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DEFINITIONS	

FOREIGN	DIRECT	INVESTMENT	

Foreign	 Direct	 Investment	 (FDI)	 is	 defined	 as	 an	 incorporated	 or	 unincorporated	 enterprise	 in	

which	 a	 foreign	 investor	 owns	 10%	 or	 more	 of	 the	 ordinary	 shares	 or	 voting	 power	 of	 an	

incorporated	 enterprise	 or	 the	 equivalent	 of	 an	 unincorporated	 enterprise	 (Direct	 Investment	

Technical	Expert	Group,	2004).	

LEAST	DEVELOPED	COUNTRIES	

The	 Least	 developed	 countries	 (LDCs)	 are	 the	 countries	 that	 have	 the	 lowest	 income	 and	 are	

confronting	 severe	 structural	 impediments	 to	 sustainable	 development.	 There	 are	 currently	47	

countries	on	 the	list,	 which	 is	 reviewed	 every	 three	 years	 by	 the	Committee	 for	 Development	

(CDP)	 from	 the	 United	 Nations	 (UN),	 using	 the	 following	 criteria:	 Income,	 Human	 Assets	 and	

Economic	 Vulnerability.	 Although	 Equatorial	 Guinea	 graduated	 from	 the	 LDC	 category	 in	 2017,	

data	for	this	country	is	still	included	in	the	group	aggregates.	This	does	not	apply	to	other	recently	

promoted	countries	such	as	Botswana,	Maldives,	Samoa	and	Cape	Verde.	

MARKET	CLASSIFICATION	

The	 definition	 of	 terminology	 such	 as	 Emerging,	 Frontier	 and	 Developed	markets	 in	 this	 paper	

follows	 the	 methodology	 of	 Morgan	 Stanley	 Capital	 International	 (MSCI)	 Market	 Classification	

Framework.	This	approach	takes	into	account	three	different	criteria:	Economic	Development,	Size	

and	Liquidity	Requirements,	and	Market	Accessibility.	

EXPLANATORY	NOTES	

The	term	“dollars”	and	the	symbol	($)	refer	to	United	States	dollars	unless	otherwise	specified.		

The	term	“billion”	signifies	1,000	million.	The	term	“trillion”	signifies	1,000	billion.	
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1.	INTRODUCTION	

In	 these	 initial	 pages,	 this	 master	 thesis	 intends	 to	 enhance	 the	 importance	 of	 the	 topic	 and	

outline	the	present	situation	of	international	trade	and	investment	flows.	Also,	it	will	describe	how	

multinational	corporations	(MNCs)	tend	to	operate	in	emerging	markets,	in	frontier	markets	and,	

more	specifically,	in	the	least	developed	countries.	

	

1.1	INTERNATIONAL	TRADE		

International	 trade	 allows	 national	 markets	 to	 provide	 a	 diversity	 and	 quality	 of	 products	 and	

services	that	would	otherwise	be	impossible	if	trade	was	limited	to	national	borders.	Opening	to	

trade	results	in	greater	competition,	which,	in	turn,	leads	to	more	competitive	prices	and	a	more	

efficient	world	economy	 (Maneschi,	1998,	p.	22).	 In	general,	 literature	 largely	agrees	 that	 trade	

has	 a	 positive	 impact	 on	 economic	 performance,	 also	 by	 analyzing	 the	 impact	 of	 openness	 on	

productivity	(Hallaert,	2006).	

However,	 in	 the	 context	 of	 recent	 debates	 over	 trade	 conflicts	 between	 China	 an	 the	 United	

States,	economic	sanctions	towards	North	Korea,	the	failure	of	“The	Doha	Round”	of	negotiations	

and	 the	 withdrawal	 of	 the	 United	 States	 from	 the	 ambitious	 Trans-Pacific	 Partnership,	 this	

timeless	 quote,	 from	 the	 economist	Adam	Smith	 back	 in	 the	 year	 of	 1776,	 seems	 important	 to	

remember.	

“The	natural	advantages	which	one	country	has	over	another	in	producing	particular	commodities	

are	sometimes	so	great	that	it	is	acknowledged	by	all	the	world	to	be	in	vain	to	struggle	with	them.	

By	means	of	glasses,	hotbeds,	and	hot	walls,	 very	good	grapes	can	be	 raised	 in	Scotland,	 (…)	at	

about	 thirty	 times	 the	 expence	 for	 which	 at	 least	 equally	 good	 can	 be	 brought	 from	 foreign	

countries.	Would	it	be	a	reasonable	law	to	prohibit	the	importation	of	all	foreign	wines	merely	to	

encourage	the	making	of	claret	and	burgundy	in	Scotland?”	(Smith,	1776,	p.	351).	
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The	 need	 to	 raise	 living	 standards,	 reduce	 the	 pressures	 of	 economic	 conditions	 and	 ease	

international	trade	between	countries	gave	rise	to	the	creation	of	trade	organizations	and	several	

trade	 agreements	 around	 the	 world.	 Consequently,	 in	 the	 past	 century,	 national	 economic	

markets	have	become	increasingly	so	integrated	that	they	now	begin	to	depend	on	one	another	as	

they	start	to	function	as	an	intertwined	large	network.		

At	this	point,	when	policymaking	is	also	becoming	more	divergent,	as	some	countries	start	to	have	

different	approaches	to	respond	to	the	effects	of	globalization,	it	is	important	to	ensure	that	the	

global	 policy	 environment	 remains	 contributory	 for	 world	 investments	 and	 for	 sustainable	

development.	Among	other	organizations,	the	World	Trade	Organization	(WTO),	the	International	

Monetary	Fund	(IMF),	the	World	Bank	Group,	the	World	Economic	Forum	(WEF),	the	Organization	

for	 Economic	 Co-operation	 and	 Development	 (OECD),	 and	 the	 United	 Nations	 Conference	 on	

Trade	 and	 Development	 (UNCTAD),	 all	 play	 a	 major	 role	 in	 promoting	 this	 sustainable	

development.	 Every	 organization	 has	 its	 different	 purpose,	 but	 they	 mainly	 aim	 at	 providing	

guidance	on	national	development	paths	and	international	investment	policy	regimes.		

Briefly,	 the	International	 Monetary	 Fund	 serves	 the	 purpose	 of	 stabilizing	 the	 international	

monetary	system	and	acting	as	a	monitor	of	the	world’s	currencies.	Specifically,	it	keeps	track	of	

all	 the	 economies,	 and	 lends	 to	 countries	 that	 are	 having	 problems	 with	 their	 balance	 of	

payments.	 Equally	 important	 the	main	 two	objectives	of	 the	World	Bank	Group	are	officially	 to	

end	extreme	poverty	and	building	shared	prosperity.	More	concretely,	it	provides	financing,	policy	

advice	 and	 technical	 assistance	 to	 governments.	 The	UNCTAD	 formulates	 policies	 related	 to	 all	

aspects	of	development	such	as	trade,	international	aid,	transport,	finance	and	technology.	They	

aim	at	promoting	the	fair	participation	of	developing	countries	in	the	global	economy	through	the	

integrated	 treatment	 of	 trade.	 Furthermore,	 the	World	 Trade	 Organization	 focuses	 on	 dealing	

with	the	rule	of	trade	between	different	countries	and	setting	worldwide	trade	agreements.		

Even	 taking	 that	 into	 consideration,	 normally	 the	 individual	 European	 Union’s	 and	 the	 United	

States	of	America’s	bilateral	trade	rules	and	regulations	are	often	of	greater	importance	than	the	

ones	 established	 by	 the	 WTO	 (Vylder,	 2007,	 p.	 34).	 Additionally	 to	 trade	 tariffs	 agreements,	

process	standardization,	certification	and	accreditation	are	also	major	requirements	to	 fulfill	 the	
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industrialization	necessary	for	a	complete	integration	of	the	less	developed	countries	in	the	global	

market.	 In	 fact,	 as	 the	 former	 WTO	 Director-general,	 Pascal	 Lamy	 said,	 the	 importance	 of	

international	standard-setting	creating	bodies	for	international	trade	is	as	important	as	removal	of	

trade	barriers	(World	Trade	Organization,	2006).		

On	a	different	perspective,	the	benefits	of	international	trade	are	not	immediately	beneficial	and	

not	evenly	distributed	across	countries,	sectors	and	communities.	Moreover,	the	capacity	of	some	

LDCs	to	take	advantage	of	 the	global	 integration	seems	to	be	somewhat	 limited.	One	 important	

reason	 for	 the	 inability	of	 the	LDCs	 to	benefit	 from	 international	 trade	 is	 the	 fact	 that	 they	 lack	

production	 capacity.	 On	 average,	 they	 present	 low	 exports	 not	 because	 they	 don’t	 have	 global	

market	access	but	because	they	face	supply	constrains	(Vylder,	2007,	p.	33).	Among	other	factors,	

one	major	consequence	of	this	circumstance	was	the	failure	of	the	Doha	trade-negotiation	round	

promoted	by	the	WTO.	This	round	of	negation	attempted	to	further	lower	trade	barriers	either	in	

agriculture,	 non-agricultural	 and	 services	 sectors.	 Recently,	 only	 a	 few	 sections	 of	 this	 failed	

attempt	were	eventually	approved	by	the	“Nairobi	package”	in	2015	(World	Trade	Organization).	

Over	the	past	five	years,	the	world	aggregate	Gross	Domestic	Product	(GDP),	in	nominal	terms,	has	

stagnated	around	$75	trillion.	However,	this	parameter	is	now	showing	some	signs	of	recovery,	as	

GDP	 is	 projected	 to	 amount	 to	 $79.3	 trillions	 in	 2017,	 according	 to	 IMF’s	 forecast,	 and	 global	

agglomerate	of	GDP	 is	 looking	 to	achieve	a	growth	of	2.2%	 in	2018	after	a	much	 stronger	 than	

expected	2017	(World	Bank,	2018).	

In	 comparison,	 since	 the	 beginning	 of	 the	 twenty	 first	 century,	 the	 Sub-Saharan	 region	 has	

become	one	of	 the	 fastest	 growing	 in	 the	world.	Nevertheless,	 structural	 developments	 remain	

bellow	 expected	 since	 the	 growth	 is	 basically	 driven	 by	 primary	 exports	 such	 as	 fossil	 fuel,	

minerals,	 and	 unprocessed	 agricultural	 and	 forest	 products	 (Currie-Alder,	 Kanbur,	 Malone,	 &	

Medhora,	 2014).	 For	 a	 better	 understanding,	 the	 total	 values	 of	 all	 the	 goods	 and	 services	

produced	in	both	the	group	of	countries	from	the	Sub-Saharan	region,	and	the	group	of	the	Least	

Developed	Countries,	are	represented	in	the	following	Figure	nº1.		
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Figure	1.	Gross	Domestic	Product	in	current	US	dollars,	(adapted	from	The	World	Bank,	2018)	

In	 similarity	 to	 the	 rest	 of	 the	world,	 both	 of	 these	 country	 categories	 have	 seen	 their	 growth	

stagnate	in	the	past	five	years	after	a	decade	of	almost	continuous	growth.	The	LDCs	have	reached	

the	maximum	output	value	of	$964	billions	in	the	year	of	2014,	and	now	account	for	$945	trillion	

in	2016.	On	the	other	hand,	 the	region	of	Sub-Saharan	Africa,	has	also	reached	 its	peak	 in	2014	

with	$1,782	billions,	but	has	seen	its	output	decrease	on	average	8%	per	year	in	the	last	two	years,	

to	the	value	of	$1,516	billions	in	2016.		

In	 turn,	 the	 main	 challenges	 remain.	 The	 structural	 transformation,	 conceptualized	 under	 the	

Millennium	Development	Goals,	and	needed	to	reduce	poverty,	 is	yet	 to	be	achieved.	Economic	

diversification	is	the	key	to	solve	Africa’s	problems,	especially	now	in	the	context	of	a	transforming	

demographic	structure.	There	is	an	urge	to	deepen	investment	in	agriculture,	and	modernization	

of	manufacturing	industries	and	services.	Nonetheless,	since	the	world	economy	is	now	in	better	

shape,	the	recovery	of	growth	in	Africa	is	taking	place	at	a	pace	better	than	expected,	especially	

among	non-resource–intensive	economies	(African	Development	Bank	Group,	2018).	
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Curiously,	as	a	result	of	their	evolution	so	far,	the	relative	output	ratios	of	both	country	categories,	

represented	in	Figure	nº	2,	have	incremented	in	the	past	decade	until	their	peak	in	2014.	The	Sub-

Saharan	region	has	increased	its	weight	on	the	world	global	output	from	1.1%	in	2000	to	2.25%	in	

the	year	of	2014.	Likewise,	the	LDCs	also	have	increased	their	output	share	from	0.59%	in	the	year	

of	2000	to	1.22%	in	2014.	

Figure	2.	Gross	Domestic	Product	in	percentage,	(adapted	from	The	World	Bank,	2018)	

In	addition	to	the	world’s	GDP	slim	growth,	the	world	value	of	trade,	measured	in	Figure	nº3	by	

merchandise	exports	in	current	US	dollars,	experienced	a	very	significant	slowdown	after	the	2008	

financial	crisis,	and	actually,	its	nominal	value	has	been	decreasing	in	the	past	two	years.	This	fact	

is	also	evident	for	the	LDCs	and	even	more	for	the	Sub-Saharan	region,	which	saw	its	merchandise	

exports	decrease	by	almost	40%	in	the	space	of	two	years.	Nevertheless,	the	WTO	is	forecasting	

that	 global	 trade	 will	 again	 expand	 by	 2.4%	 in	 2017	 (World	 Trade	 Organization,	 2017).	 Policy	

uncertainty	 from	 imposition	of	 trade	 restrictive	measures	 and	monetary	 tightening	 remains	 the	

main	risk	factor	for	the	recovery	of	global	trade	in	the	following	years	to	come. 
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Also,	 the	percentage	of	merchandise	 trade	on	GDP	has	 also	been	decreasing.	After	 reaching	 its	

peak	 of	 60.8%	 in	 2008,	 global	 trade	 now	 amounts	 only	 for	 56.4%	 of	 the	 world’s	 GDP	 in	 2016	

(World	Bank,	2018).	

Figure	3.	Merchandise	exports	in	current	$US,	(adapted	from	The	World	Bank,	2018)	

At	the	same	time,	the	overall	share	of	merchandise	exports	from	LDCs	in	world	merchandise	trade	

accounted	for	only	0.89%	in	2016	as	seen	in	Figure	4.	In	fact,	in	2015	this	value	dropped	below	the	

1%	threshold	for	the	first	time	since	2007	as	reproduced	in	Figure	nº4.	The	reason	for	this	is	the	

fact	that,	in	recent	years,	both	the	developing	economies	and	the	least-developed	countries	were	

badly	 hit	 by	 significantly	 lower	 prices	 for	 commodities,	 such	 as	 fossil	 fuels	 and	 other	 mining	

products.		

In	truth,	the	LDCs’	exports	suffered	the	most,	recording	a	24%	decrease	in	2015,	and	6%	in	2016,	

while	 the	 global	 amount	 of	 exports	 on	 average	 only	 fell	 by	 a	 mere	 3%.	 Moreover,	 the	 LDCs	

specifically	in	Sub-Saharan	Africa	have	experienced	the	largest	declines	among	other	LDCs	in	2015,	

registering	a	contraction	of	an	overwhelming	30%	(World	Trade	Organization,	2017).	
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In	spite	of	the	decrease	in	the	value	of	trade,	an	optimistic	fact	is	that	the	overall	global	volume	of	

trade	 remains	 growing	 constantly	 since	 2008.	 As	 a	 matter	 of	 fact,	 in	 2016,	 the	 volume	 trade	

growth	reached	1.3%	(World	Trade	Organization,	2017).	

Figure	4.	Merchandise	exports	in	percentage	(adapted	from	The	World	Bank,	2018)	

	

1.2	INTERNATIONAL	INVESTMENT	FLOWS	

Although,	since	the	early	1970s,	there	has	been	always	global	agreements	for	trade,	such	as	the	

trade	preferences	 for	 developing	 countries	 established	under	 the	General	Agreement	on	Tariffs	

and	Trade	(GATT)	in	1979,	a	common	worldwide	framework	for	investments	flows	hasn’t	been	put	

into	 practice	 (United	 Nations	 Committee	 for	 Development	 Policy).	 In	 other	 words,	 a	 uniform	

liberalization	of	 the	 capital	market	 is	 yet	 to	 be	done.	 The	 current	 status	 of	 over	 3,000	bilateral	

investment	 agreements	 are	 not	 the	 most	 efficient	 way	 of	 governing	 investment	 flows	 (United	

Nations	Conference	on	Trade	and	Development,	2015).		
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This	 fact,	 however,	 has	 allowed	 smaller	 regional	 treaties	 to	 flourish.	 In	 general,	 these	 bilateral	

investment	treaties	have	managed	to	increase	bilateral	FDI	stock	by	an	average	of	30%.	They	are	

especially	effective	in	middle	and	high-income	countries,	but	not	so	much	in	Sub-Saharan	Africa	or	

either	when	national	law	is	weak	(CPB	Netherlands	Bureau	for	Economic	Policy	Analysis).		

In	 the	 field	 of	 international	 trade,	 FDI	 is	 a	 key	 driver	 to	 promote	 global	 value	 chains	 and	 is	 an	

essential	 tool	 to	 achieve	 an	 open	 and	 effective	 international	 economic	 system.	 It	 enhances	

macroeconomic	growth,	allows	for	technology	spillovers,	human	capital	formation,	increase	in	tax	

revenue,	and	enterprise	development,	among	other	arguments	(Moura	&	Forte,	2010;	Mencinger,	

2003;	MacDougall,	1960).		

“The	most	important	direct	gains	(...)	from	more	rather	than	less	private	investment	from	abroad	

seem	 likely	 to	 come	 through	 higher	 tax	 revenue	 from	 foreign	 profits	 (at	 least	 if	 the	 higher	

investment	 is	not	 induced	by	 lower	 tax	 rates),	 through	economies	of	 scale	and	 through	external	

economies	 generally,	 especially	 where	 (domestic)	 firms	 acquire	 ”know-how”	 or	 are	 forced	 by	

foreign	competition	to	adopt	more	efficient	methods”	(MacDougall,	1960).	

In	terms	of	FDI	allocation,	no	single	theory	can	define	the	decision	of	FDI	in	developing	countries	

but	 a	 combination	 of	 theories.	 However,	 Dunning,	 with	 his	 life	 work,	 has	 provided	 a	 helpful	

framework	 for	 determining	 if	 its	 beneficial	 for	 a	 MNC	 to	 pursue	 FDI	 and	 additionally	 for	

categorizing	much	of	 the	 recent	 analytical	 and	empirical	 research	on	 FDI	 (Dunning,	 The	Eclectic	

(OLI)	 Paradigm	 of	 International	 Production:	 Past,	 Present	 and	 Future,	 2001).	 Accordingly	 to	 his	

latest	 work,	 there	 are	 four	 types	 of	 factors	 that	 stimulate	 FDI,	 which	 involve	 natural	 resource	

seeking,	 efficiency	 seeking,	 market	 seeking	 and	 strategic	 asset	 seeking	 (Dunning	 &	 Lundan,	

Multinational	Enterprises	and	The	Global	Economy,	2008).	

In	 general,	 investors	 from	 developed	 countries	 normally	 search	 for	 destinations	 that	 they	 had	

previously	established	trade	relations	and	that	could	offer	a	qualified	labor	force	with	low	wages	

and	an	attractive	 tax	scheme.	Nevertheless,	a	good	share	of	FDI	 is	 still	basically	 resource	driven	

(Antonakakis,	Tondl,	&	Elliott,	2015).	
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However,	the	actual	outcome	of	the	relation	between	a	foreign	MNC	and	their	host	market	seems	

to	 vary	 between	 industries	 and	 countries.	 The	 different	 characteristics	 of	 the	 host	 country’s	

industry	and	policy	environment	seem	to	be	important	determinants	of	the	net	benefits	of	FDI	for	

the	host	economy	(Blomström	&	Kokko,	1996).	For	example,	Bhagwati	suggested	that	the	impact	

of	FDI	on	growth	would	depend	if	the	host	country	has	an	export-promoting	FDI	investment	policy	

or	 an	 import	 substitution	 investment	 policy	 (Bhagwati,	 1978).	 Additionally,	 Borensztein,	 De	

Gregorio	and	Lee	have	also	suggested	in	their	cross-country	study	that	higher	productivity	of	FDI	

only	holds	when	the	host	country	has	a	minimum	threshold	stock	of	human	capital	(Borensztein,	

De	 Gregorio,	 &	 Lee,	 1998).	 In	 conclusion,	 there	 are	 several	 factors	 that	 end	 up	 affecting	 the	

possible	 outcome	 of	 FDI	 in	 the	 host-country.	 Further	 considerations	 and	 conclusions	 about	 FDI	

effects	on	host	economies	will	be	scrutinized	under	the	literature	review. 

