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Abstract

Although it may seem natural to argue that foreign direct investment (FDI) can convey great
advantages to host countries. This paper finds that FDI flows to Sub-Saharan Africa
economies unaffected by conflict and political instability exceed those with crisis. For FDI to
strive in these countries, it must introduce sound economic policies and make the country
investor friendly. There must be political stability, sound economic management and well
developed infrastructure.
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1. Introduction

There are many studies on the theoretical and a large inconclusive econometric literature on
the determinants of FDI in Africa (Anyanwu, 2011; Alfaro, 2004; Asiedu, 2003; Morisset,
2000). These studies emphasized, among others, governance failures, problems of policy
credibility, macroeconomic policy failures and poor liberalization policies as deterrents to
FDI flows in African countries. The vast literature on FDI identifies a number of reasons for
firms investing across national boundaries. Recently, Olatunji & Shahid (2015) found a
short-run dynamic relationship between FDI and economic growth, where they suggested that
the long-run relationship can be achieved through infrastructure development and political
stability in these countries. It is difficult in reality in many countries to isolate the different
motives, as one motive may overlap into another. The literature on FDI identifies at least four
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different motives for firms to invest across national borders (UNCTAD, 1998). These are:

Natural resource-seeking investment, which aims to exploit the natural resource endowments
of countries. Companies extracting oil (in Nigeria), gold (in Ghana) and diamond (in
Botswana) belong to this category.

Market-seeking investment, which aims to access new markets that are attractive as a result
of their size, growth or combination of both.

Efficiency-seeking investments, which aim to take advantage of special features in certain
areas such as the costs of labour, the skills of the labour force, and the quality and efficiency
of infrastructure.

Strategic-asset seeking investment is oriented towards man-made assets, as embodied in a
highly-qualified and specialized workforce, brand names and images, shares in particular
markets, etc. Increasingly, such FDI takes the form of cross-border mergers and acquisitions,
whereby a foreign firm takes over the entire or part of domestic company that is in possession
of such assets.

This study on the determinants of foreign direct investment in Sub-Sahara Africa is important
for several reasons. First, a number of countries in this region that attract FDI have not been
studied. It would be very useful to know why FDI flows to some countries and not to others.
This study assumes added relevance given that FDI is seen as a catalyst element for
Sub-Sahara Africa’s new growth and development strategy. Second, it would be useful to
know if different factors work differently in different countries. Third, it is important to know
if indeed policy matters very much in attracting FDI in the selected African countries.

The broad objective of this chapter is to analyze the recent trends of foreign direct investment
into Sub-Saharan Africa and examines some theoretical perspectives of the factors driving
FDI inflows into those regions. The paper is organized as follows: Section Il presents the
trends in Global FDI. Section Il provides the theoretical framework for the Determinants of
FDI. Section 1V analyses the experiences of ten Sub-Saharan African countries in attracting
FDI. We conclude the paper in section V with some policy implications that arise from our
analysis

2. Trends in Global FDI Flow

In 2011, FDI inflows increased in all major economic groups, developed, developing and
transitional economies as shown in (Table 1) below, revitalizing the long and contentious
debate about the costs and benefits of FDI inflows. On one hand, many would argue that,
given appropriate policies and basic level of development, FDI can play a key role in the
process of creating a better economic environment. On the other hand, potential drawbacks
do exist, including a deterioration of the balance of payments, as profits are repatriated
having negative impacts on competition in national markets.
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Table 1. FDI inflows, by Region, 2005-2011 (US$ billion)
Region 2007 | 2008 | 2009 | 2010 | 2011
World 2100 | 1771 | 1197.8 | 1309.0 | 1524.4
Developed Economies 1444 | 1018 | 606.2 | 618.6 | 749.9
Developing Economies 565 | 630 | 519.2 | 616.7 | 684.4
Africa 63 72 52.6 43.1 42.7
East and South-East Asia 259 | 262 | 206.6 | 294.1 | 3355
South Asia 91 123 42.4 31.7 38.9
West Asia 79 90 66.3 58.2 48.7
Latin America & Caribbean | 164 | 183 | 1494 | 1874 | 217.0
Transition economies 910 | 1230 | 724 73.8 92.2

Source: UNCTAD, FDI/TNC Data Base, 2012 (www.unctad.ord/Fdistatistics)

Developing countries accounted for 45 percent of global FDI inflows in 2011. The increase
was driven by East and South-East Asia and Latin America. East and South Asia still
accounted for almost half of the FDI in developing economies. The FDI as percentage of
GDP (see Figure 1) show, Africa has never been major recipients of FDI flows and lags
behind other regions of the world. After reaching a low on the average during the 1970s and
1980s, FDI as percentage of GDP improved continuously since the mid-1990s to reach an
average level of 2.2 percent after 2000 demonstrating a more pronounced role for FDI on the
African continent.

