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Abstract

This study investigates the asymmetric effects of exchange rate uncertainty
and political risk on Foreign Direct Investment (FDI) inflows in East Asia over
the period 1990—2022. While East Asia remains one of the world's most
attractive destinations for FDI due to its robust market size, trade openness,
and high returns on investment, persistent macroeconomic and political
uncertainties pose significant challenges to sustaining these capital inflows.
Employing advanced econometric techniques, including ARCH/GARCH
models to estimate exchange rate volatility and the Arellano-Bond
Generalized Method of Moments (GMM) dynamic panel estimator to address
endogeneity concerns, this research explores how these risks asymmetrically
influence FDI behavior. The findings reveal that market size, trade openness,
and investment returns positively and significantly affect FDI inflows,
whereas inflation exerts a negative influence. Surprisingly, infrastructure
quality has a significant negative relationship with FDI under uncertainty,
suggesting that economic and political instability may overshadow the
benefits of physical infrastructure improvements. Asymmetric analysis

confirms that negative exchange rate shocks deter FDI, while positive shocks
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have an insignificant effect, highlighting the risk aversion of multinational
investors. Furthermore, positive developments in external conflict
management, internal stability, and soundness in law and order significantly
encourage FDI, while other governance factors like corruption control and
bureaucratic quality showed no notable influence. This study contributes to
existing literature by adopting a nonlinear, asymmetric framework to analyze
the complex dynamics of uncertainty and investment in East Asia. It offers
valuable policy insights, emphasizing the need for stable macroeconomic
environments, predictable currency regimes, and effective political risk

management to attract and retain foreign investment in the region.

Introduction

Foreign Direct Investment (FDI) plays a critical role in driving economic
growth, particularly in emerging economies. As a key mechanism for capital
inflows, FDI facilitates technology transfer, skills development, and
employment generation, ultimately enhancing global competitiveness. The
United Nations Conference on Trade and Development (UNCTAD) defines
FDI as comprising equity capital, reinvested earnings, and other forms of
capital, distinguishing it from short-term investments due to its long-term
commitment and relative stability (UNCTAD, 2019).

East Asia has emerged as one of the most dynamic regions for FDI
inflows, largely due to its strong economic fundamentals, policy-driven
market reforms, and strategic integration into global value chains. According
to the World Investment Report 2022, East Asia accounted for a significant
share of global FDI, with inflows primarily concentrated in China, Hong Kong,
South Korea, and Taiwan. These economies have leveraged stable exchange
rate policies, investor-friendly regulations, and advanced industrial bases to
attract foreign capital. Notably, China's Belt and Road Initiative (BRI) has

reinforced its position as a top FDI destination, while South Korea’s
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innovation-driven economy continues to draw high-tech investments (Buckley
et al., 2018).

Despite East Asia’s success in attracting FDI, the region faces
challenges associated with exchange rate volatility and political uncertainties,
particularly in the context of U.S.-China trade tensions, geopolitical shifts, and
regulatory changes. Exchange rate fluctuations influence investor decisions,
with opposing theories suggesting either a deterrent effect due to financial risk
(Darby et al., 1999) or an opportunity for multinational corporations (MNCs)
to exploit price differentials (Azémar & Giroud, 2023). Additionally, political
risks such as policy unpredictability and cross-border tensions can affect
investor confidence, making stability a crucial factor in maintaining FDI
inflows (Busse & Hefeker, 2007).

This study examines the impact of exchange rate uncertainty and
political instability on FDI inflows in East Asia from 1990 to 2022. By
analyzing the asymmetric effects of these factors, the research aims to provide
insights into the mechanisms that sustain FDI attractiveness in the region. It
further evaluates the role of institutional quality, governance structures, and
macroeconomic policies in mitigating investment risks. Given East Asia’s
importance in global trade and investment, understanding these dynamics is
essential for policymakers seeking to enhance economic resilience and sustain
long-term FDI growth.

Problem Statement

Foreign Direct Investment (FDI) is a key driver of economic growth,
particularly in emerging economies, as it brings capital, technology, and
employment opportunities. East Asia, home to some of the world's largest
economies, consistently attracts substantial FDI inflows due to its stable
macroeconomic environment, strong institutional frameworks, and investor-
friendly policies. However, despite its advantages, the region faces challenges
related to political risk and exchange rate uncertainty, which can influence

investment decisions.
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Political instability, policy unpredictability, and institutional weaknesses in
some East Asian economies raise concerns for multinational corporations
(MNCs), potentially deterring investment. Likewise, exchange rate
fluctuations introduce financial risks, affecting investor confidence. While the
Production Flexibility Hypothesis suggests that firms can exploit exchange
rate volatility, the Risk Aversion Theory argues that excessive uncertainty
discourages FDI. Existing research has often relied on linear models to
analyze these effects, overlooking the possibility of asymmetric impacts.

This study aims to fill this gap by investigating how political risk and
exchange rate uncertainty asymmetrically affect FDI inflows in East Asia.
Using advanced econometric techniques such as the Generalized
Autoregressive Conditional Heteroskedasticity (GARCH) model and the
Arellano-Bond Dynamic Panel Model, this research seeks to provide a deeper
understanding of the complex interplay between these factors. The findings
will offer policy insights for improving East Asia's investment climate by
mitigating risks and enhancing macroeconomic stability.

