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Sammanfattning 
Utländska direktinvesteringar antas medföra positiva bieffekter på de ekonomier de 
etableras i. Kunskap och kapital är faktorer som har en direkt effekt på mottagarlandet, 
medan länkar till den nya marknaden som kan etableras till exempel genom 
underleverantörer är indirekta effekter. Konkurrens är ytterligare en indirekt effekt. 
Utländska direktinvesteringar ses som ett verktyg för ekonomisk utveckling av många 
länder, och som en konsekvens är det hård konkurrens om dessa investeringar. 

Syftet med denna kandidatuppsats är att analysera om den institutionella omgivningen kan 
förklara inflödet av utländska direktinvesteringar till Afrika söder om Sahara. De 
institutionella variablerna i denna uppsats har inte applicerats förut på denna region i 
samma utsträckning. Forskning relaterat till Afrika söder om Sahara och utländska 
direktinvesteringar är inte utbredd, vilket kan bero på faktorer som opålitlig och otillgänglig 
data. I denna uppsats har data samlats för 37 av 45 länder i området, undersökta med 
medelvärden för perioden 1997-2007.  De använda kontrollvariablerna är humankapital, 
makroekonomisk stabilitet, innehav av naturresurser samt infrastruktur. Dessa är generellt 
accepterade som kontrollvariabler vid undersökning av utländska direktinvesteringar. De 
institutionella variablerna är: äganderätten, frihet från korruption, handelsfrihet, 
investeringsfrihet och företagsfrihet. Den ekonometriska modellen bygger på OLI 
paradigmen och institutionell teori. 

Regressionerna visar att innehav av naturresurser, humankapital, handelsfrihet och frihet 
från korruption är statistiskt signifikanta som förklaringar för utländska direktinvesteringar 
i denna region. De nämnda variablerna är positivt relaterade till utländska 
direktinvesteringar utom frihet från korruption, där man kan se en negativ relation. 
Resultaten indikerar att utländska direktinvesteringar är export-och resurssökande, vilket 
även är ett generellt antagande gällande denna region. Dessa signifikanta variabler kan antas 
vara drivande faktorer för utländska direktinvesteringar i Afrika söder om Sahara. 
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Abstract 

Foreign Direct Investments are assumed to bring positive spillover effects to the econo-
mies they operate in. Knowledge and capital are the factors that have a direct effect on the 
host economy, whereas spillovers, linkages and competition are indirect effects. FDI is 
seen as a tool for economic development by many countries, and there is hard competition 
in the quest to attract FDI.  

The purpose of this thesis is to analyze if the institutional setting can explain FDI inflows 
to sub-Saharan Africa. The institutional variables used in this thesis have not been exam-
ined before on this region. The research on the sub-Saharan region and FDI is not substan-
tive, which could be accounted for by such factors as unreliable and unavailable data. In 
this thesis there has been data collected on 37 out of 45 sub-Saharan countries, regressed 
with the mean values for the period 1997-2007. The control variables used are; human 
capital, macroeconomic stability, natural resource possession and infrastructure. These are 
generally accepted as control variables when examining FDI. Institutional variables are: 
property rights, freedom from corruption, trade freedom, investment freedom and business 
freedom. The econometric model is built upon the OLI paradigm of FDI and institutional 
theory. 

The regression results show that possession of natural resources, human capital, trade free-
dom and freedom from corruption are statistically significant as explanations for FDI in 
this region. The mentioned variables are positively related to FDI, except freedom from 
corruption where there is a negative relation. The results indicate that FDI is export-and 
resource-seeking, which is a general assumption about the region. These significant vari-
ables can be assumed to be driving forces of FDI in SSA. 
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1  Introduction 
In 2000, Foreign Direct Investment (FDI) inflows amounted to a record of $1.411 trillion 
in the world. Since the top notation in 2000 there has been a slight decrease, but in 2006 
FDI was reported to reach $1.306 trillion, rising for the third year in a row (UNCTAD, 
2008a). FDI is present in all kinds of regions; developed, transitioning and developing 
countries, but the developed world remains both the largest host and source1 of FDI. It is of-
ten seen as a tool for economic development and researchers such as Busse and Hefeker 
(2007) claim that FDI is superior to other sources of finance when it comes to promoting 
economic performance. The industrialized world is considered the most important actor in 
FDI, but there is also an enormous increase of inflows to South, East and South-East Asia 
and this region is now the third largest host of FDI (UNCTAD, 2008a). On the other 
hand, countries considered least important when discussing FDI are the region of countries 
called Least Developed Countries (LDCs), most of them situated in sub-Saharan Africa 
(SSA).They have for a long time been subject for discussions about how to increase their 
economic and human development.   

As shown by graph 1.1, SSA has an extremely low amount of total FDI inflows, also when 
excluding China. If one considers FDI to be an important factor of economic growth and 
development in accordance with Busse and Hefeker (2007), these numbers call for the im-
mediate need to outline the variables that influence the investment decisions by Multina-
tional Companies (MNCs). Which, if any, institutional variables may be of importance in 
attracting FDI for this region? What kind of FDI is located in sub-Saharan Africa? These 
are some of the questions addressed in this thesis. 
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Graph 1.1: Comparison of FDI inflows to SSA and the developing world. Created with data from  
UNCTAD 2008a.  
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1.1 Problem and Purpose  
This study aims at analyzing the importance of institutional variables when MNCs make 
investment decisions. The research problem is:  

Can the institutional setting in sub-Saharan Africa explain the inward FDI? 

Studying SSA generally means lack of reliable data (will be further discussed in 5.1) and the 
absence of earlier research. This study differs from other studies of this kind because it 
separates institutional variables and examines them one by one. Also, new theory is used. 
Therefore, this study will add to the existing literature and deepen the understanding of 
FDI determinants to the sub-Saharan region. 

1.2 Methodology 
This paper examines the period between 1997-2007, using cross-sectional data. In section 
5.1 there will be a discussion on the data and the possible problems and advantages with it. 
The sample size consists of 37 out of 45 countries in SSA. The countries in the sample are 
both LDCs and regular developing countries. Since it is the inward FDI that is measured, 
there has been no distinction between home countries, i.e. there is one home country (the 
rest of the world). The econometric regression model used is the Ordinary Least Squares 
(OLS).  

1.3 Outline 
Section 2 will give a background to the region, its institutional settings as well as provide a 
brief overview of FDI. In section 3, the theoretical framework will be outlined with respect 
to both economic and institutional theory. Section 4 will provide a literature review and 
give support to the theoretical models and the variables that are considered interesting for 
this research. Section 5 describes the econometric model and the variables chosen for esti-
mation. Data and measures are presented in 5.1. Empirical results will be presented in sec-
tion 6 with descriptive statistics and the regression results. Finally, in section 7, the reader 
will find the conclusions drawn from the research question. 
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2 FDI and Sub-Saharan Africa 
This section outlines the features of FDI, and how it is exercised in the SSA. Graph 1.1 in 
the previous chapter showed that there is a substantial difference regarding inward FDI to 
SSA and to other developing countries. However, before proceeding with more details 
about the SSA region, it is important to understand what FDI actually is. 

2.1 Foreign Direct Investment 
FDI in this paper is defined as owning and controlling more than 10%2 of the shares in a 
company (Lipsey, 2001), and typically, FDI indicates long-term investments. FDI is one of 
the fastest growing ways of investing in international markets, and the stock of global FDI 
capital made up 21% of global GDP in 2008 (Lahiri, 2008). FDI is embodied in different 
shapes; it can, for example, be a merger between two companies, acquisition of a new 
company or ‘Greenfield investment’ which means expanding or setting up a new facility. 
Also International Joint Ventures (cooperation between two or more firms that share risks 
and profits, often a local and international company) are a possibility, and have been domi-
nating in China and India for a long time (Lahiri, 2008).  

