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RESUMO 

 Esta dissertação tenta analisar o conceito de risco político, sua evolução e aplicação 

tanto acadêmica quanto mercadológica. Com um modelo econométrico, pretende-se contribuir 

para a quantificação no campo do risco político. O trabalho emprega seis indicadores 

diferentes de risco político. Os resultados mostram que o risco político é um determinante 

altamente significativo do fluxo de investimento estrangeiro direto nos países de mercado 

emergente. Embora o risco político seja um fenômeno presente em todos os países, altamente 

industrializados e também nos ainda em desenvolvimento, este estudo se foca nas economias 

de mercado emergentes. Devido à crescente importância dos mercados emergentes na 

economia global, ênfase especial é dedicada aos novos instrumentos capitalistas (fundo 

soberano, empresa estatal e campeão nacional) desenvolvidos por administradores de 

economias de mercado emergente. 

 

Palavras-chaves: Risco Político. Mercado Emergente. Investimento Estrangeiro Direto. 
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ABSTRACT  

 This dissertation attempts to analyze the concept of political risk, its evolution and 

application both within the academic and market setting. An endeavor to contribute to the 

quantification of the political risk field is made via econometric modeling. Overall, 6 different 

indicators for political risk are employed in the empirical analysis. The results show that 

political risk is a highly significant determinant to foreign investment inflows on emerging 

market countries. Though political risk is a phenomenon that is present in all countries both 

highly industrialized and still developing, this study is focused on the emerging market 

economy. Due to the rise in importance of the emerging market within the global economy, 

special emphasis is dedicated towards the new capitalist tools developed by the administrators 

of the emerging market economy.  

 

Key Words: Political Risk, FDI, Emerging Market, and Multinational Corporations 
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1. INTRODUCTION  

The objective of this research is to analyze the impact that political risk has on the 

investment choices within emerging market (EM) countries. Political risk is a concern of 

increasing importance involving the choices and decisions of governments and economic 

actors over the XX and XXI centuries. From small private companies to large multinational 

organizations to non-government organizations (NGO), policy decisions affect the choices of 

investments. The central question that motivates this project is to understand the 

expectations/perceptions that private actors have towards future decisions of governments and 

how these policy decisions may effect foreign direct investment (FDI). 

The world market is increasingly becoming globalized. In the process, companies are 

now required to take into account in their business analysis models more than just economic 

variables. These “commercial” variables include the likely size of the market, whether a 

nation has raw materials, logistics challenges, labor quality, but also “non-commercial” 

elements that originally would be unusual to the business world, such as: 1. What is the type 

of government? 2. What are the local specific rules of the regional economy? 3. Does the 

country have a history of respect for contracts? 4. Is the political regime democratic or not? 5. 

How the judiciary intervenes in property issues? And other “non-commercial” issues. Public 

policy of sovereign nations is a factor in the calculation of strategic companies. 

While academic analysis is essentially ex-post, the companies that operate in the 

political risk analysis area, including the Eurasia Group, Aon Corporation, Kroll Associates, 

Control Risks, among others, try to elaborate explanations ex-ante in how governments 

should behave in the foreseeable future. The expropriation of companies in Venezuela, 

Bolivia, Argentina, Angola and the economic impact of political-military conflicts that have 

recently occurred between Russia and neighboring countries such as Georgia and Ukraine, are 

typical cases where the political risk analysis is fundamental to the FDI market. 

Therefore, this research project will seek to establish the objectives; research design, 

hypothesis, theory and methodology will be based on the dissertation of the ex-post approach. 

 

1.1. JUSTIFICATION AND RATIONALE 

Within our evolving world order, passive portfolio investors, active hedge fund 

managers, major corporations and sovereign governments have all realized that EMs are no 
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longer peripheral. The close relationship between Multinational Corporations (MNC) and 

EMs is reflected in that EMs are routinely emphasized when MNCs communicate with 

shareholders. We are experiencing a huge shift in the global economy. EMs will constitute the 

major growth opportunity into the future. Though poverty is very much present, EMs are 

becoming middle class. The middle class EM citizen is increasingly becoming an important 

consumer—investments will be needed to feed the maturing tastes of this new type of 

consumer. The increase of Foreign Direct Investment (FDI) in emerging economies over the 

last thirty years has produced economic growth and an increase in the transfer of knowledge 

(technology, business organization, learning, etc.) (Carminati and Fernandes, 2013). In the 

aggregate, the proportion of global FDI inflows to EMs and frontier markets has increased 

from 18 percent in 1992 to 33 percent in 1996, when it exceeded $100 billion (Arnold and 

Quelch, 1998). Because of the enormous long-term market potential, MNCs will accept short 

and medium term risks. In 2012 the emerging market countries began to receive half of all 

global FDI flows (UNCTAD, 2012) and reached the spectacular value of 1.7 trillion dollars in 

2015 (UNCTAD, 2016).  

Cases such as expropriations of assets from companies active in countries such as 

Venezuela, Bolivia and Argentina show that in the calculation of FDI, the political component 

is a real fact. In addition, cases of military conflict and wars can also promote significant 

losses to investors, as were the cases of Georgia and Ukraine in the recent past. Even with the 

potential political uncertainty inherent in FDI, the international investor communities are 

likely to calculate risks since war and civil unrest are able to contrarily produce investment 

opportunities.  

The justification for the preparation of this research project is of particular interest to 

the Political Science and International Relations communities. The objective is to understand 

the political determinants of FDI in the companies operating in the emerging market 

economies. Of the 10 largest recipients of FDI in recent years, half are considered EM: China, 

Brazil, India, Indonesia and Singapore (UNCTAD, 2016). 

Tasked with administrating domestic public policy concurrently with the formation 

and implementation of an effective foreign policy, governments too have a need for political 

risk comprehension. Political risk influences the sovereign states’ ability to implement 

intelligence gathering, diplomatic and military, but most importantly, economic initiatives. 

Political risk is a function of the collective global trend of increasing capital flows from one 
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country to another. Initially these flows were from North America and Western Europe to 

EMs. This was followed by an increase in private capital flows (private equity and hedge 

funds) again from the developed markets to EMs. The latest trend of capital flows 

demonstrates the rising clout of EMs. EMs, concentrated in developing Asia, have now 

become sources of outward FDI as opposed to only recipients due to their breakneck 

economic growth relative to developed markets and in conjunction with a large and persistent 

current account surplus that translates into a surplus in foreign exchange (FX) reserves (ADB, 

2009).  
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2. REVIEW OF THE LITERATURE  

2.1. POLITICAL RISK, AN OPEN DEFINITION  

Political risk is a phenomenon difficult to quantify, especially in emerging markets, 

where dictators or fragile democracies are frequent. The nature of politics is inherently 

dynamic, varying along time, responding to what may seem like random events at the 

international, national, regional or local levels. Elections, economic crises, the passage of 

legislation, changing social attitudes and the sudden rise and fall of populist movements all 

contribute to the notion of political risk. Many internal and external factors carry the potential 

to politically stabilize or destabilize a country, region or especially more frequent today, the 

global theater. The concept of globalization has created an environment where politics even in 

marginally important countries contribute to the macro-situation globally. In this paper, 

globalization is viewed as a positive manifestation that contributes to the “flow of goods, 

ideas, capital and people, (which) is essential for prosperity” (The Economist, 2016).  

As Jarvis and Griffiths (2007) make evident, the literature on political risk has 

advanced in four stages. The first-generation approach, known as “The Catalogue School,” is 

characterized as providing abundant, but redundant definitions that inventory or catalogue the 

negative consequences of host government influence on MNCs. The previous three cited 

definitions are examples of “The Catalogue School,” in that the negative actions taken by 

politically aligned actors of host governments towards commercial actors are the principle 

highlight. A problem arises in an attempt to create complete lists, distinguishing between 

what is purely governmental and what is a purely market component. The effort to construct a 

“complete” list or index of indicators is near impossible in this highly subjective discipline. 

As established earlier, both politics and the market are dynamic and “pure” actors of either 

category are few or do not exist. Viewing the state as an enemy of commerce is not a clear 

interpretation of reality because a degree of state regulation is essential for a functioning 

business environment, not prone to implosion or the perverted operation of normal 

commercial activities (OECD, 2010). Treating political risk as an exogenous set of 

government interferences on the marketplace, all producing negative consequences are prone 

to errors due to this oversimplification of reasoning. Many times it is the opposite that is 

reality—an absence of transparently functioning political institutions that give rise to political 

risk. This initial school of thought continues to exercise substantial influence on political risk.  
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Contributing to the catalogue school of political risk—the most basic, first generation 

approach—are the following papers. Busse and Hefeker (2007) use a sample of 83 developing 

countries and find that the following indicators are highly significant determinants of FDI 

flows: government stability, internal and external conflict, corruption, ethnic tensions, law 

and order, democratic accountability of government, and quality of bureaucracy. Kolstad and 

Tondel (2002) find that FDI flows are affected by a similar catalogue of indicators: ethnic 

tension, internal conflict, and democracy, but not by government stability, bureaucracy, 

external conflict, law and order, and military in politics. 

Quantitative evidence on this subject varies. Two specific articles report that strong 

institutional quality, a proxy determinant of political risk, is an attraction for FDI flows. 

Gastanaga et al (1998) uses a sample of 22 developing countries, determining that the 

following catalogue of indicators are associated with greater FDI flows: lower corruption and 

nationalization risk levels and better contract enforcement. Wei (2000) further contributes to 

this school of thought in that corruption significantly hinders FDI inflows. Contrarily, work 

by Asiedu (2002) determines that neither political risk nor expropriation risk impact FDI. As 

demonstrated in various studies, including that of Noorbaksh et al (2001) and Bremmer 

(2006), democracy is not significantly related to FDI. 

The second-generation approaches are known as “The System–Event School.” This 

school is a result of advancements in understanding how political, cultural, regulatory and 

social environment factors influence and ultimately create specific state types. Different 

nation states demonstrate different risk behavior. The system–event school monitors 

occurrences that diminish regime or system stability, the maturing of political institutions and 

legitimacy. Economic growth can make a state more fragile by changing the established order. 

Here, political risk is a reflection of the state capacity to peacefully and orderly manage 

change (economic development) in a non-violent, stable and democratic manner. 

The focus of “The System–Event School” is largely limited to EMs and frontier 

markets that have been captured by the ruling elites and to varying degrees the state apparatus 

is used to fulfill the interests of this small group. This school of thought erroneously attributes 

low political risk or high political stability to exclusively Western oriented political 

institutions. What may be perceived as neo-imperialist attitudes, this school of thought fails to 

recognize that sudden system shocks (regime change), general political instability and non-

Western, non-liberal democratic, and non-capitalist institution types are not always threats, 
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but can be opportunities for adaptive organizations such as MNCs. An unexpected systematic 

change in the political system can become a catalyst for less tyrannical intervention in the 

marketplace—leading to increased future stability. As observed by Brewer (1983) and Kobrin 

(1982), radical state sanctioned policy ratifications including nationalization and 

expropriation are conventionally undertaken during times of regime legitimacy, strong 

institutional capacity and overall political stability; extreme, constitutional altering litigation 

requires coordination and organized authority to push through veto points, special interest 

lobby groups and other barriers characteristic of bureaucracy. Therefore, a change in 

government does not automatically arise to changes in legal regulation affecting business 

operations of foreign and domestic firms or the investment environment. 

The crux of the “The System–Event School” approach is that it naively creates 

generalized categorizes intended for application across industries, cultures and diverse 

political systems. Such a ubiquitous system is thus limited in its comparative applications 

(Jarvis, 2008). Qualities promoting political stability or instability in one country cannot 

simply be applied indiscriminately to other countries. As outlined under the works of Claude 

Ake (1996), a better comprehension of “political stability,” which is the unit of measure for 

political risk, must be forged in order to achieve effective comparisons. While the focus of 

“The System–Event School” approach is on achieving better forecasting facilities of the 

macro-type or geo-political events, successes have been largely unfounded. Examples of such 

geo-political omissions include the fall of the Soviet Union—perhaps the greatest political 

event of the 20th century, the peaceful reunification of Germany and the East Asian Financial 

Crisis (Davies, 2003). Other geo-strategic examples unforeseen by scholars include the fall of 

Suharto in Indonesia, the collapse of the Marcos regime in the Philippines, Iran’s Islamic 

Revolution of 1979 and the more recent Jasmine Revolution or Arab Spring of the MENA 

region. The unpredictable and predatory state of North Korea is especially noteworthy in that 

virtually no foreign nation (perhaps China), academic or private enterprise can provide 

prognostic insight.   

The rise of the third-generation of political risk approaches: “Method versus Theory,” 

can be attributed to the emergence of two trends. The first trend occurred in the multiple 

academic disciplines of the social sciences, during a time from the 1950s to the 1970s, when 

this group of disciplines attempted to replicate the analytically rigid successes of the hard 

sciences and the belief that the empirical approach was proven to be correct. Political risk 
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analysis like the many other social sciences (sociology, psychology, etc.) aggressively 

pursued methods aimed at greater predictive authority. The motivation to pursue such 

predictive methodology stemmed from the nature of political events occurring in developing 

regions of the 1970s or what this dissertation has defined as the emerging markets of a more 

contemporary era. The 1970s reached a peak in the expropriation and nationalization of 

foreign interests. These ‘classic’ political risk events dominated the applied corporate 

divisions, consultancies and the ivory tower alike. The promise of financial reward led to the 

enthusiastic development of analytical models and frameworks with ever-greater predictive 

ability.  

The nationalization era of the 1970s has since ended as states now compete for FDI and 

attempt to set in place policies that deter large risk events such as expropriations and tariff-

based protectionist policies. The majority of EM ruling elites have begun to actively attract 

FDI for both personal and national motivations. The ideologically motivated coups of today 

are a shrinking feature of the international political economy and if such events occur, the 

overarching concern besides maintaining newfound control of the state apparatus is that of 

financing control. FDI and the continued operation of multinational enterprises in EMs is a 

guarantee of future cash flows into the state. Due to this progressive increase in cross-border 

capital investment has in turn led to increased political risk levels globally.  

