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Abstract  

A closely related factor to economic growth is FDI - Foreign Direct Investment. Foreign 

investment in a country made in order of utilizing specific markets or certain 

characteristics of a region. Sub-Saharan Africa is a region receiving remarkably small 

fraction compared to its peer regions considering the sources of natural resources and 

other riches. The purpose of the thesis is to find the determinants of FDI in Sub-Saharan 

Africa. The determinants are a selected set of variables based on the research of previous 

studies in the field of study. A panel data regression is performed for 23 Sub-Saharan 

countries with data from 1997 to 2017. The result of the regression demonstrated similar 

results regarding the affiliation between the variables of the model and the independent 

variable, FDI as previous studies. The findings of the study do not answer the question of 

why certain other regions of developing economies receive larger amounts of 

investments. However, our hope is that the findings of this study will gain further 

research on the area 
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1. Introduction 
The global economic development over the last century has been astonishing. With 

technology advancement, the rate of development and accessibility has increased. The 

benefits are several: an increased living standard, longer life expectancy, decreased 

famine and a generally safer life with accessibility to medicine and knowledge. However, 

the distribution of the benefits is not evenly distributed across the world. Africa is a 

diverse and very rich continent in many ways. It is the second most populated continent 

with roughly 1.296 billion people and consist of 54 states (UN, 2017). What makes 

Africa interesting from an economic point of view is that the rate of economic 

development has been considerably slower compared to many other regions. An essential 

part of development and growth is capital which introduce us to the central concept of the 

thesis which is FDI - Foreign Direct Investment. It is a generic term for cross-country 

investments and is closely connected to the contribution of economic growth 

(International Monetary Fund, 2009). Is the underweighted inflow of capital towards 

Sub-Saharan Africa mainly due to possible unfavorable macroeconomic factors, or is the 

reasons others, more unquantifiable reasons? 

 

The topic of FDI is well-researched and previous studies on the area are thorough. 

However, recent studies of FDI in Sub-Saharan Africa are less elaborated. The area has 

been studied in various time frames as well as in economies in all stages of economic 

development. Because of the globalized economy, we are confident in the use of 

variables from other studies suggesting a correlation between FDI inflow and the model 

variables. Four main categories have been selected based on the research of previous 

studies. Market size, Economic stability, Political risk and Openness of a country.  With 

the compounded knowledge of the studies, it has been possible to perfect a set of 

variables deemed viable and feasible for the characteristics of the sample. By 

investigating the relationship with recent data and with variables fitting for the 

characteristic of Sub-Saharan African countries. The existing gap in the otherwise well-

researched area of Determinants of FDI is by the contribution of the thesis intended to 

decrease. 

 

The purpose of the thesis is to find the determinants of FDI in Sub-Saharan Africa. 

Which parameters could be of interest in order to identify what makes foreign investors 
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to invest or not to invest in the region? Economical and political factors will be tested. 

The sample covers 23 Sub-Saharan countries over a twenty-year period in order to 

analyze the research question. Previous studies have been performed with the purpose of 

finding the determinants of FDI. Studies have mostly been focused on a single country or 

a smaller sample or focusing on the relationship between FDI and a selected variable. 

However, there are some studies on Africa as a total as well. Because of the diversity of 

the continent and the vastly various country characteristics between the countries it has 

been hard to ensure and conclude the determinants. Even though a significant amount of 

studies have been performed, they are either dated or focusing on the relationship 

between selected variables. This thesis focus on the general determinants of FDI for the 

selected Sub-Saharan countries. The dynamic of the global economy is flexible and 

previous concluded determinants may have lost its significance over time. With access to 

more recent data, this thesis strives to be purposeful with its results and conclusions and 

used as a foundation for future research. Therefore, researching the more developed 

countries within the Sub-Saharan region with a relatively large sample and recent data 

will fill a gap in the field of research.  

 

2. Background 

In order to understand the global economic growth asymmetry, it is essential to go 

through the regions historical context. The industrial revolution was the springboard and 

the start of the modern technologized world. It had its epicenter in Europe during the late 

18th century. This was also a time of colonization where empires flourished. A few 

European countries colonized big parts of the world and exploited the countries riches 

and severely mistreated the inhabitants in many cases. The abolishment of colonies was 

majorly taken action in the wake of the Second World War. The consequence of the 

abrupt dissolution in countries which have had their own culture and identity suppressed 

suddenly being left to their own fate. The vacuum of power caused instability in many 

areas with various military regimes and dictators rising to power (Encyclopaedia 

Britannica, 2019). Africa is developing, however, because of the diversification within 

the continent, some countries develop rapidly and are well-integrated in the globalized 

world whilst some are halting and are still struggling with the setbacks its history caused 

them.  
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As illustrated in Figure 1. The economic growth has varied significantly between regions 

as a few countries gained on advancement in technology among other factors which 

contributed to economic growth. Meanwhile, often the same countries exploited other 

regions and transferred the wealth out of the country which further boosted economic 

growth. In a modern context, those countries are wealthy enough and stimulate foreign 

countries with trade and production abroad. The distributors of wealth are cautious and 

strive to maximize value. Therefore, the characteristics of the host country are of great 

importance (Majeed, 2009). 

 

 

Figure 1. Historical GDP per Capita (Data from Maddison Project Database, version 2018). 

 

Economic prosperity has been achieved through a constant strive of wanting to improve. 

