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Abstract 

This paper investigates the effect of exchange rate and institutional instability on the level of Foreign Direct Investment 
flows between developed and developing countries by presenting an empirical investigation on a panel of countries over 
two decades, both with cross country and cross sector data, justified by a partial equilibrium model of foreign entry. The 
issue is first presented with a partial equilibrium model of FDI in an oligopolistic industry , where n identical foreign 
firms have to decide whether to enter a host market characterized by exchange rate volatility and political risk. The 
results are that both exchange rate variability and political risk have a dampening effect on FDI flows, and that the 
interaction term is negative, indicating that the two effects reinforce each other. The econometric analysis confirms and 
verifies these results. The sectoral evidence points in the direction of specific industry effects, especially with respect to 
the role of interest rates and wages. The general conclusion regarding the role of exchange rate instability and 
institutional risk are confirmed, with some qualifications for the primary, financial, depository, trade and service 
sectors. 
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1. Introduction 

 
Foreign Direct Investments (FDI) are a significant source of flows of resources across borders, 

accounting for a large share of net flows, especially from developed to developing countries2 and 

are becoming increasingly more relevant over time. According to the World Investment Report 

(2008) global FDI inflows rose in 2007 by 30% to reach $1,833 billion, with $500 billion of flows 

directed towards less developed economies, with the three largest recipients, among developing and 

transition economies, being China, Hong Kong and the Russian Federation.  

As an illustration of the destination of FDI, the following figure constructed from UNCTAD data 

on FDI inflows provides some evidence on the trends of inward FDI both in developed and 

developing countries from 1970 to 2006. 

                                                 
1This paper is originates from my PhD dissertation, and was written in part during my research stay at the Economics 
Department, Boston College. I would like to thank Fabio Ghironi, Marzio Galeotti and Giovanni Facchini for useful 
comments and discussions. The usual disclaimer applies. 
2 There is also evidence of significant flows among OECD countries and a strand of literature examining resource flows 
towards developed countries, e.g. Lucas, 1990, but is not the focus of the present analysis. 
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Figure 1: Inward FDI 1970-2006 (UNCTAD) 

 

FDI represent one of the modes of accessing a foreign market and of internationalizing activities. A 

firm that decides to become international faces a number of risks that must be taken into account 

and analysed. These risks are associated with the overall uncertainty regarding the success of the 

venture and the economic, political and regulatory environment in the host country. Country 

specific factors that might influence a multinational's firm success can be summarized as country 

risk, which can be economic, commercial and political. Economic risk is related mainly to 

macroeconomic conditions of the host country such as the real interest rate structure and 

movements, and exchange rate volatility. Commercial risk is related to enforceability of contracts 

with local partners and suppliers. Finally, political risk can be a very important factor and is related 

to the possibility of changes in the regulatory and operational framework, such as changes in price 

controls, instability of the legal system and its enforcement and, last but not least, the risk of 

expropriation. The latter refers to the possibility that the local government decides to expropriate 

the foreign capital completely or forces the owner to give local partners ownership shares, below 

face value.3 As an illustration, we report results of a survey conducted on European parent 

companies investing in Southern Africa4 illustrating the percentage of respondents identifying 

particular risk factors associated with the host economy. The two most common risk factors that 

emerge from this survey are unstable macroeconomic environments, characterised by exchange rate 

volatility, and regulatory uncertainty. 

These considerations lead to the question of understanding the effect of exchange rate variability 

and political risk, seen as the possibility of expropriation or changes in the regulatory and taxation 

framework by the host government, on the firm's decision to access foreign markets, focusing 

specifically on Horizontal FDI,5 which are defined by the IMF as ``a category of international 

investment that reflects the objective of a resident in one economy (the direct investor) obtaining a 

lasting interest in an enterprise resident in another economy (the direct investment enterprise)”. The 

lasting interest implies the existence of a long-term relationship between the direct investor and the 

direct investment enterprise, and significant degree of influence by the investor on the management 

of the enterprise. A direct investment relationship is established when the direct investor has 

                                                 
3 Nordal, 2001. 
4 Source: Jenkins and Thomas, 2002. 
5 There is also the interesting aspect of Vertical FDI, which involves the fragmentation of stages of production, but will 
not be addressed here. 
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acquired 10 percent or more of the ordinary shares or voting power of an enterprise abroad. 

Given that a large portion of FDI flows are towards developing countries, the role of exchange rate 

variability is also important. Therefore, an interesting issue to be addressed, which is the focus of 

the present paper, is the combined effect of exchange rate volatility and political risk on the amount 

and direction of FDI. 

The paper is structured as follows: Section 2 briefly summarizes the relevant literature, while 

Section 3 sets out the research questions. The partial equilibrium oligopoly model is presented in 

Section 4, as a basis and justification for the country level empirical analysis in Section 5, with a 

specific focus on the interaction effect of ER volatility and institutional risk. Section 6 presents the 

sector-level data and econometric analysis. Section 7 summarizes and concludes, highlighting 

possible policy implications. 

2. Related Literature 

 

The effect of political risk, in the form of expropriation, changes in law and regulations, and the 

institutional framework in the host country of FDI has been assessed through several empirical 

studies, using both cross country comparisons and panel data sets. A detailed literature review can 

be found in Busse, 2004. 

The main findings from cross country studies have highlighted the importance of the institutional 

framework of the receiving country on the flow of private investment. Brunetti and Weder, 1998, 

find a significant and negative effect of institutional uncertainty and FDI, while Lee and Mansfield, 

1996, find a positive effect of intellectual property rights protection and private investment flows. 

More recently, Wei, 2000, reports a negative impact of corruption on inward FDI. Loree and 

Guisinger, 1995, find mixed results on the effect of political stability on FDI. 

Other recent contributions take into consideration also the time series dimension, by exploiting 

panel data sets. Jun and Singh, 1996, and Gastanaga et al., 1998, find a significant and negative 

statistical effect of measures of political risk and other political variables (such as corruption, 

nationalization risk and imperfect contract enforceability) on flows of private investment. The role 

of democracy is also explored, with studies by Busse, 2004, Harms and Ursprung, 2002 and Jensen, 

2003, showing that countries with democratic regimes are more likely to attract FDI inflows. 

However, Li and Resnick, 2003 and Sethi et al., 2003, fail to find a significant effect of political 

stability on FDI flows. Li, 2006, also analyzes the effect of different measures of political violence, 

both on the location choice and on the amount of FDI, finding significant results and highlighting 

that political violence and instability affect the location choice and the investment amount 

differently. In a recent contribution, Busse and Heffeker, 2007, explore the relations between 

political risks, institutions and FDI flows using a sample of 83 developing countries over a 20 year 

period. Their findings suggest that several indicators for political risk and institutional quality are 

significant determinants of FDI inflows. 

The theoretical literature has also contributed to the understanding of the link between political risk, 

especially in the form of expropriation, and direct investment. The design of optimal contracts 

between the host government and the MNE is first analyzed in a static setting (Eaton, Gersovitz, 

1984), then extended to a fully dynamic environment (Thomas and Worrall, 1994). Eaton and 

Gersovitz propose a theory of expropriation based on the optimizing behaviour of host country 

government and foreign investors. They highlight the role of the threat of expropriation, rather than 

the act itself, and show how this policy can be harmful for the host country's welfare. The authors 
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also examine the role of risky projects (with risks other than that of expropriation) and assume risk 

neutral firms and risk averse host countries. Thomas and Worrall stress the importance of limited 

contract enforceability between multinational enterprises (MNE) and local governments, and show 

that the short term incentive to expropriate is actually outweighed by the long term incentive to 

attract more FDI in the future. The analysis is then extended to determine the form of the optimal 

self enforcing dynamic contract. 

More recent literature endogenizes the decision of the host government to expropriate by 

introducing knowledge and technological spillovers from the MNE to local firms, in the context of 

imperfect contract enforceability. Two interesting contributions are Albuquerque, forthcoming, and 

Maliar et al., 2005. The first paper endogenizes inalienability through spillovers in the form of a 

human capital externality and organizational capital that flow from foreign-owned production 

establishments to the host country, building from the endogenous growth literature. Maliar et al. 

predict that when spillovers are large a developing host country will not expropriate foreign capital 

and will behave as under perfect enforcement of foreigners' property rights. Otherwise, when 

spillovers are insignificant, there will be expropriation and the long term outcome will be financial 

autarky, since no FDI flows will take place. 

The second strand of literature is related to the effect of exchange rate (ER) volatility on FDI. A 

recent theoretical contribution is Russ, 2007, which analyzes the effect of exchange rate volatility 

on Horizontal FDI flows and multinational firms' decision to enter foreign markets in the context of 

a general equilibrium model, such that the exchange rate is endogenous, in which heterogeneous 

firms face repeated sunk costs in production at home and over seas. The main findings are that 

macroeconomic volatility (here due to monetary shocks) in the firm's native and host country both 

increase ER volatility. However, the firm's response to ER volatility depends on whether the 

underlying shocks originate in the home or host country. The effects also depend on the firm's 

specific productivity level. Smaller and less productive firms may be discouraged from investing 

overseas by macroeconomic instability, while larger and more productive firms are not. The origin 

of monetary volatility is important when analyzing the entry and investment decisions of foreign 

and native firms. Exchange-rate variability can mitigate the effects of uncertainty in the host-

country money supply on FDI encouraging FDI. Monetary volatility in a firm's home market 

introduces exchange rate risk without offsetting effects on sales, deterring FDI. Other theoretical 

contributions to this topic include Aizenman, 1993, and Goldberg and Kolstad, 1995. 

