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Abstract. Foreign direct investment (FDI) is inhibited by political risk. Developing countries tend
to experience higher levels of such risk, yet need foreign capital to generate growth. Moreover, for-
eign direct investment in infrastructure (FDII) - fundamental to economic growth - is particularly
sensitive to political risk; characterized by high capital investment, longer investment periods, while
especially exposed to mercurial shifts in government policy. Yet, no comprehensive study has been
undertaken that measures the impact of political risk on FDII in developing countries. This paper
addresses this lack. Twelve political risk indicators, drawn from the International Country Risk
Guide Index, are used to quantify the political risk inherent to 90 developing countries, over the
period 2006 to 2015. An Arellano-Bond GMM estimator is developed which measures the dollar
value impact of risk on both FDI and FDII. A comparison of results confirms that FDII is generally
more sensitive to risk than is FDI, however the influence of risk categories is found to vary signifi-
cantly. The findings can be expected to inform infrastructure policy-makers and foreign investors
alike on the dollar-impact of determinable risk levels on foreign-funded projects, and in so doing
better facilitate corrective risk mitigation strategies.

Keywords: foreign direct investment, infrastructure project, political risk, developing countries,
panel data modelling, system GMM (sys-GMM).

JEL Classification: P45, 019, N60.

Introduction

Infrastructure plays an important role in the development of an economy (Zavadskas,
Vilutiené, Turskis, & Saparauskas, 2014). Infrastructure demand continues to rise, increas-
ing to a $4 trillion in 2016 (Hosseini, Banihashemi, Martek, Golizadeh, & Ghodoosi, 2018).
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Nevertheless, there remains a $1 trillion annual shortfall around the world (World Economic
Forum, 2017b). Infrastructure investment has also been forecast to grow to 4% of global
GDP by 2030 (World Economic Forum, 2014). However, faced with a huge capital shortfall,
domestic governments will not be able to satisfy this demand, with the situation more serious
in developing countries than in developed countries (Banaitiené, Banaitis, & Laucys, 2015).
Thus, foreign capital in the form of foreign direct investment (FDI) presents as an important
source for infrastructure financing (Fernando, Hosseini, Zavadskas, Perera, & Rameezdeen,
2017). FDI refers to investment in control of productive facilities overseas—usually defined
by an investment that amounts to control of 10% or more of a company’s equity. FDI flows
to developing countries have increased steadily since 1985, and from the 1990s has become
the main source of external financing (Guerin & Manzocchi, 2009).

FDI itself comes in many forms, mostly manufacturing, services, environmental, informa-
tion and technology, and infrastructure (Tvaronavi¢iene & Kalasinskaite, 2010; Elfakhani &
Mackie, 2015). Of these, infrastructure in water, energy, telecommunications and transport,
etc., are the backbone of an economy, and the necessary foundation on which further capi-
tal investment depends for economic traction (Ghosh & Meagher, 2015). As such, FDI in
infrastructure is a priority in developing countries (Andersen & Dalgaard, 2013; Fernando
et al., 2017).

Research shows that FDI is affected by the context of the host country (Méon & Sekkat,
2012). And, political risk stands out as a significant determinant (Khanzadi, Eshtehardian, &
Mokhlespour Esfahani, 2017). That is, political risk in developing countries, such as violent
conflicts, expropriation of foreign assets and corruption, is characteristically higher than in
developed countries, while foreign investors favour stable political environments (Hosseini
et al., 2018). Thus, the claim is made that political risk impedes FDI inflows to developing
countries (Clare & Gang, 2010). Infrastructure investment is considered particularly risky
(Burcar Dunovic, Radujkovic, & Vukomanovic, 2016), and consequently thought of as more
sensitive to political risk (Hosseini et al., 2018). Because infrastructure investment is char-
acterized by high monopolization, large investment amounts, long payback periods, along
with a special class of consumers, namely the government (Dailami & Leipziger, 1998; Hos-
seini et al., 2018). At the same time, developing countries are generally characterized by
weak policy frameworks and political instability, which threaten infrastructure investment
return security (Banihashemi, Hosseini, Golizadeh, & Sankaran, 2017). FDI in infrastructure,
termed as “FDII” in this study, refers to a particular class of FDI, defined by the World Bank,
as projects in telecommunications, power, gas, ports, railways, roadways, airports, sewage
treatment and water supply, and information and communication technology (World Bank,
2001).

Given this background, FDII is clearly influenced by political risk (Henisz, 2000; Hayaka-
wa, Kimura, & Lee, 2013). Consequently, infrastructure investment requires a stable political
environment, which is often problematic in developing countries (Doh & Ramamurti, 2003;
Finkenzeller, Dechant, & Schifers, 2010; Derakhshanalavijeh & Teixeira, 2017). Despite this
evidentiary relationship, a review of the literature reveals several shortfalls. First, few studies
have attempted to ascertain the existence of an association between political risks and FDII
(Banaitiené et al., 2015). Second, of these only a limited number of indicators of political
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risk have been taken into account. As examples, Keeley and Ikeda (2017) focused on the
impacts of policy support and corruption, while Castells and Solé-Ollé (2005) confined their
investigation to the effects of political risk on infrastructure investment in regional areas. To
date, a systematic, quantified assessment of the impacts of political risk on FDII in developing
countries, in which a comprehensive set of indicators of political risk are considered, is still
missing. This study aims to fill this gap. In so doing, it identifies how FDII responds across
a range of political risks in developing countries; it quantifies that response and contrasts it
with the response of FDI to those same political risks.

The remainder of the study is organised as follows: first, the historical trend of FDI, FDII,
GDP is presented, complimented by a review of available studies on the relationship between
political risk and FDI, and, political risk and FDII. This is followed by a presentation of the
research methods used, the rationality behind the input data. In the subsequent section, the
results of the model estimations, and along with a discussion are offered. The study concludes
by setting out the practical implications of the findings for researchers, as well as for practi-
tioners in the construction industry.

1. Foreign investment and political risk
1.1. FDI and FDII in developing countries

Oatley (2012, p. 376) describes FDI as “A form of cross-border investment in which a resident
or corporation based in one country owns a productive asset located in a second country”.
Kerner (2014) adds that Oatley’s definition requires that the source of capital must be foreign.
Sobel (2006, p. 460) definition is, however, more precise: FDI is “Investment in control of
productive facilities overseas—usually defined by an investment that amounts to control of
10% or more of a company’s equity”. In this definition, the local capital controlled by multi-
national corporations is taken into account. Since it is difficult to disaggregate capital from
its ownership, Sobel’s definition is taken for the purposes of this study.

FDI flows to developing countries have increased steadily since 1985, as can be seen
in Figure 1. As far back as two decades ago, Sanchez-Robles (1998) pointed out that
infrastructure investment has a positive and significant relationship with a country’s GDP.
It has also been shown that FDII rises during economic downturns (Bitsch, 2012), and this
was confirmed during the Asian financial crisis of 1998 as well as in the global financial crisis
of 2008. Contrary to the predictions of Ramamurti and Doh (2004), FDII has continued to
rise since. See Figure 1.

