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ABSTRACT

Foreign Direct Investment (FDI) plays an importaote in the development of emerging economies aihds
recently been considered a force for the integrat countries, particularly developing ones, itite global economy.
However FDI flows into Sub-Saharan Africa (SSA) haen dismally low compared to flows into othertpaf the
world (UNCTAD, 2002). This study examines the &ffe€ country-risk factors—economic, financial apalitical
risks—on FDI flows into SSA countries during 199022 Using rigorous regression analyses, study ltesndicate
low levels of FDI flows into SSA are attributabtea risky business/investment climate. Specificéitlg capacity of
SSA countries to attract FDI is a function of ecmng financial and political risk factors, with pttal risk exacting
the most significant influence in the joint detaration of FDI inflows.

INTRODUCTION

Theories on the growth of foreign direct investm@rbdl) have generated different explanations foiy viADI
occurs. Kindleberger (1969), Hymer (1972), and idachi and Toyne (1990) argue that FDI is the direstlt of an
imperfect global market environment. The interratiizn theory, for instance, postulates that FDletalplace as
multinationals replace external markets with mofécient internal ones (Rugman 1985 and 1986), avitkn
internalization of such imperfect markets occursoss national boundaries, it leads to the creadbmultinational
corporations (Rugman, 2002). Dunning (1986, 19BBhis eclectic theory of international productiatates that FDI
emerges because of ownership, internalization, kmation advantages. Most empirical studies clas$iDlI
determinants into demand- and supply-side detemtsn@oot and Ahmed, 1978 and 1979; Agarwal, 1980¢y posit
that the demand determinants of FDI are aggregat@bles classifiable into three main categorieinemic or
marketing, social, and political. Some studies hgiven limited attention to social and politicaflirences (Root and
Ahmed, 1979; Dunning, 1981; Schneider and Frey,5]19hile others have focused largely on economitofs
(Dunning, 1973; Lunn, 1980 and 1983; ScaperlandaBaiough, 1983; and Culem, 1988). Few studies kaamined
the financial aspects of the FDI-demand view paistyally such host-country allure studies inappetply subsume
financial market environment in the economic.

This study uses a comprehensive theoretical mdul takes into account all country-risk factors Isas
economic, financial, and political risk factors—aegtely and collectively—to better explain FDI detéants for the
SSA (i.e., the location advantage perspective)aBglyzing FDI inflows into the SSA countries ovbe tlast thirteen
years, the study provides further and reliable eicglievidence on macro-economic factors that aff€al inflows, in
addition to the following significance of the study

First, the SSA countries are chosen for this shebause they possess characteristics that are aotontioe vast
majority of under-developed countries: SSA coustséll face huge economic, social, and politidahltenges; living
standards still remain at low levels for much & fropulation. Therefore, the study contributestodgrowing literature
on FDI and country-specific risks in the SSA regiomgeneral.

Second, understanding FDI determinants for the 8&atries is of interest to both policy makers &ngstors
because FDI is particularly driven by globalizatimhmarkets, which has become pervasive (World Ba8R7). FDI
can be an important and stable source of foreigitaleflows for the SSA countries, which will apprate highly any
additional external investment capital and the ey curveted FDI spillovers. These spillovers mcdecause
multinational firms possess numerous proprietaryaathges and can, for instance, provide needed-|éngth
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managerial skills and contemporary technology (Mey®98). Further, environmental factors such asketag,
social, host-country economic performance and e¢gurgks have been found to affect investment decss(Agarwal,
1980). Therefore, a study of FDI determinants ditamhally important for the SSA countries becatif¥l serves as a
powerful force for competitively integrating devpiog economies into the global economy (UNCTAD, 1%hd
2000); it can influence a host-country’s prospeaisywell as improve its absorptive capacity.

Third, given that country-risk factors of develoginountries and particularly SSA countries areroftéed as
major reasons for their dismal record for attragtioreign investment funds, it is important to atzi@ which of the
country specific risks is most influential in deténing FDI inflows. Such knowledge would inform thppropriate mix
of policies for attracting more FDIs than is cuthgrin vogue, and in the process increase the @enbenefits of
FDI—which are vital ingredients to development-riagdSSA economies.

