
LAJAST: Journal of Humanities and Social Sciences 

ISSN: 2545 - 5591 (online) 

Vol. 2 Number 1, October, 2018 

www.asuplafia.org.ng/journal 

 

10 Page 

 

Country Risk Components and Foreign Direct Investment in Nigeria: 

An Empirical Investigation (1986 – 2014) 

                                                                Abubakar Suleiman Jahun  

                              Department of General Studies, Jigawa State Polytechnic Dutse, Jigawa State.   

                                 Email (1) abujahun@gmail.com  (2) abubakarsuleiman151@yahoo.com) 

Abstracts 

This study examines the relationship between country risk components and foreign direct investment inflow in 

Nigeria over the period 1986 to 2014 employing Vector Autoregressive Model (VAR). The study considered the 

influence of rule of law, corruption control, voice and accountability, governance effectiveness, political stability 

and regulatory quality, as political country risk proxies and per capita GDP as economic risk proxy, and foreign 

debt services as financial risk proxy on FDI. The study constructs an index (INDEX) for the political risk 

components using Principal Component Analysis (PCA) to avoid the effect of multicollinearity of the political risk 

proxies. The long run and causal relations are also examined, the results show a long run relationship and uni-

directional causality between the country risk components and FDI INFLOW in Nigeria, though there is 

disequilibrium in the short run, the estimation of VECM model based on VAR described how the short run and long 

run behaviour in the variables reconciled. It showed how the error terms contribute in explaining the changes in all 

the variables, it also revealed the presence of short run causality between country risk components and FDI inflow 

likewise the result of granger causality test revealed the presence of uni-directional causality between the individual 

components of country risk and foreign direct investment inflow to the country. The study recommends the need for 

the proper use of policy instruments that affect FDI inflow and enabling environment that will guarantee the private 

sector investment.  
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1 Introduction  

All business investment involves some degree of risk, when business investment occurs across international borders; 

they carry additional risks not present in domestic investment.  These additional risks, called country risk, typically 

include risks arising from a variety of national differences in economic structures, policies, socio-political 

institutions, geography, and currencies (Mateev, 2009).  Historically, Political changes resulting from the fall of 

communism, and the  implementation of market-oriented economic and financial reforms, have resulted  in  an  

enormous  amount  of  external  capital  flowing  into  the emerging markets of  Eastern Europe, Latin America, 

Asia, and Africa  (Ramcharran, 1999), and that the rapid growth in the international debt of less developed countries 

in the 1970s and the increasing incidence of debt rescheduling in the early 1980s, have alerted  international 

investors to the fact that the globalisation of world trade and open  capital markets are risky elements that can cause 

financial crises with rapid contagion effects, which  threaten  the stability of  the international financial sector 

(Hayes, 1998).    

Country risk assessment evaluates economic, financial, and political factors, and their interactions in determining the 

risk associated with a particular country, Perceptions of  the determinants of country  risk are  important  because  

they  affect  both  the  supply  and  cost  of  international  capital flows (Brewer and Rivoli, 1990), Following the 

collapse of the left-oriented systems, most African countries have undertaken numerous policy measures to create 

hospitable investment climate for FDI.  The major policy measures are: Liberalizing controls on foreign exchange & 

price, liberalizing investment regulations & privatization of public enterprises and creating a stable macroeconomic 

environment, the policy frameworks for FDI of African countries are on average not more restrictive than other 

developing nations.  Despite their notable efforts, FDI flows to Africa are extremely small compared to the other 

developing nations, for instance, Africa„s share in the total FDI flows to developing economies fell from 19 percent 
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in the 1970s, to 11 percent in the 1980s to 8 percent in 2000-2006  Organization of economic conference for 

development (OECD, 2005). 

Nigeria as a country, given her natural resource base and large market size, qualifies to be a major recipient of FDI 

in Africa and indeed is one of the top three leading African countries that consistently received FDI in the past 

decade. However, the level of FDI attracted to the country is mediocre (Asiedu, 2003) compared with resource base 

and potential need, this might be In light of threats of political instability in the forms of civil wars, terrorism, illegal 

capital flight, financial market instability, and political corruption, rule of law, voice and accountability, government 

effectiveness, regulatory quality, economic instability e t c.  

