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ABSTRACT

The main purpose of this study is to study the impact of Regional Integration on the attractiveness
of Foreign Direct Investment in Sub-Saharan African countries. This investigation was carried out
using a panel data analysis, over a sample of 30 countries for a time-period of 23 years, from 1996
to 2018. To account for the modelling of dynamics and to establish the short-run and long-run
relationships between Foreign Direct Investment, the Unrestricted Vector Autoregressive model
was employed. The overall analysis indicates that investors are generally more attracted to Sub-
Saharan African countries by virtue of other factors, rather than the extent of regionalization in the
region. These factors are broadly the level of economic growth, the market size, the level of political
stability and the level of trade openness of the countries. It can also be inferred from this study that
the most influencing factor in attracting Foreign Direct Investment relates to the level of openness

displayed by the countries.
Keywords: Foreign Direct Investment, Regional Integration, Dynamic Panel data Analysis.
1.0 Introduction

The International Monetary Fund (IMF, 1993) defines Foreign Direct Investment (FDI) as a long-
term relationship that enhances the flow of capital and other resources across national borders.
FDI has been resilient during financial crises, leading it to become the preferred source of capital
of countries, especially developing and least-developed countries (LDCs) (Loungani and Razin,
2001). Through the transfer of technology, skills, financial and human capital, FDI has led several
of these countries to enhance their economic development and transition to more developed
economies. Nevertheless, Africa, despite its luscious endowment of resources, its large size and
population, has been struggling to keep up its levels of activities and investment globally. The Sub-
Saharan African (SSA) region is deemed to be the most developing African area, whereby the
United Nations Conference on Trade and Development (UNCTAD) defines most African countries
being small LDCs. Low per capita densities of rail and road transport arising from poor cross-
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country connections add up to the already high transaction costs, therefore discouraging
investment and trade. The lacklustre infrastructure, low-skilled workforce, unstable political regimes

and poor legal systems further contribute to the costs of doing business.

African leaders have sought to integrate the disperse nations, including both developing and LDCs,
into regional blocs to remedy the lack of FDI attractiveness in the region. To this effect, Regional
Trade Agreements (RTAs), referring to a treaty signed by two or more countries, primarily in a view
to encourage the free movement of goods and services between member states, have been drafted
and signed. The growing importance of investment over the decades has led regional blocs to
incorporate investment terms in their treaties. For instance, the South African Development
Community (SADC) provides for the Regional Action Programme on Investment (RAPI), which is
considered to be one of the most substantial investment-reform pillars in the SSA region (UNCTAD,
2016). However, despite being increasingly integrated, Africa has still been experiencing sluggish
growths in FDI inflows and projects, and struggle to retain existing investment. The World
Investment Report 2019 states that despite being second-largest continent filled with luscious
resources, Africa’s FDI inflows constituted of only 3% of global FDI flows in 2018. These alarming
statistics therefore put the effectiveness of regional integration to question, and this study focuses
on whether the involvement of SSA countries has actually influenced their attractiveness with

regards to foreign investment

Indeed, FDI induces growth and development, and has played a crucial role in the development of
the global economies, as well as the SSA region, which is the world’s most struggling developing
region. Most of the SSA economies are LDCs, and struggle to attract FDI, and to this effect, the
integration of these economies has been sought to enable them to attract cross-border
investments, and retain them. Nevertheless, despite the establishment of RTAs, SSA countries
have not been able to attract FDI, with them falling way behind their Asian and Latin-American
counterparts. Therefore, impediments are being placed on these countries’ abilities to develop
further and achieve economic growth, eradicate poverty and improve the overall standard of living
in the region. This raises the essentiality for African governments to review their participation in
RTAs, and alter provisions such that the needs of each specific country are catered for, thereby
encouraging development and hence, FDI. Moreover, countries should be encouraged to focus on
improving their own country-specific factors, that may be hindering FDI attraction, and hence boost
FDI attractiveness.

The purpose of this study is to analyze whether the participation of SSA countries in regional
integration effectively boosts their attractiveness to cross-border investment. Given regional-

integration is a dynamic phenomenon which influences economies in various ways, other
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macroeconomic factors will be incorporated into the model to provide for a stronger basis, as well

as to investigate their significance in attracting FDI for SSA states.

For this study, a sample of 30 SSA countries will be considered, over the period ranging from 1996
to 2018. FDI shall be the dependent variable, and regional integration, proxied by a dummy
variable, will be the main independent variable. The level of economic growth, political stability,
trade openness and market size shall act as the control variables of the study, whose impacts on
FDI shall be considered in-depth. To investigate the relationship between the RTA and FDI, the
research makes use of a dynamic panel analysis (namely a GMM) as well as an unrestricted Panel
Vector-Autoregressive (VaR) framework, which also accounts for the possibility of dynamism and

endogenous relationship in the RTA-FDI nexus.

The rest of the paper is organized as follows: section 2 provides a review of the related literature
surrounding regional integration and FDI, section 3 dwells into an overview on regional integration
and FDI in the SSA region, section 4 elaborates on the methodology as well as discusses the

results from the analysis and section 5 concludes.
Related Literature
RTA and FDI: Theoretical Underpinnings

Prior to the 2000s, two main theories defined the concept of MNCs. Markusen (1984) presents the
theory of horizontal multinational corporations, and states that one of the major reasons for setting
up plants in foreign lands relates to the elimination of trade restrictions. In contrast, the theory of
vertical multinational corporations presented by Helpman (1984) asserts that firms may opt to
produce across borders solely to exploit comparative gains, other factors unconsidered.
Nonetheless, given the limitations of these theories, Carr, Markusen, & Maskus (2001) combined
them into the knowledge-based capital model to better describe the behavior of MNCs as being
complex integrated structures, acting beyond the restrictive nature of the horizontal and vertical
integration theories. This new model was also adopted by Helpman, Melitz, and Yeaple (2004) who
state that contrary to the previous theories- the complex form of MNCs allows production, as well
as export platforms, to be set up in the host countries to serve consumers. Other models of MNCs

exist, each with their own characteristic (see Bartlett and Beamish , 2014).