There are extensive motives for both host and source countries to exercise FDI. As is 
shown in figure 2.1, there are both direct and indirect effects of FDI. The direct effects are 
derived from knowledge and capital. These lead to employment creation and higher wages 
                                                 
2 For a more thorough discussion on the definition and criterions for FDI, see the contribution by Lipsey 

(2001). 
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for the people working at the MNC. The host country can also gain tax revenues due to the 
foreign capital located in the economy. The direct effects on local consumers can be both 
positive and negative, depending on which direction price and quality takes.  

Indirect effects, also shown in figure 2.1, are due to the spillover effects and linkages, as 
well as increased competition, created by the knowledge and capital that is coming into the 
economy. Spillovers and linkages can create more jobs and wage increases because new 
domestic firms can be established or increase their profitability due to more and better 
knowledge and technology. Depending on what kind of FDI that is undertaken, sub-
contractors can be established, thus creating linkages between MNCs and domestic firms.  

Competition, also an indirect effect of FDI, may lead to positive or negative effects for the 
local firms operating in the same business environment. The danger for local firms lies in 
that MNCs can crowd out profits and jobs in local companies since the MNC has a com-
petitive advantage. If not reinvesting, or using local abilities in the economy in which the 
MNC operates, profits will leave the country, leading to negative effects on the host econ-
omy. 

The possibility of large gains have driven many countries to impose tax breaks, subsidies, 
improve infrastructure and increase human capital (Lahiri, 2008). Some countries such as 
Costa Rica have tried to adjust themselves in all these aspects to attract a certain industry in 
the hope of becoming a new “Silicon Valley” or alike for these industries. In the case of 
Costa Rica, the country aspired to become attractive for the company Intel’s semiconduc-
tor production (Traça, 2008). Evidence shows that the GDP of Costa Rica goes up and 
down with the business cycle of Intel since the company accounts for 60 % of total GDP 
growth in the country, making the economic situation extremely volatile and dependent on 
Intel (World Bank Group, 2006). However, effects have been positive for the Costa Rican 
economy since Intel has pursued good FDI and collaborated closely with the local gov-
ernment to create education and improve infrastructure (World Bank Group, 2006).  

MNCs also extract massive gains from FDI in the sense of increased profitability. The 
overall motive for doing FDI is to increase profits, but the reasons for locating abroad are 
many; resource-seeking (cheap labor & natural resources), market-seeking (avoid transpor-
tation costs, increase information, avoiding trade barriers) or efficiency-seeking (economies 
of scale) (Lahiri, 2008; Traça, 2008).  

However, potential problems with FDI for host countries have to be recognized. The con-
stant search to attract investors can lead to massive tax cuts, thus decreasing government 
revenues. This essentially means that the public provision of goods may decrease or be of 
lesser quality, which potentially hurts the local consumers and lowers overall welfare. Also, 
some researchers believe FDI to crowd out domestic investments and FDI may also cause 
environmental standards to be lowered when seeking investors (Lahiri, 2008). Many coun-
tries that spend money on trying to attract FDI use spillover effects as a justification. Addi-
son, Guha-Khasnobis and Mavrotas (2006) note that even though this argument has theo-
retical support, empirical evidence are not as conclusive.  

The area of connecting economic growth to FDI and proving economic development to 
be a real consequence of FDI has been subject to much debate. Researchers often have 
contradicting findings, implying that there should be even more research in this area (Addi-
son et al., 2006). FDI cannot be considered the only way to reach higher levels of devel-
opment, since there are several other factors explaining development. However, there is 
some convergence towards the belief that FDI is positively influencing economic growth. 
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We have to consider both the strategies by the MNCs and the local conditions in the host 
country when determining if FDI is a good path to take for developing countries (Traça, 
2008). 

2.2 Sub-Saharan Africa 
For the purpose of this thesis we will use the definition of the SSA region according to 
UNESCO. There are 45 countries in the region as can be found on a map in Appendix 1. 
However, due to lack of data, the following 37 countries will be subject to investigation: 
Angola, Benin, Botswana, Burkina Faso, Burundi, Cameroon, Cape Verde, Chad, Congo, 
Côte d'Ivoire, Democratic Republic of the Congo, Equatorial Guinea, Ethiopia, Gabon, 
Gambia, Ghana, Guinea, Guinea-Bissau, Kenya, Lesotho, Madagascar, Malawi, Mali, Mau-
ritius, Mozambique, Namibia, Niger, Nigeria, Rwanda, Senegal, Sierra Leone, South Africa, 
Swaziland, Uganda, United Republic of Tanzania, Zambia and Zimbabwe.                      
Excluded countries are Somalia, Liberia, Togo, Central African Republic, Comoros, Eri-
trea, Seychelles and Sao Tomé and Principé. 

An explanation for the slow economic growth in the SSA region is the implementation of 
inadequate institutions in some countries during the colonial period. Many of the countries 
in SSA were subject to extractive colonist forces, meaning that the only purpose for coloni-
zation was to exploit and use the resources available (Grabowski, Self & Shields, 2007). 
Acemoglu, Johnson and Robinson (2005) state that in the areas with high population densi-
ty and urbanization, the institutions implemented were worse than in other areas. This was 
due to the possibility for the colonists to extract as much as possible from the peoples liv-
ing there and their resources. Acemoglu et al. (2005) calls this the ‘reversal of fortunes’ 
where Europeans extracted the resources of rich areas (such as Africa) and set up econom-
ic institutions that disregarded for example property rights. By setting up rules and regula-
tions for property rights, it would be harder to extract resources. Lack of traditions of 
property rights and good institutions when these countries became de-colonized is, accord-
ing to the theory of ‘reversal of fortunes’, a reason for the slow development in these coun-
tries.  

Instead, Europeans settled in areas which were characterized by low population and low re-
source availability. They implemented good institutions that safeguarded property rights 
and the rule of law. These countries became very economically prosperous. One can look 
at North America, Canada and Australia where European new-settlers implemented good 
institutions that promoted development since the intention was to stay in those areas (Gra-
bowski et al., 2007).  

When sub-Saharan Africa was de-colonized, the small elites that mostly took power in the 
different nations were not dependent on the majority of the inhabitants within their coun-
try borders for revenues. The dependency structure in these societies resulted in what has 
been called ‘patron-client politics’ where the ruling elite gets political support by certain 
groups in exchange for resources or other benefits to these groups (Grabowski et al., 2007). 
Generally these kinds of regimes promote corruption and favor private goods over public 
ones. Long-term sustainable development may not be the first priority, discouraging in-
vestments in public goods (Grabowski et al., 2007). Another problem with authoritarian 
regimes is a commitment issue regarding private investments made by independent firms. 
Prior to investment, the regime promises to ensure property rights and enforcement of rule 
of law. However, after investments are done, governments that have monopoly on political 
power cannot be expected to stand by its promise. The regime may very well exploit the 
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opportunity to extract the investment made by the firm and expropriate future profits, 
which in turn cause the investment to be a sunk cost by the MNC. This is called the ‘hold-
up’ problem, and could be a severe challenge to FDI (Acemoglu et al., 2005). 

