
As any good investor knows, the commonly used adage “buy when there is 

blood in the streets” applies not only to literal times of bloodletting but also 

to metaphorical ones. It is best to buy cheap assets in the wake of some crisis. 

With this in mind, in August 2003 the Dallas-based private equity fi rm Lone 

Star Funds believed it had found an unusually promising investment deal in 

South Korea. The country’s macroeconomic conditions were sound, but twin 

economic shocks—the 1997 Asian fi nancial crisis and a 2002 credit card crisis—

had infl icted heavy damage on local businesses in the fi nancial and industrial 

sectors. Overwhelmed by bad debt, thousands of Korean fi rms faced insolvency. 

Lone Star determined that the Korea Exchange Bank (KEB), the country’s only 

foreign exchange bank, provided a great opportunity to enter the Korean fi nan-

cial market.

Many other Korean fi rms were sold, merged, or simply left to collapse, but 

Lone Star bought KEB for $1.3 billion, injecting new capital into the troubled 

fi nancial institution and assuming management control. Under Lone Star’s 

guidance, the bank was restructured and put on a path to profi tability.

At the same time, the Korean fi nancial sector and the economy in general 

began to recover, generating substantial profi ts for private equity investors who 
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had entered the market a few years earlier. For private equity fi rms, this story 

looks (so far) like a textbook example of intelligent investment. Invest in distressed 

assets like KEB, manage them back to health, and then (hopefully) sell them at a 

signifi cantly higher price during a period of promising economic growth.

Yet with the economy recovering, South Korean attitudes toward foreign 

investors began to sour. Local media began to run stories alleging that foreign 

investors were reaping enormous and unfair profi ts. Local attitudes toward for-

eign private equity investors shifted from gratitude toward economic saviors to 

anger at greedy profi teers.

In 2005 Lone Star decided to sell its KEB stake, offering its majority share 

holdings to a Korean bank, Kookmin Bank, for $6 billion. Lone Star decided to 

use its Belgian subsidiary to transact the bank sales to take advantage of a bilat-

eral tax treaty to recoup $4.5 billion in profi t from the sale tax-free. There was 

nothing illegal or unethical about the move. After all, without going into arcane 

details of tax law, tax treaties are meant to be used, and Lone Star did have a 

Belgian subsidiary.

Yet given the state of public opinion, the decision triggered a storm of pub-

lic outrage—and multiple government and regulatory investigations into Lone 

Star. These investigations were extensive; they did not limit themselves to the 

proposed sale of KEB to Kookmin, but examined the legality of Lone Star’s origi-

nal deal to buy KEB. Even the Korean government offi cials who had approved 

the sale were questioned.

Thus began a sweeping government effort to fi nd fault with Lone Star and 

to prevent the company from recouping this profi t. Government prosecutors 

ultimately charged the executives of Lone Star and Korea Exchange Bank with 

illegal acquisition of the bank, collusion, stock manipulation, and tax evasion, 

locking the fi nancial fi rms into multiple drawn-out legal battles.

Korean fi nancial regulators blocked any approval for Lone Star to sell its 

management control of KEB as long as court proceedings continued. The court 

battles have already derailed two deals to sell KEB, fi rst to South Korea’s  Kookmin 

Bank and then to Singapore’s DBS, and is currently threatening to disrupt a third 

with HSBC.

The Lone Star case illustrates the kind of treatment that foreign fi rms can 

encounter in overseas markets. The problem may be getting worse. Ironically, 

some of the countries that have benefi ted most from globalization (including 

the United States) have exhibited a growing tendency toward government action 
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against foreign fi rms. A closer look suggests a number of concerns driving the 

developed world’s reaction against globalization: fear that national identity will 

fade, anxiety over immigration, growing unemployment in formerly dominant 

sectors, and the rise of new economic powers (e.g., China and India). In the 

developing world, corruption, weak governing institutions, and concern for pro-

tecting noncompetitive indigenous industrial sectors still drive much of the dis-

criminatory actions against multinational corporations.

Most countries have begun resorting to more subtle forms of discrimination 

against multinational corporations, in order to avoid the economic, legal, and 

diplomatic retaliation that accompanies blatant interference. The most pervasive 

and subtle forms of government interference with trade and foreign investment 

can be broadly labeled “regulatory discrimination.” Especially for corporations 

that invest in multiple countries, monitoring and complying with the varying 

regulatory environments across the globe can be both complicated and costly. 

Because they are so prevalent, and also diffi cult to observe and mitigate, regulatory 

risks pose as least as great a threat to multinational corporations’ operations abroad 

as do terrorism, natural disasters, country risks, and other economic risks.1

Varying government agencies use regulatory, legalistic, procedural, and 

prosecutorial means to favor domestic fi rms over outside companies or infl ict 

additional costs on foreign corporations, as in Lone Star’s case. We briefl y dis-

cussed in the chapter on expropriations how it is often diffi cult to distinguish 

between legitimate government concerns regarding regulation and actual use 

of regulatory measures as a politically based instrument meant to discriminate 

against specifi c investors, corporations, NGOs, or other governments operating 

within a country.