Numerous authors have advocated the favorable impacts that the implementation of RTAs has on
the FDI of a country. Regional integration reinforced ties between different nations by bringing
together countries and people around the world. Hence, with closer relationships founded, chances

of inter-country discriminatory behaviour are mitigated, thus boosting investors’ confidence.
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Evidence for this assumption can be based on the communique issued by the Office of the United
States Trade Representatives, stating that the North American Free Trade Area (NAFTA)
substantially benefitted the United States of America (U.S.A) and other partnering countries, in that
investment flows in the U.S.A rose by 107% from 1993 to 2007, vis-a-vis a 45% increase between

1980 and 1993.

Nevertheless, some authors, such as Blomstrom and Kokko (1997), Jordaan (2004) and Sichei
and Kinyondo (2012), insist on the negative relationship that exists between regional integration
and FDI arising in specific circumstances. To this effect, it is argued that it is insufficient to model
bilateral FDI based solely on bilateral determinants, since other potential host countries,
characterized by different conditions, should also be taken into consideration. If certain conditions
in host country are not fulfilled, efficiency spillovers might not occur, thereby restricting the
absorption capacities of the host economy. Therefore, this part of the literature review shall not pile
up the literature already surrounding the determinants of FDI, but instead focus on the different

links that exist between Regional Integration and FDI.

The implementation of RTAs entails the necessary eradication of barriers, causing trade and
investment to be more open between countries. As such, FDI inflows shall be influenced, as per
the early literature by Blomstrdm and Kokko (1997), who state that FDI is attracted more to RTA-
protected markets, whereby investors shall prefer to set up subsidiaries rather than pay substantial
sums in export tariffs; a practice defined as “Tariff-Jumping FDI”. This practice specifically applies
to market-seeking investment, whereby a more restricted market is favorable since the MNC may
find it difficult to export to that country owing to trade restrictions. In contrast, MNCs engaged in
export-oriented activities may opt for a more open market to invest due to the fact that higher trade
protection in closed markets may entail higher transaction costs related to exporting (Jordaan,
2004). Nevertheless, Dunning (1997) contends that while lower openness may attract extra-
investment from non-member countries, intra-investment may be discouraged owing to the already

lowered barriers.

Nevertheless, other theories have been drawn up, such as per the Heckscher-Ohlin’s theory of
factor endowment, which states that trade and investment stimulation can be viewed as being
complements or substitutes depending on the difference in factor endowment, as well as the type
of investment. Authors such as Edwards (1990), Straathof et al. (2008) and Xaypanya et al. (2015)
showed how involvement in RTAs led to greater increments in FDI than in trade owing to alterations
in countries’ level of openness. Likewise, Bruno et al. (2016) considered the bilateral FDI flows of
34 OECD countries and proved that enhanced economic openness stemming up from their

European Union (EU) membership lead to an increase in FDI flows from 14% in 1985 to 38% in
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2013. Nevertheless, Parletun (2008) found a weak negative relationship between FDI and
openness, which is backed by the study of Baltagi et al. (2007) who emphasize on the importance
of remoteness of host countries to other markets on the attraction of FDI. Therefore, the impact of
openness on FDI through regional integration may be positive or negative, and shall depend

primarily on the type of investment sought for (Overseas Development Institute, London).
Empirical Review

The study by Blomstrom and Kokko (1997) still remains one of the most significant studies to
explain the influence of RTAs on FDI in a country. They conducted their study on three scenarios,
and concluded that the Free Trade Agreement (FTA) between the U.S.A and Canada entailed a
negative impact upon bilateral FDI; reducing intra-regional FDI between these two countries.
However, the FTA between these two countries did influence the extra-regional FDI (from third-
countries) in Canada. Likewise, they showed how the inclusion of Mexico in the NAFTA entailed
an upsurge of extra-regional FDI into the country, as well as how MERCOSUR has triggered extra-
regional FDI into member countries of the trading bloc. Therefore, they concluded that the RTA-
triggered environmental change, locational advantages as well competition in the host countries

determined their FDI attractiveness, rather than solely the implementation of a RTA.

Yeyati, Stein and Daude (2002) subsequently conducted a study based on the Least Squares
dummy variable panel regression model with time effects on OECD countries, and assessed the
impact of RTAs on member states. They argued that generalizing the effects of regional integration
on FDI to be positive is inappropriate due to the different modes of FDI; horizontal, local-market
seeking, or low-cost seeking FDI. Some of these may benefit, as well as exploit, the nations.
Likewise, Velde and Bezemer (2004) concluded a significantly positive relationship between RTAs
and bilateral FDI, and further assert that investment-related provisions in RTAs indeed play a

crucial role in determining the significance of FDI.

Medvedev (2006) used a broad sample of Preferential Trade Agreements (PTAs) and 143 countries
within the vyears 1980-2003 and applied estimation methods coherent to panel-level
heteroscedasticity and autocorrelation. The study concluded that RTAs and market size, coupled
with geographical proximity to host countries, indeed influenced FDI significantly. Kubny et al.
(2008) also agrees that emerging RTAs constituted an important stimulus to FDI but that country
specific factors were more significant in explaining the FDI inflows.