A characteristic of some authoritarian regimes is the ignorance in promoting economically 
efficient institutions that will lead to economic growth. Although the elite regimes recog-
nizes the importance of economic growth for their own private gains (i.e. greater possibility 
to extract taxes and increasing returns of assets), they will not change economic institu-
tions. Economic growth might allow certain groups in society to gain a stronger standing 
politically, which in turn can challenge the ruling regime (Acemoglu et al., 2005). 

After the decolonization, Africa had a skeptical approach toward free trade and foreign in-
vestments, due to the experience from the colonization period. Many of the countries 
started to impose heavy regulation during the 1970’s and 1980’s for foreign firms, to pro-
tect their own industries. This choice of policy have been considered to have had a negative 
influence on the continent’s prospect to grow economically, since it lowered both trade and 
FDI (Dupasquier & Osakwe, 2006). 

FDI is very important for sub-Saharan Africa according to Cleeve (2008). It will lead to 
domestic innovation that comes from the transfer of technology. It will also lead to devel-
opments in human capital through the transfers of management skills and knowledge. It 
provides access to the international market and makes productivity increase due to compe-
tition that will follow. This will lead to lower costs and improved economies of scale due to 
the integration of the domestic market and the international economic activity (Cleeve, 
2008). 

In 1997, the total FDI stock to the examined countries was approximately 59,500 million 
current US dollars. More than a third of this amount was directed towards Nigeria. All 8 
countries possessing natural resources in the region accounted for approximately 50 % of 
total inward FDI. Total FDI stock to the 37 SSA countries in 2007 was the equivalent of 
approximately 245,000 million current US dollars, which is an increase of 410 % in 10 years 
time. In 2007, Nigeria accounted for 25 % of total inward FDI, which is a remarkable de-
crease since 1997. However, all countries with natural resources still possessed more than 
40 % of total inward FDI.  

In 2009, SSA is expected to experience a decrease in FDI due to the current financial situa-
tion. However, a major international investor in SSA is China, a country which might give 
loans and invest further in the region according to Emerging Markets Monitor (2009). SSA 
is endowed with extensive unused natural resources, which China may want to secure for 
the future. A consequence of China’s investment strategy can possibly be that some SSA 
countries will not be included, due to lack of natural resources or low quality infrastructure 
(Emerging Markets Monitor, 2009). 

 



 

 7

3 Institutional Theory and the OLI paradigm  
This section will outline the theories considered relevant to provide an explanation for why 
MNCs pursue FDI. Since this thesis has a focus on institutional determinants of FDI, there 
will be an outline of the institutional theory in section 3.1. Both the OLI paradigm and the 
institutional theory by North are well-known and widely used theories. What is a relatively 
new feature is the fusion between them. Section 3.3 provides an explanation of the OLI 
paradigm in combination with North’s institutional theory, which will be useful for re-
search of this kind. 

3.1 Institutional Theory 
Douglass C. North (1994) states that economic and political institutions are driving forces 
of economic performance. This is an aspect that for long has been neglected in economic 
literature. North (1994) claims that time is important to take into account, since institutions 
develop through learning, thus should improve over time. 

“Institutions are the humanly devised constraints that structure human interaction” and they consist of 
both formal and informal constraints (North, 1994:360). Institutions become increasingly 
important when transaction costs are present, which in reality is almost always the case. 
Organizations such as firms, political parties, are referred to as the players in the institu-
tions. They will operate in the specific institution if the environment is favourable to the 
organization. This would essentially mean that if an institution provides incentives for pro-
ductive firms, then those will be the players in the institution (North, 1994). Therefore, in-
stitutions can be assumed to have a role in FDI situations. 

As mentioned above, North (1994) claims that institutional change is a result of learning. 
That is, firms learn of new ways to be profitable. It could to some extent also be due to ex-
ogenous factors, such as changes in price or quality in other economies, inducing institu-
tional settings to change through the forces of competition. Furthermore, organizations 
that have a monopoly situation in an institutional framework are less willing, or interested, 
to change. Also, one should bear in mind the difference of informal and formal rules. The 
latter could easily be changed by an economy, but informal rules are harder to alter since 
they consist of norms and values, and make up the legitimacy of the institutions in the spe-
cific economy. Remembering this, it is obvious that there is no universal concept to which 
institutions will be favourable for economic growth or human development. However, one 
can examine specific regions or economies with similar culture, norms and values to obtain 
a general understanding of what type of institutional build-up and development that func-
tion. 

In Acemoglu et al. (2005) the ‘social conflict view’ on institutions is developed. Essentially 
it states that the institutions a society implements will be a direct consequence of the group 
wich has political power in that specific society. The social conflict view departs from the 
assumption that political institutions are fundamental also for economic institutions. The 
group possessing political power does not always hold the benefits of society as their pri-
mary goal. They may equally well choose to maximize their own benefits instead, imple-
menting economic institutions that do not promote for example property rights. By institu-
tionalizing property rights, the benefits of the ruler or ruling group may be decreased in the 
future. Therefore, institutional equilibrium is not always the one that is socially efficient. 
The social conflict view on institutional theory states that even if the ruler has knowledge 
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about the underdevelopment the economic institutions may cause, they might still be im-
plemented (Acemoglu et al., 2005).  

3.2 The OLI paradigm 
John H. Dunning (1980; 2001) presents in his eclectic theory, or in the OLI paradigm3, 
three advantages that explain why MNCs chose to pursue FDI instead of, for example, 
serving foreign markets by exporting (see figure 3.1). This paradigm was the first theory to 
explain why MNCs chose to pursue FDI, which clearly relates to institutional variables as 
will be shown in this chapter.  

 

O represents ownership-specific advantages, which can be an input derived from technol-
ogy or organizational skills and intangible assets such as patents and trademarks. The O is 
an asset that is unique to a specific firm; it has to be mobile as well as usable in more than 
one location at the same time (Dunning, 1980; 2001).  

L indicates location-specific advantages which may arise from natural endowments, labour 
or closeness to the foreign market. It is also highly correlated with government structure, 
policies and legal environment. L’s are not exclusive to any specific firm which means that 
many companies can use the same L. However, it is not mobile, thus the firm will have to 
locate in the specific area to make use of this advantage. (Dunning, 1980; 2001).  

I, the last feature of the OLI paradigm, mean Internalization. This is important due to high 
transaction costs that may arise due to market imperfection and uncertainty about the local 
market. I determines if it is worthwhile for a firm to establish and pursue FDI, or if it is 
sufficient to export to that market (Dunning, 1980; 2001).  

                                                 
3 The OLI paradigm was introduced at the Nobel Symposium in Stockholm in 1976 but originates from the 

1950s (Dunning 2001). 
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Figure 3.1 MNCs & the OLI paradigm. Source: Traça, 2008 

MNCs & The OLI paradigm 



 

 9

One can say that if a firm possesses the O, it will offer its services or products to the for-
eign market. However, it is the L and I that determine how the firm will serve it (Dunning, 
1980; 2001).  

3.3 Incorporating institutional theory into the OLI paradigm 
John H. Dunning and Sarianna M. Lundan presented in 2008 a study that incorporates in-
stitutional factors following the institutional theory by Douglass C. North (1994), into the 
OLI paradigm to explain activities by MNCs. The logic in combining institutional theory 
with an explanation of MNC activity lies in that we can better explain the behaviour of 
firms. Institutions can impose costs on behaviour that is not favoured in the specific set-
ting, and form the thinking and actions of managers within MNCs.  

In the ownership advantages (O), institutions could be added to outline the institutional in-
frastructure of a company. Corporate culture, changes in the workplace climate and trans-
fer of employment practices are examples of institutional features that could be transferred 
through MNC activity in a foreign country. By responding to differences in how to con-
duct business, transaction costs can be lowered considerably, thereby facilitating for the 
MNC to operate abroad (Dunning & Lundan, 2008). These institutional features could be 
better understood by adding institutions to the OLI paradigm. 

