STRATEGY AND
GEOPOLITICS

Understanding Global Complexity
In a Turbulent World



STRATEGY AND
GEOPOLITICS

Understanding Global Complexity
In a Turbulent World

BY
MIKE ROSENBERG

IESE Business School, Barcelona, Spain

P cnerald

United Kingdom — North America — Japan
India — Malaysia — China



Emerald Publishing Limited
Howard House, Wagon Lane, Bingley BD16 1WA, UK

First edition 2017
Copyright © 2017 Emerald Publishing Limited

Reprints and permissions service
Contact: permissions@emeraldinsight.com

No part of this book may be reproduced, stored in a retrieval system, transmitted
in any form or by any means electronic, mechanical, photocopying, recording or
otherwise without either the prior written permission of the publisher or a licence
permitting restricted copying issued in the UK by The Copyright Licensing Agency
and in the USA by The Copyright Clearance Center. Any opinions expressed in the
chapters are those of the authors. Whilst Emerald makes every effort to ensure the
quality and accuracy of its content, Emerald makes no representation implied or
otherwise, as to the chapters’ suitability and application and disclaims any
warranties, express or implied, to their use.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

ISBN: 978-1-78714-568-9 (Print)
ISBN: 978-1-78714-567-2 (Online)
ISBN: 978-1-78714-978-6 (Epub)

ISOQAR certified
Management System,
awarded to Emerald
for adherence to
Environmental

standard Vi
ISOQAR S0 14001:2004. 7 ‘Q\',(
N
Certificate Number 1985 =

1ISO 14001 INVESTOR IN PEOPLE


http://permissions@emeraldinsight.com

To my family, friends, and colleagues for supporting me, helping me
find the time and space to think and write, and for sharing their ideas
with me.



Contents

List of Figures ix
List of Tables xi
Introduction xiii
1. Taken by Surprise 1

2. Why Many Businesses Have a Hard Time Internalizing
Global Complexity 19

3. A Managerial Framework for Making Sense of a
Complex World 39

4. Europe Stumbles Along 59

5. North and South America: Locked in an
Awkward Embrace 87

6. China’s Re-Emergence as a Global Power 115

7. Japan, Korea, and South East Asia: The Search for an
Identity between two Giants 141

8. India at the Crossroads 171

vii



9. Africa Rising: Will It Be the Next China?
10. The Middle East on the Brink of War and Peace

11. How to Develop a Resilient Business Strategy and
Organization for a Complex World?

About the Author

Index

viii Contents

197

227

257

279
281



List of Figures

Chapter 2

Figure 2.1

Chapter 4

Figure 4.1
Figure 4.2

Chapter 5
Figure 5.1

Chapter 6

Figure 6.1
Figure 6.2

Chapter 7

Figure 7.1
Figure 7.2

National Origin of the top 25 Companies on

the Fortune Global 500.. . . . . . . ... ... 28
Map of Europe. . . . . . . ... ... ... .. 60
GDP of the European Union . . . . . . . . .. 79
Map of North and South America.. . . . . . . 88
Map of China.. . . . . ... ... ... .... 116
GDP of the People’s Republic of China. . . . . 125
Mapof East Asia.. . . . ... ... ... ... 142
Map of the South China Sea. . . . . . . .. .. 161



Chapter 8
Figure 8.1

Figure 8.2
Figure 8.3

Chapter 9
Figure 9.1
Figure 9.2
Chapter 10
Figure 10.1

Figure 10.2
Figure 10.3

MapofIndia. . . . . ... ... ... ... .. 172
Map of Jammu and Kashmir . . . . . . .. .. 173
GDPofIndia. . . . . ... ... .. ...... 188
Map of Africa.. . . .. ... ... ... ... 199
GDP of Sub-Saharan Africa. . . . . ... ... 212
Map of the Middle East. . . . ... ... ... 228
World Energy Balance . . . . ... ... ... 241
Map of Israel and The West Bank. . . . . . . . 243

X List of Figures



List of Tables

Chapter 3
Table 3.1 Geopolitical Framework. . . . . . . .. ... .. 42
Table 3.2 World Oil Reserves (Billion Barrels). . . . . . . . 45
Chapter 4
Table 4.1 EU Member States (2016). . . . . . . . ... .. 73
Table 4.2 NATO Members (2016). . . . . . . . . ... .. 74
Chapter 5

Table 5.1 U.S. Military Interventions in Latin America
and the Caribbean. . . . . . . . ... ... ... 94

Chapter 7

Table 7.1 GDP per Capita in East Asia (51,000 in ppp). . . 158



Introduction

Many firms today are living in a schizophrenic period. On the one
hand some of their largest and most profitable markets are faced
with a sluggish economy, intense competition, and the need for
constant innovation coupled with relentless cost cutting.

At the other extreme, these same companies are investing enor-
mous sums to acquire or grow positions in emerging markets in
Asia, Latin America, and Africa which are all about growth and in
many cases are years away from showing significant profits. These
investments are often made based on available data on economic
growth and optimistic forecasts showing rising prosperity.

