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DEFINITIONS
Foreign Direct Investment
Foreign direct investment (FDI) is defined as investment to obtain a lasting management
interest (10% or more of voting stock) in an enterprise operating in an economy other than

that of the investor.

Risk Premium

Compensation given to a foreign investor for taking on country risk

viii



LIST OF ABBREVIATIONS
CRP — Country risk Premium
FDI- Foreign Direct Investment

UNCTAD - United Nations Conference on Trade and Development



ABSTRACT
Canonical finance theory holds that capital should move to the assets with the greater risk
premium. Does foreign direct investment (FDI) move to countries with a higher country
risk premia? We address this question in this study. We proxied country risk premium as
the difference between the equity risk premium of an Africa country and the equity risk
premium of US, sovereign bond spread and we measured foreign direct investment as the
foreign inflows scaled by gross domestic product. Using a dynamic panel model and data
from African countries from 2000-2012, we find that country risk premium has a positive
and statistically significant effect on FDI irrespective of how the risk premium is
measured. Variables commonly associated with FDI in the literature such as infrastructure
availability and log of labor availability showed varying statistical significance, varying
with the measurement of country risk premium. Alas, can we say international investors in

the last decade are hunting for premia?



CHAPTER ONE

INTRODUCTION

1.1 Background of study

Country risk has become a key variable for foreign investors to choose among global
destinations. As the risk and return of destinations are different, investors have to be
selective in the case of destinations of their investment outflow. Determination of expected
rate of return on an investor by a foreign investor is inevitable to proceed with without

considering country risk before making investment decisions.

The increased assimilation of economies through trade, technology and financial markets
has created a new world environment full of opportunities but weighed down with
uncertainty and spill over risks (Gohalde, 2003; Terrier, 2011; Kumar, Susheel and Bindu,
2012). However, investing in Africa is considered riskier than investing in markets like
USA, Western Europe and Japan (Naumoski, 2012). It is generally accepted that risk is
relevant in investment and that riskier investment should provide higher returns than low
risk investments. Country risk has seen construed to mean performance variable in returns
from investment in a country on account of explainable factors having different
dimensions and impacts. When investment occurs across international borders, they carry
additional risks not present in the country of the investor. These additional risks called
country risk, typically include risk arising from national differences in economic, policies,
structures, geography, socio-political institutions and currencies. Country risk must be

rewarded with a premium over an equivalent investment in a less risky country.

Previous studies find that, countries that have lower risk attract more FDI than countries

with higher risk level (Lee and Rajan, 2009). Lee and Rajan find that business that occurs



across international borders carries additional risks which are not present in the domestic
market of the investor. This risk arises from variety of national differences in policies,
currencies and economic structures. Because of this, investors are very conscious of
country risk before making an investment outside their country and would like to be
compensated for any risk they are faced with. Naturally, the decision of whether or not to
invest begins with an assessment of how much additional return is required to compensate
for additional risk associated with a particular country. This study provides estimate of
country risk premium for seven Africa countries and assesses the importance of this

premium in attracting foreign direct investment inflows into Africa.

1.2 Problem Statement

Extant literature has looked at whether there should be additional premium for investing in
a country other than another country (Naumoski, 2012; Damodaran, 2011). Damodaran
(2013) reveals that marginal investor can achieve global diversification if he is globally
diversified; otherwise the investor cannot achieve global diversification. Stulz (1999)
identified two types of market; segmented and open markets. Segmented market is a type
of market where investors invest only within their country and such investors don’t need
to be rewarded for a country risk premium. On the contrary, open market is a type of
market where investors would invest outside their market into countries which are more
risky and such investment need to be compensated. Damodaran study is in tandem with
Stulz’s study in the sense that those investors who engage in operating in the open market

should be compensated for country risk.

However, Harvey (2004) observed that, developed markets are fully integrated with the

world capital markets and for that matter can diversify the fluctuation of country risk,



therefore country risk does not require additional premium for these markets. This is not
the same with other markets which are rarely integrated and investors are faced with non-
diversifiable country risk. Hence investors investing in these countries should be rewarded
with a country risk premium. Harvey also found a very high correlation between country
risk and expected return in emerging countries; thus, as country risk goes up, the expected
return for holding equity goes higher. Country risk premium as observed by Harvey is

not far from what Damodaran observed.

A recent study by Kudaisi (2014) reveals that Africa has reported a considerable amount
of FDI which amount to USD 170 million between 1995-1999 and this has been
increasing consistently from 1990 to the 2000s although the speed of increment is not that
high. The question this study seek to find is what could be driving foreign direct
investment into Africa despite its risk profile by academic literature, could country risk

premium be a significant factor?

1.3 Objective of the study
From the discussion above, the study seeks to determine whether foreign direct investors

are hunting after risk premium in Africa

1.4 Hypothesis
The study expect a positive relationship between country risk premium and foreign direct
investment, on that note the following hypothesis is formulated:

H,: Country Risk Premium is an important factor in attracting foreign direct investment in

Africa



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter provides a review of the relevant literature on the issue of important of
foreign direct investment, the impact of country risk on FDI, general determinants of FDI
and a review on risk premium and expected returns. It begins by considering the various
theoretical underspinning of FDI decisions and further considers the various empirical

researches on the issue of FDI.

2.2 Theoretical Review of FDI

There are several reasons why firms tend to invest their capital and activities in different
countries. Most of the studies are based on the theory of market perfect and the theory of
market imperfection. According to the perfect market theory, markets are perfectly
competitive, therefore goods not factor of production are mobile, so production can only
take place in a country which is endowed with factors of production. This theory
comprises of the currency differentiation theory (Frost and Stein, 1991), differential rates

of return theory (McConnell, 1980) and portforlio diversification theory (Calvet, 1980).

According to Frost and Stein (1991), foreign direct investment moves from countries that
have stronger currencies into countries with weaker currencies. From their study, the yield
that comes up as result of investing in these economies with weakened currencies is very

large as compared to investing in their home countries.



Calvet’s theory of portfolio diversification shows that firms are interested in gaining
higher returns and at the same time want to minimize risk to the bearest minimum as

possible.

To achieve this, they diversify their risk by investing their capital in countries other than
their home country with the assertion that the returns on their investment in all those
countries are lower than a correlation of one which of course is a good deal towards risk

reduction.

Another theory that explains why firms engage in investment in another country is by the
pioneering work of McConnell in 1980. From McConnell’s study, firms would like to
invest elsewhere rather than their country because the yield on investing elsewhere is
higher than the yield that would be achieved by investing in their home country.

McConnell term this as differential rate of return.

Hymer (1977) also explain why firms engage in international direct investment using the
imperfect market theory. The theory adds onto the perfect market theory owing to its
deficiency in immobility of factors of production from one country to another. These
theories consist of the locational specific advantage (Gattai, 2005), Internalization theory
and eclectic paradigm (Dunning, 1995) and Ownership specific advantage (McConnell,

1980).

According to Gattai’s work on locational-Specific advantages theory shows that firms that
seek to invest elsewhere arise when it is more profitable to invest in another country rather

than their country. From his results, such countries need to have a higher stable political



environment, tax incentives, inexpensive inputs for production and good economic

policies.

Dunning (1995) propounded the internalization theory. From the theory, firms can reduce
cost of transaction by engaging in forward and backward integration through mergers and
acquisition with other firms in another country. Firms can also reduce cost by establishing
of plants in a foreign country. This activity is mainly to maintain as well as improve profit.
The other theory that explains why a firm would like to invest in another country is the
theory by McConnell’s Ownership Specific- advantage theory. This theory takes three
different forms which is term by Calvet (1980) as the monopoly advantage theory and
oligopolistic advantage theory and McConnell (1980) as the international product life

cycle theory.

The monopoly advantage theory’s perspective, firms that are leaders in terms of
technology can take advantage of it and invest in countries that have obsolete or less than
perfect technology in other to enjoy economies of scale and increase profitability. This
theory is different from the oligopolistic advantage theory in the sense that, with the
oligopolistic theory, firms within the same oligopolistic industries counter each other’s
work by engaging in similar moves. For instance, if firm A and B are in the same
oligopolistic industry and firm A engages in an investment in a country C, firm B will also
engage in the same move by investing in the same country C. According to McConnell’s

paper in 1980, this movement is term as ‘band wagon effect’.