The empirical evidence on the effect of ER variability on FDI is somewhat mixed. While Campa, 

1993, finds a negative effect of volatility for FDI, mainly due to the presence of fixed costs, other 

authors, such as Cushman, 1985 and 1988, and Goldberg and Kolstad ,1995, find that ER volatility 

increases FDI by US firms, while Zhang, 2001 supports these results, for FDI within the EU. 

A paper that combines these aspects together and examines the role of exchange rate risk, contract 

enforceability and trade is Sayinta, 2001. Given the mixed empirical results on the sign of the effect 

of ER risk on trade, the author sets up a model with risk neutral agents6 and imperfect contract 

enforceability and shows that ER volatility depresses trade when contractual insecurity is high, then 

the effect is reversed when insecurity decreases, and the effect dies out in the extreme case of 

perfect enforcement. The original contributions of this paper are the modelling of imperfect contract 

enforceability through a parameter, θ , which is a parametric probability that a defaulter is forced to 

                                                 
6 Most of the previous literature in trade effects of exchange rate variability assumed risk-aversion. Relaxing this 
assumption and taking into account the possibility if hedging is another contribution of this paper. 
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execute his contract, and its interaction with exchange rate risk in determining the overall effects on 

trade. 

3. Motivation and Research Question 

 

This paper aims at examining the role of two determinants of FDI inflows, reflecting 

macroeconomic conditions of instability in the host country, namely exchange rate volatility and 

institutional or political risk. The analysis is conducted in three progressive stages. First, the macro 

level is considered, both from a theoretical and empirical standpoint, by examining the separate and 

combined effect of the two risk measures on foreign capital inflows. This analysis confirms the 

dampening effect of both variables, and a negative marginal effect of institutional risk when 

exchange rate volatility increases, indicating a negative complementarity between these risk 

indicators.  Moving on to a meso-level, sectoral data are considered, in order to investigate/gauge 

the magnitude and relevance of ER and political risk on disaggregated foreign investments. The 

dampening effect of both variables on FDI inflows is retained, and sector-specific patterns emerge. 

In this case data is stacked by sectors, and the relevant interaction effects are those obtained by 

interacting industry dummies with the variables of interest. Finally, as an additional consistency 

check, other relevant FDI determinants (namely wage and interest rate variables) are included in the 

analysis, shedding light on the overall mechanisms underlying foreign capital movements.  

 

For a multinational enterprise, FDI can be considered as an internationalization strategy for 

different purposes. It can be used as a mode of entry in the host country market and is therefore a 

substitute for exports, with the multinational facing the choice between investing in that country or 

exporting directly into it. FDI can also take place to take advantage of specific characteristics of the 

host country in terms of input availability and costs or taxation regimes, and the output of 

production is then exported back to the home or a third consuming country. In the latter case, the 

multinational firm has a choice between several possible host countries; therefore, the number of 

foreign firms in a specific host country is endogenous. The focus of this paper is the analysis of the 

effect of exchange rate variability and political risk on the FDI flows. Therefore, we don't consider 

the case of FDI as a substitute for exports in the host country. Following Lahiri and Ono, 1998, 7 we 

make use of the concept of a small open economy in FDI in which there is free entry and exit of 

foreign firms. The outside option for the multinationals is to invest in another host country, and this 

defines the free entry condition. 

In the theoretical model presented in the next Section, we consider an oligopolistic environment, 

with multinational firms competing strategically in a Cournot fashion. This choice is motivated by 

previous literature, which has stressed how FDI is indeed associated with imperfect competition, 

strategic choices and the presence of economics rents.8 Several papers that explore optimal tax 

policy in the presence of economic rents earned by multinational enterprises that rely on imperfect 

competition, following the seminal paper by Brander and Spencer, 1985. 9 

While the separate effects of various measures and indicators of political risk and ER volatility on 

the flows of FDI to developing countries have been object of several empirical and theoretical 

                                                 
7 In several papers, summarized in Lahiri, Ono, 2004, the focus of the authors is the analysis of optimal host country 
policies to attract FDI. 
8 Justification for the oligopolistic setting can be found in Devereux, Hubbard, 2003, and Buch et al. 2005. 
9 Levinshon, Slemrod,1993, and Janeba, 1996. 
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studies, the issue of the interaction of these two forms of risks facing the multinational firm has 

been analyzed mainly with respect to trade and export flows, and not to FDI. This paper aims at 

filling this gap by analysing the combined effexr of ER volatility (i.e. ER risk) and political risk on 

FDI outflows. 

There also seems to be scarce evidence and analysis on the differential impact of these variables in 

different sectors, which could be related to different capital intensity, technology content and other 

sector-specific characteristics. We therefore extend the analysis to take into account cross-sector 

differences, by analyzing sector specific FDI inflows, with political risk and institutional measures 

as control variables. Results of this empirical investigation are presented in Section 6. 

4. Theoretical Background 

 
As a theoretical framework for the empirical analysis, we consider a two country, partial 

equilibrium model of an oligopolistic industry in which n identical foreign multinational firms seek 

to enter the host country through FDI, set up production facilities, using local inputs, and then sell 

the output back in the home country. We assume that foreign firms do not face domestic 

competition since there are no local firms producing the good in the host country.  

The n foreign firms' headquarters are located in country F (the foreign home country), while their 

production facilities are located in country D (the domestic host country). Output produced in 

country D is then sold back into country F in home country prices. Host country inputs are paid by 

the foreign firms in domestic currency and there is a form of political risk associated with the host 

country, modelled as the possibility of partial expropriation of output.10 The final produced good x 

serves both for consumption and investment purposes, justifying how expropriation risk enters the 

model. 

 
The multinational firms face an inverse demand function in the home country F given by:  

(1.) FP Dα β= −  

where FD nx=  is the market clearing condition for the good, where x F  is the quantity produced by 

each foreign firm. Therefore: 

(2.) F FP xα β= −  

We assume that firms face linear production costs, so that marginal costs coincide with average 

variable costs. Marginal costs 
)

FC  are paid in the local currency and are therefore subject to 

exchange rate variability. Specifically: 
)

F DC Cε=
)

, where ε
)

 is the exchange rate between the 

domestic and foreign country. The exchange rate is considered an exogenous random variable. 

Firms also face a political risk in the host country, modelled as the possibility of expropriation of 

output, captured by the parameter [ [0,1θ ∈ . 

Multinational's profits, expressed in terms of home country currency are: 

(3.) 
)

FF F F FP x C x xπ θ= − − F F D F FP x C x xε θ= − −
)

[ ]F F D F Fnx x C x xα β ε θ= − − −
)

 

If we allow for the exchange rate to be distributed as a Normal random variable, we can apply the 

concept of certainty equivalence of profits, as has been done by Cushman, 1985 and Lahiri, Mesa, 

2006.  

                                                 
10 The backbone for this model is the work in Lahiri, Ono, 1998 and Lahiri, Mesa, 2006. 
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This assumption has been frequently used both in the empirical and theoretical literature.11 

Assuming that the bilateral exchange rate ε follows a log-normal distribution: ( )2,ln εε σµε N≈ , 

then
 

1 2

2eε

µ σ

µ
+

= and
212 2 22 2

2( )2 ( 1) ( 1)e e e eε

µ σµ σ σ σσ
++= − = −

2 21 2
2

( )
( 1)e e

µ σ σ+
= − =

22 ( 1)e
σ

εµ − . 

So: 
2 1/2( 1)e

σ
ε εσ µ= − . 

In this case, the certainty equivalence of profit for each multinational firm is: 

(4.) 
) )

F FCE F F F FE P C x StD C xπ θ γ   = − − −     

which can be re-written as: 

(5.) [ ]CE F F F F D F F F D FP x x a C x P a C xπ θ θ= − − = − − , where F Fa ε εµ γ σ= + . 

The firm's profit maximization problem can be expressed as: max
F

CE
x

π . 

The first order conditions, making use of Cournot conjecture, are: 

(6.)  0CE

Fx

π∂
=

∂
 

0CE

Fx

π∂
=

∂
 

From the first order conditions, using equation (2.) and the definition of costs,  we derive the 

expression for optimal output: 

(7.) 
[ ]1

F D
F

a C
x

n

α θ

β

− −
=

+
 

The number n of foreign multinational firms investing in the host country is endogenous, and is 

defined by the following entry condition: 

(8.) Rπ π=  

where Rπ  are the reservation profits that the firm can obtain by investing elsewhere. This entry 

condition is based on the idea that the host country is a small open economy for FDI, and that 

multinational firms have the outside option of investing elsewhere, reaping the reservation profits 
Rπ . 

Substituting the equilibrium value of Fx  in the expression of profits, and then taking into account 

the free entry condition (8.), we can derive an expression for the number of firms entering the 

market as a function of the relevant parameters, to be seen as a proxy for entry of Foreign capital in 

the Domestic country. Formally: 

(9.) [ ]
( )

1
F D

R

a C
n

α θ

βπ

− −
+ =  

In order to evaluate the effect of exchange rate volatility and political risk on the number of foreign 

firms (and consequently of the volume of FDI inflows), we take the total differential of the equation 

(9.) and obtain: 

(10.) ( )
2( ) 2( )

2 1 F D F D
FR R

a C a C
n dn d da

α θ α θ
θ

βπ βπ

− − − −
+ = − −  

                                                 
11 This specification for the distribution of the exchange rate is typical in the literature. See Cushman, 1985, Goldberg, 
Kolstad,1995, Lahiri, Mesa, 2006. 
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From this expression the direct effect of a change in θ (political risk) on the number of Foreign 

firms entering the Domestic market n, and consequently on the amount of FDI flows, can be found 

by holding σε (exchange rate volatility) fixed: 

(11.) 0
( 1)

F D

R

a Cdn

d n

α θ

θ βπ

− −
= − <

+
 

The negative sign shows that the number of foreign firms decreases as the expropriation parameter 

increases, ceteris paribus. 

