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ABSTRACT

Emerging market economies remain a valuable component for many investors due to existing
diversification benefits within the risk-return framework. In return for their attractiveness,
emerging market economies achieve affordable external financing which is critical for their
growth. Most developing countries are trying to attract foreign investment because being deemed
investable is analogous to be index-included. This paper sought to determine the stylized factors
of investability in developing countries. The factors were estimated using a Logit model against
72 countries comprising of graduated countries appearing in the MSCI index and other

economically similar countries, with potential for an upgrade.

The study revealed that macroeconomic indicators such as GDP, taxation and unemployment rate
were statistically significant while Government expenditure, inflation and trade openness had a
negative impact on the probability of inclusion in the emerging market index. Government
effectiveness, human capital development, production infrastructure and the level of private
investment were found to positively impact investability. Institutional variables such as business
climate, transparency and accountability, ease of doing business rank and depth of credit
information were found to show a strong positive correlation to a country’s graduation into the
index. It was observed that foreign investors prefer a large, transparent and liquid market where

sovereign credit ratings show the right signals.

With respect to policy making, the arguments based on this study promote the view that index
inclusion is a gradual process and is followed by increased investor awareness. The findings show
that efforts by countries aiming for index inclusion can increase the likelihood by focusing on
faster pace of fixing macroeconomic indicators. While efforts to improve on all fronts would be
desirable, progress on physical infrastructure, human capital, financial market development,
regulatory framework and political risk is likely to be gradual and not directly linked to
macroeconomic policies. Simultaneously, a steady progress towards well-functioning financial
markets and domestic policies is likely to have a greater impact on increasing the near-term

investability.
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CHAPTER 1: INTRODUCTION

In the search for new global financial markets, investors have been aroused by new emerging
market countries developed over the past few years. The key point of interest is the potential
diversification benefits that accrue from the inclusion of such countries in international portfolios.
Furthermore, the broadening of investment arena to include emerging market countries has
influenced the access of international capital markets, especially for developing countries.
Following from this, there is a race for many countries to be classified as emerging markets, with
the threshold having important implications for policy change and direction.

A developing country benefits in two ways when it achieves emerging market status: first, its cost
of finance is lowered as it accesses international capital markets, secondly, it expands the pool of
potential foreign investors who can buy its bonds. This paper sought to build on existing literature
and suggest ways in which a country would be classified as an emerging market economy. In other
words, what are the stylized factors which increase the likelihood of a country achieving emerging

market status?

For those countries that are not considered emerging, identifying specific factors that can be used
by policy makers towards an upgrade is important. To obtain a measure which can be used for
concrete classification, both qualitative and quantitative factors contribute to the core variables of
an emerging market benchmark. The analysis of these factors, could provide a set of indicative

sequencing of optimal approaches to achieving an upgrade for many developing countries.

Beyond the set of commonly known emerging market economies, African countries are beginning
to receive significant attention within the emerging market space. More so, frontier economies
were the subject of this study in view of their growth trajectory and desire to join the cluster of

emerging market economies.

Sub-Saharan Africa has witnessed adjustments and economic transformation which presents
investors with new opportunities. The continent has adjusted in the following realms; accelerating
infrastructure growth, improving public services, a vibrant private sector, transformative use of

technology and embracing good governance and respect for the rule of law.
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Africa’s growth story and investments outlook builds upon its deficiencies and challenges. In
particular, inadequate infrastructure supply, socio-political instability and price volatility on
resource-dependent countries are among the notable reasons for weak continent’s GDP. In the face
of these challenges, the continent continues to consistently paint a positive growth trajectory. In a
report on African economies, themed “Lions on the Move” McKinsey Global Institute finds the
following:
In the years ahead, Africa will benefit from strong fundamentals including a young and
growing population, the world’s fastest urbanization rate, and accelerating technological
change. These will help drive rapid growth in consumer markets and business supply
chains and will offer opportunities to build large, profitable industrial and services
companies. But much work needs to be done both by companies themselves and by Africa’s
governments to translate opportunity into tangible economic benefits.
These findings should encourage business opportunities and growth, government policy making
towards growth and human development. There is no doubt that Africa’s overall growth
performance has been dragged down in recent years by a sharp slowdown in particular investment
determinants. Arising from this skepticism, this paper attempted to answer the question; what is
the real state of investability in African emerging market economies and what makes it attractive
to invest in Africa? While African economies face retrogressive growth and uncertain investment
environments, its investability depends on understanding the primary drivers of growth,

investment and productivity.

The informative work of Ladekarl and Zervos (2004) has summarized the key investability issues
in emerging markets into “Housekeeping” and “plumbing” issues. In terms of the highlights,
African countries appear to have made progress in adopting well-functioning financial markets
and taming monetary and fiscal disturbances. Meanwhile political environment and efficiency of

plumbing issues remain critical determinants of investment flows.

A departure from the general factors that investors consider most important, this study was
concerned with devising a standard formula for ascertaining what investors deem important in
African countries. In other words, is there an index guided criteria for African emerging market

economies which investment allocation can mirror? Perhaps an interesting entry point into these



factors is to assess the crucial development made by institutional investors in Sub-Saharan Africa
in driving growth. Nellor (2008), in his article points out that several African countries have
become promising candidates in emerging markets. Interestingly his study articulates the changes
happening in the global environment and how investors are seeking better yields. This search has

led to the rise of frontier markets in Africa.

This study is organized as follows: chapter two provides the background information on relevant
variables that influence investability. Several strands of literature are reviewed to investigate
possible determinant variables. The remainder of the paper is structured to recap on the role of
financial reform agenda and liberalization in African countries and linkages to the current
architecture of financial markets. The third chapter outlines the econometric methodology and
database. The fourth chapter describes the data and the main results of estimation. Based on the
findings, chapter five discusses the stylized factors that any country wishing to cross the threshold
into emerging market status should consider. The last section provides summaries and concluding

remarks.

1.1 Statement of the problem

Emerging market economies remain a valuable component for many investors due to existing
diversification benefits within the risk-return framework. In return for their attractiveness,
emerging market economies achieve affordable external financing which is critical for their
growth. A consistent positive outlook based on a broad set of economic, social and political factors
imply a reduction in the country’s borrowing costs in the international capital markets. By
leveraging the support of external finance such economies are deemed investable and this is

analogous to being listed as an emerging market.

Emerging markets are exposed to vulnerabilities across the spectrum of sovereign, household, and
corporate borrowers. The situation is particularly dire for some low-income developing countries
faced with widening budget deficits and external debt pressure. Allen et al. (2012) observe a
“financial development gap” especially among developing countries that are unable to finance both

public and private aggregate economic activity. Kodongo & Ojah (2016) find that the financing



gap is pervasive and cross border flows increase the investability of recipient countries and provide

a financing relief on particular production sectors.

The focus on the investment-saving gap of emerging market economies and its attendant features
explains why some countries receive preferential treatment and become classified as emerging
market while others remain potential candidates. Developing countries have huge debt service
obligations and are eligible for any debt relief at any stage of economic development. Institute of
International Finance (I1F, 2020) Report on Debt Service Suspension Initiative (DSSI) notes that
since 2011, external debt levels have risen again in many of these countries, on average the increase
has been around 10 percentage points to over 47% of GDP. It estimates that total external debt in
developing countries has more than doubled since 2010 to $750 billion as at 2019. The statistics
show the level of cross border flows into emerging market economies and significance in the

international capital markets.

In the last decade, Africa recorded increased investment in the form of foreign flows. Much of
these flows were invested in the commodities sector. It is therefore not surprising that investments
in infrastructure related areas including power, construction and ICT made up 44% of all FDI into
the continent!. Whereas the global race for commodities also supported this boom, Africa received
both long term investors and short-term speculators. Furthermore, the increased availability of
other investment products has led to changes in how investors are allocating their portfolios.
Investment in Africa declined by 14%, and flows to Least Developing Countries (LDCs) and
structurally weak economies remain volatile and low (UNCTAD, 2017). These developments also

show a pattern of skewed investments in certain sectors of the economy.

Between 2010 and 2015, Africa’s overall real GDP growth averaged just 3.3%. This deceleration
of growth, reflects more challenging economic conditions. However, it also exposes a divergence
in the growth paths of economies within Africa. While resource endowed nations continue to
deteriorate, other SSA countries continue to experience rapid growth. Several issues have been

noted across the African nations, including deteriorating budget and current-account balances,

! Africa Investment Report of 2016



slowing rates of FDI and domestic savings, and stagnating human capital development (McKinsey
& Company, 2016).

Africa’s share of global investments has remained persistently lower despite accelerating GDP
expansion. Some of the reasons observed are small nature of financial markets and illiquidity in
comparison to mature, advanced markets (Loggie, 2007). Nonetheless, escalation of integration
efforts of African markets into the world portfolio shows positive interest in securities of
developing countries (Bekaert & Harvey, 2002).

The perspectives in investment criteria especially at country levels is a hotly contested debate in
asset allocation and portfolio management. Investors assess opportunities in different ways and
have different views of how risk evolves with the holding period. As argued by McEnally (1985),
risk is ultimately in the eyes of the beholder. As a consequence, some investors assess risk with
volatility, others with downside volatility, and others with factors (Estrada, 2012). Since there is
no right or wrong approach, the controversy lies in ascertaining which factors influence increased
investment in African emerging markets. While theory looks at all investors as “return chasers”,
there is very little evidence between increased investment in Africa and the fundamental
characteristics of these economies. It is therefore exciting to empirically determine how attractive
these economies are especially to foreign institutional and individual investors. This study
examined in depth the country level issues that investors look out for in the African financial

landscape.

1.2 Objectives of the study

Importantly, the objectives of this study are to ascertain the underlying investability factors that
distinguish emerging market economies that have graduated from those that are in the process of
achieving such status. This analysis provides the link between country level characteristics (macro,
financial development, legal) and investment allocations with the goal of ranking these countries
according to established investability factors. Understanding the linkages uniting capital market
development in emerging market economies and level of capital flows required further

investigation.



Investment rating agencies such as S&P, Fitch and Moody’s share broad criteria for classification,
although their weighting variables across all the variables considered vary (Jaramillo 2010). While
such internal factors influence investment decisions, they only form an opinion which a credit
rating agency utilize on advising their clients. A more difficult task is how investors view
investment risks in emerging market economies and what criteria or index they follow. Kohers,
Kohers, and Pandey (1998) do not see any pattern among investors on country selection, but they
rather observe use of rational expectations based on past and future economic conditions of a
country. Furthermore, existing studies tend to focus on a single outcome at a time and miss
important aspects of how these countries behave and perform over time. This study attempted to

resolve this dilemma by considering a wide range of factors that constitute a general benchmark.

1.3 Research questions
This study was guided by the following questions:

1) What is an emerging market economy in the context of market terminologies?
2) What are the stylized investability features of a country?
3) Which investability factors aid countries graduate onto emerging market status?

4) Which emerging market definition fits the data better?

1.4 Relevance of the Study

This study is timely and relevant for both institutional and individual investors who are on the
lookout for good returns and diversification. The identification of an overall optimum portfolio is
critical in portfolio construction. Speidell and Sappenfield, (1992) illustrate how diversification
opportunities may emerge from emerging markets. From their assessment, investing in younger,
less developed markets is a valuable investment strategy. While emerging markets reward
investors richly, they also possess high risks (Errunza, 1977; Wilcox, 1992). The relevance of
emerging markets is gaining momentum in spite of high risks; in particular, emerging markets
lower portfolio risk because of relatively lower correlation with advanced markets.

At the core of a stronger capital markets architecture is the capacity of financial system. Emerging
market economies are susceptible to shocks and crises which impact on capital flows. Investor

confidence is eroded sharply in emerging markets because of fundamental factors such as current



account imbalances, large moves in real exchange rates, trade and domestic output gaps and
political instabilities. Whereas in practice, investors could employ the mean-variance framework
in portfolio construction, the degree of inclusion of an emerging market depends largely on
investor sentiment and tolerance for country risk (Kohers, Kohers, & Pandey, 1998).

African markets are becoming a darling of most multinational corporations (MNCs) and it registers
significant financial flows which are seen to be beneficial for growth. It is good to explore the
thinking behind such flows and narratives such as: “Africa Rising”. Furthermore, African financial
markets have become more sophisticated with the advent of technology which have resulted in
complex financial instruments. This study complements those of cross-border flows into emerging
markets (Ojah & Kodongo, 2014) and financial constraints faced by developing economies
(Muhanji & Ojah, 2011; Allen et al., 2012; Mavrotas & Santillana, 1999; Dupas & Robinson,
2009; World Bank, 2013; Andrianaivo & Yartey, 2010; Ojah et al., 2010; Japelli et al., 2005)

among others.

The role of investment flows in emerging markets has received overwhelming reviews. Going by
the contribution that foreign flows now make to Africa’s GDPs, diaspora funds possess the levers
of financial development (Ojah & Kodongo, 2014). Although their study focuses on financing gap
in African countries, it maps out the effect of cross-border flows into various production sectors.
Specifically, for Africa, foreign direct investment (FDI) inflow grew from US$5.61 billion in 1997
to US$58.53 billion in 2008; foreign portfolio investments (FPIs), which were largely in equity
form, rose from US$804 million in 2004 to US$19.78 billion in 2010; and the formerly less
considered remittances from the Diaspora (RFD) surprisingly surpassed FPI as a source of cross-
border flow to Africa, standing at an impressive US$39.31 billion in 2010. Therefore, the evidence

is that African countries accepted reform agenda on liberalization.



CHAPTER 2: LITERATURE REVIEW

In this section, several strands of literature are examined that describe aspects of investability. First
the role of investment flows is highlighted. Secondly, a description of several factors that
determine these flows is provided. Third, the study explores current practices of investment

methodologies and designs in emerging market economies.

2.1 The role of capital flows

The instrumental role of cross-border capital flows on economic performance has been looked at
by Kodongo and Ojah (2016). They establish how different types of flows (FDI, Foreign portfolio
flows (FPI) and Remittances from diaspora (RFD)) can provide financing gap relief to African
economies for several specific production sectors. From this study, RFP and FDI provide the most
relief while FPI is least likely to reduce financial constraints. However, recipients of FP1 were
considered attractive and had increased the chances of receiving FDI and RFP. They recommend
that African countries match each flow type with appropriate production sectors to realize the
benefits of flows. In support of this view, Nellor (2008) observes that financial flows in Africa
have increased and are leading to growth through intermediation. He cautions such economies on

falling trap to short term flows that are characterized by reversals in times of crisis.

Previous theoretical and empirical studies have focused on the role of international capital flows
on market growth. For example, FDI is shown to provide new sources of capital, technology, and
imparts necessary skills to recipient nations. This creates an efficient way of production and
increases household income through job creation (Fernandes & Paunov, 2012; Gohou & Soumaré,
2012).

Few studies have dedicated their research on micro-impacts of foreign flows. In fact, most studies
focus on the impact of foreign flows on the economy and attendant macro variables (Choong et
al., 2010; Nyamongo et al., 2012). However, multilateral institutions have utilized data flows to
analyze impact on micro sectors. For example, World Bank (2011b) has established that 50% of

remittances in most African countries are invested in the real estate sector.



Most studies continue to reveal that Africa’s share of global flows is increasing due to
developments in financial markets. Despite the smallness of African economies, well developed
equity and credit markets are channels for international capital flows (Deléchat et al, 2010;
Giovanni, 2005). In support of this aspect, Giuliano and Ruiz-Arranz (2009) find that remittances

are more pro-cyclical in countries with less developed financial systems.

These studies have reached common ground on a list of several factors that influence capital flows
into a country. These include macroeconomic issues, political stability, business climate,
institutional quality and infrastructure and exchange rate. In fact, Ladekarl and Zervos (2004)
emphasize how these issues enter investability decision making and create opinions about
countries. Whereas the focus of their study was on emerging markets, this study was built on
exploring further on investability characteristics in emerging economies that have met the criteria

utilizing data from available robust indicators.

2.1.1 Foreign Direct Investment

Kodongo and Ojah (2016) emphasize that FDI should provide most African countries that are
financially constrained with the necessary cross-border financing solutions due to its long gestation

period.
a) Economic growth

The growth hypothesis theory has received extensive empirical evidence that demonstrate that
financial development has a positive impact on growth of host nations (Levine & Zervos, 1998).
The impact of financial systems development in a country is linked to promotion of savings and
investment thereby impacting on economic growth. In emerging markets in Sub-Saharan Africa
Nellor (2008) observes that private sector led growth supported by opening up of the financial
markets is the main driver that influences promising new candidate nations into emerging market
frameworks. Many studies such as Xing and Wan (2006), Hansen and Gianluigi (2007), Singh and
Jun (1995), Root and Ahmed (1979) and Lim (1983) show that the growth hypothesis theory
interacts with FDI inflow but not robust.