McConnell’s work on international product life cycle theory of ownership specific

advantage was preceded by a study by Veron (1966). From Veron’s perspective,



multinationals initially engages in exporting their product from their home to other
countries. As they progress in their services, they tend to reduce cost by building capitals

and establishing activities in countries they initially exported their products to.

The three theories discussed above form the eclectic paradigm. Hanink (1985) calls these
three integrated theories as the OLI [Ownership (O), Locational advantage (L) and
Internalization (I)] framework. According to Hanink, firm must hold product related
ownership advantage over foreign firms in their home country. Also, the foreign economy
must be able to offer locational advantage and that firm must be able to retain profit
internationally by extending its capital and activities externally rather than continual

involvement in licensing.

2.3 Empirical Review of FDI

Chen (1996) studied the determinants of foreign direct investment in developing countries.
According to Chen countries that have larger market size, speed in growth of the
economy, higher capital income, and liberalized trade policies attract more foreign direct
investment than those that do not. The study also found that, countries with greater

remoteness from the rest of the world and higher efficiency wages deter FDI inflows.

Said et al (2011) studied the factors that dictate preference by foreign investors to invest in
the emerging markets for the period 1980-2008. The focus of their study was on China,
Brazil and India. They found that, Economic and financial variables were the strongest
determinants of changes in FDI in the regions. They found out that, life quality
representing social variable proxied by energy consumption was a stronger determinant of

FDI as compared to financial variables such as GDP, inflation, trade balance and



sovereign credit risk. These findings give inform message to policy makers to have a
stronger attention to the quality of life citizens enjoyed in a country as well as paying key

attention to the movement of economic and financial incentives in order to attract FDI.

Also, Nonneserg et al (2004) used a panel regression analysis to the main determinants of
FDI in 38 developing countries between the periods of 1975 and 2000. From their results,
GDP, level of schooling and degree of openness has a positive impact in attracting FDI.
They found a significant but negative relationship between inflation rate and FDI and also
found a significant negative relationship between country risk rating and FDI. According
to Nonneserg, countries that seek to receive more FDI should pay more attention to the
sustainable growth of their capital market, trade balance, country credit rating, life
expectancy at birth, restriction on capital market repatriation, total market capitalization
and exchange rate volatility. Just as Said et al (2011), countries which intend to attract
more investment from foreign investors should consider focusing more on financial
incentives owing to financial risk in the economy to be able to optimize the amount of FDI

flowing into their economies.

Tsai (1994) used simultaneous equation approach to investigate whether economic
variables such as market size, economic growth, balance of trade and wage rate has any
significant impact on FDI for the period 1975-1978 and 1983-1986. The study found out
that market size and economic growth has a positive significant impact on FDI while wage

rate and balance of trade has a negative impact.

Shamsuddin (1994) used a cross-sectional data of 36 developing countries to determine

the impact of GDP per capita, wage cost, investment climate proxied by capital debt, price



volatility and availability of energy on foreign direct investment. The study found a

significant impact of these variables on FDI.

According to Clegg et al. (1995), the main reason why foreign direct investment moves
more into other countries than others is due to explanatory factors such as GDP, GDP
growth, R & D intensity, economies of scale, import and export per capita, exchange rate
differentials, availability of reliable infrastructure, tariff barriers, availability of raw
materials, level of political stability and political risk, proximity of host country to

investing country and availability of skilled labor.

2.4 FDI in Africa

Countries are increasingly aware of the role of FDI as a driver of growth in their
economies. Many researchers have investigated the main drivers from one country to
another. Again, the variables that determine FDI inflows differ from one country to
another. Reuber (1973) on the determinants of FDI in US into the western part of Africa
found that, the main drivers of FDI is a market that is very lucrative and also has very
sound government policies. Reuber also found that cultural proximity and access to

technological infrastructures are the main drivers of FDI into western part of Africa.

In examining the main determinants of FDI to MENA countries, Rogmans and Ebbers
(2013) found that GDP per capita, openness to trade and oil prices positively impact the
flow of FDI. According to Rogmans & Ebbers, natural resource endowment has a negative
impact on FDI. This means that large endowments of natural resources have a lower

impact on FDI inflow.



According to the world investment report by UNCTAD (1998), infrastructure which
consist of telephone, internet accessibility, good roads, have a significant positive impact
on FDI inflows. This finding is not different from the result from Mody and Murshid
(2002) who found that well developed infrastructure is a strong determinant of capital

investment by multinationals.

Anyanwu (2012) examined the factors that influence the flow of FDI into Africa. Their
results show that, openness to trade, size of the market, rule of law, foreign aid, natural
resources, past FDI inflows, financial development has a significant impact on FDI
inflows . According to his findings, eastern and southern parts of Africa are seen to have

higher FDI inflows than other regions of Africa.

Furthermore, there has been a poor record of FDI in Africa owing to macroeconomic and
political instability, slow growth rate with regards to GDP, weak governance systems and
weak and insufficient infrastructures (Dupasquier and Osakwe, 2006). According to
Dupasquier and Osakwe , existing investors are not given the needed attention and this is
the reason why investors from other developed countries do not see it feasible to invest
their capital in the regions of Africa. They recommend that countries in Africa should give
incentives to existing foreign investors to gain reputation and hence attract more FDI

towards the development of their respective countries and Africa at large.

Lemi and Asefa (2002) examined the impact of economic and political uncertainty on FDI
flows from U.S to the economies of Africa. They used generalized autoregressive
heteroscedastic model (GARCH - model) to engender economic uncertainty indicators of

inflation rate and real exchange rate. They found that economic and political uncertainty

10



of host country does not matter when Investors from United State want to invest in Africa.
This means that uncertainties spanning from inflation and real exchange rate are not

significant for U.S investment flows to Africa.

2.5 Trends of FDI inflows in Africa

From the table below, Northern part of Africa has been highly performing in attracting
FDI since 1980 until 2010 when the region continuously witness economic and political
instability. From 1980 to 1984, FDI flows into Africa are 30.6. This figure has been on the
increase from the periods of 1995-1984 and 1985-1994. From 1994 to 1999, there has
been a significant increase in FDI. The average FDI between the periods of 1995-1999
was on the high owing to more political stable environment, economic integration and
flexibility of investment in some countries in the continent. From 2000-2012 (the focus of
the current study) shows an increase FDI over the past years. It is not of a surprise that
South Africa has negatively attracted FDI in the period 1985-1989. This can be attributed
to the period of apartied, debt crises and economic sanctions within the country. It

experience higher inflow after 1990 after the lifting of the economic sanctions.

Annual Average of FDI Inflows across Africa sub-regions (% share, 1980-2012)

1980-84 | 1985-89 | 1990-94 | 1995-99 | 2000-04 | 2005-09 | 2010-12
Africa 30.60 55.40 83.60 171 340 1060 45.70
Sub-regions
West Africa 26.90 61.30 115 147 177 613 55.8
South Africa | 62.6 -4.40 47.70 369 544 1280 30.40
East Africa 6.40 12.70 19.30 70.7 106 265 25
Central Africa | 37.8 41.3 31.2 147 647 1670 14.7
North Africa | 74.4 224 278 392 807 3420 37.80

Source: Kudaisi (2014)
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2.6 Benefits of FDI

FDI can affect growth and development by complementing domestic investment and by
facilitating trade and transfer of knowledge and technology (Hulger and Greenawas,
2004).

Most developing countries today seek the influx of FDI because it creates opportunity for
increased employment and also to reap some revenues from the taxes these companies
pay. Over the past decade, Africa has made considerable efforts to improve their
investment climate. It has liberalized investment regulations and has offered incentives to

foreign investors in other to attract FDI into their country (UNCTAD, 1998)

Ngowi (2001) found some benefits FDI give to the host country. He found out that, host
country benefit from FDI through, financial source, job creation, transfer of technology,
assistance with capital formulation and increased access to foreign markets.