The problem is that such decisions do not always look deeply
enough at the political and geopolitical issues at play in many of
these countries. Often it is these kinds of issues, as opposed to
more conventional business concerns, which can upset the fore-
casts and cause serious problems.

The ups and downs in the price of oil, Brexit, the election of
Donald Trump to the Presidency of the United States, and contin-
ued tension in the South China Sea are only a few of the geopoliti-
cal issues that currently threaten the status quo upon which many
businesses have crafted their international operations and global
supply chains.

Today, more than ever, companies need to be able to navigate
these issues and build resilience into their way of doing business.
Unfortunately, the men and women who run and govern most
large international companies are ill equipped to do this.
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One of the reasons is that although they possess vast industry
expertise and functional knowledge, many of the senior executives
and members of Boards of Directors often do not know enough
about such issues and how they play out in some of the countries
and regions that they do business in.

In the first place, many such people have studied business or
engineering and simply do not spend their time reading history or
studying comparative cultures and languages. Furthermore, their
24/7 schedules and wide ranging responsibilities make dedicating
time to deep reflection extremely difficult. Faced with overwhelm-
ing global complexity it is also hard to even know what they
should look at if they could squeeze out a few hours or days for
the task. The result is that too often they rely on consultants or
oversimplified frameworks to make decisions about critical invest-
ment decisions.

Typically, senior executives fly into a foreign country, are
picked up at the airport and divide their time between hotels, res-
taurants, and meetings with colleagues, clients, and partners.
During such trips, they rarely have time to see the country around
them or to appreciate important cultural, political, and geopolitical
issues.

To make matters more complicated, once investments are made,
many large companies rely on complex matrix organizations to
make things happen. The matrix will have business unit heads
with global responsibility, other executives managing large parts
of the world such as Asia Pacific, and global functional heads
responsible for finance, human resources, and the global supply
chain. What they often no longer have are Country Managers.

In the past, it was often this figure who would reliably inform
headquarters about local issues and also act as corporate ambassa-
dor at the national level. Even when companies do have a local
representative today, many of these people are on rotational
assignments and sometimes do not find the time to learn the local
languages or dig deeply into the country’s history and political sit-
uation. Others are simply too junior to play either role effectively.

When critical events do happen executives and the companies
they lead are often taken by surprise.
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Attacks by terrorist groups such as Boko Harum in Nigeria and
Al-Shabaab in Kenya are neither anticipated nor even remotely
expected. Larger events such as the civil war in Syria, the de facto
partition of Iraq or Brexit have also taken managers by surprise as
did the election of Donald Trump.

The objective of Strategy and Geopolitics is to offer Executives
and Board Members of international companies a geopolitical per-
spective on the world as it is today as well as a tool kit to think
through the issues affecting their businesses in the parts of the
world in which they operate. The purpose of the book is not to
replace deep analysis and the work of specialized consultants but
to give decision makers sufficient grounding in the field so that
they can ask better questions and decide for themselves what to
do when faced with contradictory information.

In his book, Power Rules, Leslie Gelb relates a story about U.S.
President John Kennedy who, in 1963, listened to reports from a
General and another from a diplomat on the situation in South
Vietnam. After the General said the South was doing well and the
diplomat said the situation was hopeless Kennedy felt compelled
to ask if they had “visited the same country?”*

The problem is that many of the people tasked with doing such
analysis have incentives built in to show things in a favorable
light. It is, moreover, easier and more politically acceptable to
show how an investment can be made to work rather than point
out problems with a specific course of action or potential risks
such as civil unrest or war.

For senior executives and Board Members of firms pursuing
international expansion, Strategy and Geo-politics provides a frame-
work with which they can approach global complexity at a deeper
level and make up their own minds. Specifically the book will:

Underline the need to go beyond a simplistic understanding
of different countries and territories

1. Gelb, L. H. (2009). Power rules: How common sense can rescue American foreign policy.
New York, NY: Harper Collins..
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Discuss geopolitical issues that can be the cause of success or
failure in different markets

Provide rich examples and illustrations of how geopolitical
and nonmarket issues can affect business success in different
places around the world

Provide a strategic framework for dealing with global and
local complexity and introduce innovative ideas on strategy
formulation, organization, and governance which can
improve the situation

Strategy and Geopolitics begins with three chapters that endeavor
to unpack the global complexity facing business. Chapter 1 begins
with a discussion of a series of well-known examples of recent
events including Brexit, the Arab Spring, the nationalization of
YPF, and the evolving situation between Russia and Ukraine.

The various examples were chosen to deal with different parts
of the world and illustrate geopolitical forces at play. The key idea
is that while many of the business interests involved were essen-
tially surprised by what happened, the underlying geopolitical
logic was plain to see.

Chapter 2 goes into detail on the logic of global expansion and
explores five aspects of the present phase of globalization which
make it particularly difficult for Senior Management and the
Board of Directors to foresee the kinds of events described in
Chapter 1.

Chapter 3 offers a framework for business leaders which can
guide them in looking at the geo-politics which is inspired by
looking at the way business people look at assets. The framework
deals with the fixed aspects of a country or region’s geopolitical sit-
uation which will not change over time, semi-fixed aspects which
might change in 20—30 years and finally current issues which are
in play in the present and over the next five years.