Baltagi, Egger, and Pfaffermayr (2008) agreed that multinationals held a wide proportion of trade
and investment within developed countries, engaged in the most significant RTAs. Nevertheless,

they questioned the impact of these RTAs on FDI, considering a highly interdependent world.
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Hence, they attempted to analyze the effect of European trade agreements on FDI, using the
spatial HAC estimator of variance-covariance matrix developed by Kelejian and Prucha (2007).
They concluded that FDI was redirected from Western European countries to Eastern European
countries, primarily due to the European agreements established. Additionally, favorable policy

making in RTAs ensued strong links between trade and FDI.

The majority of these studies were during these times when RTAs were not as widespread as they
are nowadays. As more RTAs were implemented, nations engaged themselves increasingly in
globalization. Thereof, studies conducted on the modern trade liberalization concluded significant
increases in FDI flows due to regional integration (Kreinin and Plummer, 2008; Kawai and Naknoi,
2015). Hoang and Bui (2015) made use of panel data to analyze the extent of FDI inflows into
Association of Southeast Asian Nations (ASEAN) countries from 1991 to 2009. They concluded
RTA alongside market size and trade openness are among the most crucial macroeconomic factors

to significantly influence a country’s FDI inflows.

It is noteworthy that few could not establish any positively link between RTAs and FDI, for instance
Azam and Lukman (2010) studied FDI inflows into three countries; India, Pakistan and Indonesia,
from 1971 to 2005. By use of the Log-Linear regression model for each country, they concluded
that market size, external debt, trade openness considerably impacted on FDI attractiveness. It
was then held that solely the membership of trade agreements shall not attract FDI inflows as much
as expected unless proper measures are taken to ascertain political and economic stability, law

and order, as well as market potential.

More recently, Delevic and Heim (2017) employed a 13-years panel dataset and questioned the
viability of the EU integration for transition economies, ultimately concluding no significant
relationship between FDI inflows and EU membership. The study showed certain transition
economies failed in boosting their FDI inflows despite their EU-membership. Nevertheless, the
authors affirmed that benefits attributed to RTA-members should not go unnoticed, despite not
being significant in attracting FDI. As such, Cherif and Dreger (2018) investigated the impact of
South-South trade agreements on the decision making of multinationals, relating to their foreign
investments. They studied three panels of countries vis-a-vis the MERCOSUR and the ASEAN
free trade area, whereby Non-Gulf Arab nations were contrasted to Latin-American and European
countries. Their analysis proved that RTAs were significant in attracting FDI in the case of emerging

markets, but other factors such as the extent of development of the industrial sector, the



urbanization rates as well as the external indebtedness of the countries were found to be highly

crucial.
3. Overview of FDI and Intra-regional FDI in Africa
FDI in Africa

FDl is regarded as being a significant source of capital for most countries, it being linked with the
transfer of technology, growth, employment, infrastructure and higher standard of living. The
unrelenting widespread of globalization over the last decades has led to massive upsurges in FDI
flows, with the overall global net FDI-inflow increasing considerably from US$ 10.172 Billion in 1970
to a staggering US$ 1.205 Trillion in 2018.

Source: World Bank Database

Figure 1 : Net FDI Inflows (World) from 1970 to 2018 (Expressed in US$ Tn)

In 2018, developed economies recorded their lowest FDI flows ever since 2004, falling by a striking
rate of 27%. The dynamic activities of cross-border merger and acquisition deals (increasing by
27% in value) over the decades failed to compensate for the massive FDI outflows in the U.S.A
following the imposition of unfavorable tax reforms. As for developing countries, stable FDI flows,
rising by 2% from 2017 to 2018, were recorded. Global investors became wary of the innumerable
risks involved in investing in European and American countries, previously-termed “safe-havens’.
Therefore, it presents an opportunity for struggling SSA countries to boost their FDI flows, be it

market-seeking, the resource-seeking or the efficiency-seeking FDI.

In 2018, despite a global downwards trend of FDI flows, Africa managed to increase its FDI flows
to US$ 46 Billion, denoting an 11% rise after two consecutive years of decline, with the trend shown

as follows.



Source: World Bank Database

Figure 2 : African Net FDI Inflows from 1970 to 2018 (Expressed in US$ Bn)

Major economies, such as Nigeria and Ethiopia, were among the underperformers, while other
economies like South-Africa, whose resource-seeking FDI flows significantly contributed to the 13%
increase in FDI flows recorded in SSA, is seen to help offset the underperformance of other
economies. The top five African economies contributing to the increase of FDI flows in Africa are
Egypt (US$6.8bn), South Africa (US$5.3bn), Congo (US$4.3bn), Morocco (US$3.6bn) and Ethiopia
(US$3.3bn). Furthermore, the top three investors contributing heavily to the FDI inflows of African
countries are France (US$ 64bn), the Netherlands (US$ 63bn) and the U.S.A (US$ 50bn). The

apportionment of FDI inflows and outflows by African region can be shown as follows.
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Figure 3 : FDI Inflows (Left) and FDI Outflows (Right) for African Countries (US$ Bn)

Nevertheless, it can be seen that the lower-developing countries from our sample still face, to this
date, numerous constraints in terms of their derisory infrastructure, limited market size and their
insufficient access to capital and funds to advance the development of the economies. However,

since these countries are well-endowed in terms of natural resources such as gas and oils, they



are considered as a popular destination for investment in these sectors. Hence, the inflows of FDI,
coupled with international financial aid, are the primary sustainers of growth in these economies.
Given their lacklustre self-reliance, these nations are supported by international economic
organisations, such as the IMF and the World Bank, as well as the regional groups they belong in
(OECD, 2017). The FDl inflows of LDCs in our sample vis-a-vis the overall African FDI flows can

be seen below.
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Figure 4 : Net FDI Inflows of Africa and African LDCs

