Political systems that exhibit a collectiv-
ist orientation hold that government regulates the market to promote social equality, labor
rights, income equality, and workplace democracy so that the “welfare of the nation takes
precedence over the selfishness of the individuals.”2 In extreme cases, such as Venezuela or
Saudi Arabia, political leaders severely limit property rights and regulate the mass media in
order to control the business environment.

POLITICAL IDEOLOGY

The orientation toward individualism or collectivism fundamentally shapes a nation’s politi-
cal system and, hence, its political ideology. In theory, an ideology is an integrated vision
that defines a holistic conception of an abstract ideal and its normative thought processes.
For example, the ideal of freedom carries with it ideas about related principles, doctrines,
goals, practices, and symbols. A political ideology stipulates how society ought to govern
itself and outlines the methods by which it will do so.

In the United States, the liberal
doctrine of the Republican Party defi

and its Liberal Democratic Party advocates conservatism. No matter the specific cause, an

effective political ideology moves beyond describing a visi i
. ‘ c: lon of a b i
simply, it specifies the means to achieve that ideal. : e e P

Japan and the United States, like many other countries, have political parties that list
smaller memberships than do the main parties. Consequently, most nations are pluralis{ic

inhwhich different politicalhgroups champion competing ideologies.33 Pluralism also arises
when two or more groups in a country differ in terms of language (Belgium), class struct[lré‘

(United Kingdom), ethnic b i i
o (India)_g nic background (South Africa), triba] legacy (Afghanistan), or reli-

quires that officials ne otiate polici ini

b 3 _ - g policies. The bargainin cess

: Smpizr;qigygz?ng g;oup§ (gcziates that politics follow multiple, shifting Iinegs Muﬁi iiiteer::
. ; single-minded consen is : .~ T

complicates decision making for MNEs, Iiilusx: s otk day. The resulting ambiguity

alism requires that managers assess the intefpla'\'
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among groups. : : ; i
g groups. Often, companies try to influence policy formulation. In the United States, for

example, so ies fund politi i '
s me companies fund political action committees that support preferred candidates
or influence the legislative process, k

SPECTRUM ANALYSIS

Figure 3.2 ogtllngs a political spectrum. By specifying a basic conceptual structure, spec-
trum.anglysxg guides the assessment of a complex issue—in this case, political ideology.
Configuring ideologies along the central axis lets us model different ones relative to the
others. The starting point is specifying credible ideas to anchor the endpoints. When those
are reasonably set, we then position the others.

Determining the standard of “reasonably set” can prove difficult. The world exhibits a
diversity of potential ideologies: anarchism, conservatism, secularism, environmentalism,
liberalism, feminism, nationalism, socialism, theocracy, and so on. Cultural perspectives
also moderate interpretation of such choices. From a Western perspective, for example, one
commonly sees the endpoints defined as conservative versus liberal interpretations of democ-
racy—i.e., Republican versus Democrat. Other endpoints command greater relevance in other
contexts. A political spectrum in an Islamic country, such as Iran or Saudi Arabia, is likely
bounded by theocracy versus secularism to reflect the role of the clergy in the government.
In the case of Taiwan, parties that endorse Chinese reunification oppose those that champion
Taiwanese independence. In Belgium, ends would reflect the ethnic and socioeconomic ten-

LIRS AR e sions between the Dutch-speaking Flanders region and the French-speaking Walloon region.
the degree to which fair and In Canada, it would be inclusive nationalism versus Bloc Québécois'’s call for the sovereignty
competitive elections occur, of predominantly French-speaking Québec.

the extent to which individual Although initially confusing, a common denominator integrates the diversity of political

and group freedoms are ideologies: namely, its vision of political freedom. This ideal originated in the practice of
guaranteed, the legitimacy

e o politics in ancient Greece and has since been inseparable from interpreting political action.
the existence of freedom of Political freedom reflects the degree to which fair and competitive elections occur, the extent
sthe press. to which individual and group freedoms are guaranteed, the legitimacy ascribed to the rule of

FIGURE 3.2 The Political Spectrum

In practice, purely democratic and totalitarian systems are exceptions. Looking around the world, one sees many variations.
For example, democratic systems range from radical on one side (advocates of extreme political reform) to reactionary
(advocates of a return to past conditions). Likewise, totalitarian systems emphasize different degrees of state control.
Fascism aims to control people’s minds, souls, and daily existence, whereas authoritarianism confines itself to political
control of the state.

Democratic AUtOCfatiC TOTALITARIAN!SM
DEMOCRACY Government Government
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Democracy calls for
participation by citizens in a
fair and just decision-making
process.

i i ies differ, so too do interpret,
- : expression. As ideologies di T, !
oot bt A A pthem an inalienable right, freedom is open to dc. .,
ideal degree of freedom. Rather A T
SN h ompany invests and how it mar ..,
ult, the matters of where, how, and why a company B ©
o0 i bject to the ideology that anchors and influencc: 1,
operations are alienable freedoms, subj
itical system. 3 2 .
pOImWEl?h t}fllese ideas in mind, Figure 3.2 sets the political SPGCfI:um, with dgmoir(; za;,(; Vgi‘ t\
litical freedom, anchoring one endpo totalj-
call to preserve, protect, and defend po : ] g
tarianislr)n, with its call to control, constrain, and, suppress pqhhcal freedorcl;.,f;he r(:ttl}:c IL-3~\.‘ he
ideologies that fall between these endpoints interpret political free'dor.n liffere 0 : d"'j:: ]J
ideologies, for instance, advocate the right of individuals; authontarlamsm-51;1 or H:mc,\
individual freedoms to the welfare of the collective. In the former, managers aV]L ‘n,g;}\
investment and operating options; in the latter, they have far fev.vef. Slmllar 'exelu?:jp e]b‘t,'lnl:\
reinforce our chief point: Freedom is the distinguishing characteristic of p'ohtllca 13 eologies,
Some stress its primacy, others oppose it. Throughout all, MNEs study its implications to
their decisions. ' :
Each political ideology in Figure 3.2 is notable; we lack the space to stipulate each one
here. However, understanding the ideals and means of the two endpoints, democracy and
totalitarianism, helps one interpret the others.