Privatisation in infrastructure took off in the 1990s when governments transitioned from
public to private funding of projects as a means of keeping up with increasing infrastructure
demand. The involvement of private investment introduced competition which gradually
overturned national and even regional monopolies (Nem Singh & Chen, 2017). Competition
also allowed investors to expand into developing countries, stimulating FDI (Ramamurti &
Doh, 2004).

As Figure 1 shows, FDI has been growing ever since. And, FDII, as a component of FDI,
has been particularly resilient in the face of the financial crises of 1998 and 2009, and has
remained steady since.
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Figure 1. GDP/FDII/FDV/infrastructure investment from 1984 to 2015
(data resourcing from World Bank (2016) and PPIF (2016))

As for the regional distribution of FDII among developing countries, Latin America, with
44% of FDII between 1984 and 2015, takes by far the biggest slice. Brazil, Chile, Colombia
and Mexico are the key destinations. 18% of the cumulative FDII flowed to East Asia and
the Pacific from 1984 to 2015, putting it in second place. Europe and Central Asia share a
similar Figure at 15%, though prior to 2014 it was higher than that of East Asia. FDII into
Sub-Saharan Africa and South Asia is 10% and 7%, respectively, while the Middle East and
North Africa, combined, receive just 6%.

In terms of FDII distribution by industry, telecommunication investment in developing
countries accounts for nearly half, growing rapidly since 2004. By contrast, water and sewer-
age accounted for only 3% of the cumulative FDII from 1984 to 2015. It is difficult for foreign
investors to enter these markets, and that may be because of high transaction costs, regula-
tory weaknesses and the requirement of special technical standards (Kirkpatrick, Parker, &
Zhang, 2006). With the development of new energy sources and renewable energy such as
solar, wind and biomass, energy investment has grown to 36% of FDII. FDII in transport is
15%, but has fluctuated in recent years.

1.2. Political risk: indicators and impacts

Investors crossing international borders face additional risks not encountered at home (Shen
et al,, 2017). Among the risks, political risk plays a key role with regards to decisions on in-
ternational expansion, foreign investment, the market value of multinationals, and ownership
of multinational firms in host countries (Kesternich & Schnitzer, 2010; Zavadskas, Turskis, &
Tamogaitiene, 2010; Kyaw, Manley, & Shetty, 2011; Méon & Sekkat, 2012; Jiménez, Ongena,
Peydré, & Saurina, 2014b). Political risk are political events in a country that impact the
business climate in such a way as to rupture reasonably expected returns, namely: political
changes that influence future cash flows (Howell, 2011; Bekaert, Harvey, Lundblad, & Siegel,
2016). The problem of political risks is particularly acute in developing countries (Bekaert
et al., 2016; Fernando et al., 2017; Hosseini et al., 2018; Ramamurti & Doh, 2004). Unstable



138 W. Jiang et al. Foreign infrastructure investment in developing countries: a dynamic panel data ...

political environments mean that foreign investors must risk extra expenditure on foreign
infrastructure investment while receiving reduced returns as a consequence of rent seeking,
expropriation, increased tax and so on (Spiller & Savedoft, 1999; Zavadskas, Ustinovichius, &
Stasiulionis, 2004).

Given the infrastructure shortfall in developing counties (Ghoddousi & Hosseini, 2012),
FDI has become essential to infrastructure projects (World Economic Forum, 2017a). How-
ever, infrastructure investment is usually thought of as high-risk, and the extra-dimension
of cross-border investment amplifies the concerns (Henisz, 2000; Bekaert et al., 2016). More-
over, FDII in developing countries, with uncertain longer-term regulatory constraints on the
one hand, and dynamic policy regimes on the other, further compound the risks (Finken-
zeller et al., 2010). Unstable political environments deplete contingency funds, exact extra
expenditure and ultimately diminish profits (Spiller & Savedoft, 1999; Fernando et al., 2017).
The long-term nature of FDII also makes it more difficult to extract investments, repatriate
profits, or even cancel projects to limit losses. Combined with a host government’s procliv-
ity to milk those profits that do accrue to foreign investors through rent seeking, variable
taxation, fines, or even expropriation, those investment risks may be assessed as extreme.
These conditions are described in a full thirty-one previous studies that examine the effect
of political risk on FDI. See Table 1.

1.3. Critical appraisal of previous studies

As inferred from Table 1, previous studies e.g. (Henisz, 2000; Doh & Ramamurti, 2003;
Kesternich & Schnitzer, 2010; Kyaw et al., 2011; Méon & Sekkat, 2012; Jiménez et al., 2014a;
Bekaert et al., 2016), have established that political risk greatly affects FDI and infrastructure
investment. Nevertheless, research into the relationship between political risk and FDI on
infrastructure investment (FDII) in developing countries, remains limited (Banaitiené et al.,
2015; Keeley & Ikeda, 2017). Indeed, there are few studies applying a comprehensive range of
political risk factors in the search for the relationship between political risk and FDI (Busse
& Hefeker, 2007; Hayakawa et al., 2013; Osabutey & Okoro, 2015). When considering FDI
in the infrastructure sectors in developing countries, this becomes scarcer still, which is the
impetus for the current study.

All studies on the effect of political risk on FDII agree that political risk significantly de-
ters FDII (Ramamurti & Doh, 2004; Kirkpatrick et al., 2006; Keeley & Ikeda, 2017). As for the
impact of political risk on infrastructure investment, most arrive at the general conclusion
that political risk would reduce infrastructure investment (Percoco, 2014).

Table 1 also reveals that no individual study has considered more than three of the twelve
indicators of political risk, while six of the twelve factors have never been considered at all in
any study. The most commonly studied parameter was corruption and democratic account-
ability. Again, most studies report a negative relationship between these parameters and
investment (Busse & Hefeker, 2007; Elfakhani & Mackie, 2015; Osabutey & Okoro, 2015),
with one dissenting finding, that suggests investment favours corruption (Hines, 1995; Egger
& Winner, 2005).
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Previous research findings on the impact of political risk on FDI are largely consistent,
but not always. For example, Busse and Hefeker (2007) and Hayakawa et al. (2013) have
found that stable government control is essential in attracting FDI in developing counties,
while Osabutey and Okoro (2015) found there is no evident effect of government stability on
FDI. Only Hayakawa et al. (2013) found any significant impact of religion on FDI. As for cor-
ruption, most related studies report negative impacts of corruption on FDI (Busse & Hefeker,
2007; Elfakhani & Mackie, 2015; Osabutey & Okoro, 2015), though, corruption was found
to promote FDI to some degree, according to Hines (1995) and Egger and Winner (2005).

2. Conceptual model of the study

This review of the literature informs a conceptual model encapsulating the links between
political risks with FDI and FDI], as illustrated in Figure 2.