Research Questions

1. What factors contribute to East Asia's high FDI inflows compared to other
Asian regions?

2. How do political stability and transparency influence FDI decisions in East
Asia?

3. What is the impact of exchange rate uncertainty on FDI inflows in East
Asia?

4. Do political risk and exchange rate volatility have asymmetric effects on
FDI in East Asia?

5. What policy measures can be implemented to minimize the negative
effects of political risk and uncertainty on FDI in East Asia?

Literature Review

The relationship between FDI and factors such as political risk and exchange

rate uncertainty has been a subject of continuous interest among the scholars
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for decades. Over time, researchers have explored how these uncertainties
influence investment decisions in different parts of the world, particularly in
developing regions like Asia. While some studies found clear patterns, others
revealed complexities, and together, they shaped a broad but incomplete
understanding. The present study therefore aims to investigate the matter
further.

The earliest empirical attempts to investigate political risks’ effects on
investment can be traced to Bollen et al. (1982), who examined 81 developing
countries from 1948 to 1965. The authors discovered that political insecurity
that is often measured through variables such as political killings and military
coups have significantly discouraged FDI inflows. Yet, interestingly, the
researchers noted that large market size and higher levels of economic
development could offset this negative influence to some extent.

As the conversation around geopolitical stability intensified, Nigh (1985)
took a different angle, exploring how international conflicts and domestic
unrest shaped FDI decisions in the United States. The findings reveal that
conflict-driven political events, both internal as well as external, had strong
deterrent effects on foreign investment, while cooperative political events
encouraged multinational firms for investments.

A few years later, the debate became more nuanced. Wheeler and Mody
(1992) extended the investigation to 42 countries and concluded that the
relationship between political risk and FDI was far from straightforward.
While socio-political instability negatively influenced investment, certain
aspects of government intervention such as economic reforms and fiscal
incentives have sometimes attracted investors, especially in developing
economies.

As political risk remained under scrutiny, attention gradually turned to
macroeconomic uncertainty particularly exchange rate volatility which is
another potential obstacle to investment. Servén (1998) conducted a

comprehensive study covering 94 developing countries between 1970 and
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1995. Results revealed that exchange rate instability severely discouraged
private investment, with particularly harmful effects in countries where
financial markets were weak or underdeveloped.

Recognizing Asia’s rising importance, Kim (2006) focused on 11 Asian
economies, analyzing the period from 1982 to 2004. The study reaffirmed
earlier fears that political risk remains one of the strongest deterrents to FDI
in Asia, often overshadowing the positive influence of market openness,
infrastructure, and other economic fundamentals. The researcher also noted
that bilateral investment treaties (BITs), while beneficial, were insufficient to
counterbalance the adverse effects of political instability. This was supported
by Busse and Hefeker (2007), who examined panel data from 83 emerging
economies, including several in East Asia. The researchers found that higher
governance quality reflected in factors like rule of law, control of corruption,
and government stability was essential for attracting FDI. Without these
institutional strengths, even favorable economic conditions failed to lure
investors.

Moving beyond linear relationships, Jeanneret (2007) introduced a
fresh perspective by exploring the asymmetry in how exchange rate volatility
influences investment. Using data from OECD countries, the study discovered
a U-shaped relationship: while low levels of currency volatility discouraged
investment, high levels attracted risk-seeking investors. Although, the author
by focusing on developed economies found the valuable lessons for East Asian
countries with open, export-driven economies.

The importance of political cycles in shaping FDI trends was
emphasized by Julio and Yook (2016). By studying 43 countries over nearly
two decades, they revealed how FDI inflows typically decline in the run-up to
national elections, especially in countries with weak institutional systems. The
findings underscored the significance of political predictability for sustaining
investment in developing and emerging economies. This narrative was further

enriched by Zhang et al. (2023), who examined economic policy uncertainty’s
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impact on FDI in 48 Asian countries. The results highlighted that although
increased policy uncertainty reduced FDI inflows, countries with strong
financial development such as East Asian economies which could partially
offset these effects, reaffirming the critical role of institutional resilience.

A related contribution came from Asamoah et al. (2016), who assessed
the combined effect of exchange rate volatility and institutional quality in 40
Sub-Saharan African countries. Using GARCH models, they confirmed that
exchange rate uncertainty generally discouraged FDI. However, countries with
stronger institutions managed to soften the adverse effects, a finding with
important implications for East Asian policymakers seeking to enhance
investor confidence amid financial turbulence.

Ramzan (2021) examined the asymmetric impact of exchange rate
volatility on FDI in Pakistan. Applying GARCH models, the study revealed
that exchange rate uncertainty discouraged investment, with the effect
becoming more pronounced during periods of political instability and global
crises. This further validated the importance of macroeconomic stability for
sustaining foreign capital flows. Moreover, Rajan and Hattari (2009) studied
the case of 12 developing Asian economies and by using gravity model-based
analysis, the authors confirmed that political risk substantially reduced FDI
inflows in Asia. On the other hand, financial openness and economic size
acted as consistent attractors of foreign investment, offering policymakers
clear signals for reform priorities.