One trouble with regulatory risks is that they involve governments that have 

both the sophistication and the need to actively regulate their economies and 

societies. This is partly because more sophisticated economies need to be inte-

grated into the global economy if growth levels are to be maintained for the 

longer term. At the same time, these governments have the legal and regula-

tory capacity to selectively interfere with foreign investments and trade in a way 

that favors domestic interests without attracting too much negative publicity. In 

countries with relatively strong and stable state institutions, traditional political 

risks like expropriations, civil strife, and breaches of contract remain of some 

concern, but the more signifi cant risks usually come from more subtle forms of 

discrimination.2
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Analyzing Regulatory Risks

To understand regulations and their implications, most corporations need 

experienced legal counsel. Without compliance departments, most companies 

and organizations would be unable to deal with the web of complexity created 

by most regulatory frameworks. Yet without understanding the political back-

ground that drives a government toward regulatory changes, it is very hard to 

pinpoint the source of regulatory risks.

Poland’s regulatory climate provides a useful example. Since the fall of its 

Communist regime in 1989, Poland has enjoyed a foreign-investor-friendly 

reputation. Yet between 2006 and 2007, a populist government led by the Law 

and Justice Party (PiS) embarked on a signifi cant change of course. Ideologi-

cally, PiS was a statist party, motivated by a deep suspicion of any devolution of 

centralized power and a philosophical opposition to privatization and deregula-

tion. PiS’s leaders viewed both of these processes as fostering corruption and the 

entrenchment of post-Communist elites, unless they were closely monitored by 

police, prosecutors, and other organs of state control.

PiS therefore focused on creating a new Anti-Corruption Offi ce (ACO) and 

a revamped Financial Supervisory Commission (FSC). Neither regulatory body 

was autonomous. The FSC, while superfi cially resembling the U.K. single market 

regulator model (where one regulatory body is in charge of all capital markets 

regulation), was actually quite different, in that it merged the previously autono-

mous insurance, banking, and securities watchdogs into a single board, four of 

whose seven members could be replaced by the prime minister (three) or the pres-

ident (one). Poland at the time was run by the identical twin Kaczyński  brothers 

(Jaroslaw served as the PiS prime minister and Lech as  Polish president), and it 

was clear that the new regulatory body would follow the government agenda.

But most of the party’s agenda was fueled by resentment. The Kaczyński 

brothers reached the pinnacle of political power by arguing that most of the 

large privatizations enacted during the decade and a half that followed the fall of 

the Communist regime (especially in the fi nancial sector) were either botched or 

completely corrupt. This was a crucial element of PiS’s legitimizing myth, which 

presented Lech and Jaroslaw Kaczyński as tough “sheriffs” who would drive the 

crooks from their privileged positions and impose clean government.

In addition, PiS was deeply tied to certain factions of the labor movement. 

As such, it had a strong electoral incentive to politically favor state employees 
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and their unions. Most of the party’s policies were thus aimed at strengthening 

the control of the state and appointing loyalists in regulatory posts and state-

owned enterprises, regardless of competence. This was coupled with a near-total 

halt to the privatization of large state-owned enterprises during 2006, and an 

emphasis on increased scrutiny of foreign direct investments.

The PiS government lasted just two years. Foreign direct investment infl ows 

remained strong during the period, but anecdotal evidence suggests that percep-

tions of political and regulatory risk kept some investors sidelined or looking for 

opportunities elsewhere. To give one example, many companies were irritated 

by the PiS’s vetting law, which required all board members of publicly listed 

companies to disclose any ties with the Communist-era secret police (and per-

haps other foreign intelligence agencies as well—legal interpretations differ). All 

of those vetted (under some defi nitions, up to 700,000 professionals, including 

many foreign executives) faced the prospect of providing an exhaustive disclo-

sure of personal fi nancial assets, updated yearly.3

There are a number of angles in this story that are worth a second look. First, 

the political orientation of the government matters a great deal. Populist govern-

ments (left or right) with ties to large labor movements that use anticorruption 

platforms to build popular support generally favor regulatory changes that can 

make doing business more diffi cult.

Second, the strength and autonomy of local regulatory institutions—and 

their ability to withstand government pressure—matters, as well. In Britain or 

the United States, the government cannot decide on political grounds which 

bank or corporation should receive regulatory scrutiny or face closure. In part, 

this is because these countries have enacted laws that explicitly separate regula-

tory bodies from the executive branch of government, especially in the fi nancial 

services sector. In South Korea, Poland, and Russia, regulatory institutions have 

far less independence from the government’s political and policy agendas.