FDI can be expected to encourage economic growth of the host nation, given the
prevailing view and stimulate growth and welfare in the host nations (Grossman and

helpman, 1991; Barro and Salai-Martin, 1995)

2.7 Risk faced by foreign investors

Country risk constitutes factors common to all foreign investment and business activities:
generally, national political instability, barriers to capital flows and currency exchange
issues. Market risk is the possibility for an investor to experience losses due to factors that

affect the overall performance of the financial markets.

Another type of market risk is transparency risk. International markets encompass

different countries with different administration, legislative and fiscal regimes, issues arise

12



regarding the compatibility of property data on cross border basis. In Africa, the quality of
information is obviously not at par with the kind of information that is generally available

in the western markets, so FDIs need to do thorough due diligence.

Furthermore, foreign investors are faced with liquidity risk which is another type of
market risk. This is the amount of time required to find a motivated buyer for a particular
period of time. The capacity to exit an investment successfully is a crucial component of
the investment process and one that can seriously harm investor’s return. Markets can
suffer from low liquidity, depending on the number of other players in the market as well

as tax issues related to ownership and transactions.

A more challenging market risk over decades is operational risk. Countries that there have
no clear, accurate, easily discernible and widely accepted practices governing the
relationship among firms, investment, government. (Balasbramanyan and Mahamere,
2002).

Kurtzman, Yago and Plumisana (2004) note that operating risk is largely caused by
opacity and incremental scale risks like fraudulent transactions, legal and regulatory
inefficiency, unenforceable contracts, and negative attitudes towards foreign investors
rather than dramatic risk events (macro political risk) like revolutions, major acts of

terrorism and expropriation of private property.

2.8 Country risk
Multinationals are faced with country risk as a result of making investment in countries
other than their country of origin. This is the only type of investment that depends on the

location of the country in relation to international border. Foreign investors are so much

13



keen about country risk since it affects their investment returns. Country risk encompasses
the country’s political environment, economic environment and financial environment.
Political environmental risk is a type of country risk that reveals that government’s actions
will adversely affect an investor’s returns. Credit rating agencies such as Moody, Standard
and Poor’s, Fitch have been periodically developing country credit ratings for countries.
According to Haque et al (1996), country credit risk rating is an attempt to estimate
country specific risks, particularly the probability that a country will default on its debt
servicing obligations. When these countries are downgraded, attraction external finance

requires a higher interest rate due to a higher level of probability of default.

Nordal (2001) separated country risk into economic risk, transfer risk, political risk,
sovereign risk and exchange rate risk. He defines economic risk as a type of country risk
that captures changes in a country’s comparative advantage or the goals of government
economic policies. This risk may be revealed in the form of regulation of property rights,
tax policy, government expenditures or inflation. Transfer risk on the other hand arises
from government’s regulations on capital movements that may be a political response to a

permanent growing current account deficit.

According to Nordal (2001), political risk arises from cultural and socio-economic
alterations in political institutions. This reveals the quality of a political institutional
environment. That is, the risk that returns to investment may suffer as a result of political
instability and low institutional quality. In an extremely poor institutional environment
that is under high political risk multinationals may suspect that the host country’s
government might appropriate some of the returns on foreign direct investment and even

implement enforced nationalization. Foreign investors are concern about their operating

14



cost, but however political risk can adversely affect the operating cost of their operation
which might lead to negative net present value projects. Another way to look at political
risk is in the area of local investors. Because they have better access to political process,
they may convince the government to favor them at the expense of foreign investors, thus
reducing the competiveness of multinationals. The fourth type of county risk by Nordan is
sovereign risk which emanates from government’s inability or unwillingness to fulfill its
loan obligation. The final type of country risk is the exchange rate risk. It is the type of
risk which arises that affects the profits of a foreign investor when transferring the profit
of its cash flow. This type of country risk arises from areas of unstable macroeconomic

policies since they arise from changing inflation rates or interest rate.

2.9 Country risk and FDI

This part briefly reviews empirical literature on the impact of country risk on foreign
direct investment. A number of studies have found a significant impact of country risk on
inflows of foreign direct investment. For instance, Gastanaga et al (1998) studied twenty-
two developing countries and found that lower corruption and nationalization risk levels
and better contract enforcement are associated with greater foreign direct investment
inflows. Their finding was consistent with that of Wei (2000) who found significant

negative relationship between corruption and FDI inflows.

Busse and Hefeker (2007) studied the determinants of foreign direct investment among
eighty-three developing countries. They found out that, government stability, internal and
external conflict, corruption, ethnic tensions, law and order, democratic accountability of

government, and quality of bureaucracy are highly significant determinants of FDI.
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Ali et al (2010) find that property right regulation is a significant variable that influence
foreign direct investment inflows. They found that institutions have a significant impact on
FDI in manufacturing and in services but that institutional quality does not matter for FDI
in the primary sector. Their findings is similar to that of Walsh and Yu (2010) who found
that FDI flows into the primary sector showing little dependence on institutions, secondary
and tertiary sector investments are not that much affected by institutions but which occurs

in advanced economies.

Lee and Rajan (2009) studied cross border investment linkage among APEC economies
and found out that countries with lower risk tend to attract more FDI inflows than
countries that are very risky. In particular, they found out that most component of the

country risk could be attributed to political risk.

Zhao (1990) establish that, there is an inverse relationship between political risk and FDI.
They found out that though political risk may worsen their operating positions and profit
expectations, high risk in political regime is not an impediment to FDI. Albuquerque
(2000) found out that, the share of FDI in total influx is higher in more risky countries
than less risky ones, using credit rating from sovereign debt as a measure of the riskiness
of the country. Pan and Li (2000) show that FDI inflows into china despite the country’s
high political risk profile, is driven by long-term strategic advantage rather than short term
risk exposure. However, Pan (2003) noted that, a more favorable risk assessment of china

was associated with smaller FDI inflows (using country risk data than political risk data)
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2.10 Risk Premium and Expected return

Estrada (2001) notes, beta and stock returns are largely uncorrelated. Harvey (1995) finds,
that in these markets the betas are very low, which when they are applied as an input in the
CAPM, generates “too low” required returns. As a result, many studies propose an
alternative way to estimate the cost of equity in emerging markets: some of these are,
Godfrey and Espinosa (1996) and Damodaran (2013) which propose an adjusted CAPM,
where they added the sovereign bond spread (the difference between a risky country’s
yield on sovereign bond and a developed country, US) to the risk free rate as a reward for
investing in an emerging market. Godfrey & Espinosa also propose a second approach
using an “adjusted beta, 60% of the ratio between standard deviation of equity returns in
emerging markets and the standard deviation of equity returns of USA market. Expecting
this ratio to be greater than one reflecting the higher volatility of emerging market’s
returns. In addition, Damodaran (2013) computed equity risk premium for emerging
country as the relative standard deviation of a country’s equity returns and that of US
equity returns multiplied by the equity risk premium of USA. He called the difference
between the two premiums the country risk premium. Prior to this studies Damodaran

suggested two ways MNCs can estimate their cost of equity, E(R) = r, + £(ERP) + CRP.

Also, Damodaran states that not all firms are equally exposed to country risk and a
company’s exposure to country risk should not be determined by where it is incorporated
and traded. Exposure to country risk should come from a company’s operations, making
country risk a critical component of the valuation of almost every large multinational

corporation. He proposes E(R) = . + F(ERP + CRP) and another model adjusting CRP
with some weight 4 as E(R) = r, + S(ERP) + 4 CRP. Where ERP is the equity risk

premium for a mature market (USA)
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Damodaran note that equity risk premium reflects fundamental judgements we make about
how much risk we see in an economy and what price we attach to that risk. In the process
it affects the expected return on every risky investment and the value that we estimate for
that investment.

CHAPTER THREE

METHODOLOGY

3.1 Introduction
This chapter outlines the methodology used in the studies to address the objectives of the
study. The model adopted for the study, description of variables and sources of data are

identified in this chapter. The method of estimation of variables is also identified.

