The Impact of Political Risk on the FDI Inflows: 
Empirical Investigation in the SEMED Countries

Despite the large and growing body of literature studying the impact of political events, decisions or constraints imposed by governments on business, the concept of “political risk” has proven difficult to define for at least two reasons. 

The debate on defining political risk

First, while authors studying political risk seem to agree that the concept was introduced as a “component of country risk” (Fitzpatrick, 1983; Howell and Chaddick, 1994; Howell, 2007), the latter being defined on a larger scale so as to incorporate political, but also economic and social risks, as “the probability of particular future events within a state that could have an adverse effect on the functioning of a given organization, whether that organization be a business, government agency, non-governmental organization, or other type of body” (Brown, Cavusgil, Lord, 2015: 247), there seems to be no consensus on how to define political risk. That is mostly due to the evolutionary character of the concept itself. Over the past several decades it has gone through significant change (Howell and Chaddick, 1994: 72) thus allowing it to distinguish more clearly from similar and sometimes overlapping concepts such as “country risk”, “sovereign risk” and “cross-border risk” (Bouchet et al., 2003: 10-11). The increased interest in political risk in the 2000s was mostly prompted by two major events - 9/11 terrorist attacks and the political turmoil generally referred to as “The Arab Spring”. The latter further strengthened the necessity for business to study political risk, especially in the light of the drastic political change that most of the Middle East and North Africa (MENA) countries witnessed in 2011 – regime change in Tunisia and Egypt, a civil war in Libya that resulted in Gaddafi’s death, an on-going civil war in Syria, demonstrations and protests in Bahrain, Yemen, Jordan, Lebanon, Saudi Arabia to mention some. 

Second, the difficulty of defining political risk also stems from its intrinsically interdisciplinary nature as it is used by numerous disciplines and “can thus rightly be claimed by political science, development studies, international relations, international business, economics, and economic geography” (Jarvis, 2008: 3). Hence, numerous definitions of political risk have been proposed from various fields of study, thus enriching but at the same time complicating its understanding. Therefore, some analysts claim that political risk has become a “catchall term that refers to miscellaneous risks that are not otherwise known by particular names” (Brewer, 1981: 5). 


Study context and objectives 

In this study, we seek to confront two distinct but interrelated perspectives on the impact of political risk on FDI inflows in selected Southern and Eastern Mediterranean countries (SEMED). On the one hand, the perspective of political scientists who tend to define political risk in terms of political instability and thus focus primarily on the linkage among political risk, political conflict, regime legitimacy, institutions, governance and FDI inflows (Green, 1974; Jensen, 2003 and 2008; Jarvis and Griffiths, 2007), is used here to analyze the consequences on foreign investment of one major political event, namely the Arab Spring that triggered political change and conflicts in most of the SEMED countries. On the other hand, we also refer to the perspective of international business analysts who see political risk as related to “discontinuities in the business environment [that] are difficult to anticipate and [that] result from political change” (Robock, 1971: 7) or, in other words, to any change in government policy, political decisions, events or conditions in a country that might “affect the business environment such that investors will lose money or have a reduced profit margin” (Howell and Chaddick, 1994: 71). Unlike political scientists, international business analysts claim that the relationship between political instability and foreign investment is far more complex because “political instability, as represented, for example, by an unexpected change in government leadership, may or may not involve political risk for international business” (Robock, 1971: 8) and therefore, it should not always be equated with poor investment climate (Kobrin, 1978: 114). Numerous empirical studies both in the field of political science and international business have been conducted in order to assess to what extent political instability could hamper investments. However, they are inconclusive given the divergent results they came up with varying from studies that have shown a very strong negative impact of political instability on FDI (Busse and Hefeker, 2007; Jensen, 2008) to studies finding no strong relationship between both variables and thus concluding that political instability is not an important determinant for foreign investment (Blonigen and Piger, 2013). Still a third group of more nuanced studies have revealed that the effect of political instability on FDI varies by destination, sector and source (Burger et al., 2013). 

Empirical investigation 

To shed some light on these contradictory explanations, we examine the impact of political risk on the FDI level and sector composition in seven SEMED countries, namely Algeria, Egypt, Israel, Lebanon, Morocco, Tunisia and Turkey[footnoteRef:1] from 2007 till 2014. This group of countries was chosen for several reasons. First, the MENA region, and more particularly the SEMED countries, has often been neglected in the international business literature and lags behind other emerging economies like those of Asia and Latin America (Mellahi et al., 2011; Demirbag et al., 2011). Second, what is common among these countries is that they are all part of the Euro-Mediterranean partnership (Euromed), formerly known as the Barcelona process, launched in 1995 by the Ministers of Foreign Affairs of the then 15 EU member states and 12 Mediterranean countries to manage both bilateral and regional relations in different areas including security policy, economic partnership and cooperation in the field of social and human rights affairs. Thanks to the Euromed partnership nearly all participating countries have signed Association Agreements with the EU aimed at establishing free trade areas in the future. The Euromed partnership thus facilitates economic cooperation between the EU and the SEM countries. A proof of that is the fact that the EU the main investor in these countries. Furthermore, our selection of countries provides an appropriate context for the objectives of our study to investigate the relationship between political risk and FDI due to the fact that most of them have recently experienced high political instability, especially following the events of the Arab Spring.  [1:  Three SEMED countries, namely Libya, Syria and the Palestinian Territories, are not included in our study because of data sparseness. ] 