In	spite	of	that,	in	the	past	decades,	several	countries,	across	different	continents,	have	liberalized	

their	own	FDI	restrictions.	Countries	have	pursued	different	kind	of	other	strategies	to	be	able	to	

attract	 investment	 and	 maximize	 the	 benefits	 of	 having	 a	 foreign	 presence	 in	 their	 domestic	

economy	while	minimizing	the	temporary	drawbacks.	

Likewise,	in	terms	of	global	FDI	flows,	the	current	value	hasn’t	yet	reached	its	pre-crisis	level.	The	

World	 Bank	 accounts	 for	 a	 value	 of	 approximately	 $2.4	 trillion	 in	 global	 net	 inflows	 in	 2016.	

Historically,	FDI	 flows	significantly	 rose	 from	$1.4	 trillion	 in	 the	year	2000	 to	about	$3	 trillion	 in	

2007,	 before	 declining	 again	 to	 $1.3	 trillion	 in	 2009	 due	 to	 the	 impact	 of	 the	 global	 recession	

(World	Bank,	2018).	However,	in	2016,	the	UNCTAD	predicted	a	modest	recovery	of	international	

FDI	flows	in	2017	and	2018,	but	the	most	recent	report	by	the	OECD,	states	that	global	FDI	flows	

continued	to	decrease	by	the	value	of	18%	in	2017	(Organisation	for	Economic	Co-operation	and	

Development,	2018).	

In	 particular,	 and	 accordingly	 to	 the	 African	 Development	 Bank,	 Africa	 now	 collects	 every	 year	

about	$500	billion	 in	 tax	 revenue,	 receives	$50	billion	 in	 foreign	 aid,	 $60	billion	 in	 remittances,	

and,	more	 relevant	 to	 this	 study,	$60	billion	 in	FDI	 inflows,	namely	 investment	 in	 the	extractive	

sector,	infrastructure,	and	consumer-oriented	industries	(African	Development	Bank	Group,	2018).	
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More	 particularly,	 FDI	 in	 all	 the	 Sub-Saharan	 Africa,	 rose	 sharply	 in	 the	 beginning	 of	 the	 new	

century	 from	6.9	billion	 in	2000	 to	38.9	 in	2008	but	has,	 in	 recent	years,	 stagnated	around	$42	

billion.	Moreover,	it	has	also	lagged	behind	the	rest	of	the	world.	At	the	present	time,	FDI	Inflows	

accounted	for	only	$37.9	billion	in	2016	(World	Bank,	2018).	

In	 the	 case	 of	 the	 least	 developed	 countries,	 in	 the	 last	 decades	 investment	 has	 risen	 steadily.	

However	 this	 growth	 is	 not	 very	 significant	 comparing	 the	 overall	 flow	 of	 global	 FDI	 flows.	

Investments	into	LDCs	have	risen	from	$3.9	billions	in	the	turn	of	the	millennium	to	about	$13.8	

billions	in	2007,	and,	then,	without	having	suffered	a	significant	decrease	after	the	2008	financial	

crisis,	the	value	of	FDI	into	LDCs	continued	to	rise	to	$39	billions	in	2015.	Nevertheless,	from	2015	

to	2016,	mainly	due	to	the	low	price	of	commodities,	LDCs	FDI	inflows	have	declined	by	21.1%	to	

the	value	of	$31	billion	(World	Bank,	2018).	

Figure	5.	Global	FDI	Flows	in	current	US	dollars	(The World Bank, 2018)	

To	 summarize,	 FDI	 flows	 remain	 extremely	 volatile.	 As	 represented	 in	 Figure	 nº	 6,	 investments	

flows	to	LDCs	only	amounted	for	0.27%	in	2000,	0.45%	in	2007,	they	peaked	in	2015	with	1.67%	
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and	now	represent	1.30%	of	the	total	 investment	flows	 in	2016.	Although	FDI	has	been	a	major	

contributor	to	the	LDC’s	capital	formation,	flows	still	remain	weak	in	comparison	to	global	values	

and	normally	never	exceed	the	category’s	share	of	GDP	(World	Bank,	2018).	

In	comparison,	in	the	past	years,	the	percentage	of	FDI	flows	to	Sub-Saharan	Africa	has	fluctuated	

around	2%.	It	managed	to	obtain	to	2.68%	of	global	FDI	flows	in	2009,	but	has	now	seen	its	value	

decrease	to	1.58%	in	the	year	of	2016	(World	Bank,	2018).		

Figure	6.	FDI	Flows	in	percentage	(The World Bank, 2018)	

	

1.3	INTERNATIONAL	BUSINESS	RISK	MANAGEMENT	

On	the	same	topic,	but	from	the	business	enterprises’	point	of	view,	multinational	companies	are	

also	destined	 to	play	an	 important	 role	 in	 the	development	of	 the	global	 economic	 integration.	

The	 liberalization	 in	 international	 trade,	 and	 advancements	 in	 information	 and	 communication	
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technologies,	 have	allowed	 companies	 to	better	organize	 themselves	 as	 extensive	multinational	

structures	that	operate	throughout	the	world	(Lang,	Khanna,	Bhattacharya,	&	Chraïti,	2018)	

Despite	their	volatility,	emerging	and	frontier	markets	and	the	least	developed	countries	are	seen	

as	essential	 to	 the	growth	of	MNCs.	With	 their	elevated	economic	growth	 rates,	offering	higher	

returns,	and	with	the	benefits	of	market	diversification,	those	markets	represent	new	investment	

opportunities.	However,	there	are	several	additional	risks	that	potential	investors	should	be	aware	

of	before	establishing	their	capital	in	one	of	those	rising	countries.	

The	strategic	management	of	a	diversified	multinational	corporation,	comprised	with	a	diversity	of	

businesses	units,	and	which	operates	across	distinct	countries,	and	confronts	varying	degrees	of	

global	 competition	 and	 government	 policies,	 has	 the	 hard	 task	 of	 integrating	 and	 coordinating	

their	different	business	units	to	fulfill	their	objectives	(Prahalad	&	Doz,	1987).	

Taking	 this	 into	 account,	 sometimes	MNCs	 fail	 to	 transcend	 their	 strategic	 interests,	 and	 try	 to	

alter	the	LDCs	modus	operandi	to	fit	their	own	purposes.	For	those	companies,	what	may	begin	as	

a	good	business	opportunity	can	be	transformed	into	a	deteriorating	environment	to	all	the	other	

MNCs	 (Bassiry,	 1991).	 MNCs	 doing	 business	 abroad	 face	 extra	 costs	 that	 arise	 from	 the	

unfamiliarity	of	the	business	environment,	from	cultural,	economical	and	political	differences	and	

from	the	need	of	coordinating	the	different	geographical	locations.	The	core	of	the	matter	faced	

by	these	companies	can	be	labeled	as	their	“liability	of	foreignness”.	Stephen	Hymer	first	used	this	

concept	 in	his	 theory	on	the	disadvantages	of	 foreign	firms	vis-à-vis	with	 local	 firms	 in	a	 foreign	

country	(Hymer,	1976).		

A	possible	alternative	is	to	adopt	a	new	flexible	strategy,	where	long-term	factors	and	mutual	self-

interest	 are	 taken	 into	 consideration	 (Bassiry,	 1991).	 To	 win	 in	 the	 least	 developed	 markets,	

multinationals	must	be	flexible,	have	a	deep	understanding	of	local	opportunities	and	conditions,	

and	have	to	be	ready	to	adapt	and	innovate	locally.	

Multinational	 structures	 present	 in	 non-developed	 markets	 and,	 specifically,	 in	 the	 least	

developed	 countries,	 are	 even	 more	 vulnerable	 to	 disruptions	 that	 are	 per	 se	 very	 difficult	 to	

forecast.	 Consequences	 of	 volatile	 economic	 conditions,	 geopolitical	 developments,	 reshape	 of	
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societal	attitudes,	moves	by	global	competitors,	as	well	as	natural	disasters	or	terrorist	attacks	are	

of	big	importance	to	even	to	the	best	laid-out	plans.	So,	not	unexpectedly,	Ernst	and	Young	report	

“Risk	 Management	 in	 Emerging	 Market”	 states	 that	 the	 emerging	 markets	 are	 the	 dominant	

strategic	business	risk	for	most	sectors	of	the	global	economy	(Ernst	&	Young,	2007).	

Each	 risk	of	 these	events	 is	 taken	 into	 consideration	under	 risk	 assessment	 techniques.	Overall,	

risk	 management	 can	 be	 defined	 as	 risk	 planning,	 identification,	 evaluation,	 prioritization	 and	

treatment	(International	Organization	for	Standardization,	2018).	Risk	assessment	techniques	can	

span	from	conventional	gap	analyses,	to	quantitative	value-at-risk	measures	and	scenario	analysis	

(Andersen	 T.	 J.,	 2005).	 Different	 frameworks,	 for	 instance	 the	 Committee	 of	 Sponsoring	

Organizations	of	the	Treadway	Commission	(COMO)	framework	and	international	standards,	such	

as	 the	 “ISO	 31000:2018”	 guidelines,	 have	 been	 created	 in	 order	 to	 assist	 the	 organization	

integrate	risk	management	into	its	overall	management	system,	and,	more	specifically,	to	better	

manage	the	specific	uncertainties	of	operating	in	underdeveloped	markets.	

Nowadays,	firms	engaged	in	international	business	in	high	unpredictable	environments	are	often	

required	 to	 use	 some	 combination	 of	 legal	 contracts,	 insurance,	 and	 financial	 instruments	 to	

protect	 their	 investments	 in	 foreign	 countries	 against	 price,	 currency	 or	 interest	 rates	 swings.	

Furthermore,	the	UN	and	the	French	Development	Agency	(AFD)	have,	in	a	joint	report,	reinforced	

the	idea	that	LDCs	should	make	use	of	recent	innovations	such	as	blended	finance	(a	method	that	

coordinates	charity,	private,	and	public	funds),	green	bond	financing,	guarantee	mechanisms,	and	

local	currency	financing	to	promote	risk	compensation	and	support	priority	interventions	such	as	

investments	in	infrastructure	and	local	private	sector	development	(AFD	&	UNDP,	2016).	

In	the	need	to	quantify	risk	in	one	particular	country,	different	solutions	have	been	created.	The	

concept	of	country	risk	rating	arises	from	the	specific	need	to	assess	and	rate	different	countries	

risk	exposure,	and,	therefor,	to	assess	risks	arising	from	changes	in	the	business	environment	that	

may	affect	profits	or	the	value	of	assets	of	one	company	in	one	country.	These	ratings	have	been	

of	 major	 interest	 in	 the	 financial	 community	 in	 the	 last	 decade.	 The	 fact	 that,	 so	 many	

international	 agencies	 try	 to	 perform	 this	 task	 underscores	 the	 importance	 of	 its	 use.	 Namely,	

agencies	 as	 the	 Economist	 Intelligence	 Unit	 (EIU),	 Euromoney,	 Euroasia	 Group,	 Institutional	
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Investor,	 International	 Country	 Risk	 Guide	 (ICRG)	 from	 the	 Political	 Risk	 Services	 (PRS)	 Group,	

Moody’s,	 and	 Standard	 and	 Poor’s.	 Every	 risk	 rating	 agencies	 employs	 a	 different	 method	 to	

determine	 each	 country’s	 ratings.	 All	 take	 into	 consideration	 qualitative	 and	 quantitative	 data	

regarding	disparate	measures	of	economic,	financial	and	political	risk,	and	combine	it	into	a	final	

composite	risk	rating	(Hoti	&	McAleer,	2004).	

In	addition,	general	opinion	in	MNCs	is	that	risk	management	is	too	often	treated	as	a	compliance	

issue	 that	 can	be	 solved	by	drawing	up	 lots	of	 rules	 and	making	 sure	 that	 all	 employees	 follow	

them.	According	to	a	recent	Ernst	&	Young	international	survey,	two-thirds	of	the	major	financial	

institutions	 agree	 that	 lapses	 in	 internal	 oversight	 and	 controls	 are	 the	main	 reasons	 for	 huge	

financial	and	reputational	losses	for	their	companies	(Ernst	&	Young,	2015).	These	approaches	and	

general	 opinions,	 however,	 offer	 little	 protection	 against	 policy	 risk.	 Therefore,	 investors	 must	

develop	proactive	political-management	strategies	(Henisz	&	Zelner,	2010).		

In	 conclusion,	 this	 context,	 appeals	 for	 the	 importance	 of	 a	 general	 use	 of	 risk	 management	

frameworks	 in	MNCs,	withal	calls	for	a	reconsideration	of	recent	risk	management	practices	and	

risk	cultures	in	companies	operating	in	non-developed	markets.	

	

1.2	PROBLEM	FORMULATION	

This	 following	 subchapter	 explains	 the	origin	 of	 the	problem	 context	 and	presents	 the	problem	

statement	 under	 a	 research	 question,	 which	 branches	 off	 into	 different	 hypotheses,	 and	

subsequently	introduces	the	reader	to	the	master	thesis	outline.	

Taken	 all	 of	 the	 information	 aforementioned	 into	 consideration,	 the	possibilities	 for	 conducting	

research	are	vast.	There	are	innumerous	scientific,	theoretic	and	empirical	articles	focusing	on	the	

determinants	factors	for	FDI,	as	well	as	on	the	impact	of	the	FDI	on	the	host	country’s	economy,	

and	more	specifically	for	its	impact	in	LDCs.	More,	there	is	also	a	vast	literature	about	the	usage	of	

country	 risk	 ratings	 and,	 in	 fact,	 there	 are	 some	 contradictory	 opinions	 on	 the	 reliability	 and	

practical	 usability	 of	 agencies’	 risk	 ratings.	 Further,	 there	 are	 extensive	 studies	 portraying	 the	
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various	 motives	 that	 MNCs	 have	 to	 go	 and	 operate	 in	 LDCs,	 and	 even	 more,	 there	 are	 well-

established	frameworks	and	guidelines	of	Enterprise	Risk	Management	(ERM)	made	specifically	for	

MNCs	use	in	developing	markets.	

Nevertheless,	taking	into	consideration	the	delay	in	achieving	the	millennium	goals,	the	change	in	

the	trend	of	the	past	year	concerning	incoming	FDI	flows,	the	lack	of	economy	diversification	and	

recent	price	collapse	of	oil	and	other	commodities,	makes	the	research	topic	of	determinants	of	

FDI	in	LDCs	and,	in	this	case,	in	countries	like	Angola	and	Mozambique,	seem	very	opportune.		

On	that	account,	the	general	purpose	of	this	thesis	is	to	understand	the	same	problem	but	under	

two	different	perspectives.	This	works	 intends	to,	on	one	side,	extensively	review	the	 inflows	of	

foreign	 direct	 investment	 in	 both	 Angola	 and	Mozambique.	 Then,	 as	well,	 to	 comprehend	 how	

both	 countries’	 positions,	 concerning	 their	 FDI	 regulations,	 have	 evolved	 in	 time	 since	 they	

became	 independent	countries	after	1975.	Besides,	 this	 thesis	also	 intends	to	discover	what	are	

the	possible	determinants	that	can	better	explain	the	aggregate	values	of	FDI	for	the	specific	cases	

of	Angola	and	Mozambique.	Furthermore,	it	intends	to	puzzle	out	if	country	risk	ratings	have	been	

correctly	correlated	to	FDI	inflows.		

On	the	other	side,	this	study	aims	to	perform	an	analysis	of	what	are	the	main	motives	for	foreign	

companies	 to	 invest	 and	 continue	 to	operate	 in	 such	 countries.	Moreover,	 the	 study	will	 try	 to	

understand,	 through	 an	 exploratory	 study,	 how	 companies	 are	 assessing,	 preventing	 and	

mitigating	 risk	when	conducting	business	 in	Angola	and	Mozambique.	Then,	on	 top	of	 that,	 this	

thesis	 intends	 to	 decipher	 if	 country	 risk	 ratings	 are	 reflecting	 the	 risk	 perceptions	 of	 MNCs	

operating	in	these	countries.	

1.2.1	RESEARCH	QUESTION	

	

What	are	the	main	determinants,	in	Angola	and	Mozambique,	for	attracting	foreign	direct	

investment	and	what	are	the	actual	effects	of	the	recent	political	events,	investment	policies	

and	risk	environment	changes	on	foreign	investments?	



	
	

16	

The	principal	research	question	is	very	broad	and	entails	a	number	of	subordinate	questions	that	

need	 to	 be	 answered	 in	 the	 course	 of	 this	 thesis.	 These	 following	 three	 sub-questions	 will	

consequently	structure	the	rest	of	the	thesis	outline.	

Question	 1:	How	have	Foreign	Direct	 Investment	 inflows	and	 investment	policies	 in	Angola	and	

Mozambique	evolved	over	time?	

To	answer	this	subordinate	question,	an	extensive	descriptive	analysis	of	FDI	volumes	and	trends	

will	 be	 examined	 with	 a	 complementary	 parallel	 observation	 of	 the	 evolution	 of	 each	

government’s	FDI	legal	regulations.	

Question	2:	What	have	been	the	main	determinants	of	Foreign	Direct	Investment	in	the	cases	of	

Angola	and	Mozambique?	

In	order	to	be	able	to	answer	this	question,	a	literature	review	is	performed	to	understand	what	

are	 generally	 the	main	 determinants	 of	 FDI,	 and	more	 in	 particular	 in	 LDCs	 and	 in	 the	 African	

continent.	Afterwards,	by	taking	into	consideration	the	literature	review	performed,	several	data	

variables	 from	 different	 sources	 are	 collected	 and	 examined	 through	 a	 quantitative	 approach	

specifically	for	these	countries	by	using	two	different	times	series	regressions.		

Question	3:	How	 is	 the	country	political	risk	affecting	Foreign	Direct	 Investment	flows	 in	Angola	

and	Mozambique?	

This	 question	 will	 also	 be	 answered	 through	 the	 time	 series	 regressions.	 Additionally,	 by	

answering	 this,	 it	 will	 be	 possible	 to	 say	 how	 each	 country	 risks	 have	 been	 taking	 into	

consideration	over	foreign	direct	investments	decisions.	
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1.2.2	THESIS	OUTLINE	

This	 research	 was	 developed	 in	 a	 manner	 that,	 firstly,	 in	 the	 introduction,	 the	 topics	 and	 the	

outlook	of	 international	 trade,	 international	 investments	 are	 described	 and	 then	 the	 challenges	

faced	by	MNCs	operating	in	developing	countries	were	presented.		

Secondly,	 in	 this	 thesis	 the	methodology	 techniques	and	procedures	are	 listed	as	well	as	a	brief	

description	of	the	data	sources.	More,	the	methodology	section	explains	how	and	why	every	data	

was	collected	and	examined	as	well	as	each	precondition	that	had	to	be	met	in	order	to	obtain	a	

reliable	regression	analysis.		

Thirdly,	a	 literature	review	over	some	of	the	most	 important	topics	considered	relevant	to	solve	

the	research	questions	is	performed.	This	literature	review	serves	as	sustentation	for	both	of	the	

surveys	that	are	going	to	be	presented	as	well	as	the	quantitative	analysis.		

After,	 the	 specific	 country	 cases	 of	 Angola	 and	Mozambique	 regarding	 political	 and	 economical	

backgrounds	are	presented.	In	this	section,	the	intention	is	not	to	try	to	analyze	the	consequences	

of	 the	 present	 conjuncture,	 but	 to	 give	 the	 reader	 a	 more	 knowledgeable	 perspective	 on	 the	

topics	that	follow	suit.	Additionally,	the	chapter	of	Data	and	Model	Specification,	the	details	of	the	

regression	model	are	described.	The	statistical	hypotheses	are	presented	and	a	summary	of	 the	

data	is	shown.	

Following	suit,	an	analysis	of	the	regression	model	side	by	side	is	performed.	Finally,	a	conclusion	

to	 the	 master	 thesis	 is	 made	 where	 some	 limitations	 and	 contributions	 to	 the	 literature	 are	

discussed.	
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2.	METHODOLOGY	

This	 following	chapter	debates	the	methodologies	and	the	research	design	pursued	to	solve	the	

research	questions	that	arose	from	the	problem	topic	selected	beforehand.	Throughout	the	entire	

multi-stage	process	of	how	to	write	this	research	project,	the	book	Research	Methods	for	Business	

Students	was	used	as	guidance	(Saunders,	Lewis,	&	Thornhill,	2009).	