Fig 1: Trend in FDI Inflows (% of GDP) to Developing Regions, 1970-2009
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However the inflows to Africa in 2011 decreased for the third consecutive year to an
estimated $42.7 billion. This is in stark contrast to the general recovery of global FDI that
resulted in a further decrease of Africa’s share of the world total of 3.3 percent in 2010 to 2.8
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percent in 2011as shown in (Table 2) below:

Table 2. Percentage Share in World FDI flows, 2007-2011

Region 2007 2008 2009 2010 2011
Developed Economies 68.8 57.5 50.6 47.3 49.1
Developing Economies 26.9 35.6 433 47.1 44.9
Africa 3.0 4.1 44 3.3 2.8
East and South-East Asia 12.3 15.9 17.2 225 220
West Asia 3.7 51 55 4.4 3.2
Transition economies 4.3 6.9 3.5 2.4 2.6

Source: UNCTAD, FDI/TNC Data Base, 2012 (www.unctad.org/Fdistatistics)

By 1990, Africa’s share was a mere 1.37 percent compared to Asia’s 10. 9 percent and by
2009 while Africa’s share was just 5.27 percent, Asia received a whopping 27 percent (see
Figure 2).

Fig. 2: Trend in % Share of FDI Inflows to Developing Regions, 1970-2009
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Source: UNCTAD, FDI/TNC Data Base, 2012

This near stagnation is the result of economic and political uncertainty in Egypt, Libya and
Tunisia. FDI flows to Africa countries increased in 2010, as shown in Table 3 below
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Table 3. Regional Trends of FDI inflows and inflows (US$ Billions)

Region FDI inflows FDI outflows
2009 2010 2009 2010

Africa 60.2 55.0 5.6 6.6
North Africa 185 16.9 2.5 3.4
East Africa 3.6 3.7 0.1 0.2
West Africa 12.7 11.3 1.5 11
Southern Africa 20.0 15.1 1.4 1.9
Central Africa 5.4 8.0 0.1 0.1

Source: World Investment Report, 2011

Over the past five years, SSA Africa FDI has been driven strongly by commodity related
investments. Nigeria accounted for 79% of total FDI in the region in 2005. However,
Nigeria’s share of regional investment has fallen to about 54% as Ghana’s new oil industry is
attracting an increasing share, rising from $860 million in 2007 to $1.67 billion in 2011
(UNCTAD, 2012).

Generally, the last decade has witnessed a significant decrease in the flow of foreign direct
investment in Sub-Saharan African countries. Middle-income countries have benefited at the
expense of lower-income countries. In spite of policy initiatives in a number of SSA countries
and the significant improvements in the factors governing FDI-including but not limited to
economic reform, democratization, privatization, enduring peace and stability-FDI inflows to
these countries still lag behind those of other regions of the world. Many explanations have
been given in the literature for this small share in the global FDI flows. The myriad of
explanations varies from bias against Africa because of its risks, inappropriate environment,
political instability, governance failures, and problems of policy credibility, macroeconomic
policy failures and poor liberalization policies as deterrents to FDI flows.