This paper seeks to fill that void by adopting a nonlinear, asymmetric
framework to specifically analyze how political risk and exchange rate
uncertainty impact FDI flows in East Asia. By doing so, it not only contributes
to the literature on FDI determinants but also offers actionable insights for
policymakers aiming to strengthen investment climates in dynamic, rapidly

growing Asian economies.
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Theoretical Background

The existing literature presents various theoretical frameworks analyzing the
impact of uncertainty on FDI inflows, with early studies primarily focusing on
developed economies. More recently, research has expanded to include
developing regions, particularly East Asia. Baniak et al. (2005) proposes a
model examining how uncertainty influences FDI in transition economies,
highlighting that many East Asian nations have implemented legal and market
reforms. However, regulatory changes often fail to account for unique socio-
economic and political conditions, leading to instability that disrupts
investment operations. Baniak et al. (2005) suggests extending their
framework to East Asia, where volatility stems from macroeconomic
fluctuations and political unpredictability. Azam et al. (2012) note that social
conflicts and geopolitical tensions in East Asia are intensifying faster than in
other regions, raising risks for multinational corporations (MNCs) and
potentially deterring FDI inflows.

Foreign direct investment (FDI) in East Asia is further affected by
institutional weaknesses, including bureaucratic inefficiencies and inadequate
protection of property rights (Benassy et al., 2007). Such issues can create
"commitment problems" for host governments (Acemoglu et al., 2005),
discouraging long-term investments. Investor surveys indicate that challenges
like contract enforcement delays and corruption remain prevalent in East Asia
(Asiedu, 2002), compounding risks for foreign firms.

Application of Baniak et al. (2005) model is useful to analyze MNC
investment decisions in East Asia, particularly in the context of economic and
political instability. MNCs in the region face macroeconomic uncertainties,
such as exchange rate volatility, often measured using ARCH/GARCH models
and political risks including governance instability and institutional
inefficiencies which also raise operational costs. To assess these risks, the
current study incorporates the political risk index, utilizing ICRG indicators to

distinguish between political turmoil and institutional deficiencies. The model
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underscores how exchange rate uncertainty and political risk shape MNC
investment strategies in East Asia.

Variable and Data Sources

This study focuses on four East Asian economies, analyzing data spanning
from 1990 to 2022. All variables are measured on an annual basis, except for
the exchange rate, which is observed monthly. To account for volatility,
ARCH/GARCH models are utilized to estimate conditional variances, thereby
transforming exchange rate data into a measure of uncertainty.
Macroeconomic indicators are sourced from reputable international databases,
including the International Financial Statistics (IFS) and World Development
Indicators (WDI). The study prioritizes the real exchange rate due to its
significance in shaping long-term investment decisions. Political risk is
assessed using data from the International Country Risk Guide (ICRG).

The dependent variable in this analysis is Foreign Direct Investment
(FDI) inflows, which are influenced by the Gross Domestic Product (GDP) of
each host country. Independent variables are grouped into several categories,
including macroeconomic characteristics, exchange rate uncertainty,
infrastructure quality, investment profile, natural resource availability, labor
force metrics, political risk, and institutional strength.

Key macroeconomic variables include trade openness (TO) and the
exchange rate (ER). Inflation (INF) and GDP growth are employed as proxies
for market size (MKTSIZE), following the methodology of Root and Ahmed
(1979) and Tuman & Emmert (1999). GDP growth serves as an indicator of
market potential within the East Asian economies, highlighting its relevance
in attracting FDI, as emphasized by Nigh (1986). Trade openness is quantified
using the trade-to-GDP ratio, i.e., (Exports + Imports)/GDP, a commonly
used metric to reflect trade barriers. The openness of a host economy is
particularly relevant for firms seeking to import raw materials and export

finished goods, thus making trade policy a crucial factor in investment
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decisions. The behavior of the real exchange rate whether appreciating or
depreciating can also significantly affect FDI inflows.

Labor quality is captured through the literacy rate (LR), while labor
force availability is proxied by the share of the working-age population (ages
15—64) in the total population. Infrastructure quality is assessed through the
Road Connectivity Index (RCI), calculated as total road length (in kilometers)
divided by the total population. This index reflects the efficiency of the
transportation network, which plays a critical role in reducing transaction
costs, enhancing mobility, and improving logistical operations factors that
collectively influence the region's attractiveness to foreign investors.

Natural resource availability (NR) is included as a dummy variable,
indicating the presence of key resources such as minerals or oil. Additionally,
the return rate on investment (RRI) is captured using the inverse log of real
GDP per capita, as proposed by Asiedu (2002). This variable assesses the
relative return potential of investment in these economies and whether higher
expected returns contribute to greater FDI attraction.

The model also integrates exchange rate uncertainty measured through
ARCH/GARCH techniques and political risk indicators from ICRG. Political
risk components include internal conflict (INC), external conflict (EXC), and
broader governance factors such as corruption (COR), law and order (LAW),
and bureaucratic quality (BQ), following Azam et al. (2012). These
institutional variables are essential in evaluating the quality of governance and
overall investment climate in host economies.

Furthermore, the investment profile (INP) from the ICRG serves as a
proxy for investment risk, covering areas such as contract enforceability, asset
revaluation risks, and repatriation of profits. These elements help capture
nuanced investment risks not fully explained by other macroeconomic or

political variables.
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Descriptive Statistics