On the basis of previous studies, political risk is anticipated to have negative effects on
FDI and FDII (Henisz, 2000; Doh & Ramamurti, 2003; Kesternich & Schnitzer, 2010; Méon
& Sekkat, 2012; Jiménez et al., 2014a; Bekaert et al., 2016). However, FDI and FDII are not
only affected by political risk, but also impacted by other macro factors (Espinosa-Ramirez,
Kayalica, & Kuma, 2015). These factors include macroeconomic environment, infrastructure
stock, market size, and include GDP, GDP growth and population. In fact, GDP, GDP growth,
population, macroeconomic environment, and infrastructure quality have all been employed
across a considerable spread of research investigating political risk and FDI (Bergara, Henisz,
& Spiller, 1998; Henisz, 2000; Delios & Henisz, 2003; Henisz & Mansfield, 2006; Busse &
Hefeker, 2007; Bjorvatn & Farzanegan, 2015).

FDI and infrastructure are closely related to a country’s economy, but economies also rely
on a country’s political institutions and law environment capacity (Globerman & Shapiro,
2002). Such macro factors are frequently used as control variables in related research (Delios
& Henisz, 2003; Slangen & Van Tulder, 2009; Méon & Sekkat, 2012). As illustrated in Fig-
ure 2, GDP, GDP growth rate, population, macroeconomic environment and infrastructure,
were all positively associated with FDI in the infrastructure of developing countries.

Macroeconomic

environment

+ | +
i + - - - i
Infrastructure ) EDI ¢ Political risk > FDII < Inflrastructure
in stock in stock
(i . 1
I
Market size
GDP GDP growth Population

Figure 2. The conceptual model
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3. Research methods

This study investigates the impacts of political risk on both FDI and FDII. The research de-
sign is as illustrated in Figure 3. It is common to estimate such relationships using models
with fixed effects (Arel-Bundock, 2017) or random effects (Buckley et al., 2010) for the panel
data. In considering the variance of the 90 developing countries, the F-test is used to show
that a common intercept for all the countries is not viable. The approach recommended by
Hausman (1978) suggests using a fixed-effects model to control for country fixed effects in
the benchmark model. Multinational companies respond only partially to political and eco-
nomic changes in the short term (Busse and Hefeker, 2007) with many investment decisions
taking time to develop (Zeng & Singh, 1996). Thus, the previous year’s investment is taken
into consideration with a lagged of one period (of one year) for all the independent variables,
allowing for an adjustment in FDII. The specification of the fix-effects model is as follows:

n
Yy =oyY + Zi_zaiXk,tfl TH; + 8 1)

Where Y, represents the dependent variable and Y; ,_; is the lag of Y},. X}, stands for the
independent variables, o, represents the estimated parameters for independent variables,
is individual fixed-effect, and e, is an error term. Following Busse and Hefeker (2007), the
system generalised method of moments (GMM) estimator is used for the fixed-effects model.
This estimator is deemed suitable for this process, given that a dynamic process (with current
Yit depending on its own and related past realizations) is used, a linear function relationship,

| Developing countries ‘

‘ DI Infrastructure
investment |

Literature review e — 1* —_——— —

n | Macroeconomic !
Macroeconomic I o _ ‘ I
environment | | Political risk FDIT environment ||

!
+ | I
| Propose !

} hypoll\csis}
|

i

Infrastructure in
stock

+ . N
’ Political risk H EDI H Infrastructure
in stock

’ GDP ‘ ’ GDP growth

’ Population

Fixed-effect
models for
FDI and FDII

,,,,,,,,,,,,,,,,,

Hypothesis
identification

—cyTV]
Model results System G
estimator

’ Variable H Effect comparison

Small T, large N

Exogenous

Panel |
Variables ane

data in }
this study)

data for FDI and FDII Fixed effects

it

A dynamic

process

Conclusion

Figure 3. The research design
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with the independent variables in our research not strictly endogenous. Moreover, effects are
fixed, with the data in this study in the form of small T, and large N panel (the number of
time periods is far below the number of panels) (Roodman, 2006).

The research process requires several steps: identifying variables needed to measure the
impacts of political risk on FDI and FDII, a review of the literature review, and then encap-
sulating these in the form of a conceptual model; proposing hypotheses to assess the validity
of associations as reflected in the conceptual model impacts. This involves translating these
hypotheses into mathematical models (see Eqn (1)) and exposing them to imperial data. The
analyses of the model using the data will reveal the impacts of political risk indicators on
FDI and FDII in quantitative terms. The sections that follow describe the aforementioned
stages in detail.

3.1. Model variables

With reference to Equation (1) and (2), the dependent variables were: FDI and FDII (in $U.S.
billion). FDI values were obtained from the (World Bank, 2016), referring to the net foreign
equity inflows of investment into the 90 developing economies. It is the sum of equity capital,
reinvestment of earnings, and other capital. Direct investment is a category of cross-border
investment where a resident of one economy has control or a significant degree of influence
on the management of an enterprise that is resident in another economy. Ownership of 10%
or more of the ordinary shares of voting stock is the criterion for determining the existence of
a direct investment relationship. Data are in U.S. dollars adjusted to 2016 (World Bank, 2016).

FDII was extracted from the PPIF database (PPIF, 2016), and refers to FDI flows into
the infrastructure, without consideration of second or third order upstream or downstream
multiplier effects created by foreign investors. Thus, the reported FDII underestimates the
real extent of impact by foreign investors in the infrastructure sector in host countries. If the
potential bias is uniform across countries and time, the results will be consistent with the
level of sign and significance for estimated coefficients, otherwise, the estimated coeflicients
will be overestimated.

The independent variables: were political risk indicators introduced by the International
Country Risk Guide index (ICRG), and provided by Political Risk Services (PRS), regarded
as the most widely-used institutional measure (Williams & Siddique, 2008; Fan, Lin, & Treis-
man, 2009). All the twelve measures were used (Howell, 2011), as shown in Table 2.

Each of the twelve indicators has a political risk score range. The scores for GOVSTA,
SOCCON, INVPRO, INTCON and EXTCON, range from 0 to 12. Scores for CORRUP, MIL-
POL, RELPOL, LAWORD, ETHTEN and DEMACC, range from 0 to 6. BURQUA ranges
from 0 to 4. In all cases, a higher value is indicative of less political risk (greater political
stability). Similarly, a score of 0 is indicative of greatest political risk (minimum political sta-
bility). In this paper, the twelve political risk indicator values for the 90 developing countries
(see Appendix, Table A1) examined are aggregated over the years 2006 to 2015.