The next seven chapters then apply the framework outlined in
Chapter 3 to different parts of the world and spells out the most
critical issues facing the countries and the business community in
each place. The structure is designed to allow readers to use the

XVi Introduction



book to focus on the countries and regions they are most inter-
ested in.

Chapter 4 looks at Europe in its broadest sense including the
28 member states of the European Union as well as other countries
in the region and the Russian Federation. Chapter 5 deals with
North and South America as both a region in and of itself and also
in terms of the United States’ particular role in the current world
order which has been highlighted by the election of Donald
Trump as U.S. President .

The next three chapters cover China, East Asia, and India in
turn due to Asia’s increasing importance in the world today and
potentially determinant role tomorrow.

Chapter 9 focuses on Africa and makes an attempt to synthesize
the very complex situation in the 54 countries that cover about
one-fifth of the earth’s surface and represent one-seventh of
humanity.

Chapter 10 discusses the Middle East defined as the region
around the Arabian Peninsula extending to Egypt (also discussed
in Chapter 9) in the East, Iran to the West, and Turkey to the
North. The geopolitics in that region revolve around the continu-
ing tension between Israel and its neighbors, the looming Shia —
Sunni conflict, and the rise of radical groups such as the Islamic
State.

After looking at different parts of the world through this geopo-
litical lens, Chapter 11 then builds on that analysis to offer a path
forward for international firms and the men and women who run
them. This has to do with developing strategy that will withstand
geopolitical shocks, building organizations able to implement such
a strategy, and working effectively on the governance and process
issues which are increasingly required.

As the world gradually shifts to a multipolar and less
stable geopolitical structure, only those firms which acquire a
better capability to foresee and prepare for change will prevail
over the long term. Firms with such resilience, moreover, will be
in a better position to make a positive impact on the world as it
develops.
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Taken by Surprise

When extraordinary events occur on the political or geopolitical
front which have an enormous impact on an industry or specific
business, the reaction of business leaders is too often characterized
by surprise and bewilderment. The nature of the event is some-
times so far beyond their planning horizons, or the scenarios they
have contemplated, that they may find themselves with essentially
no roadmap in place and are therefore forced to react to events on
an ad-hoc basis.

Part of the rationale for writing this book is that — in many
cases — such events do seem to have a certain inevitability about
them, at least when examined with hindsight. The following
examples have been chosen to illustrate this idea.

The first example is the outcome of the referendum to leave the
European Union realized in the United Kingdom (U.K.), which
includes the regions of England, Scotland, Northern Ireland and
Wales, on June 23, 2016, which was 52% in favor of what has come
to be called “Brexit”. Although polls had predicted that the vote
would be close, the actual result came as a surprise to civil society
as a whole, as well as the country’s business community, key trad-
ing partners, and even leaders of the Leave campaign itself.

The second example involves the tourism industry in the
Middle East, and in particular in Tunisia and Egypt, both of which
were hit hard by the Arab Spring, and are also under considerable
ongoing pressure from Jihadist terror. Egypt, for example, was the
location of the brutal killing in 1997 of 62 people at Deir el-Bahri



near Luxor. By 2010, however, the tourism sector had moved on
and enormous investments had been made in both Luxor itself
and also the Red Sea beaches in and around Sharm el-Sheikh —
only to see the cycle begin anew.

The third example is from Latin America and focuses on the
specific case of the nationalization of Repsol’s 51% or YPF in
Argentina. After Hugo Chavez came to power in Venezuela, there
was a spate of nationalizations in the energy sector in the region
and yet Repsol, to some degree, appeared to be taken by surprise
by the actions of Argentina’s government.

The fourth example is Russia’s annexation in 2014 of Crimea
and its conflict with Ukraine. What is interesting about this exam-
ple is that while some international companies had responded to
the Russian demand for consumer goods by investing in local
production and acquiring local firms, others had not, and relied
on importing their products. The renewal of intense geopolitical
tension between Russia and the West, coupled with the enactment
of international sanctions and Russian countermeasures, have
created clear winners and losers.

After looking at the four examples, the last part of this chapter
will discuss the common threads that can be seen in these cases,
and will return to the question of the role of senior management
with respect to such issues.

The idea that this book seeks to put forward is that a deeper
understanding of geopolitical risks on the part of a firm’s leader-
ship could have made a difference for some of the companies
caught up in these events.

Brexit

The United Kingdom joined the European Union (E.U.) in 1973
some six years after its founding and 16 years after the signing of
the Treaty of Rome by other European nations in 1957. A first
referendum was held in the United Kingdom in 1975 and 66% of
voters chose to remain in what was then called the European
Economic Community.
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Over the next 40 years, European integration proceeded in fits
and starts with the landmark Maastricht Treaty of 1992 bringing a
single European market into being and calling for additional inte-
gration of the different member countries. This included open
immigration, common borders, and a common currency, the Euro,
which was introduced in 2002.

The United Kingdom did not participate in the open border
policy or the currency union but was bound by a number of the
other measures enacted by the European government in Brussels.