. JARQUE-
Variables MEAN SD. SKEWNESS KURTOSIS
BERA
FDI Growth 1.66 0.09 2.27 10.35 2865.29 5.07
GDP Growth 7.34 1.55 -0.07 2.01 39.17 16.19
Inflation 1.38 0.25 4.64 38.07 5067.07 17.52
Trade (% of g g
1.82 o. -3. 20. 1404. 25.42
GDP) 47 3-49 7 404.43 5.4
Exchange Rate 3.00 2.56 0.29 2.36 28.81 97.5
Literacy Rate 4.49 0.21 -2.32 8.02 1794.65  4.48
Active
. 4.07 0.26 5.69 107.01 4212.32 6.12
Population
Infrastructure
. 2.24 1.25 -0.89 3.24 121.71 55.61
Quality
Return on
0.37 0.17 0.08 2.23 24.57 44.45
Investment
Investment
7.76  2.22 -0.17 2.77 6.51 27.52
Profile
External
. 9.41 1.73 -0.63 3.35 65.06 16.14
Conflict
Internal
. 8.77 2.12 -0.66 3.71 83.57 24.11
Conflict
Corruption 2.55 0.95 0.58 2.95 51.41 37.01
Journal of Management Science Research Reviev
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Law and Order 3.93 1.13 -0.48 2.68 39.18 28.61
Bureaucratic

. 2.19 0.92 0.21 2.86 6.98 41.75
Quality

This descriptive analysis provides insights into the key economic, political,
and institutional variables influencing FDI in four East Asian countries from
1990 to 2022. The variables analyzed include macroeconomic indicators,
institutional quality, political risks, and infrastructure measures.

The mean FDI growth across these countries is relatively low (1.66%)
with minimal variation, suggesting stable inflow trends. However, the data are
positively skewed and leptokurtic, indicating occasional spikes in FDI inflows.
The GDP growth shows moderate variation, averaging 7.34%, and is nearly
normally distributed, suggesting consistent economic expansion in the region.
Inflation exhibits a low mean (1.38%), but displays extremely high skewness
and kurtosis, revealing the presence of outliers and occasional economic
volatility. Trade openness, measured as a percentage of GDP, has a moderate
mean (1.82), but is negatively skewed with high kurtosis, highlighting trade
concentration in certain periods or countries. The exchange rate variable,
transformed to monthly frequency, had a high coefficient of variation (97.5%),
indicating significant fluctuations over time. The literacy rates and the
proportion of the active population are generally stable, with high averages
reflecting strong human capital development. However, active population data
are highly skewed and exhibit extreme kurtosis, suggesting the presence of
demographic shifts or outliers. Infrastructure quality, measured through road
connectivity, displayed moderate variation. A strong infrastructure network is
vital for attracting investment; while some regions may show significant
development, others may still lag behind. The return-on-investment metric
was relatively stable, reflecting consistent economic returns across the sample
countries. Political risk indicators, including external and internal conflicts,

show moderate variability and slight negative skewness, indicating more
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frequent lower conflict levels with occasional spikes. Institutional quality
indicators, such as corruption, law and order, and bureaucratic quality, show
noticeable differences across countries. The law and order index and
bureaucratic quality reveal moderate to high variability, emphasizing the
institutional disparities in the region. Overall, descriptive statistics underscore
the dynamic investment landscape in East Asia. While macroeconomic
indicators remain generally stable, the high variability in exchange rates, trade
openness, and political risk suggests the presence of structural and policy-
driven fluctuations. These insights are essential for policymakers and

investors in understanding the risk and return profiles of FDI in East Asia.

Expected Sign

Based on this hypothesis, a table of expected signed values has been

constructed below;

Variables Expected Sign

Lagged FDI Positive

Market Size Positive

Inflation Ambiguous

Trade Openness Positive

Exchange Rate Ambiguous

Literacy Rate Positive

Economically Active Population Positive

Infrastructure Quality Positive

Rate of Return on Investment Positive

Natural Resources Positive

Investment Profile Positive

Exchange Rate Uncertainty Negative

Political Risk Negative
Journal of Management Science Research Review
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Estimation Methodology and Econometric Specification (Exchange
Rate Uncertainty Specification)

This study estimates the ARCH/GARCH measure of conditional volatility to
consider the effects of exchange rate uncertainty. This measure involves
obtaining the variance of the unforeseeable part of the series. Firstly,
construct a forecasting equation for the exchange rate depends on the set of
information. The forecasting equation is estimated to generate residuals. The
uncertainty measure is calculated as the variance of the estimated residuals.
An ARIMA (p, q) model can be the stochastic mechanism that generates a
predictable component. In contrast to the unconditional variance of the
variable, conditional variance uses previous information to measure volatility.
The ARCH/GARCH model has emerged as a standard paradigm within which
volatility can be studied (Tse, & Tsui 2002; Bollerslev, 1996). Unlike the
uncertainty tests like the rolling standard deviations, The ARCH/GARCH
method yields statistical uncertainty estimates in econometric models. It is
also found that this approach captures volatility more reliably than other
approaches. The ARCH/GARCH model is concerned with distributing
stochastic errors conditional on the realized values of collecting variables,
including lagged values of conditional variances. The generalized framework
of the ARCH, such as the GARCH (p, q) system, is defined as follows:

= (;)+ / o~ 0% @D
2= o+ 2+ 2 2

Where ( ; ) refers to the conditional mean, comprises of a vector of an
independent parameter which may incorporate lagged , is an Mx1 a matrix
of variables, _; a piece of information set containing all the facts presented
thru the time t-1, and an error term which follows, subject to _;, a
distribution of D. Conditional errors have a mean zero and a moment variance

2. Conditional variance is compatible with the GARCH method as in (2). The
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conditional variance, 2 the proxy for uncertainty is the one-period forecast
variance based on previous data. It is a component of three terms: the mean
volatility level ,, the ARCH term! 2. and the GARCH term 2.2
The Non- Linear Model
To consider the Non-linear model given by

=(C ,9+ :=12.., , =12, ..,
Yitis the dependent variable observed at cross-sectional unit and period .
isa 1 vector of the time-varying explanatory variable, and  is a random

0 is an unknown 1 vector of a parameter to be

error. The vector
estimated, and is a compact subspace of °. As a particular case, author
considers the generalized linear model (GLIM).