3.2 Research design
The study adopts a quantitative analysis to achieve stated objectives. A dynamic panel
model is used to examine the impact of country risk premium on foreign direct investment.

The study focused on Africa as the scope of the study.

3.3 Econometric model
Following from Damodaran (2014) measure of country risk premium we formulated the
following dynamic panel model:

FDI.=a+ pFDI,_,+BCRP,  + X" v, CONTROLS,, + A+ ......cccccvviiiiiii (1)
i represent each country, t represent time . 4, is a country specific effect which captures
unobserved country specific effect. .. is a disturbance term which has a zero mean and a

constant variance. & is a constant term, 5 and v are coefficients estimators. FDI denotes

the foreign direct investment as a percentage of Gross Domestic Product (GDP). Lag of
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the dependent variable, FD!.._, is controlled for in the formulated model. CRP denotes the

country risk premium with subscript k represent method of calculating country risk
premium .CONTROLS represent vector of control variables. The control variables to be
used in this are GDP growth rate (GDPG), availability of Infrastructure (INFR), Labour

availability (LA), and natural resource rent as a percentage of GDP (NR).

Arellano and Bond (1998) found that if there is a country specific effect that are time
invariant and unobservable, then the lagged of the dependent variable will be correlated
with the error term and however OLS will lead to biased estimates. Also, the introduction
of lag of FDI among the explanatory variables makes the OLS estimator biased since the
lagged dependent variable becomes correlated with the error term. However, to get
consistent estimates, | used the generalized method of moments (GMM) techniques
proposed by Arellano and Bond (1991) to estimate equation (1). With this method, the

country specific effect is removed by taking the first difference of all variables in equation

1)

This give rise to the model:

AFDI. .= pAFDI,,_+BACRP, . + 2?21_ v ACONTROLS,, + Ag,,
The above model implies that the first differenced of the error term error term
(5,.— &.-4) is now correlated with (FDI,._, — FDI,._,) the OLS estimates become
biased therefore Anderson and Hsiao (1981) suggests using either lags 2 or 3 of the
dependent variable, FDI;._, or FDI, ._5 be used as instrumental variables to solve this
problem. The instrumental variables become uncorrelated with the error term but now
correlated with (FDI,,_, — FDI,,_, ). Arellano and Bond (1991) developed a one-step

and two-step generalized method of moment estimators for the differenced equation.
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Arellano and Bond (1991) used all the lagged values of the dependent variable and lagged
values of all endogenous variables as instrumental variables. This was criticized by
Arellano and Bover (1995) who claim that for panels with short time periods, the estimator
is inefficient if the instrument used is weak predictors of endogenous changes. According
to Arellano and Bover (1995), the number of instrument used should be less than the
number of cross sectional units (country in this study). Blundell and Bond (1998) also
showed weakness in using lagged level of dependent variable as instruments. As a result,
Blundell and Bond (1998) proposed the system GMM estimator that uses moment
conditions in which lagged differences are used as instruments for the level equation in
addition to the moment conditions of lagged levels as instruments for the differenced
equation. Blundell and Bond (1998) showed using Monte Carlo simulations significant
advantages of system GMM over the traditional GMM developed by Arellano and Bond
(1991). The advantages of the system GMM relative to the traditional GMM is that it
accounts for situations where the autoregressive parameter is close to unity and the

number of time series to number observation is relatively small.

The nature of the data set for this research requires that the system Generalized Method of
Moments estimator developed by Arellano & Bover (1995) is used. The reasons for using
system GMM are;

The fact that explanatory variables in equation are likely to be endogenous, there might be
a reverse causality; the explanatory variables are caused by the dependent variable and
vice versa. Moreover, the explanatory variables could be correlated with the error term. To
solve this problem the system GMM uses the lagged levels of endogenous regressors in
addition to the exogenous variables. This makes the endogenous variables predetermined

and therefore not correlated with the error term.
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Secondly, time-invariant characteristics (fixed effects) such as country may be correlated

with the explanatory variables. The error term (s;.) in equation (1) consists of the
unobserved country specific effect (). To cope with this problem, the system GMM uses

first difference to transform the equation (1). By transforming the model using first
differencing, the fixed country specific effect is removed because it does not vary with

time.

Thirdly, the presence of lagged dependent variable creates the problem of autocorrelation.
The system GMM corrects this by instrumenting with the past levels of the first
differenced lagged dependent variable. According to Arellano & Bover (1995), to ensure
the consistency of the system GMM estimator, the Arellano-Bond test for serial

autocorrelation was performed as well as the Sargan test.

3.4 The Arellano-Bond test for serial autocorrelation

According to Arellano and Bond (1991), the estimated model (2) is only valid if the first
differenced error terms are not correlated. We test first and second order autocorrelation of
the first differenced error terms. The null hypothesis is that the error terms are not serially
correlated. Because the difference of independent and identically distributed errors will be
serially correlated, rejecting the null hypothesis at order one (i.e. AR (1)) does not mean
the model is wrongly specified. But rejecting the null hypothesis of no autocorrelation at

order two (i.e. AR (2)) implies that the moment conditions are not valid.
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3.5 Sargan Test

This tests whether the instruments used are valid; the over identification moment

conditions are valid. The null hypothesis is that the overidentifying restrictions are valid.

Rejecting the null hypothesis means that we need to reconsider the model estimator unless

it is attributed to heteroskedasticy. Failure to reject the null hypothesis in the Arellano-

Bond and Sargan test will support the model specification.

3.6 The Wald y* Test

The Wald chi-square test whether the regressors used explain variation in the dependent

variable. The null hypothesis is that the coefficients of the regressors are jointly zero.

Rejecting the null hypothesis will indicate that at least one of the independent variables

has an effect on FDI

3.7 Definition of variables

Variable Variable Definition Data Expected | Authors
name Representation Source sign
Foreign FDI Investment outside | World Jun and Sigh
Direct the country of the | bank (1995),
Investment investor to obtain a | database Kudaisi(2014),
long lasting IMF (2013)
management
interest
Natural NR a measure of World positive | Kudaisi (2014),
resource availability of bank Rogmans &
endowment natural resource database Ebbers (2013),
measured using Anyanwu (2012)
natural resource
rentas a
percentage of GDP
Gross GDPGR The growth rate of | World positive | Kudaisi (2014)
Domestic GDP measured as | bank
product the percentage database
growth rate change in GDP
Infrastructure | INFR Availability of World positive | UNCTAD
telephone lines bank (1998),
measure per 100 database Kudaisi(2014)

people in each
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country
One-year FDI (-1) Previous foreign World positive | Abdoul (2010),
Lagged FDI direct investment | bank Bevan & Estrin
lagged one year database (2000), Busse &
Hekefer (2005)
Log of labor | Log LA Log of number of | World positive | Kudaisi (2014),
Availability labor force bank Rogmans &
available database Ebbers (2013)

3.8 Measuring country risk premium

The studies followed Damodaran (2013) in measuring Country risk premium:

The first is the use the spread on the yield of a 10year government bond of a country X
and that of the yield on similar 10year government bond of USA. i.e.

CRPyy =1y - ysa
Where 1, is the yield is on a 10 year bond of country X and rs, is the yield on a 10 year

government bond of USA.

From this, it implies that total Equity Risk Premium for country X = CRPy; + ERPy;

The second method of measuring country risk premium is:

CRPy,= ERPy; - ERPyg

where ERP, = ERP,;. X Tequity

TequityUSA

Where CRPy, is the Country Risk Premium for country X, &, ... is the standard

deviation of monthly equity index returns for country X and o,_,;.,.s4 is the standard

deviation of monthly equity index returns for USA. ERP, is the equity risk premium of

USA computed from the S&P index as the monthly market returns minus monthly

—=22 s called the relative standard deviation of country X

ari 17 TG A
QuULEy USA

Treasury bill rate. The term

relative to USA. This term implies that, as market in country X becomes more volatile
than the market of USA the ERP of country X increases which increases the

corresponding country risk premium of country X. However, if the term is near 1 or equal
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to one, the Equity Risk premium of country X and Equity Risk Premium of US will be

equal leaving the country risk premium a zero figure.
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CHAPTER FOUR
DATA ANALYSIS, INTERPRETATION AND DISCUSSION
4.1 Introduction
This chapter presents results from the data analysis. The presentation of results,
interpretation and discussion has been also been provided in this chapter. The chapter

begins with descriptive statistics of the variables used in the empirical analysis.