Study period

The choice of time span (2007-2014) covered in our study is motivated by the two most important latest crises that hit the region. The selected period is broken down here in two sub-periods. The first sub-period prior to the Arab Spring uprisings (2007-2010) was marked by a significant event, though not political in nature, namely the global financial and economic crisis that led to decrease in FDI inflows because of countries’ worsened macroeconomic stability and poor economic performance (Noutary and Luçon, 2013; Ferragina, 2014). However, provided that the decline of FDI during this period was caused by economic factors rather than political ones, we expect to find that political instability would not have a significant impact on investment. Following the events of the Arab Spring the second period (2011-2014), is characterized by high levels of political instability, uncertainty and even state failure (civil wars in Libya and Syria) that have had major effect on business and investments. During this period, we therefore expect a strong relationship between political instability and FDI. However, we also test the hypothesis that the negative effect of political instability on FDI varies across sectors of investment. By focusing on the three main sectors that the SEMED countries specialize in, - resource-based activities, in particular the oil sector, manufacturing and tourism (Diop et al., 2013), we further seek to investigate whether the FDI flows in the resource sectors are more resilient to political change and instability than the investments in the non-resource sectors. 

Measuring political risk

While studies examining the relationship between political risk and FDI are numerous, as pointed out before, those focused on the fallouts of the Arab Spring on FDI inflows still remain limited, to our knowledge[footnoteRef:2]. Moreover, these studies are focused on the MENA region as a whole and consequently on all MENA countries without necessarily distinguishing between the SEMED countries and the Gulf States, which inevitably makes their conclusions about FDI patterns and the impact of political risk on investments biased.  [2:  Burger et al. (2013) were among the first to examine the economic effects of the Arab Spring on FDI from 2003 to 2012.] 


[bookmark: _GoBack]Last but not least, the most often used methodology of assessing political risk is the Political Risk Index from the International Country Risk Guide (ICRG) which comprises 22 variables grouped in three subcategories of risk: political, financial and economic, the political risk index being measured on the basis of 12 components (government stability, socioeconomic conditions, investment profile, internal and external conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability and bureaucratic quality)[footnoteRef:3]. However, the problem with this methodology is that it is conceived for measuring country risk, not political risk specifically. Hence, extracting the political risk components from the model and applying them independently to studies on the effect of political risk on FDI could be seen as speculative in terms of methodology. For that reason, in order to assess political risk in the selected countries, we prefer to use in our paper the Worldwide Governance Indicators (WGI) of the World Bank. The WGI “consist of six composite indicators of broad dimensions of governance covering over 200 countries since 1996: Voice and Accountability, Political Stability and Absence of Violence/Terrorism, Government Effectiveness, Regulatory Quality, Rule of Law, and Control of Corruption. These indicators are based on several hundred variables obtained from 31 data different sources, capturing governance perceptions as reported by survey respondents, non-governmental organizations, commercial business information providers, and public sector organizations worldwide” (Kaufmann et al., 2010: 3). The WGI have a double advantage for the purpose of our study – not only do they measure exclusively political risk, but they also allow us to expand the traditional conception of political risk by integrating the concept of governance understood here in its border sense as “the traditions and institutions by which authority in a country is exercised” (Kaufmann et al., 2010: 4).  [3:  www.prsgroup.com/about-us/our-two-methodologies/icrg ] 


Measuring the FDI and control variables 
Data related to FDI by country are obtained from the UNCTAD database which presents aggregate inflows, outflows, inward stocks and outward stocks of foreign direct investment (FDI) for 196 reporting economies. As stated before, we believe that the effect of political instability on FDI varies across sectors of investment. Thus, we collect data from fDi Markets database which enable us to classify investment flows by sector and by source country.

Several control variables identified in previous research will be included to account for country-level and industry-level effects. Country level effects are captured by the following control variables which include: (a) the level of economic development of the host country (e.g. Majocchi et al., 2013), (c) the Arab Spring dummy (Burger et al., 2013), and (d) the Arab speaking country (Demirbag et al., 2011). 

Our sample concerns FDI inflows in seven SEMED countries, which have many common characteristics but also some differences. To control for these disparities, we chose to classify each country by its level of economic development. This classification, based on gross national income (GNI) per capita, is released annually by the World Bank and includes four types of economies: high income (e.g. Israel), upper middle income (e.g. Algeria, Lebanon, Libya, Tunisia, and Turkey), lower middle income (e.g. Egypt and Morocco, and Syria) and low income (no country of our sample). The Arab Spring variable is a dummy variable assuming the value 1 if the country was hit by a revolutionary wave of demonstrations and protest as a result of the Arab Spring (e.g. Tunisia and Egypt), 0 otherwise. For the Arab speaking country, we distinguish countries of our sample on the basis of language into Arabic (Algeria, Egypt, Lebanon, Morocco and Tunisia) versus non Arabic (Israel, and Turkey). This is a dummy variable (1=Arab speaking, 0=Non Arabic speaking).

At the industry level effects, we control for state monopoly in certain sectors. In the SEMED region, many companies remain state-held, especially in strategic sectors, such as oil. State monopoly variable is assigned 1, 0 otherwise. 
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