Letting ( , 9= (9,

Where k=p

The following assumption is assumed to hold:

Assumption 1: for a model (1), it is assumed that.

1. F(,) in twice continuously differentiable with respect to ©,
2. ( )=0forLj {1,..,N)andts {1,.., }.
3. _, -, lIsapositive definite.

4. ( )=0for #landts {1,..,T}

5 ( )< eofori {1,.,N}andts {1,..T},
It should be noticed that with respect to the distribution of the error no
distributional assumptions are imposed. Additional nuisance parameters are

introduced in a fully parameterized model to clarify the serial correlation

pattern and the distribution function. In order to neglect such extra

! The ARCH term is the squared error lag from the mean equation or uncertainty reports
from the previous time.

2 All the variables in the infinite order AR expression should remain outside the unit
circle to maintain a well-defined operation. This will be the case for a GARCH (1,1)
method if ; and ; are non-negative. ;+ ; <1 is also necessary to be stationary for
covariance.
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information for two reasons. First, there is hardly any prior information
concerning the generating process of the errors in many practical applications.
Second, the non-linear setup generally complicates inference in a completely
specified model. For instance, even for the simplest discrete choice models, a
maximum likelihood framework involves a T-fold integral over the likelihood
contributions. Computer-intensive numerical methods must be encountered
or restrictive distributional assumptions yielding explicit expression of these
integral must be imposed.

The frame applied here allows for so-called "random effects," i.e., cross-
section-specific random effects, implying a particular form of serial
correlation for the error. It may also be possible to accommodate a "fixed
effects" specification using the framework advocated by chamberlain (1984).
Such models are, however, beyond the scope of the present paper.

In what follows, this study will consider the generalized method of
moments (GMM) estimators, which provides convenient, efficient estimators
in many applications (e.g., Ogaki 1993). To introduce the class of GMM
estimators,let ;=[ 1,.., ] and ;=[ i,.., ].Moreover, assumed that
the moment condition could be written as [ ( , ; )=0 for all

{1,.., }. The GMM estimator is defined by solving the minimization problem.

[i . ) (3)

:argmin[i (., ,)
Q

Where the weight matrix Ay is positive definite. As a convenient framework,
the following set assumption is met.

Assumption 2: [ , | are independent draws from the set of random

variables [y, X]and for the mX1 function ( , ; ) itis assumed that.
1. [ (, ; )]existsforall Q and is zero at  °, which is in the interior
of Q
2. (, ; )iscontinuous and differentiable in

3. Ax converges almost surely to the deterministic matrix A.
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4. The moment constraints identify the parameters.
CCo 3 ¢ )]=0=> =79

5. 1 (, ;) converges almost surely and uniformly in to

-1 .
6, — i) converges almost surely and uniformly in to

7. [ (i )P<o
The i.i.d assumption must be replaced by a less restrictive assumption, e.g.,
along the lines by Hansen (1982). However, to keep the exposition reasonably
simple, Gourieroux et al. (1989) assumption is used in what follows.
Given Assumption 2, the GMM estimator is consistent and asymptotically

normally distributed with

V(=) ) @
Where V= (D'AD)?, = [ (, ;)I/ 1
(Gourieroux and Monfort, 1989, p. 339). The Optimal Choice of A is

o= 1C 9 C9T ®

Or a sequence of random matrices converging to this expectation
Arellano-Bond Dynamic Panel Models

The study utilized the Arellano-Bond dynamic panel model instead of fixed-
effect estimation to address potential endogeneity issues related to FDI
decisions. Unlike fixed-effects estimates that assume all regressors are
exogenous, the Arellano-Bond GMM tackles the correlation between
independent variables and error terms by using lagged values as instruments.
This method also accounts for endogenous control variables and addresses the
issue of serial correlation in the residuals by introducing a lagged dependent
variable as an additional regressor. Many researchers have reported that
lagged FDI is highly significant in their regressions (see Gastanaga et al. 1998;
Busse and Hefeker, 2005). In the previous period, FDI may have influenced

FDI, causing multinational corporations (MNCs) to display greater interest in
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host countries with substantial FDI inflows. This attraction arises from the
belief that substantial FDI inflows indicate the success of other MNCs.
Consequently, it is deemed appropriate to include the lagged dependent
variable in our regression analyses.

Furthermore, the estimator addresses the endogeneity issue in certain
control variables. In contrast to the assumption of exogeneity made by the
fixed-effect estimation, certain variables may not meet this criterion. For
example, in the context of trade openness, FDI inflows can impact overall
trade volumes when multinational enterprises (MNEs) import raw materials
and semi-manufactured goods while exporting processed commodities.
Additionally, FDI can contribute to a host country's capital accumulation,
introduce new technologies, stimulate GDP growth rates, and enhance GDP
per capita (Busse and Hefeker, 2005). To address endogeneity concerns, this
study employs an instrumental variable approach, specifically the Arellano-
Bond generalized method of moments (GMM).

The Arellano-Bond estimator assumes no presence of second-order
serial correlation to be applied. The author did not reject the null hypothesis
of no second-order serial correlation in our data sample. Moreover, to confirm
the instruments' suitability overall through a Sargan test of over-identifying
restrictions, which indicated the validity of our instruments. The statistical
evaluation aligns with a chi-squared distribution when assuming the
instruments are valid.