DEMOCRACY

Abraham Lincoln held that democracy is a government“of the people, by the people, for the
people.”Modern-day democracies translate this ideology into the principles that all citizens
are politically and legally equal, entitled to freedom of thought, opinion, belief, speech, and
association, and command sovereign power over public officials.3> A democratic government
protects personal and political rights, civil liberties, fair and free elections, and independent
courts of law.* These principles and practices institutionalize political freedoms and civil lib-
erties that, by endorsing equality, liberty, and justice, support individualism.

Different legacies shape the performance of democracy in a nation. More practically, the
scale and scope of modern society imposes logistical constraints, particularly when populuatiun
size makes it impossible for all voters to participate directly. Table 3.1 shows that countries
respond with different types of democracies. Notwithstanding variance, all advocate the
authqrity of the many over the few, The future may see a resurgence of direct democracy.
Evolvmg technologies increasi_ngly support a virtual assembly of citizens who express their
votes directly through electronic signature gathering or online polling processes.

TABLE 3.1 Prominent Types of Democracies

The elemental definition of democracy hails from the Greek aeé
©mokratia; “ .
the rule of the people is practiced in different ways, Pt s B e e

freedoms ang liberties. The Jaw treats all

Representative Originates in a constitution that protects individual
citizens, i i
both public and €presentatives hold ultimate Sovereignty

private, equally. Elected r

but must act in the people’s interest Official
. S represent vot ile mi 2
preferences, have the authority to act as they see fi 2Kt 2 Lk

and Japan, t. Examples include the United States
Multiparty A political system whereby th
' ip of a

Parﬁamentary

Social
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| Democracy and individualism

| are intrinsically related

! and mutually reinforcing;

} individualism legitimates
principles of democracy and

| democracy supports standards

lof individualism.

A totalitarian system
consolidates power in a single
rgent who then controls

political, economic, and social
activities.

Totalitarianism and collectivism
are intrinsically related

and mutually reinforcing;
collectivism legitimates
principles of totalitarianism
and totalitarianism supports
standards of collectivism.

and Legal Environments Facing Business T

S(;Jlsi;?czfssig’:s;gtao;s . In a der.nocracy, MNEs invest and operate based on economic, not
G excilan 4 S. L{Slr}ess environments promote commerce, expand trade, and stream-
o bureaucgreeiticozz WII;};IH anq across countries.‘The sig-naling devices of market activities,
L & gulation, organize a prodL.I(':tlve business environment. Managers and
1sumers are free to do as they see fit. In political terms, freedom sanctions rights and lib-
erties; in economic terms, it legitimizes profits and prosperity. Brazil, India, Indonesia, and
Turkey prowFie cases in point. Their belief in central planning run by a strong state ha’d led
to stagnant 1f not failing economies 20 years ago. Now these countries are converting the
energy of their emerging democracy into dynamic business environments.’ »

TOTALITARIANISM

A totalitarian system subordinates the individual to the interests of the collective. A single
agent in whatever form, such as an individual, a committee, an assembly, a junta, or a party,
monopolizes political power and uses it to regulate many, if not all, aspects of public and
private life. The agent believes it has noble intentions, protecting people from the hazards of
individual choice.” Fair game includes regulating residents” occupation, income level, inter-
ests, religion, and even family structure.®’

A totalitarian government eliminates dissent through indoctrination, persecution,
surveillance, propaganda, censorship, and violence. It tolerates few, if any, ideas, interests,
or activities that run counter to state ideology.*’ There is no alternative for the simple reason
that none is allowed to exist. In extreme situations, personal survival is linked to that of the
ruling regime. Collectively, these conditions merge the interests of individuals with those of
the state. Table 3.2 profiles types of totalitarian systems.

The dynamics of change in a totalitarian state highlight the means used to enforce its
ideology. Rejecting preceding forms of society as corrupt, immoral, and beyond reform or
redemption, a single leader advocates a new society that corrects wrongs, redresses injus-
tice, and supports harmony. In place of private property, the state allocates power and status
to reward supporters (who often monetize privileges through corruption). It uses propa-
ganda, indoctrination, and incarceration to coerce citizens. State-controlled media filters

TABLE 3.2 Prominent Types of Totalitarianism

First recorded in reference to Italian fascism, “totalitario” stood for “complete, absolute, totalitarian” control
by a dictatorial one-party state that regulates every realm of life. As we see here, the ruling agent can control

society to different degrees.

Tolerates no deviation from state ideology. Day-to-day life reflects obedience to state
authority; resistance incurs punishment. Officials regulate the political environment but pay
less attention to the economic and social structure of society. Often lacks an ideology to
politicize public and private life. Examples include Kazakhstan, North Korea, Chad, and
Turkmenistan.

Organizes a nation based on corporatist perspectives, values, and systems. Advocates
a single-party state that controls, through force and indoctrination, people’s minds, souls,
and daily existence. Fascism calls for the merger of state and corporate power. There
have been few fascist political systems; most prevailed during World War Il.