Similarly, the effect of a change in the volatility of the exchange rate on the volume of FDI can be 

seen by holding the expropriation parameter fixed and by taking the first order derivative of n  with 

respect to σE . 

(12.) 0
( 1)

F D F

R

a C adn

d nε ε

α θ

σ βπ σ

− − ∂
= − <

+ ∂
 

An increase in exchange rate variability has a dampening effect on FDI flows, since as the volatility 

increases the number of foreign firms decreases, ceteris paribus.12 

To analyse the combined effect of exchange rate variability and political risk in the receiving 

country, it is necessary to consider the second order cross derivative. 

(13.) 
2

2 2 3

( )
( ) 0

( 1) ( ) ( 1)
F D F D F

R R

a C a C ad dn dn

d d n d nε ε ε

α θ α θ

σ θ βπ σ βπ σ

− − − − ∂
= = − <

+ + ∂
 

The interaction parameter has a negative sign. An increase in a country's political risk parameter 

reinforces the negative effect of exchange rate variability, documented by the negative sign of 
dn
dσ , 

indicating that improving the stability of a country's investment environment can mitigate the 

negative effects of exchange rate variability on FDI inflows found in the model. The second order 

cross derivative of the effect of ER volatility on FDI, as institutional risk varies is also negative. 

The basic idea behind this result is that both variables have a dampening effect on the attractiveness 

of a host country as an FDI recipient individually and that the combined effect is still negative, 

overall suggesting the existence of a negative complementarity between these two factors. 

 

5. Data and Empirical Analysis 

 
Given the theoretical framework presented in the previous Section, the empirical analysis will 

investigate the effect of political risk and exchange rate variability on outward FDI, by using a 

panel of 53 recipient countries for US direct investment for the period 1982-2005. 

Outflows of FDI from the US to the rest of the world are considered. Specifically, information on 

net FDI outflows from US to rest of the world (in mill USD) were collected from the Bureau of 

Economic Analysis, Direct Investment Position, for 1982-1997, and integrated with data from the 

OECD for the period 1997-2005. Net FDI outflows are defined as funds that U.S parent companies 

provide to their foreign affiliates net of funds that foreign affiliates provide to their U.S. parents. 

Direct investment capital flows consist of equity capital, intercompany debt, and reinvested 

earnings.  

The political/institutional risk measure used in the empirical analysis is constructed starting from 

                                                 
12 This result is based on the fact that Fa

εσ

∂

∂

 is positive, which is proven in Appendix A. 
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monthly data provided by the International Country Risk Guide, Political Risk Service Group, for 

the years 1982-2005 for 53 countries. The aggregated indices measure several dimensions of 

country risk namely, Corruption, Economic Risk Rating, Financial Risk Rating, Investment Profile, 

Political Risk Rating and Socioeconomic Conditions. 

To construct the ER volatility measure, monthly bilateral exchange rates between the US $ and 

national currencies for the time period of interest were taken form the time series provided by the 

Federal Reserve of St Louis. Finally, of the control variables used in the subsequent econometric 

analysis, GDP, Financial Development, Openness, Education and Energy Use were taken form the 

World Development Indicators dataset of the World Bank, while Distance and Common Language 

come from the CEPII dataset. The final dataset is a panel of 53 countries for the years 1982-2005. 

Detailed data sources and frequency are given in Appendix B. 

The main empirical specification considered in the empirical analysis is: 

(1.) , , , , , , , , ,( , , , , )
i j t i j t j t i j t j t j t

FDI f ERvol Politicalrisk ERvol PoliticalRisk ControlVariables= ∗  

The results of this analysis will confirm the theoretical premise that the negative effect on FDI of 

the exchange rate risk might be higher in countries with high political risk. It is also a starting point 

for a more detailed analysis of the choice of location and of the amount of FDI by MNE at a 

sectoral level, conducted in the following Sections. Before presenting econometric results, the 

construction of the ER volatility measure and institutional risk indicator is discussed in detail in the 

next sub-section. 

5.1 Methodology: ER volatility measures 

 

The first issue we have addressed was how to introduce the effect of exchange rate. While some 

authors have used the level of the exchange rate as an explanatory variable (Sayinta, 2001) many 

others have instead considered the volatility of the exchange rate. Goldberg & Kolstad, 1995, 

consider the standard deviation of the exchange rate over rolling samples of twelve quarters of data, 

normalized by the mean level of the exchange rate within the interval. The most recent 

contributions (Baum and Caglayan, 2007 and Barrell et al., 2004) estimate ER volatility with a 

GARCH model and use the estimation results in the main regression with FDI as a dependent 

variable. 

In the empirical analysis, we consider two measures of ER volatility: a 12-month rolling window of 

volatility in the monthly nominal exchange rate, measured as the standard deviation of in the end-

of-period levels and conditional volatility estimated from a GARCH (1,1) model. 

The standard deviation measure is defined as follows: 13 

(14.) ( )
1/2

21
1, 1 2ln lni mt m

ERVol ER ER= − −
 = −∑ 

 

With reference to financial data, evidence of time varying volatility, referred to as volatility 

clustering, has led to another way of forecasting a random variables’ conditional variance. Volatility 

clustering occurs when periods of low variation are followed by periods of high variation. 

Autoregressive Conditional Heteroskedasticity (ARCH) models are designed to model and forecast 

conditional variances. The variance of the dependent variable is modeled as a function of past 

values of the dependent variable and independent, or exogenous variables. 

ARCH models were introduced by Engle (1982) and generalized as GARCH (Generalized ARCH) 

                                                 
13  As used in Kenen & Rodrick, 1986. 
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by Bollerslev (1986). 

The simplest GARCH specification, the GARCH(1,1), specifies a mean and variance equation and 

considers a first order autoregressive GARCH term and a first order moving average ARCH term. 

The variance equation is of the form: 2

1

2

1

2

−− ++= ttt c βσαεσ  and conditional variance’s forecast is 

based on a constant term (c), the ARCH term (α) which measures news about volatility from the 

previous period and the GARCH term (β) which summarizes last period’s forecast variance. The 

predicted variance is a weighted average of the long term average, represented by the constant term, 

the forecasted variance form last period (GARCH) and observed volatility from the preceding time 

period (ARCH term). 

The results of GARCH analysis for the countries considered show that the GARCH(1,1) model is 

the preferred one for basically all countries, as diagnosed by the Lagrange multiplier (LM) test for 

autoregressive conditional heteroskedasticity (ARCH) in the residuals. Both ARCH and GARCH 

components are significant, and the overall fit of the GARCH model to estimate conditional 

volatility is good. The shocks to variance display, in most countries, high persistence, as testified by 

the estimated coefficients on ARCH and GARCH components (α+β close to 1). The resulting 

estimated conditional volatility is used as the second measure of ER volatility in the empirical 

analysis of FDI determinants. 

5.2 Methodology: Institutional Risk Measure 

 

In a broad sense, country risk is related to the likelihood that a sovereign state may not meet its 

obligations towards its lenders or international investors, by defaulting or modifying the political 

and legislative environment. More specifically, political risk refers to those political and social 

developments that can have an impact upon the value or repatriation of foreign investment or on the 

repayment of cross-border lending (Simon, 1992). 

In order to evaluate the effect of country and political risk on the variables of interest, an 

appropriate quantitative measure must be identified. Country risk ratings (such as those provided by 

the Freedom House, the BERI (Business Environment Risk Intelligence), the Polity and Polcon 

databases, and the PRS group) are an assessment of exposure to risk and should be able to detect 

structural vulnerabilities and highlight trends. Among the various indices available, the ICRG was 

chosen because of its good coverage in terms of countries, time frequency (monthly) and several 

dimensions of risk. It also has the advantage of assuring comparability, both at the cross-sectional 

and time series level, which, for example, is not possible using the Freedom House indices. The 

rating system of the PRS (Political Risk Service) group, the ICRG (International Country Risk 

Guide) is one of the most influential time series datasets, used by approximately 80% of the world's 

largest global companies, international investors and agencies (Linder A. and Santiso C., 2002). The 

ICRG system assess a country's political stability, its economic situation, with weaknesses and 

strengths, and its ability to meet with financial obligations (official, commercial and trade debt 

obligations). The evaluation of a country's exposure to sovereign risk and a general evaluation of 

the quality of governance is done by assigning a numerical value to a predetermined set of risk 

components, according to a preset weighting value. Each scale is designed so that the greatest value 

is assigned to the lowest risk. The three categories of risk components are: political, economic and 

financial.  
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In the original PRS variables, high values of the indices indicate low risk. In order to make the 

empirical analysis consistent with the theoretical model presented in Section 4, we have 

transformed the data so that a high value of the final aggregate index corresponds to countries that 

present high institutional risk. 

Data on institutional risk is taken from the indices computed by the Political Risk Service (PRS) 

Group, which provides monthly data on measures of several dimensions of country risk for a 

comprehensive list of countries. For the purpose of this study, 53 countries were analysed for the 

period 1984-2005, and six indices were selected (Corruption, Economic Risk Rating, Financial Risk 

Rating, Investment Profile, Political Risk Rating and Socioeconomic Conditions). A brief 

description of these measures, taken form the PRS documentation is given in Appendix B. In 

general, each index is numerical, and in the original PRS specification, the higher the points, the 

lower the risk for that country in that time period.  