Foreign Direct Investment (FDI)

FDI is defined as activities that are controlledd arganized by firms in different nations or hosuuetries
(Dunning, 1988), or when the parent company haadbrglants or subsidiary operations in another ttguiworld
Bank (2004) defines FDI as the net inflows of irtwesnt to acquire a lasting management interesp&tfent or more
of voting stock) in an enterprise operating in aaremy other than that of the investor. FDI ioalefined as the sum
of equity capital, reinvestment of earnings, otloerg-term capital, and short-term capital as shawthe balance of
payments (WDR, 2004). As Dunning (1988) points dbgre is a clear distinction between FDI and plicf
investment. In the case of FDI, the parent comgsas/direct and ultimate control over the scope ratdre of daily
operations, and is transferring not just capitahi® host countries, but also technology and manageskills. On the
other hand, portfolio investment is simply the dypgf capital from a lender to a borrower; it is tivated by the rate
of return on capita, and requires borrowers to Ipagk the loan plus interest. Additionally, portfoinvestment can
involve the purchase of foreign stocks, bonds,theosecurities, and has no controlling interesh@investment.

Host-Country Factorsthat Affect FDI Inflows

All business transactions involve some degree sK, rbut international business transactions caddit@nal
political, economic, and financial risks not presendomestic transactions. Country risk relateshi® possibility of
changes in the business environment, and to thahplity that these changes can adversely affeeratng profits as
well as the value of assets of foreign investotse Tisks arise from country environmental factarshsas legal and
regulatory changes, government transitions, hurigins issues, currency crises, and terrorism, tjushention a few.
For multinational companies, these instabilitiesli(fral risks) can threaten corporate financiasifions, as the costs of
doing businesses in an unpredictable, volatileitipally unstable country are usually substanthbst country-risk
measurements are a multidimensional constructititdtide political, financial, and socio-economidiicators. For
many of these constructs, analysts reduce risksotoe type of index or relative measure. To measskebased
environmental factors that affect FDI (e.g., politi economic and financial risk factors), we ule international
country risk rating (ICRG) as in Coplin and O’Leg®094). Political, economic, and financial factars of interest to
investors, businesses, and individuals. A numbemffiential studies have employed ICRG data, asnty-risk
ratings are reported to have a high correlatiom aittual future equity returns (Harvey et al., 199@all and Jones,
1999).

The crux of focusing on risk-based environmentatdes of FDI is that countries that have transpapatitical
institutions and governance structure in additmmitomoting and improving their economic and finahistitutions
and structures attract more FDI in particular angtstment funds in general. That is, foreign inesare less likely to
invest in risky countries. Therefore, the studyksege answer the following questions:

1. Does country-risk matter in influencing inward-bdurDI decisions for the SSA countries?

2. Can we estimate the impact of specific country-regkmponents—opolitical, economic and financial
risks—on FDI flows into SSA?

3. What, therefore, are the apparent development eltly policy recommendations from answers to these
two questions?
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Alternatively, these research questions can bepsatated in one broad question: What country-ragitdrs influence
FDI flows into Sub-Saharan African (SSA) countries?

Political Risk

Multinational firms are very concerned with the ipoél stability of any country in which they plaio do
business. Naturally, they prefer to operate in toes with a stable and friendly government. Ineestcontinually
monitor government policies in countries in whittey operate for political changes that could adlgraffect their
operations. International firms may face restricsion terms of percentage of ownership, the nurob@on-host staff
and executives they are allowed to employ, the annoliprofits they are allowed to take out, theaymwf industries in
which they can invest, and their overall conducthaf business. Many other national laws such atatas, labor laws,
product liability laws, trade restrictions, exprigions laws, and anti-trust laws, also affect aternational firm.
International business firms are also affected bghsinternational laws as property rights whicholwe rights to
patents, designs, copyrights, and trademarks.

Moran (1998) argues that the host country investrabmate is an important determinant of the magptét of
spillovers which a host country experiences. Hegests that a liberal investment climate attractsenttynamic FDI
that exhibits some of the best and highly efficisr@nagement practices. He further suggests thabéesand friendly
investment climate encourages export-oriented opasathat are integrally tied into the MNEs’ glélsaurcing and
operations. Clearly, this will serve the intereSaaeveloping country that seeks to be competitii@egrated into the
global markets.