4.2 Descriptive Statistics

Table 1 presents a summary of descriptive statistics of continuous variables for the first
measure of country risk premium, foreign direct investment as a percentage of GDP and
control variables. We observe an average FDI of 2.640 as a percentage of GDP whereas
the deviation from this average is 2.499% for the period. The highest percentage recorded
for the period is 9.517%. The maximum country risk premium recorded for the seven
Africa countries was 15.919% which is far higher as compared to the minimum of -
3.344%. This is because of the higher country risk proxied by the relative standard
deviation between a country and USA. The minimum country risk premium being
negative implies that, such country was better off than a risk free country by 3.344%. That
is on average, the worst US equity market has ever reported for country risk premium is
3.344% over its risk free instrument as compared to Africa countries. These findings is
consistent with the finding of Dimson et al (2003) who analysed global equity risk
premium and found out that before 2000, US equity market has been experiencing higher
equity risk premium which was reflected in the expected return on equities. They found
that US equity market started experiencing decreasing equity market risk premium after
year 2000 which was reflected in the lower equity market return. This is basically as a

result of a declining market risk premium which is a component of country risk premium.
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It can also been seen that Africa has reported a very high percentage of GDP for natural
resource rent and a minimum of 0.003% for the period. The high standard deviation
recorded for labour availability implies that there is a very high level of labor force
fluctuation. This can be seen in downward fluctuation implying diminishing labor
availability and an upward fluctuation otherwise. The results show that Africa has
recorded 15.007% as the highest GDP growth rate (GDPGR) with the minimum GDPGR
of -1.526%. This minimum GDPGR recorded is very lower and that offset the highest
GDGR ever recorded to result in an average GDPGR of 4.469%. Availability of
infrastructure (INFR) proxied by telephone line per 100 is not that encouraging. This is
because, out of 100 people chosen in Africa, only 31.503 of them have access to telephone

lines.

Table 4.1 descriptive statistics for the period 2000- 2012 with first method of measuring

country risk premium

Variable Observation | Mean Standard Minimum Maximum
Deviation

FDI 91 2.640 2.499 -0.610 9.517

NR 91 9.876 11.145 0.003 49.781
LogLA 91 7.0569 6.8739 5.7232 7.4346
GDPGR 91 4.469 2.249 -1.526 15.007
INFR 91 10.327 8.855 0.583 31.503
CRP1 91 1.933 4.077 -3.344 15.919

Table 2 presents summary statistic for the second measure of country risk premium (using
sovereign bond spread) and foreign direct investment as a percentage of GDP and control
variables for the period 2007-2012. The highest sovereign bond spread recorded is 8.715%
with the lowest recorded within the period as 0.857%. From table 4.1, FDI recorded the

maximum value of 9.517% between the periods of 2007-2012. This finding is the same for
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natural resource rent, Labour availability and GDP growth rate. Unlike infrastructure
availability, the highest recorded, 31.503 is between years 2000-2007. The mean spread
(3.013%) could also be explained by the minimum spread recorded (0.857 %) for the
period which offset the highest spread of 8.715%. This level of spread reveals that,

gradually, Africa has been a risky country hence the higher premium recorded.

Table 4.2 Descriptive statistics for the period 2007- 2012 with second method of

measuring country risk premium (using sovereign bond spread)

Variable Observation | Mean Standard Minimum Maximum
Deviation

CRP2 24 3.013 1.871 0.857 8.715
FDI 24 4.276 2.977 -0.205 9.517

NR 24 19.859 13.384 6.276 49.781
LogLA 24 7.1613 6.93135 6.54477 7.4346
GDPGR 24 4.901 3.336 -1.526 15.007
INFR 24 8.841 4.839 0.623 15.700

4.3 Results for country risk premium

The annualized relative standard deviation (RD) of Africa countries which reflect
respective country risk in relation to the US benchmark (S & P 500 index) is given in table
1. Egypt recorded the highest country risk in 2006 followed by Morocco and then South
Africa. Ghana reported the least country risk in 2001 and 2002 followed by Mauritius and
Tunisia. On the average, Egypt recorded the highest country risk followed by South Africa
and Kenya. This result implies that Egypt is a risky place for doing business than investing
in USA. The findings also shows that, on average Tunisia is less risky as compared
investing in US market (a benchmark for global investors) and this is seen in the relative

standard deviation which is less in 9 different years out of 12 year period.
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Table 4.3 Annualized Relative standard Deviation (RD) — 2000-2012

Year Benchmark (US S &P 500 index)
Egypt Ghana Kenya Morocco | Mauritius | Tunisia | South
Africa
2000 1.39 1.11 1.52 051 0.59 0.94 1.13
2001 0.92 0.36 0.90 0.89 0.39 0.56 1.04
2002 0.54 0.35 0.75 0.58 0.64 0.46 1.14
2003 2.86 1.01 2.62 1.46 2.45 1.59 1.25
2004 2.97 3.08 3.37 2.08 1.32 0.68 2.38
2005 3.33 2.38 2.47 1.35 1.43 1.76 2.39
2006 4.81 0.52 2.67 4.50 2.99 2.66 4.49
2007 1.39 0.91 2.05 1.25 1.43 1.26 2.38
2008 1.31 0.61 1.80 0.99 1.12 0.77 1.48
2009 1.85 1.40 1.28 0.70 2.07 0.72 1.02
2010 1.04 1.24 0.55 0.59 0.89 0.64 0.92
2011 1.18 1.57 1.62 0.44 0.72 0.79 0.88
2012 3.26 1.08 0.65 1.34 0.78 0.82 1.20

The country risk premium which is the essential part of the current study is reported in
table 2 below. From the table 2, South Africa reported a negative country risk premium in
only two years, 2010 and 2011. Likewise, Egypt recorded negative country risk premium
in 2001 and 2002. These results reflect the higher relative standard deviation for this two
countries showing how risky an investment would be for an investor in Egypt and South
Africa compared to an investment in US market. Tunisia on the other hand reported only
three (3) positive country risk premium which also reflect the lower country risk proxied
by the relative standard deviation in table 1. Morocco, Mauritius, Ghana, Kenya followed
Tunisia with positive country risk premium reported in 5, 6, 8, 8 different years

respectively.
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Table 4.4 Country Risk Premium for Africa countries (Benchmark US S&P 500 index)

Country Year Relative Equity Risk Equity Risk | Country risk
standard Premium US (%) | Premium premium
deviation