Domestic Political Agendas

From the 1960s to at least the 1990s, rising East Asian economic powers like 

Japan, South Korea, and Taiwan implemented economic development policies 

that emphasized symbiotic government-business relationships. Collectively, 

they created an economic “incubator” environment for local fi rms in many 
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 strategic sectors until the companies became competitive in international 

markets. This came to be known as the “developmental model.” In Japan, for 

example, for much of the postwar era, the ruling Liberal Democratic Party 

(LDP) offered fi rms contracts or preferential regulatory environments in 

exchange for fi nancial support and resources for the LDP’s electoral/political 

machines. These exchanges of policy and a supportive regulatory environment 

were the basis for the extraordinarily pro-producer economic environment 

that successive LDP governments refi ned from 1955 onward. In many sectors, 

fi rms were restricted from competing with one another on price, limits on 

product variety were imposed, and market entry was circumscribed. In combi-

nation, these policies created what were essentially government-enforced car-

tels, sometimes formal and sometimes informal. Institutionally, regulators in 

this environment were highly centralized, and cross-functional comprehensive 

agencies played a powerful role in designing industry strategy. The regulatory 

bureaucracy was (and is) relatively free from political (notably, legislative) 

oversight, so that there is little public accountability or transparency, but also 

little political meddling. Outsiders were at a distinct disadvantage when trying 

to enter such sectors.4

In developing countries, the chosen economic policies almost always 

play a large role in determining the kind of regulations that are imposed. For 

instance, China’s authoritarian politics, coupled with an emphasis on devel-

oping a high-tech manufacturing base, ensure that China often uses regu-

lations to abrogate Western intellectual property rights. In 2004, the Patent 

Re- examination Board of the State Intellectual Property Offi ce of the People’s 

Republic of China revoked both Pfi zer’s patent protection for chemical com-

pounds used in Viagra and GlaxoSmithKline’s patent for a diabetes drug. This 

opened the opportunity for China’s 12 pharmaceutical companies to develop 

competing alternatives to these popular drugs. Many outside observers saw this 

move as part of the Chinese agency’s dedicated effort to nurture China’s still 

immature pharmaceutical sector at the cost of foreign patents and profi ts.5

In countries with competitive political systems, analysis of elections and 

incoming governments’ agendas can provide a good sense of the regulations 

that foreign fi rms can expect to face.6 The election of President Evo Morales 

in Bolivia in December 2005 quickly shifted the government’s political dispo-

sition and threatened foreign investment. The Bolivian Congress passed an 

energy law that imposed an additional 32% tax on production on top of existing 
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18%  royalties and required all companies to renegotiate contracts with the state 

within six months or face expulsion. The government also nationalized natural 

resources and took charge of sales. The state would pay foreign companies for 

their services by offering up to 50% of the value of production. The new Bolivian 

government did this to capture greater energy-related revenues from the hydro-

carbon sector, which helped pay for its social welfare programs.

Electoral politics and public sentiment are important issues for regulatory 

regimes in both emerging and developed states. There is some risk of increased 

discriminatory regulation in the United States in the coming years. Job losses in 

the manufacturing sector and heightened anxiety over national security have 

intensifi ed debates over trade policy and foreign investment in American assets. 

Lawmakers in both political parties have responded to growing public demand 

for protection by crafting legislation intended to slow the pace at which trade 

defi cits mount, American jobs move overseas, and foreign fi rms acquire U.S.-

owned companies and other assets.

No commercial relationship generates more friction in Washington than 

trade relations with China. Between 2000 and 2006, bilateral trade fl ows grew 

from about $116 billion to just shy of $343 billion. China needs U.S. consumers 

to spend freely, as the United States is China’s largest foreign market. About one-

fi fth of China’s exports are now destined for the United States,7 and Americans 

draw about 40% of their consumer goods from China.8

But some in the United States charge that low-cost manufacturing in China 

kills American jobs and that state manipulation of China’s currency aggravates 

an exploding bilateral trade defi cit that pushed past $256 billion in 2007.9 Some 

American companies operating in China insist that Beijing refuses to enforce 

protections of their intellectual property rights.

Hence the potential political impact on trade relations of cough syrup. In 

May 2007, at least 100 Panamanians died after ingesting cough syrup contain-

ing a chemical that can produce kidney failure, which had been shipped from 

China by manufacturers looking to cut corners and maximize profi ts. The U.S. 

Food and Drug Administration responded by yanking thousands of boxes of 

Chinese-made toothpaste made with the same chemical from U.S. store shelves. 

Around the same time, hundreds of American pets died after eating Chinese-

manufactured pet food contaminated with a toxic chemical. In June 2007, the 

U.S. government ordered the recall of nearly 450,000 tires imported from China 

because of concerns they might shred during highway driving. Every toy recalled 
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by the U.S. Consumer Product Safety Commission in the fi rst half of 2007 was 

made in China.

Imagine the impact on U.S.-Chinese political and trade relations—arguably 

the most important bilateral relationship in the world—if dozens of Americans 

suddenly died after ingesting toothpaste or cough syrup imported from China. 