On the other hand, restrictive regimes impose mangaconditions such as joint partnership, licegsior
domestic local content requirements. Consequetitigse restrictive investment climate regimes dttfedols that
exhibit older technology and lags behind in thdiaation of management and best practices. In thise, FDI is
oriented towards producing for the local marketd anay be under joint partnership or other typedicg#nsing
restrictions that are less likely to be integraited the global sourcing and production networkdeindomestic local
content requirements, foreign investors are fotoesuibstitute poor quality local inputs for betterality imports. This
consequently leads to production for the noncortipethost market, and often limits the achievenwrédconomies of
scale (UNCTAD, 1991). Kokko and Blomstrom (1998ywe that the imposition of host country restriciaon the
production activities of multinational affiliates hegatively correlated with technology inflowsoitthe host country.

Robock (1971) defines political risk as the likelid that political forces will cause drastic changea country’s
business environment. He defines political riskites change in political institutions due to changegovernment
control, and in social and economic factors. Irs thiudy, political risk refers to the host governtige policies or
decisions that constrain the business activitifem@ign investors, and/or affect the business aferin such a way that
foreign investors may lose the investment or sudfelecline in their investment value. Politicakriacludes potential
risks that arise from internal and external cotslim the host country, expropriations, and otmaditional political
problems. Given its perceived importance, sevemgdirical analyses have been conducted and thmdjsan political
risk as an influential determinant of FDI are ldyga the affirmative. Smarzynska and Wei (2000)dfithat extent of
corruption in a country reduce inward-bound FDbiltastern Europe and the former Soviet Union. Letm{4999)
argues that country-specific risks coming from ficdi and macroeconomic uncertainty have a sigaifiampact on
U.S. multinational firms’ FDI decisions in develagi countries. In partial support for Lehmann’s angat, Jun and
Singh (1996) find that political risk is a sign#ict determinant among the countries that receigb kivels of FDI but
not among the countries with low FDI inflows. Ireteame supportive vein, Ojah et al (1997) docurtiettpolitical
risk is a significant determinant of excess retumsnvestors of US MNCs that extended manufactutm foreign
markets via joint ventures.

This study assumes that a political risk measust #ncompasses government policies and their ichplie
credibility is likely to determine FDI inflows intthe SSA economies. The study empirically examtheselationship
between political risk and FDI in these countridstl® cross-national level. The study hypothesiaesegative
relationship between political risk and FDI, thuggesting a positive relationship between FDI wfland political risk
points. High scores mean that the legislature’'sisitat and law-making processes are transparefiigiestt,
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trustworthy, and reasonably democratic; that pedicare implemented transparently, efficiently, aodsistently to
ensure equitable treatment of all subjects underldiv. High scores are expected to increase FDHdxyreasing
instability and, thus, decreasing investment risk.

Table 1 Classification of Composite Risk Ratin

Risk Classification Risk Points (%) Risk Classification Risk Paints (%)
Very High Risk 00.0 to 49.9 percent | Low Risk 70.0 to 79.9 percent
High Risk 50.0 to 59.9 percent | Very Low Risk 80.0 to 100 percent
Moderate Risk 60.0 to 69.9 percent

Financial Risk

The financial risk measure reflects a country’dighio finance its official, commercial and tradebt obligations
as well as provides a means of assessing a cosifftngncial markets’ capacity and stability. Fostamce, the larger
the proportion of debt to total capital that ecoimmmits in the country hold, the greater the likebd of the units’
inability to service debt contracts (financial désts/risk). Feder and Just (1997), Cline (1984, @allier (1985) argue
that a country’s financial state (equity and credarkets’ depth and breadth) plays an importarg iol attracting
foreign capital and in economic development. Tlain addition to the advantage of FDI-bearing MBI@bility to
source capital from diverse national financial netsk MNCs are further encouraged to locate produodti foreign
markets they believe will provide them with workiogpital funding at affording capital cost, for tausce. Similarly,
were they to source equity funds in host countf&3l, companies would like to list their stocks &latively efficient
national stock markets that maintain the valuehefrtequity shares as well as allow them to ragpgte capital with
minimal dilution of ownership. In other words, Idimancial risk economies have credit markets inohhiinancial
services firms seek savings competitively and firaside credits at affordable interest costs; dmirtstock exchanges
are well run to the extent that many local firmst ltheir stocks there and that shares are trad#ud minimal
discounting (high liquidity in the secondary majket

