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Abstract
In this paper, we examine the bi-directional relationship between financial globalization (proxied by for-
eign direct investment (FDI) flows) and economic institutions (proxied by central bank independence
(CBI)) taking into consideration the role of political institutions. We test our argument on a sample of
48 African countries (1970–2012) using a two-step System Generalized Methods of Moments, with col-
lapsed instruments and Windmeijer robust standard errors. Using two proxies for CBI, the study finds
that while legal CBI does not have a significant impact on FDI, high central bank governor turnover
rates have a significantly negative impact on FDI inflows. However, higher levels of political institutions
significantly enhance the impact of legal CBI on FDI inflows, and dampen the impact of high central bank
governor turnover rates on FDI inflows. The study also shows that, higher FDI inflows have a significantly
positive impact on both legal and de facto CBI. This impact is accelerated in countries characterized by
higher levels of political institutions.
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1. Introduction

Financial globalization in the form of foreign capital flows has been on the rise in recent times (Gaies
et al., 2019). Foreign direct investment (FDI) has been one of the most dominant forms of foreign
capital flows mainly because of its stability compared to, for example, portfolio investments and
debt flows (World Development Indicators, 2019) and have as such become a major focus for devel-
opment. Aside from their relative stability, FDI inflows present numerous benefits to recipient or host
economies. Several empirical studies have confirmed the benefits of FDI to host economies (Lee et al.,
2020; Lihn et al., 2019; Orbes et al., 2019). These benefits include improved managerial techniques,
economic growth/development (Dellis et al., 2017), employment generation (Kurtishi-Kastrati,
2013), higher tax revenues (Udeh and Odo, 2017), technological spillovers (Loukil, 2016; Navas,
2019) amongst others. However, several other studies have highlighted either a negative or no effect
of FDI on host economies (Al-Saleh and Allen, 2019; Chen et al., 2017; Ndikumana and Sarr,
2019; Uddin and Yousuf, 2016). The latter results have largely been attributed to the exclusion of mea-
sures for absorptive capacity, indicating that FDI can benefit host economies in the presence of absorp-
tive capacity. Of these factors, institutions have been projected to play a major role in facilitating the
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impact of FDI on host economies, with good institutions facilitating FDI inflows (see Agbloyor et al.,
2016; Kwabi et al., 2020).

One measure of institutions that plays a major role in determining FDI inflows is central bank inde-
pendence (CBI). An independent central bank is a key economic institution countries put in place to
increase the credibility of monetary policy (Warjiyo et al., 2019) and to promote price stability (Bodea
and Higashijima, 2017), which guarantees the preservation of the value of investors’ funds. CBI can be
a signal to investors about the future course of policy. It can also lower sovereign borrowing costs (e.g.
Polillo and Guillen, 2005) which can ultimately lead to price stability. Thus, CBI signals certainty and
reliability to foreign investors that the central bank is committed to following more credible monetary
policy. Given that many governments in Sub-Saharan African countries are coming up with policies to
attract FDI, it is important for studies on the drivers of FDIs to be carried out. As much as several
studies have investigated the role institutions play in driving FDI, none has concentrated on the impact
of CBI on FDI. This study fills in the gap by first examining the empirical relationship between CBI
and FDI.

Second, the study also investigates the conditions under which CBI flows promote FDI. Our main
argument is that political institutions are an essential channel for CBI to promote FDI flows. We argue
that political institutions are an important channel through which CBI flows promote FDI. Bodea and
Hicks (2015), for example, note that, sometimes, countries reform their central banks for reasons that
have little to do with the expected consequences of such reforms. As CBI becomes a standard of
macroeconomic governance, countries may change central bank legislation following practices of
social peers without having in place institutional constraints that make CBI credible. Therefore,
there are certain conditions under which investors find central bank reforms informative and one
is the presence of strong political institutions which result in respect for CBI provisions. This gives
credibility to the CBI arrangement and makes it effective in achieving the set objective of an independ-
ent central bank. This suggests that strong political institutional arrangements are needed for CBI to
have a more desirable effect on FDI flows.

Third, the relationship between FDI and CBI should not be one way. Indeed, the literature shows
that foreign investments have effects on the host country, including, for example, effects on the devel-
opment of the domestic banking system and stock market (see e.g. Agbloyor et al., 2013). We hypothe-
size that FDI will have a positive influence on central bank reforms and CBI for a number of reasons.
Foreign investors would want to see improved CBI and its attendant effects such as macroeconomic
stability (Shah, 2017) before trooping into a host country. Also, policy makers would want to retain the
investors that they have attracted by putting in place policies that enhance the value of their invest-
ments. Thus, increasing FDI should bring about the adoption of reforms such as CBI that makes eco-
nomic institutions more likely to produce and sustain the economic environment suitable for foreign
enterprises in investment destinations. This brings us to our third objective.

Fourth, it is also interesting to note that the quality of political institutions may affect the impact of
FDI on CBI. With regards to the impact of political institutions on the FDI–CBI relationship, we argue
that in strong political institutional environments, respect for the rule of law creates the necessary pol-
itical and economic environment for foreign investors to do business and to seek to influence eco-
nomic policies that preserve the value of their investments. Consequently, FDI is likely to lead to
higher CBI in an environment of higher political institutions because it creates a more favourable
environment for foreign investors to exert influence on domestic economic policies such as promoting
CBI. This is important, from the perspective of foreign investors because lack of CBI can lead to price
instability and a depreciation of the local currency, thus leading to a fall in the value of their invest-
ments. Hence, our fourth objective examines how strong political institutions enhance the effect of
FDI on CBI.

We contribute to literature by looking at the bi-causal relationship between FDI and CBI. We also
look at how strong political institutions can enhance this relationship in both ways. The study uses
data on CBI from Garriga (2016) which covers the years 1970–2012 and presents a larger number
of data points helpful in testing the hypothesis of this study. We also utilize central bank governor
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turnover rates as proxies for CBI as it has been found to be a more effective measure of CBI in devel-
oping countries. This sets this study apart from that of Bodea and Hicks who focus on non-OECD
countries.

Africa provides an interesting case study for our empirical experiment for a number of reasons.
Firstly, policy makers in Africa are now viewing FDIs as an important tool to achieving economic
development and to meeting the sustainable development goals (Dhahri and Omri, 2020).
Secondly, Africa has experienced very high levels of price instability which have been shown by pre-
vious studies as a main deterrent for FDI flows (see e.g. Ambaw and Sim, 2018; Mustafa, 2019). Price
instability has been shown to be higher in countries with less independent central banks (Agoba et al.,
2017; Garriga and Rodriguez, 2020). Thirdly, the data (Appendix I1) suggests a positive correlation
between CBI and FDI flows in Africa. Consequently, given the high level of CBI reforms in Africa
and improving quality of political institutions in the region, we propose to test the observed positive
correlation more formally using econometric approaches suitable for such an empirical investigation.