Location-specific advantages (L), apart from resource abundant factors and market size, 
could be institutions in the country that is subject to investments. Particularly, the incentive 
structure of institutions is a major determinant of MNC operations. Both institutions that 
are formal and informal on a national level will influence the ownership advantages, but the 
MNCs are in turn also likely to influence national institutions, according to Dunning and 
Lundan (2008). By changes in formal rules such as policy and regulatory framework, and 
informal rules, for example norms and expectations, MNC operations can be stimulated. 

The internalization advantage (I) is already fairly institutional in its nature. It consists of a 
kind of cost-benefit analysis in determining whether to exploit the O by exporting or set-
tling internally in the market (pursuing FDI). The quality and structure of institutions in the 
host country may be decisive when the MNC decides whether to internalize or not, accord-
ing to Dunning and Lundan (2008). 
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4 Institutional determinants of FDI – literature review 
The literature on FDI is extensive and it may be divided into subgroups. A very popular re-
search area is the relationship between FDI and economic growth, but we have decided to 
go deeper into an analysis of how institutions affect FDI. This area of investigation is im-
portant because institutional design can be expected to affect FDI in various aspects. For 
example, political instability and poor institutions can bear with them extra costs in pursu-
ing FDI. Also, good governance and good institutions decreases the uncertainty which is 
present when investing in a foreign market, and, at least theoretically, this should increase 
the prospects for attracting FDI (Bénassy-Quéré, Coupet & Mayer, 2007). 

The most recent publication in the field of institutions and FDI was released in Comparative 
Political Studies in February 2009, with the focus on how electoral procedures affect FDI in 
Latin America. It can be shown that electoral rules actually do affect FDI, but due to many 
reforms and hard competition regarding FDI in Latin America, it is not easy to be conclu-
sive about real effects (Garland & Biglaiser, 2009). 

4.1 Institutional determinants of FDI in developing countries 
Bénassy-Quéré et al. (2007) show in their research that institutions are significant for bilat-
eral FDI, no matter what the GDP per capita is. The authors conclude that bureaucracy 
and corruption are two variables of high importance for inward FDI. Banking sector, legal 
institutions and information also appears to be highly significant. Generally, high quality of 
institutions could alone affect the flows of FDI (Bénassy-Quéré et al., 2007) which is posi-
tive mainly for developing countries, since if this holds true, high GDP per capita is no 
precondition for attracting FDI. 

Resnick and Li (2003) use the OLI paradigm to test how democratic institutions in host 
countries affect FDI inflows in mainly developing countries. Institutional variables are im-
portant in explaining FDI inflows according to the OLI paradigm. The MNC establishing 
in a foreign market will search for the environment most beneficial to its needs, which 
clearly is affected by the policies pursued by the host country. However, in contrast to re-
searchers that generally believe democratic institutions to positively influence FDI inflows, 
Resnick and Li (2003) find that they can also drive investors away due to, for example, in-
vestment constraints and poor property rights. Their research suggests that democracy is 
not the factor to determine FDI; variables usually connected to democracy, such as prop-
erty rights, are more important. 

Corruption in relation to FDI is a relatively new research area. Habib and Zurawicki (2002) 
states that countries with similar levels of corruption can attract very different amounts of 
FDI. However, the negative effects of corruption are evident; it produces uncertainty, im-
poses extra costs and induces market imperfection since some companies may get favour-
able agreements from the government that other companies do not have access to. A detail 
that is noticeable is the fact that companies have a tendency to invest in countries that have 
a similar political environment as the own country. In addition to the economic obstacles 
produced by corruption when conducting FDI, there is also the ethical dimension which is 
often considered by MNCs (Habib et al., 2002). The authors admit that various studies find 
relatively different results when relating corruption to FDI, and it is hard to be conclusive 
of the effects. More research is needed in the area. 

Busse and Hefeker (2007) find that their institutional variables are important for MNCs 
when they pursue FDI. They have in their research included 83 developing countries, with 
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the result that eight out of twelve institutional and political risk indicators are significant for 
FDI inflows such as law and order, government stability and corruption. However, the 
control variables show insignificant results, implying that they are less important for FDI.  

4.2 Institutional determinants of FDI in SSA 
Dupasquier and Osakwe (2006) argue that the small amounts of FDI located in Africa can 
be explained by a number of factors. First, there is extensive uncertainty about macroeco-
nomic conditions, political environment and lack of transparency in policy-making. The 
regulatory framework is also contributing to the small amount of FDI as well as GDP 
growth and market size. Poor infrastructure, high protectionism in the domestic markets 
and the dependency on a few commodities that are very volatile to price changes are also 
considered as deterring factors of FDI. Since Africa is considered to be an area of high risk 
due to aforementioned reasons, there is hard competition among the countries to attract 
FDI. Many MNCs might chose to locate in continents that are not as risky to protect in-
vestments. Of course, there is also the aspect of weak governance as well as the inability or 
lack of efforts from African governments to market their investments possibility ade-
quately. 

To be able to attract FDI, Dupasquier et al. (2006) states that African nations should rec-
ognize that investors have certain worries when contemplating investment in the region 
because of the uncertainties and risks associated with Africa. Therefore the investment en-
vironment should be improved. Furthermore, MNCs tend to view a region as a whole, and 
uncertainty in one area might be associated with risk in the rest of the region. As a conse-
quence, there might be reasons to adopt a regional approach when trying to attract FDI. 
Also because of the tougher competition among less developed nations, the African gov-
ernments need to make policy reforms to be able to get good FDI into the continent 
(Dupasquier et al., 2006).  

Asiedu (2002) notes that at the time of her study, there had not yet been any research re-
garding FDI solely focused on the SSA region. The study examines various variables that 
are common to determine FDI in developing countries. The conclusion is that infrastruc-
ture development and higher return on investments are variables without importance to the 
SSA region. Openness to trade is significantly valid as a determinant of FDI to the SSA but 
not as important as to other developing regions. Because of the structure and markets in 
the African countries, and especially in SSA, one can generally assume FDI to not be mar-
ket-seeking. Therefore, Asiedu (2002) states that natural resources may be a plausible ex-
planation to why investors seek to establish in SSA. She points out that according to the 
general conclusions of FDI determinants in especially developing countries, one can see 
that SSA is different from other regions. 

Elizabeth Asiedu performed yet another study in 2006 about the determinants of FDI to 
SSA. Since the study above from 2002 indicated that natural resource possession may be a 
driving force of FDI in SSA, it might be very troublesome for the countries that do not 
have such endowments. In fact, natural resources do promote FDI in the region, which is 
confirmed by the study in 2006. However, she finds that market size, infrastructure, rule of 
law, macroeconomic stability and good investment climate positively influence FDI as well. 
Corruption and political instability has a negative impact. Asiedu (2006) states that coun-
tries with no natural resources can obtain FDI by improving their institutional framework 
and that regional cooperation might be the way to proceed, which is also suggested by 
Dupasquier et al. (2006). 
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Musila and Sigue (2006) are discussing three different types of FDI in their research; ex-
tractive, market-seeking and export-orientated FDI. At present, most governments in Af-
rica are interested in export-oriented FDI, because it avoids the problem of conflicts be-
tween the private and public benefits. Market-seeking FDI may induce conflicts between 
private and social benefits, especially if the FDI is protected from competition. Extractive, 
or resource-seeking FDI may have a negative impact for the country in the form of high 
social costs from the exploitation of economic rent and negative externalities from pollu-
tion. As a consequence, most African countries are today trying to attract export-oriented 
FDI which has led to intense competition between the African countries. Natural resources 
are not enough to attract FDI for the African region, according to Musila et al. (2006). To 
attract high levels of FDI the countries have to establish and maintain political stability and 
have a sound macro-economic policy. Musila et al. (2006) conclude that countries that have 
adopted such policies have had a faster economic growth and more inward FDI than those 
countries that have not succeeded to do so. 