Improvement can be translated into a more cost-effective production, better products and 

an increased production. It can be achieved through various options but the interaction 

with other countries is a fundamental part. One of the fundamental blocks for enabling 

growth is the aspiration of free and open markets. As the living standard in a country 

increases, so does wages which causes the prices to increase (Barro, 1997). Producing 

companies have been seeking opportunities across their own borders with the purpose of 

utilizing cheaper labour. By producing products in a country with cheaper labour, the 

end-customer will receive a price it is willing to pay. An action like this is a type of 

Foreign Direct Investment. FDI can take many shapes and appearances but the 

fundamental of all of them is a money flow from one market into a “host” market or 

country. The growth of the economies has not been equal. The inflow of FDI into 
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different regions is very disproportionate. The continent of Africa is usually divided into 

two regions, North Africa and Sub-Saharan Africa. A region enriched with natural 

resources and centrally located in terms of trade routes should possibly attract more 

capital. However, the region seems heavily neglected in terms of the investment 

distribution compared to other similar regions in Asia and South America. 

 

With data from 1970, the net inflow of FDI in Sub-Saharan Africa was 0.706 billion 

USD, compared to 24.61 billion USD in 2017, denoted in current U.S. dollars. The 

aggregated flow in the world was 10.72 billion in 1970 and 1.95 trillion USD in 2017. 

The share of global net inflow of FDI being directed towards Sub-Saharan Africa was 

6.1% in 1970 and 1.25% in 2017 (The World Bank, 2019). As the data illustrates, a very 

small fraction of the total FDI been directed towards the states of Africa. An inflow of 

capital will contribute to growth and some Sub-Saharan African countries are very well 

developed and have experienced great economic growth. Furthermore, if the distribution 

of FDI becomes more evenly distributed across the world and the other Sub-Saharan 

African countries. The development we have seen in the developing economies in South-

East Asia may be the future of Africa. 

2.1 Important notes of FDI flows 

Data from the United States Census Bureau, a part of the U.S Department of Commerce 

have shown interesting results. Approximately 49% of all foreign trade flows of US firms 

take place within companies but over country borders (Bernard et al. 2013). Hence, 

multinational corporations have a big impact on the output of data regarding FDI.   

 

FDI generally contributes to collected economic growth but with inadequate regulatory 

systems in the host country. As a consequence, the positive effects can be omitted and 

rather devolve upon the foreign investors. Developed economies tend to have highly 

sufficient regulatory systems but have shown to be able to bend the rules for attracting 

foreign companies. Developing economies have also deviated from the ordinary policies 

in order to attract foreign investors (Borensztein et al. 1995). Although, it is necessary to 

differentiate between the cases as the character of the investment tends to differ between 

the cases. Nevertheless, the net inflow of FDI in developing economies has a steady 

upward trend which is seen in Figure 2.  
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Figure 2. The figure displays the amount inflow of Millions of US Dollars as FDI in different categories of 

economies (UNCTAD, 2019), 

 

A possible explanation of the trend could be linked to the Vertical FDI where the capital 

flow is directed where labour and costs linked to manufacturing are low (Braconier et al. 

2005).  Said areas possess general characteristics of developing economies. As the 

economic progress improves the standard of living in countries it tends to result in a 

change of type of labour, meaning a structural drift from agricultural to industrial to 

white-collar employment. As a result, production moves to areas with cheaper labour. 

Figure 3. displays the distribution of inward FDI in developing economies. The countries 

being defined as developing economies are transitioning over time as a result of the 

economic process. However, as illustrated in the figure, other developing regions have 

received far bigger shares of FDI than the developing economies in Africa. The inflow in 

most regions apart from Asia have been relatively equally allocated historically. In 2005 

the differences accelerated. Recent data shows that Africa is now on par with the 

economies in Central America. A region considerably smaller both in terms of population 

and area. 
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Figure 3. Data from the UNCTAD database. Shows the inflow of FDI in developing economies. 

 

3. Literature Review and Theoretical 

Framework 

 

Investments made by foreign investors can take shape in various ways. In the following 

chapter, FDI will be thoroughly defined and explained in order to be able to understand 

the fundamentals of the key term. Following, the most prominent and widespread ways 

for foreign companies to actually invest will be presented. With an understanding of how 

FDI can take shape in practice, we will have further knowledge on how to analyze the 

results of our research based on the different characteristics of the types of investments. 

 

3.1 FDI 

Foreign direct investment is defined by the International Monetary Fund as: ”a category 

of cross-border investment associated with a resident in one economy having control or a 

significant degree of influence on the management of an enterprise that is resident in 

another economy.” (International Monetary Fund, 2009 p.100).  Hence, by utilizing FDI, 

a foreign company can invest abroad in order to access a market or an economy that may 

have been previously unreachable. FDI can achieve great economic progress as the 

foreign investor can supply the company with capital, technological capital, economies of 
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scale and access to new markets. FDI is viewed as a massive booster for economic 

growth in the economy. The flow of capital is a vital part of globalization and also, being 

possible due to the even more integrated and globalized world we have created. The 

investment can take on different shapes where mergers and acquisitions and Greenfield 

investments are common ones (Alfaro et al., 2004). 

However, foreign direct investment does not include all investments done by a company 

abroad. It is important to distinguish between FDI and Foreign Portfolio Investments - 

FPI. FPI involves foreign ownership of domestic bonds, stocks, etc. Investment in 

foreign treasury or corporate bonds are not to be considered as FDI. Even though 

investments in bonds will give exposure to a country's´ economic outlook it is not 

considered as FDI. FPI rarely creates a situation where foreign owners have a managerial 

position due to the ownership in contrary to FDI. However, acquiring a majority stake of 

a foreign company's stock will change the ownership of the company. Therefore it may 

be considered part of the acquiring a company (Goldstein & Razin, 2006). 