Using both de jure and de facto CBI data from Garriga (2016), the study finds that in Africa while
legal CBI does not have a significant impact on FDI, high central bank governor turnover rates have a
significant negative impact on FDI inflows. However, higher levels of political institutions significantly
enhance the impact of legal CBI on FDI inflows and dampen the impact of high central bank governor
turnover rates on FDI inflows. The study also shows that, higher FDI inflows have a significant positive
impact on both legal and de facto CBI. This impact is accelerated in environments with higher levels of
political institutions. The rest of the paper is structured as follows. Section 2 provides stylized facts on
FDI, CBI and political institutions; Section 3 provides a literature review on FDI, CBI and institutions;
Section 4 details the methodology adopted in examining the objectives of the study. In Section 5, we
analyse the findings in line with literature and provide our conclusion and recommendations in
Section 6.

2. Stylized facts on FDI, CBI and political institutions

In this section, we present some stylized facts on FDI, CBI and political institutions. In Figure 1, we see
that out of the 350 CBI reforms, 242 took place in developing countries, with 116 of that being
recorded in Africa and 108 took place in developed countries between 1970 and 2014. This means
that globally, most CBI reforms have taken place in developing countries. Among developing countries
also, a significant portion of CBI reforms occurred in Africa. As seen in Figure 2, average de jure CBI
has increased across Africa, other developing countries and

The stylized facts show that FDI, CBI and political rights have all generally been on the increase
since the 1970s. This motivates us to examine the empirical relation between FDI, CBI and political
rights in Africa (Figures 3 and 4).

We consequently formulate the following hypothesis:

Hypothesis 1: De jure CBI (legal CBI) positively influences FDI inflows.

Hypothesis 2: The effect of de jure CBI (legal CBI) on FDI inflows is higher in countries with greater
political rights.

Hypothesis 3: De facto CBI (higher central bank governor turnover) is negatively related to FDI
inflows.

Hypothesis 4: The effect of de facto CBI (higher central bank governor turnover) on FDI flows is
lower in countries with greater political rights.

1Appendices are available at: https://drive.google.com/file/d/1-OrE3XAV1vBDOwNmLkhunSmPgrGKe-s-/view?
usp=drivesdk
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Hypothesis 5: FDI positively influences de jure CBI (legal CBI).

Hypothesis 6: The effect of FDI on de jure CBI (legal CBI) is higher in countries with greater political
rights.

Hypothesis 7: FDI is negatively related to de facto CBI (higher central bank governor turnover).

Hypothesis 8: The effect of FDI on de facto CBI (central bank governor turnover) is higher in coun-
tries with greater political rights.

3. Literature review

3.1 Effect of CBI on FDI flows

Earlier studies on the determinants of FDI have largely focused on economic factors, domestic political
institutions and legal constraints, as well as international agreements. A recent study by Jia and Ren
(2017) on the impact of economic institutional factors including the interest rate policy, exchange rate
policy, property rights, institutional change and the degree of economic marketization concludes that
the factors above will influence short-term international capital flows. Little attention however has
been paid to the effect of economic institutions such as CBI and how this affects globalization. In com-
peting for foreign investment or multilateral lending, governments pursue strong currencies and lower
inflation, in order to advance their countries’ global prestige and attractiveness (McDowell and
Steinberg, 2017). One way of achieving this is through CBI. In the presence of CBI, policymakers
focus on the long-term, and on few occasions, react to short-term bumps in inflation using interest
rate hikes. Credible CBI also responds to output drops, without tick-ups in inflation (Adolph,
2013). The control of these variables by an independent central bank gives assurance to foreign inves-
tors about the preservation of the value of their investments.

Where multinationals invest for export purposes for instance and use host countries as export plat-
forms, they prefer low inflation and strong exchange rate countries in order to protect their purchasing
power and investments (Ahmed et al., 2018) and make their exports more competitive (Moran, 2018;
Polillo and Guillen, 2005). An independent central bank, as a major veto player, can contribute to hav-
ing broad institutional stability and the protection of investor property rights. This is evident in the
work by Banaian and Luksetich (2001) who show that countries with more independent central
banks tend to have greater economic freedom. Though this does not provide direct evidence of less
expropriation given more independent central banks, central banks, if independent, can form part
of what Elkins et al. (2006: 827) call ‘institutions and practices that are favourable to investors as
they are transparent and predictable’. Consequently, CBI can promote FDI flows.

Given credible CBI, it is expected that cost of foreign capital will be low and therefore lead to higher
FDI inflows and private investment in general. For example, Maxfield (1997) found that higher levels
of de jure CBI led to higher shares of private investment to GDP. However, there exist mixed results on
the impact of CBI on cost of capital. Earlier studies by Alesina and Summers (1993) and Cukierman
and Buckle (1993) find that CBI does not reduce risk premia on real interest rates. However, in 1998,

Figure 1. Averages of de jure CBI in Africa, other
developing and developed countries.
Source: Authors’ own computation based on data
from Garriga (2016)
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Speigal found that a reform of the Bank of England, making it more independent, resulted in a reduc-
tion in inflation expectations which reflected in lower long-term bond yields. Studies that followed
later such as that by Moser and Dreher (2010) find that central bank governor turnover rates had a
significant positive impact on sovereign bond spreads in developing countries.

3.2 Effect of FDI on CBI

According to literature, there are two sources of external factors that affect CBI: (1) international coer-
cive pressures that affect countries, including their dependency on foreign trade, investment and
multilateral lending; and (2) cross-national international influences that operate through the network
of bilateral trade ties in the forms of cohesion and role equivalence effects. This study focuses on the
first channel. Having an independent central bank has increasingly been part of the International
Monetary Fund (IMF) lending conditionality terms with the understanding that these help countries
signal credibility to the international financial community. Securing this credibility depends not only
on having short-run macroeconomic management by an existing set of institutions, but also on the
quality of the institutions themselves. These could include ‘budgetary institutions, the central bank
(covering independence, competence, etc.), the regulatory regime governing banks and financial mar-
kets, and so on’ (Chang, 2011; Khan and Sharma, 2001: 20–21). This means that foreign capital

Figure 2. FDI as % of GDP in Africa, developing and
developed countries1970–2018.
Source: Constructed by authors based on data from
the World Development Indicators (2019)

Figure 3. Number of CBI reforms from 1970 to 2014.
Source: Authors’ own computation based on data from Garriga
(2016)

Figure 4. Political rights (rescaled 0–6), 1970–2016.
Source: Constructed by authors based on data from
Freedom House (2017)
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inflows can lead to CBI reforms that guarantee these conditions desirable to foreign investors. This is
because an independent central bank is in a better position to pursue policies that preserve the value of
the investments of both domestic and foreign investors.

