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                                                                                        CHAPTER II. LITERATURE REVIEW

                                                                                                I. THEORITICAL FRAMEWORK

                                                                3. ECONOMIC RISK

                                
                    
3.1  Definition of economic risk 


The probability that a financial investment would be affected by macroeconomic factors 
 such  as  government  policy,  exchange  rates,  or  political  stability,  most  usually  in  a 
 foreign country, is referred to as economic risk. To put it another way, when funding a 
 project, the possibility that the project's production would not generate enough revenue 
 to cover operating costs and repay debt obligations. Economic risk, on the other hand, 
 is a nebulous concept with many meanings. In a nutshell, economic risk refers to the 
 possibility that a venture will become financially unsustainable as a result of a variety 
 of  factors  ranging  from  changing  economic  patterns  to  fraudulent  activities  that 
 jeopardize a project's success. Before beginning the projects, it is important to consider 
 economic  risk  in  order  to  determine  if  the  costs  are  outweighed  by  the  benefits. 


Economic  risk  can  be  calculated  in  a  number  of  ways  using  a  variety  of  modeling 
 systems. Consider the case of a proposed housing development. The economic risk in 
 this situation is that the development's profits would not cover its expenses, leaving the 
 developer in debt. This can happen as a result of real estate market downturns, a lack of 
 interest in housing, unforeseen cost overruns, and a variety of other factors. One of the 
 reasons why foreign investment carries a higher risk than domestic investing is because 
 of  economic  risk.  Bondholders  and  shareholders  in  general  accept  the  risk  that 
 multinational corporations take. Investors who buy and sell foreign government bonds 
 are  also  at  risk.  Furthermore,  economic  risk  will  provide  investors  with  additional 
 opportunities. Global bonds, for example, enable investors to participate in the foreign 
 exchange markets as well as the interest rate environments of different countries in a 
 roundabout way. Foreign regulatory authorities, on the other hand, have the authority 
 to place various conditions on the sizes, forms, timing, credit rating, bond disclosures, 
 and underwriting of bonds issued in their countries. Economic risk, on the other hand, 
 can  be  mitigated  by  investing  in  foreign  mutual  funds,  which  provide  instantaneous 
 diversification  by  investing  in  a  variety  of  nations,  currencies,  instruments,  and 
 international industries. 



3.2  Economic risk types 


The risk associated with the project's financial and other economic factors is known as 
economic risk. Economic risk assessment is critical in determining the project's overall 
risk. Economic risks have a significant effect on the company's sales and expenditures, 
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as well as its earnings. The following are the major categories of economic risks: Mr. 


Bazil (2013, Mr. Bazil) 


✓  Risk of rising prices for raw materials and energy: The cost of manufactured 
 goods rises as the price of raw materials rises. If a company operates in a 
 competitive  market  where  commodity  prices  cannot  be  increased,  the 
 company's profitability will suffer. 


✓  Risk of minimum wages increasing: Rising labor costs also raises production 
 costs. The government may raise the minimum wage for workers, which could 
 result in an increase in the size of all salaries in the economy. 


✓  Risk of production prices reduction: Even if costs remain constant, a drop 
 in market rates for a company's production results in a drop in profitability. 


✓  Interest  rate  risk  (credit  risk):  The  rising  interest  rates  on  loans  may  have  a 
 substantial negative effect on financial results if a business uses credit capital 
 to project. 


✓  Risk of higher taxes and duties rates: This is referred to as an economic-legal 
 risk.  Profits  are  reduced  when  current  tax  rates  are  raised,  or  new  taxes  are 
 imposed. This group of economic risks also includes the risks of imposing new 
 tariffs on exports and imports. New export or import tariffs may result in the 
 closure of companies that conduct export or import business. 


Other economic risks, such as foreign currency exchange risk, are also very relevant 
 in the import-export market or when receiving foreign currency loans, in light of all 
 of the above. 



3.3  Economic risk factors 


Whether it is unemployment or cyber-security, every country has vulnerabilities in its 
economy that, if exploited, might send it into recession. Regardless of how robust a 
country's economy is, there will always be risk factors that threaten to halt growth and 
even  send  it  into  recession.  Some  of  these  threats,  such  as  the  collapse  of  national 
manufacturing, have been around for decades, while others, such as cyber-attacks, are 
relatively  recent.  These  are  easier  to  anticipate  by  legislation,  infrastructure,  or 
technology, while others can occur unexpectedly, leaving serious and long-lasting 


consequences.  Depending  on  the  state  of  their  industries  and  organizations,  some 
 countries can be hit harder than others by different risks due to the particular nature of 
 their economies. Conversations with policy makers in government, industry, and civil 
 society  are  the  best  way  to  determine  which  risks  are  the  most  serious  and  how  a 
 country  is  planning.  Countries  offer  themselves  the  best  chance  of  bouncing  back 
 when  a  risk  manifests  itself  by  becoming  mindful  of  the  potential  risk  factors.  The 
 following are the key sources of economic risk: (2019, World Finance) 


•  Unemployment  or  underemployment:  The  World  Economic  Forum  has 
 identified unemployment as the biggest risk factor worldwide, naming it as the 
 highest possible cause of economic crisis in 31 countries (WEF). Also, short 
 periods of unemployment can have a significant impact on a person's standard 
 of  living,  particularly  if  they  were  previously  employed  in  a  low-paying  job 
 and have no savings to fall back on. Similarly, several weeks without work can 
 push a family below the poverty line, particularly in African countries where 
 severe  poverty  is  already  a  problem.  High  unemployment  means  that 
 governments in these countries, as well as in more developed European nations, 
 must raise benefit  spending,  placing  additional strain  on the national  budget. 