Moreover, it is discovered from the literature that some past studies such as Srinivasan (2002), Noorbakashsh  

(2001), Busse & Hefekar (2007), Ali et al (2010), Kazunobu et al (2012), and Oladipo et al (2013) on this subject 

matter have suffer some empirical limitations.  Firstly it is a fact that even though a large volume of econometric 

literature dealt with the determinants of FDI on economic growth in developing countries, there are not enough 

studies on the question and the conclusiveness nature of the causality relationship between country risk factor and 

FDI inflow in Nigeria.  Second limitation is that by using cross-sectional data some studies do not address country-

specific issues, additionally these study use research data from a survey of foreign companies (Mateev, 2009) that 

are firm level data.  Therefore results on the FDI determinants are not clear and hence the purpose of the study is to 

identify country risk components that determine FDI inflow in to the Nigerian economy for the period 1986-2014 

and to evaluate the nature of causal relationship between country risk factors and FDI flow in Nigeria.  

 

2.0 Literature Review  

2.1 Definition and Concepts of Country Risk and FDI 

There is a huge variety of definitions of country risk in economic literature. Country risk refers broadly to the 

likelihood that a sovereign state or borrower from a particular country may be unable and/or unwilling to fulfill their 

obligations towards one or more foreign lenders and/or investors (Krayenbuehl, 1985). According to White and Fan 

(2006) country risk is the unanticipated downside variability in a key performance indicator, or significant strategic 

target, which results from engaging in international business transactions. The country risk literature holds that 

economic, financial and political risks affect each other. As Overholt (1982) argues, international business scenarios 

are generally political-economic as businesses and individuals are interested in the economic consequences of 

political decisions.  

Political risk emerges from events  such  as wars,  internal  and  external  conflicts,  territorial  disputes,  revolutions 

leading  to  changes  of  government,  and  terrorist  attacks  around  the  world. Social factors include civil unrests 

due to ideological differences, unequal income distribution, and religious clashes. Economic risks  include factors 

such as sudden deterioration in the country‟s terms of trade, rapid increases in production  costs  and or  energy  

prices,  unproductive  invested  foreign  funds,  and unwise  lending  by  foreign  banks  (Nagy,  1988).  On the other 

hand, financial risk refers to the risk that a country may not be able to repay its foreign liabilities; without doubt 

countries with high financial risk are more likely to face an abrupt financial crisis.  

World Bank (1996) looked at FDI as an investment made to acquire a lasting management interest (normally 10% of 

voting stock) in a firm or an enterprise operating in a country other than that of the investor defined according to 

residency. Therefore, when the term investment is mentioned, it includes only FDI and not portfolio investment. 

There are different types of FDIs this includes Greenfield investment, cross border merger and acquisition, and 

reinvested earnings. FDI can also be categorized into market-seeking FDI which are attracted by the size and growth 

of national and regional markets, export- oriented which sells their product to non-local markets, and government 

initiated FDI which are motivated to invest in specific sectors based on the incentives of the government.  

   

2.2 Theoritical Review  

There has been less theoretical disagreement on the relationship between country risk components and FDI‟s 

potential positive impact, the theoretical explanations of FDI largely stem from traditional theories of international 

trade that are based on the theory of comparative advantage and differences in factors endowments between 
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countries. Multinational companies are usually attracted to a particular country by the comparative advantage that 

the country or region offers. The theories for determinants of FDI can be categories into two groups as micro and 

macro-level theories. The micro-level theories of determinants of FDI deals with the questions why companies 

prefer opening subsidiaries in foreign countries rather than exporting or licensing their products, how they choose 

their investment locations and why they invest where they do. These theories include: 

 

2.1.1 Determinants of FDI according to the Neoclassical Trade Theory  

One of the first attempts to explain FDI was based on the Heckscher - Ohlin model of the neoclassical trade theory 

where FDI mostly were understood as a part of foreign trade (import and export).  According to Feath (2009), 

Heckscher-Ohlin theory was based on 2x2x2 equilibrium model with two countries (home and foreign), two factors 

of production (usually labor and capital), and two goods. There were made assumptions that exists perfect 

competitive goods and labor/capital markets in this theory as well as no transportation costs.  It was also stress in 

this theory that countries differ between each other according to the ability to produce goods or to provide services – 

what reflects on products and services prices. In other words it could be said that countries, which have more capital 

sources will produce and export capital-intensive goods. In case of lack of goods in foreign countries, country-

producer export capital abroad, where return on capital is much higher, on labor –  lower, and this situation will 

continue until prices in both countries will become equal (Feath, 2009).  