The attractiveness of SSA countries for their natural resources therefore explains the bulk of FDI
flows towards the African primary sector. Egypt, for instance, attracted investment from MNCs like
British Petroleum, after discovering offshore gas reserves in the country and becoming a major
exporter of gas in January 2019. Such forms of investment can also be seen in Uganda, with
massive development of oil fields by MNCS such as Total (France), CNOOC (China) and Tullow
QOil (United Kingdom). The fact that the bulk of investment in Africa is skewed towards the primary
sector and less towards the secondary sector can be evidenced by statistics, which state that
investment in manufacturing in Africa in 2017 was only 25%, compared to its developing
counterparts Asia and Latin America, recording 52% and 45% of investment respectively.

However, given the exhaustibility of primary resources, investment and growth in primary sector is
rendered unsustainable, as compared to the secondary sector. This has led to an eventual and
steady development of the African secondary and tertiary sectors, so as to reduce the strain on its
primary sector. Morocco for instance, recorded an increase of 36% in FDI flows, coming from
investments in finance, renewable energy, the automotive industry and infrastructure, which are
further enhanced by its economic stability and diversity. Other economies such as Kenya, are

following suit, by constantly improving their “Ease of Doing Business” ranking and their Export



Processing Zones (EPZs). Such developments have led to Egypt attracting US$1.6 Billion in
investment (increase of 27% from 2017), with the bulk of the investment skewed towards the

manufacturing and hospitality sectors.

Intraregional FDI in Africa

Theoretically, almost half of the FDI inflows of most countries in the same geographical region
should comprise of cross-border investment. Africa registered a low percentage of its intra-regional
FDI'in 2017, accounting for a share of only 10%, vis-a-vis the Latin America and the Caribbean,
recording an 11% share in 2017. Such meagre performance in terms of intra-regional investment
in the African territories signify that these regions have significant potential to exploit their regional
trade and investment links, but to the exception of some, these countries are constrained by their
lack of necessitated factors, such as technical knowledge, good infrastructure, good level of

education, amongst others.
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Figure 5: Intra-regional investment, Bilateral Inward flows (2017)

Trade blocs play a crucial role in the integration of nations. This can be seen, from the investment
perspective, in the African context. The Common Market for Eastern and Southern Africa
(COMESA) is one of the largest regional groups in Africa, and attracts investment from numerous
sources, ranging from globally to within the COMESA group, and other African regional blocs such

as SADC and East African Community (EAC), as shown in figure 7 below.
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Source Country/Region and Period Average FDI Inflows, US$ Million
Destination Country Period Covered COMESA EAC/SADC South Africa Rest of Africa
Burundi 2013 - 2014 14.1 0.4 0.2 2.2
Egypt 2007-2017 22 202.2 31
Kenya 2007-2015 22.6 19 158.7 8.4
Madagascar 2007-2014 147.8 0.5 12
Malawai 2010 19.7 10 20
Mauritius 2007-2017 50.1 18.7
Rwanda 2010-2015 65.9 9.5 32.7 4.8
Eswatini 2007-2011 34.8
Uganda 2000-2016 55.1 21.2 7.1
Zambia 2007-2017 23.4 4.3 136.9 19.3
Zimbabwe 2012-2015 8.5 4.1 8.1 6.8

Source: COMESA Statistics Unit (COMESA Investment Report)
Figure 6: Average FDI Inflows - COMESA (US$ Millions)

As per the table above, it can be seen that South Africa is a significant intraregional investor, with
an average of US$ 158.7 million being invested in Kenya, followed by US$ 136.9 million injected
in Zambia over the respective periods. From COMESA as a whole, Madagascar gained massive
investment from member countries, with an average of US$ 147.8 million being invested from 2007
to 2014. As for investment from other regional blocs, investment can be said to be rather significant
in countries such as Egypt, attracting an average of US$202.2 million from SADC and EAC
countries combined. This indicates how investment effectively increases by being part of regional

blocs. However, LDCs, such as Burundi, are found to be recipients of meagre FDI flows.

The SADC Secretariat! asserts that membership in regional trading blocs contributes to the
attraction of FDI in African nations. The SADC has put forward numerous policies so as to improve
the investment and business environment in the region, including the UNCTAD-accredited
Regional Action Programme on Investment (RAPI) and the SADC Model Double Taxation
Avoidance Agreement (DTAA), which assists members in negotiating tax agreements essential for
investment. Investment in the SSA has further been improved through the implementation of an
Investment Policy Framework (IPF), which acts as a guide for countries to develop their National
Action Plans for Investment (NAPI), which in turn aims to ensure a proper environment to facilitate
investment from abroad. Countries like Botswana, Malawi and Zambia have adequately
implemented these measures and successfully boosted their attractiveness to FDI.

The EAC Vision 2050 is considered to be one of the most substantive pillars of the bloc, aiming at
the promotion of economic growth and FDI in member states. The EAC-Secretariat has a vision to

1 Represented by Mario Lionel, Senior Programme Officer for the SADC Secretariat.

11



create a single customs system, to facilitate trade and investment in its member states. To this
effect, the Single Customs Territory (SCT) was consolidated, which may or may not have

contributed heavily in the attraction of FDI.