The measure of country risk used is constructed from five measures reported in the IRCG dataset, 

namely Rule of Law, Corruption, Bureaucratic Quality, Risk of Expropriation and Repudiation of 

Government Contracts. 

The aim of this Section is to develop an aggregate index of institutional/country risk using the 

information contained in the individual PRS indices and allow for varying weights assigned to each 

component, instead of using the existing aggregate index. 

The idea is to combine all the indices by using an appropriate weighting scheme. To achieve this, 

the chosen methodology is the use of a multivariate statistical weighting approach, Principal 

Components Analysis (PCA), which is a way of identifying patterns in the data and compressing it 

by reducing the number of dimensions, without much loss of information. 

PCA weights data by aggregating original variables into linear combinations that explain as much 

variation as possible, and has the advantage of reporting the amount of variance in the data 

explained by the constructed/final/resulting aggregate index. 

In practice, the original data is standardized, the covariance matrix is calculated, and eigenvectors 

and eigenvalues are computed. Eigenvectors are then ordered with respect to associated 

eigenvalues, highest to lowest. The Principal Components, or PC (i.e. eigenvectors with the highest 

eigenvalues, which are linear combinations of the original variables) are then selected according to 

the Jollife-amended Kaiser eigenvalue criterion and examination of the proportion of variance 

accounted by the Principal Components.  

The PC's satisfy two conditions: the first PC accounts for the maximum amount of variance in the 

original data, the second the greatest amount of the remaining variance and so on, and all final 

components are uncorrelated with each other. 

Finally, the new aggregate data can be derived, by multiplying the selected PC's with the original 

data set, therefore obtaining an aggregate index. 

The resulting index is computed using the following original PRS risk measures: Corruption, 

Economic Risk, Financial Risk, Investment Profile, Political Risk, and Socioeconomic Conditions.
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5.3. Econometric Specification 

 

In order to assess the empirical evidence related to the paper’s main research question, namely the 

analysis of the separate and combined effect of exchange rate volatility and political risk on 

outward US FDI, the following equation (in logs) was estimated: 

(15.) 

where the interaction term is the product of the ER volatility measure and the institutional risk 

indicator, and X is a set of control variables which includes GDP, Financial development, 

Openness, Energy Use, Education and Quality of Labor Force, Distance, Common language. 

Following the gravity equation approach,14 the dependant variable is the log of US inflows of FDI 

in each country of the sample, and the control variables include some of the most commonly used 

FDI determinants. GDP of host country is used to capture the domestic market size and is expected 

to have a positive effect on multinational entry. Financial development, measured as the percentage 

of domestic credit to the private market, is an indicator of the functioning of the financial 

intermediation (mainly bank-based) sector in the FDI recipient country. Following the line of 

research started by Rajan & Zingales (1999), financial development is considered a positive factor 

in growth and in attracting new investments in the country. Trade, expressed as the sum of exports 

and imports over the receiving country as a percentage of GDP, is a measure of openness and is 

thought to exert a positive effect on incoming flows of foreign capital. Energy use is a proxy for the 

infrastructure level of the host country and should affect FDI positively. Labor force variables, 

considering the percentage of working age population holding a tertiary degree can be seen as an 

indicator of the quality of the domestic labor force. Finally, two time invariant variables that should 

capture trade costs and cultural differences are introduced: distance between the host and source 

countries and common language. Trade costs should deter FDI inflows while cultural proximity 

should foster international flows. For a detailed description of data sources, see Table B.8 in 

Appendix B. 

From the results of the theoretical model and the analysis of previous empirical literature, the 

expected signs of the main variables are a negative coefficient on ER volatility, on institutional risk 

(since in this paper’s specification, the higher the index the higher the risk) and a negative 

interaction effect.  

The log linear model is estimated on the panel of 53 countries for the period 1982-2005 with Fixed 

Effects, based on Hausman test results, and several robustness checks are performed. Results are 

presented based on the two measures of ER volatility (rolling standard deviation and estimated 

Garch volatility), several control variables are added to the specification and the effect of time 

invariant regressors is examined with a Random Effects model, and the sample is split according to 

the countries’ level of economic development. Finally, estimation is performed with Panel 

Corrected Standard Error techniques. The main results point in the expected direction, as the 

following Section demonstrates. 

                                                 
14 An early theoretical reference is Helpman and Krugman (1985). For a review of the empirical literature on FDI 
determinants see Blonigen (2005). 

itit XnInteractioRisknalInstitutioVolatilityERFDI µβββββ +++++= 43210 __
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5.4 Empirical results 

 

Table 1 shows the most general results. The sample includes both developed and developing 

countries, yielding results averaged across the two groups. 

Column1 in all tables indicates the reduced form model, where FDI depend only on volatility, 

institutional risk and general economic performance.15 In general, the model performs nicely with 

explained variance of .35, negative elasticities of FDI with respect to changes in ER volatility and 

institutional risk and a heavy correlation with GDP. As this variable is in turn correlated with other 

economic determinants of FDI recipients we would expect the estimated coefficient to decline as 

the model is enriched with other FDI. This actually happens as Columns 2 and 3 show.16 With 

respect to the interaction coefficient between the two main variables of interest, ER variability and 

institutional factors, the estimated elasticity is negative and statistically significant, as expected. The 

idea is that in host countries with poor institutional quality and a high overall country risk, the 

negative effect of exchange rate instability is magnified. This in turn implies that a lower value of 

the institutional risk index, which implies less economic, financial and investment risk for foreign 

investors, will mitigate the negative effect of national currency instability. This empirical result is in 

line with the predictions of the model presented in Section 4.  

The negative and statistically significant coefficient on the interaction effect can be considered in 

the light of the considerations given to the interpretation of equation 13 in Section 4. To examine 

this effect further we have plotted the interaction effect both in a three and two dimensional setting. 

Figure 2 shows the 3-D plot of the variables of interest with respect to fitted values (after 

regression) of FDI, highlighting the negative effect of both risk measures. From Figure 3, instead, 

we can see that increased exchange rate volatility augments the negative marginal effect of 

institutional risk on FDI.17  

Column 2 of Table 1 adds to the model a trade variable (the openness measure, i.e. (IMPORT+ 

EXPORT) /GDP), and a financial development indicator, in this case percentage of domestic credit 

to the private market. Rajan and Zingales (1998) show that indeed different measures yield similar 

estimates in magnitude and are order-preserving with respect to their main research question. 

Estimates in this case have the expected sign, albeit only in Column 2 the results are significant for 

the variables estimated one by one (results omitted). This result is linked to the possible collinearity  

with the openness variable, which is probably positively related to a country’s financial 

development stage.  

 

                                                 
15 In all Tables, robust t-statistics in brackets. Statistical significance at 1,5 and 10 % levels is indicated by ***, **, *. 
16 GDP here measures the market size effect. Hence its coefficient might also be interpreted as suggesting the presence 
of scale economies in attracting FDIs. 
17 This interaction effect was computed using the Stata code accompanying  Brambor T., Clark W., Golder M., 2006. 
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Figure 2: 3-D plot of risk measures and FDI 
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Dependent Variable: FDI

 

Marginal Effect of institutional risk on FDI as ER volatility changes

 
Figure 3: Interaction Effect 

 

Columns 3 and 4 add the time invariant variables to the model, along with energy use and labor 

force with tertiary education, and are estimated with a Random Effects model. With the complete 

model, the percentage of variance explained raises to .57. Volatility and institutional risk are both 

negative and significant, with a higher impact on FDI inflows after controlling for the time invariant 

variables. Also the interaction term grows by a factor of four with respect to (both) restricted 

models. Quality of the labor force, lack of ethnic diversity (the common language variable) and the 

energy intensity variable all contribute positively and significantly to FDI inflows. On the contrary, 

FDI decline as distance grows, this result being coherent with the gravity model approach. 
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An interesting result, which is not reported but is available upon request, is that labor force with 

primary education actually has a negative attractive effect on FDI, while labor force with secondary 

education is statistically insignificant. The positive relationship between tertiary educated workers 

and MNE entry could also indicate the inflow of host country high-skilled workers. 

 
Dep Variable: FDI 

inflows 

(1) (2) (3) (4) 

ER Volatility 

(rolling standard 

deviation) 

-0.622778    

(-3.01)*** 

-0.6864302 

(-3.07)*** 

-0.78773 

(-2.60)*** 

-2.9742363 

(-3.09)*** 

     

Institutional Risk -1.306674  

(-2.94)*** 

-1.348515  

(-2.79)*** 

-1.67069 

(-3.15)*** 

-3.835377 

(-2.50)*** 

     

Interaction Effect -0.1303654   

(-2.84)*** 

-0.1431127 

(-2.84)*** 

-0.16625 

(-2.45)** 

-0.6435609 

(-3.06)** 

     

GDP 1.666688 

(9.23)*** 

1.497785 

(7.39)*** 

0.85323 

(9.22)*** 

0.7881436 

(5.33)*** 

     

Domestic Credit  0.0046502 

(2.06)** 

0.003802 

(1.93)* 

0.004006 

(0.92) 

     

Openness  0.0009102 

(0.26) 

0.00836 

(3.79)*** 

0.0086114 

(2.58)** 

     

Energy Use   0.00017 

(2.71)*** 

0.0001898 

(2.06)** 

     

Distance   -0.348106 

(-1.31) 

-0.6205634 

(-1.71)* 

Common Language   0.81167 

(3.18)*** 

0.5986832 

(1.80)* 

     

Labor Force with 

tertiary education 

   0.019304 

(2.58)** 

     

Constant -47.47886*** 

(-11.23) 