A single-party government controls elections, tolerates dissent as long as it does_, not
challenge the state, and suppresses other ideologies. The state dogs not prescribe an
all-encompassing ideology. It grants limited individual freedoms prowdgd one does not
contest state authority or disrupt social harmony. Examples include China, Vietnam, and
Venezuela. ; .
Government is an expression of the preferred deity. Leaders clalm t.o represgnt its '
interests on earth. Applies ancient dogma in place of modern pqnmples, Strict socug&
regulation and gender regimentation typically ensue. Examples include Iran, Afghanistan,

and Saudi Arabia.

Authoritarianism

Fascism

Secular

Theocratic
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CONCEPT CHECK

Recall our discussion in
Chapter 2 of “Behavioral
Factors Affecting Business.”
These variables change

as people change—or as
state authority influences
them. Shaping people’s
behavior to support the
state’s interests leads an
authoritarian government to
manipulate norms, including
work motivation, risk taking,

communication practices, and

consumption preferences.

Authoritarian parties often rely

on shadowy politics, skewed
elections, and nefarious
security agencies.

Freedom House identifies
three types of political
systems:

¢ Free.
¢ Partly free.
¢ Not free.

e-controlled education filters ideas, and state-controlled courts, police, and

information, stat t is a“virtual mind prison”in which the leade:

security suppress dissent. The cumulative resul

ms or is cast out. ks 4
and the state fuse—one conforms o : 3 B il
Although remote to citizens in Western democracies, forms of totalitarianism preve

i ’s popula-
bgpou e . Some 25 llon pople_souty 1 L1
tion—live under such rule, with another 1.5 b1 . i
authoritarian political systems.42 The citizens of s.;uch C'oukrlltne? as b fal freédoms i
Afghanistan, China, Iran, North Korea, an.d Saudi Arabia have few p.d L

iberties. The reemergence of powerful, single-party states worldwide reinto .
Ss}iﬁ:rtlliussia suppressgs individILal freedoms through arbitrary govemanc}el; Venie.filézia izscttrll;t ~
media that urge dissent; Iran corrupts its electore‘il prgce§s. Some see t fe po }i : p})‘ 2 - ,
powering China’s rise as endorsing authoritarianism.* Finally, leaders of suc ” arsﬁydg‘ :
erned countries increasingly display subtle finesse. Conclu;les Freedom Hou'se, Our r:i : }ngj:
point to the growing sophistication of modern authoritarlgns. They are flexible; they 1553:
and abuse the legal framework; they are adept at the techniques of modern propaganda.

Business Implications Managers in totalitarian systems face markets that are radically dif-.
ferent from those in democracies. Private enterprise, if permitted, supports state control of
economic activities. For instance, the Chinese government, under the direction of the CCP,
owns and manages large swathes of the economy. The state is the majority owner of 99 of the
100 largest publicly listed Chinese companies, 39 of which are among the 500 biggest in
the world.*> Similarly, 129 huge conglomerates in finance, media, mining, metals, transporta-
tion, communication, and so on answer directly to the CCP. Likewise, China’s provincial and
municipal officials control thousands of medium-sized and smaller ones.*® Add it all up and
you have an authoritarian system that rejects many of the practices found in a democracy.
Managers operating in such markets adjust decision making to the intricacies of political
activities. Bluntly put, the government’s imperative is sustaining state power, and econom-
ics and markets are handy tools with which to do so. The situation affects all companies, but
typically hits foreign investors hardest. The state favors local companies at the expense of
foreign competitors, providing them with favorable financial assistance, special tax programs,
relaxed work regulations, and other benefits.*” The state’s intent to value and allocate
resources in manipulating market outcomes for political purposes creates complicated risks
and rewards. For example, China requires foreign enterprises to tolerate, if not facilitate, set-
ting up Communist Party cells in their local operations—indeed, some local governments
require that private companies contribute a share of their payrolls to finance Party activities.*®
The. cells are t:h'EI.'e. to educate and supervise the companies to behave lawfully, fulfill their
social responsibilities, promote harmonious labor relations, and maintain social stability.
s cI?n Z?SC?SF—S;; ll\gfi?tisv E;rtﬂgreed::tl}i ’ila.t :voulfdn ge unthinkable elsevyhere. Consider General
duce avionics, the electronic brains (‘)]:’a & ft ’F}S\try, > Chlngg e military-jet maker, to el
patentlalis luérative e aircraft. The deal requl}'ed GE to take the risky but
; g pleces of its global operations into partnerships with a
state-owned enterprise. Such deals had earlier proved troublesome, souri :
that Chinese partners, after gaining access to Western technolo /a d e
potent new rivals.*’ Even so, seeing China as its “second home Egnyaﬂ?et ; ép‘;rr:ZZBEg;agz
cost of missing the fast-growing Chinese aviation industry exceeded the potential risks. As

GE'’s vice chairperson noted, ”Staying out of China in h i
’ o i
erty safe is obviously not an option.”*" el g

THE STANDARD OF FREEDOM




MAP 3.2 Map of Freedom, 2013
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Saurce: Freedom House, “Map of Freedom 2013,”at www.freedomhouse.org,
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association, and belief, as well as respect for the rights of minorities and women, are guar-
anteed.”?! Since 1972, Freedom House has annually assessed the state of political freedom
around the world,?? applying measures derived from the Universal Declaration of Human
Rights.53 It identifies three types of systems:

e A“free” country exhibits open political competition, respect for civil liberties, independent civic
life, and independent media. There are inalienable freedoms of expression, assembly, associa-
tion, education, and religion. Examples include Australia, Brazil, India, and the United States.

o A”partly free” country exhibits limited political rights and civil liberties, corruption, weak
rule of law, ethnic and religious strife, unfair elections, and censorship. Often, democracy
is a convenient slogan for the single party that dominates within a facade of regulated
pluralism. Examples include Guatemala, Pakistan, and Tanzania.

o A”not free” country has few to no political rights and civil liberties. The government allows
minimal to no exercise of personal choice, relies on the rule of man as the basis of law,
constrains religious and social freedoms, and controls a large share, if not all, of business
activity. Examples include China, Russia, Saudi Arabia, Iran, and Vietnam.