 

3.1.1 Horizontal FDI 

 

A foreign multinational corporation (MNC) may be investing in a foreign country for 

various reasons. When an MNC adapts the horizontal FDI, it duplicates its existing 

business model in order to reach the new market. This may induce positive effects in 

terms of avoiding tariffs as the company is producing the product in the same country as 

it has its sales (Beugelsdijk et al. 2008). Horizontal FDI is most prevalent in countries 

with similar traits as the country of origin. Examples of those traits are similarities in 

market size and relative endowment. Meaning the amount of capital, labour, 

entrepreneurship, and land a country possesses are similar to the ones of the country of 

origin of the FDI flows. Hence, it is not the differences between countries but rather the 

similarities of countries that are the foundation of horizontal FDI flows. Also to be noted, 

horizontal investments can be seen as a way of diversifying risk within the multinational 

corporation. As the company is not fully depending on the production of a certain 

industry in a certain region, the sovereign risk is minimized (Aizenman & Marion, 2001). 
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3.1.2 Vertical FDI 

 

Vertical investments differ from the horizontal FDI in many ways. The MNC is rather 

investing in the country because of the specific characteristics of the country, not because 

of the urge of reaching the customer segment. Those specific characteristics may be 

access to natural resources which may only be found in a specific region, cheap labour 

among others (Braconier et al. 2005).  As previously noted, recipients of vertical FDI 

tend to have relative endowments that differ substantially from the source of the 

flow.  E.g. for a manufacturer company, the headquarter is located in the home country 

and different stages of production are placed around the globe because of beneficial 

production costs. It is common for countries to try to attract companies by removing or 

reducing tariffs and taxes in order to receive the investment. Legal factors could also be a 

reason for a country receiving the investment (Beugelsdijk et al. 2008). Modern 

examples of this are the tech giants, who have placed its headquarter for certain company 

divisions in Ireland in order to minimize its tax exposure. This generates tension as 

countries compete which each other for the investment and a discussion of moral grounds 

can also be taken into account. This is a trade-off as having multinational countries 

assign headquarters creates jobs and stimulates the host country's economy (Sanyal, 

2018). Emerging markets tend to attract more vertical investments than mature ones. 

However, a company's’ decision of investment in a horizontal or vertical fashion depends 

on the host country's’ characteristics. Uncertainty is one of the biggest factors of vertical 

FDI. An increased uncertainty caused by economic instability or political factors 

combined with immature/emerging markets causes the volatility of investments to be 

high. (Aizenman & Marion, 2001). 

3.1.3 Greenfield investments 

 

Greenfield investments are linked with vertical FDI. Such an investment in a foreign 

country could be the construction of a new production plant or a factory. The investment 

will start from scratch. This usually entails a more integrated path as it employs foreign 

nationals and creates a long-term relationship. Greenfield investments tend to require 
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generous openness of the host country as it deals with regulatory actions associated with 

constructing new factories (Raff et al. 2009). 

3.1.4 Merger and acquisitions 

 

Mergers and acquisitions is a well-known expression in business. However, the 

expression consists of two fundamentally different actions but with a similar result, a 

changed form of ownership. A merger or a fusion happens when two companies are 

merged or combined into a new company. The action is causing the companies to be 

“recast” and reformed together. Because of the nature of the process, the ownership is not 

transferred in the same way as in an acquisition. When FDI takes action in the form of an 

acquisition, the company’s’ ownership is transferred to the acquirer. Instead of an MNC 

being forced to use Greenfield investments and build new factories, it could instead 

acquire an existing firm in the specific market (Raff et al. 2009). 

3.2 Previous studies 

 

In this section the most distinguished studies of the area will be presented. The 

determinants of FDI is a well-researched field of study. Studies have been performed on 

developed economies as well as in developing countries. Most of them argue that market 

size is one of the largest factors for FDI. Other factors that are covered in previous 

studies are the political risk and instability and the openness of a country. 

 

Four main categories have been identified based on the research of previous studies. 

Previous studies confirming the relationship will be discussed in the following section. 

3.2.1 Market size  

Green et. al (2000) concluded in their UN World Investment Report that the market size 

is an important determinant of FDI. Market size is represented by the variable GDP to 

display how big the market is for the potential investor’s businesses. They performed a 

case study in Brazil in the year 2000 that taught us that Brazil stands out among other 

developing countries with its market size as an advantage in attracting FDI inflows. They 

also found that big Japanese firms invested in Brazil with the main motivation of its large 

market size.  
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Another study that argues for market size as the largest determinant of FDI is one 

performed by the economist Jaumotte (2004). She investigated a sample of 71 developing 

countries between the years 1980 and 1999. Her findings tell us that the market size 

(measured by GDP) has a significant effect on FDI inflows to the sampled countries. 

Nasir (2016) also found in her study about the determinant of FDI in Malaysia that 

market size (measured by GDP) is a significant determinant of FDI and has a positive 

relationship to it, which means that whenever market size is increasing, FDI will also 

increase. 

 

3.2.2 Economic stability 

Baniak et al. (2005) studied the determinants of FDI in transition economies to find out 

why those economies attract lower FDI than expected. They concluded that economic 

stability, in terms of reduction of the variability of forecasted variables, leads to more 

FDI inflow to the host countries and concludes that it is a crucial factor in stimulating 

FDI inflows. 

 

Mateev (2009) also studied determinants of FDI, but in Central and South-eastern Europe 

and his findings also argue for that economic stability is an important determinant of FDI 

inflow. Mateev came to the conclusion that a lower risk of default may signal for 

improved macroeconomic stability and his findings show that it is significantly positively 

related to FDI inflow. Valli et al. (2014) investigated the relationship between inflation 

and FDI in South Africa and concluded that the variables have an inverse relationship. 