3. Theoretical Framework for the Determinants of FDI

The determinants of foreign direct investment inflows continue to engage academics’ and
policy makers’ attention, the absence of a generally accepted theoretical framework has led
researchers to rely on empirical evidence for explaining the emergence of FDI. Although
there has been considerable theoretical work on foreign direct investment (Hymer, 1960;
Caves, 1982; and Ajayi, 2006), there is no agreed model providing the basis for empirical
work. A popular conceptualization of, and theoretical framework for, FDI determinants is the
“eclectic paradigm” attributed to Dunning (1993). It provides a framework that groups’ micro
and macro level determinants in order to analyze why and where multinational companies
(MNCs) invest abroad. The framework posits that firms invest abroad to look for three types
of advantages: Ownership (O), Location (L), and Internalization (1) advantages; hence it is
called the OLI framework. The ownership-specific advantages allow a firm to compete with
others in the markets it serves regardless of the disadvantage of being foreign because it is
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able to have access to, and exploit and export natural resources and resource-based products
that are available to it. The location advantages are those that make the chosen foreign
country a more attractive site (such as labour advantages, natural resources, trade barriers that
restrict imports, gains in trade costs and strategic advantages through intangible assets). The
location advantages may arise from differences in country natural endowments, government
regulations, transport costs, macroeconomic stability, and cultural factors. Internalization
advantages arise from exploiting imperfections in external markets, including reduction of
uncertainty and transaction costs in order to generate knowledge more efficiently as well as
the reduction of state-generated imperfections such as tariffs, foreign exchange controls, and
subsidies. Following on these, Dunning (1997) identified four categories of motives for FDI:
resource seeking (to access raw materials, labour force, and physical infrastructure resources);
market seeking (horizontal strategy to access the host-country domestic market); efficiency
seeking (vertical strategy to take advantage of lower labour costs, especially in developing
countries); and strategic-asset seeking (to access research and development, innovation, and
advanced technology) (Cleeve, 2008).

The literature on the forces driving FDI has also identified both policy and non-policy factors
as drivers of FDI (Fedderke and Romm, 2006). Policy factors include openness,
product-market regulation, labour market arrangements, corporate tax rates, direct FDI
restrictions, trade barriers, and infrastructure. Non-policy factors include market size of the
host country (often measured by the GDP), distance/transport costs, factor proportions (or
factor endowments) and political and economic stability. Gottschalk (2001) and Calvo et al.
(1996) present a two-factor classification of the factors that influence FDI flows into
developing countries as push and pull factors. The push factors, which are external to
developing countries, focus on growth and financial market conditions in industrial countries,
while the pull factors determine their allocation among less developed countries in terms of
economics, social-political, and uncertainty in those countries.

A similar classification has emerged from the works of Tsai (1991), Ning and Reed (1995)
and Lall et al. (2003) who sees these factors as (i) those on the supply side (e.g., skilled
labour, research and development, and infrastructure), (ii) those on demand side (host country
economic and social variables or pull factors, including interest rates, tax and tariff levels,
market size, wage rates, income distribution, human capital, cost differentials, exchange rates,
fiscal policies, trade policies, physical and cultural distance among others); and (iii)
institutional factors (culture, intellectual property rights, transaction costs, political risk,
corruption, and bureaucracy).

Sekkat and Veganzones-Varoudakis (2007) have grouped the factors determining the inward
flow of FDI into three categories: basic economic factors, trade and exchange market policies,
and other aspects of the investment climate. The basic economic factors include the
difference in the rate of return on capital across countries, portfolio diversification strategy of
investors and market size of the host country. Trade and foreign exchange policy
considerations relate to trade liberalization and exchange rate movements and their volatility.
Business climate factors relate to infrastructure (Wheeler and Mody, 1992), labour costs and
availability of skilled labour, incentive factors, political risk, economic factors, political
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stability (the number of constitutional changes in government leadership), the role of
institutions in terms of commitments to enforcement of rules.

4. Determinants of FDI in SSA: Cross Country Evidence Overview

In this section, we seek to provide an explanation for why some countries in Sub-Saharan
Africa have succeeded in attracting fairly large amounts of foreign investment, while others
have not. The analysis is confined to case studies, because the availability of reliable and
consistent data on FDI and of adequate information on the policies implemented to promote
FDI is relatively limited for various African countries. An attempt has also been made to
focus attention on countries that have been successful in obtaining reasonable amounts of
FDI that is diversified across the various sectors of the economy.

The last decade has been marked by increasingly diverging trends in the FDI performance of
individual countries, while some countries have experienced substantial increases in FDI
inflows, others have stagnated or even suffered net investment. Traditionally, most of the FDI
in Sub-Sahara Africa countries originated in a few countries of Western Europe and in the
United States. France, Germany, the United Kingdom and the United States accounted for the
lion’s share of total inflows from the member countries of the Organization for Economic
Co-operation and Development to Sub-Saharan Africa in 1983-1987 (UNCTAD, 1998). And
recently, within the group of OECD countries such as Canada, Italy and the Netherlands, and
to some extent Norway, Portugal and Spain have emerged as important sources of FDI in
Africa over the past 10 years. These six countries increased their share in African inflows
from 8 percent to more than 22 percent, making up for the decline share of some traditional
home countries such as Japan and the United Kingdom.

