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Abstract    This paper examines theoretically and empirically the extent to which the decision 
by foreign firms to invest in a group of countries is influenced by economic in contrast to risk 
factors, specifically, political risk and institutional performance. We consider their importance 
as drivers of foreign direct investment (FDI) for 32 European countries (subsequently divided 
into three pooled clusters) by means of panel regression techniques in two specifications. Our 
results suggest that risk and institutional factors considered in both static and dynamic 
perspectives significantly influence the behaviour of investors. Policies and institutions that 
vary widely between countries modify the decision-making of investors to such an extent that 
the coefficients related to purely economic factors have different statistical significance and 
impacts on the intensity of FDI, as was revealed by clustering countries into three groups at 
different levels of their economic maturity. Aditionally, not all definitions of risk can be 
negatively associated, if associated at all, with FDI decisions in particular groups of countries. 
We do, however, find that monetary discipline, low regulation, effective government and 
good education as measures of political risk prove to be highly significant and positive 
variables for all country groupings, all of which reduce political risk and positively affect the 
level of FDI. 
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Political risk and foreign direct investment: 
How do they get along in various European countries?  
 
1  Introduction 
 

Uncertainty and risk are inherent to economic environments, particularly those 
characterised by high capital mobility, world-wide financial shakeouts and the restructuring of 
international ties, such as in the case of the current crisis.  Contemporary economics stress the 
importance of institutions, as the “rules of the game” in a society guiding and reducing 
uncertainty and transaction costs in human interaction (Stiglitz 1998). Unfortunately, the real 
performance of economic institutions differs widely among countries and some of them 
become even impediments to businesses. By adopting a cross-country comparative approach, 
the current paper empirically tests the extent to which decisions to invest in a given group of 
countries (as opposed to another group) are influenced by the actual or perceived risk factors 
associated with investment ceteris paribus.  

More precisely, this paper examines risk associated with socio-political institutions 
and governance, for the purpose of the current paper entitled “political risk”.1 The key issue 
is to test how economic and political risk co-act in affecting the inflows of foreign firect 
investment (FDI) to a particular set of host countries. In the abundant literature regarding the 
determinants of FDI, only a fraction of studies include political risk as a relevant variable. 
Discussion of the relationship between risk and FDI tends to be embedded in the context of 
traditional FDI-macroeconomic drivers such as labour costs, factor endowments or the level of 
infrastructure that, in the present international context, seem to be necessary but insufficient 
determining factors. Institutions are not linearly dependent complements to economic factors.  
Akerlof and Shiller (2009) doubt that real decision-making can be limited to economic 
rationality as approximated by mainstream economics. For example, there are psychological 
factors ("animal spirits"), whose expectations reflect also the institutional setup in a given 
society, its values, path-dependency or local conflicts of interest. Institutions can be even 
dominant drivers of long-term development. 

There is also another qualification to be considered: the recent boom in the meta-
analysis of economic research papers which reveals that economic theories are too often 
falsified by empirical data or the spectrum of empirical conclusions is so varied and 
conditional that their universal validity shrinks to particular cases. For example, such are the 
results of the research in FDI spillovers (Wooster and Diebel 2010; Havranek and Irsova 
2010), which implies that decision-making of investors is more complex than what the present 
economic theories could capture. In this paper, we test the hypothesis that the patterns of 
decision-making about investments depend also to a large extent on political factors embodied 
in institutions, which were contrived locally and at a most varied level of their performance.  