Partner O 2013 2014 2015 2016 2017
State Projects |Values |Projects |Values |Projects (Values |Projects |Values |Projects |Values
Intra-EAC 11 31 2 1.4 0 0 39 2.6 0 0
Burundi |Rest of World 11 37.7 8 149.6 1 1.8 77 12 10 65.1
Total 22 68.7 10 151 1 1.8 116 14.6 10 65.1]
Intra-EAC 2 66.5 2 0.9 15 132.1 7 5.7 2 25.3
Kenya |Rest of World 61 857.7 122 873.2 236 2055 225 1814.5 192 692.4
Total 63 924.2 124 874.1 251 2187.1 232 1820.2 194 717.7
Intra-EAC 10 12.6 7 26.2 9 30.5 10 120.2 10 66.6
Rwanda |Rest of World 51 632.3 104 495 73 815.1 38 479.9 79 1081.2
Total 61 644.9 111 521.2 82 845.6 48 600.1 89 1147.8
Intra-EAC 28 58.8 37 104.1 20 55.3 8 5.5 25 33.8
Tanzania |Rest of World 276 2783.6 386 5398.8 285 3394.4 126 3563.3 226 3284.7
Total 304 2842.4 423 5502.9 305 3449.7 134 3568.8 251 3318.5
Intra-EAC 19 67.8 20 75.1 13 19.8 27 120.1 27 71.3
Uganda |Rest of World 322 1248.5 399 2041 232 496.9 287 699.5 234 843.9
Total 341 1316.3 419 2116.1 245 516.7 314 819.6 261 915.2

Source: EAC Trade and Investment Report 2017

Figure 7: Intra-EAC Investment Flows

The performance of the EAC in relation to the investment flows into and out of member states can
be seen in the above figure (further detailed in Appendix 4). A drop in the total intra-group
investment by an aggregate of 22.3% can be seen as at 2017, with intra-investment being
significant in countries such as Rwanda, Tanzania and Uganda, reaping totals of US$ 66.6 million,
US$ 33.8 million and US$ 71.3 million respectively during the same period. Such investment was
in part due to the intensified integration proposed by the regional blocs. On the other hand, Burundi
did not receive any form of investment from any member state, but nevertheless, was subject to
receipts of significant investment from outside EAC, with the highest investment received from
Belgium of US$35.8 million. The participation of Burundi was slow within the group, but its inclusion

in the EAC led it to be more accessible to outside investors, for instance, Russia, India and Oman.
4. Methodology and Analysis

Despite innumerable attempts to integrate the different nations of Africa to boost investment, the
continent still lags behind globally in terms of investment flows. A number of studies, such as by
Buthe (2008) and MacDermott (2007) have shown how regional integration entails significant
increments in FDI, while others conclude a negative relationship under particular circumstances,
such as Medvedev (2006), Baltagi et al. (2007) and Sichei and Kinyondo (2012). This paper shall
therefore aim to analyze the impact of regional integration on FDI, as well as provide insights over

other macroeconomic determinants of FDI in the selected regions.
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Model Specification

Previous studies, such as by Jaumotte (2004) and Chandran (2018) amongst others, on the
relationship between regional integration and FDI have used the panel data regression model for
the purpose of their analysis. The Panel data analysis is found to be the most appropriate since it
allows for the consideration of two dimensions, and provide for a more accurate analysis. Moreover,
authors like Jaibal and Shenai (2019) amongst others found that the mentioned relationship cannot
be directly inferred, but can instead be studied through different links. These factors (links)
influencing FDI are integrated in our study, as being controlled variables. Our variables are

therefore modelled as follows:

FDli= Bo+ B1 GDPPCit+ B2 POP;t + B3CORit + B4OPEN; + B5 RTAi + &it eq.01

Whereby: FDlit= FDI inflows in country i at time t, expressed as a percentage to GDP
GDPPCit = GDP Per Capita in country i at time t
POP; = Population in country i at time ¢
COR;t = Control of Corruption in country i at time ¢
OPEN;t = Openness in country i at time ¢

RTAit= Number of RTAs signed by country i at time ¢

The abovementioned equation is similar to the one adopted by Medvedev (2006) and Easterly
(2009) in their papers. Since non-linear relationships may emanate from the relationships between
the independent and dependent variables, a natural logarithm is applied to reduce the probability
of it happening, as well as to turn exponential trends into linear ones which is more appropriate for
our model. Eq.01 is converted as follows, with the logged-values of variables expressed in

lowercase.

fdit= Lo+ B6 gdppcit + B7 popit + Bscori + Boopenit + B 10 RTA + €t eq.02

It is to be noted that an estimation problem may arise in applying log to our dependent variable,
FDI, as well as COR, since numerous observations may bear the values of zero or be negative.
The treatment of zero-trades (Eichengreen and Irwin, 1995) is therefore applied whereby an
arbitrary value was added to the whole dataset of FDI (value+10) and COR (value + 2). This

protocol was adopted from the paper of Stein and Daude (2007) and Chandran (2018).

Measurement of Variables
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In this study, Foreign Direct Investment is considered to be the dependent variable, and is proxied
by the net FDI inflows of a country expressed as a percentage of its GDP (FDI/GDP), as per studies
by Buthe (2008) and Vijay Shenai (2019). It represents the net investment, comprising of equity
capital, the reinvestment of earnings, as well as other short and long-term capital as accounted for
in the balance of payments, made by in a particular country after accounting for both investment

and disinvestment by foreigners.

Our regional integration variable relates to the participation of countries in regional integration.
Numerous authors, namely Sachs (1995) and Bithe (2008), among others, have advocated the
use of the cumulative number of trade agreements in which countries engage themselves. A
dummy is therefore created, with membership in a regional bloc yielding a value of 1, while non-
membership yielding a value of 0. Regional trade blocs considered are: COMESA, SADC, EAC,
SACU and ECOWAS.