Egypt 2000 1.39 2.87 3.98 1.11

2001 0.92 3.62 3.33 -0.29
2002 0.54 4.10 2.21 -1.89
2003 2.86 3.69 10.55 6.86
2004 2.97 3.65 10.84 7.19
2005 3.33 4.08 13.59 9.51
2006 4.81 4.16 20.01 15.85
2007 1.39 4.37 6.07 1.70
2008 1.31 6.43 8.42 1.99
2009 1.85 4.36 8.07 371
2010 1.04 5.20 5.41 0.21
2011 1.18 6.01 7.09 1.08
2012 3.26 5.78 18.84 13.06
Ghana 2000 1.11 2.87 3.19 0.32
2001 0.36 3.62 1.30 -2.32
2002 0.35 4.10 1.44 -2.66
2003 1.01 3.69 3.73 0.04
2004 3.08 3.65 11.24 7.59
2005 2.38 4.08 9.71 5.63
2006 0.52 4.16 2.16 -2.00
2007 0.91 4.37 3.97 -0.40
2008 0.61 6.43 3.92 -2.51
2009 1.40 4.36 6.10 1.74
2010 1.24 5.20 6.45 1.25
2011 1.57 6.01 9.44 3.43
2012 1.08 5.78 6.24 0.46
Kenya 2000 1.52 2.87 4.36 1.49
2001 0.90 3.62 3.26 -0.36
2002 0.75 4.10 3.08 -1.02
2003 2.62 3.69 9.67 5.98
2004 3.37 3.65 12.30 8.65
2005 2.47 4.08 10.08 6.00
2006 2.67 4.16 11.11 6.95
2007 2.05 4.37 8.96 4.59
2008 1.80 6.43 11.57 5.14
2009 1.28 4.36 5.58 1.22
2010 0.55 5.20 2.86 -2.34
2011 1.62 6.01 9.74 3.73
2012 0.65 5.78 3.76 -2.02
Morocco 2000 0.51 2.87 1.46 -1.41
2001 0.89 3.62 3.22 -0.4
2002 0.58 4.10 2.38 -1.72
2003 1.46 3.69 5.39 1.70
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2004 2.08 3.65 7.59 3.94
2005 1.35 4.08 5.51 1.43
2006 450 4.16 18.72 14.56
2007 1.25 4.37 5.46 1.09
2008 0.99 6.43 6.37 -0.06
2009 0.70 4.36 3.05 -1.31
2010 0.59 5.20 3.07 -2.13
2011 0.44 6.01 2.64 -3.37
2012 1.34 5.78 7.75 1.97
Mauritius 2000 0.59 2.87 1.69 -1.18
2001 0.39 3.62 1.41 -2.21
2002 0.64 4.10 2.62 -1.48
2003 2.45 3.69 9.04 5.35
2004 1.32 3.65 4.81 1.16
2005 1.43 4.08 5.83 1.75
2006 2.99 4.16 12.44 8.28
2007 1.43 4.37 6.25 1.88
2008 1.12 6.43 7.20 0.77
2009 2.07 4.36 9.03 4.67
2010 0.89 5.20 4.63 -0.57
2011 0.72 6.01 4.33 -1.68
2012 0.78 5.78 451 -1.27
Tunisia 2000 0.94 2.87 2.70 -0.17
2001 0.56 3.62 2.03 -1.59
2002 0.46 4.10 1.89 -2.21
2003 1.59 3.69 5.87 2.18
2004 0.68 3.65 2.48 -1.17
2005 1.76 4.08 7.18 3.10
2006 2.66 4.16 11.07 6.91
2007 1.26 4.37 551 1.14
2008 0.77 6.43 4.95 -1.48
2009 0.72 4.36 3.14 -1.22
2010 0.64 5.20 3.33 -1.87
2011 0.79 6.01 4.75 -1.26
2012 0.82 5.78 4.74 -1.04
South Africa 2000 1.13 2.87 3.24 0.37
2001 1.04 3.62 3.76 0.14
2002 1.14 4.10 4.67 0.57
2003 1.25 3.69 4.61 0.92
2004 2.38 3.65 8.69 5.04
2005 2.39 4.08 9.75 5.67
2006 4.49 4.16 18.67 14.51
2007 2.38 4.37 10.40 6.03
2008 1.48 6.43 9.52 3.09
2009 1.02 4.36 4.45 0.09
2010 0.92 5.20 4.78 -0.42
2011 0.88 6.01 5.29 -0.72
2012 1.20 5.78 6.94 1.16
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4.4 Correlation coefficient (2000-2012, Using equity returns as measure of country

risk premium)

NR LA GDPGR | INFR CRP1 FDI(-1)
NR 1
LogLA -0.0191 |1
GDPGR | 0.1183 -0.0366 |1
INFR -0.0787 |-0.4048 |-0.1510 |1
CRP1 -0.0127 | 0.3274 0.1239 00232 |1
FDI(-1) | -0.0091 | 0.1000 -0.0225  [-0.1690 | 0.0499 1

From the Pearson correlation matrix, all the explanatory variables except infrastructure
availability and labor availability beats the benchmark for test of multicollinearity (>
30%). The correlation coefficient between these two variables is -40.48%. We did

variance inflation factor test to analyze how much of these variables are inflated by

multicollinearity. The results for this test are seen in table 4.5

Table 4.5 Variance inflation factor- (2000-2012)

Variable VIF
LogLA 1.41
INFR 1.31
CRP1 1.20
GDPGR 1.11
FDI(-1) 1.04
NR 1.02
Mean VIF 1.18
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From the above variance inflation factor output, all the independent variables have

variance inflation factor to be less than 10 passing the test of multicollinearity, hence all

the variables were included in the model.

4.5 Correlation coefficients (2007-2012, using sovereign bond spread as a proxy for

country risk premium)

NR LA GDPGR INFR CRP2 FDI(-1)
NR 1
LogLA -0.0673 1
GDPGR -0.0032 -0.1806 1
INFR 0.3296 0.2772 -0.0301 1
Spread -0.2525 -0.0623 0.238 -0.7109 1
FDI(-1) 0.3615 -0.0615 -0.2520 0.1805 -0.1959 1

The Pearson’s coefficient correlation matrix above reports that labour availability and

natural resource rent, infrastructure availability and natural resource rent, one-year lagged

FDI and natural resource rent, one-year lagged FDI and labour availability, infrastructure

availability and gross domestic product growth rate, spread and infrastructure availability

are highly collinear. We also performed a variance inflation test to know the variable to

consider deleting from the model. We report the variance inflation factor in table 4.6
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Table 4.6 Variance inflation factor (2007-2012)

Variable VIF
LogLA 2.17
INFR 211
CRP2 2.27
GDPGR 1.85
FDI (-1) 1.12
NR 2.22
Mean VIF 1.96

The above results from the variance inflation test shows that, despite the high collinearity

among certain variables using a benchmark of =30% VIF is less than 10. On this account

we used all the variables in the model with no problem with multicollinearity.

Following from this we continued to run the panel regression analysis using a dynamic
model (generalized methods of moment- GMM). We run separate regression for two
models. The first model consist of all control variables; Infrastructure availability, natural
resource rent, log of labor availability, GDP growth rate, one-year lagged FDI and the
explanatory variable which is the country risk premium using the difference between
equity risk premium of an Africa country and the equity risk premium of US. The second
model consists of all the control variables plus an explanatory variable which is country
risk premium proxied by sovereign bond spread between and African country and US. The

result from the regression analysis is reported in table 4.7 and 4.8.
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Table 4.7 Regression output — using country risk premium- model 1

Variable Coefficient Standard Z P>Z
Error
FDI (-1) 0.3281206 0.1094674 | 3.00 0.003
CRP1 0.1030538 0.0472174 | 2.18 0.029
NR 0.0885311 0.0319114 | 2.77 0.006
GDPGR 0.2045156 0.1207076 | 1.69 0.090
INFR 0.0048698 0.0918423 | 0.05 0.958
logLA -0.3141949 0.5669874 | -0.55 0.579
Constant 4.688472 9.474445 0.49 0.621

Wald chi square | 52.41 P-value: 0.0000
AR(1) Z- value : -2.143, P-vale: 0.132
AR(2) Z-value: 1.4511, P-value: 0.1468

Sargan Test Chi- Square: 8.3075, P-value: 0.5980
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Table 4.8 Regression results- country risk premium- model 2

Variable Coefficient Standard Error | Z P>Z
FDI(-1) 0.5064543 0.1543524 3.28 0.001
CRP2 0.8639922 0.3283711 2.63 0.009
NR -0.1969359 0.1187079 -1.66 0.097
GDPGR 0.4805184 0.1876532 2.56 0.010
INFR 0.5693879 0.3010789 1.89 0.059
Log LA -4.856007 2.825384 -1.72 0.086
Constant 74.82661 45.57628 1.64 0.101

Wald chi square | Chi-square value: 27.22, P-value: 0.0001

AR(1) Z-value:-1.6121, P-value: 0.1058
AR(2) Z-value: 1.1136, P-value 0.2654
Sargan test Chi-square: 29.62852, P-value 0.5360

4.6 Regression Results

4.6.1 One-year Lagged FDI

From the results from the first model, it can be seen that the coefficient associated with the
one-year lagged value of FDI is positive and significant at 1% level. This shows that a 1%
increase in one-year lagged FDI will increase FDI scaled by GDP by 0.3281206. This
implies that, the presence of foreign direct investment today in a particular country in
Africa will have influence in future to attract more FDI to that country. This finding is
same for the second model using the spread as a proxy for country risk premium. The

second model conveys that, one-year lagged FDI is also positive and statistically
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significant at 1%. The results also show that 1 % increase in one-year lagged FDI will

increase foreign direct investment by 0.5064543.