American lawmakers would waste no time in attacking the Chinese government 

for corruption and criminal negligence.

Panic often drives regulation. The U.S. Sarbanes-Oxley Act of 2002 was 

imposed in the aftermath of a series of scandals and bankruptcies at companies 

such as Enron and WorldCom. By many accounts, the Sarbanes-Oxley Act is a 

problematic piece of regulation. An oft-cited study by Financial Executives Inter-

national (FEI) estimated that in 2006, total average cost for compliance with the 

core elements to the act (Section 404) was $2.9 million per company.

The U.S. Congress enacted Sarbanes-Oxley to prevent fraud. Yet the new 

law has plainly made it harder and more expensive for some types of medium-

sized corporations to comply with fi nancial disclosure regulations. An increasing 

number of foreign companies have chosen not to list their stocks on U.S.-based 

stock exchanges, preferring to list in Europe or other places with fewer complex 

disclosure rules. This in turn has impacted the competitiveness of U.S.-based 

fi nancial markets, with costs for the U.S. economy. It is a cautionary tale of how 

politicians faced with media-fueled public demand to “do something” often have 

incentive to impose regulations whose implications are not fully thought out or 

understood.

Foreign policy priorities and national security challenges also infl uence 

regulatory treatment of overseas fi rms. The Exon-Florio Amendment and the 

Committee on Foreign Investment in the United States (CFIUS)—examples of 

U.S. regulatory oversight that can make foreign investment in sectors related to 

“national security” more diffi cult—illustrate how foreign fi rms often face a level 

of scrutiny that domestic fi rms do not. Exon-Florio was meant to provide an 

objective, nonpartisan mechanism to review and, if the president fi nds it neces-

sary, to restrict or prohibit foreign investment that may threaten U.S. national 

security. But the more onerous review process has also created an extra step in 

the acquisition of U.S. fi rms that has thwarted some foreign fi rms and driven 

others away.

The Israeli company Check Point Software Technologies Ltd. gave up its 

$225 million deal to acquire U.S. software company Sourcefi re Inc., a network 
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security company whose clients include U.S. intelligence agencies, once Check 

Point’s leadership realized that CFIUS would conduct a second round of inves-

tigations into the fi rm before ruling on the deal. Before a ruling was announced, 

the company broke off the deal. CFIUS has since blocked the acquisition of U.S.-

based 3Com by the Chinese fi rm Huawei Technologies and Bain Capital. The 

U.S. view of China as a long-term rival that refuses to fully enforce intellectual 

property rights protections for U.S. and other non-Chinese companies leads the 

U.S. government to carefully scrutinize any acquisition by Chinese fi rms in the 

national security and critical infrastructure realm.

Emerging Statist Players

Regulatory agendas could also become more aggressive in core emerging market 

countries. A growing number of successful, global multinational corporations 

are based outside the G-7 “wealthy” countries. This dynamic could potentially 

put the governments of these countries at odds with their G-7 counterparts, par-

ticularly if they decide that their companies are not receiving fair treatment and 

access to markets in developed countries—and that they are in a position to do 

something about it.

Today’s fastest-growing emerging market countries—China, India, Russia, 

Brazil, Mexico, Turkey, and others—have produced a new generation of multi-

national companies capable of competing in foreign markets with established 

international fi rms. According to a May 2006 report by the Boston Consulting 

Group, the 100 fastest-globalizing EM-based companies generated combined 

annual revenue of $715 billion in 2005. These fi rms are growing at an average 

annual rate of 24%, “ten times as fast as the GDP of the United States, 24 times 

that of Japan, and 34 times that of Germany.” Collectively, they are expected to 

double their international revenue by 2010.10

Some of these companies are state-owned or controlled, and many of the 

private ones have very close ties to their home-country governments. Their 

growing infl uence is most obvious in the energy sector; as much as 90% of the 

world’s oil and gas reserves are now controlled by national oil companies. In 

many cases, the interests of these state-related energy multinationals are closely 

aligned with those of their governments. Whether those interests diverge over 

the next several years as more of these enterprises seek capital via overseas stock 
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market listings remains to be seen. But over the next generation, these increas-

ingly competitive companies will shift the balance of international corporate 

power away from established multinationals. The governments of these emerg-

ing market countries, fl ush with the revenue generated by these companies’ suc-

cesses, could eventually decide that the current global economic system does not 

serve their interests and challenge its legitimacy. For example, the rise of state-

owned multinationals will almost certainly drive changes in the World Trade 

Organization’s rules on subsidies and the ways in which charges of unfair trade 

practices are resolved.

A number of such countries—including Russia, India, and China—have 

intensifi ed their regulatory scrutiny of inward foreign direct investment 

and merger and acquisition activity based on political and national-security 

grounds.11 Regardless of the pretext, these measures are often intended to shield 

uncompetitive domestic industries and fi rms and to protect lucrative natural 

resources. These pressures are pushing governments to consider a variety of 

measures to tighten assessment of foreign direct investment fl ows, including 

introducing legislation fencing off perceived strategic sectors—such as defense 

industries and critical infrastructure—from foreign bidders.