Five indicators are employed as control variables (see Table 2 for details), including mac-
roeconomic environment, infrastructure situation, GDP, GDP growth and population.
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Table 2. The description of variables
Variables Description Source
It refers to the net foreign equity inflows of investment into the 90 developing | World Bank
= ., |FDI economies. It is the sum of equity capital, reinvestment of earnings, and other | database
§ = capital. (2016)
<
&g FDII refers to FDI flows into infrastructure without consideration of second
2 £ . L . | PPIF database
=) FDII or third order upstream or downstream multiplier effects created by foreign
. (PPIE, 2016)
investors.
It assesses the government’s ability to implement its policy and to stay in posi-
Government . ; . g
stability tion. It includes three subcomponents: government unity, legislative strength,
popular support. Points range from 0 to 12.
Socioeco- It consists of unemployment, consumer confidence and poverty, and measures
nomic socioeconomic pressures at work in society that might restrain government
conditions action or arouse social dissatisfaction. Points range from 0 to 12.
It evaluates the factors that affect the risks to investment which are not covered
Investment by other political, economic and financial risk components. Its score is a sum of
Profile contract viability/expropriation, profits repatriation and payment delays. Points
range from 0 to 12.
It mainly focuses on civil war/coup threats, terrorism/political violence and
Internal s ) . C . . .
Conflict civil disorder, which weighs political violence in the country and its actual or
potential impact on governance. Points range from 0 to 12.
It measures the risk of the government suffering from foreign action, ranging
& | External from non-violent external pressure including diplomatic pressures, withholding
& | Conflict of aid, trade restrictions, territorial disputes and sanctions, to violent external
§ pressure. Points range from 0 to 12. International
€ . It assesses the corruption level within a country’s political system. Points range | Country Risk
& |Corruption | o6 Guide index
g — — r— — (ICRG, 2016)
2 | Military It indicates the extent of military intervention in government because of an
2 | in Politics actual or imagined internal or external threat. Points range from 0 to 6.
It assesses the degree of a religious group’s desire to separate from the country
Religion as a whole, which originates from the domination of society and/or governance
eiglon by a single religious group that seeks to replace civil law with religious law and
in Politics .o - . .
to exclude other religions from the political and/or social process. Points range
from 0 to 6.
Law and It evaluates law and order separately, namely the strength and impartiality of
Order the legal system and popular observance of the law. Points range from 0 to 6.
Ethnic It weighs the degree of tension within a country attributable to racial, national-
Tensions ity, or language divisions. Points range from 0 to 6.
Democratic It reflects the degree of responsiveness of government to its people and relevant
Accountability | civil liberties. Points range from 0 to 6.
It scores the institutional strength and quality of bureaucracy, which plays a
Bureaucracy lei ing d he pali ision if f Poi
Quality great role in cutting down the policy revision if governments transtorm. Points
range from 0 to 4.
G D - . .
FTOSS LOMES™ | 11 serves as a proxy for market size, with the World Bank database (2016). The
tic Product | World Bank database (2016) is used
(GDP) orld Bank database ( ) is used as source. World Bank
GDP growth | It shows the country’s market growth and potential. <(:12a (t)a;l;lse
8 | Population It assesses a country’s economic development and is used as a proxy for eco-
Z‘é P nomic attractiveness when taking a country’s size into account.
§ Macroeco- It is a proxy for the investment environment of foreign investment inflows, and
% | nomic assesses government budget balance, gross national savings, inflation, general
£ environment | S0vernment debt, and country credit rating. It employs a seven point scale from
S 1 to 7, with 7 indicating the best environment. World
It assesses the quality of overall infrastructure across the 90 developing coun- | Economic
tries, including the quality of roads, railroads, ports, and air transport. It calcu- | Forum (2016)
Infrastructure |lates available airline seats km/week ($U.S. million), fixed telephone lines/100
population, and mobile telephone subscriptions/100 population. It employs a
seven-point scale from 1 to 7, with 7 indicating the best environment.
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The dataset runs over the period 2006-2015, covering a sample of 90 developing coun-
tries. Datasets are integrated as described in Appendix, Table A2. While there are some 140
recognized developing countries, the dataset included only 90 of these, as recognised and
drawn from the Country Risk Guide. Despite this limitation, the 90 countries represent
a balance cross-section of 21 low, 33 low-middle, and 36 upper-middle income countries.
This income cross-section is necessary to an exploration of the overall effects of political
risk on FDII among developing countries. Other studies that employed the same political
dataset and had similar study goals also adopted a similar country range. Examples include
Busse and Hefeker (2007) and Fan et al. (2009). Data range adopted is from 2006 to 2015,
as this is the limit of the range for infrastructure in stock and macroeconomic environment
available. This is deemed comprehensive enough, given the broad time frame covered by the
data and in view of the number of countries included (90 developing countries as shown in
Appendix Table A1). Regarding PPIF database, the infrastructure projects with sole domestic
investors are not taken into consideration, and for projects invested by domestic and foreign
investors, only the percentage share of foreign investors is considered. Appendix Table A3
shows the descriptive statistics for the variables in the dataset.

3.2. Hypotheses testing

As per the conceptual model defined in Figure 2 and the variables tabulated in Table 2, the
three hypotheses below were formulated:
- H1I: Increase in political risk reflected in the twelve indicators is negatively associated
with the amount of FDI.
- H2: Increase in political risk reflected in the twelve indicators is negatively associated
with the amount of FDIL
- H3: An increase in political risk will reduce foreign investment, but the investment
reduction will be greater for FDII than for FDI
Given the large data spread between some variables, with the political risk of the ICRG
ranging from just 0 to 100, with the control variables for GDP and population being so much
greater, GDP and population are described using logarithmic values.

3.3. Analyses techniques

A fixed-effects model based on dynamic panel data drawing from the lessons by Busse and
Hefeker (2007) was used to test the hypotheses. The country size was taken into account,
thus, the direct variables were applied. Through the method, a linear relationship among the
dependent, independent and control variables was built, as illustrated in Eqn (2) and Eqn (3).
The regression can be written as follows:

FDIly = FDII;, ; + o, FDIL; _, +B,POR;, ;| +a,GDP,, | +0a;GDPgrowth; , | +
a4 Population;, | +osInfrastructure; , | + o, Macroeconomic; , | +€ + €3

FDI; = 0,FDI;; | +0,FDI;, , +B,POR;, | +0,GDP,, | +0;GDPgrowth; , | +
a4 Population;, | + osInfrastructure; , | + o, Macroeconomic;, | +€y +e;,.

()

3)

Where g, represents the country-specific fixed effect, B; are the estimated parameters for
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political risk (for country i and period t-1), a; are the estimated parameters for control
variables (for country i and period t-1), e;; is an error term, and POR;, ; represents one of
12 political risk components.

The dependent and independent variables are endogenous, as defined in Figure 2.

When EDI or EDII flows into a host country, certain technologies are also brought into
that country which can be expected to improve that countries development, such as DGP
and GDP growth (Busse & Hefeker, 2007). For independent variables, all the political risk
indicators from the ICRG are shown in relation to each other. See Appendix Table A4. For
instance, government stability is significantly associated with law and order, which means
that the strength and impartiality of the legal system and popular observance of the law
supports the government’s unity and legislative strength. In turn, government stability can
ensure the effectiveness of the legal system. The application of instrumental variables can ef-
fectively manage this association. Thus, the political risk indicators are added into the models
sequentially.