From the point of view of business and the economy, most
experts agree that being part of the European project has been of
tremendous benefit to Britain. The country’s industry and business
leaders were overwhelmingly supportive of the Remain campaign.
These same leaders, however, appeared to take it for granted that
the country would vote to stay in the EU despite opinion polls in
the months leading up to the vote indicating it was too close to call.

Big businesses finally took last-minute steps to redouble their
efforts in the weeks before the vote to make the positive case for
Remain, but by then the messages of the Leave campaign had taken
hold in the minds of enough voters to swing the vote toward Leave.

After the vote world stock markets lost an estimated $2 trillion
of their value as they reacted to the news. U.K. companies were
the hardest hit with Virgen Group, for example, losing a third of
its value." The Pound was also affected, dropping to a 31-year low
against the U.S. dollar the day after the vote.?

What is striking about the Brexit story, and the belated response
in support of Remain by business leaders, is that they did not
appear to see it coming and seem to have been very ill-prepared
for the result.

In hindsight the possibility that Leave could win seems obvious.
For the last few years Nigel Farage, the flamboyant leader of the

1. See Lash, E., & Krudy, E. (2016). World stocks tumble as Britain votes for EU exit.
Reuters, June 24; Holden, M. (2016). Branson says Virgin Group loses third of its value after
Brexit. Reuters, June 28.

2. Lash, H., & Krudy, E. (2016). World stocks tumble as Britain votes for EU exit. Reuters,
June 24.

Taken by Surprise 3



United Kingdom Independence Party (UKIP), had been constantly
attacking Europe from his seat in the European Parliament and
was particularly critical of Europe’s handling of the Syrian refugee
crisis and the perceived negative impacts of Germany’s initial
response to allow a massive influx of refugees for humanitarian
reasons.

Another highly entertaining politician, former London Mayor
Boris Johnson, was also very active in the Leave campaign and,
while much of its claims were highly exaggerated or factually
incorrect, they did play on a sense in the electorate that the coun-
try was out of control and that the U.K. was rapidly becoming a
multicultural entity — a concept with which many people were
very uncomfortable.

Deep-rooted attitudes about British sovereignty, and nostalgia
for the “lost” Empire, became mixed up with dubious statistics
and genuine resistance against immigration to produce the end
result. Although it will take years for the details of Europe’s exit
to be worked out, the immediate impact on businesses and the
business climate has been very negative.

From a deeper perspective, it should come as no surprise that
Britain finally decided to leave the E.U. Since Roman times Britain
has been separate from the rest of Europe and its governments
have resisted many aspects of European integration since the very
beginning of the project in the 1950s.

The UKIP was founded in 1991 in response to the Maastricht
Treaty which the Party felt was going too far in terms of a poten-
tial loss of sovereignty. As integration continued to advance, and
the mechanism of the European government became increasingly
slow, bureaucratic and complex; a growing number of politicians
from the Conservative Party (colloquially known as “Tories”)
joined the Eurosceptic camp.

What is interesting is that an eventual exit, in 2016 or whenever,
was apparently contemplated seldom, if at all in business circles.
If British industry had carried out detailed scenario analysis of
what its exit from the European Union would mean, then they
would likely have shown more vigorous support for the Remain
campaign and, perhaps, the result might have been different.
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The Arab Spring and the Tourism Business

Starting in Tunisia at the end of 2010, a series of protests and
demonstrations rocked the Arab world, eventually bringing about
changes of government in Tunisia, Egypt, and Libya; the civil war
in Syria, and different levels of protests and civil unrest in more
than a dozen other countries in the region.

When it erupted, the wave of protests caught the international
community and business world by surprise, despite the fact that
tensions in each of the countries affected were well-documented
and had been discussed at length in the press as well as the intelli-
gence community.

In Tunisia, where the initial spark took place, unemployment
amongst the country’s youth, many of whom were university
graduates, was over 30%° due to the global economic crisis. In
addition, people were angry about the outrageous behavior and
corruption of President Ben Ali and his wife’s family.

Tunisia’s founder, Habib Bourguiba, had controlled Islamic
fundamentalism and placed economic growth at the center of his
agenda for many years, creating one of the most liberal and pros-
perous Arab countries. His successor, Ben Ali, followed the same
path until greed and corruption came to dominate his agenda.

In Egypt, President Hosni Mubarak had become increasingly
violent and arbitrary in his decisions over his 30 years in power.
With about 25% of the Egyptian population living in poverty,*
people who knew the country well such as the English journalist
John Bradley?” felt it was only a matter of time before the situation
blew up.

According to Bradley, authoritarian governments in many coun-
tries in the region systematically protected elites and people close

3. Haouas, L. (2012). Youth unemployment in Tunisia: Characteristics and policy responses.
Topics in Middle Eastern and African Economies, 14(September), 395—415.

4. Central Intelligence Agency. (2016). Egypt. The World Factbook. Accessed in January 2017.
5. Bradley, J. (2012). After the Arab spring: How Islamists hijacked the Middle East revolts. New
York, NY: St. Martin’s Press.
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to the ruling family, while also supporting radical Islam and
ignoring the aspirations of civil society.