According to Kirakul (2012), low public investment is a concern in terms of a country’s medium-
term growth potential that will come back to affect revenue collection, increase the budget deficit and
further fuel the uptrend in public debt. In order to increase revenues, governments promote invest-
ments by foreign investors who mostly have huge capital, which is largely unavailable in most devel-
oping countries such as Africa. Ugochukwu et al. (2013), for example, empirically established that FDI
positively and significantly affects tax revenues, especially tax on income and profits in West Africa. In
this regard, increasing FDI should have an impact on the independence of the central bank. This is
because as more FDI comes in, businesses are set up, expanded, jobs created and profits made.
These generate tax revenues should be able to finance government expenditure and reduce reliance
on central bank finance. In measuring the independence of the central bank, limits on central bank
lending to government is one of the key factors. We argue that, central bank lending to government
is high where there are higher deficits as a result of lower revenues. In this regard, generating higher
revenues from FDI inflows would mean lower need for deficit financing by the central bank, thus mak-
ing it more independent of government control. Based on this theoretical relationship, the study exam-
ines the impact of FDI on CBI in Africa.

3.3 Moderating effect of political institutions in the FDI/CBI relationship

The effectiveness of CBI in terms of achieving domestic outcomes such as low inflation, currency stabil-
ity and fiscal discipline depend on the quality of political institutions. Political institutions expressed in
terms of the rule of law, for example, ensure credibility of the central bank arrangement as CBI provi-
sions are expected to be respected in such jurisdictions. Stronger political institutions ensure that foreign
investors operate in an environment where cost of doing business is low due to the absence of corruption
and political unrest. Also, in low corruption environments, tax revenues from FDI are used for value of
money projects which reduce pressure on the central bank for inflationary finance as well as curtail
excessive credit to government which fuels fiscal indiscipline (Agoba et al., 2020a, 2020b; Bodea,
2013). This ensures that the benefit of FDI inflows inure to guaranteeing more independence of the cen-
tral bank. In stronger political institutional jurisdictions, where political rights are expected, foreign
investors can easily participate in commenting on government actions that threaten the credibility of
monetary and fiscal policies that threaten their investments. They are therefore more effective in policing
the credibility of the central bank arrangement compared to countries where this freedom is limited.

According to Broz (2002), strong political institutional environments, where there are transparent
decision-making processes, enable CBI to achieve price stability. Keefer and Stasavage (2003) also
show that, in political systems where there are multiple veto players with distinct preferences, CBI
is credible. Bodea and Hicks (2012) further reiterate that having an independent central bank and
strong political systems exert a disciplining effect on money growth rates. Santiso (2013) shows that
analysts and economists at major investment banks downgrade their recommendations for Latin
American debt purchases in those countries whose policies are deemed not credible. Lack of credibility
comes from fears of expansionary fiscal or monetary policies and abandoning CBI. Fund managers
also flee countries lacking credible policies and institutions. Thus, in the presence of higher institu-
tional quality, CBI should encourage higher FDI inflows.

4. Methodology

4.1 Sample

To investigate the interdependence between CBI and FDI, and the impact of political/legal institu-
tional quality on this relationship, we utilize panel data from 1970 to 2012 on 48 African countries.
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The selection of countries and study period is based on data availability as the CBI data are limited to
1970–2012 for all 48 African countries.

4.2 Model and estimation technique

4.2.1 Model
One main objective of this study is to examine the impact of CBI on FDI inflows and the impact of
FDI inflows on CBI. We also examine the impact of the quality of political institutions on these rela-
tionships. Our preferred model is based on Agbloyor et al. (2013, 2014) and Bodea and Hicks (2015).
The empirical models can be summarized as follows:

FDIit = b1FDIit−1 + b2CBIit + b3PolInstit + b4MktSzit + b5TrdOpnit + b6NatResit

+ b7FinOpnit + b8Infrasit + 1it (1)

CBIit = b1CBIit−1 + b2FDIit + b3PolInstit + b4FisBalit + b5LGDPCit + b6Infit + b7TrdOpnit

+ b8FinDevit + b9FinOpnit + 1it (2)

To capture possible unobserved heterogeneity, and to analyse the impact of political institutions on the
CBI–FDI nexus, we specify the following models which include the interaction terms:

FDIit = b1FDIit−1 + b2CBIit + b3PolInstit + b4(CBI∗PolInst)it + b5MktSzit + b6TrdOpnit

+ b7NatResit + b8FinOpenit + b9Infras.it + 1it (3)

CBIit = b1CBIit−1 + b2FDIit + b3PolInstit + b4(FDI∗PolInst)it + b5FisBalit + b6LGDPCit

+ b7Infit + b8TrdOpnit + b9FinDevit + b10FinOpnit + 1it (4)

To properly interpret the interaction terms, we must include the level of political institutions (Brambor
et al., 2006). For example, based on equation (3), the effect of a change in CBI on our FDI is given by:

∂DFDI
∂DCBIit

= b2 + b4PolInstit (5)

where i denotes the country and t denotes the time, εit is the error term.
In equation (3), the dependent variable FDIit is the net FDI inflows divided by GDP. Data are

obtainable from the World Development indicators. Net FDI, according to the World Bank, are the
net inflows of investments made to acquire a lasting management interest, which is usually 10% or
more of voting rights, in a business functioning in an economy and not that of the investor. It is
arrived at by summing equity capital, reinvestment of earnings, other long-term capital and short-
term capital, all depicted in the balance of payments. We include the first lag of FDI in the model.
This is to capture the argument that FDI flows are reinforcing. That is, previous FDI flows positively
influence current FDI flows. CBIit is the central bank independence measured as firstly de jure CBI
which is the Cukierman, Webb and Neyapti (CWN) legal CBI index from Garriga (2016) and de facto
CBI which is proxied by the central bank governor turnover rate (CBGToR). This study uses a CBI
index (to capture de jure CBI) as given by Garriga (2016), who compute an updated CWN index
for a large set of countries using the IMF’s Central Bank Law Database. The CWN CBI index is
based on a weighted aggregation of 16 legal indicators in four categories regarding the tenure of
the bank’s governor, policy formation, objectives and limitations on lending to the government,
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using the criteria and weights in CWN. The index varies between 0 and 1, with larger values indicating
greater independence. A central bank is legally more independent when the governor’s term in office is
longer; the appointment and dismissal procedures are more insulated from the government; the man-
date is more focused on price stability; the formulation of monetary policy lies squarely with the cen-
tral bank; and the provisions on direct central bank lending are restrictive. We also measure CBI as
CBGToR which represents the rate of central bank governor turnover over a 5-year period. This mea-
sures de facto CBI and is also provided by Garriga (2016). Higher CBGToR rates imply lower CBI.
While CBGToR has been argued to capture the real independence of the central bank, the CBI
index captures what level of independence the law guarantees for the central bank, which in low
institutional-level environments may not reflect how independent the central bank is in reality. We
expect that higher levels of de jure CBI will have a positive impact on FDI. We also expect that higher
levels of de facto CBI will have a negative impact on FDI.