This means that higher inflation leads to lower FDI as it would lead to a reduction of the 

real returns of investments in that country.  

 

Yi Man Li and Yiu Ng (2010) performed a study of South Africa in order to investigate 

the relationship between FDI inflow and economic growth (growth in GDP). The study 

incorporates a time-series study form 1980-2009 to investigate whether FDI inflow 

Granger cause economic growth. Which is if FDI inflow cause economic growth, or if it 

is the other way around. Their study showed that during the period FDI granger cause 

growth in the short term but not in the long term. The inverse relationship did also show 

interesting results. Economic growth did not Granger cause the FDI inflow in South 

Africa. The limitation of the study is the focus on a single country. Certain individual 
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circumstances may affect the results, hence, drawing conclusions of their study are not 

reliable and applicable to the whole region of Africa. Two example of specific 

circumstances is the AIDS epidemic and economic sanctions due to apartheid. However, 

the general conclusion of the study is of importance. Namely for governments to create 

foundations for enabling economic growth rather than to depend on FDI.  

 

3.2.3 Political risk 

Previous studies have also taught us about risks that investors take into account when 

deciding about FDI. Some examples of those risks are political instability and 

macroeconomic risks. Schneider and Frey (1985) found that political risk - measured by 

institutionally sanctioned dissolution of legislature over demonstrations, riots and strikes 

- in a country has an inverse effect on FDI, which means that the more political 

instability there is in a country, there will be fewer FDI inflows to that country. In their 

study, political instability covers riots, demonstrations, and strikes for example. There 

are, however, other studies argue that political instability does not have any negative 

effect on FDI. Wheeler and Mody (1992) performed a study of where U.S. firms decide 

to locate their international investments. They found that political risk is an insignificant 

determinant for FDI of U.S. firms. Jaspersen et al. (2000) also concluded that the effects 

of risk on private investment in Africa compared to other developing areas that political 

risk has no significant effect on FDI. Asiedu (2006) performed research about the role of 

government policy, institutions and political instability in FDI in Africa. She found that 

governments have an important role in attracting FDI to their country. She also found 

that macroeconomic stability has a significant positive effect on FDI. 

 

A paper conducted by Reiter and Steensma (2010) studied the relationship between FDI 

and human development in developing countries. The relationship was examined by 

investigating how corruption and government policies affect FDI. The study included 49 

developing countries with data spanning between 1980 and 2005. The data set included a 

range of countries with widely different characteristics, in terms of geographic location, 

population size among others. The researchers concluded that FDI inflow is more 

strongly correlated to policies restricting foreign investors to access certain segments of 

the domestic market. Hence, restricting foreign actors and rather enable domestic actors 

to operate. The authors concluded that most foreign investors seek profitability and not 
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national development. As a possible consequence, not utilizing the possible benefits of 

FDI and may induce industry concentration by suppressing domestic firms. Furthermore, 

the study showed that the relationship is more robust when corruption is low. 

 

3.2.4 Openness of a country 

Other studies mention the openness of a country as a determinant of FDI. Resmini (2000) 

studied manufacturing investment in different countries in Central and Eastern Europe. 

The findings suggest that FDI will benefit from increasing the openness of the country as 

it makes international trade flows more available. Exchange rates are another determinant 

of FDI that several researchers have studied. Weaker exchange rates in the host country 

are associated with more FDI inflows as it becomes cheaper for investors to invest there. 

Froot and Stein (1991) have found evidence of that specific relationship in their study. 

They concluded that exchange rates impact on FDI that a weaker exchange rate in a host 

country will lead to more FDI inflows as their assets become cheaper compared to the 

assets in the investor’s home country. 

 

After conducting research of previous studies, the four main categories have been 

identified, Market size, Economic stability, Political risk and Openness of a country. 

Variables will be selected and used as proxies for the categories and data will be gathered 

which is presented in the following section. 

4. Data 

 

Based on the information of previous studies and the research question of the paper a 

model has been concluded. The following chapter will discuss why the model is 

constructed in the way it is, why the variables are present and what the results of the 

inclusion of said variable might be.  

 

4.1 Data Sources 
For the model, 23 sub-Saharan countries will be regressed over a twenty-year period, 

ranging from 1998 to 2017. The Sub-Saharan countries have been ranked by GDP per 

capita and the 23 countries with the highest rank have been selected. Only 23 countries 
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are selected in this model since the omitted countries lacked large amount of data and 

included biased data for the cases when the country is a small island receiving large 

numbers of tourism. For example the Seychelles, it is a group of small islands with an 

area of only 455 ���. The data is collected from the World Bank, the UN, and OECD. 

The variables are selected based on what previous studies have concluded regarding FDI. 

4.1.1 Dependent variable 

 

The dependent variable in the model is FDI for the selected countries. FDI is defined as 

net inflow in absolute numbers, in thousands of USD.
1
 The reason for why the net inflow 

in FDI is selected instead of FDI per capita, or FDI as a percentage of GDP, is because 

the purpose is to find the determinants for the total FDI inflow into the Sub-Saharan 

countries.  

4.1.2 Independent variables  
 

GDP, Gross Domestic Product denominated in absolute numbers. It is collected from 

The World Bank. It is one of the most researched and widely accepted economic 

indicators of the total market size of a country. It is calculated by adding the gross value 

produced by the residents, the tax incomes with subsidies subtracted and thereby not 

included in the value of its product. All figures are presented in thousands of dollars. The 

variable is a proxy for market size. 