Local Politics

Politics need not have international or even national implications to infl uence 

the regulatory climate, because in many countries—particularly federal states 

like Germany, the United States, and India—local and regional governments 

wield signifi cant infl uence over taxation rate agreements, business permits and 

other elements of regulatory power. Given that these governments are elected, 

they face signifi cant media, public, and interest group pressures that come into 

play when regulation is enacted and implemented.

When Wal-Mart took steps in 2007 to enter the Indian retail market, it 

faced a mixed reaction in the country. A partnership signed in August 2007 with 

local company Bharti Enterprises to enter the wholesale market was met with 

a strongly negative reaction from antiforeign direct investment groups, retail 

associations, and local retailers afraid of the loss of their livelihoods at the hands 

of giant retailers. Borrowing from Gandhi’s 1947 “Quit India” campaign, these 

groups launched a “Quit Retail” protest against the deal in August 2007.
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Wal-Mart will continue to move into India, but local concerns are likely to 

factor into the pace and scale with which it penetrates the market. For foreign 

direct investors, understanding regional and local political dynamics in the areas 

where they operate can be as important as understanding the national political 

climate. This understanding can work both ways: many organizations in India 

do want the retail market opened up to larger corporations and foreign direct 

investment. The interest of different Indian states to foreign direct investment 

also varies widely.

Federal officials are often the main boosters for increased foreign direct 

investment, but regional and local authorities have the same incentive to see 

outside groups invest in their areas. For foreign investors, this interest cre-

ates opportunities, but it also comes with responsibilities and risks—many 

related to local employment, tax payments, and technology infusion. Local 

officials often expect that foreign direct investment will directly benefit them 

and their political allies. Failure to understand the various expectations of 

officials at the outset and to shape investment plans accordingly can lead to 

problems over the long term. Federal officials will sometimes intervene on 

investors’ behalf, but in many cases they have good reason to side with the 

local leaders.

Another element of risk for foreign investors: state and local governments 

change, and these changes sometimes empower political leaders with very dif-

ferent attitudes than their predecessors toward foreigners and their money. The 

Ford Motor Company discovered in 1998 that a new government in Brazil’s Rio 

Grande do Sul state had revoked the previous administration’s offer of tax incen-

tives. The new governor then took heavy criticism from those communities that 

would have benefi ted from a Ford facility, especially after Ford reached agree-

ment with another state to build its plant there.

Beyond governments, nongovernmental entities—advocacy groups, unions, 

and trade organizations, among others—are often important players in the for-

eign investment process. The same issues that sometimes unite these groups in 

opposition to the actions and plans of some domestic companies—labor issues, 

pro-competition or protectionist activism, environmental concerns, and protec-

tion of impoverished or ethnic minorities—can provoke them to take similar 

stands against foreign investors. Their ability to make their case with sympa-

thetic lawmakers at the local and federal levels can give them considerable sway 

over investment decisions.
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Politicized Regulatory Institutions

In September 2006, the Russian Federal Service for the Oversight of Natural 

Resources called for a halt of construction for the Shell-operated Sakhalin-II 

 liquefi ed natural gas project. The environmental regulatory agency cited dam-

age to salmon-bearing rivers, excessive logging, and irreversibly disrupted eco-

systems on Sakhalin Island that would cost billions to repair. Shell denied the 

violations, but the Russian government used threats to revoke the company’s 

environmental license to pressure Shell to hand over management control to 

Russia’s state-owned Gazprom.

Was the Russian government using regulatory bodies for political purposes? 

Shell’s suspicions were confi rmed when President Vladimir Putin attended the 

Moscow signing of the new agreement that transferred management control 

from Shell to Gazprom and announced that environmental problems with the 

Sakhalin II project had been inexplicably resolved. Because individual regulators 

often enjoy a certain level of discretion to determine whether fi rms are in com-

pliance, some regulatory authorities have abused this power to apply pressure on 

foreign companies. The more relevant point is that the Russian Federal Service 

for the Oversight of Natural Resources is, like many Russian regulatory institu-

tions, strongly infl uenced by the Kremlin.