On the basis of the above considerations of the dynamic nature of the panel data, an
Arellano and Bond (1991) GMM estimator, was selected. In its basic form, however, it can
weaken the actual association between the political risk and FDII, by inducing finite sample
bias (Alonso-Borrego & Arellano, 1999). A variant system GMM estimator, developed by
Arellano and Bover (1995), can however offer smaller finite sample bias than the GMM
estimator (Kim & Kang, 2009). The two-stage system GMM estimator is the combination
of horizontal regression and differenced regression, in which the lagged horizontal variables
are set as instruments and the first differences are set as instruments for horizontal variables
(Blundell & Bond, 1998). A system Arellano-Bond GMM estimator to treat the panel data
was used. The GMM estimator results are calculated using STATA 14.0 in which the coef-
ficients and significance of each political risk component on FDI and FDII are extracted
separately. Once the econometric results were retrieved, the average of the control variables,
calculated for each single country across every year, were placed into the model, with de-
pendent variables changed accordingly. The model was initiated when the data averages for
every indicator were placed into the model, with resultant variances generated for FDI and
FDII. See Appendix Table A3.

In order to test for remaining outstanding bias of standard error in the two-stage system
GMM estimator, the Sargan test (Blundell & Bond, 2000) was applied to check for over-
identifying restrictions, and the Arellano-Bond test (Roodman, 2006) to check for correlation
of the error terms that provide assurance of the effectives of the results (Arellano & Bond,
1991; Windmeijer, 2005). Finally, vce (robust) was employed to correct standard error of
results (Windmeijer, 2005). The outcome was a robust model able to reveal the effects of
various forms of political risk on FDI and FDIL

4. Findings of the study
4.1. Hypotheses test outcomes

Table 3 displays the results for the sys-GMM estimation in the dynamic panel data. The
results of the 12 political risk indicators are displayed in columns (2) to (13). All the results
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of the Sargan test exceed 0.05, which indicates that the null hypothesis cannot be rejected
at a level of 5% significance. That is, the regression model may be accepted. The p-values of
the Arellano-Bond test are shown in the AB test row in the tables. The p-values of Arellano-
Bond test for AR (2) are all higher than 0.1, making it possible to accept the null hypothesis
of no autocorrelation. Thus, it is sufficiently demonstrated that there is no autocorrelation
in first-differenced errors. As a result, the Arellano-Bond GMM estimator results of Table 3
cannot be rejected.

Table 3 also shows that lagged FDII and lagged FDI are all negative and significant in the
estimator models. In the Table 3 regression, country’s GDP, GDP growth, population and
infrastructure, all markedly promote FDI inflows. Only GDP and GDP growth markedly
influence FDII inflows. That is, if a country maintains a high GDP and GDP growth rate, its
market will also grow fast. On the other hand, the macroeconomic environment, including
inflation, general government debt, country credit rating, as well as population affects FDII
significantly and negatively. The reason for the difference may lie in the fact that FDII may
be more sensitive to the macroeconomic environment which influences investors” decisions
as to whether to invest or not. As FDII is usually in high demand, this may impact its sensi-
tivity to the macroeconomic environment. Overall, most of the control variables are within
expectations, which further confirms that the benchmark regression is acceptable.

As for impact results, scores of government stability, socioeconomic conditions, inter-
nal conflict, external conflict, corruption, religion in politics, law and order, all occur in a
positive relationship with FDII inflows at the 1% significance level. This indicates that the
riskier these political risk factors, the less FDII inflows can be expected. Investment profile
scores are significant and positive at the 5% level, indicating this risk may negatively impact
FDII, but hold the proposition with less statistical confidence. However, military in politics
and ethnic tensions scores are negative and insignificant with regard to FDII, indicating no
significant effect. Similarly, democratic accountability scores and bureaucracy quality scores
show non-significant contribution to FDII. FDI, scores for government stability, socioeco-
nomic conditions, internal conflict, external conflict, law and order, and bureaucracy quality
are all positive and significant at the 1% level. This indicates that an increase in these political
risk factors will decrease FDI inflows. Democratic accountability scores are positive, but only
at the 10% level, suggesting less confidence in the relationship. The scores for corruption,
military in politics, and ethnic tensions are however in a negative relationship with FDI, sug-
gesting that an increase would in fact attract FDI. However, only the result for corruption
shows a strong statistical confidence. Scores for investment profile and religion in politics
show no significant relationship with FDI.

4.2. The revised model

The findings of the study are encapsulated in Figure 4, which shows a revised version of con-
ceptual model of the study, adjusted in the light of the empirical data. The findings are dis-
cussed with respect to two issues. Firstly, the outcomes of the model in this research regarding
the impact of political risk on FDI and FDII are explained. Secondly, the impact of political
risk on FDI as found in this study is is contrasted against that of political risk on FDII.
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Figure 4. The revised model

4.3. The comparison of effects of political risk: FDI and FDII

Though the aim of this study is to identify and describe the impact of political risk on FDII,
this study has also measured the impact of political risk on conventional FDI. By situating the
current findings regarding FDI within the broader research context on this topic, it lends a
comparative perspective on the extent and magnitude of the differences political risk impose
when the foreign direct investment is made specifically in infrastructure. See Table 4.

The results in Table 4 show the impact degree of all the political indicators on FDII. This
is in line with the findings of Méon and Sekkat (2012) who explored the effect of political
risk on FDI waves, and is consistent with Henisz (2002) who found an association with
institutional environment and FDI. However, the macroeconomic environment is not shown
to be significant, which accords with the proposition that FDI is not affected by inflation
(Busse & Hefeker, 2007).

However, only three of these examine the complete range of twelve Political Risk Rating
index factors that are recognized to comprise the dimensions of political risk, and which are
employed in this study. Those three studies are Busse and Hefeker (2007), Hayakawa et al.
(2013), and, Osabutey and Okoro (2015). In these three studies, risk factors were found to
have either a negative impact or negligible impact. No positive impact was found. The three
studies agree that lack of democratic accountability and corruption discouraged investment,
but they also agree that military intervention in politics has no effect.

Some of indicators have the same effect direction on FDI and FDII in our research.
Military in politics and ethnic tension show no effects on FDI and FDII as the three previ-
ous studies (Busse & Hefeker, 2007; Hayakawa et al., 2013; Osabutey & Okoro, 2015). This
may be counterintuitive, and while it is anecdotally reported as being influential, only the
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Table 4. The comparison of effects of political risk on FDI and FDII

" T AFDIIL o . AFDI AFDI .
Political risk indicators (billion USD) AFDII (%) | Ranking (billion USD) | (%) Ranking

Corruption 6.504 101.06% 1 -0.738 -0.64% 12
Investment Profile 5.728 30.37% 2 4.689 11.82% 4
External Conflict 2.058 23.82% 3 4.509 5.03%
Law and Order 1.701 21.49% 4 5.131 14.30% 3
Socioeconomic conditions 1.948 16.72% 5 0.965 0.88% 10
Religion in Politics 9.000 11.91% 6 27.040 83.98% 1
Ethnic Tensions -2.587 -10.51% 7 -2.783 -2.34% 7
Government stability 0.851 9.03% 8 0.956 2.09% 8
Internal Conflict 1.205 8.98% 9 1.990 1.93% 9
Military in Politics -0.918 -4.31% 10 -4.179 -3.43% 6
Democratic Accountability 0.422 2.32% 11 0.735 0.66% 11
Bureaucracy Quality 0.278 1.47% 12 28.500 50.61% 2

Note: AFDI (billion USD in 2016) and AFDI (billion USD in 2016) respectively indicate the change of
FDI and FDII following the change of political risk indicators.

study by Kolstad and Tendel (2002) report a negative effect for ethnic tensions. Regarding
conflict, internal and external conflict have negative effects on FDI and FDII, which is in line
with most studies, as can be seen in Table 4. Conflict would affect the executive of political
institutions (Aguirre, 2016) and it would cause an unstable political environment, which
makes it difficult to attract FDII and FDI inflows or to reap profits as expected, such as in
the Myitsone hydropower project of the Kachin region in Myanmar, which was financed by
Chinese investors.