 

HDI, Human Development Index is an index to track the development of wellbeing in the 

country. It measures three dimensions and of which HDI is the mean. HDI is a measure 

of averages in vital achievements of human development as long and healthy life, 

knowledge and a decent standard of living. These dimensions are represented by three 

different indices: life expectancy index, education index and GNI (Gross National 

Income). The data is collected from the UN’s development program. The index is 

represented on a scale between 0 and 1, but for our estimation, it has been modified to be 

                                                 
1
  FDI net inflow has been negative for a number of observations. The total number of observations in the 

sample equals 460. Out of which 17 observations are negative. In order to compute the regression these 

values have been adjusted to 0. The results is robust for values where FDI is negative. The following 

countries possess observations with negative values; Angola, Congo, Cameron, Mali, Gabon and 

Equatorial Guinea. 
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on a scale between 0 and 100 in order to receive coefficients made to scale. HDI is used 

for representing the market size in terms of its purchasing power and well-being. 

 

INFLATION, a measurement of economic stability in a country. High inflation causes 

instability; hence, low and foremost, predictable inflation is appreciated by investors. 

Negative inflation is known as deflation which is nothing desirable by investors. It is 

included as an explanatory variable in order to see how inflation relates to FDI inflow 

changes over time. Collected from The World Bank, it is presented in a yearly change, 

denominated in decimals instead of percentages. The variable is a proxy for economic 

stability. 

 

GDPGROWTH, a commonly applied variable when discussing economic growth and 

prosperity. Collected from The World Bank, it measures the growth rate of the GDP 

(Gross National Product) of a country. It is presented in a yearly change, denominated in 

decimals instead of percentages. It is included as a variable to see the effect of short term 

trend on FDI in the selected countries. 

 

CORRINDX, a variable illustrated by an index, illustrating corruption. It is presented by 

Transparency International. It ranks all the countries in the world while providing the 

countries with a score between 0 and 100. Where 0 is highly corrupted and 100 is not 

corrupted. The scores represent how corrupted the selected countries are. This variable is 

selected to represent the political risk of a country as it represents corporate governance 

and political stability. 

 

EASEBUS, (Ease of doing business) is collected from the organization doingbusiness as a 

part of The World Bank. Economies are ranked on a scale of 1 to 190 and if the ranking 

is high, it means that the regulatory environment is more friendly for starting operations 

or to expand in that country. The ranking is based on the scores of 10 different topics: 

starting a business, dealing with construction permits, getting electricity, registering 

property, getting credit, protecting minority investors, paying taxes, trading across 

borders, enforcing contracts and resolving insolvency. This variable is mainly 

representing the openness of a country, but it does also represent the political risk and 

stability since the topics the index is based on is related to government policies and 

regulations. 
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Table 1 below is illustrating how we believe each variable in our model will affect FDI 

and under which category the variable is a proxy for. 

Table 1. The table denotes the estimated relationship between the independent variables and FDI and their 

category.   

 

4.1.3 Limitations 
 

As previous studies on the subject of FDI, this study also contains limitations due to 

practical reasons. The study performed by Froot and Stein (1991) concluded that weak 

exchange rates are positively related to FDI inflow. Even though it is something we find 

interesting we have chosen to exclude exchange rates from the study. Because of the 

restricted amount of data available. 

By investing the samples individual foreign investment policy as the study conducted by 

Reiter and Steensma (2010), it is quite possible that we might get further insight. 

However, we have decided to exclude specific investment policies in the research. 

Inclusion of said variable tends to be hard to quantify in an empirical model as the one 

conducted in this thesis as laws and regulations rarely are binary. Interpreting the policies 

without fully understanding inter-relations and the consequences, faulty conclusions are 

too big of a risk. Also, powerful corporations have been able to deviate from existing 

policies as discussed in the previous section regarding FDI.   
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5. Methodology 

 

In this section, the empirical model and the econometric method are presented. 

Furthermore, tests for identifying the most feasible and fitted model is carried out. Also, 

statistical tests with the purpose of validating the model are performed. By avoiding to 

violate vital assumptions and other important key factors that may cause invalidity for 

the model we hope to generate a robust model. 

 

5.1 Empirical model 

To find the determinants of FDI the collected data will be tested by econometric methods 

to see how each variable has affected FDI in the selected countries throughout the 20 

years period. This is done by a Panel Data estimation. An estimation with data points for 

each country and each year, to identify coefficients that represent the effect these 

variables have on FDI. 

Empirical Model: 

FDIit = β0 + β1 GDPit + β2 HDIit + β3 GDPGROWTHit + β4 CORRINDXit + β5 

EASEBUSit + β6 INFLATIONit + εit  
(1) 

 

Where i represents the country and t represents the year. An error term is also included in 

the model, represented by εit . 

 

5.2 Econometric Method 

In order to test the authenticity of the model, testing the correlation of the independent 

variables is vital to avoid violating important assumptions while performing regression 

models. Multicollinearity is one assumption that needs to be avoided in order to be able 

to get trustworthy and interpretable results. Multicollinearity exists when one or several 

independent variables are explaining each other. That will make the coefficients in the 

model biased.  Therefore, a correlation matrix has been generated for checking whether 

or not the independent variables explain each other. (Gujarati, 2003) 
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Table 2. A correlation matrix of the independent variables 

 

 

In table 2, how much each variable are correlated to each other can be seen. By looking 

at the matrix, a significant correlation between two of our dependent variables, 

CORRINDX, and EASEBUS (0,575284) can easily be identified. An estimation is 

performed for both of the variables to see which model that explains the FDI the better. 