Therefore, countries that are characterized byflaancial risks would attract more FDI inflows thaountries
characterized by high financial risks. Table 2 shdhe financial risk measure’s classification usethis study.

Table 2 Financial Risk Classification

Risk Classification Risk Points (%) Risk Classification Risk Paints (%)
Very High Risk 0.00 to 24.9 Low Risk 35.0 to 39.9
High Risk 25.0 to 29.9 Very Low Risk 40.0 to 50.0
Moderate Risk 30.0 to 34.9

Economic Risks

The level of economic activity of a country sets #tage for business operations. A growing econemaples an
established business to prosper and offers nevargata greater chance to succeed. Internatiormak feonstantly
monitor economic activities of countries in whidiey operate and of countries they wish to enteme@aly, the
following elements reflect the economic conditiomlsa country: gross domestic product (GDP), anpeaibdic
increases in GDP (rate of economic growth), le¥&bDP per capita, rate of inflation, stability afchal currency, rate of
unemployment and balance of payments. The mongand evaluation of these activities permit mutioaal firms to
assess the macroeconomic viability of target FDipient countries. The review of economic actiwtaso helps firms
to consider further expansion (more investmentsplan a pullback (divestment) in a country theyeatty conduct
business.

Economic risk deals with factors associated witiditional indicators of fiscal policy effectivenessch as
inflation, per capita GDP, GDP growth rate, fisbatlget and current account balances. The econaski neflected in
these indicators arise from adverse shifts in famelatal macroeconomic policy goals or from a sigatfit change in a
country’s comparative advantage. The overall psepaf the economic risk measure is to provide ansmedassessing
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a country’s current economic strengths and weakses$s general, where strengths outweigh weaknéssalicates a
low economic risk, and where weaknesses outweigingths it indicates a high economic risk. The mimin number
of points that can be assigned to each componeheaheasure is zero while the maximum number oftpalepends
on the fixed weight each component is given indkerall economic risk assessment. For this measuedpwer the
risk points total, the higher the risk; and thehgigthe risk points total, the lower the risk. Exd@s of the economic
risk measure components are GDP per capita, realahrGDP growth, annual inflation rate, budget bedéaas a
percentage of GDP, and current account balancepascantage of GDP (PRS Group, 2004). One canhsedahese
components individually reflect growth policy- aadinstitutional-factors that can affect a firm'bility to carry out

production successfully (profitably).

EMPIRICAL TESTSMETHODOLOGY

This section describes the data, states the hypeshand discusses the methodology employed tothest
hypotheses. Let's begin with description of theadat

The Data

In seeking to ascertain the determinants of FObm$ into SSA countries, the study articulates@oaintry-Risk
theoretical model (figure 1). The model states thBi is determined by country-risk factors suchex®nomic,
financial and political risk factors. To validateetmodel, hypotheses are empirically tested usigniitative data. The
data sets are compiled from several sources foeienation of the model. Data on FDI is obtaineshf the best
source of world development indicators, the WorlahBs data bases. Quantitative data on politicednemic, and
financial risks are obtained from the Political R&ervices (PRS) group database.

The Concept M odel and Hypothesis

The theoretical model is consistent with the emigtiheories of international production, where deenand for
inward-bound FDI is said to depend on a varietghidracteristics of the recipient country. The gsialstarts from the
notion that the location advantage point of viewrdfl is influenced by host-country environmentaitéas. Therefore,
the dependent variable represents the host-codetmand for FDI while the independent variablesamaprised of
political, economic, and financial risk componenigaportant constituents of a host-country’s enviremtal terrain.