However, Nandi (2012) had a linear equation with a positive slope explaining the relationship
between GDP and FDI for the BRIC countries over ten years. The findings also note a reduction
in FDI inflows into the BRIC countries in the recession 2008-2009. Ho and Rashid (2011) had
contradictory findings for ASEAN countries between 1975 and 2009. They found that economic
growth is significant in attracting FDI into a country but the coefficient size was smaller. This

emphasizes the fact that slower rather than rapid growth helps attract investment into a country.

A vast amount of empirical literature analyzes the impact of growth of a country on attraction of
FDI but the results are mired depending on time-periods, choice of country and applied
methodology. Overall, the role of economic growth on the potential of FDI in emerging economies

is significant.
b) Market size

Market size is widely accepted as a significant determinant of FDI. Market size hypothesis states
that large market size represented by real GDP implies higher purchasing power where firms can
potentially receive higher returns on capital and investment. Several studies show a positive
relationship between market size and FDI; (Bhavan et al., 2011; Leitao & Faustino, 2010; Hailu,
2010; Root & Ahmed, 1979; Mohamed & Sidiropoulos, 2010).

Wei & Prasad (2005) studied the comparative differences between inward FDI in China and India
and found that China enjoyed higher FDI from OECD countries mainly due to larger domestic
market and international trade ties with OECD countries while India had an advantage due to
cheaper labour cost, lower country risk and geographical proximity to OECD countries. Economic
blocs such as BRICS and MINT have benefitted from their prevailing market size (Akpan et al.
2014 and Jadhav, 2012).

¢) Trade Openness

There are various empirical research work which state that there is a positive relationship between
FDI and trade volumes. Studies byErdal and Tatoglu (2002), Janicki and Wunnava (2004),
Gastanaga et al. (1998), Kodongo and Ojah (2016), Pistoresi (2000), Leitao and Faustino (2010),
Anyanwu (2011) and Kravis and Lipsey (1982) use the share of trade in GDP as proxy of openness.
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Jadhav (2012) found that the impact of trade openness on FDI inflows in the host country depends
on whether an investment is market seeking or export oriented. FDI inflows have a positive impact
in a market seeking investment that is less open economy with trade restrictions. On the other
hand, an export oriented MNC prefers to locate in an open economy with less trade restrictions as
this implies less transaction costs associated with exporting its products. Studies by Janicki and
Wunnava (2004), Rogmans and Ebbers (2013), Singh and Jun (1995) and Bhavan, et al., (2011)
corroborate this hypothesis.

Moreover, Asiedu (2005) found that trade liberalization among African countries does not enhance
FDI attraction. Similar results were generated by Akpan et al. (2014) among the BRICS countries.
It is therefore clear that export-oriented host countries should direct their policies towards
liberalization to encourage FDI inflows (Singh & Jun, 1995).

d) Inflation

Empirical research on inflation offers no conclusive results on the direct impact of inflation on
FDI inflows. Jadhav, (2012) and Kolstad and Villanger (2008) do not find inflation significant as
determinant of FDI. However, other studies by Asiedu (2005), Hansen and Gianluigi (2007), Ho
and Rashid (2011) and Addison and Heshmati (2003) find inflation significant in determining FDI
inflows. These studies show that unsustainable price levels signify government’s inconsistency in
managing its money supply. Such internal economic imbalances are prevalent in many emerging
African economies and explains the low rates of FDI over previous decades (Asiedu, 2002;
Onyeiwu & Shrestha, 2004).

e) Labour cost

Tsai (1994) observes that cheap labour enhances FDI attraction. Economic literature posits higher
wages reflect higher transaction costs and associated frictions that deter FDI in the form of MNCs
activity in the host country. According to the International Division of Labour, both the
Dependency theory and modernization hypothesis support the relevance of cheap labour in
attracting FDI (Jadhav, 2012).

11



2.1.2 Political Stability

Political risk disrupts the investment climate of a country and can cause harm to property through
governmental take-over, riots and operational restrictions. Daniels, et al., (2002), Dunning (1993)
and Moosa (2003) conclude that political stability influences the decision whether to invest or not
in a particular country. Through the analysis of diversification benefits on inclusion of emerging
market countries, Kohers, Kohers and Pandey (1998) conclude that diversification benefits in
international portfolios are diminished by political instabilities. In studies on the impact of war and
conflicts in Africa, Rogoff and Reinhart (2003) and Suliman and Mollick (2009) find a negative
relationship between the level of political rights of citizens in host nations and FDI. Similar
findings have been found by (Li, 2008; Asiedu, 2002; and Sekkat & Varoudakis, 2004).

Other studies offer contradictory findings on the attraction of FDI in the host country in relation
to the level of political stability. Eicher et al., (2011) found that host countries with religious
tension, ethnic tension and military presence attract higher levels of FDI. On average host nations
with high political risk attract high levels of FDI (Singh & Jun, 1995). Similar results were obtained
by Kim and Li (2014) who in a study of 104 countries from 2000 to 2009, concluded that host

nations with weak political instability received more FDI.

From literature, the conclusion derived is that politically stable governments with effective policies
that support infrastructure investment for the private sector and investment in human capital

support the capacity of the host nation to spur both domestic and foreign investment.

2.1.3 Institutional quality and infrastructure

Acemoglu, Johnson and Robinson, (2002) concluded that good institutions that observe the rule
of law enhanced by key infrastructure support market transactions. According to the institutions
hypothesis theory such infrastructure includes, investment in machinery, human capital, and better
technologies. These factors are found to be significant determinants of both economic and political

participation by citizens of a nation.
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Prasad et al., (2003) found that good governance is a pull factor of investment flows to countries.
Muhanji & Ojah (2011) found that transparency of government operations has a direct positive
impact on investment flows from mutual funds. On the other hand, the study notes that weak
governance institutions lead to lower growth due to domestic capital flight even in the presence of
financial integration. Acemoglu et al. (2002) found that selective application of the rule of law and
lack of property rights motivates unchecked power among the political and economic elites and
reduces education and investment among the citizens therefore increasing external indebtedness

in developing nations.

Analyzing institutions and microstructures in emerging markets, Segot and Lucey (2006) ties down
information efficiency to institutional quality. Specifically, Mobarek and Keasey (2000) explain
that a reduction in insider trading and improvement in information flows, can be achieved through

a rise in market size, better auditing regulations and strong disclosure requirements.

Muhanji and Ojah (2011) show that various dimensions of good governance (enforcement of
property rights, constraints on the actions of the elite society and equity in opportunity offering)
are pull factors for investment flows which provide debt relief for most African countries.
Globerman and Shapiro (2002) posit protection of individual and property rights through credible
institutions, legal systems and government policies that encourage trade liberalization enhance
attraction of FDI. Other studies Blonigen (2005), Cheng and Kwan (2000), Kumar and P (2008),
Zhao and Zhu (2000), Andrianaivo and Yartey (2010), Allen et al.,.(2012), Ojah et al., (2010),
Ojah and Kodongo (2014) and Japelli et al., (2005) verify the importance good quality institutions

and infrastructure support on attraction of investment flows and growth of nation states.
In literature, institution quality is measured by levels of corruption and weak enforcement of

contracts. Jadhav (2012), Habib and Zurawicki (2002) and Smarzynska and Wei (2002) found
negative effects of corruption on FDI inflows.
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2.1.4 Taxation

Tax is an input in the cost of doing business and is expected to affect potential returns from both
foreign and domestic investment (Scholes, et al., 1990). Tax regulation’s and government policy
affects FDI flows negatively. Usher (1977) confirms this by showing that governments of
developing countries offer tax incentives in order to attract more FDI, Dupasquier and Osakwe
(2006) and Anyanwu & Yameogo (2015) found that most African countries have rolled out ill-
conceived FDI incentives through tax holidays.

On the other hand, some studies have found that taxation is insignificant in influencing both
domestic and foreign investment (Carlton, 1983; Jackson & Markowski, 1995; Yulin & Reed,
1995; Porcano & Price, 1996). In particular, corporate tax is statistically insignificant as a
determinant of FDI (Onyeiwu & Shrestha, 2004).

2.1.5 Exchange Rate

Exchange rate risks are known to have implications for portfolio choice and investment decisions,
so that higher exchange rate volatility would be expected to be associated with a decrease in

remittances in the case of recipients (Lartey, 2016).

The impact of exchange rate on investment flows is two-fold; exchange rate movements and
uncertainty on future volatility. In general, an expansion in the host economy indicates favourable
working conditions for migrant workers and enhances their ability to remit to their families.
Furthermore, the real exchange rate affects the purchasing power of host country currency, and
determines investment flows. Real exchange rate depreciation in the home country increases the
purchasing power of FDI, which would be expected to decrease the flow of FDI. A decrease in the
price level in the home country and a nominal depreciation of the home currency is considered to
have a negative effect on the flow of investments to the home country. This empirical finding has
been supported by Aliber (1970, Kiyota and Urata (2004), Benassy-Quere, et al., (2005) and
Cleeve (2000).
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The effect of uncertainty on future rates has been studied by Itagaki (1981), Cushman (1985) and
Takagi and Shi (2011). These studies found that exchange rate volatility amplifies FDI inflows
through a market seeking mechanism although it may reduce exports of the home country. In a
study of Japanese FDI in China between 1981 and 2002, Xing and Wan (2006) found that a weaker
yuan and pegging of the yuan to the dollar attracted more foreign investment. Likewise, Kiyota
and Urata (2004) observed that Japanese flows increased in the host country during depreciation

of the currency although more volatility in the exchange rate led to a reduction in the FDI.

2.2 Factors affecting capital allocation.

Other studies have deduced how portfolio managers, institutional investors such as pension funds
determine which countries to invest in. These studies demonstrate strong relationship between a
country’s fundamental macro variables and its investability. Aggarwal et al., (2003) examine
investment allocation choices of US mutual funds in emerging markets post-Asian financial crisis.
According to their study, both country and firm characteristics such as investor protection, legal
frameworks and accounting standards create conductive environment to harness investment. Ojah
and Mokoaleli-Mokoteli (2012) have reinforced this aspect by proposing requisite environmental
infrastructure that governments must avail for the adoption of internet reporting by developing

countries.

In an IMF working paper, discussing factors affecting equity flows into India, Gordon and Gupta
(2003) establish that both external and domestic factors are important. As such countries credit
ratings, interest rates and stock returns influence portfolio flows. Tesar and Werner (1998) reveal
that US investors are primarily driven by signals about the local economy, increasing their
portfolio allocations when expectations indicate high returns in the domestic market. Global
factors, such as volatility in global interest rates, are insignificant in the allocation of the U.S.
equity portfolio. This evidence suggests that equity inflows can be a reliable source of capital as
long as local market conditions are consistent with long-run growth and stability.

As much as literature shows positive relationship between portfolio inflows and stock returns Bohn
et al., (1996) this may not represent causality or “return chasing” investors. Investor preference for

African financial investments may reflect changing favourable conditions that act as pull factors.
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One way to assess this is to look at emerging market prospects in terms of installing sound
economic institutions to manage cyclical fluctuations of commodity prices, sound fiscal policy and

private sector led growth (Nellor, 2008).

Some research has gone into analyzing the genesis of foreign capital flows, via the study of effects
of liberalization. Levine and Zervos (1998), Obstfeld (2009) and Singh and Weisse (1998), in
particular, demonstrate the effects of liberalization on savings and investments. Such studies have
had a strong inclination to adoption of IMF’s recommendations to African countries after the oil
crisis and recession of the 1970s. Therefore, these studies portray that liberalization of capital
accounts has influenced the growth of equity markets, foreign exchange and real estate markets.
However, some African oriented studies reveal inconsistent results of foreign flows on growth.
Omoniyi and Omobitan (2011) and Sathye (2009) show that FDI has insignificant relationship
with GDP in Botswana, Nigeria and South Africa.

Other time studies have consistently proved the significance of liberalization on financial
development and its attendant growth of a country’s economy. This paper builds on this matter to

devise a list of investable countries in Sub-Saharan Africa.

2.3 Event shocks and emerging economies dependence on external funding

The excessive dependence on external financing by emerging economies puts them at risk in the
event of crises. Emerging markets depend on two channels of inflows; the foreign capital and
income channels (Carstens & Shin, 2019). The capital channel reflects the net borrowing through
capital inflows. This channel attracts opportunistic investors seeking high return within the short-
term. The more emerging markets rely on short-term portfolio inflows or ‘hot money’, the greater
their exposure to global dollar liquidity shortages. The income channel consists of net exports of
goods and services. For emerging market economies, they earn income from commaodities, tourism

services and cross-border endowment due to labour dominance.

A sudden shock such as the 2008 Financial Crisis, sharply reduces emerging markets’ access to
dollars, exports, tourism receipts, and even remittances. Hevia and Neumeyer (2020), note that in

the event of crises, emerging market economies are hit more compared to advanced economies.
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Foreign investors leave emerging markets in favour of safer hard assets. Accordingly, growth
prospects, fiscal balances and exports are negatively impacted upon (Baldwin & Mauro, 2020).
Against this backdrop, countries exposed to higher external debt to serve and those wishing to
strengthen their access to external funding, should develop tools to defend capital flows during

event shocks.

The most obvious line of defense is using a country’s monetary policy room to support growth by
stimulating production. This measure is however hindered by investors’ refrain from weak
currencies. Capital controls may provide a temporary relief but are expensive and result in loss of
foreign investment. Self-insurance and regional insurance schemes are an option for integrated
economies such those in Asia. Since the depth and duration of a shock is uncertain, it justifies the
need for developing countries to explore other potential options to cushion against adverse effects

of crises and remain investable.

2.4 Risk elements to investments in Africa

There are various elements of risk in portfolio investments including; political and economic risks.
Studies focusing on investment risk evaluation focus on the aspects of perceived events and
policies of countries. Traditionally, international investors have primarily been using classical
investment evaluation methods such as the internal rate of return (IRR), net present value (NPV)
and discounted payback period which are all relevant for evaluating investment opportunities
(Pereiro, 2006). Risk pricing and valuation in practice employ models that account for specific
country exposure. In fact, Pereiro notes that investors include a country risk premium in the

determination of a discount rate for every project.

Risk indicators in emerging markets can be summed under market volatility, liquidity and
investment restrictions. Emerging market economies experience downside risk due to associated
market booms and bursts. Singh (1997) found that the impact of volatility is skewed towards equity
market development. In addition, studies by Bekaert and Harvey (1995) highlight that increased
benefits of liberalization on the reduced volatility. Due to liberalization, increased foreign
participation through diversification opportunities means smooth market orders and diminished

volatility. This study shows that investors focusing on fundamental valuation factors reduce
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volatility. On the other hand, volatility in emerging markets is increased when market integration
induces an external shock in the domestic economy (Levine & Zervos, 1998).

Poor liquidity remains an obstacle to foreign investment in emerging market economies. Market
liquidity impacts high trading costs and restrains the potential of economies to be investable
(Chuhan, 1994). Secondly, it impacts equity premium for a given investment project (Jones, 2002).
Third, liquidity levels determine information efficiency on trading orders (Kunt & Levine, 1996).
The measurement by differences in indicators of political risk place developing economies at a
fragile path of significantly higher liquidity costs. Lesmond (2005) showed that countries with

weak political and legal institutions have higher liquidity costs than advanced countries.

Foreign investors are faced with both direct and indirect investment barriers in their decision
process when investing in emerging markets. Direct barriers to international investments include
capital controls and transactions costs (Black, 1974; Stulz, 1981) while the indirect barriers are
exhibited through information asymmetries (Merton, 1987; Gehrig, 1993). Imposing capital
movement restrictions exerts adverse pressure on investment portfolio choice and allocation. In a
study of investment restrictions across countries, Bonser-Neal, Brauer, Neal, and Wheatly (1990)
observe that government imposed capital market restrictions contribute to the degree of

segmentation of international investment arena.