Based on the outcome, we decided to keep the variable EASEBUS as the model provides 

a value higher R-square and a significant coefficient, whereas the coefficient for 

CORRINDX was not significant. See FEM(2) in table 5 for the outcomes of the tests.   

 

The developed empirical model as follows: 

 

FDIit = β0 + β1 GDPit + β2 HDIit + β3 GDPGROWTHit + β4 EASEBUSit + β6 

INFLATIONit + εit 

     (2) 

 

After correcting the model for multicollinearity, it is possible to select which model to 

use. 

First, we performed a Pooled OLS model to use as a comparative model. It is a simple 

technique being run with Ordinary Least Squares, OLS on panel data. The model assumes 

that the intercept (β0) of the panel data objects is identical. That means that the model 

does not take the time variation of the data into account. Time-variant variables imply 

that variables might have different characteristics at different points in time, time-

invariant variables implies the contrary. Constants and individual specific effects are 

taken into account in this estimation. As a consequence, the model might give a skewed 

picture of the actual relationship in the model. (Gujarati, 2003) 
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Then, a fixed effect model was performed. The Fixed Effect Model, commonly 

abbreviated, FEM is a regression model that is compatible with panel data. The fixed 

effect is due to the intercept is assumed to be time-invariant even though the individual 

observations may have differing intercepts over time. Therefore, the model assumes that 

the slope coefficients of the individuals do not shift over time. The estimation cancels out 

constants and individual specific effects. This allows special characteristics, such as the 

time variation, to be taken into account by the presence of dummies. The use of dummies 

decreases the degree of freedom when estimating the model. Which may cause a problem 

as the normal distribution curve is flattened and the tails of the curve increases. It 

increases the risk of faulty conclusions based on the test. (Gujarati, 2003) 

 

Lastly, a Random Effects Model - REM was then performed as well. It is also a model for 

panel data. Instead of assuming that the slope coefficients (β) of the model are fixed. The 

coefficients are assumed to be the mean of a random drawing of a greater sample. 

(Gujarati, 2003) 

 

To select between FEM and REM we performed a Hausman test. The Hausman test is a 

statistical test in order to decide whether the FEM-model or the REM-model is most 

suitable. The hypothesis of the test is the following; 

 

Table 3. The Hausman test with affiliated test statistics. 

H0: Random Effect Model is preferred 

H1: Fixed Effect Model is preferred 

 

Since the p-value for the test is lower than the selected level of significance (5%) It is 

possible to reject the null hypothesis. Hence, the FEM model is preferred over the REM 

model. Therefore, the FEM model is concluded to be the primary model for the 

regression. As previously noted, a Pooled OLS model will be included for comparative 

reasons.  
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6. Results 

 

The following section will present the descriptive statistics and the statistical output 

created by running the model. The key statistics regarding the output will also be 

presented and put in relation to the established assumptions and rules for statistical 

testing. 

 

6.1 Descriptive Statistics 

In Table 1, the descriptive statistics for the dependent variable and all the independent 

variables are presented. There are a total of 460 observations for the 23 selected countries 

over the 20 year period. The table displays the variable intervals and its statistics. 

Table 4. Descriptive statistics of the model variables  
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6.2 Main Results 

The values of the coefficients for the Pooled OLS model, FEM(1) model where 

EASEBUS is used and FEM(2) where CORRINDX is used is presented below. The results 

for the Pooled OLS estimation is displayed because it is interesting to see the results 

when keeping the individual effects and the constants in the data. The results from the 

Pooled OLS estimation and FEM(2) model is only present to view the differences, and 

will not be used when discussing our findings and coming to conclusions. 

 

Table 5. Test results for the main model with two types of regressions models. 

 

 

(Standard deviations in parenthesis, *, **, *** denote statistical significance at 10, 5 and 1% significance 

levels) 

 

As illustrated in Table 5, R-square (overall), the coefficient of determination for the 

FEM(1) model is 0,576833. It is interpreted as approximately 57,6% of the variation and 

change in the dependent variable, FDI can be explained by the independent variables. 
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The coefficients for GDP and HDI both have positive signs, meaning that they have a 

positive relationship to FDI inflow. EASEBUS do have a positive coefficient as well. The 

coefficient for INFLATION and GDPGROWTH are insignificant and cannot therefore be 

explained by this estimation. 

 

6.3 Sub-section Results 

For a deeper insight, the sample was divided into two groups for each addition 

regressions. Two additional regressions were estimated on two different sets of groups.
2
 

To test if there are inter-sample differences which could further explain the relationship 

between FDI and the variables. The following regressions were made using the FEM 

model. 

For the first regression of the sub-section, the sample was divided between the richest 

and the poorest countries based on their total GDP.  

Table 6. Test results for the Fixed-effect model when the sample is divided by wealth. 

(Standard deviations in parenthesis, 

*, **, *** denote statistical significance at 10, 5 and 1% significance levels) 

                                                 
2
 See Appendix. 4 for the selection of countries in the different groups. 11 countries were assigned in each 

group for having equal sample sizes in the regression. The omitted country was the one in the middle of the 

sample ranking. Uganda is the omitted country in the regression associated with Table 6.  Madagascar is 

the omitted country in the regression associated with Table 7.   
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The signs of the coefficients for both sub-samples are consistent. The only remarkable 

difference between the groups is that the coefficient for EASEBUS is only significant for 

the poor countries. 

 

For the second regression in the sub-section, the sample was divided based on market 

size. It was done practically by ranking the sample by the total population in 2017. 

 

Table 7. Test results for the Fixed-effect model when the sample is divided by population. 