This study utilizes six models in the Arellano-Bond GMM estimation
framework. In each model, this study used conventional macro-economic FDI
determinants such as market size, inflation, trade openness, exchange rate,
literacy rate and economic active population, Infrastructure quality, Rate of
return on investment, Natural Resource availability, and investment profile.
The first model author employed the exchange rate uncertainty estimated by

the GARCH technique. The rest of the models in this study utilized the vector
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variable of the political risk index ( ) . This variable contains political
and institutional risk variables such as external conflict, internal conflict,
corruption, law and order, and bureaucracy quality. All these uncertainty and
risk variables are written in linear equations (see eq:6 and 7) and then
transformed into non-linear equations (see eq:10 and 11).

Thus, to examine the effect of exchange rate uncertainty and political
risk on FDI in Asia's sub-region, the author postulated the following linear
equation models Arellano-Bond GMM.

The Arellano-Bond GMM models are as follows:

A = ot 1A -1t 2A + 3A + A+ SA
+ A+ A + gd  + HA + 108
+ ul + A (6)

A = ot 1A -1t 2A + 3A + A+ SA
+ A+ LA + gA  + oA + 108

+ 1l + A () (7)
In equation-7 represents the vector containing the

variables |, | : : . Therefore, each variable represent the

scaler components of () vector variable, the equation of vector as follows.

o ., represent the unit vectors in the respective directions.

Where,

MKTSIZE = Market LR = Literacy rate INP = Investment
Size Profile

) EAP = Economically UER = Uncertainty of
INF = Inflation ) )
Active Population Exchange rate

IQ = Infrastructure
TO = Trade Openness NR = Natural Resources

Quality
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RRI =rate of returnon INP = Investment
ER = Exchange rate i
Investment Profile

PR = Political Risk EC = External Conflict IC = Internal Conflict

BQ = Bureaucratic

CORR = Corruption LAW = Law and Order )
Quality

As per the authors' best knowledge, all previous research on FDI is carried out
in a linear framework except one study by Qamruzzaman et al. (2019), whose
work was on a nonlinear frame but still needs to incorporate the uncertainty
element in their estimation. Thus, this study's prime intention is to examine
the asymmetric relationship between exchange rate uncertainty and political
risk. Due to nonlinearities in time series, the present research is established in
nonlinear settings. Equation 8 indicates the nonlinear functional form of the
model for macroeconomic uncertainty, and for political risk, this study retains

the model in linear form (see equation 9).

= = o ) ©)
Following the empirical work of (Raza et al., 2016; Koutroulis et al., 2016;
Katrakilidis & Trachanas, 2012; Ibrahim, 2015; Dhaoui et al., 2017) Authors
focusing on the asymmetric relationship between exchange rate uncertainty

and political risk in FDI; then our model will be followed.

as.
A = ot 14 -1t A + 3A + A+ 5A
+ b+ A + gd  + HA + 108
+ 1A + A T+ LA - (10)
A = ot 14 -1t A + 3A + 4A  + SA
+ GA + 7A + SA + gA + lOA

+ A + 1A ()T + A () (A

The asymmetric effect of exchange rate uncertainty and political risk is

+

incorporated by positive changes and negative changes
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respectively. Whereas *

and ~ are the partial sums of positive and
negative changes in exchange rate uncertainty.

Results and Discussion

Dynamic panel GMM estimator results for model specification are displayed
in Table 6.1 which confirms that most variables display significance in line
with their anticipated trends, as previously outlined. It is particularly worth
noting that the lagged dependent variable _, consistently demonstrates a
positive and statistically significant impact across all specified models. This
suggests that countries that attract substantial FDI inflows will likely continue
attracting even more direct investments from foreign sources.

The relationship between market size and FDI is notably positive across
the various models (see Table 6.1). The positive correlation signifies that an
increase in market size directly leads to increased FDI inflows in the East
Asian region. The expected outcomes remain consistent even in the face of
external shocks such as macroeconomic or political events. This indicates that
market size expansion remains critical in attracting FDI to a country.

Furthermore, inflation has a statistically significant negative impact on
FDI inflows in East Asia (Table 6.1). It implies that in an unstable
macroeconomic and political environment, a surge in inflation discourages
foreign investors from investing in the host nation. The reasoning behind this
result is that an increase in the price level impedes FDI inflows when inflation
is high. High inflation leads to an economic slowdown because the reduced
purchasing power caused by inflation diminishes aggregate demand in the
market. People with low purchasing power may be able to purchase fewer
products and services, resulting in lower demand for them. It led to a decrease
in GDP. As a result, foreign investors tend to minimize their investments in
certain countries to avoid the risk of their invested capital failing to achieve
the desired profit (Kiat, 2008; Hong, 2020).

Another factor to consider is trade openness, which positively and statistically

significantly influences FDI, as demonstrated in Table 6.1. The result is

Journal of Management Science arch Reviev



https://jmsrr.com/index.php/Journal/about

ment Science Rese

Journal of Manz
https://jmsrr.com,

Online ISSN: 3006-2047

Volume. 4 Issue No. 3 (2( Print ISSN: 3006-2039

aligned with the expected sign. Multiple reasons support the idea that trade
openness can significantly impact FDI. Furthermore, the relationship between
the exchange rate and FDI inflow must be clarified further. As mentioned in
the expected sing table, there is an ambiguous association between the two
variables. Various studies have reported different results. Some studies have
found a negative relationship (Cambazoglu & Giines, 2014), whereas others
have found a positive association (Bayoumi et al., 1996). However, most
literature has found no relationship between exchange rates and FDI (Alba et
al., 2010). According to Table 6.1, the results indicate that the exchange rate
has an insignificant negative effect on FDI in East Asia. This insignificant
relationship suggests that there is no connection between the exchange rate
and FDI.