-43.7964*** 

(-8.95) 

-26.74408 

(-7.03)*** 

-32.83202 

     

R
2
: within 0.2268 0.2151 0.2065 0.1140 

between 0.4331 0.4796 0.6959 0.6792 

overall 0.3020 0.3440 0.4840 0.5724 

N° obs 788 734 688 188 

Table 1: Main results (rolling standard deviation) 

 

Some of these relationships may vary if the host country is in an earlier stage of development, as 

shown in Table 2. Given that these countries are typically characterized by weaker institutions, the 

political risk variable might have a relatively higher deterring effect on FDI with respect to the 

whole sample (the estimated coefficient is roughly 40% higher in Table 2 with respect to Table 1), 

while the exchange rate volatility parameter does not significantly change by shrinking the sample.
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Dep Variable: FDI 

inflows 

(1) (2) (3) (4) 

ER Volatility 

(rolling standard 

deviation) 

-0.6092    

(-2.10)** 

-0.6050 

(-2.23)** 

-0.981063 

(-2.55)** 

-2.3221 

(-1.93)* 

     

Institutional Risk -2.0420  

(-3.08)*** 

-2.0065 

(-3.12)*** 

-2.89224 

(-4.09)*** 

-3.2097 

(-1.59) 

     

Interaction Effect -0.1275    

(-1.93)* 

-0.1242 

(-2.00)** 

-0.214163 

(-2.42)** 

-0.4966 

(-1.87)* 

     

GDP 1.1720 

(6.10)*** 

1.1070 

(4.85)*** 

0.823278 

(5.88)*** 

0.8938 

(4.08)*** 

     

Domestic Credit  0.0068 

(1.71)* 

0.001095 

(1.66)* 

0.0191 

(1.37) 

     

Openness  -0.0415 

(-0.87) 

0.001095 

(0.29) 

-0.0025 

(-0.36) 

     

Energy Use   0.000678 

(0.37) 

0.0002 

(0.69) 

     

Distance   -0.58464 

(-1.60) 

-1.3704 

(-2.51)** 

     

Common Language   0.122067 

(0.30) 

-0.1961 

 (-0.28) 

     

Labor Force with 

tertiary education 

   0.01827 

(2.33)** 

     

Constant -37.9744 

(-8.53)*** 

-36.33103 

(-6.73)*** 

-27.9639 

(-5.38)*** 

-25.30416 

(-1.91* 

     

R2: within 0.2711 0.2743 0.2856 0.1064 

    between 0.5729 0.5453 0.6088 0.7675 

    overall 0.3503 0.3466 0.4136 0.6981 

N° obs 316 309 281 44 

Table 2: Developing Countries 

 

Estimated relationships are tested for consistency by using a different ER volatility measure, 

namely the estimated GARCH(1,1) volatility. As Table 3 shows, using the GARCH measure as the 

ER variability indicator leads to statistically insignificant estimates of the relationship between ER 

volatility and institutional risk on the one hand and FDI, except for results of the full model in 

Column 3. This may be due to an underperformance of the GARCH model in fitting time series 

with a significant skewness 18 and the fact that  the GARCH model fits data and is itself the result of 

an estimation, and as such adds noise to a series which is characterized by noise in its residuals. 

Also, the GARCH model was estimated using monthly ER data, which could cause some 

distortions  

The control variables vector performs similarly with what shown in Tables 1 and 2. In particular, 

financial development indicators display analogous magnitudes and signs (albeit their significance 

fades away), while GDP captures less variance in the FDI series. 

                                                 
18 See Brown et al. (2003) on this issue. 
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Dep Variable: FDI 

inflows 

(1) (2) (3) (4) 

ER Volatility 

(Garch measure) 

-0.44545 

(-0.95) 

-0.470788 

(-0.95) 

-0.65788 

(-1.81)* 

-0.09558 

(-0.08) 

     

Institutional Risk -0.99611 

(-0.99) 

-0.92077 

(-0.88) 

-1.48889 

(-1.99)** 

-0.024812 

(-0.09) 

     

Interaction Effect -0.07966 

(-0.74) 

-0.825257 

(-0.72) 

-0.12807 

(-1.51) 

0.2078664 

(0.09) 

     

GDP 1.58519  

(8.42)*** 

1.40907  

(6.46)*** 

0.82981  

(8.93)*** 

0.69791 

(4.49)*** 

     

Domestic Credit  0.004083  

(1.83)** 

0.003534 

(1.80)* 

0.00546 

(1.19) 

     

Openness  0.00133 

(0.39) 

0.00769  

(3.43)** 

0.008702 

(2.13)** 

     

Energy Use   0.0001821  

(2.91)** 

0.001658 

(1.70)* 

     

Distance   -0.2944 

(-1.12) 

-0.61476 

(-1.59) 

     

Common Language   0.749208  

(2.96)** 

0.59172 

(1.69) 

     

Labor Force with 

tertiary education 

   0.01757 

(2.27)** 

     

Constant -44.49547 

(-6.63)*** 

-40.14608 

(-5.45)*** 

-26.1738 

(-5.84) 

-11.6308 

(-0.97) 

     

R
2
: within 0.2274 0.2139 0.2166 0.0781 

    between 0.4311 0.4803 0.6597 0.6203 

    overall 0.3071 0.3430 0.4626 4 0.5499 

N° Obs. 775 722 677 182 

Table 3: Main results (GARCH measure) 

 

Table 4 concludes this Section. It offers the result of a consistency check. we estimate the same 

model (the one which includes the complete vector of controls, including time invariant variables) 

with both measures of exchange rate volatility on the complete sample. However, panel corrected 

standard errors are used instead of the usual variance covariance matrix. 

Panel corrected standard errors (henceforth, PCSEs) are used for panel data. They were first 

introduced in Beck and Katz (1995), and found huge success thereafter. Their use is particularly 

helpful whenever observation-specific effects are not properly accounted for. This might lead to 

biased and inconsistent estimates of coefficients and standard errors.  

Estimating the full model with PCSEs yields good results in terms of both the consistency with 

previous estimates is assured in terms of comparing the rolling window standard deviation and the 

GARCH measures of volatility, the latter making volatility and institutional risk measures not 

significant. Holding the first measure as best fitting, we find consistent results for the estimated 

coefficients of ER volatility and institutional risk, providing evidence in favor of the main message 

of the paper. 
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Dep Variable: FDI 

inflows 

(1) 

(Rolling 

window 

standard 

deviation) 

(2) 

(Garch 

measure) 

ER Volatility 

 

-3.050858    

(-3.53)*** 

0.06231 

(0.06) 

   

Institutional Risk -3.719663 

(-2.51)** 

0.913935 

(0.54) 

   

Interaction Effect -0.6594922  

(-3.43)*** 

0.017526 

(0.08) 

   

GDP 0.7946973 

(8.86)*** 

0.68554  

(7.27)*** 

   

Domestic Credit 0.0073241 

(1.75)* 

0.009299  

(2.21)** 

   

Openness 0.0095318 

(2.61)** 

0.008144  

(2.05)** 

   

Labor Force with 

tertiary education 

0.0169706 

(2.84)** 

0.0008034 

(0.92) 

   

Energy Use 0.0001297 

(2.20)** 

0.00018  

(3.35)*** 

   

Distance -0.6486127 

(-4.00)*** 

-0.5453  

(-3.05)*** 

Common Language 0.7252529 

(4.67)*** 

0.89007  

(7.04)*** 

R
2
:  0.5801 0.2764 

N° Obs. 188 182 

Table 4: Panel Corrected Standard Errors 

 

6. Sectoral Analysis  

 

This Section, motivated by the literature on sector specific effects and determinants of FDI flows, 

provides empirical results that analyze sector-specific effects of exchange rate volatility and 

political risk on bilateral FDI flows. Considering US data from The BEA (Bureau of Economic 

Analysis) for FDI outflows at the sectoral level to n countries, the goal is to explore the sector-

specific factors that influence the relation between exchange rate variability and political risk. 

The paper by Alfaro, 2003, investigates empirically whether FDI in the primary, manufacturing, 

and services sectors exert different effects on a country's growth, using cross-section regressions 

with 47 countries for the time period 1980-1999. The regressions show that total FDI flows in all 

sectors have a positive but insignificant effect on growth. However, the argument that FDI 

generates externalities in the form of technology transfers, managerial know how, and access to 

markets should be more relevant to investment in the manufacturing and service sector rather that in 

the primary sector. The author indeed finds that FDI flows into the different sectors of the economy 

exert different effects on economic growth. The results indicate that FDI inflows in the primary 

sector have a negative and significant effect on growth, while FDI in the manufacturing sector has a 

positive and significant effect. Finally, foreign investment in the services sector has an ambiguous 

effect. The results are robust to the inclusion of other growth determinants, such as income, human 
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capital measures, domestic financial development, institutional quality, different samples, and the 

use of lagged values of FDI. This work therefore suggests that not all forms of foreign investment 

seem to be beneficial to host economies. This intuition is mirrored in recent episodes of the 

introduction of targeted policies to attract foreign investment in specific sectors. 

The question of whether sector-level and firm-level factors shape internationalization patterns is one 

of the aspects analyzed in Buch et al., 2005, which makes use of a database on German firms' 

international activities for the period 1989-2001. From previous results, one would expect vertical 

FDI to occur in sectors that are labor-intensive, while horizontal FDI should be more likely for 

sectors that have high transportation costs and/or low fixed costs of entry into foreign markets. 