When economic problems developed as a result of the world-
wide financial crisis and other factors, the situation came to a
head, provoking first protests and then upheaval. The wave of
unrest that swept the region caused in turn further negative eco-
nomic impact which hit the bottom lines of many organizations
that had invested in these countries.

Egypt’s tourism business, in particular, took an enormous hit
with the number of foreign tourists dropping from approximately
15 million per year prior to the revolution to just over 9 million
today. International companies such as Hyatt, Accor, The Four
Seasons, etc. had spent hundreds of millions on new resort com-
plexes in Luxor and Sharm El Sheikh, only to see occupancy rates
drop to single digits in some cases.

Across the region companies which had won contracts with the
ruling parties and/or made significant investments were forced to
scramble to make sure their expatriates and local people were safe
and that their assets would be protected.

In Syria, an unprecedented drought that began in 2006 had
impoverished the population and converted much of the country
into a dustbowl. As the Arab Spring spread from country to coun-
try in 2011, Syrians took to the streets asking for relief. When the
government responded with a fierce crackdown, the country even-
tually descended into a brutal civil war. The war has dragged on
for five years, killed approximately 450,000 people,® driven millions
more out of the country, and devastated the economy.

In October 2015, a terrorist bomb destroyed a Russian airliner as it
left Sharm El Sheikh airport killing all 244 people aboard, allegedly
in response to Russia’s active support for the Syrian government.
The attack caused international airlines to suspend traffic to Sharm
El Sheikh, further damaging the region’s tourist industry, which had
only just begun to recover from its collapse in 2011.

6. Syrian Observatory for Human Rights. (2016). About 450 thousand were killed and more
than two millions were injured in 69 months of the start of the Syrian revolution, December 13.
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The region’s tourist industry had already been affected in 2015
after two attacks targeting tourists occurred in Tunisia. The first
was in March when the Bardo National Museum was attacked
and 22 people killed, and the second in June 2015, when a lone
gunmen spent almost an hour shooting tourists on the beach in
Sousse, killing 38.

While the geopolitical fallout from the Arab Spring and ongoing
civil war in Syria will be discussed in some depth in Chapter 10,
the idea that something was bound to happen in Egypt and other
places across the region back in 2010 seemed likely.

What is most striking about this example, however, is that only
a few years after the Arab Spring, the industry had gone back to
business as usual until the next wave of attacks struck in 2015.

Repsol and YPF

In February, 1999, Hugo Chavez was elected President of
Venezuela and his election was followed by the election of Néstor
Kirchner in Argentina in May 2003 and Juan Evo Morales Ayma
in Bolivia in January 2005.

Echoing past leaders such as Argentina’s Juan Perén, these poli-
ticians offered a brand of populist nationalism and personal lead-
ership by appealing directly to the have-nots of Latin American
society, and promising them a share in their countries” mineral
wealth.

After 100 days in office, Morales moved to nationalize Bolivia’s
oil and gas sector and used increased tax receipts to bolster the
country’s social services. In 2007, Chavez followed suit and nation-
alized majority stakes in the assets of international oil and gas com-
panies including Total, Satoil, ExxonMobile, and ConocoPhillips
operating in the Orinoco oil basin after having already nationalized
the telecommunications and energy industries.

In Argentina, Néstor Kirchner had inherited a crushing $84 billion
debt from his predecessor Carlos Menem. After first failing to
reschedule the debt, he went on to unilaterally exchange it for new
bonds leaving the country’s creditors with few options. After his
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death in 2010, Kirchner was succeeded by his wife, Cristina
Fernandez de Kirchner, who followed her husband’s populist poli-
cies and made a similar bonds for debt exchange during her first
year in office.

Repsol was formed in 1997 through the privatization of the
energy sector in Spain and moved to increase its international
prestige and overall size by the acquisition of three companies in
Argentina — including YPF which was formerly state-owned and
had been privatized in 1995.

The move was part of a pattern of large Spanish companies
moving into Latin America in the banking, telecommunications,
and energy businesses. The compelling logic, which will be dis-
cussed further in Chapter 2, was that international companies
need to acquire scale to compete in the global market. For the larg-
est companies in Spain, Latin America offered a logical choice due
to language and cultural affinity as well as a perceived regional
competitive advantage with respect to their European competitors.

The new entity, Repsol YPF, became the 10th largest oil com-
pany in the world. It then merged its three holdings and con-
trolled half of the country’s gasoline stations, and 50 and 60% of
its oil and gas production respectively.”

After the election of Néstor Kirchner, relations between Repsol
and Argentina began to break down after the President raised
taxes on what had become the country’s second largest company.
As oil prices rose around the world, Kirchner’s government placed
price controls on Repsol in the Argentine market and there were
reports that the company was selling gas to its subsidiary in Chile
at below market rates to avoid paying Argentinian taxes.

In 2011, Argentina ended up being a net importer of oil and
Repsol was accused of deliberately reducing production. The per-
ception was that Repsol and its partners had chosen to take YPF’s
profits as dividends rather than reinvest them in Argentina and
the development of the country’s energy industry.