PolInstit is the measure of political/legal institutional quality proxied by the rescaled political rights
and civil liberty scores. In this study, as a measure of political/legal institutional quality (PolInstit), we
use the civil liberties score variable obtained from Freedom House database. The score for the variable
ranges from 1 to 7, with 7 representing the least rating and 1 the highest. Following Bodea and
Higashijima (2017), we rescale the original score to range from 0 to 6, so that lower scores now
correspond to lower civil liberties/political rights rating and higher scores correspond to higher civil
liberties/political rights rating. In order to do this, we use the formula −1×(PolInst–7), where
PolInst is the civil liberties/political rights score as given by Freedom House. The civil liberties variable
captures the extent to which there is freedom of expression, assembly, association, education and reli-
gion. The political rights variable captures the extent to which the electoral process is free and fair, the
state of political pluralism and participation, and the functioning of government. We expect a positive
sign for the political institutions variables namely political rights and civil liberties.

We also include a set of control variables in equation (3). The control variables are market size,
trade openness, natural resources, financial openness and infrastructure. MktSzit represents market
size and is measured as per capita GDP. The data were obtained from the World Bank. Market size
is expected to have a positive effect on FDI. This is because countries with a large market are more
likely to receive FDI flows because demand for the MNC products is likely to be higher (see e.g.
Amponsah et al., 2019; Kahouli and Maktouf, 2015; Medvedev, 2012). This is especially the case
for market-seeking FDI where MNCs invest to serve the domestic market.

TrdOpenit is trade openness. A country’s trade openness is the extent to which its business regu-
latory environment enhances or discourages businesses in investing, creating employment and
increasing productivity (Asiedu, 2006). It is measured as the sum of exports and imports as a per-
centage of GDP and is sourced from the World Development indicators. We expect that more trade
openness will lead to more FDI inflows as investors are encouraged to invest in these destinations
from where they can export their products and import raw materials or inputs. The expected coef-
ficient is positive. NatResit represents natural resources whose data are available from the World
Development indicators. Natural resources are measured as total natural resources rent as a percent-
age of GDP. According to Asiedu (2006), countries that are endowed with natural resources attract
more FDI. We therefore expect a positive impact of natural resources on FDI inflows. FinOpenit is
financial openness and is measured as the Chinn-Ito index; an index measuring a country’s degree
of capital account openness. We expect a positive coefficient since more financially open countries
would encourage more FDI.

Infrastit is infrastructure. It is the number of telephone lines by 100 of the population.
Infrastructural development is able to motivate FDI as it facilitates access to resources and markets
in line with resource-seeking and market-seeking motivations for FDI. It also helps efficiency-seeking
multinationals whose costs of production can be reduced significantly by the availability of road net-
works, Internet and telecommunication (Asiedu, 2006; Erdal and Mahmut, 2008; Khadaroo and
Seetanah, 2010). We therefore expect a positive sign for this variable.

In equation (4), we also include the first lag of CBI. This suggests that CBI is a dynamic process.
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We also examine the direct and indirect effects of FDI on CBI where the direct effects are captured
by the FDI variable and the indirect effects are captured by the interactive term. For equation (4), the
control variables are fiscal balance, market size, inflation, trade openness, financial development and
financial openness. FisBalit is fiscal balance to GDP and is obtained from the IMF and the World
Bank. It is measured as government revenue minus government expenditure. We expect that countries
with higher fiscal balance would grant more independence to their central banks, while those with
lower or negative balance would want the central bank to be less independent in order to rely on
the bank to finance the deficit (Agoba et al., 2020a). This leads to a positive expected coefficient
for impact on de jure CBI and negative coefficient for impact on de facto CBI (central bank governor
turnover rate). LGDPCit is the log of per capita GDP and proxies for the level of development of an
economy. Highly developed economies are more likely to have independent central banks as tax rev-
enues on incomes are high and therefore there is little need of control of the central bank in order to
have access to seigniorage revenue. The data are obtained from the World Development indicators
database. Inflit is the modified inflation rate computed as LOG(1 + πGDPDf) where πGDPDf is the annual
percentage change in GDP deflator and is accessible from the World Development indicators. Higher
inflation rates will cause countries to seek for more independent central banks. We therefore expect a
positive impact of inflation (lagged) on de jure CBI and negative impact on central bank governor
turnover rate. TrdOpenit is trade openness and is measured as the sum of exports and imports as a
percentage of GDP and is sourced from the World Development indicators. We expect that more
trade openness will lead to more CBI as it encourages the adoption of similar quality of institutions
with developed trade partners who would want a stable macro economy in the jurisdictions of their
trade partners in order to guarantee lower prices for imports and exports that are affordable to their
trade partners.

FinDevit is the financial development variable measured as private credit to GDP ratio which mea-
sures the extent of financial intermediation in a country and a gauge of the extent to which the bank-
ing sector is developed. It measures private credit, which captures the value of all credit issued by
financial intermediaries to the private sector as a share of GDP. It excludes credit given to public cor-
porations and other agencies of government which may not be allocated based on expected return.
According to Levine et al. (2000), higher levels of private credit indicate ‘higher levels of financial ser-
vices and therefore greater financial intermediary development’. Higher levels of financial develop-
ment increase the pressure on central banks to serve the interest of financial institutions and
market participants who are negatively affected by inflation and poor regulation of the financial sector
as it happens with dependent central banks. Therefore, central banks are expected to be more inde-
pendent given higher levels of financial development. FinOpenit is financial openness and is measured
as the Chinn-Ito index; an index measuring a country’s degree of capital account openness. It is based
on the binary dummy variables that codify the tabulation of restrictions on cross-border financial
transactions reported in the IMF’s Annual Report on Exchange Arrangements and Exchange
Restrictions (AREAER). In the binary variable, 1 equals the presence of financial controls, and 0 other-
wise. Countries that allow the flow of capital will face more pressure to retain capital which would
include ensuring that inflation levels are low in order to preserve the value of investments. We there-
fore expect a positive impact of financial openness on de jure CBI and a negative impact on central
bank governor turnover rates.