Some studies have analyzed risk in SSA into macro-economic stability issues and political
stability. Most of the elements that contribute into this separate classes have carried out
assessments on the overall stability of African countries. In a study conducted by the Institute of
Security Studies (ISS), at least a third of African countries are considered fragile. The study
conducted by Cilliers and Sisk (2013) shows that fragile states are characterized by cyclical
violence, poor state performance, economic exclusion, weak governance and poverty. This study

provides an outlook of the direct impact that such risk features present to investments in Africa.

Political risk remains the key investability determinant for most investors. This risk has a direct
link to legal and regulatory processes in a country. Political regime stability, electoral processes
and regime transition fuel instability in most African countries. Crouzel (2014) observed that in

selected African countries, elections in the last decade have not legitimized those in power, and
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have been the source of greater instability; the Democratic Republic of Congo (2006), Guinea-
Bissau (2008), Kenya (2007 and 2008), Lesotho (2007), Nigeria (2007), Senegal (2012), Togo
(2005) and Zimbabwe (2008). Cilliers and Sisk (2013) note that political risk in fragile states will
remain high if these countries do not tame high levels of poverty, low literacy levels and political

exclusion coupled with high unemployment and a young population.

African markets are hit by macro-economic instability because of their small open nature and
limited local depth for sustainability (Kasekende, 2009; Lyakurwa, 2010; Taiwol, 2009). High
Inflation rates and currency instability are influenced by dependency on commodity exports. A fall
in commodity prices and slower production hurts the financial markets and this leads to self-
reinforcing growth decline and lower investor confidence. Kasekende (2009) emphasized that
African countries should adopt a dual stimulus and economic reform targeted at infrastructure
improvement to support the business environment. This should see these nations diversify their

export channels, reduce dependency on aid and deepen the financial markets.

The Ease of Doing Business rankings provided by World Bank comprise an independent view of
the legislative and regulatory risks that plague African countries. The selected criteria highlight
the state of affairs on issues related to the strength of legal rights, protection of investors, financial
market development and funding access, regulatory capacity, institutional efficacy particularly the
legal system and policy suitability. These ratings show the dynamics that domestic firms
experience in the business environment but are limited in their depth because they do not capture
the reflection of foreign investors. Accordingly, issues such as restrictions on foreign asset
ownership, localization requirements, taxation nuances and capital controls are not included in this
report. Overall, the report points out that, most African countries have less regulated financial
market system compared to mature economies. Poor legal structures and restrictive regulation have
undue influence on elements such as access to credit, protection of minority investors, paying of

taxes and enforcement of contracts.

The extent to which investors believe each of these risk factors can be identified early on and

effectively managed will improve the outlook for the investability of each country.
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2.5 Behavioural aspects of fund management and decision making

A separate category of research shows trading strategies employed by investors. Borensztein and
Gelos (2000), present findings of possible reversals on financial investments and herding behavior
in emerging markets. In a study of the association of domestic stock returns and portfolio
investment, Kim and Wei (2000) show that foreign investors in Korea overlooked positive

feedback trading prior to the Asian Crisis but were more cautious post-crisis.

There is growing literature on foreign investment decisions. Brennan and Cao (1997), use show
the difference between domestic and foreign investors using information asymmetries. Dahlquist
and Goran (2001), discuss market organization in terms of information disclosure and note that
costs of gathering information on foreign firms that creates a “home bias”. As such, they declare
that shares float is reduced due to high number of shares closely held in some countries. Edison
and Warnock (2003) examine U.S. equity holdings across nine emerging market economies before

the Financial Crisis and find that weighting tilts towards large stocks listed in US stock exchanges.

Notably, it is important to separate determinants of investment decisions into domestic and
external factors. Other classifications which might be relevant for African countries are global and
regional factors such as geographical market proximity and asset class homogeneity. Based on this
aspect, some studies have called for the integration of African securities exchanges to enhance
liquidity and thus attractiveness of their assets. Investors that focus on macroeconomic and
political variables are deemed to be using a top-down approach while those that focus on assets of
top-quality firms while caring less for macroeconomic variables use a bottom-up strategy (Sharma,
2002). The findings of Harrison et al., (2004) show that African manufacturing firms consider state
driven factors such as infrastructure, access to finance and party competition as the key aspects in

improving a country’s competitiveness.

Yet Karemera et al., (1999) find random walk hypothesis consistent with many emerging market
returns.? Their study adds to the importance of rational expectations and market efficiency of

2 Random walks inform trading strategies and stock returns. See Poterba and Summers (1988, pp. 53+54), Lo and
MacKinlay (1989), and Eckbo and Liu (1993).
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emerging market economies. It appears that African financial markets with highly predictable
equity returns and low correlation with mature markets, are beneficiaries of foreign investment
because of diversification benefit of their assets. This suspicion is confirmed by Harvey (1994),
who’s findings reveal that incorporating emerging market equities in a portfolio diversifies away

risk and increases returns.

Within this paper, some light is shed on risk-based allocation techniques which often yield superior
performance even though returns may not be part of underlying objective of the strategy. From
Lee (2011), risk characteristics and especially uncorrelated risk sources which lend themselves to

investment criteria allow better diversified allocation strategies.

Only recently have African countries attracted significant institutional investors, especially into
equity markets. Emerging Markets Private Equity Association (EMPEA), shows that private equity
investment in Africa (including North Africa) rising from US$1.5 billion in 2012 to US$1.8 billion
in 2013. Private equity interest in Sub-Saharan Africa, in particular, is at an all-time high.? By
2016, African developing economies had recorded FDI inflows of US$ 59.4 billion representing
3.4% of the world’s share. 4

In the current arena of investment management, firms have evolved several criteria to analyze to
viability of African emerging markets. For example, Citi Global Emerging Markets Research
conducts detailed analysis on developing African countries covering financial markets
developments, macroeconomic monitors, politics and governance. Although this research is
produced for its institutional and retail clients, it highlights investment risks of the investable
countries. Such in-house research and valuation reports have provided investors with real-time
information evaluation of investment opportunities. In the same vein multilateral institutions such

as UNCTAD have spearheaded global investment agenda with the aim of achieving sustainable

3 According to the EMPEA 2013 annual survey of global institutional investors, for the first time the region ranked
as the most attractive emerging market for Global Partners investment
4 UNCTAD, World Investment Report 2017
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development.® Furthermore, annual Global Competitiveness Index ranks world nations on the ease

of doing business and attractiveness to investment.

Cross country studies have been popular among groups such as the World Bank. The World Bank’s
Enterprise Surveys (WBES) focuses on constructing a benchmark on the investment climate in
developing countries, in around 80 countries. This survey helps investors to understand

determinants of firm performance and behaviour across sectors and regions.

The contribution of this paper stems from applying of the framework of Laderkarl and Zervos
(2004) in an empirical multi-asset allocation study. Under this approach, the maximum
diversification portfolio emerges from a risk parity strategy that is extracted from underlying
portfolio assets. Therefore, this approach will complement existing evaluation techniques of

investment opportunities especially those anchored upon a top-down strategy.

5 World Investment Report of 2017 has developed an Investment Policy Framework and Roadmap that is aimed at
reforming international investment agreements in 130 countries by aligning investment policies to achieving SDGs
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CHAPTER 3: EMERGING MARKET INDICES

This chapter concentrates on existing emerging market indices that have developed sets of criteria
and means of measurement for qualification of countries into emerging market status. Based on
the literature review, this study estimates a set of potential determinants which categorize a country
as investable. Whereas market indices provide insights into distinctive features of a particular
country, empirical contributions in literature offer limited advancement in knowledge regarding
comparative aspects of the research questions. Hence, we lack clarity on the benchmark of

countries that fit into classical definition of an emerging market.

3.1 Definition of Emerging Market

Emerging markets have been described as stock markets of developing economies that have begun
to exhibit features of mature stock markets such as those of developed economies (IFC 1980). A
recent study by Ojah (2014) concluded that when a developing country’s financial markets have
begun to collectively or individually emerge from the dominance of government as the main player

in financing economic production then a country can graduate to an emerging market pool.

According to the World Bank’s International Finance Corporation, a country is classified as an
emerging market® if it exhibits low, lower-middle or upper-middle income status for at least three
consecutive years as well as a low investable market capitalization to GDP ratio. From this
definition, it is clear that IFC refer to any economy in the developing category as emerging,
regardless of their stage of development. In addition, the classification in their database deals

primarily with equity markets and stock exchanges’.

Early definitions have often been criticized for lacking a measurement criterion and limiting

towards stock markets. Nonetheless the growing importance of private sector participation in

® The income threshold was $ 12,376 per capita in 2018. Investable market capitalization refers to the market that
can be accessed to investors immediately and has no limits or restrictions on holdings. A country is reclassified as
‘developed’ if its investable market capitalization to GDP ratio reaches the top 25% of the emerging market universe
for three consecutive years.

T1FC's Investable indexes were introduced in March 1993 and are designed to meet the needs of foreign investors in
terms of accessibility of markets and local stocks for foreign investors, the IFC Investables offer the ideal
performance benchmark for both active and passive international investors.
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assisting government in production is seen to demonstrate the development of emerging market

economies (Nellor, 2008).

3.2 Emerging Market Indexes Classification Criteria

Benchmark indices are used by foreign investors for three primary purposes: first, as a target for
portfolio performance, secondly, for disclosure of information about market instruments and third,
as references for index-linked products. Index providers offer investors a number of benchmark-
related services and solutions which border these primary uses under portfolio management.
However, no single benchmark design is universal for all investors. The goal of each Indices is to
offer a broad criteria of emerging market securities from which investors are able to customize the

most appropriate benchmark for their portfolio preference.

All benchmark providers screen markets based on liquidity of the market, its size, trading
frequency and infrastructure. A stock market that meets all these requirements is considered
investable. Faced with an ever-growing number of indices, institutional investors have evolved to
monitoring information and transparency of emerging markets as important tools for their
investment objective. In fact, all index providers construct indices with no trading bottlenecks, as
concern for investors is placed on trading access and liquidity.

The process of evaluating benchmark providers requires an investor to define their investment
objective in the context of constructing an emerging market portfolio. At the most basic level,
benchmark indexes can be broken down into four tiers: broad-market exposure, economic market
exposure, geographic exposure and growth or value style approach. Each of the four major index
providers; MSCI, FTSE, Standard & Poor’s, and Dow Jones has developed its own criteria to

screen securities for inclusion in its broad global market index.

3.2.1 Morgan Stanley Capital International (MSCI) Evaluation Criteria

The MSCI Emerging Market Index has evolved to focus on both qualitative and quantitative
measures. Quantitative measures include size, liquidity and economic growth whereas qualitative
measures comprise of governance issues, capital mobility and market accessibility. The framework

applied in generating the index focuses on the opportunity offering to international investors
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regarding capacity and liquidity in the emerging market of choice. Given market sophistications
and maturity of markets, current index mix includes factors such as Environmental, Social, and

Governance (ESG) of emerging countries.

MSCI has also compiled an index of countries in the frontier markets with minimum criteria being
at least some openness to foreign ownership, partial ease to capital flows and at least two
companies worth about $800 million each. Frontier markets are considered relatively small
compared to emerging markets and are characterized by tighter restrictions on shares ownership
and foreign participation. Such markets have experienced growth in financial infrastructure but
their idiosyncratic nature of and their increased sensitivity to local matters results in
underperformance. Whereas individual frontier economies may be faced with particular political
and economic risks, their geographic diversity and less financial links to the advanced economies
make them less intertwined. This level of low correlation creates a basket of economies that can

offer diversification opportunities in the long-run for foreign investors.

3.2.2 S&P Dow Jones Emerging Market Indices

S&P Dow Jones seeks to measure performance of emerging market companies through a
classification system of ranking float market capitalization, revenue, and net profit. The index
composition seeks to achieve three distinctive and attractive features of emerging market
countries’; economic growth, liquidity and diversification. S&P Dow Jones Classification
recognizes that both quantitative and qualitative criteria may be limiting and thus scheduled
reviews are warranted for countries that are on course towards achieving emerging market status.
Among the initial approaches for a new entrant into the index include a market capitalization of at
least US$2.5 billion, annual turnover of at least US$1 billion and a minimum market development
ratio of 5% per annum. Furthermore, the index requires that foreign investors are protected from
their investments in emerging markets. This is achieved through market participation feedback
that considers the following sets of criteria;

I. A stable sovereign debt rating of at least BB+
ii.  Stable inflation regime with an average annual Consumer Price Index (CPI) of not more
than 15%
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iii.  Minimal restrictions on foreign ownership of property and investments

iv.  Removal of capital controls and foreign exchange restrictions

While S&P Dow Jones Indices utilizes quantitative criteria and measurement, foreign investor
sentiment is a key input. Additionally, the index does not bend towards quantitative rankings if
issues such as foreign exchange rules and regulations, trade settlements, availability of real time
data is violated. As such the bottom up approach that involves analyzing companies in a certain
segment and weighting to the whole economy may vary from investor to investor. Recognizing
such debates, the S&P Dow Jones indices offers an elaborate range of quantitative criteria that
utilizes aspects such as political stability, legal and property rights, macroeconomic conditions and

financial market infrastructure.

3.2.3 Bloomberg Barclays Indices

Bloomberg defines country eligibility in emerging markets through hard currency, local currency
and inflation-linked benchmarks. Under this approach foreign currency sovereign rating based on
Moody’s, S&P and Fitch are relied upon. A country qualifies to be included in the index list if it
is ranked in third party classifications such the World Bank’s income group categories of low
middle income and IMF’s non-advanced status. Other aspects of domestic market investability
such as size of the market, limits on foreign investment, registration and account set-up of
foreigners, clearing and settlement, taxation and market liquidity are evaluated for a potential
market inclusion. Additionally, investability concerns such as foreign exchange convertibility,

registration processes and geographic coverage affect eligibility of countries (Bloomberg, 2017).

3.3 Shortcomings of the classification criteria

The indices on emerging markets provide several interesting evidence and explanations on the
performance and classification of countries. Particularly there is strong evidence that shows that
index builders construct an opportunity set out of emerging markets with the knowledge that
investors prefer uncorrelated growth to the developed markets (MSCI Index Research, 2014). To
this end, all indices are developed with blended approaches with full integration of the risk premia
associated with emerging markets. While the developed tools of assessment and a majority of the
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investors may agree on the classification criteria there are issues that prevail affecting utility of the

indices.

MSCI Emerging Markets (EM) Index, is constructed based on where large capital flows are created
or directed and it does not reflect where future opportunities lie. In addition, the index is weighted
by market capitalization, which means it is influenced by the scale of a business and its equity
base. Therefore, index-based investments and returns are often shaped by company size rather than

investors having conviction in a business and its performance over the long term.

Index-based approach to emerging markets can result in distortions arising from tracking capital
flows. To demonstrate this, Mexico had the largest weight at 30% in 1992 due to liberalization of
and privatization of state-controlled enterprises. The policy shift led to large capital inflows from
foreign investors despite weak regulation, corruption, political and economic instability. The
financial crisis in the mid-1990s fueled by credit boom and soaring inflation led to reversal of

capital flows. From Figure 3.1 below, Mexico’s share in the index is below 10%.

MSCIEM Index Country Breakdown in 1992 and 1997
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Figure 3. 1: MSCI EM country index weighting comparison.
Source: MSCI, December 31, 1992 and December 31, 2017.

Another distortion arises from selective approach to investing within emerging markets. There is
a prevailing orthodoxy that benchmarks are largely skewed towards state-owned enterprises which
impacts overall return in the long-term. For example, China’s One Belt, One Road (OBOR) policy
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is powered by state-owned enterprises that direct massive capital towards centrally planned
initiatives with little success or minimal return on equity to shareholders. Ultimately, an index with
a substantial proportion of state-owned enterprises, is susceptible to political scandal and
misallocation of capital by politicians.

MSCI utilizes vague parameters in deriving market accessibility for a country. It relies on factors
such as governance, openness and freedom of capital flows. With this framework, the resultant
toolkit offers investors with an undifferentiated decision whether to invest in an emerging market
or a frontier market. Whereas developed economies are stable and have an efficient operational
framework, both emerging and developed economies have modest levels of stability and weaker
institutional framework. MSCI provides no clear distinction for investors interested in both
emerging and frontier markets and sometimes a blend of the two markets is created to offer a new

flavor that is uncorrelated with emerging markets.