Long stretches of unemployment will erode skills, making it more difficult for 
 those who have lost their jobs to re-enter the workforce, lowering productivity 
 and the country's ability to recover. 


•  Fiscal crises: They are the most significant economic risk factor in countries 
 where economic development is shaky and vulnerable to a variety of national 
 or  global  fiscal  events.  This  is  definitely  the  case  in  Turkey,  Azerbaijan, 
 Argentina, and Russia, which were identified by the World Economic Forum 
 as  the  11  countries  most  likely  to  face  economic  collapse  as  a  result  of  a 
 financial  crisis.  The  2008  financial  crisis,  for  example,  disrupted  developed 
 countries'  economic  growth,  plunging  millions  into  deep  recessions.  Fiscal 
 crises are difficult to forecast, making it difficult for policymakers to prepare. 


However, reducing the national debt, creating a budget surplus, and stimulating 
business  growth,  productivity,  and  jobs  are  all  good  places  to  start.  When  a 
crisis strikes, policymakers can prevent unsustainable national and personal 
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spending  and  debt  by  planning  at  the  national  level,  which  has  long-term 
 economic consequences and can derail recovery. 


•  Failure  of  national  governance: A  government's  function  includes  ensuring 
 that the current law of the land is followed and introducing steps to improve 
 living standards for all citizens. However, if this burden is not fulfilled, whether 
 due to corruption or unsuccessful policies, the economy and culture are put at 
 risk. According to the World Economic Forum, 11 nations, including Panama, 
 Greece, Ecuador, and Brazil, face the greatest risk of economic collapse due to 
 a lack of national governance. Several of these countries, for example, Brazil 
 and  Ecuador,  in  particular,  have  major  corruption  problems  to  address,  and 
 current  governments  must  try  to  untangle  money  laundering,  bribery,  fraud, 
 and  a  variety  of  other  issues  that  are  deeply  ingrained  in  those  societies. 


Previous governments in countries like Greece have also massively overspent 
 on a national  level, resulting in  a budget  mentality  of devil-may-care, which 
 now poses a significant threat to the economy. Government problems are not 
 solely  the  responsibility  of  politicians;  corporations,  civil  society,  and  the 
 general public all have a role to play. Companies operating in countries with 
 weak  governance  face  higher  costs,  so  it  is  in  their  best  interests  to  follow 
 national  legislation  and  advocate  for  those  that  would  safeguard  their 
 operations.  Similarly,  in  countries  where  enforcement  and  compliance  are 
 lacking, customers are more likely to be defrauded or scammed, and the justice 
 system would groan under the weight of a mountain of fraud cases. 



3.4  Strategic risk 


Strategic  risks  refer  to  the  chances  of  suffering  a  loss  as  a  result  of  a  bad  strategic 
 business  strategy,  judgment,  or  inconsistent  and  awkward  execution  of  the  plan. 


Earnings, capital access, and the company's profitability are all threatened by strategic 
risks. Since strategic plans define an organization's operational direction as well as its 
structure,  vision,  and  goals,  the  lower  the  level  of  strategic  risk,  the  stronger  the 
organization.  As  a  result,  boards  of  directors  are  concentrating  on  how  companies 
define, evaluate, and handle risks. Strategic risk management necessitates a focus on 


threats  to  shareholder  capital  as  the  primary  target  (Beasley,  et  al.  2008),  as  well  as 
 consideration  of  the  impact  of  external  and  internal  situations  on  the  organization's 
 ability  to  meet  its  priorities  and  objectives.  A  critical  aspect  of  business  risk 
 management  is  strategic  risk  management.  In  order  to  conduct  a  strategic  risk 
 evaluation, you must first understand the organization's tactics. The evaluation process 
 should  be  consistent  with  the  business  model,  and  it  should  be  backed  up  by  a  clear 
 strategic  risk  profile,  as  well  as  risk  management  coordination  and  action  plans.  (M. 


Frigo et al., 2009). 



3.5  Operational risk 


Due to the debate that human error causes company processes loss, operational risks 
 are often referred to as human risks. Nonetheless, operational risks include all risks 
 posed  by  an  organization's  internal  operations,  including  individuals,  goods  or 
 services provided, operational processes, and external factors (Global Association of 
 Risk  Professionals,  2011).  Banking  is  the  industry  with  the  highest  probability  of 
 operating risks. According to the Basel II regulations (Basel Committee on Banking 
 Supervision, 2004), there are seven types of operating risks: 


•  Internal fraud. 


•  External fraud. 


•  Workplace safety and employment practices. 


•  Client, commodity, and business practices. 


•  Physical asset damage. 


•  Business interruption and system failure. 


•  Execution, delivery, and process management 


Despite the fact that banks and investment firms are the most vulnerable to operating 
 threats,  other  companies  are  also  at  risk.  Small  daily  losses  due  to  customer 
 dissatisfaction  or  a  bad  image  can  quickly  add  up  and  cause  major  damage  to  any 
 business. Some risks may be more sensational than others, but what matters is a strong 
 and practical management framework based on the organizational risk approach chosen. 


A business manager, in particular, must create a sufficient system of personnel and 
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resources,  as  well  as  demonstrate  acceptable  leadership  behavior.  Monitoring, 
reviewing,  and updating existing management data and  structure is also  an important 
part of managing operating risks (An Oracle White Paper, 2010). 
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