	

2.1	FORMULATING	AND	CLARIFYING	THE	RESEARCH	TOPIC	

Taking	 Raimond	 (Raimond,	 1993)	 into	 consideration,	 the	 research	 topic	 surfaced	 from	 rational	

thinking	as	 focusing	 in	what	were	my	own	strengths	and	 interests,	what	were	my	past	projects,	

what	the	literature	and	media	suggested	but	also	what	creative	thinking	contributed,	mainly	when	

brainstorming	with	 other	 relevant	 people	 about	 the	 topic.	 In	my	 perspective,	 one	 of	 the	most	

interesting	courses	that	I	was	able	to	experience	in	my	master	program	at	Copenhagen	Business	

School	was	International	Business	in	Emerging	Markets.	In	this	course,	I	worked	in	a	paper	about	

the	potential	economic	opportunities	 in	Angola	and	Mozambique,	and	more	specifically,	 in	what	

different	 specific	 risks	 existed	 in	 those	 two	 countries.	 	 Therefore,	 pursuing	 the	 topic	 of	

investigating	 flows	 of	 Foreign	 Direct	 Investment	 and	 risk	 management	 techniques	 adopted	 by	

MNCs	appeared	to	be	a	good	path	to	follow.		

	

2.2	REVIEWING	THE	LITERATURE	

In	 order	 to	 develop	 a	 more	 deep	 understanding	 of	 the	 topic	 it	 was	 necessary	 to	 start	 with	 a	

literature	review	of	studies	with	similar	topics.	The	search	for	literature	departed	from	conjugation	

of	terms	of	the	topics	that	I	was	studying.	I	divided	my	overall	research	over	books,	journals,	and	

online	databases,	into	eight	different	scientific	areas:		

• World	Trade	and	Global	Development	

• Foreign	Direct	Investment	Theory	
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• Determinants	for	Foreign	Direct	Investment	

• Government	Investment	Policies		

• Risk	Management	in	Emerging	Markets	

• MNCs	internationalization	in	LDCs	

• Country	Reports	for	Angola	and	Mozambique	

• Time	Series	Data	

	

2.3	RESEARCH	PHILOSOPHIES	AND	APPROACHES	

The	 term	 research	 philosophy	 relates	 to	 the	 creation	 of	 knowledge	 and	 the	 nature	 of	 that	

knowledge.		My	research	philosophy	contains	some	assumptions	about	the	way	I	view	the	world	

(Saunders,	 Lewis,	 &	 Thornhill,	 2009).	 Even	 if	 a	 set	 of	 research	 question	 rarely	 fall	 within	 the	

framework	of	 only	 one	philosophy	 Saunders	 et	 al.	 identify	 four	 different	 research	philosophies:	

positivism,	realism,	 interpretivism,	and	pragmatism.	The	chosen	research	philosophy	 in	this	case	

was	pragmatism.	There	are	multiple	 realities	when	 considering	 the	need	 to	balance	 the	 correct	

investment	policies	in	order	to	rip	the	benefits	from	FDI	and	at	the	same	time	be	able	to	promote	

sustainable	development	for	the	local	population.	 

		
Figure	7.	Research	Onion	(Saunders,	Lewis,	&	Thornhill,	2009)					Figure	8.	Research	Philosophy	in	this	Master	Thesis	

Research	Philosophy	 Pragmatism	

Approach	 Deduction	

Strategy	 Experiment	and	Survey	

Method	Choice	 Mixed	Methods	

Time	Horizon	 Longitudinal	Study	
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Additionally,	concerning	the	two	main	research	approaches	possible:	deduction	and	induction,	this	

master	thesis	undertook	a	deduction	approach.	For	that	reason,	firstly,	some	possible	hypotheses	

were	 envisioned,	 together	 with	 appropriate	 methods	 to	 measure	 their	 outcome,	 and	 then	 a	

research	strategy	was	designed	to	put	to	test	those	hypotheses.		

 

2.4	RESEARCH	DESIGN	

Considering	the	research	design,	this	investigation	follows	a	descriptive	and	explanatory	purpose	

by	nature,	since	the	first	research	question	established	is	attempting	to	describe	the	foreign	direct	

investment	 flows	 in	 two	 African	 countries,	 and	 another	 research	 question	 is	 trying	 to	 find	 an	

answer	to	the	determinants	of	investment	inflows.		

Therefore,	 concerning	 a	 research	 strategy,	 there	 was	 a	 need	 to	 perform	 an	 experiment	 to	

quantitatively	understand	the	causalities	between	macroeconomic	elements,	country	ratings,	and	

investment	inflows	in	Angola	and	Mozambique.		

Moreover,	for	this	investigation,	it	was	decided	to	see	through	a	multi-method	quantitative	study	

by	the	fact	that	there	was	a	need	to	collect	qualitative	answer	from	the	surveys	and	interviews	of	

companies	 that	are	 currently	operating	 in	Angola	and	Mozambique	and	also	 to	 conjugate	 them	

with	 the	 quantitative	 information	 that	 arose	 from	 the	 collection	 of	 data	 from	 different	 online	

databases.	Additionally,	 for	 this	 thesis,	 as	one	of	 the	 intentions	was	 to	observe	 the	 relationship	

between	 country	 risks	 and	 their	 influence	on	 inward	 FDI,	 it	 can	be	 assumed	 that	 a	 longitudinal	

study	was	performed.	

	

2.5	TECHNIQUES	FOR	DATA	COLLECTION	

This	 section	gives	an	overview	over	which	 sources	were	used	 to	gather	 the	correspondent	data	

and	on	how	information	was	collected	on	the	case	companies	surveys.	Afterwards,	the	sampling	

method	and	criteria	will	be	explained.		
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2.5.1	STATISTICAL	MODEL	VARIABLES	

The	 data	 used	 in	 the	 statistical	 model	 that	 tries	 to	 explain	 FDI	 flows	 is	 mainly	 data	 from	

international	economic	organizations	 like	 the	World	Bank	database.	The	observations	are	dated	

from	the	year	1985	to	2017	for	both	Angola	and	Mozambique.	

First	 of	 all,	 when	 specifying	 the	model,	 there	 were	 other	 interesting	 variables	 available	 to	 this	

research	topic	that	were	also	considered.	However,	most	results	on	these	variables	only	focus	on	

the	last	10	years,	due	to	limits	on	data	collection	and	availability	in	these	two	countries	mainly	for	

institutional	and	qualitative	variables.	

Then,	still	about	creating	the	model	specification,	Wooldridge	(2013,	p.	185)	suggests,	as	a	rule	of	

thumb,	to	take	the	 log	when	a	variable	 is	expressed	 in	dollars.	However,	 the	 log	transformation	

does	carry	some	drawbacks.	The	existence	of	negative	values	makes	 it	necessary	to	compensate	

by	adding	a	common	constant	value	to	all	data	entries.	
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3.	LITERATURE	REVIEW		

The	 purpose	 of	 this	 following	 chapter	 is	 to	 present	 a	 general	 literature	 review	 of	 FDI	 theories,	

empirical	papers	regarding	FDI	inflows	in	developing	countries,	and,	more	specifically,	a	literature	

review	regarding	the	questions	proposed	in	the	problem	statement.	Theories	that	arise	from	this	

literature	 review	and	are	 fundamental	 to	comprehend	 international	 trade	and	 investment	 flows	

are	further	developed	in	the	next	chapter.	

On	a	broad	perspective,	there	are	innumerous	scientific	theoretical	and	empirical	articles	focusing	

on	internationalization	of	capital,	on	the	determinants	factors	of	FDI,	and	as	well	on	the	impact	of	

FDI	 flows	 in	 the	 host	 country’s	 economy.	 Discussions	 about	 capital	 internationalization	 are	 not	

new,	the	 literature	on	this	topic	flourished	 in	the	1970s	 in	response	of	globalization	 in	the	post-

cold	war	era.	While	theoretical	analysis	dominated	until	 the	1960s,	econometric	analysis	started	

to	emerge	in	the	late	1960s	and	early	1970s	(Faeth,	2009).	

Within	foreign	investments,	literature	can	approach	the	topic	from	two	different	starting	points:	in	

one	 hand,	 from	 the	 individual,	 strategic	 and	 behavioral	 decisions	 made	 by	 the	MNCs	 on	 their	

foreign	 activities,	 or,	 in	 the	 other	 hand,	 from	 the	macroeconomic	 particularities	 and	 trends	 of	

international	 investment	 flows.	 Nevertheless,	 from	 both	 these	 standpoints,	 metatheoretical	

frameworks	present	in	publications	about	internationalization	of	capital	follow	these	two	trends:	

neoclassical	theory	and	institutional	economics	(Söderbaum,	1992;	Tihanyi,	Devinney,	&	Pedersen,	

2012;	Oguz,	2015).	While	the	neoclassical	approach,	regards	the	internationalization	of	capital	as	a	

process,	which	should	develop	with	minimal	state	interference,	the	institutional	approach	favors	

the	exclusive	role	of	states	as	regulatory	bodies	in	this	process	(Jenkins,	1987).	

On	 top	 of	 that,	 in	 neoclassical	 trade	 theory,	 firms	 have	 rational	 preferences	 among	 outcomes,	

individuals	maximize	utility	and	firms	maximize	profits,	and,	people	act	independently	on	the	basis	

of	 full	 and	 relevant	 information.	 In	 conjunction,	 models	 are	 locked	 in	 assumptions	 of	 perfect	

competition	and	 for	so,	unable	 to	explain	 intra-industry	 trade	 flows	 (e.g.	product	differentiation	

and	economies	of	scale).	In	like	manner,	resources	are	assumed	to	be	immobile	across	borders	but	
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mobile	 within	 national	 markets	 (Dunning	 &	 Lundan,	 Multinational	 Enterprises	 and	 The	 Global	

Economy,	2008).	

According	 to	neoclassical	 theory,	MNCs	act	 as	efficient	allocators	of	 resources	 internationally	 in	

order	 to	 maximize	 the	 world	 welfare	 (Jenkins,	 1987).	 In	 the	 beginning,	 capital	 flow	 models	

regarded	FDI	as	simply	as	a	capital	transference	and	the	question	of	ownership	and	organization	of	

economic	 activity	 were	 mainly	 ignored	 (Dunning	 &	 Lundan,	 Multinational	 Enterprises	 and	 The	

Global	Economy,	2008).	To	give	an	instance,	Carl	Iversen	suggested	that,	in	a	market	under	perfect	

competition,	and	exempt	from	transaction	costs,	international	capital	flows	happened	in	response	

to	 differences	 in	 interest	 rate	 between	 countries	 (Iversen,	 1936).	 Additionally,	 G.	 M.	 Meier	

advocated	 FDI	 as	 a	 mean	 of	 supplementing	 host	 country’s	 domestic	 savings	 and	 providing	

additional	foreign	exchange	required	for	economic	growth	(Meier,	1972).		

Moreover,	during	the	late	60s,	the	innovative	work	of	Raymond	Vernon	(1966)	on	FDI	managed	to	

change	the	focus	from	transfer	of	capital	to	technology	transfers.	By	relaxing	some	assumptions	of	

the	neoclassical	 trade	 theory,	 this	author	proposed	 the	Product	 Life-cycle	 theory	 in	 response	 to	

the	 failure	 of	 the	 neoclassical	 Heckscher-Ohlin	 trade	model	 to	 explain	 the	 observed	 pattern	 of	

international	trade	(Dunning	&	Lundan,	Multinational	Enterprises	and	The	Global	Economy,	2008).	

The	Product	Life-cycle	theory	states	that:	“a	company	will	begin	by	exporting	its	products	and	later	

undertake	FDI	as	the	product	moves	through	its	life	cycle”	(Vernon,	1966).	Therefore,	the	author	

emphasizes	how	country	specific	factors	influence	the	origin	of	the	competitive	advantage	and	the	

location	of	the	FDI	made	by	the	firm.		

Subsequently,	 a	 more	 sophisticated	 analysis	 of	 the	 MNCs	 is	 developed	 in	 the	 70s.	 The	

Internalization	 theory,	 presented	 by	 Buckley	 and	 Casson	 (1976),	 while	 neglecting	 some	 narrow	

assumptions	of	the	neoclassical	assumptions,	assumes	transaction	costs	as	one	of	 its	 foundation	

pillars,	and	regards	MNCs	as	a	way	of	bypassing	imperfections	in	external	markets.	By	focusing	on	

the	 imperfect	markets	 for	 knowledge,	 Buckley	 and	 Casson	 (1976)	 explain	why	 the	 cross-border	

transactions	of	 intermediate	products	are	organized	by	the	multinational	hierarchies	rather	than	

determined	 by	 market	 forces	 (Dunning	 &	 Lundan,	 Multinational	 Enterprises	 and	 The	 Global	

Economy,	 2008).	 So,	 they	 argue	 that	 it	 is	 the	 internalization	 of	 markets,	 across	 international	
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borders,	 which	 in	 the	 end	 creates	 the	MNCs.	 Also,	 this	 theory	 is	 one	 of	 the	 first	 to	 give	 great	

attention	 to	 the	 notion	 of	 the	 MNCs	 as	 an	 entity	 (Calvet,	 1981).	 Above	 that,	 even	 though	

internalization	theory	introduces	a	considerably	more	developed	analysis	of	the	MNC	than	earlier	

neoclassical	 explanations,	 their	 policy	 prescriptions	 are	 very	 similar.	 Problems	 that	 arise	 from	

MNCs	operations	are	attributed	to	misguided	government	policies	(Rugman,	1981;	Jenkins,	1987).	

In	 conclusion,	 neoclassical	 paradigms	 of	 international	 trade	 tend	 to	 ignore	 or	 downplay	 the	

significance	 of	 firm	 specific	 advantages	 and	 the	 fact	 that	 MNCs	 engage	 in	 multiple	 actives	

(Dunning,	 The	 eclectic	 paradigm	 as	 an	 envelope	 for	 economic	 and	 business	 theories	 of	 MNE	

activity,	2000).	An	implication	inherent	to	all	these	neoclassical	approaches	is	that	the	state	should	

not	 intervene	except	 for	providing	a	 favorable	environment	 for	 foreign	 investments.	Also,	 these	

frameworks	have	served	as	the	theoretical	justification	for	the	neoliberal	policies	proposed	by	the	

IMF	and	World	Bank	in	the	last	decades	(Babb	&	Kentikelenis,	2018).	

Meanwhile,	 application	 of	 institutional	 theory,	 a	 term	 coined	 first	 by	 Williamson	 (1975),	 is	

currently	 dominating	 academic	 research	 and	 business	 practice	 (Tihanyi,	 Devinney,	 &	 Pedersen,	

2012).	 The	 first	 deviation	 from	 the	 model	 of	 perfect	 competition	 had	 been	 accomplished	 by	

Hymer	 (1976)	1,	 who	 postulated	 that	 local	 firms	 have	 better	 information	 about	 the	 economic	

environment	 in	 their	 country	 than	 do	 foreign	 companies	 (Calvet,	 1981).	 In	 his	 doctoral	 thesis,	

Hymer	(1976)	disapproved	the	theory	of	indirect	capital	transfers	to	explain	the	foreign	activities	

of	firms.	Instead,	the	economist	argues	that	FDI	is	linked	to	industrial	organization	and	it	involves	

the	 reallocation	 of	 intermediate	 products	 such	 as	 technological	 and	 managerial	 skills.	

Furthermore,	 Hymer	 (1976)	 stresses	 that	 firms	 are	 motivated	 to	 produce	 abroad	 by	 the	

expectation	 of	 earning	 economic	 revenues	 on	 their	 resources,	 and,	 also,	 emphasizes	 the	

oligopolistic	 nature	 of	 MNCs.	 On	 the	 same	 topic,	 Hymer	 (1976)	 explains	 that	 the	 most	

fundamental	 characteristic	 of	 FDI	 is	 that	 it	 did	 not	 involve	 change	 in	 ownership	 comparing	 to	

indirect	 investment,	 which	 is	 always	 associated	 with	 a	 transaction	 cost	 (Dunning	 &	 Lundan,	

																																																								

1	Stephen	Hymer	completed	his	work	in	1960,	but	only	got	it	published	in	1976.	
2	The	UNCTC	was	extinct	in	1993,	and	its	continuing	work	was	merged	with	the	UNCTAD.	

3	The	stock	of	foreign	investment	in	Angola	in	the	year	of	2013	appears	to	be	zero,	but	its	true	value	was,	according	to	
the	database	of	the	UNCTAD,	negative	and	undisclosed.	This	is	possible	when	the	loans	from	the	affiliate	to	its	parent	
company	 exceed	 the	 loans	 and	 equity	 capital	 given	 by	 the	 parent	 to	 the	 affiliate	 present	 in	 the	 host	 country.	 An	
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Multinational	Enterprises	and	The	Global	Economy,	2008).	Therefore,	Stephen	Hymer	(1976)	with	

his	work	 indirectly	 acknowledges	 that	 there	 is	 always	 a	 need	 for	 a	 local	 state	 control	 of	MNCs	

(Jenkins,	1987).		

Likewise,	 the	 eclectic	 paradigm	 introduced	 by	Dunning	 and	Buckley	 (1977)	 helps	 understanding	

the	 issue	of	 international	production.	This	 theory	suggests	 that	a	 firm	may	choose	to	undertake	

FDI	 to	 exploit	 ownership,	 location	 and	 internalisation	 advantages.	 This	 so	 called	 OLI	 paradigm	

postulates	 that	 FDI	 is	 the	 most	 appropriate	 form	 of	 internationalization	 if	 the	 three	 previous	

conditions	 are	 simoultainsly	 satisfied:	 the	 MNC	 posseses	 ownership	 advantages	 that	 are	 not	

available	 to	 host	 country	 and	 more	 specifically	 can	 even	 be	 asset-specific	 or	 transaction	 cost-

minimizing	advantages;	the	local	country	offers	location	advantages	that	allow	the	firm	to	create	

value	that	would	be	unaobtainable	in	the	home	country;	and	lastly,	the	transfer	of	the	ownership	

advantages	across	borders	must	beneficiate	 the	multinational	 firm	 itself	by	avoiding	 transaction	

costs	and	profiting	from	internalizing	foreign	activities.		

Later	 in	 time,	Dunning	 (1992)	 describes	 four	main	 typologies	 of	motives	behind	performing	 FDI	

from	the	perspective	of	the	investing	firm.	A	first	reason	that	can	be	identified	is	resource	seeking,	

and	it	applies	when	MNCs	invest	abroad	seeking	to	acquire	special	resources	at	a	 lower	price	or	

that	are	unattainable	at	home.	A	second	motivation	is	market	seeking,	that	relates	to	when	firms	

invest	in	a	specific	market,	where	normally	they	are	already	exporting	to	and	intend	to	obtain	an	

increase	 in	the	volume	of	activity.	A	third	motif	 is	efficiency	seeking,	which,	for	example,	can	be	

defined	 as	 the	 intent	 of	 exploiting	 the	 concentration	 of	 production	 in	 one	 localization	 while	

supplying	different	markets.	A	forth	motivation	is	called	strategic	asset	seeking,	which	 is	when	a	

MNCs	engages	in	FDI		to	mantain	or	increase	its	level	of	competitiviness.		

On	 the	 same	 field,	Douglass	North	 (1990)	developed	an	analytical	 framework	 for	explaining	 the	

way	in	which	institutions	affect	the	performance	of	economies.	The	economist	distinguishes	from	

formal	 and	 informal	 institutions,	 and	 argues	 that	 institutions	 exist	 due	 to	 the	 uncertainties	

involved	 in	 human	 interaction.	 However,	 institutions	 vary	 widely	 in	 their	 consequences	 for	

economic	performance,	as	some	economies	develop	institutions	that	are	able	to	produce	growth	

and	 development,	 while	 others	 develop	 institutions	 that	 produce	 stagnation.	 In	 his	 work,	 the	
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author	 indicates	 how	 institutional	 analysis	 must	 be	 incorporated	 into	 neo-classical	 theory	 and	

explores	the	potential	for	the	construction	of	a	dynamic	theory	of	long-term	economic	change.	