Additionally, MSCI concentrates on size and liquidity of an emerging economy. Companies within
an emerging economy have to remain liquid and sufficiently large for eligibility. For example,
Morocco was reclassified from an emerging economy to a frontier one due to diminishing size of
its companies (MSCI Index Research, 2014). Other factors such as sector weightings may
constitute threats to the robustness of the index because broad, market—cap-weighted emerging
market benchmarks are dominated by banks, financial companies and companies in the extractive
sectors of the economy. Given these factors, it is challenging to assess emerging market consumer

companies using conventional index solutions.

Market accessibility stands out as the most significant factor for a country to achieve emerging
market status. This factor is observed for individual country reviews among market participants.
For example, Saudi Arabia remains as a stand-alone country classification in the index due to
positive reforms initiated in the Tawadul Stock Exchange although registration and custodial
processes still pose a challenge to foreign investors (S&P Dow Jones Indices, 2017). The removal
of capital controls and foreign exchange restrictions have improved foreign investor accessibility

in Argentina while repatriation limits, quota limits on the Stock Connect programs, and stock
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suspensions create operational difficulties for market participants in China. (S&P Dow Jones
Indices, 2017).

Based on all index-based choices in emerging economies, S&P Dow Jones is more robust and
provides a better classification than MSCI because of its country classification and broader
coverage. For example, South Korea was promoted to a developed market in 2001 and is ineligible
under S&P Dow Jones index but appears to enjoy 16% weighting in the MSCI index. Also, small-
cap stocks of emerging economies are well covered in the index but only large and mid-cap stocks
appear in the MSCI index. Other inclusion factors such as regulatory environment, foreign
ownership restrictions, taxation, custody and registration and investor protection have been

addressed objectively by the S&P Dow Jones Index.

Overall, all index tools in emerging economies offer investors with benefits of precision in decision
making, diversification and liquidity. Nonetheless, neither index provides a clear-cut path for
countries that wish to graduate into either emerging economy from frontier economies or
developed economies from emerging ones. This ambiguity provides governments with a challenge
on how to make their economies investable and attract cheaper external funding. Accordingly,
governments of developing countries do not have guidelines that they can use to leverage on the

support of finance.

3.4 Impact of country inclusion in index benchmarks

Index providers identify indicators that capture a country’s risk profile and growth opportunities.
This presents investors with an opportunity to dedicate their funds with a majority of assets in
eligible countries. Cantor and Packer (1996) note that index inclusion acts as a strong sentiment
for an emerging economy as it shows robustness of parsimonious set of economic variables
including GDP growth, inflation, level of debt, economic development, per capita income and
default history.

In evaluating the impacts of index inclusion in emerging markets stocks between 1996 — 2004,
Hacibedel and Bommel (2004) observe the following; first, there is increased foreign investor
awareness as a result of perceived eligibility attributed to the radar screen effect by (Merton,
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1987). This implies permanent changes in stock price and a decrease in risk premia for the
emerging market stock. Secondly, inclusion in a global benchmark index results in a gradual
integration of emerging markets to the world markets. Ultimately, being included in a set of
investable assets increase foreign investments into emerging markets and magnifies economic
growth.

Ladekarl & Zervos (2004) summarized funds allocation among international investors into three
broad categories; “Must invest”, “May invest” and “Cannot invest” countries. “Must” countries
enjoy the largest allocation of funds because of their attractive economic, political, financial
infrastructure, legal and regulatory framework. These countries have the largest investor base in
their economies signifying financial market liquidity. “May” countries are not considered in any
benchmark index and remain unattractive until they improve on their macro-economic, political,
financial market development and legal environment issues. “Cannot” countries are characterized
by sanctions and are deemed morally irresponsible. As such investors have no discretion to invest
in these countries because of poor institutional quality, weak governance and unstable

macroeconomic conditions.
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“Must” countries enjoy the largest share of funds in an index while “May” countries get the
remainder of the funds. For example, three emerging market equity funds depict their asset
allocation as shown in Figure 3.2. The green section represents “Must” countries allocations while

the orange section represents “May” countries.

S&P Dow Jones Emerging Markets MSCI Emerging Markets

oo

Wisdom Tree Emerging Markets

I d

= "Must" Countries = "May" Counftries

Figure 3. 2: Emerging market indices.

Source: Various fund prospectuses

From the Figure 3.2, it can be seen that all emerging market funds have between 75% and 85% of
funds in “Must” countries while the balance is allotted to “May” countries. All the three indices,

have similar list of countries in their geographic exposure except for S&P Dow Jones which shows

a slight disparity in both country and sector allocation.

3.5 Cursory relations between investability and foreign investment to emerging economies

Some research has gone into analyzing the benefits that accrue to a country receiving foreign
investable capital. Bevan and Estrin (2004) and Ho and Rashid (2011) find that FDI inflows
increase the level of investment on the host country through various channels such as improved

production capacity, jobs, non-physical resources through transfer of technology and managerial
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skills. Also, in a series of studies over long-term periods, FDI is found to improve the rate of
productivity growth for domestic firms in the host country (Liu, et al. 2000; Hejazi & Safarian,
1999; Markusen & Venables, 1999). On the contrary in a study of 28 developing countries, Herzer
and Nunnenkamp (2012) concluded that there were no long term or short terms benefits of FDI to
GDP growth. These findings also relate to those of Whalley and Xin (2009) where they examined
the contribution of inward FDI to China during the accelerated economic growth period and found

out that in an export led economy future plateaus of inward FDI affect sustainability of exports.

Yao and Wei (2007) studied new industrializing countries and tested two propositions that FDI
promotes production efficiency, technology and knowledge. They suggested that FDI growth was
positive in both propositions and acted as a catch-up driver with the world’s advanced countries.
Tuan et al. (2009) conclude that inward FDI increases regional development and economic growth

directly through output growth and indirectly by enhancing total factor productivity (TFP).

Moreover, to enable emerging economies’ participation in production process, certain enabling
factors are important- Prasad et al. (2003) finds that countries with pull factors such as sound
macroeconomic policies and good institutional governance attract FDI and are pro-growth.
Muhanji and Ojah (2011) note that elements such as transparency of governments has a strong
influence on investment inflows from international mutual funds. An improved entrepreneurial
environment facilitates local firms to access financial resources through foreign investment (Urata
& Kawai, 2000). In addition, Kim and Li (2014) report that increased FDI smoothens new venture

creation in less-developed countries.

In line with the conclusion by Morisset (1999) host economy contributes towards integration into
the global economy through increased foreign investment; this is achieved through effective
institutional infrastructure and governance systems. Even in the presence of financial integration,
the prospects of growth are diminished in an environment of weak institutional governance
(Muhanji & Ojah, 2011).

Still on the trends of cross-border flows into emerging economies, some studies provide linkages

of disruptive flows which impact on the economic performance of recipient countries. The
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comprehensive studies by Kodongo and Ojah (2012), Ojah and Kodongo (2014), Ojah (2011,
2013) show that cross-border inflows to Africa is not of the same effect. In particular they note
that foreign portfolio inflows are subject to high volatility compared to FDI and remittances. Also,
Sjoholm and Blomstrom (1999) indicates that technology spill-overs is not evenly distributed
across all industries. From the foregoing, it is evident that emerging economies may plunge into
further levels of unsustainable debt and shrinking production base if they do not embrace policies

that increase their investability.

Most emerging economies are unable to finance aggregate economic activity and are constantly
faced with huge financial constraint (Allen et al. 2012). External funding for emerging and
developing market economies is a critical need for growth. Such funding is received as cross-
border flows and it aides developing economies to access affordable funding (Muhanji & Ojah,
2011). The impact of cross-border flows into emerging economies ranked in an index is

highlighted below in reference to four countries: Brazil, India, South Africa, and South Korea.

FDI to Brazil
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Figure 3. 3: FDI to Brazil.
Source: UNCTAD

Brazil was included in the initial MSCI index in 1988 (18.91% of MSCI Emerging Markets), prior
to this period it received an average of US$23.50 billion in FDI inflows annually (Figure 3.3)
compared to an annual average of US$246.45 billion between 1989 and 2016.
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FDI to India
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Figure 3. 4: FDI to India.
Source: UNCTAD

In early 1994, India was introduced into the MSCI emerging market index with a weighting of
7.8%. The average FDI inflows rose from US$13.01 billion before inclusion to US$109.91 billion
after 1994. India remains a favourite emerging market for foreign investors because it has the
fastest growth in Real GDP (MSCI Barra, 2008) and has adopted market liberalization (MSCI
Barra, 2008, p.50).

FDI to South Africa
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Figure 3. 5: FDI to South Africa
Source: UNCTAD
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Following the collapse of Apartheid in South Africa, the country became eligible in the MSCI
index in 1995 (14.8% of Emerging Markets). Average FDI inflows rose from US$12 billion before
inclusion to US$93.51 billion between 1995 and 2016, highlighting the increased interest by

foreign investors in deeper coverage of the emerging markets.

FDI to South Korea
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Figure 3. 6: FDI to South Korea
Source: UNCTAD

The inclusion of South Korea in the MSCI Index happened gradually as a result of improvements
in accessibility. South Korea became eligible progressively from 1992 to 1998, as foreign
ownership limits were gradually lifted until 2001 when it attained full addition into the index. This
saw annual average FDI inflows increase from US$10.87 billion to US$128.61 billion after 2001.

From the exhibits above, economic development and openness of markets are important drivers of
inclusion into global opportunity sets, which is akin to being an investable country. All countries
represented in an index have a common pattern of multi-stage development. At the initial stage,
countries have low levels of GDP with economies heavily influenced by governments. This leaves
a narrow stock market with only few companies in the financial and utilities sector. In the second
stage, the economy becomes specialized with expanding production sector supported by export of
natural resources and manufacturing. This expansion and widening investor base require funding
which will be sourced from foreign investment. At this stage, the country has initiated reforms in
the legal and regulatory arena to protect interests of both domestic and international investors

thereby stimulating access to foreign capital flows.
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El-Erian and Spence (2008) support this pattern by observing that investable countries build strong
political and social policies that support growth. This growth is subject to high levels of investment
funded by large domestic savings and complemented by FDI. The FDI trends for some countries
in the “May” category show that flows are somewhat volatile due to weak economic and political

fundamentals and smaller markets which present increased risk premium.
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Figure 3. 7: FDI to Venezuela
Source: UNCTAD

Since the discontinuation of Venezuela from the MSCI index in 2008, the country is now ranked

as a “May” invest economy. Consequently, its flows have declined between 2008 and 2016.
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CHAPTER 4: RESEARCH METHODOLOGY

In this chapter, the underpinning research approach, justification of the assumptions and empirical
model are presented. The objective of this study was to delineate the stylized features of an
emerging market country and establish the features that enable developing countries graduate onto
such benchmarks. In this regard, the study analyzed two sets of countries, in which the first cluster
consisted of all the countries listed under the official emerging market rankings of MSCI and S&P
Dow Jones indices while the second cluster comprised of developing countries with promising
investability features but did not rank in emerging market benchmarks. The tests of association

between variables reveal the appropriate terminology to define an emerging market.
Based on the discussed literature, this study estimated potential determinant of investability

variables that influence attraction of foreign flows into emerging market economies. These

variables are classified into the following categories with a priori expectations of signs:
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Explanatory Variables Indicators Expected sign Data sources
Macroeconomic Indicators

. GDP (Current US$) +
Market size GDP per capita, PPP (Current International, + World Bank
Growth rate GDP growth (annual %) + World Bank
Inflation Inflation, consumer prices (annual %) - World Bank
Government Government final consumpion expenditure (as N
Expenditure % of GDP) World Bank
Trade Openness Trade/GDP + World Bank
Unemployment rate Une_mploymt_ant, total (% of total labor force) i World Bank
(national estimate)
Institutional Quality and Infrastructure
Human Development Index + UNDP
Mobile cellular subscriptions (per 100 persons) + World Bank
Number of internet users per 100 persons + World Bank
Institutional Quality and Electric power consumption per capita + World Bank
Infrastructure Number of registered carrier aviation departure + World Bank
CPIA, property rights and rule based N World Bank
governance rating
Domestic credit to private sector (% of GDP) + World Bank

Political stability

Voice and Accountability + World Bank

Worldwide Governance Political Stability N_o violence + World Bank
Indicators Governance Effectiveness + World Bank
Regulatory Quality + World Bank

Rule of Law + World Bank

Taxation Total tax rate - World Bank
Exchange rate Official exchange rate + World Bank
Current account Current account balance (% of GDP) - World Bank
Government debt Central government debt, total (% of GDP) - World Bank

Business climate & transparency

Depth of credit information index (0O=low to 8= + World Bank

CPIA business regulatory environment rating + World Bank

Cost of business start-up procedures (% of GN + World Bank

Ease of doing business Time required to enforce a contract (days) + World Bank
index Time to resolve insolvency (years) + World Bank

Ease of doing business index (1=most business: + World Bank

Business extent of disclosure index (0=less disc + World Bank

Control of corruption + World Bank

Financial depth and Investor protection

Broad money Broad money (% of GDP) + World Bank
Market size (Equity Market capitalization/GDP + World Bank
flows)

Market liquidity Stocks traded,turnover ratio (%) + World Bank

+

Sovereign credit ratings Moody's ratings
Table 4. 1: Potential explanatory variables

Moody's
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4.1 Data and model specification

The data set in both pools of emerging market economies comprises time series data for the period
1998-2018. The dataset for all variables was obtained from World Bank Development Indicators
database. The World Bank lists 33 sets of indicators to measure economic growth.

The Table 4.2 summarizes empirical methodologies that were employed by other researchers. The
outcomes from these studies show proximate determinants to economic growth and development,
improvements in business climate and symbolic transmission to investability. Building on
evidence provided by existing literature, the paper identified a set of potential determinants of
graduation to emerging market status. The choosing of variables was guided by relevant index’
reports and previous empirical evidence. The study utilized five indicators; GDP per capita,
Current international $ PPP, inflation, consumer prices (annual %), trade, unemployment rate and

central government debt (as % of GDP).
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Author

Sample size

Period of stud

Methodolog
Pooled time series cross-

Factors studied

Akpan et al. 2014 BRICSand MINT 2001-2011 . - Political and Economic
sectional analysis
Economic, Infrastructure
Lederman et al. L
2013 13 countries of SADC 2005-2009  OLS and Institutional
Jadhav _ _ Econon?i_c, Institutional
2012 BRICS 2000-2009  Multiple Regression and Political factors
Bayesian model, Economic, Institutional,
Eicher et al. 2012 46 countries 1988-2000  averaging BeckitBMA,; Business Climate and
OLS Political factors
Anyanwu OLS with Generalized Econon?l_c, Infrastructure
2011 African Countries 1980-2007  Linear Model (GLM) and Political factors
GMM by Arellano and
Bond (1991)
Asiedu and Lien 2011 112 developing countries 1982-2007  System GMM by Political
Blundell and Bond
(1998)
Ho and Rashid 2011  ASEAN countries 1975-2009  Multiple Regression Economic
Least Square Dummy
Hailu Variable (LSDV) Economic
2010 African Countries 1980-2007  regression
Kim 2010 28 countries 1990-2002  Pooled OLS Political
. 6 countries in Asia-Pacific Generalized Least . i,
Gholami et al. 2010 Region 1996-2005  Squares (GLS) Economic and Political
Kinda 2010 77 countries 2000-2006 IV FE logit Business Climate
q Generalized Least Infrastructure and
Nasser and Gomez 2009 Latin American Countries 1978-2003  Squares (GLS) Institutional quality
Dutta and Roy 2008 97 countries 1984-2003  Pooled OLS Economic and Political
Generalized Least . .
. Business Climate and
Quazi Squares (GLS) and Economic
2007 Latin American Countries 1995-2004  Random Effects
Hasen and Gianluigi 2007  AMU countries 1990-2006 Slmulatgneous Equation Economic
Regression
Simulataneous Equation
Chowdhury and Mavrotas 3 Asian developing Models (Toda- Economic
2006 countries 1969-2000 YamamotoVVECM)
Deichmann et al _ _ 3 _ Infr_astructL_Jre and
2003  Euro-Asia countries 1954-1995  Conditional Logit business climate
OLS with
. . Heteroskedastic-
Globerman and Shapiro 2002 114 countries 1995-1997 . Infrastructure
consistent standard
errors
Asiedu 2002 71 countries 1988-1997 OLS Economic
Nunnenkamp 2002 28 developing countries 1987-1999  Regression Economic
Chakrabarti 2001 135 countries 1994 Extreme Bound analysis Economic
Hausmann and Ferndndez-Arias 2000 33 countries 1996-1998 OoLS Econom_lc, Instlt_utlonal
and Business Climate
Singh and Jun 1995 31 countries 1970-1973  Regression !Eco_normc and
institutional
Schneider and Frey 1985 80 developing countries 1976-1980  Multiple Regression Political and Economic

Table 4. 2: Variables used in previous empirical studies
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Both samples were subjected to the Logit Model to assess the differentiation degree and evaluate
which variables apply to graduation of countries onto emerging market status as proposed in
literature (Ladekarl & Zervos, 2004; Aggarwal et al. 2003; Giovanni, 2005; Nellor, 2008; Kodongo
& Ojah, 2016).