 

 
(Standard deviations in parenthesis, *, **, *** denote statistical significance at 10, 5 and 1% significance 

levels) 

 

The most noticeable finding on the regression is the difference in the sign of the 

coefficient for INFLATION. For Large pop. the sign is positive whereas it is negative for 

Small pop. HDI is only significant Large pop. while GDP is only significant for Small 

pop. 
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7. Discussion 

 

In the following section, the main results, as well as the sub-section results, are discussed 

in relation to the existing literature and previous studies. The authors own contribution 

to the possible reasons for the relationships between the test results are also presented. 

 

 

The realized coefficients from the estimation are matching the predictions we made 

based on previous studies. The studies done by Green et. al (2000), Jaumotte (2004) and 

Nasir (2016) argued that market size is the - or at least one of the - largest determinant of 

FDI. Our estimation provides us with the same result. The coefficient for GDP is 

significant and positive. Based on the realized coefficient, we can see that market size 

has a large and significant effect on FDI inflow, which is in line with previous studies. 

The variable HDI, which is representing the market size in the way of its purchasing 

power in terms of well-being and income, also has a positive and significant coefficient. 

This tells us that the quality and power of the market size is just as an important 

determinant of FDI inflow as the market size itself. 

 

The studies mentioned regarding political risk did not agree with each other in the same 

way as those regarding the market size. There are studies by Aisedu (2006) and 

Schneider and Frey (1985) that argued that political risk is an important determinant of 

FDI and other studies by Mody (1992) and Jaspersen et. al (2000) that argue for the 

opposite, that it does not have any negative effect on FDI. We selected the variable 

CORRINDX to represent political risk. However, we later decided to exclude the 

CORRINDX variable from our model as it was highly correlated with the variable 

EASEBUS. Therefore, corruption index cannot be used in the discussion of whether or 

not the political risk is an important determinant of FDI inflow or not. However, ease of 

doing business is representing both the openness of a country and its political risk. By 

looking at the coefficient for EASEBUS, we can see that it is both positive and 

significant. This tells us that when a country has a more developed regulatory 

environment, it attracts more foreign investors as they can open and expand their 
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businesses without troubles. Since the infrastructure and regulations are an effect of the 

countries governments and politicians, we can argue that the more politically stable a 

country is, the more FDI inflow they will attract. 

 

We also performed the estimation with the variable CORRINDX instead of EASEBUS. In 

that scenario, the coefficient for CORRINDX is not significant at a 10% significance 

level.
3
 The reason for that could be that there is no clear relationship between how 

corrupted a country is and how much FDI they can attract. In some countries, they could 

receive investments from abroad because of corruption. That could be because they have 

business partners in other countries that benefit from the corruptness as it provides them 

with better terms and/or advantages that they cannot find in less corrupt countries. 

However, on the other side, less corrupt countries could receive more investments 

because of that and known standards, rules and predictability. In those cases, investors 

are attracted by countries healthy political- and market conditions.  

 

Two previous studies argued for economic stability as an important determinant of FDI 

inflows. In their studies, they evaluated the risk of default and variability in forecasted 

variables as representatives of economic stability. In our model, we used the variables 

GDPGROWTH and INFLATION to represent economic stability. The previous studies 

agree on that economic stability is significantly positively related to FDI inflow. If we 

look at the coefficients of our variables, none of the variables are significant at a 10% 

level. There could be several reasons for that, one could be the case of reversed causality. 

We cannot be sure if the variables are determining FDI inflow or if it is the other way 

around, that the level of FDI is determining GDPGROWTH and INFLATION. 

Irrespective of which, the coefficients do not tell us anything of interest as they are not 

significant. 

 

To show an example of how what this model tells us and how our variables effects FDI, 

we can look at the situation for Botswana in 2015. During that year, they had a GDP of 

14 406 496 thousands of dollars, HDI at 70,6 and the ease of doing business index was at 

76,2. If we plug those number into our model: 

 

                                                 
3
 See table 5 for outcome of the estimation 
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FDI = -639053 + 0,00621(14406496) + 23409,38(70,6) + 6161,733(76,2) = 1 572 638 

thousands of dollars   (3)
 

 

Equation 3. Calculation for Botswana example. 

 

And if we have the scenario where HDI is increasing by one standard deviation (increase 

from 70,6 to 83,3) and plug in the numbers again: 

 

FDI = -639053 + 0,00621(14406496) + 23409,38(83,3) + 6161,733(76,2) = 1 869 937 

thousands of dollars   (4) 

 

The FDI for Botswana would increase with 297 299 thousands of dollars. 

 

In the sub-result section, we decided to divide our data between the richest and the 

poorest countries and then performed the same panel data regression on those groups to 

see if there are any differences within our sample. 

 

The coefficients for the two groups do all have the same signs, so the relationship 

between the variables and FDI inflow is the same regardless of the group. One 

remarkable difference between the groups is that the coefficient for the variable 

EASEBUS is significant only for the poorest countries. The reason for why could be that 

there is no clear relationship between FDI inflows and how politically stable and open a 

country is when that country already is rich. When a country already is rich, the political 

factors may not be as important to investors as they are for less rich countries. For 

example, if the country already is rich, it tells the investors that there is a functioning 

market there, and the country has money to spend on the investor's businesses. However, 

when the country is poor, it is crucial for investors that the specific country has a well-

developed political system for business so that it is profitable for them to enter that 

market. That could explain why the coefficient is significant only for the poorest 

countries.  