In	fact,	institutional	theory	exalts	the	fact	that	the	host	governments	should	actively	intervene	in	

bargaining	with	MNCs	in	order	to	ensure	that	a	greater	share	of	such	interventions	accrue	to	the	

host	 country.	More,	 the	 state	 should	 give	 preferential	 treatment	 to	 national	 capital,	 and,	 also,	

better	 control	MNCs	especially	 in	 the	areas	of	 transfer	pricing	and	 restrictive	business	practices	

(Jenkins,	1987).	This	approach	has	guided	the	 theoretical	 framework	 for	some	UNCTAD	policies,	

which,	 by	 now,	 can	 acknowledge	 the	 adverse	 consequences	 of	 inflow	 of	 foreign	 capital	 in	

developing	countries	and	advocate	an	active	role	for	host	states	in	negotiating	investment	terms	

with	incoming	MNCs.	

	

3.1	THE	EFFECT	OF	FDI	IN	HOST	COUNTRY’S	DEVELOPMENT	

Historically,	the	radical	views	of	Karl	Marx,	dating	from	the	XIX	century,	perceive	MNCs	as	means	

for	 oligarchs	 to	 exploit	 host	 countries	 for	 the	 benefit	 of	 themselves	 and	 of	 the	 home	 country	

(Marx,	1867–1883).	According	to	Karl	Marx	views,	it	basically	implies	that	FDI	does	not	allow	the	

LDCs	to	grow	economically	and	keeps	them	dependent	of	developed	countries.			

On	 the	 other	 hand,	 as	 stated	 by	 the	 first	 neoclassical	 models	 to	 study	 internationalization	 of	

capital,	 FDI	 was	 a	mere	 capital	 flow,	 which	 increased	 the	 stock	 of	 capital	 of	 the	 host	 country.	

Consequently,	under	the	assumption	of	perfect	competition,	and	no	negative	effects	on	the	stock	

of	 locally	owned	capital,	 this	would	 lead	 to	 increased	output	of	 the	 recipient	economy	 (Jenkins,	

1987).	As	a	matter	of	fact,	the	free	market	view	sustained	by	the	classical	models	sees	the	MNCs	

as	an	instrument	for	increasing	the	overall	efficiency	of	resource	utilization	in	the	world	economy	

and	 encourages	 countries	 to	 remove	 barriers	 to	 inward	 foreign	 investments.	 This	 policy	 stance	

towards	 FDI	 has	 developed	 from	 classical	 economic	 theories	 like	 Smith	 (1776),	 Ricardo	 (1817)	

Hecksher	(1922)	and	Ohlin	(1933)	that,	in	general	terms,	explain	why	free	trade	is	beneficial	to	any	

country.		
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However,	 nowadays,	 since	 FDI	 is	 acknowledge	 to	 have	 both	 benefits	 and	 costs,	 countries	may	

choose	 to	 adopt	 a	 combination	 of	 the	 two	 extreme	 ideologies,	 better	 known	 as	 adopting	 a	

“pragmatic	 nationalism”	 stance	 (Hill,	 2011).	 This	 stance	 aims	 to	 pursue	 policies	 designed	 to	

maximize	the	benefits	and	minimize	the	costs	of	FDI	for	the	host	country.		

First	and	foremost,	FDI	is	considered	to	be	less	volatile	and	more	resilient	during	financial	crises	in	

sharp	 contrast	with	other	 forms	of	private	 capital	 flows	 such	as	debt	 issuance,	portfolio	equity,	

and	even	more	evident,	short-term	flows	(Dadush,	Dasgupta,	&	Ratha,	2000).	Actually,	short-term	

lending	from	abroad	is	driven	by	speculative	considerations	based	on	interest	rate	and	exchange	

rate	 expectations,	 and	 not	 so	 much	 on	 economic	 long	 term	 considerations	 about	 the	 country	

(Loungani	&	Razin,	2001).	

Currently,	 even	 though	 there	 is	 a	 widespread	 belief	 among	 policymakers	 from	 international	

institutions	that	FDI	generates	positive	productivity	effect	in	the	host	countries,	there	are	also	still	

several	 empirical	 research	 articles	 suggesting	 the	 opposite	 (Mencinger,	 2003).	 The	 most	

prominent	 argument	 in	 favor	 is	 that	 FDI	 directly	 increases	 host	 country’s	 GDP	 growth	 (Alfaro,	

Chanda,	 Kameli-Ozcan,	 &	 Sayek,	 2010;	 Mencinger,	 2003;	 Moura	 &	 Forte,	 2010).	 In	 fact,	 some	

papers	even	suggest	that	FDI	would	be	more	effective	in	boosting	economic	growth	than	domestic	

investments,	while	increasing	domestic	investment	at	the	same	time	(Borensztein,	De	Gregorio,	&	

Lee,	1998).		

Additionally,	 with	 a	 panel	 data	 analysis	 of	 18	 Latin	 American	 countries	 for	 the	 period	 1970	 to	

1999,	Bengoa	and	Sanchez-Robles	(2003)	proved	that	in	order	for	a	positive	effect	from	FDI	to	be	

possible,	 the	 country	must	 have	 an	 adequate	 level	 of	 economic	 stability,	 and	 liberalized	 capital	

markets.	Equally	important,	works	like	the	publications	of	Hermes	and	Lensink	(2003)	and	Alfaro,	

Chanda,	Kalemli-Ozcan,	and	Sayek	(2010),	try	to	provide	some	evidence	on	the	possibility	that	only	

countries	 with	 well-developed	 financial	 markets	 can	 benefit	 from	 FDI	 in	 terms	 of	 their	 growth	

rates	 in	 a	 significant	way.	Actually,	 the	work	of	Alfaro	et	 al.	 (2010)	 creates	a	proper	 theoretical	

framework	where	 they	 formalize	 a	mechanism	where	 FDI	 and	 technology	 spillover	may	 lead	 to	

economic	growth.	It	is	based	on	previous	microeconomic	studies	of	Javorcik	(2004)	and	it	suggests	

that	 the	 externalities	 from	 FDI	will	manifest	 themselves	 through	 forward	 or	 backward	 linkages,	
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such	 as	 “contacts	 between	 domestic	 suppliers	 of	 intermediate	 inputs	 and	 their	 multinational	

clients	 in	 downstream	 sectors	 (backward	 linkage)	 or	 between	 foreign	 suppliers	 of	 intermediate	

inputs	and	their	domestic	clients	in	upstream	sectors	(forward	linkage).“	

Moreover,	the	type	of	FDI	that	is	done	it	matters	for	the	host	country’s	development:	the	capital	

stock	does	not	develop	so	much	when	the	FDI	 is	a	“brownfield”	 investment,	as	 in	the	form	of	a	

merger	 and	 acquisition,	 in	 comparison	 to	when	a	 “greenfield”	 investment	 is	 performed,	 as	 in	 a	

foreign	firm	setting	up	a	new	facility	(Harms	&	Méon,	2017).	Furthermore,	the	sector	in	which	the	

FDI	 takes	 place	 seems	 equally	 important	 when	 determining	 the	 outcome	 effect	 of	 the	 foreign	

investment.	 Studies,	 as	 for	 instance	 the	 one	 from	 Laura	 Alfaro	 (2003),	 suggest	 that	 FDI-related	

transfers	of	technology	and	knowledge	primarily	occur	in	the	manufacturing	sector,	while	the	FDI	

towards	 the	 secondary	 and	 services	 sector	 appear	 to	 have	 a	 more	 ambiguous	 outcome	 on	

technology	transfer.  

Notwithstanding,	the	link	between	FDI	and	economic	growth	may	also	be	running	in	the	opposite	

direction,	being	GDP	growth	the	cause	and	not	the	result	of	FDI	inflows	(Chowdhury	&	Mavrotas,	

2006).	 Likewise,	 a	 recent	 study	 from	 Ocaya,	 Ruranga	 and	 Kaberuka	 (2013)	 tried	 to	 test	 the	

relationship	 between	 FDI	 inflows	 and	 economic	 growth	 in	 Rwanda	 using	 the	Granger	 tests	 and	

failed	 to	 prove	 statistical	 causality.	 Also,	 Mencinger	 (2003)	 found	 in	 his	 research	 a	 negative	

relationship	 between	 FDI	 and	 economic	 growth	 while	 looking	 at	 eight	 Central	 and	 Eastern	

European	countries.	Similarly,	In	terms	of	the	microeconomic	data,	most	of	the	studies	using	firm	

level	panel	data	also	do	not	find	any	effect	of	foreign	presence,	since	positive	spillover	effects	are	

found	only	for	developed	countries	(Aitken	&	Harrison,	1999).	This	study	from	Aitken	and	Harrison	

(1999)	 even	 finds	 negative	 productivity	 spillover	 effects	 from	MNCs	 to	 the	 developing	 country	

firms. In	addition,	the	research	from	Eller,	Haiss	and	Steiner	(2006)	suggested	that:	“FDI	might	not	

have	an	unlimited	positive	 impact	on	 growth,	but	presumably	 there	 is	 a	 certain	 threshold	 from	

which	on	negative	effects	(such	as	crowding	out	of	domestic	investment)	dominate”.		

Similarly	 to	FDI,	also	 in	 financial	 integration	 it’s	hard	to	prove	a	causal	 relationship	between	the	

degree	 of	 integration	 and	 output	 growth	 performance,	 even	 though	 that	 many	 developing	
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economies	with	a	high	degree	of	financial	 integration	have	also	experienced	higher	growth	rates	

(Prasad,	Rogoff,	Wei,	&	Kose,	2003).	

In	truth,	a	country’s	capacity	to	take	advantage	of	FDI	externalities	is	most	probably	constrained	

by	some	of	its	local	conditions,	as	found	in	a	paper	with	a	cross-country	regression	framework	for	

69	 least	 developed	 countries	 in	 the	 period	 of	 1970	 to	 1989	 (Borensztein,	 De	 Gregorio,	 &	 Lee,	

1998).	Also,	the	work	of	Crespo	and	Fontoura	(2007)	recognizes	that	the	absorptive	capacities	of	

domestic	 firms	 and	 regions	 are	 essential	 preconditions	 for	 host	 countries	 being	 able	 to	

incorporate	 the	 benefits	 of	 these	 FDI	 externalities.	 However,	 they	 acknowledge	 that	 for	 some	

factors	 there	 is	 still	 insufficient	 data	 to	 draw	 reliable	 conclusions.	 Nevertheless,	 among	 other	

factors,	the	 level	of	human	capital	present	 in	the	host	country	ready	to	absorb	the	spillover	and	

the	quality	of	education	from	that	human	capital	must	be	preponderant	to	the	correct	absorption	

of	these	externalities	(Wang	&	Sunny	Wong,	2011).		

Of	 equal	 importance,	 is	 the	 presence	 of	 local	 institutions	 and,	 respectively,	 their	 level	 of	

establishment	in	the	host	country.	This	being,	to	a	large	extent,	related	to	property	rights	aspects	

(Ali,	 Fiess,	 &	 MacDonald,	 2010).	 In	 conclusion,	 there	 are	 several	 types	 of	 effects	 that	 can	 be	

measured	in	different	forms	when	trying	to	validate	the	overall	effect	of	FDI	in	the	host	country’s	

development.		

Withal,	 and,	 as	 a	 further	 factor	 for	 consideration,	 the	 report	 from	 the	OECD	 (2002)	 on	 FDI	 and	

economic	 development	 identifies	 five	 different	 mechanisms	 for	 how	 FDI	 could	 positively	

contribute	or	affect	to	economic	growth	of	the	host	economy,	given	that	the	“appropriate	host-

country	policies	and	a	basic	level	of	development”	are	set	in	place.	These	suggested	channels	are:	

the	 transference	 of	 technological	 breakthroughs,	 managerial	 skills	 or	 other	 type	 of	 intangible	

skills,	the	fact	that	FDI	increases	competition	in	the	host	country	market,	the	enhancement	of	local	

human	capital,	the	possible	trade	integration	of	the	economy	towards	the	rest	of	the	world,	the	

MNCs	contribution	for	the	development	of	local	policies.	These	channels	are,	therefore,	going	to	

be	now	discussed	in-depth.	
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I.	TECHNOLOGICAL	SPILLOVERS	

Technological	spillovers	are	referred	as	one	of	the	most	straightforward	ways	that	FDI	can	have	a	

positive	side	effects	on	improve	economic	growth.	Theoretically	foreign	forms	can	make	a	positive	

contribution	 by	 supplying	 the	 latest	 technology	 and	 also	 have	 the	 capacity	 of	 equipping	 their	

personnel	 with	 latest	 skills	 needed	 to	 run	 operations	 more	 efficiently	 (Hill,	 2011).	 Takeovers	

generally	lead	to	beneficial	upgrades	of	corporate	governance,	thus	an	improvement	in	efficiency	

can	also	occur.		In	fact,	the	work	of	Fransman	(1985)	conceptualizes	these	transfers	of	technology	

as	either	formal	or	informal	transactions	and,	at	the	same	time,	via	an	either	active	or	passive	role	

from	the	MNCs.		

Nevertheless,	 it	 was	 still	 acknowledged	 in	 the	 paper	 of	 Blomström	 and	 Kokko	 (1996)	 that,	

although	MNCs	coordinate	most	of	research	and	development	(R&D)	efforts	and	own	a	big	share	

of	the	world’s	modern	technology,	from	a	macroeconomic	perspective	it	is	not	that	obvious	how	

technology	spreads	across	international	borders,	namely	because	there	is	no	comprehensive	data	

available	 to	measure	 the	magnitude	of	 the	 informal	 transfers.	 Even	worse,	 according	 to	Moura	

and	 Forte	 (2010),	 technological	 spillovers	 can	 even	 affect	 negatively	 the	 growth	 of	 the	 host	

country	by	making	them	dependent	on	technologies	introduced	by	the	foreign	firms,	especially	if	

there	is	a	case	of	royalties	being	paid	to	the	foreign	firm	for	the	use	of	their	technology.	

II.	INCREASED	COMPETITION		

In	 this	 case,	 inflows	 of	 FDI	 and	 the	 presence	 of	 MNCs	 can	 bring	 a	 significant	 change	 on	

competition	 in	host-country	markets,	especially	 in	 industry	with	a	 low	 level	of	competition.	This	

can	 lead	 to	 local	 firms	 in	 the	 industry	 to	 innovate	 faster	 and,	 as	 a	 result,	 lead	 to	 higher	

productivity,	 lower	prices	and	more	efficient	 resource	allocation	 (Organisation	 for	Economic	Co-

operation	 and	Development,	 2002;	 Fortanier,	 2007).	 Also,	 the	work	 of	Markusen	 also	 Venables	

(1999)	 argues	 that	 this	 increase	 in	 competition	 may	 also	 extent	 to	 firms	 operating	 in	 other	

industries	in	the	host	country’s	market.	

On	 the	other	hand,	 increased	competition	may	 in	 some	very	particular	 cases	 lead	 to	a	negative	

economic	 growth	 through	 a	 higher	 level	 of	 concentration	 by	 causing	 bankruptcies	 of	 domestic	
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firms.	Bankruptcies	may	contribute	to	the	creation	of	oligopolies	or	even	monopolies	in	the	host	

country.	 In	 this	 case,	 the	 FDI	 will	 ultimately	 lead	 to	 a	 slowdown	 of	 the	 competition-induced	

efficiency	 breakthroughs	 (Fortanier,	 2007).	 Unfortunately,	 this	 situation	 has	 stronger	

consequences	in	developing	economies	than	in	developed	countries,	even	that	there are very few 

industries to that date where global concentration reached levels of causing real concern 

(Organisation	for	Economic	Co-operation	and	Development	,	2002). 

III.	LABOR	FORCE		

Once	recipient	countries	of	FDI,	have	individuals	that	are	employed	by	the	foreign	firms,	often	gain	

employee	 training	 and	 on-the-job	 learning	 in	 the	 course	 of	 the	 MNC	 operating	 the	 new	

businesses,	which	 consequently	 contributes	 to	 human	 capital	 development	 in	 the	 host	 country	

(Organisation	for	Economic	Co-operation	and	Development	,	2002).	Additionally,	by	performing	a	

meta-analysis	of	empirical	 findings	Hale	and	Xu	 (2016)	 conclude	 that	overall	 it	 appears	 that	 FDI	

has	 positive	 effects	 on	 the	 host	 country’s	 labor	 market	 since	 wages	 increase	 and	 so	 does	

productivity	as	well	as	the	skill	level	of	the	labor	force.	

On	the	other	hand,	FDI	can	also	have	a	negative	impact	on	economic	growth	of	the	host	country	

through	 its	 labor	 force.	Moura	 and	 Forte	 (2010)	 remember	 that,	 for	 example,	 a	 higher	 use	 of	

technology	by	 the	MNCs,	 leading	 to	 layoffs	and	eventually	 terminations	of	employment,	have	a	

direct	temporary	impact	in	the	economy	by	decreasing	overall	demand	and	also	by	affecting	wage	

income.	 This	 indirectly	 leads	 to	 a	 lower	 economic	 growth	 of	 the	 host	 economy.	Obviously,	 this	

argument	depends	on	the	capacity	of	the	MNC	to	create	new	real	jobs.	Overall,	even	if	generally	

the	 impact	of	 job	creation	by	foreign	 investments	 is	not	clear,	as	Seyf	 (2000)	suggests,	wages	 in	

foreign-owned	 companies	have	been	 found	 to	be	higher	 than	 in	domestic	 firms	 in	 the	 study	of	

Griffith	and	Simpson	(2003).	

Furthermore,	the	evidence	that	the	human	capital	capacitation	created	spillovers	to	the	rest	of	the	

host	 economy	 is	 much	 more	 difficult	 to	 prove.	 Among	 other	 strategies,	 policies	 to	 implement	

labor-market	 flexibility	 and	 entrepreneurship	would	 encourage	 such	 spillovers	 (Organisation	 for	

Economic	Co-operation	and	Development	,	2002).	
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IV.	FDI	AND	TRADE	

For	the	OECD	(2002)	the	actual	main	trade-related	benefit	of	FDI	for	developing	countries	is	in	fact	

its	 long-term	contribution	of	 integrating	 the	host	economy	 in	 the	world	market	and	making	 the	

country	 benefit	 from	 the	 opportunities	 for	 global	 welfare	 that	 come	 as	 a	 consequence.	 This	

process	of	integrating	the	host	country	into	the	world	economy	in	likely	to	include	higher	imports	

as	well	as	exports.	

FDI	 can	 have	 both	 opposite	 effects	 on	 trade:	 it	might	 enhance	 it	 or	 substitute	 the	 need	 for	 it.	

When	FDI	 is	vertical	and	parts	of	 the	production	 line	 is	split	 into	stages	across	borders,	 trade	 in	

enhanced.	On	the	other	hand,	when	FDI	 is	horizontal,	where	multi-plant	 firms	duplicate	roughly	

the	 same	 activities	 in	multiple	 countries,	 theoretically	 the	 FDI	 is	more	 likely	 to	 substitute	 trade	

(Markusen	&	Maskus,	2001).	Nevertheless,	Neary,	(2009)	defends	the	fact	that	horizontal	FDI	and	

increment	on	trade	can	happen	if	liberalization	among	the	host	market	trade	bloc	promotes	that	

foreign	companies	set	up	their	affiliate	 in	the	host	country	while	exporting	from	there	to	rest	of	

the	trade	bloc.		

In	different	circumstances,	it	is	easy	to	foresee	that	increased	trade	caused	by	FDI	can	also	have	a	

negative	impact	on	economic	growth	since	a	negative	shock	in	one	economy	can	translate	into	a	

lack	 of	 demand	 for	 another	 country’s	 exports,	 therefore	 leading	 to	 a	more	 unstable	 economic	

growth	of	the	host	country	in	the	first	place	(Makki	&	Somwaru,	2004).	

Despite	that,	the	impact	of	FDI	with	the	trade	component	in	economic	growth	seems	to	be	overall	

positive	mainly	if	the	export-oriented	FDI	is	encouraged	and	when	host	countries	adopt	a	overall	

liberalized	trade	regime	and	not	only	on	the	industry	that	the	FDI	concerns	(Zhang,	2001).	

V.	DOMESTIC	POLICIES	

Finally,	a	major	channel	identified	on	how	FDI	affects	economic	growth	is	it	potential	to	influence	

domestic	 policies	 and	 further	 influence	 tax	 concessions	 to	 foreign	 companies	 in	 host	 countries.	

Actually,	 OECD	 (2002)	 report	 even	 acknowledges,	 “some	 host	 country	 authorities	 perceive	 an	

increasing	dependence	on	internationally	operating	enterprises	as	representing	a	loss	of	political	

sovereignty”.	 MNCs	 holding	 a	 large	 stock	 of	 foreign	 capital,	 with	 access	 to	 local	 assets	 and	 in	
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command	 of	 jobs	 can	 gain	 enough	 political	 power	 to	 influence	 national	 policies	 (Rodolphe	 &	

Julien,	2007).	Therefore,	they	are	prone	to	leverage	their	position	into	their	benefit.	