The Logit model takes a cumulative distribution function of the logistic distribution and transforms
a linear model to derive a non-linear relationship. This yields an S-shaped curve which utilizes
predictive probability on a dichotomous event. In logistic modelling with a discrete outcome, the
dependent variable is dichotomous and a dummy variable is created which takes any number and

rescales to take a value between 0 and 1.

The Logit methodology is superior to discriminant models because its coefficients can be
interpreted in the form of an odds ratio. Also, the model assumes a categorical dependent variable
and does away with heteroskedasticity. More importantly, the motivation for using this
methodology lies in the nature of the logistic distribution which embraces fatter tails in variables
(Gujarati, 2008).2

This study employed a qualitative response model to determine the factors which influence the
probability of a country to join an emerging market index. In essence, the dependent variable is
categorical and defined as a dichotomous random variable. It assumes a value of ‘1’ if a country
is ranked in a particular time period ‘t” and ‘0’ otherwise. The model specifies macroeconomic
parameters, political factors, infrastructure, institutional quality, foreign exchange, taxation and
business environment in determining the probability of graduation into an index in each of the

categories.

In the list of countries that are analyzed in this study, there are 25 mature emerging market
economies that have graduated into the MSCI index and 47 developing countries with the potential
to graduate to the index. The 25 countries are considered favourable and appear in emerging market

indices, implying that they have attractive features which 47 developing economies do not possess.

8 The predictive power of the Logit distribution is enhanced in situations where fatter tails exist in time series
analysis and it is useful for rational choice perspective on human behaviour.
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The choice of the 47 countries was based on

availability of data for key macroeconomic, and

governance indicators. The data for 72 developing countries was taken for year 1998 to 2018.

There are 36 explanatory variables under study.

Descriptive Statistics of Countries in the Sample

Latin America Europe Africa Middle East Asia Total Sample

Number of countries 16
Cluster 1 6
Cluster 2 10

Percentage of countries with emerging
market status

Percentage of countries working
towards an upgrade

37.5%

62.5%

16 21 8 11 72

5 3 3 8 25

11 18 5 3 47
31.3% 14.3% 37.5% 72.7%
68.8% 85.7% 62.5% 27.3%

Table 4. 3: Descriptive statistics of countries used in the sample

Asia recorded the highest number of countries with emerging market tag at 73% while Africa was

associated to 86% of countries seeking to achieve investability. Since we have a discrete choice

model, the desired function was defined as follows;
Ve = o+ XPiXie + X PiZi + X BiWir + X BiDie + X BiFie + X BiTie + X BiSit + 1t

Where Y; is a dichotomous variable that;

Takes a value y, = 1 when a country joins an index in a given period

v; = 0 Otherwise

X;+ = Macroeconomic parameters where i=1,2,3,4

Z;, = Political factors where i=1,2,3,4

W;; = Infrastructure determinants where i=1,2,3,4

D;; = Institutional variables where i=1,2,3,4

F;; = Foreign exchange rates and taxation

T;; = Business climate where i=1,2,3,4

S;; = Indicators of capital flows

The status of a country in the emerging market index is the dependent variable while an

investigation on a vector of explanatory variables form the dominant factors that can be used to

generate a ranking system.
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4.2 Hypothesis tests and variable definitions

In connection with the discussions of the previous section, seven specification models were chosen
to represent selected variables that are expected to impact a country’s attractiveness to foreign
investment and its attendant ranking to indices. Accordingly, seven hypotheses were tested.

The first hypothesis tests the impact of macroeconomic variables. This model integrates factors
such as market size, market growth potential, inflation, government expenditure, trade and

unemployment rate.

IND; = a, + B,GDP; + B,GDPC; + BsGDPG; — B4INF; + Bs GCONSM; + BsTRD; + B,UR; + p; (1)

Where IND; is the country’s status in the index, GDP and GDPC are measures of market size,
GDPG is the annual growth rate measuring the market potential, INF is the inflation, GCONSM
is the general government consumption expenditure as a percentage of GDP, TRD is the ratio of
trade/GDP as a measure of country’s openness and UR is the prevailing unemployment rate. All

the independent variables were of the expected sign and significant except inflation.

GDP was included in the equation as a measure of the overall economic activity of a country,
through the effect of both private and government consumption and investment. An increasing
demand for goods and services signifies higher GDP and therefore higher revenue for investors. It
is expected that unchecked inflation rates corrode economic growth through rising cost of living
attributed to higher product prices. Government expenditure interacts with economic growth
through increased investment in social and human capital. Trade openness through liberalization

and elimination of protectionism results into more resource inflow from foreign investment.
The second model hypothesized the impact of political stability on the likelihood of graduation
into emerging market status. The empirical literature shows that politically stable regimes attract

more investments, hence a significant positive relationship is expected.

IND; = a, + B1PS; + B.VA; + B3GE; + B4RQ; + BsRL; + u, 2
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Where IND;is the country’s status in the index, PS shows political stability and absence of violence,
VA is voice and accountability, GE represents government effectiveness, RQ represents regulatory
quality and RL is rule of law. These variables are derived from propositions of Worldwide

Governance Indicators.

The third model analyzed the impact of infrastructure on the likelihood of graduation into an index.
Endogenous growth literature credited to the seminal works of Romer (1986,1990), Lucas (1988)
and Barro (1990) summarizes the importance of infrastructure and human capital on measurement
of growth. The findings show that human capital is a factor input of production, besides physical
capital and labour. Even though the returns to public investments in education may be lower than
those generated by infrastructure, the rationale for inclusion in this specification is provided in the
literature of growth models (Aschauer, 1989; Barro, 1990).

IND; = a, + [1HDI; + B,MPU; + B31U; + u; (3)

Where IND; is the country’s status in the index, HDI is the Human Development Index identifying
the human capital formation of a country and the government’s role through spending, MPU is the
mobile cellular subscriptions (per 100 people) and IU is the number of internet subscriptions per
100 people. Such elements are brought about by public infrastructure which mean increased
competitiveness and trade raising foreign investment flows and domestic profitability of firms
(Fourie, 2006; Fedderke & Garlick, 2008; Richaud, et al. 1999).

The fourth model focused on the impact of institutional quality on the likelihood of graduation
into emerging market status. Institutions can be isolated from a broad view of structural policies
that affect their performance. Since institutions are not directly measurable, elements that resemble
protection of individuals from government diversion of resources into unproductive uses can be
employed (Hall & Jones, 1999). Overall, higher institutional quality translates to a better rank for
a country through the Institutions Climate Index®.

9 Eicher et al. (2007) select an array of economic indicators that quantify institutions index among OECD countries.
The Institutions Climate Index is able to track well the economic performance of OECD nations for the period 1994
to 2006.
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IND; = a, + BLEC; + B,AVR; + B3PROP; + B,DCRDT; +
(4)

Where IND; is the country’s status in the index, EC represents electric power consumption, AVR
is the number of registered carrier aviation departures annually, PROP represents protection of
property through the impartiality of the legal system and DCRDT is the domestic credit to the

private sector, a measure of infrastructure investment to the private sector.

The fifth model analyzed the impact of government sector indicators such as taxation and foreign
exchange rates. Through Tax-effect Hypothesis Feldstein and Horioka (1980) argue that increased
corporate tax liabilities reduce after-tax earnings. This implies that investors negatively react to
excessive taxation®. On the other hand, in an open economy foreign exchange rates affect firm
inputs or outputs and its magnitude of influence depends upon the level of financial integration
and the country’s level of adherence towards policy. Countries that adhere to the official exchange
rate receive the highest rating since their currency is fully convertible and without restrictions
(Fraser Institute, 2006).

Previous empirical studies underscore the relevance of both domestic and external debt towards
achieving an upgrade among emerging markets. Consequently, it was relevant to include variables

that measure the level of debt within developing countries.

IND; = a, — BiTX; — B,CABal; — B3GVDEBT; + B,FX; + ¢ (5)
Where IND; is the country’s status in the index, TX represents the total tax rate, CABal is the
current account balance, GVDEBT is the central government debt as a share of GDP and FX is the

official exchange rate prevailing in a country.

The sixth model measured the correlation between a country’s business climate and the likelihood

of graduation to emerging market index. The general consensus is that investor friendly markets

10 Barro (1990) pioneered studies on optimal taxation in endogenous growth framework.
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build confidence in economic policy and increase resources receivable. All the variables in this
equation were expected to have a positive relationship to a country’s attractiveness.

IND; = a, + B,CBS; + B,BED; + B3TE; + B,TR; + BsCC; + S¢DCI; + B,EDB; + SgBRE; + p; (6)

Where IND; is the country’s status in the index, CBS is the cost of business start-up procedures,
BED is the extent of business disclosure, CC is control of corruption, DCI is the depth of credit
information TE is the time required to enforce a contract while TR is the time to resolve a dispute.
All these variables are compilations generated by the World Bank through its Ease of Doing

Business Index.

To measure the level of financial intermediation, the test equation included a component of
domestic credit to the private sector. This measure has been widely used by numerous studies such
as Levine et al. (2000) and Ahgion et al. (2005)!! to assess a developing nation’s improvements in
financial intermediation to enhance growth and attract FDI.

The last model combined market characteristics that attract foreign flows into a country and its
inclusion in emerging market indices. Through preferred channels of bond and equity flows,
investors follow large markets that are highly liquid and with the highest credit rating. As such, all

components were expected to yield a positive relationship to a country’s attractiveness.
IND; = a, + BiMKTCAP; + B,LI1Q; + BsM3; + B4SCR; + ¢ @)
Where IND; is the country’s status in the index, MKTCAP is the total market capitalization of the

economy, LIQ is the measure of market liquidity, as proxied by the turnover ratio, while CR is the

sovereign credit rating assigned to a country by Moody’s.

1 Financial intermediation is considered important as it helps in investment monitoring, information generation for
future events, diversification and risk management, exchange of goods and services and in mobilizing savings.
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CHAPTER 5: RESULTS

The regression analysis focuses on the periods 1998 to 2018, in annual data. The countries under
study correspond to both graduated and non-graduated emerging market economies in Latin
America, Europe, Middle East, Africa and Asia. The descriptive statistics of both clusters are

shown in Table 5.1.

5.1 Descriptive statistics

CLUSTERA Mean Median Maximum Minimum Skewness Kurtosis Jarque-Bera Probability Sum Sum Sq. Dev. Observations
AVR 295953 139869 4692008 7500 503198.6 5.19869 36.26449 26367.63 0.0000 1.54E+08 1.32E+14 521
BED 6.585714 7 10 1 2598726 -0.527576 2.317091 23.03743 0.0000 2305 2356.929 350
BRE 3.371795 35 4 3 0.338688 0.349082 2.197189 1.8394 0.3986 1315 4.358974 39
(OZ\-VNII 0.859073 -0.574071 33.18472 -14.4719 6.353203 1.760847 8.104978 785.2888 0.0000 420.9456 19737.6 490
CBS 16.26456 13.65 131.7 0.2 15.1783 3.306494 19.35777 4098.891 0.0000 5139.6 72569.94 316
cc -0.0787 -0.22 1.59 -1.43 0.650508 0.460734 2.689696 18.71091 0.0001 -37.38257 200.5783 475
DCI 7 7 8 0 1.170097 -2.370716 12.15398 664.2282 0.0000 1050 204 150

[DIGIPRNNN 57.23339 42.39961 160.1248 7.619452 41.22576 0.969221 2.624319 77.32402 0.0000 27243.1 807292.6 476
EC 3714.254 2619.961 16390.73 74.49062 3592.774 1.557139 5.101525 249.9555 0.0000 1578558 5.47E+09 425
EDB 72.20264 62 170 4 4224856 0.276884 1.901368 14.31663 0.0008 16390 403396.7 227
FX 621.29 19.063 14236.94  0.9995 2099.912  4.47272 22.92296 10075.47 0.0000 314994 2.23E+09 507

[Clolo\D)\VI 7207231 74.98406 98.21614 24.45039 13.04336 -1.103652 4.528033 156.7539 0.0000 37621.75 88637.35 522
GDP 6.55E+11 2.77E+11 1.39E+13 1.03E+10 1.42E+12 6.110204 45.99527 43704.75 0.0000 3.44E+14 1.05E+27 525
GDPC 21303.24 12727.28 141635 1852.81 24974.33 2.67675 10.33404 1796.681 0.0000 11141592 3.26E+11 523
GDPG 4.059154 4.215032 26.17025 -13.1267 3.828254 0.071796 7.817567 505.2431 0.0000 2118.879 7635.532 522

GE 0.213531 0.162129 1.51 -1.21 0.599712 -0.022445 2.286269 10.12198 0.0063 101.4271 170.476 475
[CAYDISCRINN 46.41637 49.80605  143.949 1.893522 23.28009 0.492903 3.850253 11.72199 0.0028 7705.118 89423.82 166
HDI 0.731044 0.747 0.906 0.44 0.104391 -0.712166 2.929074 44.06457 0.0000  380.143 5.655812 520
INF 5.312543 3.808791 85.74649 -4.86328 6.311299 6.083934 66.18327 85391.26 0.0000 2629.709 19677.25 495

V) 8.052606 4.030842 41.59693 0.000288 9.56208 1.429912 4.415512 188.7962 0.0000 3583.409 40596.42 445

LIQ 54.68296 32.54382 480.2873 0.734602 64.66005 3.007136 14.81068 3139.986 0.0000 23458.99 1789435 429
M3 66.47969 57.39305 207.6737 10.93903 36.07744 1.2644 4.585165 185.2034 0.0000 33173.37 648187.6 499
IVLQUOZ 58.10108 42.28453 352.1564 2.488777 51.70933 2.251073 9.622201 1154.211 0.0000 25099.67 1152431 432
MPU 77.78864 8290832 212.639 0.017194 51.23558 0.054616  1.98892 22.58035 0.0000 40761.25 1372919 524

PROP 2.782051 2.5 3.5 2.5 0.426042 0.961371 2.10251 7.316441 0.0258 108.5 6.897436 39
PS -0.34211 -0.28 1.26 -2.81 0.945867 -0.319555  2.33783 16.76216 0.0002 -162.5022 424.0711 475
RL 0.011417 -0.04 1.43 -1.43 0.669358 0.192515 1.992913 23.00726 0.0000 5.423307 212.3709 475
RQ 0.21515 0.23 1.54 -1.35 0.626637 0.012461 2.236684 11.54394 0.0031  102.196 186.1274 475
SCR 9.295146 9 19 3 3.871762 0.368425 2.341463 20.9566 0.0000 4787 7705.138 515
TAX 43.06937 40.05 137.6 11.3 2257608 1.464583 6.020776 209.5104 0.0000 12231.7 144239.2 284
TE 695.8602 600 1711 230 309.0893 1.098211 3.774955 71.42682 0.0000 219891.8 30093909 316
TR 2.759 2.5 9.2 1 1.300869 2.213546 10.20073 893.1214 0.0000 827.7 505.9857 300
TRD 71.68937 59.10387 220.4068 16.43858 41.61977 1.282678 4.129709 170.8962 0.0000 37421.85 902478.8 522
UR 7.603659 6.1069  33.2914 0.11 6.11173 1.848024 6.660195 518.6079 0.0000 3497.683 17145.14 460
VA -0.07958 0.08 1.29 -1.91 0.831651 -0.339272 2.033154 27.61359 0.0000 -37.80043 327.8387 475

Table 5. 1: Descriptive Statistics of explanatory variables in Cluster A.