 

2.1.2 FDI Determinants according to Product Life Cycle Theory  

This theory explains international production and investment – opposite to neoclassical theory, which has not 

explained mentioned factors. International product life cycle theory claims that innovations mostly appears in not 

fulfilled markets, where people have high buying power and where exists suitable conditions for research and 

development (because of lower costs).  

To sum up international product life cycle theory, it could be said that for new products/services development it is 

necessary to have high qualified labor and huge investments, which usually tend to be in developed and rich 

countries. When products reach maturity stage this product from developed country are transferred to developing 

country and companies are able to get price advantages because of cheaper labor and economies of scale. Moreover, 

international product life cycle is able to explain international investments. According to product life cycle stage it is 

possible to predict when product should be produced in mother company and when it could be transferred its 

production to foreign market (Pilinkiene, 2008).  

 

2.1.3 FDI Determinants according to Internationalization Theory  

To sum up internationalization theory it could be said that this theory is based on agreements costs, which appears 

when these agreements are made – negotiations, control and signing this agreement costs.  Foreign direct 

investments, according to this theory are also influenced by Market knowledge, Market commitments, no regular 

export activities, and Production transfer abroad, Establishment of sales, subsidiary Export via independent 

representatives by licensing, export and transportation costs.  FDI comparing with other alternatives are mostly 

selective because of agreements (licensees, privileges, logistics, etc.) formation and execution costs are too high 

(Pilinkiene, 2008).  Because of mentioned reason it exist a bigger risk for companies‟ operation in foreign markets 

than having and conducting its own daughter companies with the help of foreign direct investment.  

 

 

2.3 Empirical Evidence 

Empirically, empirical evidence remains mixed, on one hand, several papers had find the significant effect of 

country risks components on inward FDI. For instance, Gastanaga v,j. Nugent and B. Pashamova. (1998) in there 

paper title „host country reforms and FDI inflow: how differences do they make.”  Using a sample of 22 developing 

countries with a panel data methodology have concluded that lower corruption and nationalization risk levels and 
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better contract enforcement are associated with greater FDI flows. Wei (2000) paper „How taxing is corruption on 

international investors?” With a sample of 14 sources countries to 45 host countries employing a double log linear 

model with a Tobit model specification have also concluded that corruption significantly impedes FDI inflows. 

Kolstad and Tondel (2002).  On their research on „Social Development and FDI in Service”  have find that FDI 

flows are affected by ethnic tension, internal conflict, and democracy, but not by government stability, bureaucracy, 

external conflict, law and order, and the military being involved in politics.  Busse and Hefeker (2007) on their 

research paper title „Political Risk, Institutions and FDI”  For a sample of 83 developing countries, Busse and 

Hefeker  find 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 

flows.  Ali, F. A. N.  Fless, and R. Macdonald.  (2010)  on the paper „ Do institutions matters for direct investment‟ 

also have concluded  that institutions are a robust predictor of FDI and that property rights security is the most 

important aspect of institutions in determining FDI flows.  On the other hand, there are paper‟s that finds an 

insignificant effect of country risk on inward FDI. For instance, Wheeler and Mody (1992) in their analysis on a 

paper „International Investment Location Decision: the case of U.S Firms” have concluded that there is insignificant 

result for corruption in the host country, also, Noorbaksh. (2001) and Asiedu (2002) in his paper „The Determinants 

of FDI to Developing Countries: is Africa Different?” concluded that political risk does not have any significant 

impact on FDI. 