These social developments in EMs, combined with the poor predictive ability of 

analytical forecasts linked to the second-generation approaches to political risk, have 

witnessed not just a reorientation in political risk analysis but have also changed the expected 

outcomes from such endeavors. Political risk approaches are now more circumspect in their 

ambitions. They aim less towards grand theoretical correlations and more towards informed 

microanalyses that emphasize the importance of context, and focus on project-level analysis. 

As Bremmer (2005) illustrates, “Instead of trying to measure the independence of a nation’s 

judiciary, for example, analysts can determine whether judges in a particular country are paid 

a living wage, whether funded programs exist to inform them about new legislation, and 

whether—and how often—they are targeted for assassination.” Though political risk is a 

much more amorphous than economic risk, a framework for evaluating firm exposure to 

political risk indeed exists.  
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A NON-EXHAUSTIVE SAMPLE, THE MOST COMMON POLITICAL RISKS: 

A) War or violence conflict (including terrorism) Risk  

B) Expropriation (Nationalization) Risk  

 1) “Creeping” Expropriation Risk 

C) Transfer Risk  

 1) “Conversion” Risk—may arise due to a currency not being widely traded, or 

from capital controls that prevent an investor or business from freely moving 

currency in or out of a country (Investopedia, 2016). 

2) “Soft” or Local Currency Risk—A currency with a value that fluctuates as a 

result of the country's political or economic uncertainty (Investopedia, 2016).  

 

 Finally, fourth-generation political risk methodologies have begun to be developed 

within highly specialized organizations and institutes. The methodologies that contribute to 

the fourth-generation of political risk analysis are generally associated with highly advanced 

modern technology, including “big-data” and machine learning. Predictive scenarios are 

developed using the underlying concepts of game theory to arrive at possible outcomes. With 

such advanced methods to interpret human behavior, fourth-generation political risk 

methodologies are generally limited to the highly funded R & D departments of MNCs, 

government organizations including the Central Intelligence Agency (CIA) and Defense 

Intelligence Agency (DIA), and the exact science (technology, mathematics and statistics) 

departments of heavily endowed universities.  

 

2.2. THE PARALLEL: FOREIGN DIRECT INVESTMENT (FDI) AND POLITICAL 

RISK  

Financial assets, capital or investable wealth tends to congregate in the developed 

world, especially the United States because of its perceived safe haven to general risk. Capital 

is in a perpetual search for higher return, history shows that both individuals and 

organizations are willing to take extreme measures to realize the greatest returns. Whether it is 

funding both sides of a conflict, building infrastructure to extract oil or distributing 

medication to the rural underprivileged, if there exists a justifiable (financial) return, investors 

will assume the risk. The positive correlation between risk and return explains the 

fundamental rule in finance: higher the risk, higher the return. An important attribute that 
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defines an EM is that many of the greatest opportunities exist outside of the safe havens of the 

world. Full of both opportunity and risk, the concern is not capital mobility, but access to the 

transferred capital in the EM. Access to the desired markets is a question of critical concern. 

Access to not just the physical consumer market, but access to the capital market is of 

paramount concern. 

Multinational Corporations (MNC) both shareholder accountable and the new breed of 

state owned enterprises (SOE) operate extensively throughout the world, with only increased 

focus and competition in EMs. Relations between MNCs and the EM host country have 

evolved extensively since Raymond Vernon (1971) first documented the obsolescing bargain 

model (OBM). As a function of goals, resources and constraints OBM describes the dynamic 

nature of negotiating relations between MNCs and host country governments (HC). Initially, 

negotiations favors the MNC, however bargaining power is then transferred or obsoletes to 

the host country once investments have been ‘sunk’ in the chosen country. Investments made 

by MNC become locked in place and the assets are later transformed into hostages owned by 

the host country. Historically, MNC have possessed leveraged capabilities and resources in 

the form of superior technology, access to skilled human capital, access to a lower cost of 

capital, strong name brand product differentiation and product diversity.  

The bargaining power of MNCs is further leveraged through their overall size (as 

measured by total assets) as larger MNCs generally have managers with advanced training 

and greater financial resources at their disposal to assume more complex negotiations 

(Lecraw, 1984). Global pressures for industrial efficiency and to expand into new growth 

markets outside of the developed world are creating the need for mergers and accusations 

(Javetski, 1996). What has been produced in an age of mergers, are larger companies with a 

greater facility to negotiate on all levels. Recent mergers are seen in the auto industry, 

including Chrysler and Fiat, Porsche and Volkswagen, and the one time colonial subject 

acquiring its master chariot in the Tata Acquisition of Jaguar Land Rover. The pharmaceutical 

industry includes Pfizer and Allergan; banking includes PNC Financial Services merger with 

RBC Bank and the Capital One union with ING Direct USA. Other industries of significant 

mergers and acquisitions, which affect bargaining positions, are found in telecommunications, 

computers, energy, and oil.  

In the original OBM process, at the beginning MNCs are at an advantage in the 

bargaining model as they are highly mobile by design, where host countries are especially 
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immobile. MNEs act as a coordinated collection of multiple business units located throughout 

many countries sharing common strategic goals and resources. Sovereign nations, however, 

are limited in their sphere of power by geographic borders (Eden, Lenway and Schuler 2004). 

Such opposite prospects have since changed somewhat as the war chest now available to 

sovereigns includes an ability to advance national oil corporations, SOEs, privately owned 

national champions, and sovereign wealth funds (SWFs). 

Today, an enhanced understanding of the MNC-host government relations is in the 

form of a two-tier, multi-party OBM process (Ramamurti, 2001). The traditional OBM 

between the MNC and host country is now obsolete as the age of explicit expropriation and 

nationalization of the 1970s has since ended. Following the 1970s nationalizations, the 

political institutions that attempt to administer the global economy have gained significant 

bargaining power. From the 1980s onward, developing governments were frequently coerced 

by advanced industrialized nations to remove capital controls and grant foreign intermediaries 

access to their financial markets via Bilateral Investment Treaties (BIT), Free Trade 

Agreements (FTA) and the international forums following a Western leaning mandate to free-

market development. Examples of international multilateral institutions include forums such 

as the World Trade Organization (WTO) or through established financial organizations such 

as the World Bank Group (WBG) and International Monetary Fund (IMF). Many of these 

established institutions, have in the past made the availability of capital conditional on that 

countries must liberalize their financial systems and open their markets to MNCs in order to 

receive such capital injections (Wade and Veneroso, 1998). The ‘teir-2’ part of the OBM 

process is observed when MNCs and EM host governments actually engage in the bargaining 

process. This is a process that is much more constrained in possibilities, significantly in favor 

of the MNC. Major risks have since been largely mitigated due to the macro-level BIT, FTA, 

and multilateral institutional involvement.  

Creeping expropriation is indeed still a contemporary concern for MNCs operating in 

all sectors (resource extraction, manufacturing and services) of EM. By gradually introducing 

a series of fiscal regulations that adversely affect profits, creeping expropriation is not limited 

to unexpectedly increasing tax rates or royalties on profits and prejudicial currency 

regulations. Through planned and deliberate host government action, for a period of at least 

six months the investor is deprived of fundamental rights in a project, but can still be allowed 

to retain title of an asset that no longer retains any economic utility (Brink, 2002). Creeping 
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expropriation can be further labeled as contractual or regulatory risk (MIGA, 2014); both 

risks are interpreted as a type of political risk. Due to such legislative characteristics, creeping 

expropriation is a risk type that is generally limited by project or by the geographic borders 

that define a country.  

Creeping expropriation is a subtler, more sophisticated form of pure or direct 

expropriation. Modern mitigation measures derived from contemporary institutions including 

the IMF, World Bank and WTO collectively administer credibility to the actual structure of 

the global political economy. Such supranational institutions have made the exploitive 

practice of direct expropriation more difficult for nation-states. Therefore the second 

generation OBM is a better representation of political risk in relation to the phenomenon of 

creeping expropriation.  

EM government perceptions towards MNC activities and the FDI that these 

organizations bring to host countries has changed significantly since the last 40 years. Since 

the ending of the post nationalization era in the 1970s, numerous EM ruling elites have begun 

to actively attract FDI for both personal and national motivations. These EM ruling elites 

have recognized FDI as a means to develop, modernize, industrialize, and reduce poverty, but 

most importantly to gain political legitimacy and long-term regime stability (Moran, 2001). 

However this perspective is not uniform across all EMs and is erratic further still within the 

frontier market universe. ‘Investment Universe’ or ‘Universe of Securities’ refers to a broad 

grouping of securities sharing a common feature: similar level of risk, market, industry, index 

or price range. It is best to frame FDI policies and the general attitude towards MNC 

operations of developing countries as being in various stages of transmutation. Clearly not all 

sovereign nations are business friendly, as demonstrated by the continued risks that creeping 

expropriation exhibits. Examples of creeping expropriation are rich in the international legal 

field, usually framed as corporation v. sovereign nation: Amoco International Finance 

Corporation v. Iran, Goetz v. Burundi and Biloune v. Ghana.  

With the liberalization of FDI, EMs are now required to extract income from MNC in 

a more sophisticated approach. As strong-arm tactics of outright nationalization are becoming 

less common, the trained form of creeping expropriation has taken its place. Citing the Latin 

American context, Vernon (1998) argues that at least in part, the liberalization of FDI was 

prompted by a new generation of US-educated civil servants with a newfound faith in free 

trade, private ownership and the ideology of capitalism than its preceding generations. This 
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superior training can also work against the efforts of MNCs. With the advent of the western 

trained EM bureaucrat comfortable negotiating with MNC, has produced state workers with 

advanced knowledge in business, finance and law. The better-trained EM bureaucrat 

experienced in not just local law, but more critically international law has proven to be an 

especially astute adversary to MNC and FDI with their introduction of creeping expropriation. 

The literature review of (creeping) expropriation has not produced any articles with the 

critical perspective that a superiorly skilled public servant is the endogenous trigger to an 

uptick in this progressive form of expropriation. However, a better-trained local populous is 

indeed part of the cause to the new, highly efficient EM firms that are now becoming 

multinationals. The once absolute dominance of the North American MNC has for more than 

a decade felt the pressure of a more eclectic group of multinational firms operating across the 

globe.  

Heightened international capital mobility is slowly liberalizing the financial policy-

making process across EM nation-states. Greater transparency and fewer barriers to capital 

have and will continue to create arbitrage opportunities for practitioners. Arbitrage prospects 

are especially acute within the EM regions, where the development of a truly global financial 

market is evolving at an uneven rate across nation-states. Though the historic trend of 

financial marketplace consolidation supports convergence theorists (Kurzer, 1993), the 

process has proven to be lengthy, tentative and imbalanced between the domestic financial 

markets of EM nations. Another argument supporting the convergence theory is that the 

financial industry is especially innovative and entrepreneurial by design. As finance becomes 

more globalized in nature, firms create new methods to circumvent the interfering regulations 

of government (Goodman and Pauly, 1993). As financial markets evolve and become more 

modern, government regulators must also advance, if this does not occur, the necessary 

intermediation responsibility will not function adequately. South Korea’s initiative to 

financial market modernization partly explains its pursuit of a neoliberalism strategy 

(Lukauskas and Minushkin, 2000). 

Private enterprise generally creates financial products at a faster rate than the policy-

enforcing intermediaries can adequately adapt alongside. Citing the Great Recession of 2008 

or almost any other financial bubble in history, the regulator has always been trailing the 

practitioner. This unequal relationship is further compounded as developed world financial 

technicians operate across boarders in a highly unregulated, almost primitive EM financial 
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scene. With technical know how, the investor must also be aware of the local investment 

environment. Taking advantage of weak institutions representative of EMs, the presiding 

political parties or ruling elite has in the past placed sudden restrictions on capital; this 

altering between lax and tight capital restrictions is indeed a political risk. The case study of 

Chile is one example that capital controls are indeed reversible in nature (Stiglitz, 2002). 

 The globalization of finance is apparent in the empirical literature. Major regulators 

continue in the unification processes of accounting and financial reporting standards, most 

notably between the Financial Accounting Standards Board (FASB), which is strictly a 

United States governing body, and the International Financial Reporting Standards (IFRS). 

The CFA (Chartered Financial Analyst) Institute, a global association of investment 

professionals that awards investment charters, is increasingly recognized by both developing 

and developed nations as an equivalent to locally recognized industry credentials. These are 

non-governmental organizations that are heavily regulated by an increasing number of 

governments worldwide. As more governments accept these unification measures, 

international financial markets are becoming increasingly assimilated into a singular system.  

“Mega-regionals,” is a term coined by the Economist Corporate Network (2016) 

which link regions together while remaining below the global scale. As the United States 

implements its strategic “pivot” to Asia, the Trans-Pacific Partnership (TPP) is the economic 

component of this rebalancing of power. The TPP will link the Americas with Asia. The 

Chinese geopolitical response to the TPP is the “one belt, one road” (OBOR) initiative, which 

will link Asia with Europe. Another future mega-regional proposal is the ASEAN Economic 

Community (AEC). The ASEAN-China free trade area (ACFTA) framework agreement, 

signed by both entities in 2002, is to enhance both trade and investment co-operation. 

Established FTAs include the regional free trade area: North American Free Trade Agreement 

(NAFTA) and the sub-regional, full customs union: Southern Common Market 

(MERCOSUL). Depending on the level of integration (free trade area, customs union, 

common market, economic union), FTAs are only increasing in quantity and complexity. This 

reinforces the perspective that financial markets will continue to liberalize, eventually uniting 

under a single model of minimum restrictions to capital flow, in which investments can be 

made without the current confusion of differing foreign ownership rules. Though the trend of 

convergence in financial markets is clearly occurring (Andrews, 1994), the process is proving 

to be long and arduous. The current trend of trade and investment unification as a patchwork 
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of bilateral and regional FTAs as opposed to any recent progress materializing with the global 

unifier, the World Trade Organization (WTO) supports this idea. Although the Doha 

Development Round of the WTO was launched in 2001, no legally binding market 

liberalization agreement has yet been bound since the completion of the Uruguay Round in 

1994 (The Economist, 2010).  

Ushered in by the Great Recession of 2008, international institutions are now in flux. 