7. Vedavalli, R. (2007). Energy for development: Twenty-first century challenges of reform and lib-
eralization in developing countries. London: Anthem Press.
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In April 2012, Ms. Kirchner’s government expropriated 51% of
the company taking only shares owned by Repsol and describing
the move as in the “national interest”. The purpose of discussing
the YPF nationalization is not to try to argue either side of the case
but to underline the indignation and dismay felt in Madrid when
the announcement was made.

For Repsol, YPF was the key to its strategy in Latin America
and it was using YPF to finance the company’s regional expansion
plans rather than further increasing its exposure in Argentina.

In his letter to shareholders published in 2012, Repsol Chairman
Antonio Brufau refers to the nationalization as “the seizing of our
51% of YPF by the Argentine Government”,® and proceeded to
use every legal and political instrument available to fight the
move, until finally agreeing on a $5 billion valuation and payment
in 2014 for the stake.

Company executives in Argentina, however, are reported to
have been resigned to the move and more or less expected it. The
Argentine government had made similar moves before, for exam-
ple expropriating Aerolineas Argentinas in 2008, which it felt was
being mismanaged by the Spanish travel group Marsans, which
was at that time in control of the airline.

The renationalization of YPF had also been widely expected in
Peronist circles and reported in the Argentine press so its expropri-
ation should have come as no surprise to the company’s leaders in
Madrid.

Russia, Crimea, and Ukraine

Between 2000 and 2013, the GDP per capita in the Russian
Federation grew from under $1,800 to over $15,500° creating a
boom in consumer spending and causing international exports to
Russia to increase across the board. In 2013, European Union
exports to Russia were in excess of €115 billion and included

8. Brufau, A. (2012). Carta del Presidente Ejecutivo. Repsol: Informe Anual 2012.
9. http:/ /data.worldbank.org, accessed in January 2017.
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machinery, cars, chemical products and medicines, electronics,
and agricultural goods.™

In the agricultural sector, Russian imports of food products had
grown from approximately $7 billion in 2000 to almost $40 billion
in 2012, with about a third of that coming from the European
Union.'! Large international food companies reacted in different
ways to the trend with some, such as Danone and Pepsico, making
increasingly important investments in Russia, and others choosing
to export from their home countries.

Danone first came to Russia in 1992 and gradually built a strong
business in the country and then increased its market share
sharply in 2010 by merging its local subsidiary with Unimilk, one
of the leading Russian companies in the arena.

The relationship with Pepsico and Russia goes back to a famous
photograph of Nikita Khrushchev drinking a Pepsi at a trade
show in 1959. In 1972, Pepsico agreed to a barter deal exchanging
Pepsi brand soft drinks for Stolichnaya vodka and in 1974 the
company opened its first bottling plant in Russia which was,
according to Pepsi, the first Western consumer product sold in the
then Soviet Union (U.S.S.R.).

Like Danone, Pepsico built its Russian business steadily for
many years and then acquired two thirds of Wimm-Bill-Dann,
another dairy company — which also had a juice business — in
2011. The $3.8 billion acquisition was the largest in Pepsico’s
history outside of the United States and made it the largest food
and beverage company in Russia.'?

The logic of both deals was the increasing purchasing power of
Russian consumers and the projection that the Russian dairy
market would continue to grow in double digits for the foresee-
able future.

10. Directorate-General for Trade. (2016). European Union, Trade in goods with Russia.
European Commission.

11. Wegren, S. K. (2014). Russia’s food embargo. Russian Analytical Digest, 157(December),
8—12.

12. Geller, M., & Kiselyova, M. (2010). Pepsi sweet on Russia, in $3.8 billion WBD deal.
Reuters, December 2.

10 Strategy and Geopolitics



A number of European food companies such as Finland’s Valio
and Atria, as well as Denmark’s Crown, enjoyed spectacular sales
growth in Russia but chose to pay the tariffs and logistics cost and
continued to import rather than invest in local production.

Farmers in countries such as Poland and Spain also enjoyed
access to the Russian market through cooperatives and importers.

While the tensions between Russia and Ukraine go back to the
collapse of the former Soviet Union and beyond in historical
terms, the latest series of problems can be traced back to the pro-
tests which erupted in the Euromaiden square in Kiev in late
November 2013. Much of the protesters” anger was directed at the
President of the country, Viktor Yanukovych, who fled to Russia
in late February 2014 after 82 people were killed and thousands
injured by security forces.

The events in Kiev triggered a Russian response in Crimea
which had been ceded to Ukraine in 1954 by former Russian
Premier Nikita Khrushchev, but still served as the base for the
Russian Black Sea fleet and also had a significant Russian minority
population.

Over the next week thousands of unidentified Russian soldiers
occupied Crimea and, subsequently, the Crimean parliament
voted the leader of the relatively obscure pro-Russian party as its
new Prime Minister. He then went ahead with a referendum in
May resulting in the province leaving Ukraine and becoming part
of Russia.