Source: Author’s calculations based on World Bank data
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CLUSTERB Mean Median Maximum Minimum Std. Dev. Skewness Kurtosis Jarque-Bera Probability Sum Sum Sq. Dev. Observations

AVR 27313.17 17833 283787 0 31431.92 3.232698 18.62104 10706.27 0.0000 24554538 8.87E+11 899
BED 5.110942 5 10 0 2.214832 0.253399 2.224701 23.52165 0.0000 3363 3222.901 658
BRE 3.316594 3.5 4.5 1.5 0.602615 -0.75887 3.396862 23.48239 0.0000 759.5 82.79694 229
CABAL -2.72499 -3.315165 45.45407 -41.5269 9.010938 0.989086 9.337814 1732.018 0.0000 -2569.666 76487.57 943
CBS 47.35868 16.95 1316.4 0 93.56157 6.488695 66.81455 128281.4 0.0000 34382.4 6346481 726
CcC -0.24225 -0.35 2.34 -1.52 0.749161 0.839529 3.517013 114.845 0.0000 -216.33 500.6286 893
DCI 5.241135 6 8 0 2.887945 -1.035396 2.467373 53.71948 0.0000 1478 2343.603 282
DCRDT 42.43323 32.38635 308.9784 0.18617 32.45511 2.054824 12.18787 3431.745 0.0000 34498.22 855307.6 813
EC 3394.648 1435.362 54799.17 22.75582 6683.236 4.757521 30.58205 27135.37 0.0000 2596906 3.41E+10 765
EDB 96.74334 94 188 9 46.54528 0.1238 2.133053 13.98869 0.0009 39955 892582.8 413
FX 7145317 17.70476 6.72E+09 0.023706 2.19E+08  30.6268 939.0011 34497452 0.0000 6.72E+09 4.52E+19 941
[elelo\NI\VIl 30.83299 80.75181 121.46 38.71266 12.92254 -0.414664  3.46569 35.20604 0.0000 75498.01 155803.6 934
GDP 4.33E+10 2.55E+10 4.82E+11 2.46E+09 5.18E+10 3.198294 17.46813 10249.54 0.0000 4.26E+13 2.64E+24 983
GDPC 12756.27 8190.726 91473.46 429.8073 14081.57 2.238222 9.310434 2444.289 0.0000 12501148 1.94E+11 980
GDPG 4.162252 4.255477 19.67532  -17.669 3.899126 -0.839944 7.296987 871.8441 0.0000 4091.494 14929.53 983
GE -0.12552 -0.2 2.11 -1.58 0.666555 0.506671 3.053495 38.31427 0.0000 -112.09 396.3113 893
[CAV/DI=-R M 55.85547 50.76144 161.2322 5.741187 33.32652 0.782937 2.948139 22.50094 0.0000 12288.2 243233.9 220
HDI 0.654653 0.703 0.938 0.283 0.149442 -0.4564 2.087182 67.69914 0.0000 638.287 21.7523 975
INF 7.18276 4.517305 254.9485 -60.4964 13.30662 9.238635 147.5024 808218.2 0.0000 6565.043 161661.4 914
U 6.444903  1.76068 43.67305 0 9.240555 1.711812 5.167767 516.5587 0.0000 4865.902 64382.44 755
LIQ 11.72404 6.538654 101.2403 0 15.44691 3.215332 15.08865 2679.528 0.0000 4021.347 81603.57 343
M3 50.39185 40.97005 260.0643 8.57049 38.11625 2.668118  12.4858 4279.214 0.0000 43689.73 1258167 867
VI QUOZVCIN 3166717 24.1465 235.3731 0.579547 28.4922 2.221145 11.27378 1451.45 0.0000 12508.53 319851.4 395
MPU 68.24069 67.43273 210.0492 0 52.32842 0.2504 1.864884 62.79021 0.0000 66807.63 2678021 979
PROP 2.895197 3 4 1 0.622969 -0.743887 3.2389 21.6648 0.0000 663 88.48472 229
PS -0.13001 -0.04 1.62 -2.4 0.826876 -0.281302 2.441719 23.37434 0.0000 -116.1 609.8819 893
RL -0.19809 -0.25 1.96 -2.34 0.783339 0.294886 2.821132 14.13268 0.0009 -176.89 547.3496 893
RQ -0.05604 -0.11 1.7 -2.33  0.73102 -0.138744 3.045905 2.943449 0.2295 -50.04 476.6764 893
SCR 11.17694 11 21 1 3.774632 -0.303868 2.702657 14.22856 0.0008 8338 10614.64 746
TAX 39.63754 38.15 112.9 10.7 13.97681 0.449469 4.110207 54.58742 0.0000 25447.3 125220 642
TE 680.8278 598 1459 210 284.852 1.216976 3.877115 202.477 0.0000 494281 58826983 726
TR 2.827042 3 53 0.8 1.00672 0.258366 2.743744 9.841754 0.0073 2007.2 718.5608 710
TRD 86.03344 79.31666 326.0066 22.49216 42.36957  2.09183 10.16018 2710.731 0.0000 81387.63 1696446 946
UR 8.108269 7.1708  23.9999 0.69 4.579421 0.721425 3.107118 55.38494 0.0000 5148.751 13295.68 635
VA -0.1032 -0.17 1.63 -1.67 0.790287 0.073171 1.997124 38.21948 0.0000 -92.16 557.1022 893

Table 5. 2: Descriptive Statistics of explanatory variables in Cluster B.

Source: Author’s calculations based on World Bank data

Table 5.1 and Table 5.2 show that descriptive tests from both clusters yield similar results, with
most variables exhibiting statistically significant values hence the rejection of null hypothesis of a

normal distribution.
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5.2 Correlation matrix

Correlation matrix; Model 1

GDP GCONSM GDPC GDPG TRD UR INF
GDP 1.000
GCONSM -0.261 1.000
0.000
GDPC 0.001 -0.609 1.000
0.974 0.000
GDPG 0.101 -0.277 0.092 1.000
0.001 0.000 0.003
TRD -0.180 -0.224 0.245 0.031 1.000
0.000 0.000 0.000 0.328
UR -0.120 0.370 -0.247 -0.245 -0.103 1.000
0.000 0.000 0.000 0.000 0.001
INF -0.051 0.127 -0.161 -0.101 -0.170 0.077 1.000
0.104 0.000 0.000 0.001 0.000 0.013
Correlation matrix; Model 2
VA PS RQ RL
VA 1.000
PS 0.545 1.000
0.000
GE 0.592 0.706 1.000
0.000 0.000
RQ 0.665 0.679 0.900 1.000
0.000 0.000 0.000
RL 0.621 0.742 0.920 0.890 1.000
0.000 0.000 0.000 0.000
Correlation matrix; Model 3
MPU HDI
MPU 1.000
HDI 0.586 1.000
0.000
U 0.560 0.653 1.000
0.000 0.000
Correlation matrix; Model 4
AVR EC PROP DCRDT
AVR 1.000
EC 0.154 1.000
0.070
PROP 0.288 0.005 1.000
0.001 0.957
DCRDT 0.407 0.364 0.385 1.000
0.000 0.000 0.000
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Correlation matrix; Model 5

CABAL GVDEBT FX
CABAL 1.000
TAX -0.095 1.000
0.160
GVDEBT -0.342 0.344 1.000
0.000 0.000
FX -0.010 0.017 -0.060 1.000
0.879 0.800 0.372
Correlation matrix; Model 6
CBS TE DCI BRE
CBS 1.000
BED -0.161 1.000
0.106
TR 0.025 0.203 1.000
0.801 0.041
TE -0.344 0.113 -0.074 1.000
0.000 0.260 0.458
CcC -0.324 -0.036 -0.166 0.223 1.000
0.001 0.719 0.096 0.024
DCI -0.231 -0.008 -0.312 -0.107 -0.023 1.000
0.019 0.939 0.001 0.285 0.822
BRE -0.405 -0.277 -0.218 0.122 0.498 0.194 1.000
0.000 0.005 0.028 0.224 0.000 0.051
EDB 0.323 0.125 0.207 0.107 -0.382 -0.589 -0.530 1.000
0.001 0.212 0.037 0.283 0.000 0.000 0.000
Correlation matrix; Model 7
LIQ MKTCAP M3
LIQ 1.000
MKTCAP 0.028 1.000
0.482
SCR -0.149 -0.352 1.000
0.000 0.000
M3 0.281 0.306 -0.183 1.000
0.000 0.000 0.000

The matrices provide a glimpse of multicollinearity in models 1 and 2 through highly statistically

significant odds ratios. Accordingly, the variables GDPC and GDPG were omitted from the

regression in model 1 while VA and RQ were omitted from model 2. Due to the high correlation

between variables, the estimated results were generated from generating logs to smoothen outliers

in the variables.
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All the 7 logit models were estimated and the results of selected regressions are shown in Table

5.3. Altogether, the models performed well since all the variables that are statistically significant

show the predicted signs. A detailed discussion of these variables follows.

Variable
GDP

Model 1
2.697 (0.000)

GCONSM -1.970 (0.000)

TRD
INF
UR

-0.793 (0.010)
-0.309 (0.010)
0.388 (0.012)

Model 2

Model 3

Model 4 Model 5 Model 6

Model 7

PS
GE
RL

-0.943 (0.000)
1.345 (0.000)
-0.037 (0.867)

HDI
MPU
U

3.839 (0.000)
-0.340 (0.001)
0.002 (0.972)

AVR
EC
PROP
DCRDT

3.407 (0.000)
0.743 (0.124)
-2.434 (0.155)
-4.515 (0.001)

TAX
CABAL
GVDEBT
FX

2.778 (0.556)
0.503 (0.062)
1.289 (0.018)
0.280 (0.186)

CBS
BED
TE
TR
DCI
CcC
EDB
BRE

-0.072 (0.049)
-0.016 (0.966)
0.002 (0.175)
-1.141 (0.130)
0.447 (0.071)
-5.855 (0.026)
0.010 (0.672)
-1.224 (0.459)

MKTCAP
LIQ

M3

SCR

1.172 (0.000)
1.540 (0.000)
-2.088 (0.000)
-0.241 (0.439)

Table 5. 3: Logit model results for 7 estimations relative to inclusion in the Index.

Source: Author’s calculations based on World Bank data

They include macroeconomic factors, infrastructure and institutional quality indicators, political stability,

business climate and portfolio flow indicators.

Significance is at 5% confidence level.
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The table shows that investability of an emerging market economy can be modelled parsimoniously with a
handful of regressors.

5.3 Regression results
5.3.1 Model 1

In the first model, R-squared is 0.62, which shows that the model explains 62% variation of
investor determinants in emerging market economies. GDP, Government levels of consumption,
trade openness, inflation and unemployment rate are statistically significant determinants of
graduation into emerging market status. GDP and unemployment rate (UR) are the economic
factors that positively affect emerging market rankings. On the other hand, government
consumption (GCONSM), trade (TRD) and inflation (INF) are negatively correlated with the

likelihood of graduation.

5.3.2 Model 2

This model measured the impact of political variables captured through World Governance
Indicators on the graduation of a country into an emerging market economy. The coefficient of
government effectiveness (GE) was positive which implies that it has a positive effect on foreign
investor participation in emerging markets. Political stability (PS) and rule of law (RL) have a
negative effect on country ranking in the emerging market index. Government effectiveness and

level of political stability are statistically significant variables with the model’s R-squared at 11%.

5.3.3 Model 3

Scrutinizing three measures of infrastructure development on the possibility of a country’s
graduation to the emerging market index, human development index (HDI) remains the only
statistically significant variable with a positive coefficient. Mobile phone users per 100 persons
(MPU) is statistically significant despite a negative influence on index graduation. Internet users
per 100 persons (1U) is not statistically significant to influence a country’s ability to graduate to
the index. The model’s R-Squared is 6% implying that it’s regressors were not correct predictors

of graduation.

52



5.3.4 Model 4

This model provides an extension to the infrastructure parameters that impact a country’s
graduation primarily through government investment. Electric consumption (EC) used as a proxy
for production technology and new registered aviation carriers (AVR) used as a proxy for
transportation infrastructure are positively correlated with a country’s graduation onto the index.
On the other hand, property rights (PROP) and domestic credit to the private sector (DCRDT) have
a negative correlation to a country’s inclusion in the index. The model provides a good fit for

prediction since it has an R-squared of 60%.

5.3.5 Model 5

This model measured the impact of government sector variables such taxation, exchange rate, level
of debt and current account balance on the odds of a country graduating into the index. All the four
variables except foreign exchange rates (FX) are statistically significant at 5% and positively
correlated to the ranking in the index. The model had a low R-squared of 29%.

5.3.6 Model 6

It is expected that a favourable business environment, spurs growth and improves a country’s rank
on emerging market index. However, of all the regressors in the model, only time to enforce
contracts (TE), depth of credit information (DCI) and ease of doing business index (EDB) were
found to be positively correlated with a country’s ranking in the index. Surprisingly, control of
corruption (CC), cost of business start-up procedures (CBS) business extent of disclosure (BED),
Time to resolve disputes (TR) and business regulatory environment (BRE) had a negative impact

on country’s inclusion in the index. The model had an R-squared of 49%.

5.3.7 Model 7

The last model evaluated pull factors of foreign capital flows into a country such size of the market
represented by aggregate market value, market liquidity represented by turnover ratio, sovereign
credit ratings by Moody’s and financial depth of an economy as evidenced by broad money. All
the four variables except broad money (M3) and sovereign credit rating (SCR) had the expected

positive coefficient implying that they increased a country’s chances of graduation into the index.
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Market capitalization (MKTCAP) and liquidity (L1Q) were highly statistically significant with the
model exhibiting an R-squared of 39%.

5.4 Marginal effect analysis
To determine the marginal effect of each categorical regressor on the likelihood of graduation into
the index, the derivatives from the estimated logit models were subjected to forecasting to

determine the expected values holding the covariates constant.

Variable Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7

GDP 9.520

GCONSM -1.700

TRD -7.500

INF -2.350

UR 2.750

PS -0.445

GE 0.960

RL -0.271

HDI 2.200

MPU -0.002

U -0.007

AVR 2.300

EC 4.380

PROP -3.080

DCRDT -5.250

TAX 0.007

CABAL 0.034

GVDEBT -0.002

FX 0.001

CBS -8.360

BED -1.940

TE 3.260

TR -1.320

DCI 5.160

cc -6.760

EDB 1.250

BRE -1.410
MKTCAP 0.002
LIQ 0.007
M3 -0.003
SCR 9.640

Table 5. 4: Marginal analysis results.

Source: Author’s calculations based on forecasted Logit model estimates
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Table 5.4 depicts the behaviour of the regressors on the probability of inclusion in the emerging
market index. An increase in the market size by 1% led to an increase of 9.5% in the country’s
probability of inclusion into the index. Trade had the largest negative influence on the probability
of a country’s inclusion in the index, with a 1% increase signaling a 7.5% reduction in the odds.
A 1% increase in the unemployment rate led to a 2.7% increase in chances of a country graduating

to the emerging market index.

Marginal analysis of Worldwide Governance Indicators (WGI) suggests that the variables offer
negligible chances of a country’s probability of inclusion in the index. For example, increase in
government effectiveness yields an increase of 0.9% in the odds of being classified in the index.
Increase in political stability, implying an improvement in risk perception was found to decrease
odds of graduation by 0.45%.

Infrastructure indicators offer better insights into the chances of a country’s graduation into
emerging market status. An increase in production infrastructure (EC) by 1%, will lead to a 4.38%
rise in the odds while improvements in transport infrastructure leads to a 2.3% increase in the odds.
Technological advancements as signified by mobile and internet penetration may not attract any
significant favour for any country compared to human development index which increases the
odds by 2.2%.

The effect of tax, exchange rate volatility and current account balances show small jumps in
graduation levels of countries. For instance, a 1% increase in tax, improves the odds of graduation
by 0.007% while currency depreciation results in 0.001% chance in the odds of inclusion in the
index. Evaluating the effects of business climate variables shows that only depth of credit
information (DCI) has the largest positive impact at 5.16% while cost of business start-up
procedures (CBS) has the largest negative change at 8.36% for a unit increase of the regressor.
Marginal analysis from this model suggests that negative probabilities may persist and have larger

magnitudes relative to positive outcomes.