4.2.2 Estimation technique
This study makes the assumption that current values of FDI and CBI may be impacted by their past
values. We therefore require the use of the lag of FDI and CBI as explanatory variables. Doing so will
help avoid low precision of point estimates as a result of higher variances when lags are omitted – due
to a specification error (Blackwell et al., 2017). We apply the GMM dynamic panel data estimation to
avoid Nickell bias and address the issues of endogeneity of all explanatory variables in a dynamic for-
mulation, and mitigate potential biases induced by fixed effects (Arellano and Bond, 1991; Arellano
and Bover, 1995; Blundell and Bond, 1998). Specifically, the study adopts the two-step System
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Generalized Method of Moments (SGMM) estimator, with Windmeijer (2005) corrected standard
errors since this is asymptotically more efficient than the one-step estimator. Adopting this approach
however presents a risk of large instrument count relative to the sample size (Roodman, 2006). The
possible effect if this happens is an over-fitting of endogenous variables. We will then be unsuccessful
in eliminating their endogenous components which leads to having biased coefficient estimates. The
autocorrelation test and the robust estimates of the coefficient standard errors assume no correlation
across individuals in the idiosyncratic disturbances.

We collapse the instrument matrix as suggested by Roodman (2009) and Bontempi and Mammi
(2015). This is in order to deal with the issue of instrument proliferation. In doing this, we obtain
higher point estimates and lower number of instruments. It also produces a more reliable Hansen
test, consistently characterized by a lower p-value. Though the sign and significance of some of the
control variables change (compared to earlier estimations where collapse of instruments matrix
was not applied), the sign and significance of the main variables of interest (CBI, financial develop-
ment, political institutional quality and their interactions) do not. According to Bontempi and
Mammi (2015), this shift in the sign of some of the control variables is not directly driven by
the reduction in the number of instruments. Rather, it is due to the restrictions imposed on the
instrument matrix.

This study reports two standard specification tests: The Hansen test of over-identifying restrictions,
which is a test of the overall validity of the instruments. Failure to reject the null hypothesis gives sup-
port for the model and the choice of endogenous variables. We also conduct the Arellano–Bond test
for AR (2) in first differences to test whether the residuals from the regression in differences is second
order serially correlated. Failure to reject the null hypothesis supports the model specification. As sug-
gested by Bazzi and Clemens (2013), the study also reports the number of instruments.

5. Results

5.1 Effect of CBI and political institutions on FDI

A brief description of our key variables as seen in Appendix II shows that FDI to GDP ratio ranges from
5.5% to 30.2%, with a mean of 19%. This is high compared to the average Chinese FDI of 3%. CBI mea-
sured as de jure CBI averages 0.5 with central bank governor turnover rates being about 0.42. We first
present results from Table 1 on the determinants of FDI inflows and more specifically the impact of CBI
and political institutions on FDI inflows in Africa. On the impact of CBI on FDI, first measuring CBI as
the CWN index (DeJureCBI), we see that it has no significant impact on FDI inflows, though the signs
are positive (see model 1). We however see a significantly positive impact in models 3 and 7 after the
introduction of the interactive term between CBI and civil liberties, our proxy for political institutions.
The insignificant impact on FDI can be as a result of the ineffectiveness of CBI provisions in many
Africa jurisdictions as seen in the literature on the impact of CBI on inflation and fiscal policy
(Agoba et al., 2017, 2020a, 2020b). This has been attributable to disregard for CBI provisions, thereby
making CBI reforms ineffective in achieving price stability, effectively regulating financial markets, and
contributing to achieving fiscal discipline through restrictions on lending and policy interest rates hikes.
Once CBI is not credible and ineffective in creating the necessary domestic conditions to attract FDI, we
would not see a significant inflow of investments attributable to CBI.

We however see a significant and negative impact of CBI measured as the central bank governor
turnover rate (CBGToR) on FDI inflows. This means that higher levels of central bank governor turn-
over rate, which signifies low levels of CBI, minimizes or reduces the inflow of foreign capital in the
form of FDI into African countries. This is because, high turnovers usually signal lack of independence
of the central bank leading to the exit of the governor due to political pressures. This usually signals
low central bank credibility and ineffectiveness in ensuring macroeconomic stability in terms of low
inflation, proper regulation of financial markets and stable interest rates. It also leads to uncertainty
in the business environment as different central bank governors come with their own policies.
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Table 1. Effect of CBI and political institutions on FDI

(1) (2) (3) (4) (5) (6) (7) (8)

Variables FDI FDI FDI FDI FDI FDI FDI FDI

L.FDI 0.429*** 0.326*** 0.491*** 0.290*** 0.470*** 0.350*** 0.488*** 0.319***

(0.003) (0.002) (0.003) (0.007) (0.003) (0.002) (0.005) (0.008)

DeJureCBI 0.783 0.590* 0.502 0.597**

(0.745) (0.238) (0.539) (0.125)

CBGToR −0.314** −0.212** −0.285* −0.245**

(0.079) (0.078) (0.071) (0.088)

PolRtS 0.328*** 0.189*** 0.311 0.284

(0.070) (0.055) (0.315) (0.253)

CivLib 0.390*** 0.229*** 0.137 0.117

(0.071) (0.073) (0.427) (0.151)

DeJureCBI×PolRtS 0.149**

(0.067)

CBGToR×PolRtS 0.083**

(0.022)

DeJureCBI×CivLib 0.291**

(0.073)

CBGToR×CivLib 0.056**

(0.019)

Total effect of DeJureCBI 0.739** 0.888*

(β2 + β4PolInstit) (0.231) (0.325)

Total effect of CBGToR −0.129** −0.189*

(β2 + β4PolInstit) (0.049) (0.087)
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Table 1. (Continued.)

(1) (2) (3) (4) (5) (6) (7) (8)

Variables FDI FDI FDI FDI FDI FDI FDI FDI

L. MKT 0.015* 0.022* 0.024** 0.031* 0.047 0.075 0.082 0.045*

(0.010) (0.012) (0.009) (0.008) (0.051) (0.112) (0.122) (0.032)

L.TrdOpn 0.665*** 0.334*** 0.740*** 0.525*** 0.066*** 0.513*** 0.129* 0.109***

(0.052) (0.034) (0.044) (0.011) (0.051) (0.102) (0.088) (0.036)

NatRes 0.230*** 0.171*** 0.204*** 0.145*** 0.187*** 0.157*** 0.219*** 0.115***

(0.007) (0.006) (0.007) (0.007) (0.006) (0.007) (0.011) (0.008)

L.FinOpn 0.108 0.216*** 0.037 0.124* 0.067 0.253*** 0.079 0.101

(0.088) (0.052) (0.138) (0.081) (0.099) (0.056) (0.135) (0.095)