Map 3.2 shows the distribution of freedom worldwide. In 2013, 90 countries were free
(46 percent of all countries), 58 partly free (30 percent), and 47 not free (24 percent). Re.garding
population, approximately 3 billion people (43 percent of the global population) live in a free
country, 1.6 billion (22 percent) partly free, and 2.5 billion (35 percent) not free.

TRENDS IN POLITICAL IDEOLOGIES

The second half of the twentieth century saw the steady diffusion of democracy. Between
1950 and 2009, the number of democratic political systems grew from = out of 154 coun-
tries (14 percent) to 90 out of 193 countries (47 percent). The number of nations that made
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| The Third Wave of

{ Demacratization refers to the
| third surge of democratically

| governed states in the 20th

| century. Ultimately, as this

| wave crested, the number of
| countries led by a democratic
| government significantly
sincreased.

CONCEPT CHECK

In profiling “The Forces Driving
Globalization” in Chapter 1, we
noted the power of changing
political situations. Until
recently, we have witnessed
the diffusion of democracy
and the corresponding decline
in totalitarianism. Growing
acceptance of the legitimacy
of democracy accelerated the
expansion of international
business.

Various forces powered
past the Third Wave of
Democratization:

* Failure of totalitarian
regimes to deliver
prosperity

¢ Improving communication
technology

® Economic dividends of

¢ political freedom

CONCEPT CHECK

B
Chapter 1 identifies the
“Expansion of Technology”

as a driving force of
globalization. Advances in
telecommunications liberated
the flow of information,

thereby challenging and
changing political attitudes in
many countries.

the transition, particularly during the 1970s and 1980s, gavs rise to th.e~ pol}h;al phenta;:nq
enon referred to as the Third Wave of Democratization.’ Durmg this period, mo;e a!’:
30 countries throughout Africa, Asia, Latin America, SOU‘t}"l America, and East.erlrl\l.i)u‘r‘(t)pf,
abandoned totalitarianism for democracy. The quest for indmdu_al fr_eedoms and civil liberties
transformed the world. Societies began building fairer civic institutio
objective judiciaries, and stronger property rightsﬁ? As a result, today L oo
population lives in a democracy of some sort. Put dlff-erer}tly, today more people li
tries with democratic governments than at any time in history. B
In doubling the number of democracies in two decades, the Thlrd Wave of Den;oc?tiéa\ ' i ( 1..
helped topple the Berlin Wall in 1989, demolish the Communist Bloc, flnd ef}d t e Co }ax
Some saw the worldwide democracy surge symbolizing the“end of history. Spec1f1cal.ly, the
universalization of Western liberal democracy, reinforced by the market fundamer}tahsm of
capitalism, represented the endpoint of humanity’s ideological evolution and the final stage
of human govemment.56

ns, independent media,
nearly half the world’s

ENGINES OF DEMOCRACY

The reluctance of totalitarian structures to fade gracefully requires powerful change agents.
Beginning in the mid-1970s, a confluence of events began building several engines that pow-
ered the Third Wave of Democratization. Notably:

Regime Legitimacy The failure of totalitarian regimes to deliver economic progress
undermined their legitimacy. Aggrieved citizens, weary of long-declining standards of life,
contested the right of officials to govern. The fall of the Berlin Wall punctuated this epic
change. Formerly communist countries shifted from collectivism to individualism, thereby
spurring citizens to demand greater political freedom and civil liberty.

Communication Innovations Improved communications eroded totalitarian states’
control of information. Technologies integrated disenfranchised people into the global vil-
lage. Once it took weeks, if ever, for word-of-mouth of protests to spread; now, improving
connections circulated news within hours.>” Images of resistance and rebellion had snow-
ball effects on pro-democracy campaigns worldwide. On a micro scale, we see similar
effects linking protests in Chinese factories. Specifically, labor unrest has become more
commonplace in China, as factories operating in highly competitive markets press their
workers to improve productivity. Workers linked via mobile phones and the Internet,

increasingly aware of their rights and common cause, increasingly challenge perceived
injustices.”®

Freedom’s Consequences Freedom yielded economic dividends.5°
capita gross domestic product, a measure of the standard of living, increased nearly sevenfold
for free countries compared to not free countries. Growing wealth positively influences prop-
erty rights, the rule of law, education opportunities, gender equality, media vi 'lancep 11}1)d
social tolerance.? Prosperity promoted the expansion of the middle clétss whoseg};ur ec,)r:in 4
access to the uncensored news Thomas Jefferson’s belief that ”Informaéion is the c‘o;rrencii

of democracy.” Perhaps most critically, rising prosperi iti ili
det A perity supported th
faith in the future that anchors the democratic ideologt\)f}.(’l e S b

The multi-decade march toward greater political freedom ive ci
ti-d march tor s and expan il liberti
fuel'ed a belief in the inevitability of democracy—again, the so-called Ijenil“;ef ﬁ;;liohbs ZSS
nano..For MNES, this trend stabilized business environments, both at home and r"t}{)r;)ad
Growing stablhty encouraged them to expand their investment horizon to include 1;1 k t.
that had previously been off-limits (notably, China, iy

Russia, and Central and Eastern E
As a result, industries developed, mi S ey TEpe).
freedom flourished. - TiHdieiasne werged, globalization accelerated, and

The median per
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Thomas Jefferson reasoned,
“Information is the currency
of democracy.” If so, then this
satellite dish-covered exterior,
atop a Kabul apartment's
facade, plays a crucial role
fortifying its performance.
Source: kzww/Shutterstock

Over the past seven years,
long-running gains in political
freedom have given way to

s wide-spread declines.