This is evident in a number of governance reforms with major established international 

financial institutions and newly created international financial institutions that represent and 

are managed by organized emerging power blocs. Within both the IMF and the World Bank 

gradual shifts in voting powers to grant emerging powers more of a decision-making role 

have occurred (Hart and Jones, 2010). Though these shifts in power still preserve the 

dominance of developed nations, transitions in existing forums are manifesting. Another 

gesture to the rise of a multi-polar world is that of the original group of seven countries (G7) 

expansion to now include the G20 as the chief forum for dealing with international economic 

issues.  

Another significant indicator to EM clout can be measured through the share of 

foreign-exchange reserves owned by the BRIC nations. Excluding South Africa, the BRIC 

nations account for 40% of the world's total foreign-exchange reserves. As cited by the news 

journal The Economist (2010), “if the BRICs were to set aside one-sixth of their reserves, 

they could create a fund the size of the IMF.” Indeed this is precisely what they are doing, 

through the development of the New Development Bank (NDB), formerly referred to as the 

BRICS Development Bank. China, easily the EM with the most clout is engaging further 

measures to enhance EM influence and reducing America's through the Asian Infrastructure 

Investment Bank (AIIB) and the previously mentioned OBOR initiative. With this higher 

degree of multi polarity in the world comes different market and political forces that provide 

alternative sources to finance or stand as direct competition to the existing standards of 

financial lending: the IMF, the World Bank and the Asian Development Bank. The inclusion 

of the renminbi (RMB) in the IMF’s benchmark Special Drawing Rights (SDR) currency 

basket further validates China’s growing importance to global finance. When there is less 

dollar-denominated debt, the political risk process becomes further complicated (Holodny, 

2015).  
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As international financial markets become more integrated, political risk in relation to 

the liberalization of capital accounts becomes an ever-greater macro element. Capital account 

liberalization is also known as financial market openness. The integration of the Pacific 

Alliance stock markets of Chile, Colombia, Peru and Mexico, forming the Latin American 

Integrated Market, or MILA (Angeles, 2016) is one such arrangement of regional institutions 

that will reduce market or systematic risk. Note that all risk types including political risk 

contributes to the arrangement of market risk. The pulling together of multiple markets has 

created a mitigation strategy. However as the Great Recession has demonstrated, black swan 

events are indeed possible.  

These alternative sources, conditions and markets matter because it is not always the 

international investors, the developing world elites or the multinational corporations that are 

to benefit from cross-border investments, many times it is the countries themselves that stand 

to benefit or stand to lose in the case of portfolio investment and banking and especially hot, 

or speculative, carry-trade debt inflows (Dell’Ariccia, 2008). Assuming that neither a small 

self-serving elite nor foreign interests control the domestic sovereign nation, the best interests 

of the nation-state is one of durable, long-term economic expansion void of excess volatility. 

With this established assumption in place, the degree that a capital account is liberalized and 

its relationship to political risk varies greatly depending on which side of the risk ‘fence’ one 

stands.  

From the international investor’s standpoint, less capital barriers is a positive that 

encourages the movement of capital, assisting in the pursuit for the greatest returns possible. 

However the location or opportunity of the greatest return on capital is often fleeting and 

requires mobility of international facility. From the EM nation-state’s standpoint, liberal 

capital flows can be detrimental to growth. Quick inflows of capital can also lead to a quick 

exit, which is detrimental to growth. This type of speculative investment strategy has led to 

the deindustrialization of some EM economies due to the appreciation of the local currency 

and high local EM interest rates both of which acts as a deterrent to the local export market. 

Contemporary Brazil is an example of the classic carry-trade (Gaulard, 2012).  

With the advent of plentiful, newly created, alternative financing; most notably from 

the NDB, AIIB or the Brazilian National Development Bank (BNDES), new financing 

options are available to political leaders, their ministers and the markets that they govern. 

Furthermore, Ostry and Furceri (2016), both representatives of the IMF’s Research 



 21 

Department, cite the following, “On capital account liberalization, the IMF’s view has also 

changed—from one that considered capital controls as almost always counterproductive to 

greater acceptance of controls to deal with the volatility of capital flows.” The IMF literature 

acknowledges that capital account opening is an appropriate end-goal only after EM country 

institutions have achieved a minimum baseline of integrity.  

With mandates of non-interference (China) sources of finance now available, new 

IMF financial policy concerning the ills of full capital account liberalization, the fact that 

individual politicians always reserved some level of autonomy in relation to outside foreign 

pressures to liberalize capital flows (Cohen, 1998), and that larger volumes and more frequent 

cross-border trade and investment is now occurring, the existence of political risk in relation 

to capital markets is only being amplified. These features suggest that though new sources are 

now available to EMs, the trend of integration and deepening of financial markets is a 

significant issue that will only continue. Access to foreign markets is largely determined by 

these very political agreements between countries. Note that the Chinese foreign policy 

doctrine of non-interference, respect for the sovereignty of other nations, non-aggression and 

peaceful co-existence is most evident in its diplomatic approach to secure natural resources in 

exchange for infrastructure projects—commonly furnished by Chinese laborers. This policy 

of non-interference is blurry at times when examining relations with geographic neighbors in 

the South China Sea or the tensions with India concerning Aksai Chin and the Arunachal 

Pradesh disputes. 

As an empirical reference, the work of Lukauskas and Minushkin (2000) identifies a 

number of politically oriented determinants that influence the liberalization of capital 

accounts within four middle-income (EM) countries: Mexico, Chile, South Korea, and 

Turkey. The study basically identifies the determinants of the individual EM government’s 

bargaining power with international actors and domestic groups in relation to financial policy. 

It concludes that within all four countries, the economic condition—strong or weak—is the 

ultimate determinate to a relaxed or tight approach of financial opening. However the pace 

and timing of reforms is a domestic political determinant. A strong economy provides 

credibility. A common theme during the implementation of market liberalization exercises in 

Mexico and Turkey is that it is truly a display of confidence between highly indebted 

countries and the international investor community. In summary, investors must be confident 

that a return will be realized and that ‘strong-man’ dictator type politicians will not 
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nationalize or indefinitely lock up their capital. Much has changed within international 

financial markets since 2000. The opening of these countries can act as a historic reference for 

similar EM countries. In the economic literature, the following detailed non-commercial 

political risks are usually dismissed as externalities when constructing models. However these 

externalities are at times a deciding factor and are especially relevant to the market. Due to 

binding OECD membership policies, these countries are highly unlikely to backtrack on their 

neoliberalism strategies.  

Mexico opened its financial markets broadly and deeply without reversal due to three 

factors. One was the ugly economic situation. Poor domestic economic conditions of a net 

exporter of capital, a huge external debt and large budget deficits all desperately called for an 

injection of foreign relief funds. However due to a poor reputation within the international 

investment community, foreign investors were wary of making new investments without 

secure guarantees that withdraws could be executed quickly and with no penalty. Second, 

Mexico at the time was led by technocratic leaders trained at elite United States universities 

whom pursued neoliberalism strategies which opened the markets, while the legally binding, 

non-reversible NAFTA treaty gained back foreign investor confidence. Third, a newly 

powerful private sector elite, aligned with modernization of its securities market demanded 

reform. Neoliberalism in this context only refers to the opening up of domestic financial 

markets to foreign competition. 

Turkey, at a quicker rate, liberalized its markets to a broader and deeper degree than 

Mexico. Until only the mid-1990s, social groups, limited by law and tradition had no say in 

the policy-making process. A state-centered approach explains Turkish neoliberalism policy. 

Current account deficits, foreign debt servicing and huge budget deficits burdened the Turkish 

economy. Foreign debt was especially burdensome due to an acutely low domestic savings 

rate, meaning that the country borrowed from abroad to obtain developmental capital. Much 

like the Mexico situation, Turkey had credibility issues with investors who wanted to be sure 

that they could undo their positions quickly if economic or political conditions deteriorated. 

This is known as repatriation, transfer or currency risks; all are a type of political risk. Again 

like Mexico, Turkey’s IMF and World Bank neoliberal policies were written by Western 

trained technocrat Turks working for these international financial institutions (Akuyüz, 1990). 

Perhaps, these relationships acted as an influential force in opening up the Turkish financial 

markets as Turkey largely followed IMF and World Bank recommendations. Another 
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geopolitical force at work is the geographic position of Turkey, strategically located between 

East and West, Turkey enjoys far greater bargaining power than most other countries. 

However this geopolitical positioning did not slow down the process of neoliberalism.  

Korean society, not just in their financial markets, has a long history of yielding to the 

powerful family-dominated business enterprises known as the ‘Chaebol.’ Due to these 

influential domestic special interest groups, Korean markets were kept relatively closed. 

Opening of the markets initially occurred in a very focused manner, to diversify the Chaebol’s 

sources of finance and to lower their cost of capital. Barriers to entry were carefully 

constructed so as to not enable foreign entry into the equity markets, fearing that weakening 

domestic control of industrial groups may occur (Woo-Cumings, 1997). Consistent with the 

model that economic weakness diminishes sovereign bargaining power, Korean capital 

accounts only liberalized after the Asian financial crisis arrived in Korea in late 1997. In the 

form of conditional IMF emergency loans, Korea was required to remove many remaining 

barriers to capital.  

Chile is an example of almost complete liberalization of its capital markets, to later 

totally isolate its capital markets in times of crises and then to again pursue neoliberalism 

policies. During a time of communist containment, the strong-arm politics of the Pinochet 

regime possessed extraordinarily high amount of autonomy from domestic social interference. 

Such containment efforts were also supported by one of two superpowers of the time. The 

close working relationship with an elite United States University to implement radical 

monetarists policy experiments was a pledged allegiance to the containment of communism, 

thus buying negotiating power to completely close capital flows when economic crises did 

occur. Persistent with the theme that economic strength forges political autonomy, the 

Pinochet regime capitalized on sound Western-leaning economic doctrine and a strong iron 

ore export for the majority of Chile’s development.  

 The standard measures to understand country financial market openness or the 

liberalization of capital accounts is characterized by the terms breadth and depth. Breadth is a 

reference to the varieties of restrictions that are placed on capital flows and the types of 

foreign financial intermediaries (commercial banks, investment banks, insurance companies, 

broker-dealers, mutual funds or pension funds) that have access to the domestic market. 

Barriers to entry and barriers to exit are measures of breadth. The International Finance 

Corporation (IFC) measures entry and exit barrier regulation of domestic countries. Entry 
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barriers reflect the level of freedom that domestic financial intermediaries have while raising 

money in international markets, measured as FDI or FPI. Exit barrier examples are observed 

by the level of restrictions placed on the export of capital also known as outbound FDI and 

FPI by domestic participants or the repatriation of invested capital by foreigners and 

minimum holding periods or particular reserve requirements placed on investments. 

Broadness refers to liberalization, while narrowness reflects limitations or more stringent 

controls.  

Depth is a reference to the number of markets and financial instruments available 

between both domestic and foreign actors. The level of availability to participate in stocks 

(equity), bonds (fixed-income or debt), and money markets (type of debt instrument) and the 

types of controls placed on FDI destinations are a reflection of depth. Additional measures of 

depth include whether banks can lend abroad or pension funds can purchase non-domestic 

securities. Greater depth or a deep opening is linked to liberalization, while shallowness 

references greater restrictions.  

The importance of FDI has become ever more important as donations in the form of 

aid whether from developed nations or aid agencies has become less important to many poor 

and EM countries since foreign investments and remittances are on an upward trend of growth 

(The Economist, 2016). The literature on FDI and the corresponding independent variables is 

not only extensive but controversial as well. Like the field of political risk, investigating the 

complexities of FDI is an area that lacks a consensus over the conclusions reached by the 

wide range of empirical studies. Gastanaga et al. (1998), Chakrabarti (2001) and Asiedu 

(2002) provide surveys of the conflicting literature on FDI. A standard theoretical model for 

the determinants of FDI movements is not yet established due to the wide and deep extent of 

differences in perspectives, methodologies, sample-selection and analytical tools used to 

explain the amplified nature of FDI. Therefore, this paper decomposes previous methods that 

have been widely used in the literature, applies the most suitable FDI controls in our focus 

group, integrates political risk elements and finally estimates the effects. 

 The focus group in this study are a sample of chosen countries taken from the 60 

largest economies as measured by 2014 GDP, using World Bank data. The sample is further 

limited to only EMs located within the geographic regions of greater Asia (including the 

regions of East Asia & Pacific, Europe & Central Asia, and South Asia as defined by the 

World Bank), Latin America (LATAM), Middle East & North Africa (MENA) and sub-
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Saharan Africa. As a baseline reference, the four (4) largest developed economies as 

measured by GDP are also included into this sampling. Like the methodology used in 

constructing the Standard & Poor's political score, this group of countries is “uncorrelated 

with any particular political system.” Excluding the four largest developed economies, what 

this group has in common is that they are aggregately large and are emerging markets.  

The complete sample includes thirty-five (35) countries. The EMs includes 12 

countries that are located in Asia, seven (7) countries that are located in Latin America 

(LATAM), eight (8) countries located in the Middle East & North Africa (MENA) and four 

(4) countries located in sub-Saharan Africa. Alphabetically, the complete list of countries is as 

follows: Algeria, Angola, Argentina, Bangladesh, Brazil, Chile, China, Colombia, Egypt, 

Germany, India, Indonesia, Iran, Japan, Kazakhstan, Kuwait, Malaysia, Mexico, 

Mozambique, Nigeria, Pakistan, Peru, Philippines, Qatar, Russia, Saudi Arabia, South Africa, 

Thailand, Turkey, United Arab Emirates, United Kingdom, United States, Venezuela, and 

Vietnam. Observe that Mozambique is not part of the 60 largest economies as measured by 

2014 GDP, but has been included in this study due to academic and professional interests of 

the author.  

 This is a list of countries that make up the Global South, a loose affiliation of countries 

in development that both geographically and aggregately lie south of or near the equator. The 

notion of south-south trade and FDI has been growing recently, as has the trend of FDI 

constrained within the Global North and between the Global North and South. A particularly 

noteworthy growing trend is that of south-south foreign investment contained within East and 

South East Asia due to the relatively new phenomenon of maintaining current account 

surpluses and as a consequence, an unprecedented accumulation of foreign exchange (FX) 

reserves directly following the Asian Financial Crisis (Estrada and Park, 2009). A 

consequence of globalization is an increased amount of international or cross-border trade and 

investment. FDI is motivated by two acknowledged strategies: horizontal or market-seeking 

FDI and vertical or non-market-seeking FDI.  