In the United States and Europe, the takeover of Crimea was
seen as naked aggression on the part of Russia and economic sanc-
tions were declared to protest the action. In the months that
followed, war broke out between Ukraine’s new government and
separatist militias in the Eastern Provinces of the country which
had risen up to also demand their independence from Kiev and
allegiance to Moscow.

Russia supports these militias, who — it is widely believed —
shot down Malaysian airlines Flightl7 killing all 298 people
aboard in July 2014. As a result of the conflict, additional sanctions
were placed on Russia, which then retaliated with a number of
counter-sanctions against Western interests including a ban on
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imports of specific agricultural products including meat, dairy,
and fruits and vegetables.

The impact of the counter-sanctions on European food exporters
has been catastrophic and, while alternative markets have been
found for much of the produce, producers maintain that prices
have collapsed in certain categories affecting large companies as
well as small farmers and cooperatives.

During the 12 months ending in August 2015, when the counter
sanctions were extended, for example, Russian imports of the agri-
cultural products dropped to €6.3 billion from €11 billion in the
previous year."?

The sanctions, on the other hand, do not appear to have caused
much trouble for either Danone or Pepsico as most of their
products are made in Russia and thus not affected by the ban.

There is, however, some evidence of political opposition to both
companies from government officials such as Russia’s agricultural
minister, Nikolai Fedorov, who made a statement in November
2014 questioning the integrity and safety of their products.

In April 2015, President Putin himself promised to look into the
claims from small farmers that they were not being treated fairly
by large firms such as Danone and Pepsico and, looking ahead,
both companies must be concerned about their long-term pro-
spects in Russia.

Fiduciary Responsibility and Geopolitics

In different parts of the world companies are structured and
owned in different ways. There is, however, almost always some
governing entity to which the management of the firm reports
which is responsible for its medium- and long-term future and
this will be referred to as the Board for the purposes of this book
(see Box 1).

13. Szczepanski, M. (2015). Economic impact on the EU of sanctions over Ukraine conflict.
European Parliamentary Research Service, October.
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Box 1: The Board of Directors

In the United States, the Board of Directors is the body that represents the
interests of the shareholders of the company. In the United States and the
United Kingdom it is quite common for a firm to be widely-held by thousands
of shareholders and without any particular person, company, or financial insti-
tution owning a majority or anything close to it.

This arrangement is, however, quite exceptional around the world'* and the
practice of corporate governance varies from country to country.

Germany, for example, has a two-level structure with key senior managers of
the company being members of the Vorstand or Management Board.
Shareholders, union officials, and government representatives make up what
is called the Supervisory Board to which the Vorstand answers.

In Asia, it is common for wealthy families to build pyramid structures such
that they own an investment company which in turn has significant percen-
tages of banks and industrial firms which own shares of yet more firms. The
net result of these cross holdings is to give such families control over signifi-
cant parts of their country’s economies.

Companies are also owned by banks in some parts of the world such as in
Spain, the government or even the military in others such as China, and even
by the King, as in the case of Saudi Arabia. In other countries the President or
members of his or her family own significant shares of large corporations and
in some cases this was the result of privatization processes of dubious
transparency.

In virtually all cases, however, there will be some groups of people who get
together on a regular basis to talk about the strategic direction of the company.
For the sake of convenience this body will be called the Board and person run-
ning the business on a day-to-day basis the Chief Executive Officer or CEO.

Normally a CEO is a member of the Board which is run by a Chairman
although in some cases individuals play both roles. The relationship between a
CEO and the Board of a particular company depends on its ownership struc-
ture, its location, the type of activity it is engaged in, and even the personal-
ities of the people involved. /

"

14. Morck, R. (Ed.). A history of corporate governance around the world. Chicago, IL: University
of Chicago Press.
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There is also a number of academic, legal, and practitioner-oriented material
on this topic which explores the nuances mentioned above. One such set of
recommendations was made by a Task Force put together by the Conference
Board in 2013."°

That panel suggested that although the “ultimate goal of a public corporation
is to maximize shareholder value,” the Board has three key tasks:

To ensure that the company is sustainable over time and that all of its
stakeholder’s interests are taken into account.

To manage itself such that it provides sufficient oversight.

To appoint and monitor the performance of the CEO.

Fulfilling these and other legally determined functions such as those defined
by the Sarbanes—Oxley legislation in the United States are normally referred
to as the board fulfilling its fiduciary responsibilities. Board members who do
not fulfill such obligations can face criminal prosecution in some jurisdictions.

K

A key issue is what is the appropriate time frame for such
thinking and, while there has been a tendency for taking a shorter-
term view in Western public companies over the last few years,
there is increasing interest'® in increasing the time frame and some
companies, such as Unilever, explicitly plan on a 10-year time
horizon.

Another way of defining the role of the Board is that it must
approve the strategic direction of the firm and look in depth at
strategic issues. Strategic issues are those that have a material
impact on either the medium- and long-term viability of the firm
and/or its basic size and scope in terms of geographies and
market segments. Strategic issues can be differentiated from opera-
tional questions, which, while important, do not pass such a test.