Figure 1. Schematic Illustration of the Country-Risk Theoretical M odel

Multinational Companies -FDI

v

FDI DETERMINANTS
Host Country Environmental Factors

Economic Risk Financial Risk Factors Political Risk Factors

The key hypothesis of the study is based on thenttpRisk Model, presented schematically in Figlirel his
theoretical model posits that FDI inflows into auntry (here expressed as FDI amount as a percahieatountry’s
GDP) is a function of three major country-risk farst of the host-country—economic, financial andtjmal (express as
risk points per the ICRG’s measurement scheme).

The World Bank (2004) define FDI as the net inflosfsnvestment to acquire a lasting managementestg10
percent or more of voting stock) in an enterpriperating in an economy other than that of the itoredt is also
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expressed as the sum of equity capital, reinvedtrobrearnings, other long-term capital, and shertrt capital as
reported in the balance of payments. We use F[&l psrcent of GDP because it adjusts foreign investrfiows for
size of the host-country’s economy. This normaimais necessary because the size of a countryB & influence
the amount of FDI it attracts. We group the loaatimsed determinants of FDI into major categorymothe literature
has dubbed country-risks factors. The dependemablar (FDI) represents the host country demand-fot, and we
expect a direct relationship between it (FDI infloas percent GDP) and the location-based FDI detants (country
risk characteristics).

In sum, the hypothesis is that FDI inflows into tB8A countries depend on the degree of econonmandial,
and political risks in these host-countries. Altively, the hypothesis can be stated as folldwi3t inflow into
country | (I =a SSA), is a function of economimacial, and political risk points. It can be exgsed mathematically
as:

FDI (I=) = Bo + B1(ECONOMIC RISK) +B,(POLITICAL RISK) + B3 (FINANCIAL RISK) + ¢, (1)

where, ECONONOMIC RISK, FINANCIAL RISK, POLITICAL FBK represent, accordingly, economic, financial and
political risk-points;Bo. B1, B2, Pz are regression coefficients, amdis a random error term. We expect economic,
financial, and political risk-points to be positiyeelated to FDI inflows. In fact,all risk-poinfper ICRG measurement
scheme) are expected to be positively associatddRidl inflows.

Empirical Estimation

Empirical tests were conducted using both the BeaPsoduct Correlation and Ordinary Least Squa@HdsS|
regression methods. Regression analysis on FDirdetants is performed for the SSA countries for pleeiod 1990-
2002. Specifically, the study tests the relatiopdbetween the dependent and independent variatésh encompass
each country’s economic, financial, and politidakmeasures. Country risk factors were choseaus®e they interact
among themselves in a number of ways, and theyelargverlap with other FDI determinants (e.g., aband
marketing factors). Furthermore, investors focugolitical, economic, and financial institutionstag primary source
of actions and policies that determine the suceass viability of FDI (Wilhems, 1998). Thus, the ebfive is to
investigate whether country risk factors are indiegbrtant determinants of FDI inflows into SSA otnies.

Analysis of Results

The interpretation and discussion of empirical reates and other tests are discussed in this sediib8
regression methods was used to determine the éstdmegression line and to predict the value ofréfsponse variable
for any value or combination of values of the petali variables. Goodness-of-fit statistics, suchiRasquare, adjusted
R-square, and standard error of the estimate, weeel to determine whether or not the overall mqaelides
information for the prediction of the dependentiable. For the test statistics, we adopt the cotiweal benchmark
that coefficients with p-values less than 0.10 §phse < 0.10) are statistically significant, and ¢lhns reject the null
hypothesis and conclude that the coefficient isifizantly different from zero, 0. Two- tailed tsep-values are
reported in the regression tables, indicating eadividual independent variable’s predictability tfe dependent
variable.