The “tariff-jumping” horizontal FDI argues that foreign firms are attracted to markets 

with higher trade barriers since these trade restrictions both make it difficult to import their 

products to the country and protect the locally produced output of the foreign investor against 

competing imports. Horizontal FDI avoids locally imposed tariffs by producing within a 

closed market. The tightly controlled economy of Brazil is an example of why multinational 
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firms engage in horizontal FDI, due to a large domestic consumer market, draconian anti-

business policies and the additional export subsidy incentives that the state sponsored Banco 

do Brasil promotes for nationally produced goods. As exhibited by Busse (2003), trade 

restrictions, exchange rate controls, government ineffectiveness and correspondingly 

corruption are simply other forms of policy imperfections that ultimately lead to a reduction 

of inbound foreign investments. Such impediments to a free market are particularly 

pronounced in developing markets. Vertical FDI in contrast describes multinational firms 

engaged in export-oriented investments, where multinationals target relatively open 

economies so the idea for decreased burdens accompanying trade protection generally 

translates to lower export transaction costs (Asiedu, 2001). As noted previously, due to 

government interference, the opposite is true for the largest market in LATAM, Brazil. The 

example of Brazil fitting neatly within both the horizontal and vertical FDI categories further 

gives evidence to one of Ruchir Sharma’s “fundamental messages, that analysts need to study 

nations as individual cases, not as part of faceless groupings, in order to understand which 

ones have a chance to excel (2012).” 

FDI for this sample includes a medley of countries. Sub-Saharan Africa and an 

increasingly fewer number of countries in the MENA region form the undiversified 

economies heavily dependent on the proceeds generated by natural resources (fossil fuels, 

minerals, timber, etc.), while highly diversified manufacturing and service export centers are 

characteristic of some Asian countries. Therefore, both horizontal and vertical FDI are of 

interest. Inbound FDI in the aggregate or the country receiving investment is of particular 

concern. Outbound FDI is of less concern. Another concern is that FDI rather than Portfolio 

Investments are being measured. FDI is a more permanent form of financing that is less freely 

transferable once an investment has been made in the foreign country. Using the World Bank 

definition:  

Foreign direct investment refers to direct investment equity flows in 
the reporting economy. It is the sum of equity capital, reinvestment of 
earnings, and other capital. Direct investment is a category of cross-
border investment associated with a resident in one economy having 
control or a significant degree of influence on the management of an 
enterprise that is resident in another economy. Ownership of 10 
percent or more of the ordinary shares of voting stock is the criterion 
for determining the existence of a direct investment relationship. 
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 Portfolio Investments on the other hand are more liquid and speculative in nature. 

Highly industrialized countries generally have low interest borrowing rates in broad and 

deeply traded hard currencies that remain relatively stable through short periods of time. Due 

to the political or politically induced economic situation(s), the banking environment in most 

developing countries is one of high interest borrowing rates where “soft” national currency is 

thinly traded or non-existent on international markets and has a strong tendency to fluctuate 

over the short term. As a result of this higher risk is a higher reward and speculative currency 

strategists take arbitrative positions in local markets. As a rule, arbitrative positions will last 

for as long as a gap/opportunity exists. When this gap no longer becomes financially 

beneficial, the activity will leave alongside the flows of money. This specific situation is 

descriptive of a “hot money” carry-trade where liquid money is withdrawn from low interest 

rate markets and temporarily parked in high interest rate markets. Though not all portfolio 

investments are carry-trades, the reverse is true. Portfolio investments are fundamentally 

different from FDI and therefore are not the focus of this study. Portfolio investments as 

defined by the World Bank:  

 

Portfolio equity includes net inflows from equity securities other than 
those recorded as direct investment and including shares, stocks, 
depository receipts (American or global), and direct purchases of 
shares in local stock markets by foreign investors. 

 

In recent literature, the gravity model has become a pillar for econometric studies of 

international trade and investment policy (Eichengreen and Irwin 1998). Typically used in the 

gravity literature is a long list of economic trade and social variables attempting to measure 

the extent that these observations contribute to the “gravitational mass” of trade and 

investment. The two most noticeable explanatory variables of the gravity model are the joint 

real GDP or GNI levels of trading partners and the geographic distance between the 

economies (DeRosa, 2008). Observe that GDP or GNI levels are a standard control variable 

for most FDI models. This leaves geographic distance between economies as the defining 

element of the gravity model. Other explanatory determinants are based on the idea of 

contiguity between countries, including: common language, colonial relationship, political 

structure, bilateral and regional free trade agreements (FTAs) or currency union.   

A reoccurring theme in the gravity literature is that of bilateral partnerships. Bilateral 

investment treaties (BIT), designed to protect foreign investors can be used as a proxy for 
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political risk. The presence of an existing BIT may affect the political risk perception of 

MNEs and corresponding FDI patterns (Chang, 2014). The question is how much does the 

BIT influence FDI and is this truly an example of FDI or portfolio investments? Through the 

use of a special purpose vehicle/entity (SPV/SPE), MNEs can take advantage of BITs by 

channeling investments through several countries before reaching their final destinations as an 

explanatory paper prepared by the OECD Investment Division explains (2015). This is known 

as capital-in-transit, not FDI. New methodologies have been introduced by the OECD to 

account for this financial creativity, specifically the Benchmark Definition of Foreign Direct 

Investment (BMD4). Since this advanced methodology is limited to the OECD, a group of 

rich countries and not EMs, FDI statistics perhaps lack the possibility of this capital-in-transit 

(portfolio investments) in official FDI figures. The relationship between BITs and political 

risk in trade must be recognized as the most recent gravity models to incorporate indicators 

for international trade agreements (DeRosa, 2008).  

Efforts in this study are not to display bilateral trade relationships, but rather to 

magnify the impact of political risk in trade. This study will only use minor contributing 

elements from the gravity model of FDI. The focus group is composed of countries from four 

broadly defined global regions, which exist both credible and less credible reasons to use the 

gravitational FDI model. However geographic distance, perhaps the defining element to the 

Gravity model is not included. Due to the grey area involved in creating an effective FDI 

model and in what exactly defines a Gravity FDI model, broadly defined, this study uses 

elements from a gravity model, in the sense that (5) five explanatory variables are used as FDI 

controls to better understand the commerce between countries.  

 

2.3. THE FAILURE AND COLLAPSE OF NATION-STATES 

 

 There is no consensus among the global actors concerning the rules and limits of how 

nation-states go about building a shared international order in a world of ideological 

divergence, violent conflict and proliferating technology. Although there may not be an 

established consensus, there are observable themes guiding the process. While there may be 

no alternative to military force in the future, the future trend is one where armed conflict is 

less likely than previous eras. Nonmilitary options are becoming increasingly useful and 

refined. Major powers, particularly the United States, use various soft power and coercive 
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power tactics in an effort to shape foreign policy, among other goals. Soft power is a concept 

developed by Joseph Nye (1990) to describe the ability to attract, rather than the use of force, 

as a means of persuasion. Coercive power, coined by researchers at RAND (Gompert and 

Binnendijk, 2016), is the refinement of brokerage power that lies somewhere in between soft 

power and hard military power: 

 

Coercive power, as well as statecraft employing it, may include 
economic sanctions, punitive political measures, cyber operations, 
covert intelligence operations, military aid, propaganda, the 
constriction or manipulation of trade, the interdiction of goods and 
people, and support for political opposition, among other measures.  

 

 Coercive power in the cited sense mainly references the ability of how a nation-state can 

influence the outcome of how possible situations evolve. Through the means of special 

interest groups, non-state actors can also influence the decisions and actions of governments, 

however the ultimate decision of war or coercion rests with the state. When nation states 

exercise power that extends beyond domestic borders, often the goal is to keep in tact the 

desirable international norms that facilitate commerce.  

 Aside from a few niche industries (the illegal wildlife trade, small arms dealing or the 

illicit traffic in narcotic drugs) international commerce depends on norms including stability 

and predictability. In a modern era, nation-states constitute the building blocks of the world 

order. The rise and fall of nation-states is of special importance since conflict is no longer 

isolated to peripheral areas of the globe. In the modern framework, conflict has a tendency to 

uncomfortably pull other actors into the fray. The volume of nation-states that contribute to 

this current global order is greater than 100 years ago. Post Ottoman and Austro-Hungarian 

empire breakups, there existed 59 nations. During the 1960s, post independence of Africa, 90 

states became nations. Following the implosion of the Soviet Union, further fragmentation in 

Africa, Asia and Oceanic territories, the number of sovereign nations today stands at about 

196 nations. 

 This increased number of independent nation-states translates to nations that are more 

limited in their capacity to manage internal and external issues than they once were. This also 

contributes to greater cross-border trade and the many risks that come with international 

commerce, including political risk. In many respects, nation-states are more fragile than 

previously. There exists a hierarchy of political goods that nation-states are inclined to 
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provide and none is as critical as the supply of security, especially human security (Rotberg, 

2003). Examples of state provided human security includes but are not limited to the 

prevention of cross-border invasions that lead to territory loss; the exclusion of domestic 

attacks upon the order of the social structure; the prevention of crime. Additional human 

security issues include a properly functioning judiciary system resistant to most forms of 

bribes.  

 Only when reasonable and reliable human security is provided can other desirable 

political goods become possible. Second to the human security good comes other key political 

goods such as free, open and full participation in the political process, including: the right to 

participate and compete for office, respect for political institutions and tolerance of difference. 

Other political goods that can be supplied by the state or can be privatized include general 

infrastructure measures, including: health care, basic educational, and explicit physical 

infrastructure: roads, railways, harbors, and a functioning banking system. Measures to access 

the performance of the modern nation-state include indicators such as GDP per capita, the 

UNDP Human Development Index, Transparency International’s Corruption Perception 

Index, and Freedom House’s Freedom of the World Report among others. 

 The modern nation-state is generally defined as strong, weak, failed or collapsed 

through its ability to deliver the aforementioned political goods (Pennock, 1966). As human 

security is the most important element in defining what constitutes the strength of a state, a 

failed state must only flunk the human security element to become “failed.” As communicated 

earlier, there exist various elements to human security and violence can be a useful tool in 

maintaining the human security element. Touching upon the difficulty in quantifying political 

risk measures is demonstrated in real life examples including North Korea (a strong regime 

controlling a starving populace), Pol Pot’s Cambodia, Saddam Hussein’s Iraq, Muammar 

Gaddafi’s Libya and contemporary Belarus and Turkmenistan. These were or once were weak 

states, controlled by a rigid autocracy with the only goal of maintaining security while 

abandoning all other obligations concerning “political goods.” 

 As the focus of this paper is on EMs, most EMs are defined as part of the weak or even 

failed state quality of governance spectrum. Nation-states can move between the weak and 

failed governance qualities. Indeed most nations have yet to reach the strong state system of 

governance. Resource extractors including oil ‘super-majors,’ namely Shell, have shown 

special ability at managing profitable operations during both weak and failed nation-state 
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stages of development (Frynas, 2010). Failed states are extreme versions of weak states. 

Though limited to only the small privileged groups that are clustered around the individual 

ruler or the ruling oligarchy, failed states offer unparalleled economic opportunities. This 

form of clientelism caters to both the external and domestic entrepreneur. Arbitrage especially 

in the form of ambiguous regulatory structures and both hard (international) and soft (local) 

currency speculation creates opportunities for achieving immense profits. Further along the 

political risk spectrum is the collapsed state. As documented by Rotberg (2003), “a collapsed 

state is a rare and extreme version of a failed state. Political goods are obtained through 

private or ad hoc means. Security is equated with the rule of the strong.” 
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3. FACTORS THAT CONTRIBUTE TO AN ENVIRONMENT OF HIGH RISK 

3.1. THE MODERN ERA OF NATION-STATES 

 Whether one administers a university, a city, a Fortune 500 company or a country, the 

circumstances and demands on management are unmistakably complementary. Politics are 

present in all organizations including democratically elected officials of national 

governments, self-appointed military dictators and the boardroom of publicly traded 

corporations that engage in both commercial and political affairs. Politics in a loose sense has 

been documented throughout human history. Politics or a defined hierarchy of power has 

written history and continues to determine our future. Political is parallel with administrative 

in the sense that decisions, actions and outcomes are defined by a chain of command, a power 

structure, the pursuit and accumulation of further power and influence. Holding onto this 

“executive” rule indefinably, through the succession of power, is what defines the eternal 

element of sovereign nations and MNCs.  

 As the global marketplace evolves into an increasingly singular market, the individual 

state-oriented and market-oriented actors are also evolving by taking shared roles. In the 

process of globalization, the business firm is increasingly becoming a political actor. When 

state-owned organizations disappoint in administering public goods and services, including 

health, education and social security; local, regional, national or international business firms 

have at times stepped in to fill the void at better cost, efficiency and outcome. The 

government jurisdiction is changing. Government agencies are no longer the only political 

institutions that attend to the betterment of society. Commercial organizations serve the public 

as social entrepreneurs and continue to be responsible for the rise and fall of nations. Business 

firms of all sizes have always been political in nature. Privatization of government provided 

goods and services carries a strong political tone via accessibility, affordability and quality of 

the corporate provided amenities. As governments must learn to deal with a considerably 

wider assortment of forces, businesses must also cooperate with a progressively larger array 

of players including the media, lobbyist groups, NGOs and foreign governments. With 

augmented corporate power, comes enlarged political power.  

 Contrarily, governments have begun to expand into all facets of the modern economy. 

State capitalism continues to amplify its role in the functioning of international markets. 
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Political officials exercise unparalleled clout in the form of sovereign wealth funds, national 

energy companies, state-sponsored “champions” or directly owned state enterprises. Although 

history can reference the dominant state role in select native economies during Communism, 

the captains of state capitalism did not have access to such an integrated global economy of 

today. Examples of recently created state-sponsored developmental financial institutions 

include the BRICS Bank, China Development Bank and the Asian Infrastructure Investment 

Bank. These institutions are distinctly not United States style organizations. These new 

institutions do not carry the same rules imposed by the Western (generally United States) 

endorsed organizations. A shift is occurring from the United States dominated world order of 

power to a multi-polar normal. With shifts in global political power, comes a shift in global 

political risks for both the state-sponsored investor and institutional or corporate investor. 