15. The Conference Board. (2014). Governance Center White Paper.
16. www fcltglobal.org, accessed in January 2017.
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The main theses of Strategy and Geopolitics is that issues of sover-
eignty, war, peace, and radical political upheavals can affect a number
of strategic issues for a firm in a specific country or region of the
world. When such events happen companies can lose overnight their
legal and social license to operate, have their assets confiscated or
nationalized, and can even have their people’s lives put in jeopardy.

Because of the strategic importance and potential impact of geo-
political issues, one of the themes of this book is that they belong
on the agenda of the Board of Directors.

Common Threads

The four examples shown previously all include elements of how
such events can affect strategic issues for specific companies and
sectors. Common threads include deep links between the history
of the different regions and the examples raised, the economic
importance of the events themselves, and a spatial or geographic
aspect which business leaders and the general public use to make
sense of the changes they see.

The first common thread has to do with the underlying logic for
geopolitical change being deeply connected to a region’s history
and its politics. To get ahead of such trends requires an in-depth
understanding of the country or region.

The history of England and that of Europe has certainly been
linked, but the U.K.’s separateness and aloof relationship with the
continent has been a feature of English history since Roman times.
From a historical perspective, the truly revolutionary idea was
that the U.K. would fully integrate with the European Union in
the first place!

An understanding of the motivations behind the Arab Spring
and Jihadist terror requires some familiarity with the origin of
many of the Arab countries after the first World War and the
complex internal politics that have led each country to its current
form of government.

In a similar vein, the populist tradition in Argentina and Latin
America runs deep as does the nationalist fervor that fuels such
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movements. Latin America’s colonial past with Spain also played
a role both in the entrance of Spanish companies into the region
also the push-back that some, such as Repsol, have since received.
Finally, the situation in Ukraine is also largely driven by Russian
history going back to the Crimean War, fought in the 1850s.

The second common thread is the economic importance of
each of the four examples mentioned above and the role that eco-
nomic issues have in such events. While the immediate impact of
the Brexit vote was severe, the long-term impact is still to be
determined.

While the Arab Spring has elements of Islamic fundamentalism
and also a genuine desire for more freedom of expression by some
parts of the population, most analysts agree that the primary moti-
vation behind the protests was the economic frustration felt by
an important part of civil society combined with the perceived
corruption of the ruling elite.

Much of the rise of populist movements in Latin America also
had to do with marginalized classes pushing for a bigger slice of
the pie and, in the specific case of nationalizing energy assets such
as YPF, it was the perception that Repsol was taking unfair advan-
tage of the natural wealth of Argentina that justified the operation
in the eyes of the public.

The protests in Euromaiden in Kiev were also driven to a
large extent by the economic desperation of average Ukrainians
and the perception that President Yanukovych had taken corrup-
tion to a new level. Russia’s annexation of Crimea can also be
understood in economic terms as the importance of the Black
Sea region to Russia’s economy as a whole. Another aspect of
the Ukrainian crisis is that Russia needs Ukraine to be able to
transport natural gas to the West and, while a new pipeline has
been built to the north of the country, it has nowhere near suffi-
cient capacity and the new southern streams are years away
from completion.

The last common thread is the link between these types of
events and the underlying geography of the regions and a cer-
tain spatial understanding of the world. The UK. has always
been separated from Europe by the English Channel and the
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North Sea. The Arab Spring was seen to jump from country to
country across North Africa and the Middle East like a virus.
Likewise, there was a moment when it seemed that populist
governments would dominate South America or that govern-
ments closer to Europe and NATO would “encroach” upon
Russia’s traditional sphere of influence.

Seeing geopolitical events in a spatial context and providing a
story line that links them together is called geopolitical discourse
and will be discussed in more depth in Chapter 3.

What to do?

The purpose of highlighting geopolitical risk is not to argue for
inaction and encourage firms to shy away from the opportunities
that international expansion bring. In fact, as will be discussed in
Chapter 2, such expansion is a strategic imperative in many busi-
ness sectors.

In business, reward always comes with risk and the job of
Senior Management is to mitigate such risks and to develop
sound strategies for dealing with them if and when the need
arises. Thus the essential idea of Strateqy and Geopolitics is to
deal with such risks head on and in an informed way, so that
sensible strategies can be carried out and organizational models
be developed which can best serve to protect a firm’s medium-
and long-term interests.

The basic idea is not to be taken by surprise by such events and
to avoid some of the pitfalls that have led Senior Management to
miss such tectonic shifts. Those pitfalls are discussed at some
length in Chapter 2 and a geopolitical framework for business pre-
sented in Chapter 3.
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Chapter Summary

— Geopolitical events such as wars, revolutions, and economic sanctions can
have a huge impact on business.

— When such events happen, business leaders are often caught off quard
without having foreseen them or developed contingency plans.

— These events, however, are almost always the results of underlying
geographic, historical, and economic trends that are well known to specia-
lists and security analysts.

— Business leaders would be well-advised to increase their understanding of
the geopolitical issues that are connected with the countries and territories
in which they operate.

— Not engaging with geopolitical issues can set a company up for being
K taken by surprise and could be understood as fiduciary negligence. /

~
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