Several indicators show
slowing adoption of
democracy throughout the
world.

The Economist Intelligence
Unit identifies four types of
political systems:

-

Full democracy
Flawed democracy

* Hybrid regime
Authoritarian regime

-

DEMOCRACY: RECESSION AND RETREAT

Democracy retains appeal worldwide—preferred by people in most countries, its allure
energized by growing wealth and education, its legitimacy worldwide solidified by an expand-
ing middle class.®? Troubling data, however, question its momentum. Managers increasingly
qualify their interpretation of political environments with the possibility that”history,” rather
than ending; is just beginning.

A few years ago, longitudinal data on the slowing momentum of democracy indicated a
“democracy recession.” Now, data indicate that democracy is in retreat worldwide. In 1989,
41 percent of nations had an electoral democracy; in 1999, it was 63 percent; in 2012, down
to 60 percent.®® Figure 3.3 indicates an ominous shift over the past few years. Gains in free-
dom have given way to declines in freedom. Sham elections, police crackdowns, kangaroo
courts, and persecution of dissidents gain traction. All speak to the stance taken by President
Lukashenka of Belarus, who declared on the heels of a rigged election victory,”there will be no
more mindless democracy in this country.”® Worldwide, increasingly influential totalitarian
regimes impose“forceful measures designed to suppress democratic reformers, international
assistance to those reformers, and ultimately the very idea of democracy itself.”*> As a result,
2013 marked the seventh consecutive year in which political freedom declined worldwide—
the longest consecutive period of setbacks in nearly 40 years.“’

The State of Political Affairs The Economist Intelligence Unit (EIU) applies a broad mea-
sure to assess a nation’s “texture of democracy.” It notes that democracy, narrowly defined,
is easily achieved—indeed, if merely holding elections were sufficient, virtually every coun-
try would qualify as a democracy. Rather, an effective democracy depends upon free and
fair elections as well as supportive institutions and public attitudes that protect freedom.
Assessing the”texture of democracy,” therefore, involves 60 indicators of a cougty’s felectoral
process and pluralism, civil liberties, government functioning, political participation, and
political culture.” Countries are rated as either as a full democracy, flawed democracy, hybrid
regime, or authoritarian regime. ; : :

The EIU evaluates democra% in 167 countries that, combined, are h’?me to virtually 'the
entire population of the world.®® Analysis finds many are “democracies” in name only; just
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FIGURE 3.3 Freedom in the World: Gains and Declines by Country, 2003-2013

The past decade shows a disturbing trend in the momentum of political freedom worldwide. Early on, gains in freedom exceeded declines. The past
seven years have seen the opposite, with growing state authority reducing individuals’ political freedom.

Source: Based on Freedom House, “Freedom in the World 2013: Democratic Breakthroughs in the Balance,” www.freedomhouse.org.
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25 are full democracies, while 53 are “flawed democracies.” Nineteen of the full democra-
cies are found primarily in the West, with the remainder scattered in Latin America, Eastern
Europe, and Africa. Flawed democracies predominate in Latin America and Eastern Europe.
The fragility of institutional structures, political participation, and democratic cultures within
many of these countries has led to significant backsliding. Likewise, corruption, violence, and
drug trafficking encourage authoritarianism.

Of the remaining 89 countries, the EIU rates 36 as“hybrid regimes” that mix democratic
and authoritarian practices. Procedural irregularities often corrupt free and fair processes.
Hong Kong, for example, exemplifies a hybrid regime that manifests many trappings of a
democracy, including an effective judiciary, civil liberties, independent media, and political
parties. Still, authoritarian tendencies are evident. Consider its electoral process. Its Chief
Executive (effectively its President) is chosen not by Hong Kong’s 7 million residents but by
a 1,200-person“Election Committee.”The sense of a rigged system of political freedom with-
out democratic accountability radicalizes its politics.®”

Finally, 55 countries are judged authoritarian regimes. In many cases, they showcase insti-
tutions of democracy that are merely Potemkin designs. Day-to-day life displays the telltale
marks of totalitarianism, including unfair elections, disregard of civil liberties, state-owned
media, omnipresent state security, pervasive censorship, and a corrupt judiciary.

An Important Qualification Qualifying these results by demography adds some use-
ful perspective. Like Freedom House, the EIU reports that about half of the world’s popu-
lation lives within some sort of democratic system. However, it notes that just 11 percent
reside in countries with a functioning”full democracy.” Furthermore, some 37 percent live in
flawed democracies, 14 percent in hybrid regimes, and 38 percent in authoritarian regimes.‘”'0
Westerners may presume that democracy prevails throughout the world, but presently only
about one of every nine people lives in one. ;
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AUTHORITARIANISM’S SURGE

In 1991, citizens in the former Soviet bloc countries celebrated the move from a single-party
state to a multiparty political system. By 2009, support had fallen drastically, especially in
poorer countries such as Ukraine, Hungary, and Lithuania.”* By 2012, belief in democracy
continued deteriorating in the wake of the global financial crisis as most countries in the
region saw declining democracy scores.”? Established democracies struggle as well. In the
United States, the terrorist attacks of September 11, 2001, reset the standards of personal
freedom, resulting in restrictions that raised questions about the moral authority of demo-
cratic ideals. Europe, meanwhile, struggles to preserve political freedom in the face of harsh
austerity policies and the replacement of sovereign democratic processes with financial dic-
tates from leaders of the EU and the European Central Bank.”® Persistent economic struggles
challenge the belief, strongly held since the fall of the Berlin Wall, that “freedom works.”
Collectively, trends throughout the world show growing confidence in the authoritarian
alternative, with countries growing skeptical of the virtues of a multiparty democracy and
showing increasing interest in building single-party political systems. The EIU notes:

Authoritarian trends have become even more entrenched in the Middle East and
much of the former Soviet Union. Democratization in Sub-Saharan Africa is grind-
ing to a halt, and in some cases is being reversed. A political malaise in east-central
Europe has led to disappointment and questioning of the strength of the region’s
democratic transition. Media freedoms are being eroded across Latin America and
populist forces with dubious democratic credentials have come to the fore in a few
countries in the region. In the developed West, a precipitous decline in political par-
ticipation, weaknesses in the functioning of government, and security-related curbs
on civil liberties are having a corrosive effect on some long-established democracies.”