 

3.2. EMERGING POWERS, EMERGING MARKETS  

 We are transitioning from Western economic and political supremacy to a new reality 

where transnational rules, standards, and associations are more favorable to emerging middle-

powers. Before Mr. Antoine van Agtmael coined the phrase, “Emerging Markets,” in 1981 the 

general regions outside of the United States, Western Europe, Japan and Australia were 

referred to as either “the third world” or “the developing world.” The term “emerging 

markets” has come to define large regions of the world undergoing rapid economic change 

and development. Many countries are part of this broad definition of development. Within 

this wide-ranging spectrum, the economies and political intuitions that hold these countries 

together, including the rule of law, regulatory controls and contract enforcement are evolving 

at varying paces. 

 Outside of the industrialized world are varying degrees of development. EMs are not 

about dichotomizing the developing world at one end or the developed world at the other end 

of the spectrum. From an investment or business-operating perspective, EMs are countries 

with vast opportunities for growth, promise and potential. In the past EMs were mainly 

limited to resource extraction, low-cost offshore manufacturing, and marginal, experimental, 

or charitable activities. Many EMs will forever stay locked into this phase of development. 

EMs are also a function of global competition factors among MNCs in the slow-growth and 

highly competitive developed markets. Comprising over two-thirds of the world population 

and one-fifth of its GDP, the growing disposable incomes of the EM’s middle-class and their 
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increased awareness and perception of international products will continue to grab the focus 

of MNCs as principle revenue-generating markets. Western MNCs increasingly rely on 

foreign sales, as at least half the revenue of companies in the Standard & Poor's 500 Index is 

generated abroad. The evolved consciousness now realizes these countries as markets, where 

each citizen is also a consumer, further explaining the surge of interest within the corporate 

and financial community. 

 In the quantified science of economics, it is creed to define concepts via a numbers-

based approach. Statistical indicators including per capita income, Foreign Direct Investment 

net inflows and market liquidity have limits in describing a country’s investment climate. 

Quantitative definitions provide a framework to study an emerging country or region, but the 

details are in the social; understanding of the arranged systems that govern a country can carry 

more meaning than the economic figures. Quantitative metrics can provide a baseline 

identifying EMs. As EMs are not rich countries, per person income level is a determinant of 

EMs. Following the World Bank Atlas method, countries are categorized on the basis of low-

income if their GNI per capita is $1,025 or less in 2015; lower middle-income economies are 

those with a GNI per capita between $1,026 and $4,035; upper middle-income economies are 

those with a GNI per capita between $4,036 and $12,475; high-income economies are those 

with a GNI per capita of $12,476 or more. The scope and stability of a free-market oriented 

system enacted by national and local governments are more difficult to measure but critically 

important to foreign actors in EMs. This measurement challenge is due to its qualitative 

nature. This metric is best assessed in the highly customized national investment risk indices 

compiled by Political Risk, business information organizations such as The Economist 

Intelligence Unit (EIU), Eurasia Group, Maplecroft and Control Risk.  

 Change is a defining element of EMs. “Emerging,” may initially evoke a sense of 

change that produces growth rates, which are attractive to the investment and business 

community. However, this change is not measured purely by GDP, income or product sales 

growth, but also by institutional change. These are countries and regions that are changing 

from a ruling system of informal relationships and loyalty structures, often intentionally left 

opaque—to a more formal arrangement of documented and transparent rules applied equally 

to all market participants. The rate of change occurs at varying paces, especially in the interest 

of complex networks of local business and political players to preserve the current system that 

has provided them with such riches. Many EMs share a common heritage of political and 
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economic instability. In the contemporary, these same states are experiencing stresses 

culminating from the expeditious implementation of institutional reforms. Due to the rate of 

change the sustainability of these reforms is sometimes questioned. Though EMs enjoy higher 

growth rates, they are also exposed to higher risk environments than their developed peers. 

 Perhaps foreshadowing of the U.S. strategic “pivot” to Asia was the U.S. export 

promotion strategy, centered on the “Big Emerging Markets Policy” launched in 1994 after 

the U.S. Department of Commerce was tasked with answering the questions, “If we look 

toward the next century, where will we find the engines of American growth? What markets 

hold the most promise?” (Garten, 1996). In the private sector an undeviatingly larger group of 

EM companies are becoming world class. Examples include Mexico's CEMEX, the largest 

cement company in the Americas and the third largest in the world. Acer of Taiwan is 

positioned to become the world's second-biggest manufacturer of personal computers. Brazil's 

Aracruz is the world's largest and most profitable producer of pulp for paper and tissues. 

South Korea's Samsung is one of the world's best-known makers of electronic goods. 

 EMs are modernizing, albeit fragile states, vulnerable to the capture of a ruling domestic 

elite with narrow self-interests, which frequently are liabilities to the longer-term interests of 

the aggregate state. The degree of state vulnerability to domestic elite capture is highly 

variable in the realm of EMs (Rotberg, 2003). 

 

3.3. STATE CAPITALISM & PRIVATE ENTERPRISE  

 An important feature of EM MNCs is their close relationship with home states. EM 

capital markets—one of the main sources for corporations to raise funding—are 

comparatively underdeveloped and firms sometimes have trouble accessing this funding 

without political approval. The importance of personal relationships with key local players, in 

both the public and private sectors is vital as many EM governments are still in the process of 

establishing market-oriented regulations. The establishment of relationships with government 

can produce benefits including influence in the development of the legal system or the 

granting of a limited number of licenses or permits. Today, politics have extraordinary 

influence on economic policy making, even in the world’s richest economies. However this 

preferential treatment is generally reserved for home grown corporations. The EM state has 

begun to take an increasingly greater role in developing business organizations of their own to 

fulfill the same needs that Western MNC have been doing since their inception.  
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 Due to recent state intervention in the developed world during the Great Recession of 

the 21st century, EMs have begun to question the capacity of traditional free-market 

capitalism. Many emerging-world leaders, lead by China and Russia, believe they improved 

upon liberal capitalism, making the state the dominant player in the market. State 

interventions in the EM world have established a new standard of Hybrid Corporation, 

politically and financially backed by the state but operating like a private-sector multinational 

peer. Such state sponsorship gives these EM multinationals a distinct advantage over their 

free-market Western rivals. In contemporary times, the economic dimension is of equal 

importance, if not more influential than military might in projecting geo-political influence. 

Realizing that a military rivalry is a zero-sum relationship, the emerging middle-powers are 

projecting their influence through economic means. For emerging countries striving to 

advance in this new world order, heavy state sponsorship in the “private” sector provides a 

palpable approach that true market-oriented private-sector companies would need years to 

build. As a shift is underway from the U.S.-dominated unipolar order towards a non-polar, 

post-United States centric balance of power, some emerging middle-powers will try to lead 

this new commercially emphasized phase through “state capitalism.” 

 This system of hybrid capitalism is known as “state capitalism,” a system in which the 

state functions as the leading economic actor and uses markets primarily for political gain 

(Bremmer, 2009). This injection of politics into the economic decision-making of the firm is a 

system where political actors influence investment and management decisions by controlling 

access to capital and list these chosen state firms on domestic and overseas stock markets. 

Ultimately the state acts as the king maker in various sectors of the market. The fundamental 

motive of state-commanded capitalism is political—to maximize state power and the 

likelihood that the leadership will survive beyond the next business cycle or political rotation. 

The motive to free-market capitalism is economic or growth maximization. When 

governments oversee the performance of selected companies and markets to ensure long-term 

political survival, state capitalism becomes a political tool for the elite. 

 State capitalism assumes distinctive arrangements in each country where it exists. 

However this process always favors national enterprises over foreign competition. The tools 

of state capitalism are many, including four principal approaches: national oil corporations, 

state-owned enterprises (SOE), privately owned national champions, and sovereign wealth 

funds (SWFs) (Bremmer, 2009). If the modern battlefront is being waged within international 
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markets, then these state backed enterprises are on the offensive. Governments own the 13 

largest oil companies in the world, controlling three-quarters of the world's crude-oil reserves.  

 As governments become aware of the clout that comes with owning energy resources, 

politics have begun to redefine the methodology in determining what are state strategic 

assets—industries that are considered to be of significant security importance to the state. 

Drawing upon on a broad definition of national security, the scope of national security has 

expanded to include protecting the well-being of the state beyond traditional lines, this 

includes diverse sectors: resource extraction, iron and steel production, port management and 

shipping, weapons manufacturing, heavy machinery, telecommunications, and aviation. Due 

to national security concerns and especially the lucrative nature of proprietorship, 

governments are advancing beyond market regulation and taking outright ownership of these 

industries. SOEs allow states to consolidate whole industrial sectors. A SOE is a legal entity 

that is created by the government in order to partake in commercial activities on the 

government's behalf, where government takes partial or entire ownership and is typically 

earmarked to participate in commercial activities (Investopedia, 2016). 

 The third advancement in state capitalism are the enterprises that are closely aligned 

with their home governments—privately owned national champions. In many developing 

countries, any large business is required to have favorable relations with the political 

kingmakers in order to not only exist but also to succeed. Industrial policy in many EMs 

includes copious tax breaks, tariff protection, artificially reduced loans, access to developed 

world technology via joint ventures and entitled access to the stock market. These advanced 

forms of government patronage provides a means for eliminating smaller, non-politically 

affiliated domestic rivals and to contend with their purely commercial foreign rivals. Without 

government backing, it is difficult for national champions to dominate their domestic 

economies and perhaps impossible for them to compete with their purely commercial foreign 

rivals. Credit, contracts, and subsidy provisions for the politically united titleholders of 

nominally private “national champion” firms further reinforce state capitalism’s clout 

domestically and in export markets.  

 Sovereign wealth funds (SWFs) are the latest evolution in state capitalism. SWFs are 

government-owned investment vehicles that manage portfolios including foreign financial 

assets (IWG, 2008). These are pools of capital established and managed by a country for its 

own benefit and typically invested abroad (Malmgren, 2015). Initially, SWFs were 
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established to assist oil-rich governments to endure the volatility of commodity prices, 

sterilize the inflationary effects of net cash inflows and guard against capital flight; these 

funds are increasingly being used to transform exported natural resources into foreign assets 

(Bremmer, 2010). SWFs are “symbolic of two major, recent trends in the global political 

economy: (1) a redistribution of wealth and economic and financial power from the United 

States, Europe, and other mature industrial economies to countries perceived to be less firmly 

grounded in similar economic, financial, and political mores; and (2) an increasing role of 

governments in managing wealth and economic power (Truman, 2010).” EMs SWFs are a 

result of the excess savings that predominantly oil-rich and Asian nations have accumulated. 

The resources directed to finance these state affiliated companies has fallen in part to these 

state-owned investment funds with mixed portfolios of foreign currencies, government bonds, 

real estate, precious metals, and direct stakes in, and sometimes majority ownership of, a host 

of domestic and foreign firms (Bremmer, 2009).  

 The fact that SWFs are government investment vehicles makes them political in nature. 

The academic literature has highlighted that the political dimension of SWFs is important in 

explaining their investment patterns (Dyck and Morse, 2011; Knill et al., 2012a). Like all 

investment funds, SWFs seek to maximize yields, however SWFs are not driven by 

performance alone, for state sponsored industrialists, returns are politically driven as well as 

economically measured. One of the most interesting phenomena associated with SWFs, and 

the one that raises the greatest concerns, is that some of the political objectives of the 

governments behind SWFs may be transmitted to their funds (Keller, 2008). SWFs are 

perhaps the most sophisticated politically motivated financial tools that sovereign nations 

have at their jettison. Since the second half of the 2000s, SWFs have significantly increased in 

number and size and have been involved in a growing number of high-profile deals (SWF 

Institute, 2011; UNCTAD, 2008). Andrew Rozanov first introduced the term “sovereign 

wealth funds” in a 2005 publication. However SWFs have existed and evolved in 

sophistication decades prior to the catchphrase.    

 In summary, state capitalism is a market structure where public officials dictate 

domestic and export markets for continuality of political rule. Political actors in EMs are the 

de facto economic decision makers. EMs are a realm where business, finance and the 

economy, or the fully integrated market and politics are of the same. Beyond developing 

borders, as EMs become more influential in the global economy, the ruling EM political elite 
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are participating in a progressively larger share of this economy. A shift is taking place, where 

MNCs have been the key economic players, to a different reality where the state now reigns 

supreme in many EM. 

 State capitalism embodies the model where corporations are captured by nation states. 

In the context of globalization as a modern phenomenon, numerous times throughout history, 

corporations have captured nation states. Imaginably, to many EM political leaders, this is 

simply a reversal of roles. Accordingly, ask any MNC chief executive if they are interested in 

free markets and the honest response is ‘no,’ the private sector is interested in taking first 

preference, maximizing profitability, maximizing compensation, and they are in favor of 

monopolies and government subsidies. As Adam Smith wrote in The Wealth of Nations, 

“People of the same trade seldom meet together, even for merriment and diversion, but the 

conversation ends in a conspiracy against the public, or in some contrivance to raise prices.” 

The ideal outcome is one of balance: it is not favorable to have corporations captured by 

states and equally unfavorable are states captured by corporations. The balanced conclusion is 

produced when MNCs are properly regulated by government entities. 

 Politically autonomous MNCs as opposed to politically connected SOEs are more 

efficient at the allocation of capital to effectively expand and manage a sustainable enterprise. 

A sustainable enterprise is one that does not fail on a repetitive or cyclical basis, hence an 

enterprise that does not continuously receive government funding or bailout packages. As a 

general rule, if a politically autonomous firm fails, the enterprise is sold to competitors or 

financial institutions and no longer exists. Modern management skills and a properly 

operative capital allocation system is therefore paramount to free enterprise. 

 An efficient capital allocation system maximizes value by appropriating more principal 

to superior investment opportunities. Private enterprise groups (MNCs), concerned with 

maximizing company value, have been found to allocate more principal to investment 

opportunities with preferable potential. This has also been labeled the “bright side view” of 

internal capital markets; business divisions within enterprises compete for corporate resources 

with chosen winners displaying the best quality investment opportunities (Khanna and Tice 

2001).  