Infrast 0.232*** 0.044* 0.068*** 0.058** 0.095*** 0.028*** 0.145 0.052

(0.040) (0.024) (0.023) (0.026) (0.013) (0.009) (0.129) (0.091)

Observations 1,204 1,286 1,201 1,120 1,206 1,288 1,201 1,120

Number of countries 48 46 48 46 48 46 48 46

Number of instruments 29 24 29 24 28 24 28 24

AR(1) 0.045 0.043 0.054 0.034 0.043 0.021 0.062 0.05

AR(2) 0.112 0.114 0.341 0.321 0.239 0.334 0.235 0.122

Hansen ( p > χ2) 0.155 0.152 0.174 0.125 0.383 0.377 0.258 0.148

Standard errors in parentheses ***p < 0.01, **p < 0.05, *p < 0.1.
FDI is net FDI inflows divided by GDP. DejureCBI is the CWN legal CBI index from 0 to 1. CBGToR is the annual central bank governor turnover rate measure of a country’s central bank independence over a 5-year
period. MKT is GDP per capita. FinDev is measured as the ratio of private credit to GDP which is proxy for financial development. PolRtS is rescaled political rights score (0–6) which is proxy for institutional quality.
CivLib is rescaled civil liberties score (0–6) which is proxy for institutional quality. Trade Openness is defined as sum of exports and imports in relation to GDP. FinOpn is Chinn and Ito’s financial openness variable.
Infras is the number of telephone lines by 100 of the population. Institutions is proxied with the civil liberties index.
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We also see that political institutions measured as political rights (PolRtS) and civil liberties
(CivLib) have a significant and positive impact on FDI inflows in Africa (see models 1, 2, 5 and 6).
In institutional environments where the rule of law is respected, foreign investors expect that their
investments will be safe, cost of litigation will be low and the right of creditors and property owners
will be guaranteed. Further, there will be lower corruption which leads to a lower cost of doing busi-
ness thus spurring FDI flows.

In order to examine the impact of political institutions on CBI’s impact on FDI, we interact the two
measures of CBI with the two measures of political institutions separately.

Firstly, we interact the legal CBI measure (DejureCBI) with political rights in model 3. We see that
the interactive variable is significant and positive at 5%. Similarly when we interact DeJureCBI with
CivLib, we obtain a significantly positive coefficient in model 7. This means that, higher levels of pol-
itical institutions enhance the impact and effectiveness of CBI on FDI inflows. Independent central
bank provisions are more respected in strong institutional environments. This strengthens the central
bank’s credibility in the eyes of foreign investors, thereby resulting in lower cost of capital for foreign
investors who desire to invest in an African country leading to higher FDI inflows. Credibility reduces
the risks of macroeconomic instability and therefore minimizes the chances of loss of capital and inabil-
ity to pay back loans taken or recoup investments. Further, in situations whereby regulators experience
political interference, they may not be able to objectively deal with problematic institutions which have
political support. This can create serious problems for the economies in which multinationals function.
However, in strong political environments, independent central banks regulate objectively with little
interference, issue licenses to qualified applicants and supervise financial institutions more effectively.
This enables effective functioning of the financial systems, which encourages foreign investments.

When we proxy CBI with central bank governor turnover rate (CBGToR), and interact it with pol-
itical rights (PolRtS), and then with civil liberties (CivLib), we see a significant and positive impact on
FDI. This means that higher levels of political institutions minimize the negative effect of high central
bank governor turnover rates (i.e. lower CBI) on FDI inflows. High central bank turnover rates, which
are not in consonance with the tenure of the governance, signal that the central bank is not very inde-
pendent. However, the presence of strong political institutions constrains the government in terms of
the influence that it can have on the central bank. Thus, investors have more confidence in an econ-
omy when political institutions are high because they serve as a check on the government.

Overall, CBI has a positive impact on FDI as shown by equation (5).
Given the inclusion of interactive terms, the coefficients are not informative of the effect of CBI on

FDI at different levels of institutional quality. Figure 5 (a and b) shows the joint effect of these vari-
ables, and allows a proper interpretation of the results (Brambor et al., 2006). It is apparent that CBI’s
(de jure CBI) impact on FDI increases significantly at higher levels of political institutions >2, while
the negative impact of higher central bank governor turnover rate on FDI is significantly minimized at
higher levels of political institutional quality except from political rights levels <5. We can see that
most of our data points lie within the areas of significant impact. The control variables namely
trade openness, financial openness, natural resources and infrastructure have the expected significant
impact on FDI.

5.2 Impact of FDI and political institutions on CBI

In this section, we examine the impact of FDI on CBI. We use two measures of CBI namely the de jure
or legal CBI index captured from the central bank charters using the CWN criteria. Next is the de facto
CBI which captures the rate of central bank governor turnover. In the results shown in Table 2, the
dependent variable is de jure CBI (DeJureCBI) from model 9 to 12. Then in models 13–16, the
dependent variable is central bank governor turnover rate.

We find that FDI significantly and positively impacts de jure CBI in models 9 and 11 in Africa. This
means that higher FDI inflows lead to higher independence of central banks. This confirms the the-
oretical argument made in the literature that higher FDI inflows lead to higher CBI. Similarly, higher
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FDI reduces central bank governor turnover (see model 13). That is, higher FDI leads to greater CBI.
Foreign investors want to see credible CBI as it promotes macroeconomic stability and preserves the
value of their investments. They are therefore more likely to use their influence to urge the government
and key stakeholders such as the central bank to maintain CBI. Policy makers are therefore more likely
to promote CBI so as to attract and retain foreign investors. Consequently, increasing globalization
brings about the adoption of reforms such as CBI that make economic institutions more likely to pro-
duce and sustain the economic environment suitable for foreign enterprises in their host nations.

Political institutional quality measured as political rights and civil liberties has a significant and
positive effect on de jure CBI (in models 9–12). This indicates that higher levels of political institutions
lead to higher CBI. This can be explained as being so as a result of the fact that such institutions lead to
strong lobbying for independent central banks. Here, central bank laws are respected as a result of the
rule of law. Secondly, democracies in such environments lobby for socially optimal policies such as an
independent bank to ensure price stability which in the long run ensures improved societal welfare. In
models 13–16, we examine the impact of political institutions on central bank turnover rate. This is
significant and negative for both political rights and civil liberties. This means that higher political
rights reduce central bank governor turnover. This confirms the earlier findings in models 9–12, as
stronger political institutions enhance CBI.

When we interact FDI with the political institutional proxies of civil liberties and political rights, we
see a significant positive impact on de jure CBI and a significant negative impact on central bank gov-
ernor turnover rate in models 10 and 12 and 14 and 16, respectively. This means that the impact of
FDI on CBI is enhanced more in stronger political institutional environments. As explained earlier,

Figure 5. (a) Marginal effects of de jure CBI on
FDI at different levels of institutional quality. (b)
Marginal effects of Central Bank Governor
Turnover rate on FDI, at different levels of institu-
tional quality.