Trade agreements generally aim to enhance trade openness as well as financial openness. Certain
studies, like the one by Faroh and Shen (2015), claim that the greater the openness, the more will
overseas corporations be motivated to invest in a country. For the purpose of this study, the trade
ratio can be used a proxy for this variable, which signifies the ratio of exports and imports in a
country over its GDP at a given time period, as previously done in studies by Lederman et al. (2005)
and Medvedev (2006).

Dunning (1998) also confirms the fact that countries with a larger population indeed tend to attract
market-seeking MNEs, thereby increasing FDI. We proxied this by the population size of the
countries in question, as done by previous researchers, including Jaumotte (2004). Another main
stimulant of FDI is growth, for which the GDPPC can be used as a proxy. This variable is deemed
to be highly synonymous to a country’s growth as per the study of Azam and Lukman (2010),
Delevic and Heim (2017) and Jaiblai and Shennai (2019). High GDPPC indicates high purchasing
power, and can be a stimulant for high returns on capital invested, and therefore attract more FDI.
The investment climate in a country can be indicated by the level of macroeconomic and political
stability. This can be proxied by the estimate value of the Control of Corruption, as indicated by
Durham (2004) and Hoang and Bui (2015), whereby the more control a country has over its

corruption, the higher will be the estimate.

Sample Selection & Data Sources

Contrary to the majority of existing literature which focused on regional integration in high-

developing countries and developed countries based in Europe, Asia and America , our study will
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be focusing on SSA countries, which have been involved significantly in regional integration over
the last decades. However, out of the 48 SSA states, only 30 were considered for this study due to

the non-availability of data for the period starting from 1996 up to 2018.
The selected SSA countries are:-

Benin, Botswana, Burkina Faso, Cabo Verde, Cameroon, Chad, Comoros, Cote d’lvoire,
Mali,

Mozambique, Namibia, Niger, Nigeria, Rwanda, Senegal, Seychelles, South Africa, Sudan,

Eswatini(Swaziland), Gabon, Ghana, Kenya, Madagascar, Mauritania, Mauritius,

Tanzania, Togo, Uganda, Zambia, Zimbabwe.

Table 1 : Summary of Sources, Backing Research and Expected Signs of Variables

Dependent Proxy Backing Research Source Expected
Variable Sign
FDI FDI as a Percentage of Velde and Bezemer (2004) , World Bank
GDP Cherif and Dreger (2018), N/A
Shenai and Jaiblal (2019)
Independent Variables
RTA Dummy for Involvement in Sachs (1995), Regional
Regional Blocs Bithe (2008) Bloc +-
Websites
Table 1 (Continued)

GDPPC GDP Per Capita Azam and Lukman (2010), | World +

(Economic Growth) Delevic and Heim (2017), Bank

Jaiblai and Shennai (2019)

POP Population Size Jaumotte (2004), World +

Morris (2008) Bank
COR Control of Corruption Durham (2004), Delevic World +

and Heim (2017), Hoang Bank

and Bui (2015)

OPEN Trade Openness, Medvedev (2006), World +

expressed as the sum | Lederman etal. (2005), Bank

Macdermott (2007)
of Exports and Imports
as a ratio of GDP

Source: Author’s Compilation
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This paper employs dynamic panel data analysis given the dynamic nature of FDI modelling,
particularly the fact that past FDI can influence current level of FDI due to word of mouth and also
increased confidence of current investors (Khadaroo and Seetanah, 2009). Moreover, there also
exists the possibility of endogenous relationship. We thus accordingly use both a GMM and an
Unrestricted Panel Vector Autoregressive model, in the presence of stationary data series 1(0))

which take into account the above issues.
Analysis and Findings
The GMM and Panel EGLS Model

Results from the GMM and ELS estimators are reported in table below

Table 2 : Panel GMM Estimation Results

Dependent Variable : Ifdi
Panel GMM Model Panel EGLS Model
Coefficient P-value Coefficient P-Value
gdppc 0.028046 0.0000*** 0.025724 0.0039***
pop 0.095828 0.0043*+* 0.083864 0.0011***
cor 0.133709 0.0000** 0.123131 0.0000***
open 0.356448 0.0000*** 0.217805 0.0000***
RTA -0.020608 0.2081 -0.015588 0.2142
(o 0.014786 0.9695
(R2) 0.5497
J-statistic 24.74981
Adjusted R2 0.5263
F-Statistic 23.52004
P(J-statistic) 0.533171
P(F-statistic) 0.0000

Source: Author’s Computations
Note: ****** implies the 1%,5% and 10% S.L respectively

Per the above table, we can see that the results for both models are synonymous, with all
explanatory variables explaining the dependent variable positively and significantly at the indicated
significance levels, except for RTA, which remains insignificant in explaining FDI inflows in both
models. The variable’s negative coefficients indicate that for every additional RTA, the FDI/GDP in
that country are likely to fall by an approximate rate of 0.0206% (GMM model) and 0.0156% (EGLS
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model). This insignificance explained by the theory of MNCs, whereby the implementation of RTAs
may induce overall extra-regional investment, but may reduce intra-regional investment, especially
horizontal investment?, since it may be more feasible to trade with countries involved rather than
to invest [Blomstrdm and Kokko (1997) and Sichei and Kinyondo (2012)]. The Heckscher-Ohlin’s
theory of factor endowment may also be upheld, whereby horizontal investment when factor

endowment differs indeed entails decreases in horizontal FDI (Im, 2016).