Powering the resurgence of Engines of Authoritarianism Several engines powered the Third Wave of Democratization.
totalitarianism are Likewise, the following forces promote totalitarianism today:
¢ Strong states supporting
strong performance Political Economy of Growth Rising uncertainty questions the relationship between
= Hawin thef zrindp‘es oyl the level of economic development and democracy. The classic modernization hypothesis—
S Eic::;?cﬁns:g:gacy that economic development is a pre-condition of democracy —is no longer universally
following slowing growth accepted.75 Consider China. Its economic performance since 1980 endorses its authoritarian,
* Escalating debate of the one-party system as an alternative to liberal, multiparty democracies. Concurrently, its model
meaning of democracy of a“people’s democratic dictatorship” has steadily gained credibility worldwide.” For many

poverty-stricken countries, patience with the not-yet-realized dividends of the “democracy
advantage” thesis has worn thin. Some point to India, noting that its more than 60 years
of nearly uninterrupted democratic governance rule has failed to improve health, education,
or wealth for a majority of Indians.””

Rhetoric Versus Reality Democracy setbacks in Italy, France, UK, Spain, and the US
give pause to some 70 strategically significant countries at the golitical crossroads. If
democracy can't work there, how could it work here, they wonder.”® Charges of hypocrisy
against Western countries (owing to incursions in Iraq, Libya, and Afghanistan, along with
the implications of antiterrorist activities for political freedoms and civil liberties) jumble
democratic ideals. Double standards in foreign policy (i.e., some autocratic countries can
be friends, such as Saudi Arabia, whereas others are foes, like Venezuela) corrode the cred-
ibility of democracy promoters.79 Consequently, fewer than one in five West Europeans
trust political parties, while only one in three regards governments and parliaments as

trustworthy.®

Economic Problems The global financial crisis has complicated matters. High unemploy-
ment, slow growth, and rising debt, by threatening the middle class, has weakened belief
in the effectiveness of democracy. Confidence in institutions has declined throughout the
West. The International Labour Organization reports wavering belief that political policies in
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bourgeois in Marxism. Unless reversed, unemployment, debt, and a

that democracy works.%

Who Defines Democracy? The legitimacy of Western notions of democrac.y travels poorly
to societies with different ideals and institutions. Hu Jintao, former CCP chief and China’s
president, speaks of “democracy” with a different meaning from the one understood ij,
Westerners. In his view, calls for multiparty democracy are taboo, opposition can/?ot offi-
cially organize, reform must obey the “correct politic;ll o‘rie.ntation,”' and ”Qrderly chgn%e
must respect and preserve the authority of the CCP. Slmllarly,_ Erlme Minister Yladlmxi
Putin, proclaiming himself “a true democrat,” argues the West mlslnﬁerpretg the virtues of
authoritarianism. He charges “some of the participants in the international dialogue believe
that their ideas [of democracy] are the ultimate truth.”®> Western-style democracy, rather
than promoting individual rights and civil liberties, is an ideological ruse that disguises vast
inequalities. Likewise, Brazil’s former President da Silva says that the primary advocates of
Western-style democracy no longer speak for the world, having lost the moral authority to
dictate solutions to developing countries.®

The engines of totalitarianism, considered in the context of democracy’s retreat, raise the
question: Has democracy run its course? If so, as we consider in our “Looking to the Future”
box, what then might become of political ideologies and how might MNEs respond?

Like you, managers wonder what a political map of the
world might look like in the next decade. Will democracy
spread? Will totalitarianism gain more ground? Will new
ideologies arise? It is tempting to regard these questions
as academic straw men, best left to the folks in ivory
towers. The latest data indicate they are anything but.
As faltering political freedom and resurgent authoritari-
anism accelerate democracy’s retreat, countries reset
marketplaces and MNEs adjust Strategies. Trends high-
light the contemporary political ideologies competing
for supremacy—namely, the Washington Consensus
the Beijing Consensus, and the Clash of Civilizationsr
What, pray tell, might these mean to managers?

The Washington Consensus

Named after the close of the Cold War for the free-
market, pro-trade, and pro-globalization policies
promoted by the United States, the Washington
Consensus advocates democracy, political freedom
rule of law, and human rights.®” As Washington became

Looking to the Future
Political Ideology and MNEs’ Actions

the global philosophical center in an America-dominated
unipolar world, its idealized Consensus —promoted by
executives, politicians, generals, journalists, and insti-
tutions—called upon countries to reform in ways that
reflected the political eéconomy of the United States.
quering this call was a set of interrelated beliefs: right-
mmdgd reform led to economic growth, which created
a middle class that Supported property rights, which
In turn began institutionalizing the rule of law. ,Making
those choices and implementing the necessary poli-

cies would institute, support, and sustai g5
democracy. ain a legitimate

Successfull

Y navigating thij
the United St gating this sequence, reasoned

ates, would build nations that stead-
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The Beijing Consensus