Regression Results

SPSS software was used to perform the OLS regressialysis and to estimate the effects of the thgmited
variable and the control variables on FDI inflowasd especially to check if the changes in FDI carekplained by
country risk factors. Recall that high risk poictsrrelate with desirable properties for privateestors, and indicate
that institutions are transparent and trustwortbgnsequently, FDI inflows depend on the economi@rfcial, and
political risks in the host country. Also recalatithe country risk model specifies the followimgdationship:

FDI (I =) = o + B1 (POLITICAL RISK) + B, (FINANCIAL RISK) + B3 (ECONOMIC RISK) +¢
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Regression results show that the country risk medglificantly predicted FDI inflows for only 12 wotries.
That means, R-square values were statistical gignif at 90% confidence for only 12 cases (countrieshis case we
can argue that the group of country risk factoc®f@mic, financial, and political risk) reliablyetticted the dependent
variable (FDI) for only 12 countries out of 47. Theerall strength of association was weak for ttie035 countries,
meaning that the information on country risk poitits not provide sufficient evidence to predict FBflows.

Table 3 Example of M ultiple Regression Results of Country-Risk Factorson FDI Inflows

Kenya Tanzania Uganda
Constant 1.501 (0.323) -10.835 (0.075) -5.986 (0.000)
[1.045] [-2.013]* [-6.639] ***
POLITICAL RISK -0.023 (0.290) 0.182(0.063) 0.155 (0.001)
[-1.123] [2.121]* [5.194] ***
FINANCIAL RISK -0.021 (0.762) -0.135 (0.179) 0.020 (0.332)
[-0.312] [-1.457] [1.026]
ECONOMIC RISK 0.020 (0.792) 0.179 (0.126) -0.023 (0.286)
[0.272] [1.688] [-1.135]
R-Square 0.203 0.884 0.955
Adjusted R-Square -0.063 0.781 0.940
Std. Error Estimate 0.387 1.068 0.291
No. of Observations 13 13 13
Degrees of Freedom 12 12 12
F-statistic 0.765 10.703*** 63.588***
Significance (0.542) (0.003) (0.000)
p-values are in parenthesis; t-statistics are acheats
e = Significant at 99% confidence interval
* = Significant at 95% confidence interval
* = Significant at 90% confidence intdrva
CONCLUSION

The study confirms that the ability to attract Fbflows depends on the host country’s institutiamsl policies
(Wilhelms, 1998; Pigato, 2001). Thus by working iomproving environmental factors that influence FBuch as
minimizing country risks, developing countries aaxperience more FDI inflows, which in turn wouldntdbute to
sustainable economic growth and development. Spaby, regression analyses reveal that politi@dpnomic, and
financial factors influence FDI inflows in the SSBEhough results for some countries did not fullport the country-
risk model, overall results generally support obatons long made by Gilpin (1975) that it is thestcountry’s
environmental factors and implementation of polidieat determine inflows of FDI; and recently by iW&lmns (1998)
that the ability of a country to attract FDIs igelenined more by its economic, financial, and jpedit policies than by
its inherent characteristics.

The theoretical model is based on the notion tbhanhty-risk factors play a critically huge role determining
FDI flows into SSA countries. The results indeedfoon the importance of country-risk factors inrattting FDI for
SSA, and show that investors prefer to invest inelatively stable business environment charactdriag low
economic, financial and particularly political rsskThus, the study highlights the importance ofregoment
institutions that are responsible for making anglementing policies that affect a country’s bussiewestment
climate.

Therefore, to attract more FDIs, SSA governmentstrimaportantly establish favorable political comaliis such
as democratic, transparent and stable governanee state free of internal and external conflicteeif financial
markets should be characterized by low volatil@fficient transfer of claims and appreciable deptid breadth. A
credible judiciary and legal infrastructure thatifitate entry into and exit from business and tfynenforcement of
contracts are vital. All these (per components aifintry-risk measures used in this study) alongsideeffective
regulatory framework would be tremendous in creatin environment conducive to all manner of investts.
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FURTHER WORK

By establishing the importance of country-risk éastin predicting FDI inflows, this research enames further
use of the ICRG data for FDI studies at both induahd firm levels. Establishing that country-rigkriables correlate
with FDI inflows partly validates Schneider and ¥se(1985) findings that a combination of politicahd economic
variables works best in explaining FDI decision.fuler validation can include additional considésat of social,
cultural and other host-country environmental feg'teffects on FDI decision in SSA countries.

Africa is divided into five economic trading blocand the study of FDI determinants can be extertded
particular region: Southern, Central, Eastern, \&aesand Northern blocs.
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