The growth proxy, gdppc, yielded close coefficients in both models, indicating that a 1% increase
in gdppc is likely to entail an increase in fdi. This is in line with studies such as by Vijai and Shenai
(2019) and Berthelon (2004). Both models list open with the highest coefficient amongst the
variables, indicating its higher importance in explaining FDI attractiveness, as also stipulated by
Hoang and Bui (2015). It implies that the higher an economy’s trade openness, the more will FDI
inflow, whereby every 1% increase in open leads to an increase in fdi by an approximate 0.3564%
(GMM) and 0.2178% (EGLS). Moreover, the coefficient of cor is higher than pop in both models,
signifying that the market size of the host economy is considered less impactful than its level of

corruption-control. Both variables remain significant, supporting the findings of Jordaan (2004).

The validity of the EGLS model is heighted, bearing a high F-statistic of 23.52004, which is
significant at 5%. The accuracy of our GMM estimation can be ascertained by the Sargan-Hansen
J-test3. The p-value for the J-test of 0.533171 exceeds the 5% level of significance, corroborating
the model’s greater accuracy. The Arellano-Bond serial correlation test concluded that the dynamic

model has effectively accounted for serial correlation in the model, thereby enhancing its validity.

Vector Autoregressive Model (VAR)

Our six-variable VAR is estimated with two lags, providing the following results.

Table 3 : Long-run coefficients

Coefficient T-Statistic
gdppc(-1) -0.174561 1.77073 *
gdppc(-2) 0.180101 -1.84993 *
pop(-1) -0.784525 0.68125
pop(-2) 0.79013 -0.68527
cor(-1) -0.115525 1.19958

2 Also known as Tariff-Jumping FDI
3 Also known as the test for over-identifying restrictions
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cor(-2) 0.07735 -0.79722

open(-1) 0.121359 188842
open(-2) -0.084256 1.34292
RTA(-1) 0.044807 -0.92009
RTA(-2) -0.0186 0.38164
c -0.849571 4.27578

1%:2.75 = 5%:2.042 10%: 1.697
(***) (**) (*)

Critical Values

Source: Author’s Computation
Note: *** ** * implies the 1%,5% and 10% S.L respectively

Based on the above, we can conclude that out of our variables, only gdppc(-2) and open(-1) are
significant in explaining fdi in the long-run. In other words, higher FDI inflows relative to GDP are
linked to markets bearing high purchasing power and greater trade openness, whereby a 1%
increase in the lagged value of gdppc and open can entail a 0.1643% and 0.1185% increase in fdi
respectively. Nevertheless, the first-lagged value of gdppc is seen to impact negatively of fdi, with

1% increase in gdppc causing a 0.1746% decrease in fdi.

Our variable of interest, RTA, bears a negative coefficient [RTA (-2)], and is insignificant in both time
lagged periods, supporting the results of our precedent models. Dunning’s OLI framework, focusing
on the geographic proximity of host countries, may explain the inverse relationship between
FDI/GDP and RTAs, as per Medvedev (2006). Our sample comprises mostly of LDCs, which are
landlocked, highly remote and weakly integrated in the global platform, and given their high costs
of doing business (Baltagi et al.,2007), FDI is highly deterred. Both the Impulse Response Function

(IRF) and the Variance Decomposition (VDC) analysis confirmed the above result on the overall.
5. Conclusion

The main focus of this study was to analyze the impact of regional integration, together with other
control variables, on FDI in the SSA region, based on a sample of 30 countries, spanning over 23
years ranging from 1996 to 2018. The findings of the study thereby revealed that regional
integration is insignificant in explaining FDI attraction both in the short- and long-run. This
contradicts the majority of studies, which state that the more regionally integrated a country is, the
more FDI it should attract. However, such statements were mostly made based on studies on
European, American or Asian RTAs, while RTAs in Africa face additional challenges due to the
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country-specific factors which severely discourage FDI attraction. Nevertheless, our remaining
control variables were found to be significant in positively influencing FDI in these regions, as per
the results of the dynamic model and the panel EGLS model. Of these variables, the VAR’s long-
run estimates indicate a statistically significant relationship between FDI and GDP, as well as trade

openness, with the remaining variables remaining rather insignificant in the long-run.

Therefore, it can be said that foreign investors may be based primarily on these control factors,
with the luscious availability of natural resources and cheap labor being the amongst the tempting
factors besides the level of growth and openness, to decide on their investment paths in SSA
regions. This study adds up to the scarce literatures surrounding the impact of regional integration
on the attraction of FDI in SSA regions, but concluding that for the same region, FDI is not

significantly attracted through the increasing regional-integration.

Recent occurrences, such as the global pandemic, COVID-19, shall definitely entail a restructuring
of the global markets, which may entail further discrepancies with regards to investment in Africa.
Nevertheless, investment may tend to shift towards the primary sector, more specifically the
agricultural sector, which shall position Africa as an ideal location for investment, hence boosting

the level of FDI-inflows.

It is apparent from our results that regional integration has an insignificant impact upon FDI
attraction in SSA countries. The formation of RTAs indeed entail benefits, which however do not
accrue to each member equitably, with countries like South Africa and Mauritius gaining
significantly, while countries like Benin gain insignificantly. The main reason is that these countries
are LDCs and exhibit lamentable development trends, and hence, foreign investors are less willing
to invest. Therefore, RTAs should be altered and improved such that more policies are drafted in

the aim to promote the development of these countries, to encourage FDI inflows.

Moreover, political stability is seen as being a major concern for investors in deciding on where to
channel their funds, whereby a higher stability shall attract greater FDI. Our sample, however,
contains countries which display severe signs of political instability, such as Zimbabwe, Niger and
even South Africa, whereby corruption plagues the economy. As such, RTAs should be enhanced
to include higher protection measures for investors, and to ease restrictions on their investment in
countries running high political instability risks. Such actions shall facilitate the attraction of FDI,
and the domino effect shall apply, whereby the country shall be more exposed to development, and
hence possibly entail the eradication of political instability factors.