Firms that have interests in countries with weak institutions, whether 

these are courts or regulatory bodies, are much more exposed to political 

risk. Self-interested regulators discriminating against foreign actors consti-

tute one scenario. When regulators have considerable discretionary power 

over the economy with little oversight, there is always the temptation to abuse 

that power for private gain. They are especially vulnerable to opportunistic 

businesses that are willing to pay for political favors to get ahead. This can 

happen through direct payoffs or, more broadly, where the entire regulatory 

authority is skewed to favor certain local interest groups—a phenomenon 

called “bureaucratic capture.”12 The payoffs can range from direct monetary 

payments for favors to more subtle forms, such as promises of lucrative jobs 

after retirement.13

In Mexico, entrepreneur Carlos Slim successfully “captured” his country’s 

telecommunication sector and the offi cials who oversaw the industry. In 1990,

Mexican president Carlos Salinas announced his decision to deregulate and priva-

tize Mexico’s telecommunication sector as part of a broader market- oriented 
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reform program. Teléfonos de México (Telmex), which held a monopoly over 

telephone services, went up for privatization. Slim successfully purchased the 

fi xed lines, with a guarantee of exclusivity in the long-distance call market for 

six years. With this steady stream of revenue, Slim subsidized the local calling 

market and undercut the price of his competitors, thanks to effective lobbying 

efforts. He controlled the telecommunication agencies by putting allies in key 

leadership roles. Former Telmex executives oversaw the design of the company’s 

concession title, and his company’s lawyers carefully reviewed the Telecommuni-

cations General Law during the drafting to ensure Slim’s interests were protected. 

With his infl uence, Slim also suppressed the Federal Competition Commission’s 

efforts to liberalize the telecommunication market in federal tribunals (particu-

larly between 1997 and 2002). On the back of this skillful lobbying and “bureau-

cratic capture,” Slim built a regional telecommunications empire.

Another source of regulatory discrimination can be a regulatory authority 

that is dysfunctional because it lacks the talent, the training, the institutional 

infrastructure, and/or authority to effectively manage the economy. In other 

cases, such as China’s, the authorities and division of labor are poorly delin-

eated between agencies, creating a situation in which many organizations are 

competing for infl uence and sometimes moving at cross purposes. In the Chi-

nese telecom sector, in addition to one regulatory body inside the Ministry of 

Information Industry (MII), there are at least four national and many local 

government bodies that play a role in the regulation process.14 Fragmented and 

competing, the multiple regulating organizations inevitably  create new sets of 

regulatory risk.

In Peru in 1999, the Engelhard Corporation purchased Peruvian gold and 

exported it to a U.S. refi nery, thereby becoming eligible to receive Peru’s value-

added tax (VAT) refund. Although its refund was legitimate, the Peruvian tax 

authority refused to return the company’s funds even when auditors and the 

country’s courts ordered repayment. Rather than repay, the tax authority seized 

more than $30 million in Engelhard’s assets and tax refunds without any evi-

dence of wrongdoing. On April 28, 2004, the Constitutional Court ruled that 

Engelhard’s rights had been violated. The Peruvian authorities appealed the 

Constitutional Court ruling. On May 28, the Fifth Civil Chamber of the Supe-

rior Court was assigned to decide the appeal. The Superior Court had 20 busi-

ness days to make a decision. To date, the Superior Court has not ruled or even 

rendered oral arguments in the case.15
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This is how competing government institutions can produce chaos. The 

Peruvian government’s tax authority is known for frequently violating legal 

foreign contracts and unlawfully or retroactively changing tax assessments. In 

many cases, Peruvian courts have ruled against the tax regulators’ decisions. But 

the tax authority has circumvented court rulings and used the appeals process 

to prevent the courts and foreign businesses from interfering with the agency’s 

rulings.16

Foreign Firms’  Vulnerability to Regulatory Discrimination

Different types of fi rms have different types of regulatory vulnerability. A bank 

and a meatpacking corporation face radically different regulations (and regula-

tory costs), no matter where they invest. They also face entirely different levels 

of risk that a government will interfere (through regulatory or other measures) 

in their operations.

A dominant approach to studying fi rm vulnerability is Obsolescent Bar-

gaining Theory. Raymond Vernon, a leading proponent, argues that when a host 

government and a multinational corporation sit down to bargain, the govern-

ment has resources that it cannot access unless and until an multinational invests 

in them and provides assistance.17 This is why governments are initially at a rela-

tive disadvantage: The corporation has the fl exibility to go elsewhere in search of 

more favorable investment terms.

To attract these fi rms, the government offers the fi rm incentives (like tax 

breaks and infrastructure support) to mitigate investment risks. Once the invest-

ment has had a period of successful operation, however, the perceived risk to 

the fi rm drops and the host country begins to ask why the multinational corpo-

ration is generating such large profi ts. The multinational’s valuable technology 

has now been transferred or made available in the open market, and locals have 

successfully adopted many of the foreign fi rm’s management techniques.18 In 

the meantime, national priorities may have changed. New political leaders may 

have assumed power. Voters may have developed new expectations about the fair 

division of labor and profi ts between a foreign fi rm and local communities. The 

political landscape has changed, but the corporation has now invested substan-

tial amounts of capital into a money-making project that it wants to continue 

running.19 The advantage has now shifted to the government, which can use 
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its newfound leverage to renegotiate contracts, impose higher taxes, expropriate 

assets, or seize income streams from the fi rm.20 The implication is that a fi rm, 

once heavily invested in a host country, has little leverage to do anything except 

move its production elsewhere. But this will not be a rational and cost-effective 

decision until the cost of discrimination exceeds the cost of moving.