For	example,	profits	generated	by	FDI	naturally	contribute	to	corporate	tax	revenues	of	the	host	

country’s	government.	Sometimes,	local	authorities	choose,	or	are	influenced,	into	abdicate	some	

of	 this	 possible	 revenue	 by	 cutting	 corporate	 tax	 rates,	 in	 an	 attempt	 to	 attract	 more	 foreign	

investments	from	the	same	company	that	invested	in	the	first	place,	under	the	threat	of	changing	

the	investment	to	other	locations.	

In	conclusion	to	this	subchapter	on	the	effect	of	FDI	in	the	host	country’s	development,	the	main	

conclusion	that	can	be	drawn	from	the	literature	might	be	that	the	economic	benefits	of	FDI	are	

real,	but	they	do	not	occur	 in	an	automatic	way.	 In	fact,	 in	order	to	reap	the	maximum	benefits	

from	foreign	corporate	presence	 it	 is	necessary	 to	ensure	 that	conditions	are	 favorable	 towards	

the	 host	 country’s	 general	 business	 environment,	 that	 it	 promotes	 innovation,	 incentives	

improvements	of	local	skills,	and	still	comply	with	a	fair	and	competitive	corporate	climate. 	

	

3.2	THE	PRIVATE	INVESTMENT	POLICIES	AS	MEANS	TO	ATTRACT	FDI	

After	 decades	with	 strict	 regulations	 against	MNCs,	 the	 decade	of	 1990	was	 characterized	 by	 a	

widespread	 liberalization	 of	 FDI	 laws	 and	 regulations	 in	 several	 LDCs	 and	 emerging	 countries	

(Kobrin,	2005).	Nonetheless,	this	trend	appears	to	have	halted,	since	in	the	last	years	the	UNCTAD	

saw	 a	 remarkable	 increase	 in	 investment	 restrictions	 or	 regulations.	 The	 Investment	 Policy	

Monitor,	 from	 the	 review	 period	 of	 November	 2017	 until	 February	 2018,	 announced	 that	 22	

countries	took	32	changes	in	national	investment	policy	measures	in	(United	Nations	Conference	

on	 Trade	 and	 Development,	 2018).	 So,	 in	 the	 period	 mentioned	 the	 share	 of	 liberalization,	

promotion	 and	 facilitation	measures	 decreased	 by	 71%	 comparing	 to	 the	 previous	 period,	 and,	

when	compared	with	the	annual	figures	in	recent	years,	this	records	the	lowest	ratio	since	2010.		

Essentially,	 the	most	 important	 way	 in	 which	 national	 governments	 are	 able	 to	 attract	 foreign	

capital	is	through	tax	concessions,	but	there	are	infinite	ways	how	to	do	it.	As	an	example,	it	is	also	
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effective	 to	 work	 on	 image	 building,	 investment	 generation,	 policy	 advocacy	 and	 investor	

facilitation	and	servicing,	such	as	establishing	agencies	that	promote	the	country	abroad	and	assist	

foreign	 investors	 on	 national	 activities,.	 	In	 addition,	 the	 government	 can	 establish	 import	 and	

export	 tariff	 agreements,	 commitments	 on	 exchange	 rate	 contracts	 and	 general	 policies,	

arrangements	on	capital	account	restrictions,	or	even,	all	the	regulations	that	ultimately	influence	

the	ease	of	doing	business	or	the	business	environment	in	general	could	be	considered	incentives	

for	attracting	foreign	capital	(Arbatli,	2011).	

Notwithstanding,	 until	 the	 turn	 of	 the	 century,	 there	 was	 a	 strong	 consensus	 in	 the	 literature	

about	 why	 multinationals	 invest	 in	 specific	 locations.	 Actually,	 the	 common	 argument	 among	

publications	was	that	MNCs	are	preferably	attracted	by	strong	macroeconomic	 indicators	of	 the	

host	 economies	 (Blomstrom	 &	 Kokko,	 2003).	 Anyhow,	 in	 terms	 of	 incentives	 for	 foreign	

investments,	 even	 the	 worst	 performing	 countries	 have,	 in	 the	 last	 years,	 implemented	 a	

comprehensive	liberalization	of	FDI	regulations.	In	fact,	95%	of	all	the	FDI	regulation	changes	from	

1992	until	2001	were	modifications	in	favor	of	the	MNCs	(Kobrin,	2005).		

In	 fact,	 despite	 the	 probable	 uncertain	 immediate	 benefits	 of	 giving	 tax	 exemptions	 to	 foreign	

capital,	numerous	countries	have	actively	done	so.	Ultimately,	with	all	the	available	literature	until	

that	point	in	time,	this	fact	raised	concerns	about	politicians	in	the	LDCs	and	developing	countries	

truly	 believing	 that	 liberalization	 is	 good	 for	 the	 home	 economy,	 or	 if	 pressure	 and	 corruption	

from	MNCs	 and	 other	 international	 policy-setting	 organizations	 were	 the	 main	 reason	 for	 the	

liberalization	process.	Nevertheless,	Kobrin	 (2005)	did	not	discover	any	evidence	 supporting	 the	

hypothesis	 that	 liberalization	policies	 occur	 due	 to	 external	 pressure.	 That	 being	 said,	 the	work	

from	Kobrin	 (2005)	also	describes	 that	 is	 in	 fact	 the	 future	expectations	about	possible	positive	

effects	 on	 the	 national	 economy	 as	 being	 one	 of	 the	 most	 important	 motivations	 for	 the	

liberalization	reforms.	

Despite	that,	in	the	1990s	there	was	a	proliferation	of	foreign	investment	concessions	across	the	

world.	For	instance,	by	collecting	data	from	a	dozen	investment	location	decisions	in	the	US	and	

EU	 during	 the	 period	 of	 1983	 to	 1995,	 the	 UNCTAD	 (1995)	 report	 highlights	 some	 of	 financial	

subsidies	 given	 by	 national	 governments:	 ranging	 from	 USD	 14,000	 per	 job	 for	 Mazda’s	 1984	
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investment	in	Flat	Rock,	to	USD	254,000	per	job	were	given	for	Ford	and	Volkswagen	investing	in	

Setubal	in	1991.		

Nowadays,	the	views	of	the	scientific	community	on	the	importance	of	FDI	incentives	have	begun	

to	change	 in	the	past	decade.	 In	fact,	one	 indication	of	that	 is	that	even	in	developing	countries	

foreign	 investment	subsidies	are	now	a	common	practice.	 In	spite	of	 that,	 tax	 incentive	regimes	

still	often	suffer	from	weak	design,	 lack	of	transparency,	and	cumbersome	administration,	which	

can	diminish	the	overall	attractiveness	of	the	incentives	by	raising	their	indirect	costs	in	terms	of	

economic	distortions	and	potential	corruption.	 In	 truth,	 tax	 incentives	 tend	to	attract	efficiency-

seeking	 FDI	motivated	 by	 lowering	 production	 costs	 than	 other	 types	 of	 investment	 (Andersen,	

Kett,	&	von	Uexkull,	2017).		

Still,	even	if	investment	incentives	are	now	credit	their	importance	in	literature,	they	are	still	seen	

regarded	as	relatively	minor	determinants	of	FDI	decisions.	While	they	might	tilt	 the	 investment	

decision	in	favor	of	one	of	several	otherwise	similar	 investment	locations,	the	overall	effects	are	

only	considered	marginal	(Blomstrom	&	Kokko,	2003).	Additionally,	with	the	exception	of	special	

economic	zones	and	export	processing	zones,	where	infrastructure	and	land	are	also	subsidized	by	

the	 government,	 developing	 countries	 are	 more	 likely	 to	 base	 their	 incentive	 schemes	 on,	 for	

example,	 tax	 holidays	 and	 other	 fiscal	measures	 that	 do	 not	 require	 direct	 payments	 of	 scarce	

public	funds.	

In	 addition,	 it	 is	 easy	 to	 acknowledge	 that	 a	 larger	 set	 of	 reform	 actions,	 such	 as	 trade	 policy	

changes,	exchange	rate	controls,	 restrictions	on	FDI	 inflows	or	controls	on	 liquidation	of	 foreign	

direct	 investments,	 as	well	 as	 decreases	 on	 corporate	 tax	 rates	will	 have	 a	 direct	 effect	 on	 FDI	

inflows.	However,	data	availability	and	comparability	of	reforms	or	policies	across	countries	pose	a	

big	 challenge	 for	 such	 analysis.	 As	 a	matter	 of	 fact,	 it	 is	 hard	 to	 find	 policy	measures	 that	 are	

readily	available	and	measured	consistently	across	countries	(Arbatli,	2011).	

Thus,	market	size	and	 level	of	real	 income	per	capita	are	still	 the	main	factors	 for	attracting	FDI	

(Alfaro,	Chanda,	Kalemli-Ozcan,	&	Sayek,	2010).	But,	also	important,	are	characteristics	such	as	the	

skill	 levels	 of	 the	 host	 economy,	 trade	 policies,	 macroeconomic	 and	 political	 stability,	 and	
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availability	of	 infrastructure	as	well	as	other	resources	that	promote	specialization	of	production	

(Blomstrom	&	Kokko,	2003).	Adding	to	this	argument	is	the	fact	that	global	trade	liberalization	has	

made	 it	 easier	 for	MNCs	 to	 set	 up	 international	 production	 networks,	 so	 that	 a	 larger	 share	 of	

output	is	shipped	to	international	customers	or	affiliated	companies	in	other	countries	rather	than	

sold	to	local	customers.	This	has	reduced	the	impact	of	market	size	and	allowed	smaller	countries	

to	 compete	 for	 investments	 that	would	automatically	have	been	directed	 to	 the	major	markets	

some	decades	ago.	In	other	words,	this	hierarchy	of	host	country	characteristics	largely	assumed	

that	 FDI	 was	 “market-seeking”.	 Regardless	 of	 that	 fact,	 it	 was	 also	 acknowledged	 that	 foreign	

investors	seeking	an	export	base	would	be	less	focused	on	local	market	size	and	more	concerned	

about	the	relative	local	cost	of	production.	In	conclusion,	the	reason	why	this	trend	is	important	is	

the	fact	that	international	production	networks	brings	more	significance	to	FDI	incentive	policies	

in	detriment	of	host	market	size.	

In	 fact,	 Sebastian	 Edwards	 (1990)	 completed	 a	 study	 on	 liberalization	 of	 FDI	 regulations	 and	

concluded:	 “From	 a	 practical	 and	 policy	 perspective	 this	 suggests	 that	 some	 structural	 reform	

measures,	such	as	reducing	the	size	of	government	and	 increasing	openness	are	 likely	to	have	a	

greater	effect	on	capital	inflows	than	improved	political	atmosphere”.	In	truth,	the	incentives	from	

governments	 aiming	 to	 attract	 FDI	 have	 also	 been	 subject	 to	 detailed	 formal	 analysis.	 One	

conclusion	from	these	studies	 is	that	differences	 in	country	size,	production	costs,	and	expected	

gains	 from	FDI	 inflows	 influence	each	 country’s	optimal	 incentive	 scheme	 (Blomstrom	&	Kokko,	

2003).	 

Likewise,	 Balasubramanyam,	 Salisu,	 and	 Sapsford	 (1996),	 studied	 the	 causality	 relationship	

between	 FDI	 and	 economic	 growth	 in	 developing	 countries	 while	 agroupping	 them	 into	 trade	

policy	categories.	Their	results	prove	that	countries	with	export	oriented	policies	seem	to	attract	

more	FDI	than	countries	that	adopt	import	substituting	strategies.	In	their	research,	46	developing	

countries	were	analyzed	and	while	the	partial	derivatives	of	economic	growth	rate	concerning	FDI	

are	high	and	significant	in	export-oriented	countries,	they	are	not	significant	in	import	substituting	

countries.	In	fact,	this	might	occur	since	import-substituting	countries	are	very	different.		



	
	

37	

However,	 the	 review	 of	 different	 studies	 illustrates	 that	 it	 is	 difficult	 to	 conclude	 how	 much	

liberalization	 or	 deregulation	 increases	 the	 amount	 of	 incoming	 FDI.	 This	 is	 due	 to	 the	 lack	 of	

published	data	on	the	form	and	amount	of	FDI	subsidies.	In	truth,	it	is	also	difficult	to	make	explicit	

comparisons	of	how	different	 kinds	of	 incentives	 influence	 investment	 flows	and	 firm	behavior,	

although	 it	 is	 most	 likely	 that	 there	 are	 significant	 differences	 between	 subsidy	 programs	

(Blomstrom	&	Kokko,	2003).		

In	 truth,	 de	Mooij	 and	 Ederveen	 (2003)	 prove,	 and	 quantify,	 with	 their	 work,	 that	 lower	 taxes	

seem	to	attract	FDI.	Yet,	Goodspeed,	Martinez-Vazquez	and	Zhang,	(2011)	show	that	these	effects	

are	 stronger	 in	 the	 case	 of	 developed	 countries	 than	 in	 developing	 ones.	 More,	 Biglaiser	 and	

DeRouen	(2006)	 found	that	government	economic	reforms	are	not	always	more	 likely	 to	attract	

FDI,	instead,	foreign	investor	interest	is	more	enhanced	by	attempts	to	minimize	expropriation	risk	

and	complement	domestic	financial	and	trade	reforms.		

Still,	 on	 the	 same	 topic,	 the	 results	 of	 the	 work	 from	 Arbatli	 (2011)	 suggest	 that	 lowering	

corporate	 tax	 rates	 and	 trade	 tariffs,	 adopting	 fixed	 or	 managed	 exchange	 rate	 policies	 and	

eliminating	 FDI	 related	 capital	 controls	 have	 played	 an	 important	 role	 in	 attracting	 even	more	

foreign	investments.	Moreover,	domestic	conflict	events	and	political	instability	are	found	to	have	

significant	 negative	 effects	 on	 FDI,	 which	 highlights	 the	 importance	 of	 inclusive	 policies	 to	

promote	growth	and	prevent	sudden	stops	of	FDI	inflows	(Arbatli,	2011).		

Moreover,	Anyanwu	(2012)	refers	that	FDI	inflow	is	negatively	correlated	with	policy	changes	that	

ultimately	result	in	some	form	of	higher	trade	barriers,	more	repressive	taxation,	more	restrictive	

foreign	investment	code,	more	repressive	financial	system,	or	further	price	and	wage	controls.	

So,	 in	 conclusion,	 despite	 its	 initial	 attractiveness,	 since	 the	 positive	 spillovers	 of	 FDI	 do	 not	

happen	 automatically,	 the	 investment	 incentives	 argument	 seems	 to	 have	 limited	 support	 in	

practice.	 As	 an	 example,	 in	 2012,	 the	 Zambian	 government	 had	 to	 further	 encourage	 foreign	

investors	 to	meet	 their	 obligations	 in	 creating	 employment	 for	 Zambians	 so	 as	 for	 them	 to	 be	

eligible	to	receive	tax	incentives.	
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In	 fact,	 it	 is	 not	 an	 efficient	way	 to	 improve	 national	welfare	 if	 the	 government	 has	 to	 naively	

divert	public	budget	only	towards	attracting	foreign	firms.	So,	the	question	remains	if	whether	the	

host	country’s	costs	for	providing	the	incentives,	in	terms	of	grants,	subsidies,	and	other	expenses,	

are	 justified.	 The	 ultimate	 question	 will	 be	 always	 if	 investment	 incentives	 are	 likely	 to	 yield	

benefits	that	are	at	least	as	large	as	the	costs.	Blomstrom	and	Kokko	(2003)	argue	that,	it	is	hard	to	

justify	 investment	 incentives	 when	 considering	 foreign	MNCs	 that	 do	 not	 differ	 fundamentally	

from	local	companies,	unless	there	is	an	argument	that	there	may	be	some	distortion	or	market	

failure	that	 is	specific	 to	the	MNCs	production,	being	the	most	obvious	distortions	occur	 if	 rules	

and	regulations	that	promote	biasedness	against	foreign	owners.		

A	brief	summary	of	the	desired	objectives	that	should	encourage	investment	incentives	policies	is	

proposed	 by	 the	UNCTAD	 and	 present	 in	 Figure	 9.	 It	 is	 structured	 by	 three	 different	 important	

sections:	economic	value	added,	job	creation	and	sustainable	development.	

Reference	to	Figure	9	in	Appendix	I.	

	

3.3	WHICH	DETERMINANTS	EXPLAIN	FDI	FLOWS	

This	 following	 chapter	 performs	 a	 comprehensive	 review	 of	 the	 literature	 concerning	

macroeconomic	determinants	of	global	FDI	flows	as	well	as	the	appropriate	specifications	of	these	

determinants	 concerning	 the	African	 LDCs.	 The	empirical	 literature	 concerned	with	 the	national	

characteristics	of	 countries	 can	be	 separated	 into	business	opinion	 surveys	of	 locational	 criteria	

used	 by	 actual	 investment	 performers,	 or	 analyses	 of	 FDI	 flows	 and	 stocks	 in	 case	 studies	 of	

specific	investment	projects	or	by	last,	econometrical	research	(Jackson	&	Markowski,	1996).	

In	a	general	 level,	the	United	Nations	Center	on	Transnational	Corporations	(UNCTC)2	qualitative	

survey-based	report	assessed	FDI	determinants	from	a	wide	range	of	 independent	variables	and	

																																																								

2	The	UNCTC	was	extinct	in	1993,	and	its	continuing	work	was	merged	with	the	UNCTAD.	
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enounced	 some	 reasons	 for	 attractiveness	 (UNCTC,	 1992,	 p.	 58).	 The	 reasons	 identified	 in	 the	

report	include:	

• The	need	to	expand,	consolidate	and	protect	the	business	volume	and	market	share	in	the	

host	country.	This	group	of	influences	confirms	the	market	size	and	market	growth	factors	

as	previously	identified	by	statistical	investigations;	

• The	 presence	 of	 tariffs	 and	 other	 barriers	 to	 trade	 in	 North	 American	 and	 European	

Community	markets	as	attractors	of	FDI	in	other	host	countries;			

• The	high	transport	costs	favoring	direct	production	in	host	countries;			

• Low	unit	labor	costs	as	attractors	of	FDI;			

• The	presence	of	FDI-oriented	incentives	in	host	countries;	

• Political	instability;	

• Access	to	production	facilities,	secure	energy	and	raw	material,	inputs,	and	human	capital	

in	host	countries	

Nonetheless,	 even	 if	 the	 survey-based	 studies	 have	 the	 potential	 to	 evaluate	 some	 qualitative	

factors	 that	are	not	 readily	applicable	 in	 the	econometric	approach	 to	FDI,	 they	 tend	 to	be	 less	

rigorous	than	the	ones	arising	from	econometric	investigations.	

On	the	other	hand,	in	econometrical	 literature,	choosing	the	perfect	set	of	explanatory	variables	

for	statistical	estimation	of	FDI	inflows	is	somewhat	problematic	because	the	empirical	literature	

suggests	a	vast	number	of	variables	as	potential	determinants	of	FDI	and	the	various	theories	of	

FDI	do	not	seem	to	agree	on	a	fixed	set	of	econometric	determinants.	Additionally,	in	regression	

analysis,	a	common	approach	in	order	to	find	the	most	appropriate	FDI	determinants	has	been	to	

test	various	hypotheses	using	time	series	data,	most	often	collected	at	the	national	level.	

For	 guidance,	 Bende-Nabende	 (2002)	 suggests	 four	 different	 categories	 of	 macroeconomic	 FDI	

determinants.	These	are,	the	cost-related	factors,	the	investment	environment	improving	factors,	

macroeconomic	 factors,	 and	 the	 development	 strategy	 of	 the	 host	 country.	 The	 first	 category	

includes	determinants	such	as	real	wage	rate,	 foreign	exchange	rates,	property	rents,	 fuel	costs,	

local	 input	 costs,	 corporate	 tax,	 transport	 costs,	 and	cost	of	 capital	 as	 the	 lending	 interest	 rate.	

Then	the	second	category	encompasses	ownership	policies,	investment	subsidies,	convertibility	of	
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currency	and	price	controls.	Under	the	third	category	it’s	possible	to	find	market	size	and	potential	

market	growth.	More,	the	forth	category	establishes	a	restrictive	import-substitution	strategy,	or,	

on	the	other	hand,	an	export-orientation	strategy,	as	also	determinants	for	FDI.	