Brainard, 1997, finds sectoral differences for the activities of US firms, and Kawai and Urata, 1998, 

find sectoral differences when studying the complementarity or substitutability of Japanese exports 

and FDI. The results for German firms show that market size in the host country, approximated by 

GDP, has a positive effect on sales of German firms' foreign affiliates, with the exception of those 

sectors, such as the utilities sectors, which are highly regulated and have specific barriers to entry. 

Overall, distance has a negative effect on FDI, as highlighted by previous literature. However, 

distance is insignificant for foreign activity in sectors where availability of resources is the key 

feature (such as mining, wood, constructions and hotels). For mining and wood products, entry 

restrictions imposed by the host country have a positive and significant effect on FDI, while for the 

remaining sectors this variable is insignificant. At the aggregate level, entry restrictions and controls 

have a negative impact on FDI. Considering the service sector in detail, which has seen a world-

wide increase in the foreign activity in the recent years, similarity of GDP per capita is positive and 

significant. GDP per capita similarity measures are a proxy for similarity in terms of skills and 

human capital. The underlying assumption is that a higher GDP per capita reflects a higher 

productivity. Vertical FDI is motivated by cost savings and is usually directed towards countries 

which are characterized by different factor costs and endowment, while horizontal FDI is more 

likely to be a substitute for exports and takes place between similar countries. Therefore this 

suggests that the horizontal motive for FDI dominates in the service sectors, while in the 

manufacturing sectors, vertical FDI seems to be more important. 

 

Data disaggregated at sectoral level is taken form the Bureau of Economic Analysis which provides 

information on outward FDI flows from the US to the rest of the world from 1990. The SIC (and 

further NAICS) classification is at the 2 digit level, therefore allowing us to consider macro sectors. 

Specifically, the sectors included in the analysis are: Total Manufacturing, Wholesale Trade, 

Primary (mining and quarrying and oil extraction activities), Financial Services, Depository 

Institutions and Services. The time period considered is from 1990-2005, and the recipient countries 

are 49. Data availability for disaggregated data does not allow a direct comparison with the 

empirical results of the previous Sections, since the time frame is different. One first observation is 

that the estimated coefficient on ER volatility is generally lower for the more recent time period, 

possibly reflecting the fact that new financial instruments that allow MNEs to hedge against ER 

movements started to become mainstream in the 1990s. On the other hand, the sign and magnitude 

of the institutional risk coefficient seems unaffected, indicating possibly the lack of similar effective 

hedging instruments and a similar cross country pattern of relative country risk in both time periods. 

Analyzing FDI inflows at the sectoral level has the advantage of adding more control variables, 

specifically sector- specific wage data and interest rates both in the home and host country (Section 
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6.1), and allows us to consider the differential effect of the two main interest variables according to 

the sector (Section 6.2). 

 

6.1 The role of interest rates and wages 

 

With the new dataset disaggregated at a sectoral level, the first extension is the analysis of interest 

rate effects on the decision to invest abroad. When considering real interest rates both in the home 

and host country with the 1982-2005 cross-country panel, no statistically significant effect arose. 

One possible explanation is the long time series dimension, which was characterized by very 

heterogeneous behaviour of interest rate movements. Figure 4 shows for example the monthly 

moving average auction price on a T Bill US bond. Dashed lines delimitate the 1980s. 
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Figure 4: 1 year T-bill auction average (discounted series) - Monthly data, moving average 

Source: Federal Reserve Bank of Saint Louis dataset (Fred) 

 

The use of cross country sectoral data has allowed us to see the overall effect of interest rate values 

and differentials, and to check whether there is intersectoral variation. Table 5 presents the most 

general results for the elasticity of real and deposit interest rate in the recipient country and the 

effect of interest rate differential, defined as the difference between US (home country) real rate and 

host country rate. We would expect, in general, that a higher interest rate in the host country could 

proxy a higher return to foreign investment, therefore exerting a positive pull factor for FDI. On the 

other hand, a high differential between home and host country rates should deter FDI since foreign 

investors find it more profitable to invest in the home country. However, interest rate differentials 

also influence the cost of capital and hence in a world with imperfect capital mobility19 may cause 

MNEs to prefer countries with a lower cost of financing. The cost of capital should therefore be 

positively related to FDI inflows. This is consistent with Culem, 1988,: “if true FDI is defined as the 

total financial involvement of foreign investors in a host country, one must expect a positive discrepancy 

between true and recorded FDIs which is a decreasing function of the interest rate in the host country” 
                                                 
19 This is required as with imperfect international capital mobility interest rate differentials are not fully compensated by 
changes in exchange rates. 
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Table 5 displays four different estimates of the baseline model, with four alternative measures of the 

interest rate effect on FDI inflows. It seems reasonable to ex ante believe that part of the 

explanation of capability to attract flows stems from higher interest rate. Column 1 confirms this 

hypothesis, with a positive and highly significant (1% level) coefficient. Less relevant seems to be 

the role played by the deposit interest rate (Column 2): this however comes as no surprise, given the 

fact that current economic theory believes economic agents act according in response to real shocks.  

Expectations on the sign of the coefficients on the standard set of control variables are confirmed: 

overall the main regressors and control variables have the same sign and significance as the results 

presented in Tables 1 & 3. Interest rate variables seem to confirm the view that FDI is positively 

influenced by higher returns in the host country (the coefficient on domestic real interest rate is 

approximately 0.015 and significant at the 1% level) and that a high differential between US and 

domestic real interest rates hampers US investment flows, since capital is better remunerated in the 

source country. Results hold with the inclusion of the distance and common language variables. In 

fact, Column 4 shows how this last specification changes when the model includes variables in the 

X vector (i.e. the full set of controls). While the percentage of explained variance does not vary 

significantly, most estimated coefficients also do not change, thus providing good evidence of the 

good fit of the model to the data.  

One observation concerns the magnitude of the coefficient on ER volatility20, which is negative and 

significant at the 1 or 5  % level, but is smaller than what reported in Tables1-4. A possible 

explanation refers to the different time period considered. Table 5 shows the results of estimation of 

FDI between 1990-2005, while previous Tables refer to the period 1982-2005. It is possible that the 

negative effect of ER volatility has decreased over time, both because of overall greater currency 

stability and thanks to the development of more sophisticated hedging financial instruments against 

currency risk. To provide some empirical grounding to this claim, Figure 5 plots the total amount of 

hedging instruments against USD ER fluctuations from 1998. The amount outstanding has steadily 

increased, especially as a reaction of debt crises in the mid 1990s, confirming our expectations. 

 

 
Figure 5: Amounts outstanding of OTC foreign exchange derivatives in USD 

Source: Bank for International Settlements OTC derivatives statistics 

                                                 
20 ER volatility measure is the rolling standard deviation. 
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Dep Variable: FDI 

inflows 

(1) (2) (3) (4) 

ER Volatility -0.05552 

(-3.61)*** 

-0.0508 

(-3.33)*** 

-0.05486 

(-3.56)*** 

-0.03659 

(-2.16)** 

 

     

Institutional Risk -1.4451 

(-3.55)*** 

-1.5677 

(-4.07)** 

-1.4599 

(-3.60)*** 

-1.7831 

(-4.04)*** 

     

GDP 0.6446 

(19.34)*** 

0.6770 

(20.05)*** 

0.6431 

(19.23)*** 

0.6377 

(17.53)*** 

     

Domestic Credit 0.0028 

(2.58)** 

0.0013 

(1.22) 

0.0028 

(2.51)** 

0.0048 

(3.99)*** 

     

Openness 0.0058 

(7.31)*** 

0.0056 

(7.03)*** 

0.0058 

(7.22)*** 

0.0056 

(6.39)*** 

     

Energy Use 0.0001 

(4.18)*** 

0.00004 

(1.74)* 

0.0001 

(4.08)*** 

0.00006 

(2.27)** 

     

Real Interest Rate  0.0156 

(4.66)*** 

   

     

Deposit interest 

rate 

 0.00014 

(2.67)** 

  

     

Real Interest Rate 

Differential 

  -0.01325 

(-3.85)*** 

-0.1333 

(-3.33)** 

     

Distance    -0.3035 

(-3.54)*** 

     

Common Language    0.4662 

(5.70)*** 

     

Constant -24.7030 

(-13.95)*** 

-25.6062 

(-15.32)*** 

-24.6138 

(-13.94)*** 

-23.3030 

(-10.84)*** 

     

R
2
: within 0.3589 0.3331 0.3573 0.3752 

    between 0.6404 0.6081 0.6408 0.6374 

    overall 0.2954 0.2710 0.2940 0.3130 

N° of observations 1965 2015 1965 1965 

Table 5: Interest Rate 

 
Table 5.bis considers the sub-sample of developing countries: ER volatility becomes statistically 

insignificant in every specification, while the negative effect of institutional country risk is as 

expected. The predictive power of the model is however decreased (R square of approximately 

19%) with respect to the previous analysis. The other relations point in the same direction even for 

the sub-sample of developing countries, with slightly higher coefficients and improved statistical 

significance for interest rate variables. The positive elasticity of interest rate in host countries with 

respect to FDI inflows could also be signalling the boosting effect of inflow of foreign capital on 

domestic interest rates. 