 Conversely, empirical results suggest that state groups (SOEs) follow a poorer trajectory 

in efficiently allocating capital. While private enterprise is a system dedicated to creating 

wealth by maximizing profits or shareholder value, the system of state capitalism has many 
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conflicting objectives. Executives of SOEs are routinely tasked and rewarded with promotions 

by maintaining artificially high levels of employment, thus creating obvious conflicts as 

subsidized overstaffing is a burden to productivity (Chen, Jiang, Ljungqvist, Lu, Zhou, 2014). 

Within internal capital markets of enterprises: MNCs and/or SOEs, the practice of rent-

seeking by divisional managers, which ultimately leads to inefficient capital allocations has 

been styled the “dark side” (Ozbas and Scharfstein, 2010). For the chiefs of many EM SOEs, 

political aptitude is more important than modern management skills. Likewise, SOE middle 

management play the hierarchy chess match, whereas they display low entrepreneurial 

initiative (HBR-Lieberthal, 2003). Specific to internal capital allocation protocols at SOE, 

literature has acknowledged two further sources of inefficiencies. The “political view” argues 

that politicians extend a “grabbing hand” to divert public resources for their own benefit (La 

Porta and Lopez-de-Silanes 1999). The “social view” argues that the state pursues 

noncommercial goals, including job creation, regional development, and income 

redistribution (Toninelli 2000). 

 

3.4. RENT-SEEKING CRONYISM 

 In many market-oriented economies, including the extreme liberal forms of free-market 

capitalism to the severely draconian approaches of state capitalism exist an element of “crony 

capitalism.” Much like state capitalism, the institutional structure of crony capitalism is an 

environment established on exclusive relationships between businesspeople and the state. 

This is a setting where commercial success is dependent on nepotism and patronage to 

influence the allocation of legal permits and government kickbacks in the form of grants, 

special tax breaks, loan subsidies or tariff protection. These forms of state interventionism are 

known as “rents” and “rent-seeking” is the competition to obtain rents. Rent-seeking is the 

realization of wealth without contributing to society. 

 The expenditure of one’s own resources for the objective to own another’s surplus is the 

ultimate prospect of rent-seeking. Rent-seeking occurs when it is more economical for an 

organization or loosely organized individuals to use their resources to appropriate economic 

gains from others than to actually create the product or wealth that is being pursued. This 

most normally occurs under a structure of weakened property rights, when the ownership of 

property is debatable. In many EM countries, reconstitution of property rights allows 

regulators to transfer benefits from one group to another (Kimenyi and Mbaku, 1993). A rent-
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seeking activity is a coercive exchange that is self-serving in nature, is non-reciprocal and 

does not “create” but “distributes” wealth. The economist Anne O. Krueger first introduced 

the term “rent-seeking” in 1974 to better understand the frequent and excessive government 

interventions of countries in development, EMs.  

 Though rent-seeking benefits only the special-interest group receiving the transfer and 

does not add value to greater society, the activity has always been common to both 

developing and developed countries. The paradox for policy-makers is to understand that 

various types of rents and rent-seeking has played a key role in development and is a process 

that is expected to continue into the future (Khan, Jomo, 2000). As described by Krueger, 

whenever government restricts otherwise market-oriented economic activity, a variety of 

potential rents are created, resulting to a deadweight loss charged to society. Sometimes, 

competition for rents is perfectly legal. In other instances, rent-seeking takes more extreme 

forms including bribery, corruption, smuggling, and further black market activities like hiring 

relatives of political officials or direct employment of political officials upon retirement 

(Krueger, 1974). The extensive form of rent-seeking in developing countries contributes to a 

higher level of political uncertainty and is more often damaging for growth.  

 The highly competitive nature of rent-seeking in its copious configurations is a major 

source of political risk. Like distribution, production or marketing—rent-seeking especially in 

EMs can be a distinct business activity, where resources of the firm in the form of patron-

client exchanges are specifically devoted to this business exercise. In this manner, rent-

seeking can be regarded as a corrupt search for yield. With the high degree of government 

intervention in EMs, the generally well-organized, politically savvy, professionalized rent 

seeking interest groups are potentially large stakeholders in state revenues.  

 These ‘stakeholders’ may present for-profit business enterprises operating in EMs a 

range of challenges for the following reasons. Historically, the lion’s share of global growth 

came from highly industrialized nations with stable institutions that safeguarded stable growth 

rates. As noted earlier, EMs are becoming increasingly significant actors in producing the 

world’s GDP with a trend that is to continue into the future. Traditionally, EMs have been 

characterized by volatile growth rates: extreme expansions and dramatic declines. With 

further significance now put on EMs, the future of global GDP is to become more volatile as a 

result. This EM growth volatility will create a medley of operational risks with the possibility 

of politically endorsed rent-seeking operators as a root cause. Rent-seekers who strive to live 
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legally or within the more opaque, legally unknown grey areas may have grown accustomed 

to expanding state revenues previously realized during growth cycles and may aggressively 

seek to maintain newly acquired lifestyles during the inevitable economic slowdown(s). 

Furthermore, rents that originate from abroad, including foreign aid, loans and FDI can 

contribute both to the stability and instability of government institutions (Kimenyi and 

Mbaku, 1993). In the FDI and political risk relationship: FDI is the exogenous factor while 

political risk is the endogenous dynamic. The literature on the determinants of FDI establishes 

“political risk” as one of the major concerns for foreign investors, especially in developing 

nations (Baek and Qian, 2011). 
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4. METHODOLOGY  

OBJECTIVE 

The principle objective is to estimate the determinants of political risk on foreign direct 

investment (FDI). 

HYPOTHESIS 

Foreign direct investment (FDI) varies according to political risk. The elements that 

determine the political risk are: the nature of government (democratic or not), rule of law 

(Rule of Law), economic freedom, political governance (accountability), quality of regulation. 

Therefore, the main hypothesis of the study focuses on checking an inverse relationship of 

political risk with FDI. 

 

4.1. EMPIRICAL MODEL  

Specifically, the aim of this study is to explore the relevance between foreign direct 

investment (FDI) and elements of political risk within emerging markets (EMs) at the macro 

level. As noted above, the major challenge in political risk measurement is to develop or 

identify relevant proxies that measure the qualitative elements that define this risk. To 

investigate the effects of political risk on FDI in EMs between 1996 and 2014, we use the 

work of Busse and Hefeker (2005) to estimate regression adapted for data models in static and 

dynamic panel.  

 

ln(FDI )i = β0i +β1 ln(GNI )it +β2 ln(Growth)it +β3 ln(Openess)it
+β4 ln(Inflation)it +β5 ln(Dummy)it +β5 ln(Risk)it +β6 ln(Inf )it + eit

 

 

Where: 

a) GNI - Gross National Income per capita based in purchasing power parity (PPP). 

b) Growth – GNI per capita growth (annual %).  

c) Openness – Imports and Exports of goods and services (% de PIB).  

d) Inflation – PIB deflator (annual %). 

e) Inf. – Electrical energy consumption (kWh per capita) a proxy for infrastructure.  

f) Dummy – Dummy regional 

g) Risk – represents political risk, measured in the following six (6) proxies: 

1) Control of Corruption 
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2) Government Effectiveness 

3) Voice and accountability 

4) Rule of Law 

5) Regulatory Quality 

6) Political Stability and Absence of Violence/Terrorism 

 

Each political risk variable is to be added both separately and individually as to identify the 

individual impact of each risk variable.  

 

4.2. METHODOLOGICAL STRATEGY 

The estimated models use panel data (the merger of time series data and cross section 

data) in assisting in the quantitative analysis of the relationships between the variables of 

interest. The usefulness of such models lies in the possibility of exploiting simultaneously 

variations of the variables disposed over time and between different cross-sectional units (or 

individuals). These cross-cutting units may represent a set of economic sectors, companies, 

regions, countries or consumers. 

It is assumed that the explanatory variables are independent of the error term, and the 

treatment of it is essential to define what estimation model is the most appropriate, if the fixed 

effects (FE) or random effects (RA). The fixed effects depends on assumptions about the 

choice of the relationship with the intercept, the slope coefficients and the error term, as 

follows: (1) the slope coefficients are constant but the intercept varies between individuals; 

(2) the slopes are constant, but the intercept varies between individuals and over time and (3) 

intercept and slope coefficients vary between individuals. For this work, it will initially adopt 

the fixed effects model, since the behavior of the data used fits more to this method. 

Models with fixed effects use an estimation process that assumes that the 

heterogeneity of individuals is captured by the constant part, which differs from individual to 

individual. In this model, the auxiliaries are heterogeneous in the constant part and the 

homogeneous of the slope of the equation: 

Yit = ai + bXit +...+uit  

The constant is different for each cross-sectional unit (or individual). This allows 

captured differences that do not vary over time (e.g., size of countries, natural resources and 

other characteristics that do not vary in the short term). These are the control variables.  
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The fixed-effects model allows for the correlation of conditional variables with no 

individual observable effects (Temple, 1999). However, the method skips persistent effects 

and may lead to inaccurate conclusions where most of the variance comes from the cross-

section. 

A solution to these problems is the GMM estimator. Proposed by Arellano and Bond 

(1991), this model can be based on a regression in dynamic panel format, where the equation 

used is different in the first order, resulting in a free equation of fixed effects. The 

endogeneity is treated using the lagged covariates (at least in two periods) as instrumental 

variables in first difference. 

Arellano and Bond (1991) propose that lagged variables are used in at least two 

periods as instruments for the model in first differences given by: 

ΔFDIit = γΔFDIi,t−1 +Δxit
' β +Δvit  

 

4.3. DATA DESCRIPTION  

4.3.1 DEPENDENT VARIABLES 

 As is standard in the literature, the dependent variable is the ratio of net FDI inflows per 

capita in relation to GDP. Using per capita values takes into account the relative size of the 

country. Therefore, the main outcome variable is: 

 - Foreign Direct Investment (FDI). 

 

4.3.2 INDEPENDENT VARIABLES 

 Conducting a survey of recent FDI models produces a series of control variables used to 

provide a basic understanding of what an IDE model implies. The main control variables are: 

a) GNI per capita, PPP (current international $):  

b) GNI per capita growth (annual %) 

c) Imports & Exports of goods and services (% of GDP) 

d) Inflation, GDP deflator (annual %) 

e) Electric power consumption (kWh per capita)  

 

a) GNI per capita, PPP (current international $):  

Performing a survey of past FDI models produces a number of mutually used control 

variables that provide a basic understanding of what an FDI model entails. As is standard in 
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the literature, the dependent variable is the ratio of FDI net inflows per capita to GDP. Using 

per capita figures takes the relative country size into account. Another general theme within 

the contradictory results found in empirical studies is that of market size, measured as GDP or 

GNI per capita, is perhaps the most important factor in explaining foreign investment 

(Chakrabarti, 2001). Furthermore, the GDP or GNI per capita measure(s) compliment the 

political risk literature as per capita income reveals that more wealthy countries possess less 

political risk and have better institutions as can be referenced by the political risk insurance 

ratings of Delcredere Ducroire. Market size is a direct motivation to the commercial practice 

of horizontal FDI. However within this sample of countries, many are primarily energy 

exporters. Of the (13) thirteen OPEC countries (11) eleven members are part of this study 

sample. Being an energy exporter however does not necessarily mean that the country is non-

market seeking or vertical destination of FDI. In the work of Asiedu (2001), the result was 

that only sub-Saharan African countries were non-market seeking. Three (3) countries in this 

sample are of sub-Saharan and the country of South Africa, from a development standpoint 

does not fit with the rest of sub-Sahara Africa.  

 

b) GNI per capita growth (annual %) 

A fundamental rule in finance is that investments are attracted to higher returns. 

Equally, FDI will go to countries that pay a higher return on investment (ROI). Over the 

period 1990 through 1993, the average return on US FDI in developing countries was 

approximately 17%, while compared with a 10% return on investment in industrialized 

countries (UNCTAD, 1995). Applying an appropriate proxy to returns is difficult. As cited 

earlier, the role of SWF and SOE can significantly alter the roles and rules of finance. 

Therefore, using GNI or GDP annual growth as a proxy in attracting FDI is a subject of 

controversy. Nonetheless, this postulate upholds that a proven record of economic 

performance offers comparatively enhanced prospects for realizing further enhanced 

investment returns as opposed to slow growing or stagnant economies. Empirical studies 

confirm the importance of this yoke, including the works of Bandera and White (1968), Lunn 

(1980), (Lim 1983), Schneider and Frey (1985) and Culem (1988). It is crucial to highlight 

the issue of endogeneity in the empirical analysis as higher growth rates and income levels 

can be further boosted by inbound FDI (Carkovic and Levine, 2002).  
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c) Imports & Exports of goods and services (% of GDP) 

Openness of the host country is openness to trade or the effect of trade barriers. This is 

representative of the degree of openness to trade and investment in a market. In the literature 

this is generally measured by import and export totals. These are two control variables rolled 

into one determinant and are used to quantify trade restrictions. The impact of openness on 

FDI depends on the intention of investment: vertical or horizontal. Because of the underlining 

motivation of FDI, a motivation that is dynamic and undoubtedly evolves overtime with 

policy trends, the review of literature produces conflicting conclusions. Mundell (1957) 

observed that trade liberalization reduced the amount of FDI. In the same inclination, Schmitz 

and Bieri (1972) and Lunn (1980) found that trade barriers attract FDI. On the other hand, 

Culem (1988) shows that trade barriers deter FDI. While other studies report an irrelevant 

correlation between trade barriers and FDI attraction (Beaurdeau, 1986 and Blonigen and 

Feenstra, 1996). Perhaps what determines these results are the type of trade and investment 

policy being exercised in the moment the studies are complete. The work of Gastanaga and 

Pashamova (1998) further explore this determinant by means of utilizing different measures 

to capture the degree of openness.  

 

d) Inflation, GDP deflator (annual %) 

The principle role of most central banks is price stabilization (CFA Institute, 2015). 