To	begin	with,	is	the	volume	of	domestic	markets,	as	refered	in	previous	chapters,	that	has	been	

found	to	be	the	most	important	factor	associated	to	explain	FDI	(Alfaro,	Chanda,	Kalemli-Ozcan,	&	

Sayek,	2010).	 Similarly,	 (Fedderke	&	Romm,	2006),	 (Tarzi,	 2005)	and	 (Mohamed	&	Sidiropoulos,	

2010)	arrived	to	the	same	conclusion	when	analyzing	the	market	size	importance	in	explaining	FDI.	

In	fact,	the	initial	attraction	appears	to	be	dependent	on	the	relative	size	of	already	done	domestic	

investment	 by	 the	MNC,	 although	 availability	 of	 such	 data	 is	 very	 restricted.	 FDI	 is	 also	 being	

attracted	to	countries	where	domestic	investors	were	not	themselves	vigorously	pursuing	certain	

investment	opportunities	and	the	MNCs	performing	that	FDI	intent	to	sell	its	products	in	the	host	

market	(Ajami	&	Ricks,	1981).	

Adding	to	the	size	of	the	host	market,	is	the	economic	growth	of	the	host	country,	and	the	tariff	

discrimination	hypothesis,	that	most	constantly	have	been	tested	when	trying	to	perceive	a	core	

understanding	 of	 FDI	 (Jackson	 &	 Markowski,	 1996).	 The	 GDP	 growth	 hypothesis	 is	 normally	

included	 to	 allow	 for	 the	 direct	 link	 between	 demand	 and	 investment	 since	 growing	 demand	

requires	a	growing	capital	stock.	The	tariff	discrimination	hypothesis	has	been	stated	as	to	avoid	

obstacles	to	trade.	Nonetheless,	there	is	mixed	evidence	for	this	tariff	discrimination	hypothesis,	

most	probably	this	fact	is	presumed	to	be	a	consequence	arising	from	difficulty	of	specification.	

Likewise,	between	other	determinants,	Anyanwu	(2012)	finds	that	there	is	a	positive	relationship	

between	urban	population	 size	and	FDI	 flows	 into	Africa	as	 investors	 seek	 to	 take	advantage	of	

prospects	 of	 a	 future	 market.	 The	 work	 from	 John	 Anyanwu	 (2012)	 also	 concluded	 that	 he	

prevalence	of	the	rule	of	law	increases	FDI	inflows.	 

Moreover,	 natural	 resources	 seem	 to	 represent	 a	big	 factor	 for	 attractiveness	of	 FDI.	 For	 those	

countries	 that	 face	 a	 greater	 dependence	 on	 FDI	 in	 relative	 terms,	 it	 seems	 that	 rich	 natural	

resource	endowments	are	an	important	reason	of	attractiveness.	Countries	that	are	rich	in	natural	

resources	may	even	attract	 relatively	 large	 inflows	of	FDI	despite	 the	 lack	of	other	attributes	of	
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attractiveness	 (Jackson	 &	Markowski,	 1996).	 This	 may	 provide	 the	 initial	 incentive	 to	 propel	 a	

virtuous	circle	for	even	more	FDI.	

In	addition,	outward	orientation	also	shows	signs	of	being	a	good	FDI	determinant.	Countries	with	

a	large	share	of	exports	in	the	GDP	are	correlated	with	a	bigger	share	of	FDI	in	total	investments	

(Jackson	&	Markowski,	1996;	Pistoresi,	2000).	However,	this	is	not	true	in	countries	that	appear	to	

be	incurring	in	a	trade	deficit	(Pistoresi,	2000).	In	both	cases,	it	is	the	freedom	from	international	

trade	restrictions	that	appears	to	contribute	more	to	the	attractiveness	of	FDI.	Additionally,	tariffs	

in	 the	 host	 country	 do	 not	 show	 signs	 of	 better	 attracting	 FDI.	 In	 fact,	 Jackson	 and	Markowski	

(1996)	analysis	showed	that	countries	distinguished	by	having	high	tariffs	and	other	type	of	trade	

barriers	appear	to	be	less	attractive	to	FDI	investors.	

Furthermore,	 Zhang	 (2001)	 and	 Quazi	 (2007)	 while	 focusing	 on	 emerging	 economies,	 found	

infrastructure,	which	includes	investment	in	transportation,	communications,	buildings,	roads,	and	

power	 supplies,	 to	 be	 a	 significant	 determinant	 in	 attracting	 FDI.	 Their	 results	 show	 that	 good	

infrastructure	is	important	in	attracting	FDI	mainly	in	the	tertiary	sector.	

On	the	same	topic,	Schmitz	(1970),	Wheeler	and	Mody	(1992),	Zheng	(2009),	Mateev	(2009)	and	

Leitão	(2010)	have	studied	FDI	inflows	in	different	geographic	locations	but	all	postulate	that	labor	

costs	are,	 in	 fact,	 taken	 into	consideration	by	 foreign	 investors	and	are	a	big	 factor	determining	

foreign	investment	flows.	Although	these	studies	found	low	cost	labor	to	be	a	leading	factor,	labor	

costs	do	not	appear	as	significant	as	other	FDI	determinants	in	Jackson	and	Markowski	(1996)	and	

Pistoresi	(2000)	analysis	of	foreign	investments.		

Furthermore,	 since	high	 rates	of	 inflation	 can	be	a	 cost	of	doing	business	 specially	when	actual	

rate	 is	very	different	from	anticipated	rates.	Therefore,	 it	 is	acknowledge	 in	the	 literature	that	a	

high	rate	of	 inflation	was	found	to	have	a	negative	effect	on	attracting	 inward	FDI.	 (Hailu,	2010;	

Naudé	&	Krugell,	2007;	Nonnemberg	&	de	Mendonça,	2004).		

On	top	of	that,	Nunnenkamp	and	Spatz	(2002)	report	a	slight	improvement	in	the	importance	of	

non-traditional	FDI	determinants	such	as	complementary	 factors	of	production	and	cost	 factors.	

Examples	of	these	factors	consist	in	availability	of	labor,	labor	costs	and	inflation.	The	scarcity	of	
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more	relevant	empirical	studies	in	this	field	is	probably	mainly	due	to	the	fact	that	non-traditional	

determinants	 are	 difficult	 to	 capture	 and	measure	 for	 a	 sufficiently	 large	 sample	 of	 developing	

countries	and	over	a	sufficiently	long	time	span.	

More	important,	the	actual	labor	market	concerns	are	in	fact	the	productivity	of	labor	and	the	skill	

levels	and	level	of	schooling	found	in	the	host	countries	(Nonnemberg	&	de	Mendonça,	2004).	In	a	

similar	 perspective,	 Trevino	 et	 al.	 (2008)	 find	 that	 the	 level	 of	 the	 host	 country’s	 educational	

attainment	is	positively	associated	with	the	level	of	its	inward	FDI,	mainly	since	an	educated	labor	

force	is	normally	associated	to	a	higher	level	of	productivity	in	a	country.	In	this	matter,	national	

governments	are	the	ones	who	are	providers	of	basic	educational	services,	and	it	is	evident	that,	

in	this	respect,	they	have	a	significant	role	to	play	in	managing	to	attract	FDI.		

Interestingly,	Trevino	et	al.	(2008)	publication	about	FDI	in	Latin	America	reflects	about	the	results	

from	 a	 different	 perspective	 and	 reveals	 that	 factors	 that	 legitimize	 more	 strongly	 through	

cognitive	 and	 normative	 pillars,	 as	 for	 example:	 the	 level	 of	 education,	 bilateral	 investment	

treaties,	the	balance	between	state-owned	enterprises	and	privatizations,	and	the	level	of	political	

uncertainty	were	 found	 to	be	significant	 indicators	of	 inward	FDI.	Whereas	 those	 factors,	which	

rested	more	firmly	on	the	regulative	pillar,	such	as,	tax	reform,	trade	reform,	and	financial	account	

liberalization	were	not	as	significant	indicators	of	inward	FDI	in	that	specific	region.		

Moreover,	 government	 policies,	 as	 debated	 in	 the	 previous	 chapter	 seem	 to	 be	 influential	 in	

attracting	 FDI	 flows	 into	 a	 country.	 In	 terms	 of	 macroeconomic	 determinant,	 it’s	 possible	 to	

measure	them	by	attributing	a	score	with	input	from	tax	holidays	and	tax	rebates,	introduction	of	

industry	 specific	 regulations	 and	 repatriation	 of	 profits	 (Asiedu,	 2006).	 As	 an	 example,	 Baniak,	

Cukrowski	 and	 Hercyzñski	 (2005)	 results	 show	 that	 high	 volatility	 of	 the	 economic	 and	 legal	

environment	reduces	the	pattern	of	inflows	of	FDI	into	these	countries.	Also	Quazi (2007) reported 

that FDI decreases when policy changes lead to higher restrictions on FDI, higher price and wage 

controls and more heavy taxes. 	

Additionally,	 literature	agrees	on	 the	 fact	 that	 corruption	has	a	negative	effect	on	 incoming	FDI	

(Egger	&	Winner,	2006;	Wei,	2000;	Habib	&	Zurawicki,	2002).	For	example	(Al-Sadig,	2009),	used	

panel	data	from	117	countries	to	show	that	higher	corruption	levels	would	decrease	FDI	inflows.	
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In	 fact,	Wei	 (2000)	 investigated	 the	effect	of	 corruption	on	 inward	FDI,	and	curiously,	projected	

that	 an	 increase	of	 the	 corruption	 level	 existent	 in	 Singapore	 to	 that	of	what	 is	 seen	 in	Mexico	

would	have	the	same	negative	effect	on	 inflows	of	FDI	as	raising	the	 local	corporate	tax	rate	by	

fifty	percentage	points.	However,	even	with	the	presence	of	established	corruption,	small	market	

size	 countries	 and	 also	 those	 nations	 lacking	 natural	 resources	 can	 obtain	 inward	 FDI	 by	 other	

means,	as	for	example	showing	efforts	of	improving	overall	institutions,	like	ensuring	that	the	law	

is	well	enforced,	and	the	legal	system	functions	impartially	and	independently	(Asiedu,	2006).	

Curiously,	the	presence	of	humanitarian	or	other	types	of	foreign	aid	have	also	been	considered	a	

determinant	of	FDI.	As	an	example,	Biglaiser	and	DeRouen	(2010)	find	that	normally,	when	there	is	

an	IMF	involvement	in	a	certain	country	it	tends	to	encourage	FDI	from	the	USA	to	that	country.	

This	might	 be	 for	 the	 reason	 that	 aid	might	 be	 indirectly	 improving	 the	 economic	 and	 financial	

conditions	of	the	recipient	country.	

Additionally,	 even	 if	 for	 many	 decades	 the	 fact	 that	 political	 unrest	 and	 instability	 scare	 off	

potential	foreign	direct	investors	is	acknowledged	(Schneider	&	Frey,	1985),	some	past	literature	

appointed	 political	 instability	 as	 a	 weak	 determinant	 of	 FDI	 (Daude	 &	 Stein,	 2007).	 However,	

political	risk	has	also	been	found	to	be	an	important	determinant	of	FDI	in	the	particular	cases	of	

countries	 like	China	and	India	(Zheng,	2009).	Similarly,	Daude	and	Stein	(2007),	on	a	global	scale	

study,	by	testing	a	broader	set	of	institutional	variables	were	able	to	prove	that	unpredictability	of	

laws,	 regulations	 and	 policies,	 increased	 regulatory	 burden,	 government	 instability,	 and	 lack	 of	

commitment	are	significant	determinants	 in	deterring	FDI.	The	topic	of	political	risk	 in	particular	

and	country	risk	ratings	in	general	are	further	discussed	in	the	next	subchapter. 

Lastly,	 as	 a	 final	 suggestion,	 Hailu	 (2010)	 studied	 the	 relationship	 between	 inward	 FDI	 and	 the	

presence	or	not	of	stock	market	in	a	host	country	and	found	a	positive	correlation	between	stock	

market	availability	and	foreign	investments.	

SPECIFIC	FDI	DETERMINANTS	FOR	LDCS	AND	SUB-SAHARAN	AFRICA	

To	 begin	 with,	 Bende-Nabende	 (2002)	 gives	 an	 overview	 of	 inflows	 of	 FDI	 to	 SSA.	 The	 study	

performs	 a	 cointegration	 assessment	 of	 the	 factors	 that	 significantly	 influence	 the	 MNCs	
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investment	 decision-making	 process	 and	 suggests	 that,	 in	 the	 long	 run,	 is	 the	 market	 growth,	

export-orientation	policy	and	FDI	liberalization	that	represent	the	most	significant	determinants	in	

Sub-Saharan	Africa	(SSA).	A	more	recent	study,	establishes	the	most	important	factors	to	explain	

FDI	 in	 SSA	 are	 political	 stability,	 government	 effectiveness,	 lower	 corruption,	 voice	 and	

accountability,	and	the	rule	of	law.	Plus,	these	factors	not	only	are	determinants	of	FDI	with	more	

significance	than	the	size	of	 local	markets,	but	also	their	 influence	on	African	to	inflows	of	FDI	is	

long-lasting	(Rodríguez-Pose	&	Cols,	2017).		

Moreover,	openness	to	trade,	measured	as	the	percentage	of	trade	in	the	national	GDP,	is	a	very	

important	economic	 factor	that	can	predict	FDI	 inflows	to	Africa,	especially	 in	 the	service	sector	

(Hailu,	 2010;	 Ezeoha	 &	 Cattaneo,	 2012;	 Kandiero	 &	 Chitiga,	 2006).	 Also,	 openness	 is	 a	 FDI	

determinant	in	SSA,	even	if	the	marginal	benefit	from	increased	openness	is	less	influential	in	SSA	

countries	(Asiedu,	2002).		

Concordantly,	Mhlanga	(2010)	research	on	FDI	 in	the	Southern	African	Development	Community	

by	controlling	the	source	and	the	sector	investment	type	as	the	project	size,	obtained	results	that	

indicate	market	 size	 as	 a	 positive	 indicator	 of	 FDI	 flows	 as	 also	 previously	 suggested	 by	 Asiedu	

(2006).	 On	 the	 same	 topic,	 Bende-Nabende	 (2002),	 confirmed	 that	 growing	 markets,	 and	

therefore	GDP	percentage	growth,	is	also	a	long-run	determinant	for	FDI	specifically	in	SSA.	

In	 fact,	 in	 the	 beginning	 Asiedu	 (2002)	 found	 that	 FDI	 flows	 into	 countries	 in	 SSA	 were	 more	

directed	 to	 exploit	 foreign	 buyers.	 In	 other	 words,	 it	 meant	 that	 FDI	 was	 mainly	 non-market	

seeking,	which	 can	 be	 explained	 by	 the	 fact	 that	 a	 big	 share	 of	 FDI	 in	 Africa	 flowed	 to	 natural	

resources	exploitation.	However,	over	the	years	there	was	an	increase	of	the	performance	of	FDI	

specifically	directed	to	the	host	country’s	buyers	(Asiedu,	2006).		

In	 addition,	 Asiedu	 (2002)	 Onyeiwu	 and	 Shrestha	 (2004),	 agree	 that	 even	 though	 globally	

infrastructure	has	a	positive	impact	on	FDI,	this	effect	had	no	very	significant	impact	on	attracting	

FDI	to	SSA.	They	find	that	poor	 infrastructure	may	not	deter	foreign	 investors	because	of	strong	

factors,	 such	as	natural	 resources,	openness,	and	other	macro-economic	variables	may	be	more	

significant.	 However,	 Asiedu	 (2006),	 Bartels,	 Alladina,	 and	 Lederer	 (2009)	 and	 Ezeoha	 and	
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Cattaneo	(2012)	find	that	infrastructure	is	important	in	attracting	FDI	flows	into	SSA.	And	so,	these	

researchers	 proclaim	 that	 governments	 need	 to	 improve	 on	 the	 quality	 of	 infrastructure,	 to	

reduce	 the	 transaction	 costs	 faced	 by	 foreign	 MNCs.	 Besides	 that,	 there	 is	 currently	 a	 huge	

presence	of	Chinese	firms	in	Africa	working	on	big	infrastructure	projects	such	as	construction	of	

roads,	railways,	bridges	and	ports.	

Also,	 in	 particular,	 Bende-Nabende	 (2002)	 empirical	 study	 suggests	 that	 even	 if	 real	 exchange	

rates	 exchange	 rate	 might	 be	 expected	 to	 increase	 vertical	 FDI	 as	 firms	 take	 advantage	 of	

relatively	 low	 prices	 in	 host	 markets	 to	 purchase	 facilities,	 they	 have	 a	 causal	 but	 secondary	

relationship	 with	 FDI	 inflows	 in	 SSA.	 In	 particular,	 there	 is	 an	 inverse	 relationship	 between	

exchange	rate	appreciation	and	FDI	inflows	in	African	countries	since	it	may	crowd	out	exports	and	

this	might	have	been	one	of	 the	 reasons	 the	 investment	as	made	 in	 the	 first	place	 (Kandiero	&	

Chitiga,	 2006).	 Similarly,	 Kyereboah-Coleman	 and	 Agyire-Tettey	 (2008)	work	 in	 particular	 about	

Ghana	 may	 be	 extrapolated	 to	 suggest	 that	 exchange	 rate	 volatility	 in	 SSA	 countries	 have	 a	

negative	influence	on	FDI	inflows.		

Furthermore,	the	findings	from	Asiedu	(2006)	and	also	from	Twimukye	(2006)	suggest	that	a	low	

level	of	inflation	has	a	positive	effect	on	FDI	flows	into	SSA	countries.	

In	terms	of	government	policies,	the	findings	of	Bartels,	Alladina,	and	Lederer	(2009)	showed	that	

governments	 from	 SSA	 countries	 need	 to	 improve	 their	 regulatory	 environment	 in	 order	 to	

encourage	 people	 to	 augment	 valued-added	 business	 in	 an	 economy.	 Equally,	 Dupasquier	 and	

Osakwe	 (2006)	 argue	 that	 African	 governments	 should	 improve	 their	 partnerships	with	 already	

existing	 investors	 and	 offer	 them	more	 incentives	 to	 further	 develop	 their	 investments	 in	 their	

countries.	

On	the	same	topic,	Rangasamy	and	Mihaljek	(2011)	and	Anyanwu	(2012)	recognized	that	natural	

resource	 endowments,	 and	 especially	 oil	 exploration,	 attract	 substantial	 amounts	 of	 FDI	 into	

Africa.	More,	 their	 research	 showed	 that	an	 increase	 in	 commodity	prices	encouraged	 large	FDI	

flows	to	the	extractive	sector	in	many	African	countries.	In	fact,	the	main	common	denominator	of	

the	 four	 largest	 recipients	of	 FDI	 in	 SSA	 is	 the	possession	of	 large	oil	 or	mineral	 reserves.	 Since	
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demand	 for	 commodities	 is	 expected	 to	 increase	 worldwide,	 commodity	 prices	 will	 probably	

remain	 stable	 or	 even	 rise	 thus	 allowing	 to	 an	 increase	 of	 inward	 FDI	 to	 countries	 that	 export	

these	commodities. 	

Likewise,	 also	 in	 SSA	 foreign	 investors	 seem	 to	be	attracted	 to	 invest	 into	a	 country	due	 to	 the	

presence	of	an	educated	labor	force	(Naudé	&	Krugell,	2007;	Nonnemberg	&	de	Mendonça,	2004).	

In	the	case	of	least	developed	countries	the	literacy	rates	are	normally	used	as	a	measure	of	level	

of	education,	and	Asiedu	(2006)	finds	that	there	is	a	positive	relationship	between	FDI	and	level	of	

literacy	 in	 a	 country.	 Concordantly,	 Bende-Nabende	 (2002)	 cointegration	 analysis	 shows	 that	 in	

SSA	the	effect	of	real	wage	rates	and	human	capital	as	FDI	determinants	is	inconclusive.  

In	 terms	 of	 corruption,	 Asiedu	 (2006)	 ackowledges	 that	 until	 that	 date	 very	 few	 papers	 had	

examined	 the	 effect	 of	 corruption,	 political	 risk	 and	 investment	 policies	 on	 FDI	 in	 Africa.	