The literacy rate is a crucial factor influencing FDI inflow. Studies
suggest that the literacy rate positively correlates with FDI from the first to the
sixth model across all uncertainty scenarios. However, all models were
statistically insignificant, with the expected signs (see Table 6.1). This result
indicates that despite an increase in the literacy rate of host countries, it does
not attract international investors because of the unstable situation of
macroeconomics and politics. Furthermore, an Economically Active
Population (EAP) proxied by labor force availability has a positive and
statistically insignificant impact on FDI in East Asia. The EAP does not
correlate with FDI inflows under uncertain economic and political situations
(see Table 6.1).

Moreover, infrastructure quality plays a crucial role in attracting FDI;
well-developed infrastructure enhances the appeal of overseas investors,
enabling businesses to operate with maximum efficiency. Surprisingly, this
study reveals that higher infrastructure quality has a detrimental impact on
FDI inflow under various uncertainty circumstances, including political and
macroeconomic risks. Notably, the statistical significance of East Asia from

model-1 to model-6 at the 1 percent level (refer to Table 6.1) is different from
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expectations. This finding suggests that foreign investors may still need to be
convinced to invest in the host country under uncertain conditions, even with
improved infrastructure quality. This conclusion aligns with the prior research
by Amune and Ogunjimi (2019).

The return-on-investment rate significantly positively impacts the FDI
inflow in East Asia, as shown in Table 6.1, with a statistical significance of 1%.
This result was consistent with the expected outcomes. These findings indicate
that the East Asian market offers attractive investment returns despite
economic or political uncertainty. While short-term risks exist, investors
recognize promising investment opportunities in the region. The results are
consistent across Tables 6.1

Moreover, a dummy variable examining the presence of natural
resources such as oil or minerals was included, as the availability of these
resources can lead to FDI inflows. However, the analysis revealed that the
presence of natural resources has a negative impact on FDI in East Asia, as
shown in Table 6.1. The results for East Asia were not statistically significant
across Models 1—6. These insignificant associations indicate that an increase
in natural resources does not affect FDI inflow. This outcome aligns with prior
research conducted by Asiedu (2013).

The econometric model also considers the investment profile to
measure investment risk. The results show an insignificant positive
relationship between investment profiles and FDI inflows, as shown in Table
6.1. This finding suggests that the investment profile does not significantly
influence FDI inflows under uncertain conditions, such as exchange rate
fluctuations or political risks.

This study investigates the asymmetrical connection between exchange
rate uncertainty and FDI inflows. The base model (eq-6) is transformed into a
non-linear framework (eq-10) by incorporating partial sums of exchange rate

+

uncertainty changes into positive and negative ~ variables in

Model-1. Positive uncertainty signifies a "progressive shock," while negative
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uncertainty indicates a "bad shock." The results reveal that positive
uncertainty has an insignificant positive impact on FDI inflow, whereas
negative uncertainty significantly reduces FDI inflow. It suggests that when
the local currency unexpectedly devalues against the foreign currency due to
exchange rate volatility, foreign investors, being risk-averse, may be reluctant
to invest in East Asian countries (see Table 6.1). Furthermore, the uncertainty
surrounding a vector variable of political risk in a country can indicate either
political stability (positive uncertainty) or instability (negative uncertainty). In
East Asia, research findings suggest that only positive uncertainty related to
external conflict, internal conflict, and law and order significantly positively
influences FDI inflow. It implies that investments in Eastern countries are
directly encouraged due to the effective management of political risks such as
external conflict, internal conflict, and law and order (see Table 6.1). The other
examined factors, such as corruption and bureaucratic quality, showed no

significant impact on FDI inflow in the region.

Table 6.1: Arellano-Bond GMM Estimation Results Using Asymmetric Exchange
Rate Uncertainty and Particular Measures of Political Instability in East Asia