The risk indicators of government stability, socioeconomic conditions and law and order
would block FDI and FDII significantly, and is in agreement with Busse and Hefeker (2007),
Hayakawa et al. (2013) and Osabutey and Okoro (2015). If a government does not have
strong control, being under the influence of the military, the institutions and legal system
will be ineffective, which means fewer foreign investors can be expected to invest in large-
scale infrastructure projects (Kirkpatrick et al., 2006; Busse & Hefeker, 2007; Hayakawa et al.,
2013). However, a strong legal system will provide strong and effective property rights pro-
tection, and constrain arbitrary and abrupt government decisions for foreign investors (Li,
2009), which would attract foreign investors to invest the long-term infrastructure projects.
Now some 71 countries are in the process of making 208 changes in FDI laws in order to
attract more FDI inflows (Elfakhani & Mackie, 2015).

There are also indicators that have an opposite effect direction on FDI and FDIL As for
the risk of corruption, this will deter FDII but attract FDI. The positive effects of corruption
on FDI has been shown by many researchers (Hines, 1995; Egger & Winner, 2005) who
proposed that corruption can offer foreign investors more ways to open a new market or
generate more business. However, the relationship between corruption and FDII is negative.
The main reason is that FDII requires a greater investment cost with a longer payback pe-
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riod, while corruption would increase the investment cost without guaranteeing long-term
payout (Wei, 2000; Biglaiser & Staats, 2010). The different effects confirm that corruption
has different impacts on FDI when the industry types are themselves different (Brouthers,
Gao, & McNicol, 2008).

There are also indicators that have negative effects only on FDII, including investment
profile and religion in politics. The investment profile is a sum of contract viability/expropria-
tion, profits repatriation and payment delays, which has detrimental effects on the long-term
and investment volume infrastructure projects, especially for multinational investors. Reli-
gion in politics would deter FDII significantly. The reason is that infrastructure investment
is big investment which is associated with the local public. Infrastructure projects have a
complicated government procedure. If religion has a big influence on government and poli-
tics, there will be a less stable political environment for foreign investors.

Also, there are some indicators that have negative effects only on FDI, including demo-
cratic accountability and bureaucracy quality, which is in line with Busse and Hefeker (2007).
Democratic countries have lower trade barriers (Mansfield et al., 2000) which would promote
FDI inflows in developing countries (Busse, 2003; Guerin & Manzocchi, 2009; Biglaiser &
Staats, 2010). Democracy also can reduce expropriation for MNC (multinational companies)
(Jensen, 2006). However, the effects on FDI vary with industry, with for example, positive
effects of democracy on FDI for service and manufacturing industries, and negative effects
for mining and oil and gas extraction (Kucera & Principi, 2014). Thus, considering that the
consumer of infrastructure investment is government, democratic accountability proves to
be not as important for FDII.

4.4. Impact of risk types on foreign direct investment in infrastructure

The results of this study with regard to the impact of political risk on FDI stand out. See Fig-
ure 5. Firstly, religion in politics and reduction in bureaucratic quality have a major adverse
impact on FDI. Other factors such as investment profile and loss of law and order are also
detractors. However, ethnic tensions and military involvement in politics are inducements to
FDI, though to a limited degree. Corruption, too, is an inducement, though the effect may
be considered marginal. All other factors have a small negative influence.

This leaves us to consider the effect of political risk on FDII. See Figure 5. The most
notable contrast is that FDII is not nearly as sensitive to religion in politics or bureaucratic
quality as FDI, but rather, is very negatively responsive to corruption and investment profile.
Nevertheless, apart from these two factors, for all the remaining factors FDII is shown to be
more sensitive to risk factors than FDI. And again, like FDI, ethnic tensions and military in
politics are attractors for investment; the effect remains small, but are greater than for FDIL.

In summary, while this study shows that FDI responds to political risk in much the same
way as has been demonstrated in previous research on FDI, this study also confirms that
FDII responds to different risk factors, and for all but two, with broadly greater sensitivity.

The above explanation describes the responsiveness of FDII to various political risk fac-
tors, and contrasts this responsiveness to that of FDI, both as identified in this study and in
comparison with other studies on FDI. What remains to be described is the dollar amount
by which FDI and FDII can be expected to rise or fall for every incremental change in risk
experienced across each of the twelve political risk factors.
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Figure 5. The effects comparison of political risk on FDI and FDII

5. Discussion of findings

However, while the impact of political risk on FDI has been well explored in the literature,
the effect of political risk on foreign direct investment in infrastructure, or FDII, has not
been comprehensively described. Infrastructure investment in developing nations is crucial
to their economic progress, yet developing nations are also known to labour under increased
levels of political risk. Moreover, the longer-term nature of infrastructure investment suggests
that such investment will be more sensitive to political risk than conventional FDL

Since the 1990s much of the developing world, to some degree or other, has sought
growth strategies through the implementation of FDI. An endemic characteristic of develop-
ing countries, however, is political risk, and FDI is sensitive to that risk. Thus, much research
has been carried out looking at the effects of political risk on FDI, and largely its effects are
known. Nevertheless, not all FDI is the same, and in particular FDI in infrastructure, or
FDII whose consumer is the government, can be expected to respond differently to political
risk. Specifically, FDII is characterised large capital commitments, increased sensitivity to
government interference, and long payback periods. Thus, FDI], as a subset of generic FDI,
can be expected to respond differently to political risk factors. And yet, despite the criti-
cal centrality of infrastructure investment in fostering growth in developing countries, no
systematic research has to date been carried out on the impact of political risk on FDII in
developing countries. This study aims to address this deficiency. An Arellano-Bond GMM
estimator model was used, utilising the 12 recognised political risk factors on FDI and FDII,
adjusted for both dependent and independent variables, and assessing 90 developing coun-
tries over the period 2006 to 2015. The scope of the research conducted is thus extensive
and comprehensive. Moreover, in pursuing the impact of political risk on FDII, this research
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also establishes that political risk on generic FDII. This is done in order to benchmark for
comparison purposes: 1) FDII risk impacts with FDI, and 2) FDI risk impacts, as determined
in this study, with FDI, as found in earlier research work. This approach allows for extensive
comparisons to be made regarding the differential impacts of political risk on FDII and FDI.
The results, illustrated in Table 5, point to several findings:

FDII has different powerful political risk indicators from FDI. Of the twelve risk indica-
tors, only five have both a negative impact on FDI and FDII. These are government stability,
socioeconomic conditions, internal conflict, external conflict, and law and order. Addition-
ally, investment profile and religion in politics also have a negative impact on FDII, but
not on FDI. By contrast, democratic accountability and bureaucracy quality have a negative

impact on FDI, but not on FDII.