Alternatively, rather than the end of history, some say
the growing appeal of the Beijing Consensus signals
the next political era.®® A euphemism for China’s self-
proclaimed “people’s democratic dictatorship,” this
Consensus calls for a single-party system in which
elected representatives, preapproved by the ruling
party, oversee a nominal democratic system whose
citizens, though granted the right to vote, cannot
participate in decision making.®'Elections, while free,
are not fair. The CCP aspires to rule by consent, pre-
ferring benevolent persuasion to the iron fist. Still, it
swiftly suppresses those who challenge its author-
ity. Spontaneity in a single-party system, no matter
how apolitical, symbolizes protest. As CCP officials
explain, “Stability trumps everything.”%2

Unlike the ideologically interventionist Washington
Consensus, the Beijing Consensus is ideologically
agnostic. It prizes economic development and
international trade as the means to generate growth,
create wealth, and build a harmonious society. It
uses fast-growing prosperity to subvert political
choice, reasoning that people value higher wages,
social stability, and economic security far more
than political freedom. The Beijing Consensus
does not pass judgment on another country’s poli-
tics; in turn, it expects not to be judged. It advocates
trade “with no strings attached” (which, in the case
of the Washington Consensus, are democracy, free-
dom, human rights, and the rule of law). To this end,
China invests throughout Asia, Africa, the Middle
East, and South America free of demands for politi-
cal reform.®3

China’s policy of harmonious stability within a
single-party state has gained credibility worldwide,
particularly given its strong performance in the wake
of the global financial crisis. Said one analyst, S
he ‘China model’ of authoritarian capitalism is gain-
ing currency. Governments from Syria to Vietnam
have sung its praises.”® Some argue that state con-
trol that weds liberal economics with single-party
authoritarian politics, rather than the union of liberal
economics and multiparty democracy, now repre-
sents the superior political path to prosperity and

harmony.

The Clash of Civilizations

Spreading democracy in the Arab wor}d, which is reg-
ularly rated the world’s least free region, has been a
long-running goal of the West. Indeed,’ an aim of t.hf
lraq War was to build the luminous “city upon a hill

that would inspire peaceful democracy in the region.
Efforts there, as well as pro-democracy movements
in Tunisia, Egypt, Afghanistan, Libya, and elsewhere,
have had limited success. Moreover, Western military
involvement has raised questions about the legitimacy
of democratic ideals throughout the region. Faltering
institutions and changes in political sentiments hin-
der the transition to democracy in several Islamic
nations, including Kuwait, Iran, Saudi Arabia, and the
Palestinian areas.

Regional instability highlights the difficulty of pro-
moting democratic political cultures, to say nothing
of a functioning democracy. The discontent of the
economically and politically disadvantaged, particu-
larly among youth suffering extreme unemployment,
mobilized the massive pro-democracy protests of
the so-called Arab Spring. Although initially prom-
ising, study of the determinants and consequences
of democratic transitions advise caution; violent
uprisings struggle to institutionalize durable demo-
cratic change. Moreover, weak property rights and
civil liberties continue constraining change, thereby
thwarting democratic progress.®®

Productive economies in the oil-rich Persian Gulf
also stall the spread of democracy; it no longer
appears that democracy is a necessary condi-
tion for prosperity. Furthermore, oil-based revenue
entrenches an autocracy by removing the need to
levy taxes and thereby reducing state accountability.
Consequently, moderate Arab leaders contend that
the transition from totalitarianism to democracy is, at
best, “a slow process.” Hardliners, meanwhile, vilify
democracy.®®

The reluctance of Islamic states to adopt democ-
racy animates the “clash-of-civilizations” scenario.
Irreconcilable cultural and religious differences
between Islam and the West, goes this reasoning, will
trigger a backlash against Western political ideals and
their crystallization in the ideologically interventionist
Washington Consensus.®” Some speculate that an
epic clash between oppositional civilizations will usher
in a new political ideology based on cultural and reli-
gious ideals.

What’s Next, Managers Ask?

Democracy’s ongoing retreat questions long-
cherished ideals. Managers study the direction that
political ideologies might track. Will liberal democracy
4 la the Washington Consensus regain the command-
ing heights? Ongoing developments worldwide, led by
an expanding middle class and supported by social
networking channels, support that forecast.®® Or will
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the one-party trademark of the Beijing Consensus set
political standards? China’s growing involvement in
receptive countries worldwide supports that projec-
tion. To that end, when recently asked, “How satis-
fied are you with the country’s direction?” 83 percent
of Chinese reported satisfaction versus 31 percent in
the United States, 19 percent in France, 15 percent in
Britain, and 7 percent in Japan.®® Finally, if countries
bypass the American Way or the Chinese Path, might
a clash of civilizations give rise to new ideas of political
freedom?'% Ongoing tensions in hotspots worldwide
do not bode well.

Whatever the scenario, history reminds us that it
matters. The first and second waves of democratiza-
tion (1828-1926 and 1943-1962, respectively) were
followed by periods of freedom backlash, democracy
retreat, and backslides into authoritarianism. The
end of the second wave saw more than 20 countries
revert from totalitarianism, symbolized by the ensuing

ideological war between Washington and Moscgw.
Hence, the question arises: Are we onoe10a1gam facing
a cycle of transition and consolidation?

Whatever the answer, only the ill-advised under-
estimate political change. If the Washington
Consensus proves resilient, managers musfc adjust
operations to the growing pains of cou‘ntnes that
champion freedom, advocate human nghtg, aqd
adopt the rule of law. Prosperity may come with dif-
ficulty, but there will be prosperity for many. If the
Beijing Consensus predominates, managers must
rethink business in a world that uses state con-
trols to generate economic growth at the price of
freedom. Prosperity may come easily, but its price
will include individual freedoms. If ideologies trans-
form as civilizations clash, the resulting social and
religious orders will reset systems. Prosperity may
prove a wild card as oppositional ideologies battle
for the commanding heights. &

Political risk refers to the
threat that decisions or events
in a country will negatively
laﬁect the profitability and
sustainability of an investment.