Dependent Variable: Real FDI/GDP

Variable Model-1 Model-2 Model-3 Model-4 Model-5 Model-6
0.5571%**  0.6101*** 0.5741***  0.59060%**  0.0227*** 0.0567*%*
Lagged FDI
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
) 0.309***  0.2115%** 0.1912 0.2871%%*  0.2447*** 0.2972%**
Market size
(0.0000) (0.0007) (0.0053) (0.0000) (0.0001) (0.0000)
) -0.0578***  -0.026%** -0.0081* -0.020***  -0.007%** -0.0195***
Inflation
(0.0061) (0.0040) (0.0726) (0.0008) (0.0078) (0.0003)
Trade 0.3141%**  0.4314*** 0.2975%***  0.3693***  0.2994*** 0.3131%**
Openness (0.0003) (0.0000) (0.0004) (0.0003) (0.0003) (0.0003)
Exchange -0.0265 -0.0245 0.0329 -0.0211 0.0069 -0.0280
Rate (0.1260) (0.1464) (0.2072) (0.2325) (0.7575) (0.1279)
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) 0.7562%**  0.4216**  0.4013* 0.7167%** 0.5837%* 0.7223%%*
Literacy Rate
(0.0001) (0.0295) (0.0526) (0.0001) (0.0023) (0.0000)
Economically
) 0.1089 0.0964 0.0652 0.1012 0.0870 0.1075
Active
. (0.2894)  (0.3305) (0.5194) (0.3351) (0.3957) (0.3018)
Population
Infrastructure -0.105*** -0.056*** -0.063***  -0.085%**  -0.072%** -0.082%%*
Quality (0.0000) (0.0035) (0.0007) (0.0000) (0.0001) (0.0001)
Rate of
2.885%** 1.6153 1.293%**¥*  2.6408***  2.1554%** 2.8596***
Return on
(0.0001) (0.0299) (0.0282) (0.0002) (0.0039) (0.0001)
Investment
Natural
-0.1325 -0.0350 -0.2470 -0.0412 -0.0979 -0.0647
Resource
o (0.2462)  (0.7517)  (0.1214) (0.7231) (0.4829) (0.6054)
Availability
Investment 0.1102 0.0831 0.0002 0.0826 0.0174 0.0315
Profile (0.2970)  (0.3934) (0.9979)  (0.4440)  (0.8605) (0.7554)
Uncertainty Exchange External Internal . Law and Bureaucratic
) ) ) Corruption .
Variable Rate Conflict Conflict Order Quality
. 0.0158 0.0304*  0.0462%** 0.0223 0.0482% 0.0313
Positive
(0.1950)  (0.0793) (0.0306)  (0.3068)  (0.0703) (0.7398)
) -0.0197**  -0.0061 -0.0035 -0.0001 -0.0019 -0.0335
Negative
(0.0321) (0.6857) (0.8155) (0.9992) (0.9190) (0.6064)
Observation 116 116 116 116 116 116
Countries 04 04 04 04 04 04
Sargan Test 0.3557 0.2662 0.2021 0.2170 0.1224 0.1740
omd Order
Serial
) 0.6640 0.6262 0.6405 0.6315 0.6147 0.6160
Correlation
Test
R-Squared 0.7164 0.7330 0.7262 0.7067 0.7163 0.7045
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Notes: The standard errors are exhibited in parentheses with symbols (\*,
\*\*, and \*\*\*) indicating significance levels of 0.10, 0.05, and 0.01
respectively. In the Sargan test, the null hypothesis tests the instruments for
validity (p-values are reported). Similarly, the null hypothesis in the second-
order serial correlation test examines error does not show second-order serial
correlation (p-values are reported).

Conclusion

This study set out to investigate the asymmetric effects of exchange rate
uncertainty and political risk on Foreign Direct Investment (FDI) inflows in
East Asia from 1990 to 2022. Using advanced econometric techniques such as
the ARCH/GARCH model to capture exchange rate volatility and the
Arellano-Bond Generalized Method of Moments (GMM) dynamic panel
estimator to address potential endogeneity issues, the research offered
valuable insights into the nuanced relationship between macroeconomic and
political factors and FDI behavior in the region.

The findings confirm that market size, trade openness, and the rate of
return on investment remain significant and consistent determinants of FDI
inflows in East Asia, even amid external economic and political uncertainties.
Inflation, on the other hand, was shown to negatively affect FDI, underscoring
the importance of price stability for attracting foreign investment.
Interestingly, infrastructure quality, typically regarded as a key driver of FDI,
exhibited a statistically significant negative relationship under uncertain
conditions. This suggests that in the presence of heightened economic and
political risks, improvements in infrastructure alone may not be sufficient to
secure investor confidence.

The analysis of asymmetric effects of exchange rate uncertainty
revealed that while positive shocks (currency appreciation or stabilization)
had an insignificant impact on FDI, negative shocks (currency depreciation or
volatility spikes) significantly discouraged foreign investment. This finding

highlights the risk-averse nature of multinational corporations (MNCs), who

nent Science Res
26

Journal of Mana


https://jmsrr.com/index.php/Journal/about

J ourn f‘\:‘ (“[ Mma
https://jmsrr.com,

Online ISSN: 3006-2047

Volume. 4 Issue No. 3 (2( Print ISSN: 3006-2039

are sensitive to currency instability when considering long-term investment
commitments in East Asian economies. In terms of political risk components,
the results demonstrate that positive improvements in external conflict
management, internal stability, and law and order significantly encourage FDI
inflows, while negative developments in these areas generally deter
investment, though not always at statistically significant levels. Notably,
corruption control and bureaucratic quality improvements did not exhibit
significant effects on FDI inflows, suggesting that while governance matters,
investors may prioritize macro-political stability over gradual institutional
reforms in volatile contexts.

Overall, the study underscores the importance for East Asian
policymakers to maintain macroeconomic stability, foster predictable
exchange rate regimes, and manage political risks effectively to sustain their
competitive edge in attracting FDI. While structural reforms and
infrastructure investments are necessary for long-term growth, they must be
complemented by robust economic and political risk management strategies
to reassure foreign investors.

This research contributes to the literature by offering a nonlinear,
asymmetric framework for assessing the impacts of uncertainty on FDI, an
approach rarely applied in East Asian contexts. It highlights the differentiated
responses of investors to positive and negative shocks, providing a more
realistic reflection of investment behavior in dynamic, high-growth but high-
risk environments.

Future research could expand the scope by including more countries
from the broader Asia-Pacific region or examining sector-specific FDI flows to
identify industry-level sensitivities to macroeconomic and political risks.
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