 

It could also be explained by the theory that one of the reasons for foreign businesses 

may want to enter a country by Greenfield investments is where the costs are low. Since 

labour tends to be cheaper in poor countries, those countries are the ones where these 
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type of investors wants to enter. That is why the ease of doing business in those countries 

is more important, as the investors will more likely enter a country where they can start 

their business with as few barriers as possible. That could also explain why the 

coefficient for INFLATION has a considerably higher value for the poorest countries. As 

the cost of labour is an important determinant for starting a business, inflation will 

become a more important determinant of whether or not they should enter the market 

since inflation measures the change of prices in a country. 

 

We also decided to divide our data between the largest and smallest countries based on 

their total population, and then performed the same panel data regression on those groups 

to see if there are any differences within our sample based on their population sizes. 

 

From this estimation, we can identify several severe differences between the coefficients.  

To start with, the coefficient for the variable GDP is only significant for the small 

population countries, and the coefficient for the variable HDI is only significant for the 

largely populated countries. Since those variables are representing the market in terms of 

size and purchasing power, the reason for why the estimation provides this outcome 

could be evaluated together. One explanation for why this is true could be that for largely 

populated countries, it is more important that the large population have a high standard of 

living with a high purchasing power. While for the small populated countries, it is more 

important that the small population have enough money to spend on the investor’s 

businesses than if they are well-being or not. If this is true, we can conclude that absolute 

numbers are more important for small countries and the standard of living is more 

important for large countries. 

 

If foreign entities have decided to enter a market by utilizing established domestic 

companies. Acquisitions of companies can be done privately between shareholders (with 

a company as an owning entity). If the acquired company is publicly listed, the acquirer 

can buy shares over the market as part of the take-over. Only a few countries in our 

sample have functioning stock exchanges and even less with enough liquidity for being 

seen as a healthy market. Therefore, the majority of M&A´s will be finalized off-market. 

These figures will be included in the FDI statistics. Governments of the recipients of FDI 

need to generate possibilities for foreign companies to expand in their country. As the 

United States Census Bureau concluded, 49% of foreign trade flows take place within 
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companies.  Having generous foreign investment policies creates incentives for 

companies to invest. However, as Reiter and Steensma (2010) concluded, positive 

benefits may be caused by restricting foreigners from certain market segments in order to 

encourage domestic companies. The government should always withhold the 

encouragement of domestic companies. As countries develop and their publicly traded 

market gets more efficient, it enables ownership in domestic countries by foreign 

investors. The development of stock exchanges goes in line with how western economies 

function. It allows ownership to be diversified and creates opportunities for additional 

actors. Previously, the opportunity may only have been available for a selected few 

entities because of the limited accessibility. However, the flow of capital is not measured 

in FDI by definition. As a result, the less developed countries may, therefore, receive 

FDI in the shape of Greenfield investments or business fusions if the regulations enable 

it. The labour tends to be cheaper for the foreign company, nevertheless, highly 

developed countries as South Africa inherits high intellectual and technological capital. 

Regardless of the semblance of FDI, global trade and cooperation will most likely cause 

intellectual conduction to the domestic market and help develop it and the local and 

domestic talent. 

 

The significant results from our estimation are in line with the result from previous 

studies mentioned in this section regarding the determinants of FDI in developing 

economies. The determinants for FDI in Sub-Saharan Africa, Latin America and Asia are 

more or less the same. However, that does not change the fact that the other geographical 

areas have received far more FDI inflow during the past 20 years. There may be another 

determinant regarding FDI that could explain that phenomena. Our study has not come 

up with an answer for why that is the case, but it has provided us with an answer for what 

is the determinants of FDI in Sub-Saharan Africa. 
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8. Conclusion 
After examining the determinants of FDI in Sub-Saharan economies we have been able 

to draw conclusions based on the study. The results tell us that our variables GDP, HDI, 

and EASEBUS are positively related to FDI inflow. The previous studies suggested that 

market size, economic stability, political risk and the openness of the country are 

important determinants of FDI for developing economies. Our variables are representing 

those categories, hence, we can conclude that our result is matching the previous studies 

regarding FDI in developing economies. The coefficients do not have the same values for 

our and the other studies, but the signs of them are similar. However, not all of our 

variables are significant. Those who are insignificant are GDPGROWTH and 

INFLATION. Therefore, we cannot truly be sure of how they impact FDI. 

 

When estimating the rich countries versus the poor countries, we can conclude that GDP 

is positively related to FDI inflow for both groups, while the magnitude of the coefficient 

for the poor countries is way larger than for the rich countries. However, EASEBUS is 

only significantly positively related to FDI inflow for the poor countries. 

When estimating the large countries versus small countries, we can conclude from that 

market size in terms of purchasing power is significantly positively related to FDI for the 

larger countries, that market size in terms of GDP is significantly positively related to 

FDI for the smaller countries, and that ease of doing business is positively related to FDI 

for both of the groups. 

 

Since we conclude from our results that the determinants are the same as in previous 

studies, we can conclude that the determinants of FDI are more or less the same 

regarding the geographical area. Which raise us the question of why Asian countries have 

received more FDI during the past 20 years than the Sub-Saharan countries. That is 

something that needs further investigation in the future. 
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Appendices 
Appendix 1.  

 

List of countries in the model sample. 

 

Appendix 2. 

 

(Standard deviations in parenthesis, *, **, *** denote statistical significance at 10, 5 and 1% significance 

levels) 

Model output for testing Random Effect Model (REM) 
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Appendix 3.  

 

(Standard deviations in parenthesis, *, **, *** denote statistical significance at 10, 5 and 1% significance 

levels) 

Model output for testing the variable CORRINDX instead of EASEBUS. 

 

 

Appendix 4.  

 

Country specification of the Sub-samples for the sub-result section. 

 