This conceptual approach to fi rm vulnerability is not without problems. A 

closer look suggests that the relationship between host government and foreign 

investments is not necessarily this asymmetric. First, the basic assumption of 

obsolescent bargaining theory, that international fi rms have heavy up-front sunk 

costs and are immobile once invested in the host country, may apply to mining 

or infrastructure companies, but is not so well suited to light or technology-

based manufacturing industries. The investments are not so large that it would 

be diffi cult for these fi rms to move production if they face regulatory threats.21

In addition, in some industries (e.g., software and manufacturing), technology, 

managerial skills, and know-how are often complex and may be beyond the 

capacity of local workers to absorb. Therefore, the shift in leverage toward the 

host government may take far longer.

Product-based industries are more nimble and fl exible than extractive 

industries and can more easily counteract government discrimination to miti-

gate risks and costs. Manufacturing fi rms “have a good deal more fl exibility and 

control than extractive investors. . . . They can move to a new activity such as 

export, begin more complex manufacturing, add more value locally, manufac-

ture new products, or incorporate additional technology to counter government 

requests.”22

Obsolescent bargaining theory also assumes that multinational corpora-

tions are powerless once invested in host countries. But corporations, knowing 

that host countries may have poor property rights, interventionist tendencies, 

or weak rule of law, often actively lobby politicians and use their infl uence to 

pressure governments to develop regulations and laws to protect their foreign 

investments.23 Moreover, investors rarely face governments alone, but increase 

their leverage by pooling their efforts with domestic and international partners 

(coalitions of investors) that have a vested interest in maintaining a support-

ive business environment.24 Thus, fi rm vulnerability can also be gauged by how 

linked international fi rms are to domestic partners, infl uential companies, other 

foreign investors, and international organizations (e.g., World Bank, IMF) with 

leverage over the host country.
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Yet many governments, fully capable of accepting loans from international 

institutions, will resist pressure from them on the treatment of foreign inves-

tors. One recent study found that there is a specifi c risk of negative policy and 

regulatory changes impacting foreign investments, especially in electricity 

and infrastructure, in countries where multilateral institutions are involved in 

 lending.25

Many multinational institutions lend to countries with the explicit require-

ment of macroeconomic policy reforms, such as balanced budgets and reduced 

infl ation. These types of reforms are often politically costly and considered 

illegitimate. In Latin American countries where the IMF pushed for liberaliza-

tion during the 1990s—especially in states with populist political leaders like 

Venezuela, Ecuador, and Argentina—many argue that this pressure amounts to 

unwelcome meddling in their domestic politics. The study we cite26 looked at 

1,400 private investments in 85 countries between 1990 and 2001 and found that 

in countries where the infl uence of multilateral investment agencies and their 

requirements for reforms are seen as illegitimate, there is a higher propensity for 

policy changes that negatively impact foreign investors.

Mitigating Regulatory Risks

The Russian government’s attitude toward its country’s oil sector has under-

gone a radical change. For a decade, the government had been content to allow 

private domestic and foreign operators to exploit Russia’s oil and gas wealth. 

But in mid-2003, it began to shut down this access in favor of greater state con-

trol, and foreign operators interested in acquiring domestic oil companies faced 

unprecedented scrutiny. As in the case of Shell’s Sakhalin Island project, regula-

tory agencies became the Kremlin’s weapon of choice.

The Russian government still recognized the need for foreign capital, 

 technology, and expertise to help develop new oil and gas deposits in the coun-

try, as well as to help with Russian companies’ expansion abroad. Sensitive to 

these concerns, ConocoPhillips sought a minor stake in the oil market. It ini-

tially  pursued a 7.6% stake in Lukoil, with the option to buy more shares—

 ConocoPhillips now owns 20% of the Russian company. This was shy of the 

25%-plus-one share required to exercise veto power over company decisions. 

Additionally, the company kept a line open to the government, making sure offi -
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cials were informed of its intentions. ConocoPhillips CEO Jim Mulva met with 

President Vladimir Putin in 2004 as the deal was being discussed and gained 

Putin’s public approval of the share purchase. In sum, one important mitigation 

strategy is to partner with either state-owned corporations or private companies 

that have good relations with the government, making sure that senior decision 

makers are kept in the loop.

Another mitigation strategy is to use the Build-Operate-Transfer model, 

especially in the case of infrastructure projects. The private international fi rm 

takes control of a project, builds it, and operates it over a period of time to 

recoup its costs. The government (or domestic utility distribution company, in 

the case of a utility project) agrees to buy the output from the project at some 

fi xed and pre-agreed price. Then the project is transferred to the government 

or to a domestic partner. This arrangement has been used to build large infra-

structure projects, such as water treatment plants in Australia and Malaysia, 

as well as sewage treatment plants in Chile and New Zealand. It has gained 

wide popularity because it shares the risk between the local government and the 

international partner, and all participants have a vested interest in the success 

of the project.