Marginal effects of capital flow variables show low impact on the ability of a country to graduate

to the index. Market size has a marginal impact of 0.002% while liquidity has an impact of 0.007%.
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On the contrary, sovereign credit ratings improved the chances of graduation by 9.64% signifying
that progress towards achieving investment grade status can lead to a country attracting foreign

capital flows.
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CHAPTER 6: DISCUSSION

The above results present the empirical tests of the key variables that can provide guidance about
where efforts should lie for aspiring economies seeking an upgrade to emerging market status.
Motivated by the need to receive affordable external financing, non-indexed economies can
improve their likelihood of graduation into emerging market status by concentrating on a set of
factors. Going by the hypothesis that a select number of variables are expected to impact a
country’s attractiveness to foreign investment and its attendant ranking to indices, the results from
the two separate clusters show that a greater number of these factors are important for the
probability of graduation into emerging market status. In other words, if a country is able to pursue
a steady progress towards fixing macroeconomic variables, institutional quality, adopting well-
functioning financial markets and taming political risk then it can be positively identified as an

emerging market.

Model 1

In the study of macroeconomic indicators, an analysis on the market size, government expenditure,
trade, inflation and unemployment were expected to be statistically significant and relevant for the
determination of emerging market status. Market size was found to be statistically significant in
determining the likelihood of index placement. This prediction is fully supported by existing
literature on market size hypothesis (Lim, 1983). In most cases, the greater the new market size,
the greater is the propensity to enter the market. Fedderke & Romm (2006), Tarzi (2005), Khair-
UZ-Zaman et al. (2006) and Zhang (2001) show robust evidence that investment in a developing
economy by foreign investors is purely supported by the market size of the economy. The result
also agreed with Helfat and Lieberman (2002) and Jadhav (2012), that the larger the market, the
greater the long-term benefits that accrue from exploiting resources.

Government expenditure was found to have a negative impact on the probability of inclusion in
the emerging market index. The study by Anyanwu (2011) and Hansen and Gianluigi (2007
supports this result by showing that government expenditure is a proxy for the level of government
involvement in the economy. Hailu (2010) concludes that high levels of public investment force
out private investment. In addition, most potential candidates for emerging market economies have

relatively large governments that lock out private investment in an economy (Mkenda & Mkenda,
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2004). In this sense, a negative relationship is expected between government consumption

expenditure and the likelihood of graduation into the emerging market index.

Inflation, a proxy for economic instability was found to be negatively correlated with the odds of
graduation into the index. This result is also reflected by studies done by Nnadozie and Osili (2004)
and Khair-UZ-Zaman et al. (2006) who show that higher inflation discourages foreign investment.
Asiedu (2002) sheds some light on this factor by claiming that for African countries, inflation is
associated with the decision to invest, or otherwise. It is therefore understood that steady inflation

is a reference point for macroeconomic stability of an economy.

Contrary to the findings by Yih Yun et al. (2000), Asiedu (2002) and Feils and Rahman (2008)
trade openness was negatively correlated to the likelihood of graduation into the index. This result
debunks the view that trade liberalization is an enabling factor for foreign investment flows and is
supported by the findings of (Yanikkaya , 2003). In his study, he finds that trade restrictions in the
form of tariffs, as well as trade-related taxes favour growth in both developing and developed
countries. According to “tariff jumping” hypothesis closed economy coupled with trade
restrictions can be an incentive on market-seeking FDI. This exposes the rather weak relationship
between trade openness and investability. It can be argued that passive trade liberalization may not
necessarily lead to positive economic outcomes, particularly in developing economies that wish to
graduate into the index. Also, countries that wish to achieve emerging market status, should
question their trade liberalization path and export orientation as they play catch-up with advanced

economies.

Unemployment rate had a positive impact on the likelihood of graduation into the index. It can be
argued that high unemployment rates attributed to labour force growth, skills, the labour market
information mismatch influence attractiveness of emerging market economies. Jadhav (2012)
obtains strong evidence for dependency theory among developing economies and modernization
hypothesis on the importance of low-cost labour in attracting FDI. Tsai (1994) also shows that

cheap-labour hypothesis among developing countries encourages foreign investment.
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Model 2

Model 2 incorporated measures of political stability based on the World Governance Indicators
(WGI). Political stability and rule of law were found to be negative statistically significant factors
of investability among emerging market economies. On the other hand, the effectiveness of

government intervention was found to be the only positive statistically significant factors.

Despite the obvious effect of political stability on the attractiveness of an economy, the result
demonstrates that political risk within developing emerging economies provides positives for local
economic development due to increased inflows. The results are corroborated by La Porta et al.
(1999), Lucas (1990) and Kim (2010) where they show that emerging market economies and
potential candidates of graduation entangled by political risk and low levels of rule of law attract
more FDI inflows than stable economies. Although a great deal of attention has been devoted to
finding the linkage between political risk and FDI within the host nation Dunning (1993), Moosa
(2002), Jadhav (2012), Singh and Jun (1995) and Bennet and Green (1972), the linkage between

foreign flows within emerging market context remains an extended debate.

Kim and Li (2014) attribute investor preference to political volatile economies to three reasons;
first, new investment in emerging market economies is guaranteed by firms already invested in the
country. This implies that despite political upheavals, firms with entrepreneurial activity partner
with locals to stabilize the business operating conditions while providing an assurance to new
entrants. Secondly, stable countries generate capital flows to invest in politically strained countries.
Third, politically unstable countries attract consistent FDI, only after controlling for
macroeconomic conditions. This implies that an upgrade towards emerging market status maybe
achieved only if the necessary and sufficient condition of stable macroeconomic factors is

implemented.
Government effectiveness was a positive enabler of graduation into the index. Lederman et al.

(2010) reveals that among SADC economies, the general government quality, appeals to investors

and “good governments” attract FDI.
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Model 3

The impact of institutional variables associated with human capital and technology connectivity
showed varied results. Human capital and internet penetration had a positive impact on
investability, although internet penetration was not statistically significant. The marginal impact
due to improvement in human capital (2.2%) shows that a country’s capacity to take advantage of
externalities in economic development might be limited by local conditions surrounding
technology and human capital (Al Nasser & Gomez, 2009). Suliman and Mollick (2009) agree that

African countries can achieve better economic growth through improvements in literacy levels.

The patterns of human capital development enter macroeconomic parameters very well and inform
the levels of investability. Jadhav (2012) notes a strong incentive for economic growth in the
BRICS stems from intensive usage of human capital to enhance productivity and technology
transfer. Noorbakhsh et al. (2001) also found that human capital, which can also be a proxy for

investment attractiveness, is a key determinant of FDI.

Connectivity measured through mobile and internet penetration shows that investment in
technology infrastructure will not increase the chances of a country graduating into the index. At
the same time, rapid technological change poses new challenges for developing countries because
it can outpace the capacity of governments and society to adapt to the changes that new
technologies bring about, since they affect labour markets, perpetuate inequalities, and raise ethical
questions (UNCTAD , 2018).

Model 4

Based on the measures of production infrastructure and the level of private investment, model 4
revealed that aviation departures and electric consumption positively impact investability while
property rights and credit to the private sector have a negative impact on chances of a country

upgrading into emerging market index.

The result is aligned with those of Al Nasser and Gomez (2009) and Lipsey (2003) where the level
of infrastructure has a positive impact on the financial system of a country. Particularly, they

indicated that investment in the physical infrastructure is an incentive for FDI.
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In developing economies, infrastructure improvement is critical determinant for international
competitiveness (Quazi, 2007). Aviation departures, a proxy for transport infrastructure shows a
marginal impact of 2.3% while investment in electric consumption improves the odds of
graduation into the index by 4.38%. The argument from this finding is that production
infrastructure has a higher impact than transportation infrastructure. Azizov (2007) studies FDI
determinants on Commonwealth Independent States (CIS) and yields similar results. Whereas
improving physical infrastructure shows positive results on competitiveness of developing
countries, Loree and Guisinger (1995), and Asiedu (2002) show that availability and quality of

infrastructure boosts productivity spill-over effects and determine the direction of FDI.

We know that the quality of government is closely related to its interference with the private sector,
leading to the performance of private sector. Credit provided to the private sector remains negative
and statistically significant. Credit provision is therefore not a good measure to the level of
vibrancy of the private sector. Similar results were reported by Anyanwu and Erhijakpor (2004)

for African countries.

A possible explanation for the outcome of weak property rights and attraction of foreign
investment is the difficulty in enforcement. Hausmann and Fernandez-Ariaz (2000) conclude that
FDI may be promoted by inadequate property rights since firms will independently invest in their

own know-how, expand in new markets and exploit resources without trusting local partners.

Model 5
Model 5 encompassed all variables that influence monetary and fiscal policy of an economy.
Taxation, current account balance and exchange rate fluctuations were found positive and

statistically significant in determining investability. The result is aligned with that of Quazi (2007).

There are several explanations why taxation may influence investability positively. First,
generally, foreign investors and firms view emerging markets from the long-term perspective and
in the presence of more repressive taxation regimes, there exist preferential tax incentives to lure

them into new markets, while the same may not apply to domestic firms. This conclusion is reached
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by Usher (1977) and Hadari (1990). Secondly, according to “tariff jumping” hypothesis, in open
economies which is a key feature of developing countries, investors are able to jump the “tariff-

wall” in the presence of high tariffs due to taxation (Hamid & Chakrabarti, 2009).

Exchange rate volatility within emerging markets is predominantly high and from the results
somehow, investors are attracted to such economies. According to Bennassy-Quere et al. (2000),
depreciating currencies of host nations create more wealth for foreign investors. Furthermore,
Lecraw (1991), dismantles the influence of exchange rate into two motives. If the foreign
investment is seeking to exploit market opportunities, the exchange rate becomes an enabler on
the likelihood of graduation into the index. Likewise, if its resource-seeking or export-oriented,
the impact of the real exchange rate is negative. It can thus be argued that investability
considerations are driven by long-term considerations and not speculative considerations on
exchange rate expectations. For these reasons, Kim (2010), concludes that the more liberal a

country's foreign exchange system, the more likely FDI is to be independent or exogenous.

In line with expectations, only central government debt had a negative impact on investability. the
implication being that any upgrade decisions by index providers gives higher weighting to public
debt. In contrast, current account balance had a positive impact on investability, implying that a

strong process of fiscal consolidation, could result in steady reduction in debt levels.

Model 6

Model 6 recorded the impact institutional and business climate variables on the odds of graduation
into the index. Of all the 8 variables, evaluated, only ease of doing business, depth of credit
information and time to enforce contracts were found to be positive, yet insignificant. Contrary to
the findings of Daude and Stein (2007), on the importance of institutional variables using bilateral

FDI, this study revealed that it is vital to disaggregate each category.

Contrary to expectation, control of corruption depresses investability. This shows that the
prevalence of corruption and low transparency is not harmful to foreign investment. This agrees
with the findings of Kim (2010), who reveals that countries with high level of corruption of

government and low level of democracy have higher FDI inflows. From literature, corruption is
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linked to less transparency, bureaucracy, inefficiency and greater costs for business and lost
resources. The conflicting findings from this study indicate that even with high corruption in a
country, markets function because of the linkage between greater opportunities for foreign
investors. Li and Resnick (2003) confirm this hypothesis by comparing foreign investor preference
to democratic regimes and autocratic regimes. They find that foreign investors prefer autocratic
regimes because of the stability they enjoy operationally, without the worry of changing policies

and shifts in power.

Depth of credit information and time to enforce contracts are indicators for the level of
accountability. The positive coefficients show that investors prefer transparent markets with less
information asymmetry. This emphasizes the need for robust disclosure and attraction of foreign
investment for emerging market economies. Conversely, the extent of disclosure for business and
the regulatory environment may negatively reduce the chances of graduation into the index.
Anyanwu (2011) in his study on the determinants of FDI among African countries notes that
regulation and cost frictions within the formal financial channels deter remittances especially
among immigrants sending money home. This observation also buttresses the result of the negative

coefficient of cost of business start-up procedures.

As expected from theory, the higher the rank in the Ease of Doing Business Index by the World
Bank, the higher the investability of a country. Consequently, policies directed at expanding
efficiency of financial markets and improving investment sentiment act as a pull factor for capital
inflows. This observation is confirmed by Nellor (2008) through his study on the impact of private-
sector led growth in Sub-Saharan Africa. Countries that wish to graduate into emerging market
index, should remain increasingly efficient, promote conducive business environment and are

rewarded through increased capital inflows which provide the much-needed debt relief for growth.

Model 7

The final model analyzed the indicators that were expected to influence foreign portfolio flows.
All the factors showed positive coefficients except broad money. To make sense of these
observations, studies conducted on the evolution of financial systems and endogenous growth

theory are important. King and Levine (1993), Levine and Zervos (1996, 1998), Rousseau and
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Wachtel (1998), Levine et al. (2000) and Hondroyiannisa et al. (2004) all conclude that the
financial system provides a mechanism for pooling resources, mobilizing capital through savings,
technological innovation and improving resource allocation. From the foregoing, we can conclude
that a larger financial market proxied by market capitalization improves investability of an

emerging market economy because there is greater mobilization of capital and resource allocation.

Generally, more liquid markets are preferred by foreign investors over small, illiquid ones. Besides
the direct effect of liquidity on return of securities such as stocks, Nasser and Gomez (2009) show
that it is necessary to improve stock market trading volumes and the level of credit to the private
sector through banks to spur FDI inflows. Without these conditions, foreign investors would
demand greater compensation for the risk they are taking in emerging markets characterized by
high liquidity risk. Hausmann and Fernandez-Arias (2000) provide useful findings from debt
markets in Latin America. They show that the presence of illiquidity in the debt markets implies

an application of a stochastic tax rate which shifts portfolio allocation away from the debt markets.

Sovereign credit ratings showed the right signal but remained statistically insignificant even after
testing for robustness. Cantor and Packer (1996) construct a set of variables that influence credit
ratings and show that foreign investors have access to these set of information for decisions on
whether to invest or not. Similarly, Borensztein et al. (2007) show that sovereign credit ratings
have a bi-directional causality; they have a significant effect on private index ratings as well as
sovereign borrowing in international capital markets. In addition, this positive causality can only
be achieved once a developing country controls for macroeconomic conditions and firm-level

indicators.

Broad money supply, a measure of financial depth had negative impact on the chances of index
inclusion. Although the predictive power of the variable was low, it can be argued that the growth
rate in money supply indicates high inflation rates and lack of a country’s capacity to sustain a
given domestic debt. With a steady reasonable money supply, inflation is kept in check and
economic growth is realized. Foreign investors monitor actions from monetary fundamentals and
this provides impetus for investment. The results by Arfanuzzaman (2014) reinforces the role of

long-term relationship between policy setting and attractiveness of an emerging market.
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CHAPTER 7: CONCLUSION

The persistent impact of being investable has important implications for emerging market
economies. It represents an externality that securing steady and consistent capital flows is an
imperative. Achieving emerging market status for developing countries has two-fold benefits: first,
it lowers financing costs for developing countries in international capital market access that are
constrained by the sovereign rating, secondly, it expands the pool of potential buyers of a country’s
bond issuances to institutional investors. The capital from foreign investors complement domestic
savings in emerging market economies and thereby contribute to sustainable growth. For their part,
countries that are aiming to attract these capital flows, are struggling to put in place policies and

procedures likely to promote and maintain their sustained access to foreign investors.

Emerging market indices build on extensive and broad measures to screen countries for inclusion
in the index. While index providers outline a guide post for investors, the resultant toolkit offers
undifferentiated decision for countries that wish to achieve emerging market status. Other factors
such as sector weightings pose a threat to the robustness of the index because index builders choose
an opportunity set dominated by certain sectors of the economy. From this shortcomings, previous
studies have attempted to constitute determinants of investability that impact both FDI and
portfolio flows. This study builds on previous research by focusing on stylized factors that increase

the likelihood of graduation into an emerging market index.

Using a sample of 72 countries chosen from MSCI rankings of emerging markets, frontier and
other economically similar ones, this study sought to obtain a measure which could be used for
concrete classification of an emerging market benchmark. The analysis of these factors, aimed at
providing a set of indicative sequencing of optimal approaches to achieving an upgrade for many
developing countries. The study employed a Logit model of estimation using data from 1998-2018

obtained from the World Development Indicators by the World Bank.

The main empirical results can be summarized as follows; In the study of macroeconomic
indicators, market-strength variable was found to be statistically significant parameters for
determining likelihood of inclusion in the index. The greater the new market size, the greater is

the propensity to enter the market. Government expenditure, inflation and trade openness were
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found to have a negative impact on the probability of inclusion in the emerging market index. High

unemployment rate is found to positively impact the likelihood of graduation into the index.