(a)

(b)
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Table 2. The effect of FDI and institutions on central bank independence

(9) (10) (11) (12) (13) (14) (15) (16)

Variables DeJureCBI DeJureCBI DeJureCBI DeJureCBI CBGToR CBGToR CBGToR CBGToR

L.DeJureCBI 0.988*** 0.989*** 0.984*** 0.983***

(0.001) (0.001) (0.001) (0.001)

L.CBGToR 0.408*** 0.406*** 0.488*** 0.438***

(0.058) (0.064) (0.017) (0.022)

FDI 0.015*** −0.017 0.013* −0.011 −0.086* −0.045 −0.069 −0.059

(0.001) (0.015) (0.007) (0.012) (0.047) (0.129) (0.087) (0.096)

PolRtS 0.212*** 0.209*** −0.016* −0.017*

(0.027) (0.023) (0.008) (0.007)

CivLib 0.186*** 0.230*** −0.093* −0.089*

(0.015) (0.016) (0.064) (0.042)

FDI×PolRtS 0.193** −0.155**

(0.045) (0.061)

FDI×CivLib 0.170*** −0.133*

(0.051) (0.022)

Total effect of FDI 0.176** 0.159** −0.2** −0.192**

(β2 + β4PolInstit) (0.022) (0.025) (0.049) (0.043)

L. FisBal 0.001 −0.004** 0.003 −0.009*** 0.092 0.121** 0.249** 0.021

(0.002) (0.002) (0.002) (0.001) (0.069) (0.056) (0.094) (0.170)

L.GDPC 0.021*** 0.002 0.008 −0.008 −0.214* 0.007 0.235 0.275

(0.007) (0.007) (0.008) (0.006) (0.096) (0.178) (0.215) (0.406)

L.Inf 0.008*** 0.007*** 0.018*** 0.006*** 0.008* 0.006 0.008 −0.012***

(0.001) (0.001) (0.001) (0.001) (0.003) (0.010) (0.011) (0.002)
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Table 2. (Continued.)

(9) (10) (11) (12) (13) (14) (15) (16)

Variables DeJureCBI DeJureCBI DeJureCBI DeJureCBI CBGToR CBGToR CBGToR CBGToR

L.TrdOpn 0.092 0.375 0.753** 0.206** −0.164 −0.306 −0.184** −0.123**

(0.433) (0.372) (0.149) (0.087) (0.099) (0.094) (0.050) (0.052)

FinDev 0.015*** 0.010** 0.009** 0.011*** −0.035** 0.172 0.062 −0.011***

(0.003) (0.004) (0.004) (0.004) (0.013) (0.193) (0.171) (0.004)

L.FinOpn 0.208*** 0.266*** 0.250*** 0.138*** −0.244** −0.535** −0.048** −0.281*

(00023) (0.018) (0.013) (0.016) (0.085) (0.233) (0.610) (0.0.1038)

Observations 726 698 698 698 743 743 730 729

Number of countries 45 45 45 45 44 44 44 44

Number of instruments 27 27 27 27 26 26 26 26

AR(1) 0.025 0.023 0.024 0.024 0.013 0.022 0.023 0.025

AR(2) 0.311 0.342 0.428 0.444 0.504 0.508 0.556 0.532

Hansen ( p > χ2) 0.472 0.455 0.502 0.521 0.699 0.692 0.668 0.799

Standard errors in parentheses ***p < 0.01, **p < 0.05, *p < 0.1.
FDI is net FDI inflows divided by GDP. De jure CBI is the CWN legal CBI index from 0 to 1. CBGToR is the annual central bank governor turnover rate over a 5-year period measure of a country’s central bank
independence. FinDev is measured as the ratio of private credit to GDP which is proxy for financial development. Pol.Rights is rescaled political rights score (0–6) which is proxy for institutional quality. Civ.Lib is
rescaled civil liberties score (0–6) which is proxy for institutional quality. FinDev is financial development measured as the ratio of private credit to GDP which is proxy for financial development. TrdOpen is defined
as sum of exports and imports in relation to GDP. FisBal is government revenue less government expenditure as a percentage of GDP. FDI is foreign direct inflows divided by GDP. FinOpen is Chinn and Ito’s
financial openness variable. Inf variable is the modified inflation rate computed as: LOG(1 + πGDPDf ) where πGDPDf is the annual percentage change in GDP deflator. L.GDPC is the log of measure of the ratio of real
Gross Domestic Product divided by total population.
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FDI is likely to lead to higher CBI in an environment of higher political institutions because it creates a
more favourable environment for foreign investors to exert influence on domestic economic policies
such as promoting CBI. This is important from the perspective of foreign investors because lack of CBI
can lead to price instability and a depreciation of the local currency, thus leading to a fall in the value
of their investments.

Figure 6 (a and b) shows the joint effect of FDI and political institutions on CBI, and allows a proper
interpretation of the results (Brambor et al., 2006). It is apparent that FDI’s impact on de jure CBI increases
significantly at higher levels of political institutions >1, while its impact on central bank governor turnover
rate also increases at higher levels of political institutions significant at all levels of political institutions.

Focusing on the control variables, higher levels of financial development significantly lead to more
independent central banks (models 9–12) and less central bank governor turnover rate (models 13–16).
Higher levels of per capita income lead to higher CBI as seen in models 1 and 5. Trade openness also
improves CBI significantly in models 11 and 12 and 15 and 16. Higher fiscal balance leads to less inde-
pendent central banks. This is seen in models 10 and 12 and 14 and 15. Higher inflation rates also lead
to more independent central banks. Finally, we also see a significant positive impact of financial open-
ness on de jure CBI and a significant negative impact on central bank governor turnover rate.

5.3 Robustness checks

OLS estimations also confirm our findings that political institutions enhance the impact of CBI on FDI
and improve the impact of FDI on CBI. This is shown in Appendix IV.