Most African SSAs are known to have been drafted in the 90s and prior, and thus, their provisions

need to be reviewed frequently so as to broaden the scope for FDI attraction in Africa. The
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implementation of Bilateral Investment Treaties (BITs), which are likely to enhance FDI flows
between countries, should be encouraged, but only after thorough consideration of its associated
costs and benefits, since if improperly established, it might infringe on the country’s sovereignty.
This may motivate member countries to expand their output base, and generate new trade by
allowing for diversification in relatively unchartered areas. As such, intra-regional relations shall be

boosted, with increments in per-capita GDP following.

With regards to sustainable investment, RTAs should provide for more restrictive terms, whereby
investors are obliged to undergo environmental assessment procedures before being able to invest
in SSA countries. This is specifically applicable to SSA countries, since investment in these regions
are primarily targeted towards their natural resources, and investment in such countries may see
them losing out on their resources in the long term, and also be subject to notorious side effects,
such as pollution. Governments of member states of RTAs should remain committed to the
integration process, and the establishment of clear checks and balances in place should be
ensured, so as to ensure that each country, irrespective of their development level, are able to

strategically assert themselves on the international arena.
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Source: Regional Blocs’ Websites
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APPENDIX 2: INTRA-EAC INVESTMENT FLOWS

Year to Year

Partner Source 2013 2014 2015 2016 2017 Growth 2016/2017
State No.of No.of No.of No.of No.of No.of
Projects Values Projects Values Projects Values Projects Values Projects Values Projects Values
Burundi [Tanzania 4.0 20.0|- - - - 9.0 0.5|- - - -
Uganda 1.0 1.0- - - - 8.0 0.2[- - - -
Kenya 1.0 5.8(- - - - 15.0 1.7|- - - -
Rwanda 5.0 4.2 2.0 1.4 0.0 0.0 7.0 0.2|- - - -
Rest of World 11.0 37.7 8.0 149.6 1.0 1.8 77.0 12.0 10.0 65.1 -87.0 442.5
Total 22,0 68.7 10.0 151.0 1.0 1.8 116.0 14.6 10.0 65.1 -91.4 345.9
Kenya Tanzania 2.0 66.5|- - 3.0 12.3 2.0 0.2 2.0 25.3|- 12550.0
Uganda 0.0 0.0 2.0 0.9 7.0 7.2 4.0 5.3 0.0 0.0 -100.0 -100.0
Rwanda 0.0 0.0 0.0 0.0 4.0 112.4 1.0 0.2 0.0 0.0 -100.0 -100.0
Burundi 0.0 0.0 0.0 0.0 1.0 0.2 0.0 0.0 0.0 0.0 0.0 0.0
Rest of World 61.0 857.7 122.0 873.2 236.0 2055.0 225.0 1814.5 192.0 692.4 -14.7 -61.8
Total 63.0 924.2 124.0 874.1 251.0 2187.1 232.0 1820.2 194.0 717.7 -16.4 -60.6
Rwanda |[Tanzania 2.0 2.5 1.0 1.7 2.0 5.8 3.0 6.2 1.0 1.0 -66.7 -83.9
Uganda 3.0 1.0 2.0 19.1 3.0 3.2 3.0 76.4 1.0 49.8 -66.7 -34.8
Kenya 5.0 9.1 4.0 5.4 4.0 21.5 1.0 1.5 5.0 7.7 400.0 413.3
Burundi 0.0 0.0 0.0 0.0 0.0 0.0 3.0 36.1 3.0 8.1 0.0 -77.6
South Sudan 0.0 0.0 0.0 0.0
Rest of World 51.0 632.3 104.0 495.0 73.0 815.1 38.0 479.9 79.0 1081.2 107.9 125.3
Total 61.0 644.9 111.0 521.2 82.0 845.6 48.0 600.1 89.0 1147.8 85.4 913
Tanzania |Kenya 27.0 57.0 32.0 83.6 14.0 33.4 6.0 2.4 21.0 329 250.0 1294.1
Uganda 0.0 0.0 3.0 10.4 3.0 10.6 2.0 3.1 3.0 0.6 50.0 -82.2
Rwanda 1.0 1.8 1.0 0.0 3.0 11.3 0.0 0.0 1.0 0.3|- -28.5
South Sudan 0.0 0.0 0.0 0.0 0.0 0.0
Burundi 1.0 10.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Rest of World 276.0 2783.6 386.0 5398.8 285.0 3394.4 126.0 3563.3 226.0 3284.7 79.4 -7.8
Total 304.0 28424 423.0 5502.9 305.0 3449.7 1340 3568.8 251.0 33185 87.3 -7.0
Uganda |[Tanzania 2.0 0.7 4.0 7.6 1.0 1.6 3.0 2.9 2.0 3.0 -33.3 3.4
Kenya 14.0 64.8 16.0 67.5 11.0 17.9 21.0 109.8 16.0 33.0 -23.8 -69.9
Rwanda 2.0 1.8 0.0 0.0 1.0 0.3 1.0 2.9 3.0 3.9 200.0 34.5
South Sudan 2.0 4.5 6.0 31.4 200.0 597.8
Burundi 1.0 0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Rest of World 322.0 1248.5 399.0 2041.0 232.0 496.9 287.0 699.5 234.0 843.9 -18.5 20.6
Total 341.0 1316.3 419.0 2116.1 245.0 516.7 314.0 819.6 261.0 915.2 -16.9 11.7
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