In a later study, also conducted by Elizabeth Asiedu in collaboration with Kwabena Gyi-
mah-Brempong (2008), the focus lies on the liberalization of investment and trade policies 
in Africa. The authors conclude that the effects of such policies are dependent on which 
type of FDI a MNC is pursuing. Since SSA is believed to not have a lot of market-seeking 
FDI, the hypothesis for their research is that liberalization of trade and investment policies 
should positively influence FDI. This is also supported by the statistical results in the study. 
Asiedu et al. (2008) imply that when dealing with resource-seeking FDI (especially natural 
resources), MNCs might be less sensitive to policy-changes made by national governments 
than if engaging in other kinds of FDI. 
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5 The Econometric model  
Following the institutional variant of the OLI paradigm by Dunning (1980) and Dunning 
and Lundan (2008), one can see that institutional variables are important when examining 
FDI. In this section, the data and measures will be presented as well as the variables, the 
regression models and the hypothesis. 

5.1 Data and Measures 
Considering data availability, we will examine the period between 1997 and 2007, using the 
mean values for the entire period to avoid large fluctuations in the data. Ten years time 
should be sufficient to make comparisons between the periods regarding descriptive statis-
tics. With the index of economic freedom from the Heritage Foundation (2009) one can put 
together information on almost all sub-Saharan countries concerning institutional variables. 
The index measures components of economic freedom, where institutional risk variables 
play a key role and the index is a direct measure of institutions that are important for eco-
nomic prosperity. Another option is to use the International Country Risk Guide, which in 
some circumstances may be even more accurate in the measuring techniques. However, the 
reason for not doing this is because of the lack of coverage for the countries of interest, as 
well as the lack of access to updated data.  

All measures in the index go from 0 to 100, and a country with high rating (80-100) is con-
sidered free. 79.9-70 indicates mostly free, 69.9-60 means moderately free, 59.9-50 suggests 
mostly unfree and below 49.9 is a repressed economy. As of today, the Heritage Founda-
tion (2009) claims Hong Kong to be the most free economy with 90.0 in ranking, whereas 
North Korea is the most repressed country with only 2.0 in ranking. The highest ranked 
sub-Saharan country is Botswana with 69.7 in ranking on 34th place out of 183 countries. 
Worst in the sub-Saharan region and on the 178th place is Zimbabwe with 22.7 in index. 
This gives a perception of the institutional situation in the region, ranging from repressed 
to only moderately free.  

One should note that the data available for SSA is somewhat unreliable in its nature. Even 
if data have been obtained from IMF, UNCTAD and OECD, some of the data is estima-
tions made by these organizations, and some is obtained directly from African govern-
ments. The SSA governments may not always be inclined to report entirely truthful num-
bers since they want to mediate that the countries do better than what they do in reality.  

For the period 1997-2007 data have been obtained for every second year, which means six 
observations for each variable and country. To further normalize the data, the mean for 
every variable has been computed and used in the regression.  
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Table 5.1: Definition, Source and Influence on FDI of the Variables.  

Variable Definition Source Influence 

Foreign Direct In-
vestment (FDI) 

FDI is measured as 
percentage of GDP. 

FDI=World Investment 
Report (UNCTAD 
2008b). 

 GDP= World economic 
outlook database, IMF 
(2008a) 

 

Human Capital (HC) 

 

Ranges from 1-100, 
high value means 
high level of human 
capital. 

2007/2008 Human De-
velopment Report 
UNDP (2007). 

Positive 

Natural Resources 
(NAT) 

Measured as dummy. 
1=natural resources, 
0=no resources. 

OECD 2008; eStan-
dardsForum 2008; En-
cyclopedia of the Na-
tions 2009; Heritage 
Foundation 2009. 

Positive 

Infrastructure 
(INFRA) 

Measured as main tele-
phone lines per 100 
inhabitants. 

International Telecom-
munications Union 
(2009a; 2009b) 

Positive 

 

Macroeconomic Sta-
bility (INF) 

 

Measured as inflation.  

Average annual percen-
tage change 

World Economic Out-
look Database, IMF 
(2008b) 

Negative  

 

Property Rights (PR) 

 

Index ranges from 0 to 
100 and high num-
bers suggest strong 
property rights. 

2009 Index of Economic 
Freedom, Heritage 
Foundation (2009). 

Positive  

Freedom from Corrup-
tion (FC) 

Index ranges from 0 to 
100 where high rating 
means low degree of 
corruption. 

2009 Index of Economic 
Freedom, Heritage 
Foundation (2009). 

Positive 

Trade Freedom (TF) Index ranges from 0 to 
100 where high rating 
means high degree of 
trade freedom. 

2009 Index of Economic 
Freedom, Heritage 
Foundation (2009). 

Positive 

Investment Freedom 
(IF) 

Index ranges from 0 to 
100 where high rating 
indicates high in-
vestment freedom. 

2009 Index of Economic 
Freedom, Heritage 
Foundation (2009). 

Positive 

 

Business Freedom 
(BF) 

Index ranges from 0-
100 where 100 means 
high freedom to con-
duct business 

2009 Index of Economic 
Freedom, Heritage 
Foundation (2009). 

Positive 
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5.2 Variables 
The variables will now be presented more in detail to provide the reader with an under-
standing of why they are chosen. Variables for our regression have been selected carefully 
with respect to earlier studies and the chosen model. The labels for all variables in the re-
gression are showed within parenthesis, and a shorter summary of the variables can be 
found in table 5.1. 

Dependent variable; stock of FDI inflow per capita (FDI) 

FDI stock will be used because it measures the total investments located in the economy 
up until the specific year. Flows on the other hand, only measures the additional invest-
ments made during the year examined, and is very volatile. If examining a small country, 
flows can be misleading due to limited amount of MNCs operating in the economy, which 
may give large fluctuations from year to year as showed by Dupasquier et al. (2006). There-
fore,  we believe stock to mediate a more fair view on FDI. Also, Lipsey (2001) state that 
stock is the measure most commonly used when measuring FDI.  

Human Capital (HC) 

Following the OLI paradigm, it is obvious that labour is very important in the location-
specific advantages. Some companies might chose to locate in a specific country due to low 
labour costs for example, and some degree of education is important according to much of 
the FDI literature (Asiedu 2006).  The human development index (HDI) consists of literacy 
rates for adults, life expectancy at birth, gross enrolment in primary, secondary and tertiary 
education and GDP per capita in Purchasing Power Parity (PPP) of US dollars. Each vari-
able has equal weight in the index, and the indexed number would also imply how high the 
standard of living is in the country.  

Natural resources (NAT) 

As pinpointed by Asiedu (2002), natural resources are important for the SSA region and we 
will include a dummy in the econometric model as an estimate for this variable. This is be-
cause the possession of natural resources indicates that the economy will be desirable to 
invest in, which may attract investors that would not otherwise invest due to political cli-
mate. A country is assumed to have natural resources if the share of natural resources to 
GDP is above 20 %, as can be seen in Appendix 2.  