Contrary to common perception, FDI in Africa is no longer concentrated in the primary sector.
Even in oil-exporting countries, services and manufacturing are key sectors for FDI. For
example the primary sector accounted for only a little over 30 percent of the FDI stock in
Nigeria in 1992, while manufacturing accounted for almost 50 percent and services close to
20 percent (UNCTAD, 1997). Mauritius is another example of an African country that has
managed, particularly since the beginning of the 1980s, to increase significantly the amount
of FDI going into manufacturing industries such as textiles and electronic equipment
(UNCTAD, 1998).

A large share of FDI in Sub-Saharan Africa has been in countries that have abundant natural
resources. It is in mining of high-value, minerals and petroleum where Sub-Saharan Africa is
particularly prominent as a host to FDI and where great potential for future FDI exists. In
terms of the volume of FDI received, Angola, Botswana, Cote d’voire, and Nigeria have
consistently been among the top ten countries in Africa. While there are quite a few countries
abundant in some type of natural resources, only some have been successful in obtaining
diversified FDI. We analyze the experience of ten Sub-Saharan African countries in attracting
FDI.

Botswana's ecology is very delicate with only 5 percent of the land being arable and
inadequate availability of water being a perennial constraint, agriculture-based growth is
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almost impossible, and the country has been forced to rely on its mining sector to generate
economic growth. It resource endowment comprises mainly of diamonds in the Kalahari
Desert, copper deposits at Selebi-Phikwe, coal, and soda ash. The mining sector accounts for
more than 50 percent of GDP, government revenues from mineral taxes and royalties account
for more than 50 percent of total revenue intake, and diamond exports account for almost 75
percent of total exports. Relying on FDI for the development and export of its natural
resources, Botswana advanced from the group of the world’s poorest countries at its
independence to the group of middle-income countries by 1990. The GDP growth has
averaged about 7 percent per annum between 1985 and 1999.

Namibia is endowed with substantial natural resources. The country is among the top twenty
mining countries in the world, with diamonds and uranium ore being the leading commaodities.
Besides mining, the country derives significant growth from marine fishing and agriculture,

both of which serve as important sources of exports. Relative to other countries in Africa,
Namibia is a reasonably rich country with an average per capita income of around US$2,000,
although income distribution is highly skewed. GDP growth has averaged about 5.5 percent
per annum between 1985 and 1999. FDI inflows to Namibia have increased significantly over
the past few years-averaging about 4 percent of GDP per year in the second half of the 1990s.

In Lesotho, a rather robust overall macroeconomic situation through most of the 1990s has
contributed to economic stability, which in turn has been partially responsible for political
and social stability. The manufacturing sector’s contribution to GDP has increased from an
average of 12.5 percent in 1991-1995 to about 15 percent in the period thereafter. Almost
30.5 percent of total value added in this sector originates in textiles and clothing, where most
of the FDI coming from South Africa and the Far East has concentrated. Labour-intensive
manufacturing of textiles, leather goods, electronics, and light-manufactured products has
also increased rapidly.

Economic development in Swaziland, a small country with a population of about 1.4 million
and bordered on three sides by South Africa, is largely determined by developments in the
agriculture and manufacturing sectors, whose combined share averaged about 48 percent of
GDP in 1990-1995. As a result of the limited size of the local market, the bulk of the output
from the agriculture and the manufacturing sector is exported, while a considerable share of
inputs and final consumption goods are imported. Four export industries specializing in
processing agricultural and forestry products, that include wood pulp production, soft drink
concentrate, fruit canning, and sugar processing, dominate the manufacturing sector. The
Swazi economy has remained closely linked to that of South Africa, which accounts for some
90 percent of Swaziland’s imports and about 75 percent of its exports.

At independence, the Mauritian economy was almost entirely reliant on sugar. In contrast to
most countries in Africa, the absence of mineral resources necessitated significant investment
in human capital to achieve economic progress. Sustained policies of economic
diversification, liberalization, and export orientation, coupled with the country’s political
stability and bilingual labour force, have succeeded in attracting foreign investment. Real
GDP growth averaged 6 percent per annum between 1985 and 1999. Economic growth is
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currently well balanced around four main sectors of the economy, namely agriculture, led by
the sugar industry, tourism, manufacturing for export, mainly through EPZs, and more
recently, offshore financial services. Inflation rate in the country has been committed to single
digits for many years.