Table 5. The comparison for GMM result and previous literature

Finding I::)Cs(t);lilrizzt In line with studies Description
Military
No effects | in politics (Hayakawa et al, This may be counterintuitive, and while it is
on FDI ~ (Kolstad | 2013; Osabutey & necdotally reported as being influential
and FDII Fthmc & Tondel, | Okoro, 2015) anecdotally reported as being influential.
ension 2002)
Internal Conflict would affect the executive of political
conflict institutions and it would cause an unstable
political environment, which makes it difficult
(Aguirre, 2016) to get FDII and FDI inflows or make profits as
External expected, such as in the Myitsone hydropower
conflict project in the Kachin region in Myanmar
. invested in by Chinese investors.
'% (Kirkpatrick et al., If a government does not have strong control
& Govern- 2006; Busse & ability and is easily affected by the military,
° ment Hefeker, 2007; the institutions and legal system would be
5 stabilit Hayakawa et al,, 2013; | weak, which means fewer foreign investors
5 Negative Y Osabutey & Okoro, decide to invest in infrastructure projects on
“E’ effects on 2015) a large scale.
& |FDIland (Busse & Hefeker,
FDII Socio- 2007; Li, 2009
economic Hayakawa et al., 2013;
conditions Osabutey & Okoro,
2015)
(Globerman & A strong legal system would provide strong
Shapiro, 2002; and effective property rights protection, and
Jensen, 2006; Busse constrain arbitrary and abrupt government
Law and & Hefeker, 2007; decisions for foreign investors, which would
order Hayakawa et al., 2013; | attract foreign investors to invest the long-
Elfakhani & Mackie, | term infrastructure projects. Even, there are
2015; Osabutey & 71 countries making 208 changes in FDI laws
Okoro, 2015) to attract more FDI inflows in 2001.
Negative (Wei, 2000; Brouthers FDIg nieds grzat i}rll'\festment tC.OSt and ll((i)ng
g effect on et al., 2008; Biglaiser | P2Y>2C Phe riod whtle corrup 10(111 ﬁou ]
ks EDII & Staats, 2010) increase the investment cost and there is no
o guarantee about long-term payout.
S (Busse &
&58 Corruption g{)eof;l.wr, The positive effects of corruption on FDI has
° Positive H ¢ . . been evidenced by many researchers who
g ffect on ayakawa | (Hines, 1995; Egger & roposed that corruption can offer foreign
g ¢ etal, 2013; | Winner, 2005) prop P 8
& FDI Osab)ute > > investors more ways to open a new market or
o & Okor(z have more business.
2015)
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End of Table 5
Finding In CONIASE | 11 Jine with studies Description
to studies
Investment profile is a sum of contract
(Hayakawa et al viability/expropriation, profits repatriation
= Y . and payment delays, which has fatal effects
A | Investment profile 2013; Osabutey & hel d .
2 Okoro, 2015) on the long-term and great investment
g > volume infrastructure projects, especially for
Y multinational investors.
g - - -
° The reason is that infrastructure investment
5 is big investment and associated with
&;:‘: local public. The infrastructure project
o needs to have the complicated government
[ N s (Hayakawa et al., L o
| Religion in politics 2013) procedure. If the religion has big influence
oo on government and politics, there will be
Z less stable political environment for foreign
investors to finish the normal procure or be
block by many other religious interests.
Democracy countries would have the lower
gg{)a(? s]f;zlsieetze(\)l&} trade barriers which would promote FDI
A ]ense’n 2006: Bus;e & inflows in developing countries. Democracy
& Hef. ? e . | also can reduce expropriation for MNC
= efeker, 2007; Guerin (multinational jes). H th
g & Manzocchi. 2009: multinational companies). However, the
2 . (Kucera & Lo ’ ’ effects on FDI vary from different industries,
< | Democratic PR Biglaiser & Staats, L
S 1 Principi, X for an example, positive effects of democracy
» | accountability 2010; Hayakawa : .
8 2014) etal. 2013: Kucera on FDI for service and manufacturing
] & Principi. industries, and negative effects for mining and
5] rincipi, 2014; il and traction. Thus. i iderati
° Percoco, 2014; oil and gas extraction. Thus, in consideration
2 g ¢ that the consumer of infrastructure
s Osabutey & Okoro, . ) hus. th
Sh 2015) investment is government, thus, the
Z democratic is not so important for FDII.
Bureaucracy quality g%g;s)e & Hefeker,

The effects power of 12 political risk on FDI and FDII vary greatly. Perhaps more criti-
cally, of the twelve indicators, a full ten have a much stronger impact on FDII than FDI. That
is, FDII is far more responsive to political risk than FDI. The two exceptions are the impacts
of religion in politics and bureaucracy quality where their influence on FDI is stronger than
on FDIL

Corruption stands out as a particularly interesting risk indicator. It registers as having a
positive influence on FDI. It is the only risk to record a positive influence. That is, countries
with stronger corruption tend to attract FDI. In remarkably stark contrast, however, its ef-
fect on FDII is profoundly negative, being the risk factor with by far the strongest repulsive
effect on FDIIL This finding conflicts with that of Busse and Hefeker (2007) and Osabutey
and Okoro (2015), but is in line with Hines (1995) and Egger and Winner (2005). In the
short term, corruption can be a mechanism that invites investment for short-term gain. But
where the term of investment is much longer that benefit may be off-set by the increased
uncertainty of future conditions (Hosseini et al., 2018).

The warning has been well made that political risk scares off investors and can be ex-
pected to dilute FDI into risky developing countries that are much in need of investment.
This study draws attention to the extent of this debilitating effect, particularly in regard to
FDII. Moreover, the model offered quantifies the dollar value impact of investment change
for every one point rise or fall on the risk scales, across all twelve political risk categories.
That is, a dollar measure of the effects of the risk profile for every developing country can be
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generated revealing the dollar value loss of investment experienced by countries as a conse-
quence of their risk profile.

Nevertheless, the comprehensiveness of this research, from 2006 to 2015, across 90
countries, is also this papers weakness. Every country can be expected to be unique, and
thus FDI and FDII investments may be expected to respond in a nuanced fashion to every
countries risk profile. Pursuing these nuanced differences in risk profiles and how investors
may modify investments decisions in response, offers further fertile ground for continued
research. Such a line of investigation would augment understanding into the phenomenon
of foreign direct investment decision making and how governments in developing countries
adapt policies to mitigate political risk with the view to more effectively attract investment.