Price stabilization is the absence or at least the gradual, measured advancement of either 

inflation or deflation. Though there is always an exception (arms industry), MNEs are 

generally attracted to countries executing a stable macroeconomic policy. A virtuous 

macroeconomic policy goes beyond strong growth rates. Policy that pursues reduced budget 

and trade deficits is more prone to a reduction in the risk premium of foreign and domestic 

investment alike, this leads to a decrease in transaction costs, thus boosting FDI (Busse and 

Hefeker, 2005). The rate of inflation provides a non-perfect measure to an assortment of 

macroeconomic policy distortions as it is related to imbalances in fiscal or monetary policy. 

Reviewing various articles on the determinates of FDI, inflation is not even mentioned as an 

explanatory variable or is part of a long list of Z-variables or variables that are found to be of 

secondary interest (Busse, 2004). Furthermore, the past and current behavior of many EMs 

demonstrates that these are economies prone to intense bouts of inflation. The LATAM 

neighbors of Argentina and Brazil are two prime examples of contemporary hyperinflation.  
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e) Electric power consumption (kWh per capita)  

In the work of Asiedu (2001), it is found that developing countries outside of sub-

Saharan Africa are more likely to receive FDI based on the level of infrastructure 

development. The level of infrastructure development is measured via the number of 

telephones per 1,000 people in the population. However it is referenced that this is an 

inaccurate measure since only availability and not reliability of infrastructure is available. The 

same challenge (measure of availability but not reliability) is demonstrated with the variable 

of electric power consumption. Further criticism in this variable can be found in that foreign 

firms in the extractive industries often operate in remote areas, lacking electricity. The oil 

exporting country of Nigeria, in the year 1994 ranked seventh among all developing countries 

concerning inbound FDI. Yet in the year 1999, 78% of firms relied on private generators due 

to the unreliable supply of electricity (Collier and Gunning, 1999). As four countries of the 

sample are located in sub-Saharan Africa, including South Africa, the use of electric power 

consumption remains an I-variable (variable of interest). Outside of the African continent 

exist many examples of an upward trend in energy costs and government energy policy 

inadequate in enacting responsible reform. One example is the aluminum manufacturer Alcoa 

that has sold major operations in Brazil due to spikes in the cost of electricity (Globo, 2015). 

Wheeler and Mody (1992), Kumar (1994), and Loree and Guisinger (1995) unanimously find 

a positive relationship between infrastructure development and FDI inflows.  

Among the independent variables, the study's main control variables are associated 

with political risk. Information about risk and political institutions are taken from the World 

Bank’s World Governance Indicators (WGI). The WGI draw up a ranking of countries with 

regard to six aspects of good governance, political risk and components of political 

institutions. The values are provided over a period of 18 years, highlighting the years 1996, 

1998, 2000 and 2002 to 2014. As defined by the WGI literature, “estimates provide the score 

of the country in the aggregate indicator in units of a distribution, normal pattern, ranging 

from about -2.5 to 2.5” higher values indicate less political risk and better institutions WGI 

the official definitions are as follows: 

 



 49 

a) Control of Corruption captures perceptions of the extent to which public power is 

exercised for private gain, including both petty and grand forms of corruption, as well 

as "capture" of the state by elites and private interests.  

b) Government Effectiveness captures perceptions of the quality of public services, the 

quality of the civil service and the degree of its independence from political pressures, 

the quality of policy formulation and implementation, and the credibility of the 

government's commitment to such policies.  

c) Voice and Accountability captures perceptions of the extent to which a country's 

citizens are able to participate in selecting their government, as well as freedom of 

expression, freedom of association, and a free media.  

d) Rule of Law captures perceptions of the extent to which agents have confidence in 

and abide by the rules of society, and in particular the quality of contract enforcement, 

property rights, the police, and the courts, as well as the likelihood of crime and 

violence.  

e) Regulatory Quality captures perceptions of the ability of the government to 

formulate and implement sound policies and regulations that permit and promote 

private sector development.  

f) Political Stability and Absence of Violence/Terrorism measures perceptions of the 

likelihood of political instability and/or politically motivated violence, including 

terrorism.  

 

These indicators have been used by academic researchers (Dollar and Kraay, 2003), 

the risk-rating agency of Standard & Poor's and by foreign aid donors, including the 

governments of the United States and the Netherlands (World Bank, 2006b). The WGI is a 

data set that is global in analysis, covering 212 countries and territories, including 340 

variables from 32 comprehensive sources including: commercial information providers, 

surveys of firms and households, non-governmental organizations and public sector 

organizations (Kaufmann et al, 2008). This expansive aggregation methodology contributes to 

the robustness of the WGI data set. Additionally WGI includes information on the standard 

errors of the data estimates. In this study, it must be noted that these caveats in estimates are 

completely ignored.  
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The second publicly available data set that is global in scope and again referenced in 

constructing the Standard & Poor's political score is the Human Development Index (HDI) 

published by the United Nations Development Programme. As stated in the 2015 Human 

Development Report, “Human development focuses on improving the lives people lead rather 

than assuming that economic growth will lead, automatically, to greater wellbeing for all,” 

this suggests that the HDI is a broader measure of the wealth of a country’s citizens. This is 

reinforced in the literature that more wealthy countries maintain better institutions and enjoy 

less political risk (Busse and Hefeker, 2005). However beyond financial or monetary wealth, 

the HDI Index demonstrates that political stability depends in part on the options available to 

a country’s citizens, “often framed in terms of whether people are able to ‘be’ and ‘do’ 

desirable things in life (HDI, 2015).”  

Standard & Poor's, along with Moody's Investor Service and Fitch Ratings, are the Big 

Three sovereign credit-rating agencies that heavily influence the level of FDI that countries 

receive (Williams, 2011). Using the Standard & Poor's methodology, a sovereign nation’s 

creditworthiness is determined by five (5) key scores: political, economic, external, fiscal and 

monetary. The defining elements of the political score are “institutional effectiveness and 

political risks.” Once again referencing the Ian Bremmer EM definition, “a country where 

politics matters at least as much as economics to the market,” it is a well established reality 

that politicians have immense control over great swaths of the economy and are ultimately 

responsible for the perceptions of international investors.  

The sample data is made up of 35 countries covering the period from 1996-2014. 

However, the data for certain countries are not available for some years, which reduces the 

number of observations leading to an unbalanced panel. Descriptive statistics of the data will 

be presented below. 

 

4.4. LIMITATIONS  

 An important distinction exists between prospective and retrospective methods of 

calculating political risk and institution quality. Ex-post is backward-looking and is defined 

by its capacity to evaluate at the end of the period in question. Ex-ante is forward-looking and 

is defined by its capacity to evaluate at the beginning of the period in question (Myrdal, 

1939). The commercial world is most commonly concerned with the forward-looking ex-ante. 

Presenting sound ex-post reasons on why a foreign investment was a failure is important and 
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necessary especially in the monitor performance stage of the capital management process 

(CFA, 2014). However, the leading intention of political risk analysis is in providing 

increasingly narrow previsions of the future. Though it is easy to spot winners in retrospect, it 

is hard in advance. Therefore, all measurements in this study are ex-ante, backwards looking, 

time-lagged assessments that serve a secondary, less valuable use to the institutions that retain 

the ultimate say in where FDI is positioned.  
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5.    RESULTS 

This section discusses the determinants of foreign direct investment, with a special focus 

on the impact of political risk variables. Three econometric methods were used (OLS stacked, 

fixed-effects and GMM). Initially, the results of the regressions with OLS pooled are 

examined; this assumes that there is no omitted variable correlated with the included 

variables.  

The main motivation for the use of the panel data approach has been its ability to allow 

the inclusion of fixed structural differences in time between the regions (Islam, 1995). For this 

reason, the fixed effect panel estimations tend to minimize the problem of omitted variables; 

this allows analyzing the effects of political risk on FDI with greater confidence and 

robustness. The model is estimated using posterior fixed effects. 

Finally, estimates are made using a dynamic panel, the generalized method of moments 

(GMM). GMM accounts for the potential endogeneity of the lagged dependent variable that 

will be included in the model and all independent variables in the FDI regression. 

For the empirical analysis, a sample of major emerging countries during the period, 

1996-2014 is examined. This time period was selected due to the availability of political risk 

variables. Using the previously mentioned political risk proxies, these are variables that share 

significant correlation, as shown in the table below. 

 
All political risk indicators are firmly related to income as measured by (GNI) per 

capita. This denotes that wealthlier countries enjoy better institutions and greater control over 

their political risk. It is expected that all 6 indicators are positively related to inbound FDI 

since less political risk translates to a lower risk premium. Referencing the Efficient Market 

Hypothesis (EMH), high quality institutions hedge risk via midigated information 

asymmetries, which fosters both foreign and domestic investment in the country.  
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Using the White test to evaluate the existence of heteroscedasticity, the results are 

shown below. 

 
  CC GE VA RL RQ PV 

CHI2(33) 1840.01 2139.69 2676.51 1763.76 1964.22 2277.59 

PROB>CHI2 0.00 0.00 0.00 0.00 0.00 0.00 

 

The results show that it is not possible to reject the hypothesis of heteroscedasticity, so 

the model is estimated with robust errors for heteroskedasticity. The results presented below 

refer to the OLS pooled model, which assumes that there is no omitted variable correlated 

with the included variables. The OLS pooled model does not consider heterogeneity among 

the countries that are included in the sample, thus the model endures a specification error and 

bias can be large. Furthermore, by ignoring the existence of heterogeneity in the data, the 

application of the OLS pooled model is not truly a panel estimation method.  

 

Table 1, Cross-Sectional or OLS-Pooled Model 
Dependent Variable: Ln of FDI per capita  

Estimation Method 
MQO 

(1) 

MQO 

(2) 

MQO 

(3) 

MQO 

(4) 

MQO 

(5) 

MQO 

(6) 

MQO 

(7) 

  Without Risk CC GE VA RL RQ PV 

Ln GNI 0,53*** 0,28*** 0,13* 0,42*** 0,25*** 0,16** 0,42*** 

Growth 1,87*** 1,59*** 1,67*** 1,44*** 0,16*** 1,56*** 1,65*** 

Ln (TRADE) 0,04 -0,20 -0,36** -0,15 -0,28* -0,30** -0,28* 

Inflation -0,22*** -0,24*** -0,17*** -0,30*** -0,21*** -0,18*** -0,24*** 

Political Risk  - 0,104 0,54*** -0,35** 0,28*** 0,38*** 0,19*** 

Dummy Regional yes yes yes yes yes yes yes 

R2  0,59 0,61 0,64 0,63 0,64 0,64 0,64 

Number of 

Observations 560 560 560 560 560 560 560 
Source: Author's elaboration. Notes: Robust standard error heteroscedasticity. * Significance at 10%. ** Significant at 5%. *** Significance 
of 1%. Statistics t-student in parentheses. 
 

Overall, the control variables show the expected signs. The exception is trade 

liberalization, showing a negative coefficient. This is in contradiction to the literature that 

finds a positive impact between this variable and FDI flows (Busse and Hefeker 2005). A 

possible explanation to the trade liberalization control variable displaying a negative 
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coefficient is in an effort to promote durable domestic growth, many EMs institute 

protectionist measures. Examples of horizontal FDI or ‘tariff-jumping’ destinations are 

abundant within the EM landscape. Brazil, one of the largest EMs in the world is a prime 

horizontal FDI destination. Specifically within the Brazilian automobile manufacturing 

industry, due to the current energy crises and draconian labor laws it is more cost effective to 

manufacture automobiles in other countries. However manufacturing of automobiles is only 

expanding in Brazil because high import tariffs allow this to happen. If absurd protectionist 

import tariffs were taken away, this domestic manufacturing would cease to exist. This is only 

one example of the protectionist policies enforced by EM leaders. Note that political risk, not 

trade openness, is the focus of this research.  

As for the central research question, it is found that the political risk variables are 

significant in most of the models. Results show that the control of corruption, effective 

government, rule of law, regulatory quality and political stability have a positive impact on 

FDI inflows, these coefficients are positive and significant. Only the variable voice and 

accountability features a sign contrary to expectations, showing a negative impact on 

investment inflows. 

Problems related to the estimation of the pooled Ordinary Least Squares (OLS) model 

may compromise the quality of the results. Therefore, the same empirical model was 

estimated using the fixed effects model. The fixed effects specification takes into account 

differences between each spatial unit in the form of an individual fixed effect, which is an 

improvement over the cross-section regressions and OLS pooled regressions. Islam (1995) 

argues that this model makes it possible to include both tangible factors and intangible 

(institutional characteristics) that can be represented by their individual fixed effects. 

The main utility of using the panel data approach lies in its ability to control for the 

problem of variable bias. Omitted variable bias (OVB) is one of the most common and vexing 

problems in OLS regression. OVB occurs when a variable that is correlated with both the 

dependent and one or more included independent variables is omitted from a regression 

equation (SUNY, 2003). These unaccountable variables or externalities can greatly alter the 

results of a study. This is often not detected with the use of cross-section and pooled 

regressions. With the fixed effects regression model it is possible to control for OVB, which 

are constant over time in the form of individual effects or in this case individual countries. 

Therefore it is not necessary to include dummies to control factors that are fixed in time as 
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was done in the OLS pooled model. The results of the Fixed Effects Estimates are shown in 

Table 2.  

 

Table 2, Fixed Effects Estimates 
Dependent Variable: ln of IED per capita  

Estimation Method 
EF 

(1) 

EF 

(2) 

EF 

(3) 

EF 

(4) 

EF 

(5) 

EF 

(6) 

EF 

(7) 

  Without Risk CC GE VA RL RQ PV 

LnGNI 1,89*** 1,94***   1,88***  1,90*** 1,92***  1,92***   1,97*** 

Growth 1,05***  0,74**  0,66**  0,73**  0,75**  0,72**  0,73** 

ln(Trade) 2,18***  2,06***  2,13***  2,07***  2,13***  2,14***  2,11*** 

Inflation -0,27***  -0,31***  0,28***  -0,30***  -0,29***  -0,30***  -0,31*** 

Political Risk -  0,45***  0,91***  -0,69  0,56***  0,54**  0,27** 

R2 Within  0,48 0,50   0,50 0,49  0,51  0,50   0,51 

R2 Between  0,43  0,47  0,46 0,46  0,47  0,45  0,48  

Number of 

Observations 560 560 560 560 560 560 560 

 

As found in both the OLS pooled model estimates and the Fixed Effects estimates, Only 

the variable voice and accountability features a sign contrary to expectations, showing a 

negative impact on investment inflows. This is the one measure of political risk that is 

fundamentally different from other measures in that it is a measure of how the government 

influences other outside institutions. The other measures of political risk are explicit 

assessments of the actual government.  