Also, using quantile regressions (not reported), our results indicate that an increase in CBI in the
25th and 50th percentile results in a 0.0134 (1.34%) and 0.012 (1.2%) increase in FDI. In the 75th

(a)

(b)

Figure 6. (a) Marginal effects of FDI on de jure CBI
on at different levels of institutional quality. (b)
Marginal effects of FDI on Central Bank Governor
Turnover rate at different levels of institutional
quality.
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Table 3. CBI, institutional quality and China FDI

High China FDI (CFDI>3%) Low China FDI (CFDI <3% of GDP)

OLS OLS GMM GMM OLS OLS GMM GMM

(33) (34) (35) (36) (37) (38) (39) (40)

Variables FDI FDI FDI FDI FDI FDI FDI FDI

L.CFDI 0.429*** 0.326*** 0.491*** 0.290*** 0.470*** 0.350*** 0.488*** 0.319***

(0.003) (0.002) (0.003) (0.007) (0.003) (0.002) (0.005) (0.008)

DeJureCBI 0.329 0.312 0.298 0.275 0.431 0.469** 0.501 0.512**

(0.211) (0.298) (0.195) (0.196) (0.398) (0.102) (0.472) (0.105)

PolRtS 0.291 0.172 0.218 0.089 0.287*** 0.332*** 0.381*** 0.376***

(0.272) (0.125) (0.197) (0.121) (0.002) (0.006) (0.001) (0.004)

DeJureCBI×PolRtS 0.058 0.089 0.176*** 0.181***

(0.041) (0.072) (0.005) (0.008)

Total effect of CBI 0.37 0.364 0.645*** 0.693***

(β2 + β4PolRtsit) (0.21) (0.236) (0.015) (0.018)

L. MKT 0.022* 0.045** 0.039** 0.053 0.066 0.079 0.091 0.084**

(0.012) (0.018) (0.015) (0.048) (0.044) (0.132) (0.108) (0.032)

L.TrdOpn 0.223*** 0.158** 0.336 0.449** 0.119** 0.218 0.276* 0.172

(0.001) (0.058) (0.214) (0.101) (0.051) (0.102) (0.118) (0.094)

NatRes 0.412*** 0.326*** 0.449*** 0.423*** 0.128** 0.139** 0.221*** 0.215**

(0.005) (0.005) (0.003) (0.003) (0.077) (0.064) (0.001) (0.097)

L.FinOpn 0.118 0.127*** 0.078 0.139* 0.225** 0.298*** 0.301 0.326**

(0.088) (0.052) (0.138) (0.081) (0.082) (0.003) (0.282) (0.088)

Infrast 0.131*** 0.092* 0.122*** 0.078** 0.291*** 0.221*** 0.195 0.142

(0.002) (0.041) (0.003) (0.022) (0.001) (0.001) (0.129) (0.191)

Observations 822 822 822 822 501 501 501 501
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Number of countries 31 31 31 31 17 17 17 17

Number of instruments 18 18 14 14

AR(1) 0.031 0.028 0.044 0.051

AR(2) 0.262 0.381 0.408 0.427

Hansen ( p > χ2) 0.183 0.192 0.231 0.248

Adjusted R2 0.456 0.501 0.488 0.497

Standard errors in parentheses ***p < 0.01, **p < 0.05, *p < 0.1.
FDI is net FDI inflows divided by GDP. De jure CBI is the CWN legal CBI index from 0 to 1. CBGToR is the annual central bank governor turnover rate over a 5-year period measure of a country’s central bank
independence. FinDev is measured as the ratio of private credit to GDP which is proxy for financial development. Pol.Rights is rescaled political rights score (0–6) which is proxy for institutional quality. Civ.Lib is
rescaled civil liberties score (0–6) which is proxy for institutional quality. FinDev is measured as the ratio of private credit to GDP which is proxy for financial development. TrdOpen is defined as sum of exports and
imports in relation to GDP. FisBal is government revenue less government expenditure as a percentage of GDP inflows divided by GDP. FinOpen is Chinn and Ito’s financial openness variable. Inf variable is the
modified inflation rate computed as: LOG(1 + πGDPDf ) where πGDPDf is the annual percentage change in GDP deflator. L.GDPC is the log of measure of the ratio of real Gross Domestic Product divided by total
population.
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percentile, there is no significant impact of CBI increment on FDI. This seems to further confirm the
argument by Bodea and Hicks (2015) that as more countries adopt CBI, CBI becomes less of a sep-
arating signal, and this could explain the insignificant impact of CBI in our main regressions.

When we proxy institutions using a measure of democracy from Polity2, the results confirm our
findings using political rights and civil liberties. Thus, we find that in Appendix III, political institu-
tions significantly impact the effect of CBI on FDI and the effect of FDI on CBI.

5.3.1 Accounting for the effect of Chinese FDI into Africa
Africa also is tricky in terms of FDI because of China’s interest. There is the perception (if not the reality)
that China is a huge player in Africa and that they do not care as much about political rights or civil
liberties. It will finance projects or acquire companies but then send its own workers so there are
fewer benefits for the host countries. We estimate separate models for countries that receive high
Chinese FDI (countries with Chinese FDI more than 3% of GDP) and countries that receive low
Chinese FDI (countries with Chinese FDI less than 3% of GDP). The basis of separation is the average
Chinese FDI in Africa as a percentage of GDP. The results are reported in Table 3, using data covering
the period 2003–2012, from the UNCTAD. We see that CBI does not have a significant impact on FDI
inflows in countries with high Chinese FDI compared to countries with low Chinese FDI where CBI’s
impact is significant. Political institutions do not improve CBI’s impact on FDI inflows in countries that
receive high Chinese FDI. However, in countries with low Chinese FDI inflows, CBI’s impact on FDI is
significantly higher in stronger political institutional environments. This means that CBI and political
institutions are not key determinants of Chinese FDI into Africa as other factors such as natural
resources may be more important. This is further supported by the fact that there is no significant cor-
relation between political institutions measured as civil liberties and high Chinese FDI (Table 3).

6. Conclusion

In this study, we examined CBI in relation to global finance and primarily modelled investors’ actual
decisions as a function of CBI. Secondly, the study examined government decisions to reform central
bank legislation to a perceived need to attract capital in the form of FDI. These findings emphasize the
importance of political institutions in determining the strength of the relationship between inter-
national capital inflows and economic institutional reforms. The findings imply that strong political
institutions must be developed in order to harness the full potential of independent central banks
in attracting foreign capital into African countries. Furthermore, strong political institutions would
create the needed environment to ensure that FDI inflows inure to the benefit of countries. While
high Chinese FDI inflows seem not to be influenced by CBI or political institutions, these institutional
characteristics are important for other forms of FDI with different origins from China. This could have
implications for the motivation of African countries to improve the quality of the central banks and
political institutions if they desire to seek more Chinese FDI than FDI from other countries. Unlike the
findings from similar studies by Bode and Hicks (2015), this study finds that improving political insti-
tutions does have a significant effect on the impact of FDI on CBI and the impact of CBI on FDI. It
does not necessarily have a significant impact in more democratic countries. This should encourage
undemocratic countries to strive to improve their institutions as it has benefits for all. Future studies
can explore the impact of CBI on foreign portfolio investments in Africa and consider the impact of
political institutions on this relationship.
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