Infrastructure (INFRA) 

As is standard in the literature, we have included this variable in the sense of main tele-
phone lines per 100 habitants to measure the availability of infrastructure within a specific 
country. Infrastructure should be an important variable when using the OLI paradigm, es-
pecially in the location-specific advantages. The availability of airports, ports, roads and 
telecommunications are believed to increase productivity of investments and should thus 
be a motivation for inward FDI according to, for example, Cleeve (2008) and Dupasquier 
et al. (2006). The use of main telephone lines may not be entirely adequate for the SSA re-
gion, since many nations use wireless networks. However, such data is hard to find, and 
main telephone lines is the standard measure to use in the literature on FDI. 

Macroeconomic stability (INF) 

By including inflation one can measure the macroeconomic stability in the country, which 
is regarded by for example Asiedu (2006), as an important variable, and standard for the 
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FDI literature. A good macroeconomic climate indicates less risk premium and lower 
transaction costs (Busse & Hefeker, 2007). 

Property Rights (PR) 

Earlier studies show that an important variable to include in the econometric model is 
property rights, since without it the range for market transactions will be limited. This is 
especially obvious in the advanced technology industry, where the investors demand pro-
tection of their property (Azémar & Desbordes, 2009; Resnick & Li, 2003). The owner-
ship-specific advantages in the OLI paradigm also demands the inclusion of property rights 
since otherwise the advantage would disappear (Resnick & Li, 2003). Property rights are es-
sentially laws and regulations that makes it possible to acquire and keep property in a se-
cure manner, encouraging long-term investments. However, weak property rights can in-
duce MNCs to pressure the government to assist in enforcing contracts that are very pref-
erable to a specific firm or industry (Resnick & Li, 2003). 

Freedom from corruption (FC)4 

Corruption occurs when government officials make private gains in an illegitimate manner, 
and this will impose extra costs for investors. Corruption is an obstacle that significantly in-
fluences the FDI inflow. Earlier studies have shown that corruption within a country will 
have a significantly negative impact on the FDI inflow (Bénassy-Quéré et al., 2007). How-
ever, as noted in Habib and Zurawicki (2002), corruption could imply favourable agree-
ments to some firms. This could induce corruption to favour FDI in situations where there 
are only one or a few companies present. 

Trade freedom (TF) 

Since a firm might pursue FDI because of the advantage in the host country when re-
selling the products (exporting), we have to include trade freedom in the regression. In 
SSA, where many countries are small and do not possess large domestic markets, it is also 
likely that this will be the situation in many of the economies subject to investigation. Trade 
freedom in this sense involves the governmental actions and policies toward trade. Open-
ness to trade is supported by, for example, the research by Asiedu et al (2008). 

Investment freedom (IF) 

Investment freedom has an important impact because it shows how open a country is to 
foreign participation within the country. An increase in the investment freedom will also 
lead to an increase in the privatization of the state owned enterprises. The government as a 
whole is non-bureaucratic and investment regulations are limited which will support the in-
vestment procedure, if the country scores high in this variable. The government also pro-
hibits nationalization of private property and has no restrictions of international transfers 
which have a significant role to attract FDI (Heritage Foundation, 2009).  

Business freedom (BF) 

This variable contains information on how easy or difficult it is to open, run and close a 
business in a specific country. This refers to regulation, which is a form of taxation, and 
would be a disincentive for MNCs to settle in the particular environment. If regulations 
would be applied in a constant manner, MNCs would be more inclined to pursue business 

                                                 
4 Note: high number of the freedom from corruption variable means low corruption.  
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in the country. However, if applied unevenly the uncertainty increases in the business envi-
ronment, and it is harder for the MNCs to plan for longer term investments (Heritage 
Foundation, 2009).  

5.3 The Regression model 
Regression model 1 and 2 below shows how the variables will be regressed. As can be seen 
from table 6.3, institutional variables will be regressed one by one together with the control 
variables, shown in regression model 1. β 4Xi represents each institutional variable that 
will be regressed in isolation from the others. This is to control for eventual multicollinear-
ity which could be suspected as seen by the correlation matrix in appendix 3. There, one can 
see that the highest correlated variables are business freedom and property rights, but all 
institutional variables seem to be correlated. The rules of thumb for multicollinearity indi-
cates that there is no such problems in the regressions. The years examined are 1997 and 
2007 for the descriptive statistics, and the mean values for the period between 1997-2007 
are used in the regression models.  The dependent variable is FDI/GDP and control vari-
ables are human capital, macroeconomic stability measured as inflation, infrastructure and 
natural resource which is included as a dummy variable. The explanatory variables are 
property rights, freedom from corruption, trade freedom, investment freedom and business 
freedom. 

Regression model 1: 

εββββα ++++++= XiDNATINFRAINFHC
GDP

FDI
4321  

 (+) (-) (+) (+) (+) 

Regression model 2: 

εββββββββα ++++++++++= BFIFTFFCPRDNATINFRAINFHC
GDP

FDI
87654321

 (+) (-) (+) (+) (+) (+) (+) (+) (+)  
 

Trade freedom could be expected to be negative in the case of market-seeking FDI, since 
higher trade regulations reduces the access to the market for other firms that want to serve 
the market by exporting. In some cases freedom from corruption can be negatively related 
to FDI, as outlined in the variable description in section 5.2. If FDI is shown to be driven 
by natural resources, results could be different due to the assumption that investments in 
natural resources are less sensitive to other factors such as policy changes.  

Human capital and natural resources as well as infrastructure should also be positive influ-
ences and promote FDI, whereas inflation should have a negative impact.  

The hypothesis is that strong institutional variables (freedom from corruption, property 
rights, investment freedom, business freedom and trade freedom) have a positive influence 
on inward FDI to the SSA region.  
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6 Empirical Results  
This section deals with the empirical regression results for the FDI determinants to the 
SSA region. First, the descriptive statistics for 1997 and 2007 will be presented and com-
pared to pinpoint changes in foremost the institutional variables. This will be followed by 
the regression results for 1997-2007, both with each institutional variable regressed along 
with the control variables, and with the complete regression.  

6.1 Descriptive Statistics for 1997 and 2007 

As shown by the descriptive statistics in table 6.1, there is a fairly large variation in the va-
riables among the SSA countries. FDI is the most extreme variable regarding diversity since 
the country with the lowest value (Gabon) has close to 0 % of FDI in relation to GDP, and 
the country with most FDI as a percentage of GDP has 91 % (Equatorial Guinea). This 
implies that Equatorial Guinea is dependent on this source of national income, whereas 
Gabon either has no interest, or has not been able, to attract FDI. Interesting to see is that 
Equatorial Guinea does not score well in institutional variables but do posses natural re-
sources.  

Table 6.1: Descriptive statistics for 1997 

Note: Number of observations = 37 

Property rights, trade freedom, investment freedom, inflation and human capital are va-
riables that have a wide range, but the countries examined generally lie in the middle of the 
scale (slightly less than 50 %). Freedom from corruption is noticeably low, with a mean of 
only 26. This indicates that the region is very marked by institutional corruption, whereas 
business freedom is fairly high, with a mean of 59. This indicates that the cost of setting up 
a business might not be high, although the cost of operating in a corrupt environment 
might increase. This could off-set the effect of having a favorable business climate, or pos-
sibly strengthen it, if companies are able to exploit the corruption in a favorable manner. 