 23 

Dep Variable: FDI 

inflows 

(1) 

 

(2) 

 

(3) 

 

(4) 

 

ER Volatility -0.0003 

(-0.02) 

-0.0131 

(-0.75) 

 

0.0014 

(0.08) 

0.0114 

(0.53) 

 

     

Institutional Risk -1.1886 

(-2.34)** 

-1.0263 

(-2.13)** 

-1.2316 

(-2.41)** 

-1.4969 

(-2.60)** 

     

GDP 0.5515 

(11.83)*** 

0.613 

(13.17)*** 

0.5490 

(11.71)*** 

0.4264 

(6.42)*** 

     

Domestic Credit 0.0021 

(1.44) 

0.0038 

(0.26) 

0.0021 

(1.42) 

0.0084 

(0.43) 

     

Openness 0.0044 

(2.374*** 

0.0029 

(1.91)** 

0.0042 

(2.70)*** 

0.0012 

(0.58) 

     

Energy Use 0.0001 

(1.76)* 

-0.00004 

(-0.60) 

0.00012 

(1.65)* 

0.00006 

(0.95) 

     

Real Interest Rate  0.0167 

(4.92)*** 

   

     

Deposit interest 

rate 

 0.00104 

(1.91)** 

  

     

Real Interest Rate 

Differential 

  -0.0148 

(-4.10)*** 

-0.0106 

(-2.48)** 

     

Distance    0.0958 

(0.71) 

     

Common Language    -0.2238 

(-1.33) 

     

Constant -20.6954 

(-10.24)*** 

-22.2037 

(-11.42)*** 

-20.6808 

(-10.20)*** 

-18.9911 

(-7.19)*** 

     

R
2
: within 0.2655 0.2943 0.2609 0.2617 

    between 0.5019 0.4011 0.4961 0.4264 

    overall 0.1824 0.2108 0.1793 0.1827 

N° of observations 777 786 777 777 

Table 5.bis  Interest Rate Effects in developing countries 

 

Table 6 presents some evidence on the role of host country wage level as an additional determinant 

of FDI inflows. International wage data for different sectors is taken from October Inquiry and the 

Occupational Wages around the World (OWW) data file of the International Labour Organization 

(ILO). The OWW file is derived from the ILO's October Inquiry, undertaken every year which 

surveys  wages by occupation around the world and contains data approximately 150 countries from 

1983 to 2003. If foreign MNE enter the domestic market to exploit lower cost of labor, i.e. FDI is 

resource seeking, one would expect high local wages to be detrimental to capital inflows. 

Considering wage differential in terms of US (home country) wage level minus domestic wage, a 

greater positive spread should encourage the delocation of production activities to countries with 

less costly labor force. However, considering Column 1 and 2, we see that the coefficient on 

national wages is insignificant, while wage differential is negative and significant. This would 

indicate that FDI is not necessarily attracted by lower wages in the recipient country. However, if 

we take into account the fact that the contemporaneous effect of FDI inflows could be that of 

increasing local wages, we consider the wage variable lagged two periods. In this specification, 

presented in Columns 3 and 4 (where we also add interest rate as an additional control variable), the 
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coefficient is negative and significant, indicating that FDI is indeed hampered by high wage levels. 

However, when sector-specific interactions are considered, the wage variable becomes 

insignificant, which points to possible problems in the comparability of international wage data. 

The OWW database contains data from different countries adjusted for comparability. However, 

some comparability issues still remain21 especially since there are many missing values for various 

occupations and by country and since the monthly average wage reported for the given occupation 

tends to reflect only basic wages rather than the full earnings received by the worker. 

 
Dep Variable: FDI 

inflows 

(1) (2) (3) (4) 

ER Volatility -0.0923 

(-3.96)*** 

-0.0755 

(-3.01)** 

-0.0795 

(-3.36)** 

-0.0737 

(-3.11)** 

     

Institutional Risk -1.6434 

(-3.96)*** 

-1.2932 

(-2.56)** 

-2.935 

(-5.90)*** 

-3.3920 

(-6.48)*** 

     

GDP 0.7636 

(16.23)*** 

0.6959 

(14.34)*** 

0.7331 

(15.74)*** 

0.7118 

(14.98)*** 

     

Openness 0.0086 

(10.84)*** 

0.0073 

(8.51)*** 

0.00695 

(7.50)*** 

0.0068 

(7.14)*** 

     

National Wages -0.0068 

(-0.85) 

   

     

Wage Differential  -0.2160 

(-3.37)*** 

  

     

National Wages (2 

Lag) 

  -0.1513 

(-1.90)* 

-0.1689 

(-2.09)** 

     

Real Interest Rate    0.01590 

(1.86)* 

     

Constant -28.5414 

(-16.09)*** 

-23.4784 

(-10.65)*** 

-23.2014 

(-16.16)*** 

-24.6473 

(-16.14)*** 

     

R
2
: within 0.3565 0.3765 0.3397 0.3425 

    between 0.0614 0.0574 0.04906 0.3738 

    overall 0.3026 0.3260 0.2861 0.2776 

N° of observations 919 919 886 827 

Table 6: Wage Effects 

6.2 Sector-specific evidence 

 

In this Section, we explicitly examine sector specific effects on the relations between the variables 

of interest (namely exchange rate volatility and institutional country risk). This Section’s research 

question may be stated as “Do sectoral breakdown add information to our understanding of FDI 

determinants”? Specifically, we want to verify whether the relationships detected in the aggregate 

model vary according to the five main sectors for which data is available. Results presented in the 

following Tables will confirm the existence of statistically significant differentiated effects. 

 

The empirical models to be estimated are of the form: 

(15.) , 0 1 2 3 4

5 6 7

_ _ _ _

* _ * _ * _ _

i t

i i i i

FDI ER volatility Institutional risk Interest rate differential X

D ER volatility D Institutional risk D Interest rate differential

β β β β β

β β β µ

= + + + + +

+ + +
 

                                                 
21 Dräger S.,. Dal Poz M.,. Evans D., 2006. 
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Considering each sector separately provides some additional interesting results. Tables 7 shows 

results from estimating the main equation with interactions of the sectoral dummy with respectively 

the exchange rate volatility, the institutional risk measure , and the interest rate differential in the 

sectors considered.  

We would expect to have different impacts across the data according to the different nature of the 

industries involved. In particular, we expect the manufacturing sector FDI to be relatively less 

affected by institutional risk and exchange rate volatility as globalization enhances delocalization of 

production plants abroad, mainly for labor cost savings. Also, labor cost tend to be lower in LDC, 

where institutional risk and exchange rate volatility tend to be higher. Hence, this industry should 

ex ante display small if not insignificant coefficients to these variables. 

We expect instead significant coefficients for the same variables where the wholesale trade and 

services (including financial and depository) sectors are studied. In this case, the risk-return 

relationship might be more sensitive to changes in these risk dimensions, driving away capitals 

from where the risk profile is not favourable.  

For the manufacturing sector (Column 1 of Table 7), the exchange rate volatility and the 

institutional risk parameters remain fairly stable when the three different sectoral interactions are 

estimated. However, their interaction terms with the sectoral dummy are not significant. This 

implies, in econometric terms, that the intercept does not change for the sector, while in economic 

terms this implies that the sector does not display characteristics which are significantly different 

from the full sample. 

Column 2 provides a different picture for the wholesale trade sector, which matches prior 

expectations. In the wholesale trade sector the relationship between FDI and interest rate differential 

on the one hand, and institutional risk on the other hand shifts respectively upwards and 

downwards, having a negative and positive coefficient, respectively, and both are statistically 

significant at the 5 % level. 

This means that for firms operating in the trade sector institutional risk is an even more sensitive 

problem to take into account, while the same firms display a smaller sensitiveness to interest rate 

differentials, this last effect being probably due to their capability to appropriately cover from the 

interest rate risk with financial tools. As in the manufacturing sector, ER variability does not seem 

to have a statistically significant differential effect with respect to the average of all sectors, 

possibly indicating the use of financial hedging instruments, which are now fairly standard, as 

exemplified in Figure 5. 

The financial sector data (Column 3) considers FDI data for financial intermediaries, excluding 

depository institutions. The interesting results are highlighted by considering the coefficients on the 

three main interaction effects. Exchange rate variability has an overall negative effect but the 

interaction term is not significant. The interacted institutional risk measures is instead negative and 

statistically significant, indicating that political and institutional macro conditions are relevant for 

FDI flows in the financial sector and more so than the average effect. When narrowing the analysis 

to depository institutions (Column 4), the coefficient on the interacted institutional risk term is 

positive and significant. This result could be due to the fact that many depository institutions are 

clustered in some offshore countries, which may have overall poor institutions, but have a 

favourable environment for banks. 

When considering the service sector in general, excluding financial services, the interaction variable 

between the sector dummy and ER volatility is negative and significant, while the sectoral 

interaction with country risk is statistically not significant. These result might reflect the fact that at 
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this level of disaggregation, services is a very broad sector, which includes several heterogeneous 

activities, which are probably overall affected by ER volatility, but for which disentangling the 

specific effect of institutional quality with respect to other sector is quite difficult.  

Column 6 finally shows the results for the primary sector. In this case magnitudes of the 

coefficients associated to ER volatility and institutional risk match in order of importance those 

estimated previously. Control variables in the X vector also behave in line with the whole sample. 

Interesting results come instead from the interaction components. ER volatility, institutional risk 

and interest rate differential all interact significantly with the sectoral dummy.  

Institutional risk also has a different marginal effect for this industry. Significantly, when the 

dummy variable for the sector is on the coefficient associated to institutional risk is positive and 

significant: hence, it looks like institutional risk exerts a positive pull effect on FDI attraction 

capability. However, this sign might be due to the fact that firms investing in the primary sector are 

resource-seeking, and the oil and mining activities are often in unstable countries. Therefore, what 

this coefficient is detecting is the fact that primary sector FDI tend to flow to countries  with 

consistent expropriation risk and economic and financial risk. To check this conjecture, another 

dummy variable was considered for oil exporting countries. When interacting this dummy, the 

coefficient was negative and significant, indicating that FDI in oil exporting countries are deterred 

by high country risk. 