CONCEPT CHECK

-

Chapter 1 notes that some
interest groups fear that
globalization fatally weakens
national sovereignty—that

is, growing external control
restricts a nation’s right to

act in its own interests. Here,
we observe that this attitude
often intensifies political risk.
Foreign investors face higher
risks when a host government
becomes increasingly sensitive
to threats to its sovereignty.

POLITICAL RISK

Politics is always and everywhere dynamic. At different times, different parties champion
different ideologies that endorse different political systems, with unpredictability ensuing.
Consequently, investing and operating internationally exposes MNEs to risks that arise from
a country’s political system. This class of risk, referred to as political risk, is the potential loss
arising from a change in government policy. More precisely, it is the risk that political deci-
sions, events, or conditions will affect a country’s business environment in ways that force
investors to accept lower rates of return, cost them some or all of the value of their invest-
ment, or threaten the sustainability of their operation. Figure 3.5 identifies leading causes of
political risk.

Two trends increase political risk worldwide. First, many fast-growing emerging markets
are rife with flashpoints. Arbitrary legal systems, fragile institutions, volatile societies, and
corrupt regimes fan instability. Many firms in these countries are state-run, pursuing politi-
cal goals that complicate economic situations. Aggravating matters is the fact that political
risks differ from market to market. In Venezuela, managers face economic nationalism; in
Brazil, a manager needs to understand Congress’s multi-party alliances; in China, the task is
interpreting the power and play of the CCP; in Saudi Arabia, a manager must make sense of
the internal relations of the ruling family. Hence, operating in these markets is quite differ-
ent from the comparatively more predictable politics in Western democracies. Analytics that
work in one country often travel poorly to others.

Second, the aftermath of the financial crisis aggravates political risk in both developed
and developing markets. When the Berlin Wall collapsed, globalization steadily standardized
the inconsistencies of politics across markets. Certainly, countries evolved at different rates.
However, as many developed in the broad context of the Washington Consensus, managers
cogld reasonably assume that the principles of Western-style political economy, not local
qulrlfs, Would shape national affairs. The global credit crisis reset the equation. Now, local
politics influence the performance of global markets and the actions of MNEs ona scarle not

seen -in decac?es. If the crisis continues testing people’s faith in democracy, companies face
growing public challenge and political constraint.
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FIGURE 3.5 Classes and Characteristics of Political Risk

The political risks of international business have telltale characteristics Here, we see that
t -

A they vary in terms of the intensity of their impact upon firm oo yns, belo
to various classes , typically follow from the imposition of certain sorts of ROt o y vary y 'pact upon firm operations, belong

have distinctive outcomes.
e Cla
Scal 58 Type Outcome

Micro

2 Financial Anomalies

Regulatory policies that make it difficult for the company to get credit
Or arrange overseas loans.

Systemic Competing Perspectives The host government's policies on, for instance, human ri ghts,
labor conditions, or environmental sustainability, create public relations
problems for a foreign company at home.

Unilateral Breach of Contract The host government repudiates a contract negotiated with a foreign
company or approves a local firm’s doing the same.
Procedural Tax Discrimination A foreign company is saddled with a higher tax burden than a local
competitor.
Restrictions on Profit Repatriation The host government arbitrarily limits the amount of profit that a

foreign company can remit from its local operations to the home office.

Distributive Destructive Government Actions Unilateral trade barriers, often via local-content requirements,
interfere with the distribution of products to local consumers.

Harmful Action Against People Local employees of a foreign company are threatened by kidnapping,
extortion, or terrorist actions.

Catastrophic Expropriation/Nationalization The host government or a political faction seizes a company’s
local assets. Compensation, if any, is usually trivial. Resurgent
totalitarianism and resource nationalism increase this risk.

v

Macro Civil Strife, Insurrection, War Military action damages or destroys a company’s local operations.

CLASSIFYING POLITICAL RISK

The evaluation of political risk often applies a macro-micro criterion. Macro risks affect all
companies in a given country; micro risks are project-specific actions that affect individual,
usually foreign-owned, companies. Figure 3.4 applies this approach but further qualifies the
macro-micro division with the intensity level of the type of risk. We develop these charac-
teristics in terms of the resulting classes of political risk: systemic, procedural, distributive, and
catastrophic.

CLASSES AND CHARACTERISTICS OF POLITICAL RISKS

The political risks of international business have telltale characteristics. Here, we see that
they vary in terms of the intensity of their impact on company operations, belong to various
classes, typically follow from the imposition of certain sorts of regulations, and have distinc-
tive outcomes.

[ The primary types of political Systemic Political Risk As arule, a country’s political processes aim not to punish specific

| risk, from least to most companies arbitrarily. If they did, few would hazard the investmgr}t. More often, i.nvestors
| disruptive, are face political risk that follows from shiﬁs in public policy. New poh-tlcal leafjer§, 'for instance,
| Systemic may adopt policies that differ from their prede_cessors’—say, rgducmg the individual benefit
{* Procedural of business activity by increasing tax rates to improve collective welfare. In that case, new
[* Distributive regulations will alter the macro environment for all. Similarly, a government may target an

* Catastrophic economic sector that it sees dominated by foreign interests, such as Venezuela’s program to

nationalize energy and media companies.'? In both situations, politically motivated pqlices
alter the macro environment, thereby creating systemic political risks that affect all flrms.
If democracy continues faltering, the likely rise in corruption, weakened property rights,