 It is also worth noticing that infrastructure is extremely low, with a mean of only 2,35 main 
telephone lines per 100 inhabitants. This implies that the ability to communicate properly 
should be low, and this also indicates low standards of other infrastructure. Island states 
such as Mauritius and Cape Verde are the ones with the best infrastructure, but they have 
low amounts of FDI. These countries could be assumed to be more directed towards tour-
ism instead of attracting FDI. However, as stated when outlining the variables (5.2), the 

 Min. Max. Mean Std. Deviation 

FDI 
0.00 0.91 0.22 0.20 

HC 
29.30 76.90 46.79 12.26 

INF 
-6.42 221.49 20.52 47.10 

INFRA 
0.02 21.89 2.35 4.41 

NAT 
0.00 1.00 0.22 0.42 

PR 
10.00 70.00 43.51 18.29 

FC 
10.00 57.00 26.19 15.66 

TF 
20.00 70.20 49.21 15.85 

IF 
10.00 70.00 47.30 17.10 

BF 
40.00 85.00 59.05 11.54 
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African continent may not be as dependent on fixed telephone lines as other continents. 
Therefore, it is not easy to be conclusive about the real consequences of these seemingly 
low numbers.  

The descriptive statistics for 2007, presented in table 6.2, shows how foremost the institu-
tional variables have changed over the period. Also,  the average FDI/GDP has risen over 
the ten year period with 10 percentage points. Both Equatorial Guinea and Gabon have 
succeeded in increasing their share of FDI. However, one should not give too much weight 
to this statement because of the fluctuations in this variable. However, the descriptive sta-
tistics for 1997-2007 (shown in Appendix 4) also show an increase in FDI/GDP for the en-
tire period. 

Table 6.2: Descriptive statistics for 2007 

Note: Number of observations = 37 

As can be seen when comparing the descriptive statistics for 2007 with the result from 
1997 is that the institutional variables are expected to be improved over time,  but this is 
certainly not the case. This is also shown if comparing the 2007 descriptive statistics with 
the descriptive statistics on the mean values for the entire period, shown in Appendix 4. 
Property rights have decreased by almost 10 units in the mean value in ten years time. In-
vestment freedom and business freedom have decreased, but not as much as property 
rights. The extreme value of maximum inflation can be accounted for by Zimbabwe, which 
has experienced hyper-inflation during later years.  

Freedom from corruption, trade freedom and human capital are variables that have in-
creased over time, although freedom from corruption only by one unit. Infrastructure has 
also improved. Regarding corruption it has been established that firms investing in a region 
tend to originate from an economic environment with similar levels of corruption, as also 
discussed in 6.2. According to the institutional theory of the OLI paradigm, MNCs can in-
duce changes in the institutional settings. However, if companies investing in SSA do not 
experience problems with corruption, this variable might change very slowly. Also, many 
nations in Africa have authoritarian regimes. Therefore, following institutional theory and 
especially the social conflict view, these results are not surprising.  

 

 Min. Max. Mean Std. Deviation 

FDI 
0.05 1.34 0.32 0.29 

HC 
32.90 80.20 50.12 11.92 

INF 
-8.81 10452.55 289.20 1717.27 

INFRA 
0.01 28.63 2.79 5.25 

NAT 
0.00 1.00 0.24 0.43 

PR 
10.00 70.00 33.92 14.77 

FC 
10.00 56.00 27.78 9.15 

TF 
41.20 87.40 64.90 9.27 

IF 
10.00 70.00 42.43 13.83 

BF 
24.80 82.00 51.84 12.36 
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6.2 Regression results  
For the entire sample of 37 SSA countries, FDI seems not to be driven by macroeconomic 
stability or infrastructure (see table 6.3), variables that are commonly accepted as drivers of 
FDI in the literature. Busse & Hefeker (2007) also find in their study that the control va-
ribles, as standard in the literature, are not significant for FDI in developing countries. 
However, natural resources are, not surprisingly, positively significant at the in all regres-
sions but one. This is consistent with earlier research, for example Asiedu (2006).  

Table 6.3: Cross-section analysis for 1997-2007  

Note: t-statistics within parenthesis. *=significant at 10%, **=significant at 5%, ***=significant at 1% 
 

Human capital is also positively influencing FDI with significance at the 5 % level when 
performing a regression together with all variables. This implies that some degree of edu-
cated workforce and welfare in the country is important when determining FDI.  

Three of the institutional variables (property rights, investments freedom and business 
freedom) seem to be insignificant as FDI determinants for SSA, as shown by table 6.3. 
Trade freedom and freedom from corruption are statistically significant when performing 
the full regression. Trade freedom is statistically significant at the 5% level when regressing 
for all variables. 

The positive relationship between FDI and openness to trade has been well established in 
earlier research, as seen in Asiedu et al. (2008). Lower trade barriers and other trade restric-
tions are important if the FDI is export-seeking, which is what Musila and Sigue (2006) ar-
gue. 

Freedom from corruption is the second institutional variable showing statistical signifi-
cance in table 6.3. It is significant at the 5% level when all variables are included, as well as 

Dep.Variable 
 
Indep. vari-
ables 

FDI/GDP 
(1) 

FDI/GDP 
(2) 

FDI/GDP 
(3) 

FDI/GDP 
(4) 

FDI/GDP 
(5) 

FDI/GDP 
(6) 

FDI/GDP 
(7) 

Constant 0.009 
(0.046) 

0.048 
(0.239) 

0.000 
(-0.003) 

-0.282 
(-0.836) 

0.087 
(0.379) 

0.186 
(0.636) 

-0.636 
(-1.619) 

HC 0.005 
(1.129) 

0.007 
(1.414) 

0.010 
(1.993)** 

0.005 
(1.038) 

0.006 
(1.266) 

0.007 
(1.365) 

0.013 
(2.514)** 

 

INF -4.379E-5 
(-0.367 

-9.365E-5 
(-0.715) 

-4.438E-5 
(-0.389) 

-1.084E-5 
(-0.088) 

-9.101E-5 
(-0.649) 

-6.362E-5 
(-0.520) 

1.003E-5 
(0.073) 

INFRA -0.008 
(-0.735) 

-0.006 
(-0.509) 

-0.005 
(-0.445) 

-0.008 
(-0.727) 

-0.007 
(-0.690) 

-0.006 
(-0.499) 

0.000 
(-0.040) 

NAT 0.204 
(2.141)** 

0.171 
(1.677)* 

0.136 
(1.398) 

0.253 
(2.392)** 

0.180 
(1.754)* 

0.179 
(1.787)* 

0.207 
(2.075)** 

PR  -0.003 
(-0.938) 

    -0.002 
(-0.320) 

FC   -0.008 
(-2.007)** 

   -0.012 
(-2.279)** 

TF    0.005 
(1.059) 

  0.014 
(2.442)** 

IF     -0.003 
(-0.659) 

 0.000 
(.068) 

BF      -0.005 
(-0.819) 

-0.003 
(-0.421) 

R² 0.229 0.251 0.318 0.256 0.24 0.246 0.444 

Adj. R² 0.133 0.13 0.208 0.136 0.117 0.124 0.258 

N 37 37 37 37 37 37 37 

F-statistic 2.38* 2.073* 2.89** 2.136* 1.958 2.019* 2.394** 
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when isolated from other institutional variables. Freedom from corruption show a negative 
relation to FDI, which implies that when corruption decreases, FDI decreases as well. This 
is not consistent with the hypothesis stated in section 5.3. If we depart from the assump-
tion that countries that invest in Africa have the same political environment as stated in 
section 4.1, these results are not too surprising. If MNCs originates from environments 
with similar corruption levels, they can presumably deal with such problems, and use cor-
ruption to their advantage. Also, the overall low amounts of FDI in SSA compared to 
other developing regions implies that there might not be many MNCs operating in the 
same regions. This could be due to corruption; either because MNCs are deterred by it, or 
because they succeed in using it to their advantage by, for example, imposing costs for 
other firms to enter into the market.  