Defined by the World Bank, the variable “Voice and Accountability captures perceptions 

of the extent to which a country's citizens are able to participate in selecting their government, 

as well as freedom of expression, freedom of association, and a free media.” The last three sub 

variables are of particular importance since free speech is in retreat worldwide (The 

Economist, 2016). Freedom House, an American think-tank, which compiles an annual index 

of freedom of expression, has confirmed that the year 2015 has declined to its lowest point in 

12 years. Political or sovereign nation governments, criminal organizations and terrorist 

forces are cited as the main actors that are silencing the media in their broader struggle for 

power. Another freedom of information organization, Reporters Without Borders’, which 
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enjoys consultant status at the United Nations has also established that press freedom 

particularly has declined by 14% since 2013.  

 Technology (Facebook, Twitter, YouTube, Google, the Internet, etc.) has given 

millions a voice that has the ability to reach millions more. However in the past few years, 

conditions on what people are allowed say or write have grown more constraining. 

Historically it has been almost exclusively national governments that have constrained the 

popular voice, now non-state actors are also taking responsibility. Detailed by Freedom 

House, new actors, specifically criminal organizations and terrorist groups have begun to 

constrain the people’s voice. Mexican criminal organizations are responsible for at least 17 

journalists whom have disappeared or been murdered since 2010. Beyond the normal country 

borders and regional areas that organized criminal organizations operate are radicalized 

Islamists whom are attempting to enforce a global censorship on speech, where dialogue is 

punishable by death. Most Muslims are peaceful, but it only takes a small group of radicalized 

individuals to declare a ‘holy war.’  

What is occurring is a convergence of many themes in the area of Voice and 

Accountability. The highlight is that we are experiencing an ongoing macro-trend that 

freedom of expression, freedom of association, and a free media are in decline worldwide. As 

a whole, the silencing of the media is being exchanged for rising living standards. A restricted 

media has always been the case in China and within the MENA resource exporting nations 

this is a common theme. Kazakhstan is just one example where as the price of oil collapses, 

the more than two-decade social contract between the iron-fisted ruler Nursultan Nazarbayev 

and his subjects also deteriorates (The Economist, 2016). As cited earlier in this thesis, FDI 

has historically been a tool for the elite to maintain power (Moran, 2001). As inbound FDI to 

EMs is a relatively new trend, the framework of FDI has experienced little change since its 

inception. In the area of resource extraction, the refinement of primal resources (aluminum 

smelting, steel manufacturing, the hydro-carbon industries) or mass production manufacturing 

(sweat-shop labor), the media has a tendency to spark debate in favor of workers rights and in 

bringing attention to industries causing damage to the environment. In many instances, a 

silent media can be beneficial to FDI interests.  
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Table 3, Dynamic Panel Estimation, GMM Arellano-Bond  
Dependent Variable: ln of IED per capita  

Estimation Method 
GMM 

(1) 

GMM 

(2) 

GMM 

(3) 

GMM 

(4) 

GMM 

(5) 

GMM 

(6) 

GMM 

(7) 

  Without Risk CC GE VA RL RQ PV 

lnIED-1  0,32*** 0,28*** 0,23*** 0,25*** 0,27*** 0,29*** 0,27*** 

lnGNI 1,10*** 0,53*** 0,57*** 0,72*** 0,89*** 1,16*** 0,51*** 

Growth 0,009** 0,008* 0,01** 0,09** 0,007*** 0,01*** 0,01** 

lnTrade 1,10*** 1,12*** 1,32*** 1,05*** 1,20*** 1,44*** 1,21*** 

Inflation 0,02*** 0,001 0,002 0,006 0,02 0,04 0,024 

Infrastructure 

       Political Risk - 0,11*** 0,20*** 0,10*** 0,12*** 0,20*** 0,19*** 

Nº of Instruments 158 143 143 143 143 143 143 

Nº of Observations 421 421 421 421 421 421 421 

All models use the Two-Step procedure.  

 

As demonstrated in the literature by Busse and Hefeker (2005), Jensen (2003) and 

Gastanaga et al. (1998), foreign investments in the previous period is highly relevant for FDI 

in the current period. In behavioral finance, herd behavior or ‘lemming’ behavior is well 

documented in the FPI literature. FDI and FPI share many common characteristics. The 

concept that FDI is a more permanent type of investment intuitively explains how previous 

investment periods are an indicator of present investment periods as investment projects 

(resource extraction, manufacturing installations, call centers) usually occur in phases over 

multiple years. Increased foreign investments are dependent on the successes of ongoing 

multinational operations and the demonstrated successes of other multinationals. 

Multinationals are more likely to be attracted to countries that already have considerable FDI 

inflows (Busse and Hefeker, 2005).  

The generalized method of moments (GMM) estimator is the econometric response to 

the condition: what has occurred in the past explains what is occurring currently. Foreign 

investing fits this condition therefore making the GMM instrument a useful estimator. 

Including lagged FDI flows now creates a dynamic panel. A commonly employed method for 

dynamic panels is the Arellano and Bond (1991) GMM estimator. Applying the GMM 

procedure to the political risk indicators show that all respective coefficients are positive and 

statistically significant. The strongest significance level (1 per cent level) can be found for 
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Government Effectiveness, Regulatory Quality and Political Stability and Absence of 

Violence/Terrorism, indicating that these variables are particularly closely associated with 

FDI inflows in a dynamic panel setting. It is worth noting that Voice and Accountability is 

now a positive coefficient. Though all political risk variables are still in the 1 per cent level of 

significance, it is important to note that their values have been reduced significantly.  

 Both the cross-section and panel analysis covers a period of 18 years. Analysis 

including the cross section OLS Pooled and Fixed Effects Estimates displays indicators for 

political risk and institutions that are closely associated with FDI, all except for Voice and 

Accountability are statistically significant. Using the GMM Arellano-Bond tool, Voice and 

Accountability is shown as an indicator that is associated with FDI.  
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6. CONCLUSIONS  

 The goal of this dissertation is to explore, in detail, the role of political risk and 

government institutions of EMs that are net receivers of inbound FDI. Since political risk is 

known to be highly subjective in nature, it is not enough to conduct analysis relying solely on 

complex econometric models. Other decisive qualitative factors must also be accounted for. 

Though political risk shares many parallels with its closely related cousins (financial risk, 

economic risk, country risk, sovereign risk, etc.), this is a field of study that is highly 

qualitative in nature. Therefore, it is important to also understand and to put into the analysis 

soft indicators such as the profiles of the elite class and bureaucrats in charge of managing the 

EM countries. Using proxies to measure political risk, in this case the WGIs, can offer insight 

into the macro-view of a country, however this must be combined with other softer measures 

that vary from one EM country to another. In short, the weakness of this study is that for the 

econometric analysis of the study, only a catalogue of indicators are used to measure political 

risk. This is the most basic form of political risk analysis, “The Catalogue School.” If future 

work is to contribute to the study a more robust model using qualitative measures is 

absolutely essential.  

Future studies to further develop the political risk field must include a greater variety 

of political risk proxies. Though this is the first study (that the author is familiar with) that 

uses the WGIs to gauge the relation between political risk and FDI, an econometric study 

does not capture the entire political risk situation. A polycentric approach to finding clues that 

contribute to the political risk atmosphere is absolutely essential to any political risk 

assessment of a country, industry or business sector.  

Indeed economic forecasts fail in large part due to the lack of political risk variables 

used in the modeling or due to the general lack of understanding of political risk concepts. As 

the EM author and hedge fund manager specializing in EMs, Ruchir Sharma (2014) points out 

that “periods of strong growth have been no more likely under democratic governments than 

under authoritarian one(s).” Note that the question of sustainable growth is not distinguished. 

Especially in EMs, where the political class wields as much or more clout than the business 

class, political cycles are as important to a nation’s prospects as economic ones. As cited from 

Indonesia’s finance minister, Muhammad Chatib: “bad times make for good policies, and 

good times make for bad policies.” 
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 There exists a reason why only 35 countries are considered “developed.” It is difficult 

for policy makers and policy enforcers to escape the trap of arrogance and complacency when 

the country that they are managing is growing and times are good. Especially in EMs, only 

during crises and downturns does reform occur. It has proven to be remarkably difficult for 

EMs to maintain sound political and economic policies when times are good. The President of 

Brazil, Luiz Inácio Lula da Silva, is a perfect example of what a single leader can do for a 

country’s economy to stoke growth in contemporary times. Lula as the populace knows him is 

charismatic and understands that economic reform is needed to achieve anything of value. 

Other ‘charismatic strong-men’ include the Philippines’ Benigno Aquino III and Mexico’s 

Enrique Pena Nieto, as they have shown that economic growth occurs when the correct 

policies are implemented.  

To achieve economic growth, political leaders must balance a wide range of factors, 

factors that change as the country makes gains in prosperity. A principle component is that the 

middle class must come into existence. Another component to growth and development 

within EMs is that wealth must not be amassed solely in the capital (Libya and Mozambique); 

other geographic regions are entitled to share in the wealth. Additionally, productive 

industries (manufacturing and technology induced agriculture) must be included to the 

country growth tool kit, emphasizing diversification beyond the rent-seeking industries of 

energy extraction. When making a political risk assessment, these are the factors that must be 

considered—lists of these factors exist on a country-by-country basis as the list of private and 

government organizations in Attachment 2 displays. 

 Analysts tend to ignore the narrative of the proletariat and legislation as too ‘fluffy’ to 

integrate into models. Hard numbers including government spending or interest rates 

contribute to policy, but are not a tell-all. Numbers do not capture the broadening of the 

bourgeois, the progression of the proletariat or the breakup of monopolies and organized 

crime. Those who value the insights that can be found in political risk analysis are able to gain 

supplementary insight to opportunities of diverse types.  
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ATTACHMENTS 

A.1.  Organizations Operating in the Political Risk Industry (non-exhaustive sample)  

International/Governmental Organizations  

• Booz Allen Hamilton - www.boozallen.com 

• World Bank/MIGA - The Multilateral Investment Guarantee Agency www.miga.org   

• OECD - http://www.oecd.org   

• OPIC - The Overseas Private Investment Corporation www.opic.gov/Insurance  

• Export Development Canada (EDC) www.edc.ca/en/Pages/default.aspx 

• The United States Intelligence Community  

 Private Sector   

• Andreae Vick & Associates - www.avallc.com   

• Aon Corporation -www.aon.com/intelligence   

• Bloomberg Financial News - http://www.bloomberg.com   

• BPAmoco - www.bpamoco.com   

• Business Monitor International - http://www.businessmonitor.com   

• CountryWatch.com - www.countrywatch.com/about/cwmanagement.asp   

• Control Risks Group - www.crg.com   

• Commetrix - www.commetrix.de 

• Deloitte Touche Tohmatsu - www.deloitte.com/emergingmarkets   

• Eurasia Group –www.eurasiagroup.net   

• Euromoney - www.euromoney.com 

• ExxonMobil - www.exxonmobil.com   

• Fitch IBCA Credit Rating Agency - www.fitchibca.com.about   

• Frontier Strategy Group (FSG) - frontierstrategygroup.com 

• Institutional Investor - www.institutionalinvestor.com 

• J.P. Morgan - www.jpmorgan.com/careers   

• Kroll Associates - www.krollworldwide.com   

• Marvin Zonis + Associates, Inc. -. http://www.marvinzonis.com   

• Maplecroft - www.maplecroft.com 

• MasterCard - www.mastercard.com   

• Medley Global Advisors - www.medleyadvisors.com   

• Mesquita & Roundell – error in link  
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• Moody's Investors Services - www.moodyskmv.com   

• Morgan Stanley Dean Witter - www.msdw.com   

• Newlink Business Intelligence - www.newlink.net   

• Oliver Wyman - http://www.oliverwyman.com/index.html 

• Oxford Analytica - www.oxan.com   

• Profound Online Business Services - www.profound.com   

• PRS Group - www.prsgroup.com 

• the Probity Group - www.theprobitygroup.com 

• Roubini Global Economics - www.roubini.com 

• Sentia Group - sentia.nl 

• S. J. Rundt & Associates - www.rundtsintelligence.com   

• Smith Brandon International - www.smithbrandon.com   

• Standard & Poor's -www.standardandpoors.com   

• Stodacom - stodacom.com 

• Stratfor - www.stratfor.com   

• World Markets Research Centre - www.wmrc.com   

• Xiphias Consulting - www.xiphiasconsulting.com 

Insurance (Political Risk) Private Sector   

• AIG Global Trade and Political Risk Insurance Company - http://tradecredit.aig.com/  

• Chubb - http://www.chubb.com   

• Coface - www.eulerhermes.com/Pages/default.aspx 

• Delcredere | Ducroire - www.delcredereducroire.be/en/ 

• Euler Hermes - xlgroup.com 

• XL Group - www.coface.com 

• Lloyd’s of London - www.lloyds.com 

• Sovereign Risk Insurance Ltd. - www.xlcapital.com/   

• Zurich Re - http://www.zurich.com   

Security (Defense Contractors) Analysis 

• Andrews International - www.andrewsinternational.com 

• G4S - www.br.g4s.com/pt-BR/ 

• GardaWorld - www.garda-world.com 

• International SOS - www.internationalsos.com 
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A.2. Acronyms and Abbreviations (non-exhaustive sample)  

 

FDI — Foreign Direct Investment  

EM — Emerging Market  

MNC — Multi National Corporation  

SOE — State Owned Entity  

HC — Home Country  

SWF — Sovereign Wealth Fund  

OBM — Oscillating Bargaining Model  

WBG — World Bank Group  

BIT — Bilateral Investment Treaty  

FTA — Free Trade Agreement  

OLS — Ordinary Least Squares  

GMM — Generalized Method of Moments  

WGI — Worldwide Governance Indicators  

 