Political stability and rule of law were found to be negatively correlated with investability.
Perceptions of government effectiveness was found to be the only positive statistically significant
factor in determining investability. The study finds that despite political risks, firms with
entrepreneurial activity partner with locals to stabilize the business operating conditions while
providing an assurance to new entrants. Additionally, politically-unstable countries attract
consistent FDI, only after controlling for macroeconomic conditions. This implies that an upgrade
towards emerging market status maybe achieved only if the necessary and sufficient condition of

stable macroeconomic factors is implemented.

Human capital development was found to have a positive impact on the chances of a country
achieving emerging market status. Investment in human capital and its intensive usage enhances
productivity and technology transfer. Connectivity measured through mobile and internet
penetration revealed that investment in technology infrastructure will not increase the chances of
a country graduating into the index. This was attributed to effect of rapid technology in outpacing

government’s capacity to adapt, labour market frictions and persistent inequalities.

Production infrastructure and the level of private investment were found to positively impact
investability. To promote and maintain stable private capital flows to developing economies, it

was found that production infrastructure has a higher impact than transportation infrastructure.

Taxation, current account balance and exchange rate fluctuations were found positive and
statistically significant in determining investability. Investability considerations are driven by
long-term considerations and not speculative considerations on exchange rate expectations or high
taxation. Foreign investors receive preferential tax incentives to lure them into new markets and
are capable of circumventing any tariffs imposed on them. Foreign investment is an exogenous
variable where a liberal exchange rate prevails and its impact on investability depends on the

motive of investment.
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In line with expectations, only central government debt had a negative impact on investability. The
implication being that any upgrade decisions by index providers gives higher weighting to public
debt. In contrast, current account balance had a positive impact on investability, implying that a
strong process of fiscal consolidation, could result in steady reduction in the levels of debt.

Under the study of institutional variables and business climate, transparency and accountability
were found to be important factors influencing investability. Moreover, the ease of doing business
rank and depth of credit information were found to show a strong positive correlation to a country’s
graduation into the index. Control of corruption, contrary to initial hypothesis, was found to have
a negative correlation to investability. A possible justification was that within the bureaucracy

maze exist greater opportunities for foreign investors to exploit.

From the indicators of foreign portfolio flows, it was found that large, transparent and liquid
markets play a positive role in measuring investability. Sovereign credit ratings showed the right
signal but remained statistically insignificant even after testing for robustness. It was explained
that sovereign credit ratings can show a positive causality once a developing country controls for

macroeconomic conditions and firm-level indicators.
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7.1 Recommendations

The objective of this study was to ascertain the underlying investability factors that distinguish
emerging market economies that have graduated from those that are in the process of achieving
emerging market status. Understanding the linkages uniting financial market development for
emerging market economies and level of capital flows is critical for developing countries as it

maps out the eligibility process.

The findings of this study support the related literature of Ladekarl and Zervos (2004) that
emphasis should be placed on adopting well-functioning financial markets, taming

macroeconomics volatility and ensuring efficiency of critical determinants of investment flows.

This being the case, we can deduce the following policy implications for African countries; First,
the evidence indicates that macroeconomic policies have a greater impact on investability. Market
size and growth have a positive impact on investability. African countries should promote more
regional cooperation and integration to increase market size in Africa and help attract investors
currently constrained in part by the small size of some domestic African markets. This is all the
more important given our finding that large market size attracts consistent foreign investment to
emerging market economies. It is crucial for developing countries to manage inflation rates and
budgetary allocations. Government spending in public goods should not crowd out private

investment.

The study exposed the weak relationship between trade openness and investability. It can be argued
that passive trade liberalization may not necessarily lead to positive economic outcomes,
particularly in developing countries that wish to graduate into the index. African countries with
open economies, should question their trade liberalization path and export orientation as they play

catch-up with advanced economies.

Secondly, an important contribution of this paper relates to the finding that foreign investment
flows follow high political instability. Simultaneously, the study finds that consistent track record
of government intervention and stability of the legal environment are positive indicators of

investability. Thus, foreign investment is responsive to investment in regulatory framework and
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good governments. As a first step, politically unstable countries, need to encourage reforms for
increased political participation. It is noteworthy, that this result should provide further avenues

for research to establish the level of country risk that foreign investors are willing to tolerate.

Third, for developing countries to increase foreign investment, the patterns of human capital and
promotion of physical infrastructure should be priority. Therefore, government’s expenditure on
schools, colleges and vocational training institutions complements low levels of technology

investment.

Fourth, policies directed at expanding efficiency of financial markets and improving investment
sentiment act as a pull factor for capital inflows. Developing countries should remain increasingly
efficient, promote conducive business environment and implement sound economic and financial
policies. These should encompass monetary discipline, exchange rate and debt management
policies supported by domestic policies. Equally important are policies that enhance depth of credit
information, maintain the sanctity of contracts, as well as other measures needed to advance the

ease of doing business index and an open investment environment.

Fifth, given the weak financial development of developing countries, African countries should
improve the quality of domestic financial systems and integrate them into the global financial
markets to make the economies more attractive to foreign investment. One possible way to
encourage strong predictor of financial flows is to increase the financial depth of the economy and
manage external foreign sovereign obligations. Hence, in this regard, investment policy

instruments should be in place to assure higher credit ratings.

In general, developing African countries have the opportunity to influence the inflow of foreign
investment by controlling the highlighted factors of investability. With respect to policy making,
the arguments based on this study promote the view that index inclusions is a gradual process and
is followed by increased investor awareness. The pull factors are essential tools in attracting
foreign portfolio flows in emerging markets and it impacts on country’s borrowing costs. This

paper brings out the perceived investability of a country and the extent of financing for
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development and growth, which may provide future research opportunities. The inclusion in a

global benchmark index such as MSCI EM provides a case to test for these issues.

The findings of the study show that efforts by countries aiming for index inclusion can increase
the likelihood by focusing on faster pace of fixing macroeconomic indicators. While efforts to
improve on all aspects would be desirable, progress on physical infrastructure, human capital,
financial market development, political risk and regulatory framework is likely to be gradual and
not directly linked to macroeconomic policies. Simultaneously, a steady progress towards well-
functioning financial markets and domestic policies is likely to have a greater effect on increasing

the likelihood of investability.

In terms of market terminologies, the findings of this study find the definition of emerging markets
according to Ojah (2014) more superior to IFC (1980). The definition by Ojah (2014) correctly
specifies the importance of financial market development in a country and the diminishing role of
governments in financing production. Nonetheless, both definitions converge at the point of

distinguishing the features of mature emerging economies and those that wish to upgrade.
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APPENDIX A: MSCI MEASUREMENT CRITERIA

Aspect

Definition

Openness to foreign ownership
Qualification of investors
Limits on foreign ownership
Participation level of foreign investors

Rights of investors

Existence of a level playing field for all categories of investors.

Proportion of the market being accessible to non-domestic investors.

Proportion of shares still available for non-domestic investors and a foreign board where
non-domestic investors could trade the shares.

Equal economic and voting rights for both majprity and minority shareholders.

Ease of capital inflows / outflows
Capital flow restriction level
Level of market liberalization

Existence of restriction on movement of capital to and from the host stock market.
Existence of a developed onshore and offshore foreign exchange market

Efficiency of the operational framework
Market entry

Registration and account sign-up
Market organization

Legal regulations

Level of information disclosure
Market infrastructure

Clearing and settlement

Custody

Registry and depository
Level of trading
Transferability

Stock lending

Short selling

Assess the level of registration requirements, i.e tax 1Ds, set-up of local accounts,
approval process and time to complete the checks and approvals.

Existence of an advanced legal and regulatory framework governing the financial
markets to avoid ambiguity and enhance access.

Timely disclosure of complete stock market information items such as market alerts,
company news, public offers and dividend declarations.

Well functioning clearing and settlement system based on the broad framework
published by the Bank for International Settlements (BIS)

Existence of an efficient mechanism that prevents brokers to have unlimited access to
the investor's accounts and guarantees the safekeeping of its assets. Healthy competition
among local custodian banks, presence of global custodian banks.

Well functioning central registry or independent registrars and a central depository.
Competition among brokers that allows for market efficiency

Possibility of off-exchange transactions and similar transfers.

Presence of regulatory framework allowing extensive use of stock lending.

Existence of a regulatory framework allowing short selling.

Availability of Investment

Existence of restrictions on access to derived stock exchange information, data and
products that prevents the creation of investment

Institutional framework

Basic rule of law and the stability of the "free-market" economic system, with consistent
track record of government intervention with regards to foreign investors.
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APPENDIX B: EVIEWS LOGIT MODEL RESULTS

Model 1

Dependent Variable: INDEX

Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 12:37

Sample (adjusted): 21 1526

Included observations: 979 after adjustments
Convergence achieved after 7 iterations

Covariance matrix computed using second derivatives

Variable Coefficient Std. Error 2z-Statistic Prob.
C -56.81200 6.114998 -9.290600 0.0000
LNGDP 2.697472 0.189971 14.19937 0.0000
LNGCONSM -1.969834 0.764430 -2.576867 0.0100
LNTRD -0.793098 0.257544  -3.079471 0.0021
LNUR 0.387867 0.153515 2.526574 0.0115
LNINF -0.309115 0.120510 -2.565060 0.0103

McFadden R-squared 0.621330 Mean dependent var 0.427988

S.D. dependent var 0.495040 S.E. of regression 0.288341
Akaike info criterion 0.529323 Sum squared resid 80.89569
Schwarz criterion 0.558271 Log likelihood -253.1037
Hannan-Quinn criter. 0.540717 Deviance 506.2075
Restr. deviance 1336.804 Restr. log likelihood -668.4020
LR statistic 830.5964 Avg. log likelihood -0.258533
Prob(LR statistic) 0.000000

Model 2

Dependent Variable: INDEX

Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 12:43

Sample (adjusted): 43 1490

Included observations: 398 after adjustments
Convergence achieved after 4 iterations

Covariance matrix computed using second derivatives

Variable Coefficient Std. Error z-Statistic Prob.
C -0.259151 0.135781 -1.908595 0.0563
LNPS -0.942993 0.205032 -4.599248 0.0000
LNRL -0.036951 0.220243 -0.167774 0.8668
LNGE 1.344965 0.267912 5.020172 0.0000

McFadden R-squared 0.116043 Mean dependent var 0.417085

S.D. dependent var 0.483698 S.E. of regression 0.457592
Akaike info criterion 1.221104 Sum squared resid 82.49973
Schwarz criterion 1.261169 Log likelihood -238.9996
Hannan-Quinn criter. 1.236973 Deviance 477.9993
Restr. deviance 540.7497 Restr. log likelihood -270.3749
LR statistic 62.75043 Avg. log likelihood -0.600502
Prob(LR statistic) 0.000000

Obs with Dep=0 232  Total obs 398
Obs with Dep=1 166
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Model 3

Dependent Variable: INDEX
Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 12:47
Sample (adjusted): 4 1533
Included observations: 1178 after adjustments
Convergence achieved after 4 iterations

Covariance matrix computed using second derivatives

Variable Coefficient Std. Error  z-Statistic Prob.
c 2.492549 0.520798 4.786022 0.0000
LNMPU -0.389589 0.119744  -3.253505 0.0011
LNIU 0.001888 0.052757 0.035784 0.9715
LNHDI 3.839139 0.528395 7.265657 0.0000
McFadden R-squared 0.058918 Mean dependent var 0.377759
S.D. dependent var 0.485033 S.E. of regression 0.469031
Akaike info criterion 1.254584 Sum squared resid 258.2688
Schwarz criterion 1.271805 Log likelihood -734.9498
Hannan-Quinn criter. 1.261077 Deviance 1469.900
Restr. deviance 1561.925 Restr. log likelihood -780.9626
LR statistic 92.02551 Avg. log likelihood -0.623896
Prob(LR statistic) 0.000000
Model 4
Dependent Variable: INDEX
Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 12:52
Sample (adjusted): 197 1529
Included observations: 135 after adjustments
Convergence achieved after 6 iterations
Covariance matrix computed using second derivatives
Variable Coefficient ~ Std. Error  z-Statistic Prob.
c -24.80903 6.404473  -3.873703 0.0001
LNEC 0.743412 0.482630 1.540335 0.1235
LNAVR 3.407435 0.732809 4.649908 0.0000
LNDCRDT -4.514962 1.185665  -3.807957 0.0001
LNPROP -2.433828 1.711881  -1.421728 0.1551
McFadden R-squared 0.600742 Mean dependent var 0.214815
S.D. dependent var 0.412223 S.E. of regression 0.251441
Akaike info criterion 0.489515 Sum squared resid 8.218942
Schwarz criterion 0.597118 Log likelihood -28.04225
Hannan-Quinn criter. 0.533242 Deviance 56.08451
Restr. deviance 140.4718 Restr. log likelihood -70.23597
LR statistic 84.38744 Avg. log likelihood -0.207720
Prob(LR statistic) 0.000000
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Model 5

Dependent Variable: INDEX
Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 12:56
Sample (adjusted): 136 15086
Included observations: 73 after adjustments
Convergence achieved after 5 iterations

Covariance matrix computed using second derivatives

Variable Coefficient  Std. Error  z-Statistic Prob.
c -15.01711 4956787 -3.029606 0.0024
LNTAX 2.777691 1.450333 1.915209 0.0555
LNFX 0.279758 0.211672 1.321660 0.1863
LNGVDEBT 1.289103 0.542643 2.375601 0.0175
LNCABAL 0.503147 0.270056 1.863124 0.0624
McFadden R-squared 0.292927 Mean dependent var 0.671233
S.D. dependent var 0.473016 S.E. of regression 0.382023
Akaike info criterion 1.032568 Sum squared resid 9.924050
Schwarz criterion 1.189448 Log likelihood -32.68872
Hannan-Quinn criter. 1.095087 Deviance 65.37744
Restr. deviance 92.46211 Restr. log likelihood -46.23105
LR statistic 27.08467 Avg. log likelihood -0.447791
Prob(LR statistic) 0.000019
Model 6
Dependent Variable: INDEX
Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 13:10
Sample (adjusted): 205 1533
Included observations: 102 after adjustments
Convergence achieved after 6 iterations
Covariance matrix computed using second derivatives
Variable Coefficient Std. Error  z-Statistic Prob.
c -3.033010 8.670868  -0.349793 0.7265
CBS -0.072408 0.036792  -1.968068 0.0491
BED -0.016798 0.397449  -0.042265 0.9663
TE 0.002825 0.002083 1.356279 0.1750
TR -1.141199 0.753285 -1.514962 0.1298
cC -5.855580 2.625266  -2.230471 0.0257
DCI 0.447449 0.247802 1.805675 0.0710
EDB 0.0108086 0.025482 0.424053 0.6715
BRE -1.224823 1.654391 -0.740346 0.4591
McFadden R-squared 0.491589 Mean dependent var 0.127451
S.D. dependent var 0.335124 S.E. of regression 0.241719
Akaike info criterion 0.564400 Sum squared resid 5.433802
Schwarz criterion 0.796016 Log likelihood -19.78443
Hannan-Quinn criter. 0.658189 Deviance 39.56885
Restr. deviance 77.82850 Restr. log likelihood -38.91425
LR statistic 38.25965 Avg. log likelihood -0.193965
Prob(LR statistic) 0.000007
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Model 7

Dependent Variable: INDEX
Method: ML - Binary Logit (Quadratic hill climbing)
Date: 10/15/21 Time: 13:12
Sample (adjusted): 1 1505
Included observations: 624 after adjustments
Convergence achieved after 5 iterations

Covariance matrix computed using second derivatives

Variable Coefficient Std. Error  z-Statistic Prob.
c 1.204687 1.316895 0.914793 0.3603
LNMKTCAP 1.171902 0.172331 6.800279 0.0000
LNLIQ 1.540463 0.132133 11.65839 0.0000
LNM3 -2.087727 0.300004 -6.958990 0.0000
LNSCR -0.241008 0.311588  -0.773483 0.4392
McFadden R-squared 0.395511 Mean dependent var 0.649038
S.D. dependent var 0.477654 S.E. of regression 0.344235
Akaike info criterion 0.799491 Sum squared resid 73.35029
Schwarz criterion 0.835037 Log likelihood -244 4413
Hannan-Quinn criter. 0.813304 Deviance 4388.8826
Restr. deviance 808.7537 Restr. log likelihood -404.3769
LR statistic 319.8711  Avg. log likelihood -0.391733

Prob(LR statistic) 0.000000
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