4.6.2 GDP growth rate

The growth rate of GDP is positive and statistically significant at 10% level. This variable
is a national indicator of the expansion of an economy. The result shows that a 1%
increase in gross domestic product growth rate will increase FDI inflows by 0.2045156.
This is an indication that, countries that are large in market size tends to attract more FDI
than those that are small in size. The results also convey that, the rate at which this market
size charges with time has a significant influence on FDI attraction. The second model
also shows a positive and significant level at 5%, implying that, a 1% increase in the rate
of change of gross domestic product will attract FDI by 0.4805184. These findings are

consistent with that of Kudaisi (2014).

4.6.3 Natural resource endowment

Coefficient of natural resource is positive and significant at 1% level in the first model.
The results reveal a coefficient of 0.0885311 and a p-value of 0.006. This result is
expected, and shows that countries that are endowed with much natural resource attract
more FDI than those that have less natural resource. The coefficient of natural resource in
the second model is positive with value -0.1969359 and has a p-value of 0.097showing a
10% significant level. This findings from the second model in unexpected and not in
consistent with that of Kudaisi (2014). However, the finding in the first is consistent with
the finding of Kudaisi (2014), who found a positive statistically significant impact of

natural resource rent on foreign direct investment.
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4.6.4 Infrastructure Availability

The number of telephone lines subscribers (per 100 people) was used as a proxy for the
availability of infrastructure. A p-value of 0.958 in the first model shows that international
investors don’t mind the state of infrastructure availability when considering their
investment destination in the presence of the first measure of country risk premium.
Unlike the second model which is consistent with the finding of Kudaisi (2014),
infrastructure availability matters for foreign investors in the presence of the spread as a
proxy for measuring country risk premium. This second model shows a p-value of 0.059
and shows a positive and statistically significance at 10%. From the results in the second
model, a 1% increase in infrastructure availability will increase foreign direct investment

by 0.5693879.

4.6.5 Log of Labor availability

A p-value of 0.579 in the first model shows that in the presence of the first measure of
country risk premium, labor availability does not matter for foreign investors. This finding
IS not consistent with that of the second model. In the second model, we found out that,
foreign direct investment will decrease by 4.856007 if log of labor availability increase by
1%. Both findings were not in accordance to our expectation that labor availability matters
positively to FDI attraction. It is also not consistent with the findings of Kudaisi (2014)
who found a highly positive impact of labor availability on FDI attraction into the regions

of West Africa.

4.6.6 Country risk premium
The first measure of country risk premium in the first model which considers the

annualized relative standard deviation of equity returns of countries in Africa to a
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benchmark (US equity returns) is reported to have a positive and statistical relationship
with FDI inflow. Table 3 reports a p-value of 0.029 and a coefficient of 0.1030538. This
results show that, countries that compensate foreign investors for the risk they assume will
tend to attract international investors to that countries by 0.1030538 provided the
adjustment in the country risk premium increases by 1%. This result is not far different
from the second model where sovereign bond spread is used as a proxy for the country
risk premium. The findings from the second model show that country risk premium is
highly significant at 1% level and positively impact foreign direct investment. Table 4
reports a p-value of 0.009 and coefficient of 0.8639922. This implies that sovereign bond
spread as a measure of country risk premium will influence FDI by 0.8639922 provided
the country risk premium proxied by sovereign bond spread increases by 1%. These
results show that, country risk premium is important to FDI irrespective of the kind of

method the use to measure the premium.

4.6.7 Wald x* result

In both models (using relative standard deviation method and sovereign bond spread),
from the reported tables, it is clear that the coefficients are jointly significant in both

models

4.6.8 Hansen’s Sargan test

The Hansen’s Sargan test is built on the assumption of Homoscedasticity and tests the
hypothesis that overidentifying restrictions are valid, that is the number of endogenous
variables used as instruments are valid. We report from the first model a chi-square value
of 8.3075 with p-value 0.5980. From the second model, we report a chi-square value of

29.6285 and a p-value of 0.5360. These result shows that the null hypothesis that over
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identifying restrictions are valid cannot be rejected in both model. These also implies that

the number of endogenous variables used as instruments are valid.

4.6.9 Arellano-Bond test for serial autocorrelation

We tested the null hypothesis of no autocorrelation from the two models. We reported the
Arellano-Bond test for serial autocorrelation in the regression table 3 and 4. The p-values
reported shows that there exist no serial autocorrelation in both models since the p-value

of autoregressive order two is more than 5% level of significance from both models.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATION

5.1 Introduction

The overall aim of the study was to examine the impact of country risk premium on
foreign direct investment in Africa. Country risk premium in this study was proxied by
two measures, that is, using the annualized relative standard deviation of equity returns
and sovereign bond spread. This chapter begins with a summary of the findings followed
by conclusions drawn. The chapter also includes recommendations and further studies in
the area of FDI and country risk premium to enhance FDI attraction into the regions of

Africa.

5.2 Summary of findings

The findings of the study reveal that, sovereign bond spread which is one of the proxies
for measuring country risk premium is an important factor towards FDI attraction. Among
all the variables included in the second model, the sovereign bond spread has the highest
coefficient of 0.8639922 showing that it is one of the most important determinants of
foreign direct investment. Besides, a p-value of 0.009 reveals that it is highly significant at
1% level. The other measure of country risk premium was the annualized standard
deviation of equity returns. The results from the study reveal a coefficient of 0.1030538
significant at 5% level sovereign bond spread have a higher coefficient of 0.7609384 over
that of the annualized standard deviation method. The findings reveal that GDP growth
rate is positively significant variable in influencing foreign direct investment. This result

shows that, countries that are increasing in size have high potential in attracting FDI that
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those that do not. Our finding also reveals that, the presence of FDI in Africa has a higher

propensity of influencing subsequent FDI into Africa.

Natural Resource that shows the presence of mineral availability in a country was
significant in both models but the result from the second model was far from what we
expected. The result from the first model reveals that countries that have abundant natural
resource rent tend to attract more FDI than those that reports low natural resource rent.

The result from the second model shows otherwise.

Our findings also shows that large availability of labor force tends to adversely impact
foreign direct investment. This was seen from the results from estimating both models and
is highly unexpected and not in tandem with academic literature such as Kudaisi (2014),

Rogmans and Ebbers (2013).

5.3 Conclusion and Recommendation

Foreign direct investment has helped many countries in Africa to see growth in its
economy and most researchers from different part of the regions of Africa have considered
how to attract more of this investment into their countries. Our results clearly reveal that,
international investors are hunting for higher returns in the form of risk premium in the
regions of Africa. This implies that, foreign direct investment will move to Africa
irrespective of their risky nature provided they receive appropriate compensation for the
risk they face. Our findings also revealed that, countries that want to attract more FDI
should pursue growth policies that will increase the size of the economy. The gross
domestic product reveals the size of the host’s market and foreign investors are keen

towards how this size changes with time. We also found that the significance of
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infrastructure availability, which in the extant literature is found associated, varies with

our proxy for country risk premium.

5.4 Contribution of the study

This research is the first study to examine whether country risk premium is an important
determinant of foreign direct investment in Africa and this will add to existing studies
giving room for further studies. Our core contribution to literature is to demonstrate that
within the subset of African countries that we have studied, global investors seek premia.
This is important, in theories of firm internationalization that holds that firms go abroad to
seek rents. To us our results suggests that the increased integration of the world’s markets

has shifted investors focus to generating returns at home.