Finally, the interest rate differential operates again in the same direction as the whole sample 

coefficient, albeit in a non statistically significant (at the 20% level) manner. This results in a 

stronger effect of the cost-of-capital problem for firms belonging to this sector. 
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Dep Variable: FDI 

inflows 

(1) 

Manufacturing 

(2) 

Trade 

(3) 

Financial 

(4) 

Depository 

(5) 

Services 

(6) 

Primary 

ER Volatility -0.0631 

(-3.42)** 

-0.0571 

(-3.24)** 

-0.0678 

(-4.14)*** 

-0.0543 

(-3.25)** 

-0.0419 

(-2.55)** 

-0.0478 

(-3.09)** 

       

Institutional Risk -1.4365 

(-3.24)** 

-1.1845 

(-2.72)** 

-0.7946 

(-1.94)* 

-1.7726 

(-4.15)*** 

-1.4494 

(-3.54)*** 

-2.0149 

(-4.90)*** 

       

GDP 0.6415 

(19.09)*** 

0.6379 

(19.07)*** 

0.6432 

(19.62)*** 

0.6392 

(19.07)*** 

0.6421 

(19.17)*** 

0.6401 

(19.43)*** 

       

Domestic Credit 0.00279 

(2.50)** 

0.0020 

(2.60)** 

0.0026 

(2.37)** 

0.0028 

(2.54)** 

0.0028 

(2.48)** 

0.0029 

(2.70)** 

       

Openness 0.0058 

(7.18)*** 

0.0058 

(7.22)*** 

0.0059 

(7.45)*** 

0.0057 

(7.15)*** 

0.0058 

(7.16)*** 

0.0059 

(7.48)*** 

       

Energy Use 0.0001 

(4.08)*** 

0.0001 

(4.15)*** 

0.0001 

(4.19)*** 

0.0001 

(4.10)*** 

0.0001 

(4.06)*** 

0.0001 

(4.37)*** 

       

Real Interest Rate 

Differential 

-0.0151 

(-4.00)*** 

-0.0164 

(-4.24)*** 

-0.0111 

(-3.01)** 

-0.0129 

(-3.25)** 

-0.0122 

(-3.45)** 

-0.0122 

(-3.34)** 

       

Sector*ER Volatility 0.0351 

(1.16) 

0.0125 

(0.36) 

0.0494 

(1.22) 

-0.0298 

(-0.79) 

-0.0883 

(-1.96)** 

-0.0434 

(-0.76) 

       

Sector*Institutional 

Risk 

-0.1092 

(-0.19) 

-1.2229 

(-2.11)** 

-4.3663 

(-5.16)*** 

2.5741 

(3.90)*** 

-0.3270 

(-0.38) 

4.8492 

(5.61)*** 

       

Sector*Interest Rate 

Differential 

0.00976 

(1.08) 

0.0148 

(2.15)** 

-0.0101 

(-1.05) 

-0.0021 

(-0.26) 

-0.0085 

(-0.78) 

-0.0092 

(-1.10) 

       

Constant -24.5822 

(-13.81)*** 

-24.3275 

(-13.67)*** 

-25.1456 

(-14.49)*** 

-24.6757 

(-13.81)*** 

-24.7788 

(-13.78)*** 

-24.45 

(-13.99)*** 

       

R
2
: within 0.3580 0.3601 0.3713 0.3611 0.3588 0.3735 

    Between 0.1913 0.0223 0.0521 0.1903 0.3368 0.0006 

    Overall 0.3159 0.0461 0.0172 0.0796 0.1170 0.0116 

N° of observations 1965 1965 1965 1965 1965 1965 

Table 7: Sectoral Effects 
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7. Conclusions 

 
This paper has analysed empirically and theoretically the determinants of FDI, with an explicit 

focus on the effect of exchange rate risk and institutional country specific factors and their 

interaction. The focus has been on horizontal FDI from a developed to a developing country. In the 

theoretical setting, final output is produced in the host country and then exported back to the home 

country. Therefore, the flows considered are not a mode of entry in the host market or a substitute 

for exports, and the foreign firms may set up their production facilities in another host country, if 

the effects of exchange rate variability and political risk are too high. 

The main research question has been to verify whether the levels and the interaction between 

exchange rate and political risk have a significant effect on FDI outflows. The issue is first analysed 

with a partial equilibrium model of FDI in an oligopolistic industry22, where n identical foreign 

firms have to decide whether to enter a host market characterized by exchange rate volatility and 

political risk. The results are that both exchange rate variability and political risk have a dampening 

effect on FDI flows, and that the interaction term is negative, indicating that the two effects 

reinforce each other. These theoretical predictions are the basis for the subsequent empirical 

analysis. Using data on US outflows of FDI to 53 foreign countries between 1982 and 2005, this 

proposition has been tested, finding that the main theoretical results are confirmed. Exchange rate 

variability has been proxied by using both a standard deviation measure and the results from a 

GARCH model estimation. Data on institutional risk has been obtained by the PRS group, with 

several country risk dimensions summarized by using Principal Components Analysis. The sample 

has then been divided according to income level, and the negative effect of country risk is shown to 

have increased in developing countries. These results highlight the role of ER and political risk in 

host countries in possibly discouraging foreign capital inflows, and how policy makers should try 

and reduce both factors of risk, since the combined effect is one of negative complementarity. 

Using US data from the BEA for FDI outflows at the sectoral level to n countries, the sector-

specific factors that influence the relation between exchange rate variability and political risk have 

also been analysed. This breakdown has been motivated by the change in the sectoral composition 

of FDI flows that has occurred over the last decade, with investment in the service sector gaining 

relevance. The sectoral evidence points in the direction of specific industry effects, especially with 

respect to the role of interest rates and wages. The general conclusion regarding the role of 

exchange rate instability and institutional risk are confirmed, with some qualifications for specific 

industries. Trade seems to be generally more affected by institutional risk, as the Financial sector, 

and less by interest rate variables. Depository institutions and the primary sector inflows of FDI 

seem positively influenced by institutional risk, a result that might be explained in the first case by 

the clustering of flows for this industry in specific countries that may be characterized by an overall 

low institutional quality but favourable environment for foreign capital and, in the primary sector, 

by the role of oil extraction. When taking into account the fact that some of these FDI flows involve 

oil-exporting countries, the coefficient is negative and significant, indicating that FDI in oil 

exporting countries are deterred by high country risk. In the case of the service sector, there is 

evidence of a higher than average sensitivity to ER volatility. 

 

                                                 
22 Justification for oligopolistic setting in Buch et al. 2005. 
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Different industries turn out to be differently subject to country and financial risk. Policymakers 

should therefore take into account industry-specific characteristics, as failing to do so may cause 

policies to fail in properly addressing the right goal. This might be of maximum relevance in 

shaping FDI-oriented policies fostering technology transfer.23 If FDI flows do represent a device of 

exchange of technology, failing to take into account sectoral sensitivity to specific risks may 

prevent firms to invest in risky (but possibly profitable) enterprises, thus ultimately causing policies 

to fail. 
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Appendix A: Model derivations 

• Derivation of Equation (7.):  
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• Derivation of Equation (9.): 
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• Derivation of 
2

0Fa

σ

∂

∂
> , used in Equation (12.): 

Since we defined F Fa ε εµ γ σ= +  , we can re-write it as: 
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We are also interested in the sign of the derivative of αF with respect to σε, so we compute 2
Fa

σ

∂

∂
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which is positive. Formally: 
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Appendix B: Data sources and description 

Data sources and frequency 

The sources of data that match the desired characteristics are described below and summarized in 
Table B.8. 
 

Variable Source Frequency 

FDI outflows Bureau of Economic Analysis, 
Direct Investment Position 

yearly, 1982-1997 

 OECD yearly, 1997-2005 

Bilateral Exchange Rates Federal Reserve of St. Louis monthly, 1982-2005 
Institutional Risk Measure International Country Risk Guide,  

Political Risk Service Group 
monthly, 1982-2005 

Control Variables World Development Indicators yearly, 1982-2005 
 CEPII yearly, 1982-2005 

Table B.8: Data Sources and Frequencies 

 

PRS Risk measures 

Corruption: A measure of corruption within the political system that is a threat to foreign 
investment by distorting the economic and financial environment, reducing the efficiency of 
government and business and introducing instability into the political process. Scale: 0-6 
Economic Risk Rating: A means of assessing a country’s current economic strengths and 
weaknesses. Comparability between countries is ensured since risk components are based on 
accepted ratios between measured data and the ratios are compared, not the original data. Scale: 0-
50  
Financial Risk Rating: A means of assessing a country’s ability to pay its way by financing its 
official, commercial and trade debt obligations. Comparability between countries is ensured since 
risk components are based on accepted ratios between measured data and the ratios are compared, 
not the original data. Scale: 0-50  
Investment Profile: A measure of the government’s attitude toward inward investment as 
determined by four components: the risk to operations, taxation, repatriation and labor costs. Scale: 
0-12 
Political Risk Rating: A means of assessing the political stability of a country on a comparable basis 
with other countries by assessing risk points for the component factors of government stability, 
socioeconomic conditions, investment profile, internal conflict, external conflict, corruption, 
military in politics, religious tensions, law and order, ethnic tensions, democratic accountability and 
bureaucracy quality. Scale: 0:100 
Socioeconomic Conditions: an estimate of the general public’s satisfaction or dissatisfaction with 
the government’s economic policies, covering a broad spectrum of factors, ranging from infant 
mortality to housing and interest rates. Different weights are applied in different societies, 
depending upon the relative political impact. Scale: 0-12 