Nonetheless,	in	her	research,	Asiedu	(2006)	exemplifies	that	a	decline	in	corruption	from	the	level	

of	Nigeria	 to	 that	of	South	Africa	has	 the	same	positive	effect	on	FDI	as	 increasing	 the	share	of	

fuels	and	minerals	in	total	exports	by	about	34.84	per	cent.	Furthermore,	as	previous	mentioned,	

factors	 such	 as	 political	 stability,	 government	 effectiveness,	 lower	 corruption,	 voice	 and	

accountability,	and	the	rule	of	law	have	been	proved	to	be	important	determinants	of	FDI	in	SSA	

(Rodríguez-Pose	&	Cols,	2017).	In	fact,	apparently	democracies	attract	more	FDI	than	autocracies	

(Guerin	&	Manzocchi,	2009),	which	is	plausible	as	one	may	argue	that	an	autocratic	government	is	

more	interconnected	with	the	presence	of	corruption.	

Correspondently,	Yasin	(2005)	finds	that	bilateral	official	development	assistance	plays	a	positive	

and	significant	role	in	attracting	FDI	flows	to	SSA,	and	additionally,	Hailu	(2010)	affirms	that	stock	

market	availability	in	Africa	has	a	positive,	but	insignificant	effect	on	inward	FDI.		

Lastly,	many	countries	in	Africa	have	long	been	perceived	to	be	politically	unstable	and	Bartels	et	

al.	(2009)	find	through	a	survey	that	investors	are	strongly	influenced	by	the	political	economy	in	a	

country.	 As	 well,	 Dupasquier	 and	 Osakwe	 (2006),	 Naudé	 and	 Krugell	 (2007)	 state	 that	 political	

instability	is	an	important	FDI	econometric	determinant	and	that	has	been	responsible	for	low	FDI	

in	 Africa.	 For	 example,	 Asiedu	 (2002)	 uses	 the	 average	 of	 the	 number	 of	 assassinations	 and	
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revolutions	 to	 measure	 political	 instability.	 Also,	 uncertainty	 about	 political	 policies	 and	 for	

example,	the	commitment	to	property	rights	has	a	negative	impact	on	foreign	direct	 investment	

(Henisz,	Mansfield,	&	Von	Glinow,	2010).	

In	addition,	and	from	a	different	perspective,	a	depiction	of	the	factors	that	influence	FDI	inflows	

in	SSA	is	pictured	through	these	business	surveys:	

• World	Business	Environment	(WBE)	Survey:	the	World	Bank	conducted	it	 in	1999/2000.	 It	

covered	about	10,000	 firms	 in	80	countries	and	 the	sample	 for	SSA	 included	413	 foreign	

firms	in	16	countries.		

• World	 Development	 Report	 (WDR)	 Survey:	 the	 World	 Bank	 conducted	 	it	 in	 1996/97.	 It	

covered	3,600	firms	in	69	countries	and	the	sample	for	SSA	included	540	foreign	firms	in	22	

countries.	

Figure	10.	Constraints	on	FDI	to	Sub-Saharan	Africa:	Average	rating	for	each	constraining	factor.	(Asiedu,	2006)	

The	Figure	10	presented	beforehand	summarizes	the	results	by	reporting	the	average	score	from	

the	WBE	survey	(where	answers	range	from	1	=	no	constraint	to	4	=	severe	constraint)	and	from	

the	WDR	survey	(where	answers	range	from	1=	no	constraint	to	6	=	severe	constraint)	and	it	from	

a	scale	raging	from	0	to	6,	where	for	each	constraining	factor.	
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3.4	COUNTRY	RISKS	RATINGS	AS	DETERMINANTS	FOR	FDI	

As	mentioned	before,	country	risk	ratings	in	general	and	the	ICRG	ratings	from	the	PRS	group	have	

different	 components	 that	 encompass	 economic,	 financial	 and	 political	 risk.	 These	 components	

are	 supposed	 to	 reflect	 the	 overall	 country	 risk	 of	 doing	 business.	 However,	 since	 most	 of	

macroeconomic	 sets	 of	 FDI	 explanatory	 variables	 already	 incorporate	 economic	 and	 financial	

factors,	which	are	already	 indirectly	expressed	 in	the	economic	and	financial	components	of	the	

ICRG	country	 risk	 rating,	adding	them	to	 the	explanatory	 function,	would	most	probably	 lead	to	

specification	errors	in	the	model.		

Indeed,	the	concept	of	political	risk	has	divergent	kind	of	definitions	and	is	used	differently	across	

the	 literature.	 This	 may	 be	 a	 factor	 why	 there	 is	 a	 relative	 empirical	 inconclusiveness	 on	 the	

relevance	of	political	risk	for	FDI.	In	any	case,	perceptions	of	political	risk	are	likely	to	continue	to	

affect	investment	decisions	in	particular	in	LDCs	countries.	

Primarily,	 not	 all	 researchers	 examining	 this	 topic	 have	 considered	 political	 stability	 as	 an	

important	determinant	of	FDI	inflows.	In	fact,	Asiedu	(2002)	found	the	political	risk	variable	to	be	

insignificant,	and	therefore	didn’t	follow	up	on	the	matter.	One	major	example	of	this	event	is	the	

case	of	Angola	between	1998	and	1999.	Even	if,	during	this	time	Angola’s	FDI	inflows	ranked	first	

in	SSA	even	if	the	country	was	ravaged	through	civil	war	and	thus	was	submitted	to	a	high	degree	

of	political	instability,	the	truth	is	that	Angola’s	large	oil	and	gas	deposits	continued	to	attract	FDI	

from	 big	 MNCs	 from	 the	 gas	 sector,	 who	 had	 the	 conviction	 that	 Angola’s	 natural	 resources	

outweighed	the	costs	arising	from	the	political	risk.	Concordantly,	Kandiero	and	Chitiga	(2006)	also	

found	 similar	 results	 as	 they	 observed	 that	 the	 political	 stability	 variable	 in	 their	 data	 was	

insignificant.	Moreover,	Onyeiwu	and	Shrestha	(2004)	find	that	political	rights	in	a	country	are	not	

significant	in	influencing	FDI	flows	into	African	countries.		

However,	 as	 a	 matter	 of	 fact,	 several	 previous	 studies	 that	 examined	 FDI	 flows	 into	 African	

countries	 have	 used	 different	 types	 of	 variables	 to	 represent	 political	 risk,	 and	 encountered	

significant	 results.	 For	 example,	 Jun	 and	 Singh	 (2006),	 in	 their	 work,	 regress	 an	 own	 made	

aggregated	 indicator	 for	 political	 risk	 on	 the	 value	 of	 foreign	 direct	 investment	 inflows	 in	

developing	 countries.	 For	 their	 data	 the	 political	 risk	 index	 is	 statistically	 significant	 and	 the	
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coefficient	implies	that	countries	with	higher	political	risk	attract	less	FDI.	More	specifically,	Asiedu	

(2006),	 Busse	 and	 Hefeker	 (2007),	 Asiedu	 and	 Lien	 (2011),	 and	 Mijiyawa	 (2015)	 already	 used	

components	of	the	ICRG	risk	ratings	to	predict	FDI	inflows	in	their	research.	Even	more,	not	only	

the	level	of	political	risk	is	associated	with	FDI	inflows,	but	also	a	decrease	over	time	of	the	level	of	

political	risk	also	helps	to	bring	a	greater	amount	of	investment	inflows	(Hayakawa,	Kimura,	&	Lee,	

2013).	Other	 studies,	 like	Chakrabarti	 (2001),	 have	also	used	political	 risk	 ratings	 from	different	

sources,	such	as	the	BERI	political	stability	index	as	a	macroeconomical	variable.	

In	 particular,	 studies	 such	 as	 Busse	 &	 Hefeker	 (2007)	 show	 that,	 within	 political	 risk,	 it	 is	 the	

government	stability,	 the	absence	of	 internal	conflict	and	ethnic	 tensions,	 the	presence	of	basic	

democratic	rights	and	the	capability	of	the	government	to	ensure	 law	and	order	that	represents	

the	most	significant	determinants	of	foreign	investment	inflows.  

Alternatively,	research	undertaken	by	Kaminsky	and	Schmukler	(2002)	demonstrated	that	changes	

in	 sovereign	 debt	 ratings	 per	 se,	 would	 significantly	 affect	 financial	 markets	 in	 emerging	

economies,	 thus	 affecting	 the	 inflows	 of	 capital.	Whenever	 there	 is	 a	 downgrade	 in	 risk	 rating,	

stock	returns	decline	seem	to	decline.	This	shows	how	the	ratings	can	have	autonomous	strength	

to	 influence	the	flows	of	 investment,	at	 least	 to	 local	 financial	markets.	As	a	matter	of	 fact,	 it	 is	

one	of	the	purposes	of	this	thesis	to	acknowledge	and	try	to	explore	the	connection	between	FDI	

inflows	and	political	risk	ratings.	

In	 conclusion	 to	 all	 the	 literature	 review,	 a	 summary	 of	 the	 research	made	 on	 determinants	 of	

foreign	direct	investment	that	will	be	used	in	the	econometrical	model	are	included	in	Figure	11	in	

Appendix	I.	 	
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4.	THE	CASE	OF	ANGOLA	AND	MOZAMBIQUE	

4.1	THE	COMMON	BACKGROUND	OF	ANGOLA	AND	MOZAMBIQUE	

The	colonial	past	of	both	countries	is	key	to	understand	how	the	two	have	been	unable	to	achieve	

their	 full	 economic	 potential.	 In	 the	 previous	 century,	 governmental	 institutions	 in	 Africa	 were	

abandoned	and	would	only	serve	the	interest	of	patronal	Europe.	In	fact,	as	many	other	countries,	

Angola	 and	Mozambique	 process	 of	 decolonization	was	 catastrophic	 and	 lead	 to,	 a	 civil	 war	 in	

both	 cases	 and	 at	 least	 of	 a	 quarter	 of	 century	 of	 delay	 in	 their	 development	 progress.	 After	 a	

sudden	coup	d’état	 in	Portugal	in	1974,	the	countries	were	left	alone,	with	little	well-established	

governments,	 public	 organizations	 or	 public	 services.	 To	 make	 this	 situation	 even	 worse,	 both	

countries’	civil	war	served	as	a	proxy	war	between	the	United	States	and	Cuba	allied	to	Russia.	

In	fact,	when	Angola	and	Mozambique	gained	independence	in	the	second	half	of	the	20th	century,	

communism	was	an	established	economic	trend.	In	fact,	nationalization	of	foreign	assets	was	very	

common,	 however,	 in	 the	 beginning	 of	 the	 1990s,	 together	 with	 the	 collapse	 of	 some	 major	

communism	countries,	this	radical	political	position	decrease	its	popularity	even	among	these	two	

African	 countries.	 Today,	 the	 two	 countries	 also	 differ	 in	 the	 way	 they	 treat	 nationalization	 of	

assets	and	 internationalization	of	 capital.	As	explained	 in	 the	 following	paragraphs,	one	country	

has	had	very	welcoming	FDI	regulations	in	comparison	to	other	African	LDCs,	while	the	other	has	

stipulated	very	strict	restrictions	to	the	inflows	of	foreign	investment	until	2015.	

Moreover,	nowadays	Africa’s	GDP	grows	at	an	average	of	3.3%,	a	value	considerably	 lower	than	

the	 5.4%	 average	 from	 the	 previous	 decade	 (McKinsey	 Global	 Institute,	 2016).	 Angola	 and	

Mozambique	 have	 both	 experienced	 this	 slowdown,	 but	 each	 for	 its	 different	 reason.	 While	

Mozambique	has	 faced	some	recent	disclosures	of	previous	hidden	debt	and	also	some	military	

clashes	 that	 brought	 back	 some	memories	 of	 its	 extensive	 civil	war,	 on	 the	other	 hand,	Angola	

underwent	severe	macroeconomic	liquid	constraints.	Nevertheless,	nowadays	both	countries	have	

the	potential	 to	attain	spectacular	economic	success.	They	can	become	the	next	big	destination	

for	investors	and	home	of	big	economic	development.		
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In	 Figure	 14	 it	 is	 possible	 to	 notice	 the	 two	 different	 economic	 paths.	 While	 Angola	 has	

experienced	a	steady	growth	of	its	GDP	since	1990s,	due	mainly	to	effects	of	its	exports	of	oil	and	

precious	metals,	Mozambique’s	output	has	had	slim	growth,	and,	 therefore	the	 latter	has	never	

managed	to	evolve	from	being	one	of	the	poorest	countries	in	the	world.	

Figure	14.	Gross	Domestic	Product	(adapted	from	The	World	Bank,	2018)	

	

Anyhow,	from	the	information	provided	in	Figure	15,	it’s	possible	to	conclude	that	other	factors,	

beyond	the	changes	in	private	foreign	investment	laws,	have	been	affecting	investment	flows	into	

these	 two	 African	 countries.	 In	 fact,	 although	 Angola’s	 GDP	 is	 higher	 than	 Mozambique,	 it’s	

possible	 to	 assert	 from	 Figure	 15	 that	Mozambique	 now	 accumulates	 a	 higher	 stock	 of	 foreign	

capital	 compared	 to	 Angola.	 Taking	 into	 consideration	 the	 literature	 review,	 this	 fact	 contrasts	

with	the	 information	presented	 in	Figure	13	because	the	host	country	GDP	is	suppose	to	be	the	

most	influential	determinant	of	FDI	inflows.		
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Figure	15.	Foreign	Investment	Stock	(adapted	from	UNCTAD,	2018)3 

	

4.2	ANGOLA	

Angola,	Sub-Saharan	Africa’s	third-largest	economy	and	Africa’s	second-largest	oil	producer,	was	

one	of	 the	world’s	 fastest-growing	 economies	 for	 about	 a	 decade	 after	 their	 civil	war	 ended	 in	

2002.	Since	then,	governmental	trade	missions	and	private	 investors	have	streamed	into	Luanda	

seeking	lucrative	peacetime	deals.	Abundant	money	from	oil,	made	the	government	spend	billions	

building	roads,	railways	and	other	much-needed	infrastructure.		

																																																								

3	The	stock	of	foreign	investment	in	Angola	in	the	year	of	2013	appears	to	be	zero,	but	its	true	value	was,	according	to	
the	database	of	the	UNCTAD,	negative	and	undisclosed.	This	is	possible	when	the	loans	from	the	affiliate	to	its	parent	
company	 exceed	 the	 loans	 and	 equity	 capital	 given	 by	 the	 parent	 to	 the	 affiliate	 present	 in	 the	 host	 country.	 An	
extensive	explanation	of	this	matter	is	provided	on	the	Appendix	III	-	FDI	Explanatory	Notes	from	the	OECD.	
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Yet,	although	 Angola’s	 GDP	 has	 seen	 a	 steady	 rising	 path	 since	 1990s,	 the	 country	 has	 posted	

negative	 foreign	 direct	 investment	 (FDI)	 flows	 for	 the	 past	 years	 as	 a	 result	 of	 the	 way	 how	

Angola’s	oil	industry	works.	The	exploration	 is	paid	 for	by	parent	companies,	which	recoup	their	

initial	 investment	and	additional	profits	once	 the	oil	 starts	 flowing.	Most	of	FDI	 in	Angola	 come	

from	China,	the	USA,	France	and	the	Netherlands.	

However,	 as	 the	 breakdown	 in	 the	 oil	 price	 accelerated	 in	 the	 turn	 of	 the	 year	 2015,	 foreign-

exchange	inflows	dwindled	and	it	started	to	affect	the	revenues	of	the	oil	public	owned	company	

Sonangol,	Angola	suffered	an	economic	slowdown.	Angola’s	GDP,	if	measured	in	constant	Angolan	

Kwanzas,	entered	into	a	recession	of	-0.8%	in	the	year	of	2016.	Notwithstanding,	now	the	latest	

previsions	are	that	it	grew	by	0.7%	in	2017	and	is	expected	to	grow	up	to	2.2%	in	2018,	and	further	

to	2.4%	in	2019	(World	Bank,	2018).	This	shock	had	such	a	great	effect	in	Angola’s	economy	by	the	

simple	 fact	 that,	 by	 2016,	 crude	 petroleum	 represented	 89%	 of	 Angola	 exports,	 for	 roughly	 90	

percent	of	government	revenue,	and	around	33%	of	its	GDP	(Simões,	Angola,	2016).	

This	economic	downturn	was	also	indirectly	driven	by	a	decline	in	non-oil	activity,	as	the	industrial,	

construction,	 and	 services	 sectors	 suffered	 from	 the	 cuts	 in	 public	 spending	 and	 private	

consumption	decreased	amid	soaring	inflation	that	reached	27%	in	August	2017	(African	Economic	

Outlook,	2018).	Even	so,	Angola	tried	to	manage	to	withhold	the	price	decrease	of	commodities	

by,	devaluating	and	 then	pegging	 the	kwanza,	promoting	expansionary	 fiscal	policy,	 and	 cutting	

public	 expenses	 to	 fulfill	 Angola	 financial	 commitments	 (African	 Economic	 Outlook,	 2018).	

Nevertheless,	 high	 inflation,	 unstable	 exchange	 rates,	 current	 account	 and	 fiscal	 deficits	 bring	

challenges	in	maintaining	the	macroeconomic	stability.	

In	monetary	terms,	the	National	Bank	of	Angola	has	been	pursuing	a	tight	monetary	policy	stance	

in	 2017.	 In	 fact,	 the	 benchmark	 interest	 rate	 was	 raised	 from	 16%	 to	 18%	 in	 December	 2017	

leading	to	a	significant	decline	in	headline	inflation	from	42%	in	December	2016	to	29.8%	in	2017	

(African	Economic	Outlook,	2018).	However,	 inflationary	pressures	persist	due	to	the	weakening	

kwanza	effect	on	importations	and	consequently	on	the	consumer	price	index.	
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On	political	 terms,	 the	MPLA	party,	under	 the	 leadership	of	 José	Eduardo	dos	Santos,	has	 ruled	

Angola	since	1979.	However,	since	the	latest	elections	of	August	2017,	President	dos	Santos	has	

stepped	down	from	the	presidency	once	and	for	all.	His	successor	and	new	party	leader	is	now	the	

former	defense	minister	José	Lourenco.	And,	these	days,	the	new	government	seems	to	be	trying	

to	 improve	 the	 business	 climate:	 it	 gained	 7	 places	 in	 the	World	 Bank	 report	“Doing	 Business	

2018”,	however	the	national	ranking	still	seats	at	the	175th	place	out	of	190	countries.	Similarly,	

Angola	occupies	the	167the	place	out	of	180	in	the	Index	of	Perception	of	Corruption	and	suffers	

from	 high	 levels	 of	 bureaucracy	 and	 a	 poorly	 developed	 financial	 system,	 as	 well	 as	 pervasive	

corruption,	poor	infrastructure,	and	unskilled	labour,	and	high	costs	for	generating	businesses.		

INVESTMENT	POLICIES	

Angola	had	one	of	the	most	harsh	private	investment	policies	possible,	but	with	the	global	crisis	in	

2008,	the	first	changes	appeared.	For	example,	in	2011	Angola	introduced	new	investment	policies	

aimed	at	enterprises	that	invest	in	developing	areas,	special	economic	zones	or	free	trade	zones.	

Investors	 in	 Angola	 need	 to	 fulfill	 certain	 conditions	 and	 in	 return	 receive	 incentives	 in	 specific	

industries	 (UNCTAD,	 2012).	 In	 the	 last	 years	 of	 its	 cabinet,	 facing	 difficult	 macroeconomic	 and	

liquidity	problems	and	at	the	same	time	trying	to	successfully	pass	his	political	legacy,	dos	Santos	

has	 forced	 to	 approve	 a	 new	private	 investment	 law	 “Lei	 nº	 14/15,	 11	 de	 Agosto,	Nova	 Lei	 do	

Investimento	Privado”.	This	 law	already	relaxed	the	overall	 requirements	established	since	2011	

for	 performing	 FDI	 in	 Angola,	 but	 also	 that	 raises	 taxes	 on	 early	 repatriation	 of	 profits	 and	

dividends.	 In	 fact,	 this	 same	 law	 still	 distinguished	 between	 foreign	 and	 domestic	 investors	 but	

diminished	the	requirement	of	local-partner	participation	to	at	least	35%	of	total	investment,	and	

only	 to	 enter	 several	 sectors	 such	 as	 electricity,	 water,	 tourism,	 transportation,	 logistics,	

telecommunications,	 information	 technology,	 construction	 and	 media.	 Also,	 it	 made	 all	

investments	entitled	to	repatriate	profits	and	dividends.	

