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                    Abstract
This paper examines the risk of US direct foreign investments over the period 1982–98 in 59 host countries. The first part of the analysis builds an empirical model to explain the time-series and cross-country patterns of return on capital. The estimation then uses the return on assets (ROA) as a measure of the return on capital, and investigates its determinants. There are four main findings. First, the ROA in a majority of countries does not simply track the worldwide ROA. Second, some cross-country differences are explained by financial risks. Third, unexplained country risk is qualitatively and quantitatively related to unobserved political risk. Fourth, unexplained country risk is also compensated with a higher ROA, enhancing its credibility as a measure of political risk. The unexplained country risk is thus used to calculate a new index of political risk ratings for 56 host countries that may be useful to managers, investors, policymakers, and academics.
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                    Notes
	For example, Lehmann (2002) uses variances of returns on assets and sales as measures of risk, which are subsequently linked to country-specific risk emanating from political uncertainty (but not decomposed). Lehmann develops a model and conducts an empirical investigation of the allocation of capital by US MNCs across foreign countries, and finds that capital stocks are high in countries with a history of high returns and low variability.


	The term ‘peso problem’ is from the literature on the foreign exchange market. With reference to the Mexican peso during its fixed exchange rate regime, there was a ‘problem’ in the forward market data when market expectations ex ante reflected the probability of an event, such as devaluation (or imposition of exchange or capital controls), that did not occur ex post.


	Income statement and balance sheet items conform to Generally Accepted Accounting Principles. The net income is the sum of: (1) sales; (2) income from equity investments; (3) capital gains; and (4) other income, minus the sum of: (1) cost of goods sold and selling, general, and administrative expenses; (2) foreign income taxes; and (3) other expenses. Total assets include: (1) net property, plant, and equipment; (2) equity investment in other foreign affiliates; (3) other non-current assets; (4) inventories; and (5) other current assets. Analysis is restricted to the category ‘Majority-Owned Nonbank Foreign Affiliates of Nonbank US Parents’ in order to focus on the DFI in which US investors have control, and to exclude banking activities.


	With 59 countries and 17 years, the total number of observations would be 1003. Data for Libya and Liberia end in 1988, removing 20 possible observations. Data for Barbados, China, Costa Rica, Dominican Republic, Guatemala, and Honduras begin in 1989, removing 42 possible observations. Two years of data from Trinidad and Tobago are suppressed by the DOC in order to preserve confidentiality of firms operating there.


	The number of observations in the regression is 877. The size of the panel is 939 observations. The observation for Peru in 1990 ( −24%) is deleted because the Dixon Q test rejects the hypothesis that it is not an outlier. Since both Peru and Trinidad and Tobago have breaks in the series, the total number of observations discarded in order to implement the adjustment lag is 59 + 2=61, leaving 939 −1 −61=877 observations for the regression.


	The country data are predominantly from the International Monetary Fund's International Financial Statistics database. The nominal growth rate of gross domestic product (GDP) in local currency is calculated from line 99b as the logarithmic change from the previous year. The percentage change in the US dollar per foreign currency exchange rate is the logarithmic change in the annual average exchange rate from line ah. The interest rate is the most complete interest rate series available in the database, with preference given to government treasury bill rates in line 60c. The local inflation rate is calculated as the logarithmic change in the consumer price index (CPI) from line 64. Data for Taiwan are from the Europa World Yearbook and data for Bermuda are from the United Nations’ National Account Statistics (except the exchange rate for Bermuda is simply B$=US$). At this stage, three countries drop out of the analysis owing to lack of some data: Libya and United Arab Emirates do not have data on the CPI, and Netherlands Antilles does not have data on GDP.


	Time series of the Euromoney and Institutional Investor ratings are compiled from hard copies of the magazines; the ratings from Euromoney are the ratings from September or October of the year (although 1998 was reported in December), and the ratings from Institutional Investor are consistently from September of the year. Time series for ICRG are September observations purchased from www.CountryData.com. For all series, data for Germany splice together data for West Germany up through 1990 and data for unified Germany thereafter.


	Netherlands Antilles, the least risky of all countries, drops out owing to lack of data on GDP. Peru, the riskiest country, becomes safer once the outlier observation is removed; the standard deviation of ROA without the 1990 observation is 5.30.


	We also computed an adjusted rating to account for the degree to which US assets in each country are spread across the six industry classifications tracked by the DOC. The concern is that heterogeneous investments within a country may serve to diversify and reduce the risk of capital deployed there, lowering the standard deviation of residuals, but that political risk ratings should not reward countries where DFI is well diversified (penalizing countries where DFI is not well diversified). The adjustment is somewhat rudimentary because more than 18% of the observations are not reported by the DOC. However, a simple regression suggests that diversification is associated with lower risk. Empirically, there are some differences between the unadjusted and adjusted ratings, but the correlation coefficient is 0.86, so the indices are in fact highly similar. The adjustment does not affect any of the results presented in the rest of the paper, so to conserve space we do not report the adjusted rating or results using it.


	The correlation between σ

                        i
                       and average per capita gross national income (typically the single most important determinant of country risk) over the period 1982–98 is −0.392. Two other specific elements of political risk were also considered. Transparency International reports a corruption perceptions index in which a low value represents high corruption; it is available on www.transparency.org. The correlation of σ

                        i
                       with the average Transparency International index over 1982–98 is −0.423. The Heritage Foundation provides an index of economic freedom in which a low value represents high freedom; this is available in O'Driscoll et al. (2000). The correlation with the average of 1995–98 is 0.335. These further suggest that σ

                        i
                       is related to various country and political risks conventionally defined.
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