 

3.0 Methodology 

3.1 Model Specification 

The study will employ the vector autoregression (VAR) framework which is made up of four variables: real Gross 

Domestic Product Per Capita (GDPPC), Foreign Debt Service (FDS), Foreign Direct Investment (FDI), and Political 

Risk Component (PRC).  

 

The Model;  

                                         …                              (3.1)  

Where; 

FDI = Foreign Direct Investment, GDPPC = Gross Domestic Product Per Capita, 

       PRC = political risk component, FDS = foreign debt service 

VAR Model  

The VAR of order p model can be expressed as follows: 

                                                             

 

Equation (3.2) specifies VAR (p) process, where                                                 (             are 

5 x 5 matrices of coefficients, m is a 5 x 1 vector of constants and    is a vector of white noise process.  

For the model (specified above), the study will use the time series data.  Such data will be subject to different 

problems.  Empirical work based on time series data assumes that the underlying time series is stationary. Therefore, 

tests for stationary, cointegration, normality, autocorrelations, heteroscedasticity, structural breaks test, model 

specification tests will be conducted to best suit the specifications.   

 

4.0 Empirical Results and Discussion 

4.1 Unit root tests   

Two tests are applied to test for the presence of unit root in the variables. These are the Augmented Dickey-Fuller 

test (ADF test statistic) and phillips perron test and the results are presented in tables 4.3.1 and 4.3.2 respectively for 

all the study variables at levels and after first differencing respectively. 
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Table 4.1.1: Unit root tests at levels 

 

Variable  ADF PP 

FDI -1.8953 -1.9457 

FDS -2.6539 -2.5497 

GDPPC 3.6741 -0.1444 

PC1 -1.4853 -6.4581 

PC2 -4.06741 -3.3709 

                          * and ** implies 1% and 5% significant levels respectively 

                 Source:  Research computation output using eview 8 

Table 4.1.2: Unit root tests at first difference 

Variable  ADF PP 

FDI -6.3577***    -6.3461*** 

FDS  -5.2333*** -7.7974*** 

GDPPC -7.4683*** -7.8981*** 

PC1 -20.9362***   -22.0054*** 

PC2 -7.6766*** -8.0934*** 

* and ** and *** implies 1% , 5% and 10% significant levels respectively 

        Source:  Research computation output using review 8 

These results reveal that all the series are level nonstationary but stationary after first differencing indicating that the 

order of integrations of the series are I(1). In table 4.1.1 the null hypothesis of unit root in the series could not be 

rejected at all the three levels of significance, for all the 2 test statistics respectively are level nonstationary at the 

10% level of significance only. And in table 4.1.2 the results show that the absence of unit root in all the series after 

first differencing, could not be rejected indicating that the series are stationary.  Meanwhile, the study concludes that 

all the variables are levels nonstationary and integrated of order one I(1).  

 

4.2 Johansen Cointegration Test   

The table 4.2.1 presents the results of the Johansen (1991 and 1995) and Johansen and Juselius (1990) cointegration 

test among the various variables of interest in the cointegration model.  The results indicate the evidence of 

cointegration both from the trace statistic and the maximum eigenvalue statistic.  The null hypothesis of no 

cointegration is rejected for both the trace and maximum eigenvalue test statistics at the 5% critical value for all the 

hypothesized number of the cointegrating equations.  The results show two numbers of cointegrating equations: 

none* (r=0) and at most 1* (r  1), indicating one cointegrating vector for both the trace and the maximum 

eigenvalue test statistics. 

Table: 4.2.1 Johnson Cointergration Test 

HO H1 Trace Statics  0.05 C.V Probability  
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r = 0 r  1 100.20 60.81 0.00 

r  1 r   2 46.42 47.71 0.06 

 

Ho H1 Max – Eighen Value  0.05 C.V Probability 

r = 0 r  1 53.78 33.87 0.00 

r  1 r   2    

 

 

4.3 Granger Causality Test   

This study therefore examines the issue of causality using pairwise Granger causality test. The results of the short-

run causality are presented in table 4.3.1 for the Model. The result for the Model which uses FDS, GDPPC, PC1 and 

PC2 to FDI variable, it indicates evidence of short-run causality between country risk components and FDI FLOW. 