In this paper, we consider 32 European countries, which we divide into three groups2: 
Advanced Europe, Accession countries (the first wave) and the EU Candidate countries. By 

                                                
1 Political risk can be associated with exposure to losses due to man-made institutional constraints that 
discriminate among economic agents, striking a bias to the allocation of resources. Thus it is a factor that acts 
beyond traditional economics as an interference of political institutions (which may be informal or illicit) into 
market-based economies. Our paper tests how non-market factors related to policies, social governanace, 
property rights, public goods and collective action modify decision-making of investors in various groups of 
countries. 
2 Our groups are based on institutional similarities more than on geography. Due to data limitations, we did not 
work with the EU-15 group, but we created a group of Advanced Europe-15 countries akin to European 
Economic Area including Norway and Switzerland. The group of central and eastern European countries 
(CEECs) was split into nine Accession_1 countries (Malta had to be skipped) and the group of eight EU 
Candidate countries.   
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employing a cross-comparative approach, we seek to examine differences in the performance 
of conventional macro-economic factors as well as political/institutional risk factors affecting 
FDI decisions. Such comprehensive discussion has been largely ignored in the context of 
cross-sectionally compared countries.  

We focus primarily on behavioural patterns related to a priori perceptions regarding 
the relationship of risk and FDI and the revealed empirical evidence emerging from our 
estimates. As our results suggest, not all definitions of risk can be negatively associated with 
the FDI decision.  Interestingly, this paper highlights both differences and similarities among 
countries that do not share the same history, culture and level of economic development (see 
EBRD 1994). Moreover, it reveals that non-economic factors are important but not easily 
predictable contributors to economic decision-making. 

The remainder of the paper is structured as follows: Section 2 briefly discusses the 
determinants of FDI.  Section 3 explores the potential connection that may exist between 
political risk and FDI.  Sections 4 and 5 focus on the methodology and the econometric 
modelling and results respectively.  Section 6 concludes.   
 
2  What determines the inflow of FDI?   
. 
. 
. 
. 
. Full version of the paper can be received from benacekv@fsv.cuni.cz 
. 
. 
. 
. 
 
6  Conclusions 
 

This research is based on a comparative approach focused on selected groups of 
European countries (including accession and EU candidate countries). The formulation of an 
FDI function adopted in this research, which blends five macroeconomic factors with a wide 
range of political, governance and institutional risk indicators, and the parallel estimates of 
behavioural patterns of investors in three subgroups of countries, represent the main novelty 
of this analysis. We test empirically the extent to which the decision by foreign firms to invest 
in a particular set of countries in Europe is influenced by economic and policy-relevant 
factors associated with these groups ceteris paribus. The study leads to a conclusion that there 
are different behavioural patterns among European recipents of FDI that depend on their 
economic and institutional maturity. The estimators for fixed and random effects were 
complemented with the IV technique of GMM that is more resistent to endogeneity and co-
integration among our explanatory variables. 

The results estimated across four different groups of countries substantiate the 
voluminous literature on FDI modelling available to date. In the attempted formulation of FDI 
as a function of combined risk indicators and traditionally accepted macroeconomic drivers, 
the focus was shifted into the area of investors’ perceptions – particularly the perceptions of 
phenomena with policy connotations. Thus, the results summarised in Tables 3 through 6 
elaborate on the frequently observable dichotomy between investors’ actions and their 
perceptions. In particular, these results provide an alternative examination of the role of risk 
and policy factors and the part they play in FDI decisions. 

mailto:benacekv@fsv.cuni.cz
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The distinction between the static (cross-country) and the dynamic (time-dependent) 
views on decision making of investors is another innovative aspect of our analysis. The 
results of cross-section panel estimations (where countries compete for FDI) and time-series 
panel estimations (where investors decide about the growth of FDI) are complementary, 
reflecting the multi-criterial approaches that investors practice in their decision-making, 
enriching thereby the explanatory power of our analysis. In general, the regression outputs 
exhibit significant behavioural differences between countries grouped by their history in 
alignment with the EU. We find that countries under different institutions and diverse 
economic development differ quite consistently in their drivers of FDI attraction and 
absorption. Visible differences for example appear also in the statistical significances and 
even signs of factors across the groups. Given that the heterogeneity of behaviour at the 
national level is so pronounced, then we cannot aspire to rely on an existence of some all-
embracing general macroeconomic theory covering the FDI allocation, even though we can 
still derive important conclusions at that level.  