In addition to local allies, there are international fi nancial partners that can 

provide leverage for foreign investors and better protect investments vis-à-vis 

host governments. With global fi nance critical to even the most isolated states, 

the backing of these key international players may offset a government’s ten-

dency to misbehave for fear of losing access to international fi nancial markets. 

The problem with regulatory risks, of course, is that they are not as easy to prove 

as other, more evident political risks, such as direct expropriation or civil war. In 

other words, claims of regulatory discrimination often end up in court. Courts 

can take a long time to render unchallengeable verdicts and are generally an 

option of last resort.

In the end, national governments’ attitudes toward “national champions” 

still matter a great deal. In February 2006, the German utility E.ON launched a 

takeover bid for the Spanish utility Endesa. The bid was quickly approved by the 

European Commission, the EU’s primary competition authority.

The Spanish government, eager to keep Endesa in Spanish hands, responded 

by passing a law that granted its national regulator more powers to block take-

overs by foreign companies. The commission protested that this new law 

 violated European Community law by granting the national regulator powers 
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that it should not have. The Spanish government also actively sought to persuade 

Spanish fi rms to buy Endesa, or to take minority stakes in the company, and 

attempted to hive off the assets of most importance to E.ON. The German fi rm 

opted to abandon the deal.

The Spanish government’s active involvement in trying to infl uence the com-

mercial terms and the parties to the transaction is not uncommon in Europe. In 

a highly publicized matter the year before, Banca d’Italia chief Antonio Fazio 

allegedly sought to prevent the Dutch bank ABN-AMRO from acquiring Banca 

Antonveneta by assisting an Italian fi rm, whose chief executive he was close to, 

to buy the Italian bank.

The complex regulatory structure that gave Italy’s national bank wide-

 ranging regulatory jurisdiction provided Fazio with a useful tool. The special 

Spanish law intended to block the E.ON takeover amounted to an attempt to 

create a similar option for Spanish offi cials. Hungary has created a law designed 

to prevent outside takeover of its leading energy company, MOL.

The use of arcane regulatory tools or the passage of transaction-specifi c laws 

represents an effort to shape transactions to advance certain political objectives. 

While Western European countries are hardly emerging markets, competition 

policy there is still in fl ux as the European Commission continues to try to bol-

ster its institutional capacity. The commission depends heavily on political sup-

port from member states to implement its rules. Thus, the politics of competence 

building affect how signifi cant a role the commission can play in countering the 

sort of actions seen in Spain and Italy. This in turn becomes an important com-

mercial variable.

In the ABN-AMRO–Banca Antonveneta case, the commission took a hands-

off approach, hoping to prompt a political shift in Italy without giving domestic 

political fi gures an opportunity to attack the commission. In the Spanish case, 

where the law was enacted after the proposed takeover, the commission was 

more aggressive. In March 2007, the commission decided to refer the matter to 

the European Court of Justice—a far weightier step.

In April 2007, E.ON formally ended its effort to buy Endesa, and instead 

announced that, along with the Italian energy fi rm Enel and the Spanish con-

struction consortium Acciona, it would acquire a minority stake. By contrast, 

Antonio Fazio was eventually forced to resign over disclosures that emerged in 

the course of the deal, and ABN-AMRO was eventually successful in its acquisi-

tion strategy.
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Ultimately, regulatory changes can create opportunities as well as risks. 

When new regulations are drafted, a company well positioned to understand the 

who, what, when, and why behind a proposed change can use these insights to 

develop a competitive advantage. In Brazil in 2007 the Lula government began to 

strengthen the autonomy of telecommunication, power, and oil and gas regula-

tory agencies. It appointed more professional technocrats and signaled that it 

was prepared to accept legislative changes to the regulatory agencies that made 

them less susceptible to government interference. Measures included separate 

funding for the agencies and more public transparency.

Why the change in the Lula government’s approach to regulation? Strong 

economic growth has increased the risk that Brazil’s economy is expanding faster 

than its roads, ports, electricity grid, and energy infrastructure. As a result, bottle-

necks may limit the pace of future economic growth. The popularity of Lula and 

his government depends on their ability to deliver a rising standard of living for 

the country. This future prosperity will depend on greater investment, much of 

it from abroad, in Brazil’s infrastructure. The government is fi nally taking steps 

that potential foreign direct investors have been wanting for a long time—ensur-

ing that the regulatory agencies relevant for key infrastructure projects are better 

funded and staffed and more autonomous. While Brazil is on a positive regula-

tory trajectory, taking advantage of improving environments like this requires a 

great deal of attention to the currents of regulatory politics. Some countries and 

subregions are improving, others are getting worse. The larger point is that they 

are almost all dynamic in one direction or the other.
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