There is unidirectional short-run Granger causality between FDS and FDI. It further indicates unidirectional Granger 

causality between GDPPC and FDI. It further indicates unidirectional Granger causality between PC1 and FDI. 

There were no any short-run causal relationships between the country risk components as expected by the country 

risk literature. 

 

Table 4.3.1 Granger Causality Test Results 

   Null  Hypothesis Critical            

Value 

1 Year Lag 

 

FDS does not Granger Cause FDI 

     

 F-Statistic 

 

4.58634 

      

 p- value 

 

0.0216 

 

FDI does not Granger Cause FDS 

      

F-Statistic 

 

1.18986 

      

p- value 

 

0.3231 

 

GDPPC does not Granger Cause FDI 

     

 F-Statistic 

 

4.09643 

      

p- value 

 

0.0307 

 

FDI does not Granger Cause GDPPC 

      

F-Statistic 

 

0.96883 

      

p- value 

 

0.3951 

  

PC1 does not Granger Cause FDI 

      

F-Statistic 

 

8.70597 

      

p- value 

 

0.0016 
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5.0 Conclusion and Recommendations  

This study has examined the causal relation between the country risk components and FDI INFLOW in Nigeria, 

though a uni-directional causal relation between FDS, GDPPC and PC1 was found to be very strong in Granger 

causing FDI. Therefore based on the result of the study we can reject the null hypothesis that there is no bi-

directional causality between FDI inflow and FDS, GDPPC, and PC1.  

Recommendations 

The study recommends as follows: 

i. As the result shows that Foreign Debt Services granger cause  Foreign Direct Investment therefore we 

suggest that both public and private sectors of the country should be encouraged to settled their debt 

obligations as when due, they should be encouraged to have a financial transparency and principles that 

will enable them attract more investors, and boost investor‟s confidence.    

ii. In designing economic policies, care should be taken to ensure that there is an inclusive growth that will 

increase the Growth Domestic Product Per Capita in the country so as to enable multinational cooperation 

increased their level of foreign investments.   

iii. Those political country risk factors should be stimulated by all stakeholders concerned – public and the 

private sectors so as to enhance the attraction of FDI INFLOW in Nigeria. This is possible by enhancing 

the regulatory agency and rewarding hard working, promoting good governance  etc. 
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Appendix 

Table 4.5.1 Granger Causality Test 

Pairwise Granger Causality Tests 

Date: 04/26/16   Time: 14:01 

Sample: 1986 2014  

Lags: 2   

    
     Null Hypothesis: Obs F-Statistic Prob.  

    
     FDS does not Granger Cause FDI  27  4.58634 0.0216 

 FDI does not Granger Cause FDS  1.18986 0.3231 

    
     GDPPC does not Granger Cause FDI  27  4.09643 0.0307 

 FDI does not Granger Cause GDPPC  0.96883 0.3951 

    
     PC1 does not Granger Cause FDI  27  8.70597 0.0016 

 FDI does not Granger Cause PC1  17.4460 3.E-05 

    
     PC2 does not Granger Cause FDI  27  0.03653 0.9642 

 FDI does not Granger Cause PC2  1.77083 0.1936 

    
     GDPPC does not Granger Cause FDS  27  0.16924 0.8454 

 FDS does not Granger Cause GDPPC  0.72881 0.4938 

    
     PC1 does not Granger Cause FDS  27  1.33744 0.2830 

 FDS does not Granger Cause PC1                                0.97391 0.3933 

     
     PC2 does not Granger Cause FDS  27  0.12194 0.8858 

 FDS does not Granger Cause PC2  0.15057 0.8611 

    
     PC1 does not Granger Cause GDPPC  27  0.31038 0.7363 

 GDPPC does not Granger Cause PC1  2.57110 0.0992 

    
     PC2 does not Granger Cause GDPPC  27  2.31867 0.1220 

 GDPPC does not Granger Cause PC2  3.07613 0.0664 

    
     PC2 does not Granger Cause PC1  27  0.73824 0.4894 

 PC1 does not Granger Cause PC2  0.71999 0.4979 

Source:  Research computation output using eview 8 

 

 