Trade freedom and natural resources are positively influencing FDI as can be seen by table 
6.3, implying that there is support for the assumption that FDI is export-seeking as well as 
resource-seeking in SSA. This is also consistent with the fact that many of the countries are 
small and do not possess a domestic market that is interesting to investors. The fact that 
human capital, i.e. welfare and education is significantly positively influencing FDI sup-
ports the general assumptions about human capital as an explanatory variable for FDI. 
Asiedu et al. (2008) state that if FDI to a large extent is resource-driven, which is strongly 
supported by the regression due to the significance of natural resources, MNCs tend to be 
less sensitive to policy changes.  
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6.3 Discussion 
The results obtained from the research in this thesis support the belief that FDI in SSA is 
export and resource-seeking. Export-seeking FDI is often referred to as vertical FDI, 
which means that the MNC produces in a second country (where they pursue FDI) and 
export to a third country (Ekholm, Forslid & Markusen, 2007). This kind of FDI, in addi-
tion to the existence of natural resource, is a plausible explanation to the situation in SSA. 
MNCs might exploit the natural resource in order to export them to other countries. The 
small markets in SSA further supports this argument. 

The institutional OLI paradigm would suggest that institutional variables should positively 
influence inward FDI. At a first glance, the theory seems not to be entirely convincing 
since only two institutional variables are statistically significant. 

However, by taking the reasoning one step further, we can see that the SSA region have 
very little FDI in comparison to other continents. What we can conclude about this is that 
FDI located in SSA probably has been due to primarily other forces than institutional set-
tings.  There might be very few MNCs operating in the same country, which could induce 
the institutional settings not to change. This is consistent with the institutional OLI para-
digm which states that MNCs can influence the country’s institutional settings. If a firm is 
content with the way the institutions are, there might be less incentives for the country to 
change them, and at the same time other firms might be reluctant to enter into the econo-
my. However, if institutions would develop in a positive manner, we would presumably see 
increases in FDI, which also is predicted by Asiedu (2006) and foreseen by the OLI para-
digm. 

Another aspect to consider is time. The institutional OLI paradigm would predict an in-
crease in institutional quality in the future. This is because nations will learn how to impose 
good institutions through the presence of existing FDI, which have increased substantially 
since 1997. This might occur very slowly, since the social conflict view of insitutional 
theory seem to fit well on the SSA region. Economic institutions might not be easily 
changed due to the existence of authoritarian regimes in several countries, which may not 
promote good governance and economic development. 

The region had approximately 32% of FDI/GDP in 2007, which is above the world aver-
age in 2008. However, the absolute numbers of FDI are still very low compared to other 
regions. FDI has clearly increased more than GDP in those countries. To make use of the 
FDI that is located in these countries, it is wise to improve institutional settings so that the 
earnings can be directed towards needed sectors. As seen by the results, corruption pro-
motes FDI, and therefore one can expect that a lot of earnings are never passed on to the 
people of the country.  
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7 Conclusion 
This thesis contains a cross-sectional OLS regression to determine if the institutional set-
ting is decisive when MNCs chose to locate in SSA. As control variables we use human 
capital, macroeconomic stability, infrastructure quality and a dummy for natural resources. 
The explanatory variables of interest are property rights, freedom from corruption, invest-
ment freedom, trade freedom and business freedom; that is, institutional variables.  

The results show that natural resources, human capital and trade freedom were positive 
driving forces of FDI. Freedom from corruption has a negative relation to FDI, which im-
plies that the lower corruption levels, the lower FDI. The results show support for the as-
sumption that FDI in SSA is mainly export-or resource seeking, which is supported by ear-
lier research and our beliefs about the region. The negative sign on the corruption variable 
can indicate that the MNCs located in SSA have no problems with corruption, in fact the 
firms seem to be able to exploit it. This can be done through, for example, beneficial 
agreements with governments or other institutions. 

This thesis concludes that by allowing the countries to learn how to impose good institu-
tions through already established FDI, they will probably be able to attract more invest-
ments in the future. This could take place if MNCs promote good FDI, where they do not 
encourage or exploit the poor institutions that are implemented in the country where they 
operate. 

Overall, the institutional theory of the OLI paradigm has shown to hold for this research. 
As SSA have extremely low amounts of FDI compared to other developing countries, we 
could expect the overall institutional environment to be weak, as was shown by descriptive 
statistics and by the tendency for countries to score at best ‘moderately free’ in the Index of 
Economic Freedom.  
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Appendix 1 

Map of sub-Saharan Africa. According to the definition of UNESCO, Djibouti is not a part 
of SSA. 

 

Source: tsatterwhite.com/4.html 
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Appendix 2 

Classification according to natural resources 

Country Natural Resource(s) 
Yes= more than 20% of GDP 

Source 

Angola Yes  
Benin No  
Botswana Yes  
Burkina Faso No  
Cameroon No   
Cape Verde No  
Chad Yes  
Côte d’Ivoire No  
Democratic Republic of the Con-
go 

No   

Equatorial Guinea Yes  
Ethiopia No OECD 2008 
Gabon Yes  
Kenya No  
Madagascar No  
Malawi No  
Mali No  
Mauritius No  
Mozambique No  
Namibia No  
Niger No  
Nigeria Yes  
Republic of Congo Yes   
Rwanda No  
Senegal No  
South Africa No  
Tanzania  No  
Uganda No  
Zambia No  
Burundi No  
Gambia No  
Ghana No Heritage 
Guinea-Bissau No Foundation 
Lesotho No 2008 
Sierra Leone Yes  
Zimbabwe No  
Guinea No  eStandardsForum 2008 
Swaziland No Encyclopedia of the Nations 

2009 
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Appendix 3 

Pearson Correlation matrix 

Note: ** Significant at 1% level. *  Significant at 5% level 

 

 

 FDI HC INF INFRA NAT PR FC TF IF BF 

FDI 1,000  
   

 

 

      

HC 0,288 

 

1,000         

INF -0,071 
 

0,039 1,000        

INFRA -0,013 0,697** -0,021 1,000       

NAT 0,443** 0,223 -0,075 -0,084 1,000      

PR -0,097 
 

0,56** -0,272 0,591** -0,17 1,000     

FC -0,206 
 

0,628** 0,039 0,591** -0,172 0,739** 1,000    

TF -0,023 
 

-0,010 -0,19 0,110 -0,427** 0,486** 0,417* 1,000   

IF -0,104 
 

0,329* -0,425** 0,361* -0,206 0,777** 0,582** 0,527** 1,000  

BF -0,075 
 

0,621** -0,109 0,636** -0,14 0,815** 0,744** 0,438** 0,671** 1,000 
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Appendix 4 

Descriptive Statistics for 1997-2007 

Note: Number of observations=37 
 

 Min. Max. Mean Std. Deviation 

FDI 
0,04 1,08 0,28 0,23 

HC 
31,94 78,78 48,86 12,22 

INF 
1,15 1867,60 64,72 305,78 

INFRA 
0,02 26,67 2,62 5,04 

NAT 
0,00 1,00 0,22 0,42 

PR 
11,66 70,00 39,16 15,12 

FC 
10,00 49,17 25,69 11,97 

TF 
37,80 69,36 55,71 8,21 

IF 
16,66 63,33 45,68 12,12 

BF 
36,70 77,00 57,00 9,43 
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