The most striking differences, in terms of determining factors and statistical 
significance of the risk indicators, can be found in comparing the advanced Europe-15 with 
the remaining 17 countries. Indeed, the “distance” between their economic and institutional 
development is the largest. We have observed that FDI coming to countries at a high level of 
development with a history of long economic integration and shared institutional setup is 
much less sensitive to political risk factors than when the destination countries are poorer and 
institutionally heterogeneous. Their lack of transparency calls for caution or even 
discrimination by investors, even though it is not a foregone conclusion that better performing 
institutions automatically attract more investment or suppress the caution of investors. In 
cases where the institutional setup contradicts the liberal tenets, such as high taxation and 
government spending, investment controls or corruption were associated with higher FDI. 
Such a tendency was more apparent in economically and institutionally less advanced 
countries. 

A feature common to all regressions is the importance of market size, proxied by 
population size, as a crucial and omnipresent factor of FDI attraction. The market size bias 
was present in both static and dynamic decisions. Nevertheless, FDI tends to penetrate abroad 
even where some factors are not intuitively considered favourable for its attraction. Generally 
there is always an economic factor (such as market size, trade openness or the level of 
income) that is dominant in determining FDI inflows, while the remaining factors either 
enhance or diminish its importance. FDI is highly associated with activities related to free 
international trade, even though the link does not have to be a direct one, as could be the case 
of FDI attracted to banking, transportation or real estate sectors. The robustness of the 
variable of trade openness was so high that the parallel institutional variable of trade freedom 
was found to be statistically significant in one case only. 

An interesting finding was that whenever labour costs were statistically significant, 
their sign was positive. The bias of FDI seeking cheap labour, typical for comparative 
advantages in post-communist countries in the early 1990s seems to have lost its importance 
in the latter period. With regard to political risk, there was a consistent positive and 
significant relationship between price stability, absence of price controls and high inflation 
(i.e. the ‘monetary freedom indicator’), low regulation, effective government and good 
education, and FDI inflows. They indicate that countries with more transparent and efficient 
institutions tend to experience higher levels of FDI and prosperity. There is a broadly 
established consensus as to the fact that institutional failures in these areas tend to disrupt 
market efficiency and more importantly such ill-performing policies negatively affect 
investors’ expectations.  
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Contrary to intuition, we find that factors such as high government taxation and 
spending, capital controls or inefficient local banking do not seem to be universal 
impediments to FDI. Here our findings are at odds with the survey results reviewed earlier in 
the paper.  It is a paradox that in some cases even corruption and low levels of property rights 
protection were not a hindrance to FDI.  While these results might come as a surprise at first, 
it could reasonably be argued that such an outcome could be attributed to the fact that 
investors price their investments in the country on the basis of political risk according to the 
level of stability. This argument is applicable across the entire range of definitions of political 
risk employed in this paper. Thus, for example, investors might be willing to “tolerate” the 
excessive level of corruption or taxation if it does not affect the level of stability and status 
quo in the country that allows investors to receive stable cash flow from their investments and 
profit from their market share. Such an outcome could also be attributed to the ongoing 
globalisation process and to its associated increase in capital mobility. Some political risk can 
be tolerated if economic advantages more than compensate for its potential losses. 

This study points to an important aspect of development, which is associated with 
economic transiency and the crucial role of investors' expectations. We could also clarify how 
investors use different criteria for deciding about the country structure and the general growth 
of their investments. The countries analysed in this research are subject to varying degrees of 
economic and institutional (under)development, which was reflected also by their groupings. 
Their evolving relative position to the EU core, however, allows them to switch in time from 
one group to another – as happened, for example, in the case of many of the accession 
countries in 2004. From the obtained results, we argue that institutions, social governance and 
political risk are undisputable factors in FDI determination, complementing the economic 
conditions of investment yields. Even though the former are based on soft data, we are of the 
view that models omitting this aspect of FDI would be not only mis-specified and subject to 
higher estimation bias, but would also fail to acknowledge the rich policy-dependence of FDI 
inflows.  
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