Conclusions

The inhibiting effects of political risk on foreign direct investment (FDI) are well established;
both through verifiable research as well as through the anecdotal wisdom of practitioners in
the field. Also understood is the desire of developing countries to attract foreign investment.
Principally as an impetus to enhance economic growth, but also because poorer countries
need outside capital to finance that growth. The problem remains that developing countries
tend to suffer from increased levels of political instability that scares off the very investment
they so much need.

Compounding this scenario is the particular role of foreign direct investment in infra-
structure (FDII). Infrastructure is at once the first level of investment on which further in-
vestment in an economy depends, but also, due to it relatively high capital intensity and long
pay-back period, is all the more averse to risks of a political nature. As well appreciated as
these observations are, no study yet has managed to comprehensively quantify the effects
of the various manifestations of political risk on FDII in developing countries. This study
addresses this short-fall with a panel data model, drawing on twelve risk factors, across 90
developing countries, over the years 2006 to 2015. It reaffirms the overall effects of politi-
cal risk on FDI, though doing so in a more comprehensive fashion. It also establishes the
effects of political risk on FDII, providing a significant tool for comparing and contrasting
the range of effects various parameters of risk have on both FDI and FDIL Of great interest
is the power that particular risk factors have on FDI and FDIL; in some cases the effects are
similar, sometimes much different, and sometimes even in opposite directions.

The contribution of this study to the broader community of practitioners is in the iden-
tification and quantification of the effects various political risks have on foreign investment.
Especially unique is the modelling of the quantification of monetary change in investment as
a response to changes in country risk profiles across the twelve political risk parameters. For
the first time, practitioners will be able to ascribe a dollar amount to political risk variances,
and with that knowledge set on more informed risk mitigation strategies as they pursue
investment abroad.

Certainly, however, this study has its limitations. The data is aggregate, pooling values
across all 90 developing countries, and is conducted over a long time period. Not all countries
are the same, and near history may be more relevant than far history. An exploration of these
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differences in finer detail may reveal additional nuances in how foreign investors respond
to country risk, and indeed how individual country circumstances further moderate their
attractiveness to outside investment. These considerations will be the subject of subsequent
research.
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APPENDIX
Table Al. 90 countries
Albania Ecuador Lithuania Senegal
Algeria Egypt Madagascar Serbia
Angola El Salvador Malawi Sierra Leone
Argentina Ethiopia Malaysia Somalia
Armenia Gabon Mali Sri Lanka
Azerbaijan Gambia Mexico Sudan
Bangladesh Ghana Moldova Suriname
Belarus Guatemala Mongolia Syria
Bolivia Guinea Morocco Tanzania
Botswana Guinea-Bissau Mozambique Thailand
Brazil Guyana Myanmar Togo
Bulgaria Haiti Namibia Tunisia
Burkina Faso Honduras Nicaragua Turkey
Cameroon India Niger Uganda
Chile Indonesia Nigeria Ukraine
China Iran Pakistan Uruguay
Colombia Iraq Panama Venezuela
Congo Jamaica Papua New Guinea Vietnam
Congo, DR Jordan Paraguay Yemen
Costa Rica Kazakhstan Peru Zambia
Cote d'Ivoire Kenya Philippines Zimbabwe
Cuba Korea, DPR Romania
Dominican Republic | Liberia Russia
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Table A2. The data description and source
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Data Data description Data provider Data source
It refers to the net foreign equity inflows
of investment into the 90 develgpmg World Bank http://databank.

FDI economies. It is the sum of equity database (2016) worldbank.org/
capital, reinvestment of earnings, and data/databases.aspx
other capital.

FDII refers to FDI flows into
infrastructure without consideration .

FDII of second or third order upstream or ?gngd%altgse lxé%ggg k ore/
downstream multiplier effects created by ’ T8
foreign investors.

There are 12 political indicators,
including Government stability,
Socioeconomic conditions, Investment
Political risk Profile, Internal Conflict, External Political Risk http://www.

($U.S. million), fixed telephone lines/100
population, and mobile telephone
subscriptions/100 population.

indicators Conflict, Corruption, Military in Services (PRS) prsgroup.com/
Politics, Religion in Politics, Law and
Order, Ethnic Tensions, Democratic
Accountability, Bureaucracy Quality.

GDP is the sum of gross value added by
all resident producers in the economy
plus any product taxes and minus any )

GDP subsidies not included in the value of the | World Bank }Virtct)lsllél/l:?:r:ib;rnl;.
products. It is calculated without making | database (2016) data/ datab:aseg ASDX
deductions for depreciation of fabricated Asp
assets or for depletion and degradation
of natural resources.

Annual percentage growth rate of GDP )

GDP growth at market prices based on constant World Bank }vilt(?r)l.(/i/bdaar:ibjrnl;

(annual %) local currency. Aggregates are based on | database (2016) data/ datab:asei ASDX
constant 2016 U.S. dollars. 5P
Total population is based on the de facto

p . deﬁnigog of population, which counts | World Bank http://databank.

opulation . worldbank.org/
all residents regardless of legal status or | database (2016) data/databases.aspx
citizenship. Aasp
It is a proxy for the investment
environment of foreign investment https://Www.

Macroeconomic |inflows, and assesses government budget | World Economic we?m:um or ’ y

environment balance, gross national savings, inflation, | Forum (2016) 0rg
general government debt, and country reports
credit rating.

It assesses the quality of overall

infrastructure across the 90 developing

countries, including the quality of roads, https://Www.
Infrastructure | railroads, ports, and air transport. It World Economic ?or'um or ) y
situation calculates available airline seats km/week | Forum (2016) r;)or s 018
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Table A3. Summary statistics on the variables

Variable Obs Mean Std. Dev. Min Max
FDI (billion USD) 885 6.86 25.55 -7.12 290.93
FDII (billion USD) 766 1.24 7.21 0.00 190.45
Government stability 900 7.83 1.48 4.58 11.42
Socioeconomic conditions 900 4.27 1.91 0.00 10.00
Investment Profile 900 7.36 1.86 1.00 11.50
Internal Conflict 900 8.61 1.53 3.00 11.50
External Conflict 900 9.51 1.37 3.75 12.00
Corruption 900 2.04 0.68 0.00 4.50
Military in Politics 900 3.03 1.57 0.00 6.00
Religion in Politics 900 4.37 1.37 1.00 6.00
Law and Order 900 3.01 0.99 0.50 5.00
Ethnic Tensions 900 3.74 1.26 1.00 6.00
Democratic Accountability 900 3.59 1.49 0.00 6.00
Bureaucracy Quality 900 1.60 0.79 0.00 3.00
Population 866 63.42 194.71 0.50 1371.22
GDP 892 2700.33 3585.85 0.00 11007.72
GDP growth 900 4.50 4.29 -28.10 34.50
Infrastructure 711 3.32 0.84 1.54 5.94
Macroeconomic environment 895 3.62 1.99 0.00 6.58
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