Mozambique has benefited from political stability, following the end of the civil war. It has
allowed policy makers to focus attention on measures to promote macroeconomic stability,
achieve rapid economic growth and alleviate widespread poverty. Economic growth has
averaged about 8.5 percent per annum in 1995-99, while inflation, which averaged about 75
percent annum in the eighties, has declined to single digits in recent years. A significant
reduction in the government’s fiscal deficit, allowing an improvement in the external current
account, reflects the government’s long-term commitment to macroeconomic stability and a
market-friendly environment for investors to do business. The exchange rate has appreciated
and has remained relatively stable over the past few years.

South Africa is one of the major destinations of foreign direct investment in Africa. The bulk
of foreign investments into South Africa have been market-seeking, as evidenced by the
concentration in manufacturing, financial services, telecommunications, and food and
beverages. The attractiveness of South Africa as an investment destination is hinged on the
commitment to sound macroeconomic stability and market-friendly environment for
investors to do business. This trend not withstanding, South Africa has attracted less FDI than
its global share of GDP would suggest.

Available data suggest that Nigeria was the second largest FDI recipient in Africa in 2012.
Traditionally, the FDI has concentrated in the extractive industries, mainly oil, but there has
been a diversification into manufacturing sector in recent years. While the FDI regime in
Nigeria is improving, serious deficiencies remain. Political and institutional uncertainty
persists in Nigeria and the weakening of the rule of law has discouraged FDI and trade flows
outside the oil sector. Legal and judicial systems are inadequate to support the needs of new
investors into other sectors of the economy. Addressing problems related to corruption,
inadequate infrastructure and inconsistent regulations remains the key element of the
country’s future prospects of attracting more efficiency-seeking FDI. There is a need for a
proactive policy towards FDI that involves upgrading of national laws and incentives that are
in conformity with international practices.

Ghana, being a small developing African country, has attracted the non-marketing seeking
type of FDI. The major categories of FDI attracted into Ghana have been lured by natural
resources and actively promotional campaigns, plus structural reforms and privatizations. The
mining sector, mainly gold, has become almost synonymous with FDI in Ghana, but it
gradually deteriorated prior to the Economic Recovery Program (ERP). The several reasons
identified for this include shortages of foreign exchange to maintain and rehabilitate the
mines; lack of capital investments for exploration and development; poor management and
lack of mining skills; infrastructure deterioration.

FDI flows in Kenya have been volatile. In the period 1977-2001, FDI was about 0.6% of GDP,
a ratio that was below the African average of 1.9%. Since the 1980s, the country has faced
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declining net inflows compared with neighbouring countries like Uganda and Tanzania. In
2001, Kenya had about 114 multinational corporations (MNC) affiliates; many of them in
both the industrial and tertiary sectors with others attracted by the natural resources especially
those in the agro-industry and the cement industry.

5. Concluding Observations

It may be noted that there are many countries in Sub-Saharan Africa today that are in the
same stage of development that some of the countries in Asia were prior to their rapid rise to
economic growth and prosperity. For example, GDP per capita in Korea, Malaysia, the
Philippines, and Thailand was in the range of US$200-US$400 in 1970. This compares with
the current levels in many of the countries in Africa. Similarly, some of the social indicators
relating to education and health indicate that some African countries, including Ghana,
Tanzania, Zambia and Zimbabwe, are better placed than some of the Asian countries prior to
their take-off. So what can countries in Africa do to replicate the phenomenal export-and
investment-led growth achieved by the Asian nations?

While Africa is undoubtedly a region rich in natural resources, it is quite clear from the above
analysis that a critical mass of mutually reinforcing measures needs to be in place before
countries in Africa can secure a larger share in global FDI flows. Progress towards conflict
resolution is essential, because an important determinant of investment location is political
stability. Political stability is however, a necessary, though not a sufficient condition to ensure
access to large FDI lows. Within Sub-Saharan Africa, and in other regions of the world,
political stability in tandem with macroeconomic stability has been the key to attracting FDI.

In terms of lessons from Sub-Saharan Africa countries, the following are identified as
important factors in attracting FDI: A predictable and consistent policy and macroeconomic
environment; successful implementation of privatization; efforts at regional integration,
which is important in attracting market-seeking investments; aggressive investment
promotion; good infrastructural facilities and sound human capital development.
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