5.5 Future studies
This study has found out that, country risk premium matters for FDI attraction into Africa
irrespective of how the premium is measured. Further studies can consider the following:
e Using the world index as a benchmark rather than US benchmark in computing for
the country risk premium
e Consider relative standard deviation of bond returns to the spread in measuring
country risk premium

e Impact of country risk premium on sectorial foreign direct investment

42



REFERENCES

Anderson, T. W., & Cheng, H. (1982). Formulation and Estimation of Dynamic Models
Using Panel Data. Journal of Econometrics, 18(1) 47-82.

Anyanwu, J. C. (2012). Why Does Foreign Direct Investment Go Where It Goes?: New
Evidence From African Countries. Annals of Economics and Finance 13 (2):
433-70.

Arellano, M., & Bond, S. R. (1991). Some tests of specification for panel data: Monte
Carlo evidence and an application to employment equations. Review of
Economic Studies, 58, 277-297.

Arellano, M., & Bover, O. (1995). Another look at the instrumental variables estimation of

error components models. Journal of Econometrics, 68, 29-51

Balasubramanyam, V. N., & Mahambare, V. (2002) Foreign Direct Investment in India,
United Nations University Publications.

Black, F. 1(993). “Beta and returns”. Journal of Portfolio Management, 20, 8-18. doi:
10.3905/jpm.1993.409462

Black, F., Jensen, M., & Scholes, M., (1972). “The capital asset pricing model: some
empirical tests” in F. A. Jensen, ed. Studies in the Theory of Capital Markets.

New York: Praeger.

Blundell, R. W., & Bond, S. R. (1998). Initial conditions and moment restrictions in

dynamic panel data models. Journal of Econometrics, 87, 115-143

Busse, M., & Hefeker, C. (2007). Political risk, institutions and foreign direct investment.

European Journal of Political Economy, 23, 397-415.

43



Chen, C. (1997). “The Evolution and Main Features of China's Foreign Direct Investment
Policies.” Chinese Economies Research Centre Working Papers, University of

Adelaide, 97/15.

Damodaran, A. (2003). “Country Risk and Company Exposure: Theory and Practice”.
Journal of Applied Finance, 13 (2), Fall/Winter 2003.

Damodaran, A. (2011). Equity Risk Premiums (ERP): Determinants, Estimation and
Implications The 2011 Edition.

Dupasquier, C., & Osakwe, P. (2006), Foreign Direct Investment in Africa: Performance,
Challenges, and Responsabilities, Journal of Asian Economics, 17 (2), 41-60.

Estrada, J. (2001). “The cost of equity in emerging markets: A downside risk approach
(I1)”. Emerging Markets Quarterly, 5 (1), 63-72. doi: 10.2139/ ssrn.249579

Estrin, S., & Bevan, A. (2004). “The determinants of foreign direct investment into
European transition economies”, Journal of Comparative Economics, 32 ( 4),
775-787.

Fama, E., & French, K. (1992). The cross-section of expected stock returns. Journal of
Finance, 47,427-465.

Froot, K. A., & Stein, J. C. (1991). Exchange Rates and Foreign Direct Investment: An
Imperfect Capital Markets Approach. Quarterly Journal of Economics 106(4),
1191-1217.

Gastanaga, V. M., Nugent, J. B., & Pashamova, B. (1998). "Host Country Reforms and
FDI Inflows: How Much Difference Do They Make?" World Development, 26

(7), 1299- 1314.

Gattai, V. (2005). “From the Theory of the Firm to FDI and Internalization: A Survey.”
Working Paper 2005.51, Fondazione Eni Enrico Mattei.

44



Godfrey, S., & Espinosa, R. (1996). “A Practical Approach to Calculating Costs of Equity
for Investment in Emerging Mar kets”. Journal of Applied Corporate Finance, 9
(3), 80-89. doi: 10.1111/j.1745-6622.1996.th00300.x

Hanink, D. M. (1985). “A Mean-Variance of MNF Location Strategy.” Journal of
International Business Studies, 16(1), 165-170.

Haque, N. U., Mathieson, D. M., & Mark, N. (1997). “Rating the raters of country

creditworthiness”, Finance and Development, 34(1), 10-13.

Harvey, C. (1995). “Predictable Risk and Returns in Emerging Markets”. Review of
Financial Studies, 8 (3), 773-816. doi: 10.1093/rfs/8.3.773

Hymer, S. (1977). “The International Operations of National Firms: A Study of Direct
Investment”. Annals of the American Academy of Political and Social Science
430: 223-224.

Jun, K. W., & Singh, H. (1995). “Some new evidence on determinants of foreign direct
investment in developing countries”, World Bank Policy Research Working

Paper No. 1531, November.

Kudaisi, B. V. (2014). “ An empirical determinant of foreign direct investment in west
Africa countries: A panel data analysis”, International Journal of Development
and Economic Sustainability, 2, (2), 19-36

Kumar, S. S., Susheel, M., & Bindu, C. (2012). India-Thailand Bilateral Trade - A Review
against the Backdrop of the Framework Trade Agreement. ABAC Journal,
32(3).

Kurtzman, J., Yago, G., & Phumiwasana, T. (2004) “The global costs of opacity”, MIT
Sloan Management Review, 46(1), 38-44.

Lemi, A., &Asefa. S. (2003). “Foreign Direct Investment and Uncertainty: Empirical

Evidence from Africa,” African Finance Journal, 5 (1),36-67.

45



Markowitz, H.,(1952). Portfolio selection. Journal of Finance, 7 (1), 13-37.

Mody, A., & Murshid, A. (2002). “Growing Up with Capital Flows”, IMF Working Paper
WP/02/75, IMF: Washington DC

Naumoski, A. (2012). Estimating the Country Risk Premium in Emerging Markets: The
Case of the Republic of Macedonia. Financial Theory and Practice, 36(4).

Ngowi, H. P. J. (2000). “FDI Determinants: Can sub-Sahara Africa Increase its Global
FDI share?”

Nordal, K. B. (2001). ‘Country risk, country risk indices, and valuation of FDI: a real
options approach’ Emerging Markets Review, 2 (3), 197-217.

Reuber, G. L. (1973) Private Foreign Investment in Development. Oxford: Clarendon
Press.

Roll, R., & Ross, S. (1994). “On the Cross-Sectional Relation Between Expected Returns
and Betas”. Journal of Finance, 49 (1), 101-121. doi: 10.1111/}.1540-
6261.1994.tb04422.x

Sharpe, W. (1964). Capital asset prices: a theory of market equilibrium under conditions
of risk. Journal of Finance, 19 (3), 768-783.

Sharpe, W., & Cooper, G. (1972). “Risk-return classes of New York Stock Exchange
common stocks 1931-67”. Financial Analysts Journal, 28 (2), 46- 54. doi:

10.2469/faj.v28.n2.46

Stulz, R. M. (1999). Globalization, Corporate finance, and the Cost of Capital, Journal of
Applied Corporate Finance, 12, 8-25.

Terrier, J. (2001). Country Rating 2001-2002. Mimeo.

46



UNCTAD (1998). Trends and Determinants, World Investment Report, United Nations,

New York and Geneva

Vernon, R. (1966). “International Investment and International Trade in the Product

Cycle.” Quarterly Journal of Economics 80: 190-207.

Walsh, J. P. & Yu, J. (2010). Determinants of Foreign Direct Investment - A Sectoral and
Institutional Approach, IMF Working Paper 10/187.

Watson, D., & Head, A. (2007). Corporate finance: theory and practice. Essex: Prentice
Hall.

Wei, S. J. (2000). How Taxing is Corruption on International Investors?, Review of
Economics and Statistics, 82(1), 1-11.

Yang, L., Tapon, F., & Sun, Y. (2006). International correlations across stock markets and
industries: trends and patterns 1988-2002. Applied Financial Economics, 16

(16), 1171-1183

Zhao, H. (2003). “Country factor differentials as determinants of FDI flows to China”,
Thunderbird International Business Review, 45(2), 149-169.

47