Nevertheless,	 in	order	 to	 accelerate	economic	 growth	and	 start	 the	extensive	path	of	 economy	

diversification,	 the	new	cabinet	of	 João	 Lourenço,	 already	elaborated	a	new	private	 investment	

law	 “Lei	 nº	 10/18,	 26	 de	 Junho,	 Lei	 do	 Investimento	 Privado”.	 This	 new	 law	 abolishes	 the	

mandatory	 minimum	 investment	 amount	 to	 apply	 for	 benefits	 and	 incentives.	 This	 minimum	

represented	 an	 amount	 of	 approximately	 $1	million.	 Likewise,	 this	 new	 law	 also	 abolishes	 the	
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need	of	having	a	local	partner	to	establish	any	commercial	operations	in	national	soil	(except	for	

the	oil	and	gas	industry	sectors).	Furthermore,	it	added	special	economic	zones	that	have	special	

benefits	 and	 exemptions,	 created	 categories	 of	 vital	 sectors	 that	 also	 shall	 receive	 benefits	

independent	 of	 its	 location,	 and	 also	 eliminated	 Supplemental	 rate	 of	 Investment	 Income	 Tax	

existent	in	law	from	2015.	

For	 projects	with	 an	 investment	value	 exceeding	 $10	 millions,	 an	investment	 contract	with	 the	

Angolan	government	is	 still	 necessary	 and	must	 be	 authorized	 by	the	 Council	 of	

Ministers	and	finally	approved	by	the	president.	Some	areas	are	also	still	completely	closed	to	FDI	

as	for	example:	military	aircrafts	and	security	equipment,	activities	related	to	the	Central	Bank	or	

the	national	currency,	ports	and	airports.	

4.3	MOZAMBIQUE	

Mozambique’s	economic	history	is	strongly	marked	by	the	end	of	the	civil	war	in	1992.	In	fact,	the	

growth	after	1992	and	the	poverty	alleviation	that	came	along	stand	as	an	extremely	successful	

development	take-off.	If	from	1981	to	1992	average	real	GDP	growth	was	around	0%,	in	the	next	

decade,	from	1993	to	2008	it	averaged	up	to	8.1%.	Since	then,	the	political	stability	brought	about	

by	 the	 end	 of	 the	 armed	 conflict,	 the	 first	 wave	 of	 structural	 reforms	 such	 as	 the	 private	

investment	law	of	1993,	coinciding	with	responsible	macroeconomic	policies,	and	also	the	support	

of	international	foreign	aid	have	been	the	main	reason	for	Mozambique’s	makeover.	

Adding	to	Mozambique’s	abundant	natural	resources,	such	as	energy,	mines,	agriculture,	forestry	

and	fishing,	the	fact	that	country’s	easy	access	to	the	sea	and	the	availability	of	appropriate	sea	

infrastructure	provides	a	 significant	 advantage	 to	 its	 land-locket	neighbors,	which	highlights	 the	

country	raising	importance	in	becoming	a	main	destination	country	for	FDI	in	Southern	Africa.	The	

continued	development	of	the	main	urban	areas,	along	with	increments	of	downstream	linkages	

to	rural	areas,	is	crucial	to	overcome	the	geographically	concentrated	availability	of	infrastructure	

and	address	the	needs	of	the	poorest.	

Mozambique’s	economic	performance	has	somewhat	cooled	since	2015	and	real	GDP	growth	 in	

2017	accounted	only	for	3.7%,	down	from	3.8%	in	2016	(African	Economic	Outlook,	2018).	This	is	
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mainly	due	to	the	fact	that	the	government	is	implementing	some	fiscal	measures	in	the	aftermath	

of	 the	USD	 1.4	 billion	 hidden	 loans	 disclosure	 in	 2016.	Mozambique	 defaulted	 on	 its	 sovereign	

bond	in	the	beginning	of	2017,	as	commercial	debt	service	was	considered	unsustainable	by	the	

Government.	

Meanwhile,	 the	 central	 bank	 is	 implementing	 actions	 against	 high	 inflation	 perturbing	 the	

financing	of	the	economy	(World	Bank,	2018).	Growth	is	projected	to	remain	subdued	at	3.0%	in	

2018	and	to	a	similar	value	in	2019	(African	Economic	Outlook,	2018).	Also,	as	previous	referred,	

the	Mozambican	 Central	 Bank	 has	 implemented	 a	 restrictive	monetary	 policy	 that	managed	 to	

control	annual	 inflation	from	25%	in	2016,	to	15.3%	in	2017	and	is	now	holding	the	valuation	of	

the	 Metical	 properly.	 Benefiting	 from	 a	 stable	 Metical	 and	 foreign	 currency	 inflows,	 inflation	

reached	back	3.1%	 in	March	2018.	This	 fact,	adding	 into	consideration	 that	 the	development	of	

Mozambique’s	 large-scale	natural	 liquefied	gas	projects	and	 its	fiscal	revenues	are	still	 far	 in	the	

future,	 it	means	that	the	country	faced	a	 liquidity	crisis	 in	order	to	balance	its	external	accounts	

and	finance	its	fiscal	deficit.		

In	spite	of	several	strategically	significant	investment	projects	that	took	place	or	were	announced	

at	the	end	of	2016,	such	as	the	news	of	the	Italian	energy	company	ENI	investing	$US	8	billion	in	

the	 offshore	 gas	 exploration,	 FDI	 influx	 was	 on	 the	 decline	 for	 the	 fourth	 year	 in	 a	 row,	 amid	

austerity	and	debt	defaults.	The	World	Bank	recorded	$US	2.3	billion	of	FDI	 inflows	 in	2017,	the	

lowest	 level	 since	2009.	While	oil	 sector	attracted	more	 than	half	of	 the	 influx,	other	 industries	

failed	to	capture	foreign	investors	interest.	

Even	 if	 there	 is	 a	 somewhat	 reduced	 foreign	 direct	 investment	 interest	 in	 the	 face	 of	 overall	

depressed	economy	and	stalled	development	of	gas	megaprojects,	 the	 foreign	 investors	are	still	

primarily	 interested	in	the	country's	mining,	hydrocarbon,	energy,	 logistics,	retail	and	real	estate	

sectors.	 In	 fact,	 the	 main	 drivers	 of	 growth	 are	 still	 mainly	 from	 the	 primary	 sector,	 where	

agricultural	production	has	been	recovering	from	the	effects	of	regional	floods	and	droughts,	and	

the	 extractive	 sector	 as	 it	 experienced	 strong	 growth.	 In	 2017,	 Mozambique's	 leading	 foreign	

investors	 were,	 in	 order,	 the	 United	 Arab	 Emirates,	 Mauritius,	 China,	 Italy,	 the	 United	 States,	

South	Africa,	Portugal	and	Turkey	(Santander,	2018).		
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On	 a	 different	 sphere,	 the	 political	 situation	 remains	 stable	 with	 discussions	 ongoing	 between	

government	and	the	opposition	party	about	decentralization	and	the	demilitarization	process.	The	

government	has	consistently	implemented	reforms,	maintained	sound	economic	policies,	and	put	

in	place	a	privatization	program	for	public	companies,	which	offer	great	opportunities	for	foreign	

investors.		

Nevertheless,	the	country's	business	climate	ranked	138th	out	of	190	and	has	been	losing	places	

steadily	in	recent	years	according	to	the	Doing	Business	report	(World	Bank,	2018).	And,	In	fact,	it	

is	Mozambique’s	 underdeveloped	 and	 spatially	 unbalanced	 distribution	 of	 critical	 infrastructure	

that	represents	the	main	obstacle	to	attract	make	flourish	the	private	sector	of	the	economy.		

INVESTMENT	POLICIES	

In	 general,	Mozambican	 law	does	 not	 establish	 big	 differences	 between	national	 held	 company	

and	a	foreign	held	company.	In	fact,	Mozambique	grants	several	 incentives,	namely	tax	benefits,	

to	 foreign	 investments	 located	 in	 the	 country.	 There	 are	 special	 requirements	 applicable	 to	 a	

foreign	 investor	 as	 further	 detailed	 and	 there	 are	 limits	 imposed	 to	 capital	 repatriation	 under	

Mozambican	law.		

Mozambique's	 Law	 on	 Investment,	 “Lei	 Nº	 3/93,	 dated	 June	 24”,	 and	 its	 related	 regulations	

govern	national	and	foreign	investment	and	dates	from	1993.	Earlier	amendments	were	replaced	

thoroughly	 by	 the	Decree	No.	 43/2009	 in	 August	 2009,	which	 provided	 new	 regulations	 to	 the	

Investment	Law.	In	general,	Mozambican	private	investment	law	does	not	limit	foreign	ownership	

or	control	of	companies.	With	the	exception	of	private	security	companies,	media	companies,	and	

certain	game	and	hunting	concessions,	there	was	no	legal	requirement	that	Mozambican	citizens	

own	shares	of	foreign	investments	until	2011.		

However,	 a	 new	 law	 governing	 public-private	 partnerships,	 large	 scale	 ventures,	 and	 business	

concessions,	 Law	No.	 15/2011,	 often	 referred	 to	 as	 the	 “Mega	Projects	 Law”,	 passed	 in	August	

2011,	 states	 that	 Mozambican	 persons	 should	 participate	 in	 the	 share	 capital	 of	 all	 such	

undertakings	in	a	percentage	ranging	from	5%	to	20%	of	the	equity	capital	of	the	project	company.	
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5.	DATA	AND	MODEL	SPECIFICATION	

In	this	 following	chapter,	 the	data	obtained	and	the	model	specification	are	presented	 in	detail.	

About	the	specification	form,	scholars	 in	general	have	addressed	the	 issue	of	testing	FDI	 inflows	

determinants	 by	 establishing	 a	 baseline	 specification	 to	 control	 for	 important	 macroeconomic	

effects,	and	then	adding	each	of	the	variables	they	want	to	test	in	turn,	which	is	also	the	approach	

used	in	this	study.		

The	countries	in	scrutiny	in	this	study	are	Angola	and	Mozambique	and	the	sample	data	consists	of	

information	from	variables	that	are	dated	from	a	time	span	going	from	the	year	1985	to	2017.	In	

the	 statistical	 model	 the	 dependent	 variable	 is	 foreign	 direct	 investment	 inflows,	 whereas	 the	

independent	variables	can	be	divided	into	two	groups.		

First	 the	 variables	 that	 arose	 from	 the	 literature	 review	 as	 being	 proved	 to	 be	 foreign	 direct	

investment	 determinants,	 such	 as	 nominal	 gross	 domestic	 product	 per	 capita	 measured	 in	 US	

dollars,	real	gross	domestic	product	growth	in	 local	currency	units,	gross	fixed	capital	formation,	

openness	to	trade	measured	as	the	share	of	trade	on	GDP,	commodity	prices	index	and	inflation.	

Second	the	group	of	variables	that	we	want	to	examine	 in	particular	 in	this	study	which	are	the	

political	 risk	 component	 from	 the	 county	 risk	 rating	 by	 the	 PRS	 group,	 while	 excluding	 the	

economic	and	financial	risk	components	of	it,	and	also,	the	dummy	variable	of	investment	policies	

that	represent	the	moment	in	time	which	represents	a	drastic	change	in	the	openness	to	foreign	

capital	in	each	country.	

In	 conclusion,	 to	 study	 foreign	 direct	 investment	 determinants	 in	 Angola	 and	Mozambique	 this	

econometrical	study	focuses	on	this	linear	model:	

	

FDIinflows	=			Ƒ	(Market	Size,	GDPgrowth,	Infrastructure,	Openness,	Commodity,	Inflation,	Political	

Risk,	Investment	Policy)	
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5.1	VARIABLES	

5.1.1	FOREIGN	DIRECT	INVESTMENT	NET	INFLOWS	

The	dependent	variable	that	this	model	intends	to	explain	is	foreign	direct	investment	net	inflows.	

FDI	data	needs	to	fulfill	the	requirement	of	being	made	with	the	intent	to	acquire	a	lasting	interest	

(10%	 or	more	 voting	 stock)	 in	 an	 enterprise,	 and	 also	 the	 requirement	 of	 the	 target	 company	

operating	 in	 an	 economy	 other	 than	 that	 of	 the	 investor.	 These	 data	were	 retrieved	 from	 The	

World	 Bank	 (2018)	 instead	 of	 local	 sources	 for	 the	main	 reason	 of	 credibility	 and	 for	 allowing	

methods	standardization	in	order	to	be	able	to	better	draw	comparisons	between	countries.		

5.1.2	MARKET	SIZE	

The	previous	debated	literature	has	demonstrated	market	size	as	the	most	important	determinant	

of	FDI.	Therefore,	like	the	referenced	work	of	Asiedu	(2006),	this	paper	chooses	the	logarithm	of	

GDP	per	capita	in	current	US	dollars	as	a	proxy	for	the	host	country	market	size.	Size,	measured	by	

the	country’s	population,	by	itself	it	is	not	a	FDI	determinant,	since	it	does	not	necessarily	mean	it	

correspond	to	a	large	market	if	the	population	lacks	enough	purchasing	power.	However,	by	using	

GDP	per	capita,	this	paper	allows	the	model	not	to	fall	into	the	mistake	of	ignoring	poverty,	since	

one	country	may	maintain	its	GDP	intact	but	if	it	allows	for	a	rapid	increase	of	the	population	the	

overall	output	per	capita	and	therefore	the	interest	in	investing	will	fall.	The	data	is	gathered	from	

the	World	Bank	Database	and	the	variable	is	named	Market	Size	(World	Bank,	2018).	

5.2.2	GROSS	DOMESTIC	PRODUCT	GROWTH	

The	market	growth	 rate,	measured	as	 the	 real	 annual	GDP	growth	percentage	 in	 local	 currency	

units,	was	found	as	a	significant	FDI	determinant	and	even	more	in	SSA.	Consequently,	growth	is	

here	 selected	 as	 a	 proxy	 for	market	 potential.	 The	 reason	 behind	 including	GDP	 growth	 at	 the	

same	time	as	already	considering	GDP	per	capita	on	the	model	is	relying	on	the	logic	that	a	market	

with	previous	large	growth	rates	is	expected	to	continue	such	a	trend	of	economic	development,	

and	thereby	being	more	attractive	into	drawing	possible	future	investments.	The	data	is	gathered	

from	the	World	Bank	Database	and	the	variable	is	named	GDPgrowth	(World	Bank,	2018).		
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5.2.3	INFRASTRUCTURE	

In	this	case	the	 infrastructure	 level	 is	measured	by	the	values	of	gross	 fixed	capital	 formation	 in	

current	US	dollars.	In	literature,	there	is	a	lot	of	diversity	for	other	measures	that	serve	as	proxy	

for	 infrastructure	 such	 as	 telephone	 density,	 road	 network	 and	 electricity.	However,	 fixed	 and	

mobile	 telephone	 subscribers	 are	 decreasing	 overall,	 fixed	 broadband	 subscribers	 are	 still	 very	

recent,	 road	network	data	 is	not	 available	while	electricity	 consumption	data	was	discarded	 for	

having	big	missing	data	intervals.	

Nevertheless,	the	use	of	gross	fixed	capital	formation	in	this	research	will	act	as	a	good	measure	

for	 infrastructure	 since	 GFCF	 includes	 land	 improvements,	 plant,	 machinery	 and	 equipment	

purchases,	 the	 construction	of	 roads	 and	 railways,	 schools,	 offices,	 hospitals,	 private	 residential	

dwellings	 as	 well	 as	 commercial,	 industrial	 buildings,	 and	 net	 acquisitions	 of	 valuables	 which	

resembles	a	 good	measure	 for	 a	 country’s	 infrastructure	 structure.	Other	 researchers	have	also	

used	GFCF	as	a	measure	 for	 infrastructure,	as	 for	example	 the	paper	of	Asiedu	and	Lien	 (2011).	

The	 GFCF	 values	 were	 gathered	 from	 the	 World	 Bank	 database	 and	 the	 variable	 is	 named	

Infrastructure	(World	Bank,	2018).	

5.2.4	OPENNESS	TO	TRADE		

The	term	openness	to	trade	is	measured	by	the	ratio	of	the	sum	of	exports	and	imports	of	goods	

and	services	over	the	host	country’s	GDP.	Although	sometimes	a	decrease	in	openness	might	be	

associated	with	more	horizontal	FDI,	The	overall	results	from	past	 literature	 indicate	that	having	

an	open	 economy,	which	 allows	 trade	with	 other	 nations,	 is	 important	 to	 attract	 foreign	 direct	

investments	 in	different	 regions	of	 the	world.	 This	measure	 it	 is	 obviously	 affected	by	 the	 local	

government’s	quotas,	 import	charges,	restrictions	on	franchising,	trade	deals	and	its	consequent	

restrictions	 on	 goods	 and	 services	 coming	 into	 a	 country.	 Here	 the	 trade	 data	 is	 also	 gathered	

from	the	World	Bank	Database	and	the	variable	is	named	Openness	(World	Bank,	2018).	

5.2.5	COMMODITIES	

The	 availability	 of	 commodities	 in	 a	 country	 has	 been	 identified	 as	 an	 important	 variable	

influencing	 inward	 FDI,	 and	 in	 particular	 in	 SSA.	 Then,	 a	 rise	 in	 this	 commodity’s	 price	 would	
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logically	raise	the	interest	of	pursuing	FDI	in	the	host	country’s	commodity	related	sector	directly,	

but	also	indirectly	by	the	improvement	of	the	host	country’s	macroeconomical	environment.	This	

coming	 from	 the	 fact	 that	 a	 raise	 in	 the	 host	 country’s	 exports	 value	 would	 also	 improve	 the	

country’s	 trade	 balance	 and	 current	 account	 balance.	 Additionally,	 increases	 of	 the	 world	

population	 and	 of	 the	 world	 output	 per	 capita	 will	 raise	 the	 demand	 and	 the	 price	 for	

commodities,	making	natural	resources	abundant	countries	more	valuable.	Notwithstanding,	since	

both	countries	produce	different	sets	of	commodities,	the	sources	of	these	variables	are	logically	

different.	

5.2.5.1.	COMMODITY	PRICE	INDEX		

In	the	case	of	Mozambique,	commodity	data	is	based	on	the	non-energy	annual	price	index	from	

the	World	Bank	prices	database.	The	non-energetic	index	is	created	from	a	pool	of	prices	of	raw	

materials,	food,	beverages,	fertilizers,	metals	and	minerals.	This	index	was	selected	due	to	the	fact	

that,	 minerals	 products,	 metals	 and	 food	 related	 products	 represented	 at	 least	 95%	 of	

Mozambique’s	exports	in	2016	(Simões,	Mozambique,	2016).		

5.2.5.2	OIL	PRICE	

In	the	case	of	Angola,	oil	price,	measured	as	the	average	annual	OPEC	crude	oil	price	was	chosen	

as	 commodity	 data	 since	 for	 Angola	 as	 crude	 petroleum	 represents	 alone	 the	 country’s	 main	

export	 since	 the	1970s	and	 it	 accounts	 for	 about	89%	of	 total	 exports	 in	2016	 (Simões,	Angola,	

2016).	Data	was	retrieved	from	Mineralöl	Wirtschafts	Verband	database	(MWV,	2018).	 

5.2.7	INFLATION		

In	this	study,	inflation	serves	as	a	proxy	for	overall	macroeconomic	stability.	It	is	measured	by	the	

annual	percentage	change	in	the	consumer	prices	basket	in	LCU.	Additionally,	inflation	is	normally	

directly	 correlated	 to	 the	 exchange	 rate	 and	 therefore	 is	 an	 important	 decision	 factor	 when	

pursuing	foreign	investments.	In	this	case,	the	data	is	gathered	from	the	World	Bank	Database	and	

the	variable	is	named	Inflation	(World	Bank,	2018).	
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5.2.8	POLITICAL	RISK	RATING	FROM	THE	PRS	GROUP		

The	ICRG	political	risk	rating	is	an	aggregate	of	twelve	variables	that	aim	to	assess	political	stability	

in	the	host	country.	 It	 is	part	of	a	bigger	country	risk	rating	that	also	agglomerates	financial	and	

economical	 risk.	 The	 political	 risk	 rating	 component	 includes	 different	 measures	 about	

government	 stability,	 socioeconomic	 obligations,	 investment	 profile,	 internal	 conflict,	 external	

conflict,	 corruption,	 military	 in	 politics,	 religious	 tensions,	 law	 and	 order,	 ethnic	 tensions,	

democratic	accountability,	 and	bureaucracy	quality.	A	 complete	analysis	on	 the	methodology	of	

the	political	risk	rating	is	provided	in	the	Appendix	II. 	

5.2.9	INVESTMENT	POLICY	

This	variable	takes	the	form	of	a	dummy	variable,	capable	of	assuming	the	value	0	or	1	depending	

on	the	timing	of	a	drastic	relaxation	of	the	investment	policies	laws	in	each	country.	This	variable	

originated	from	the	information	that	surfaced	from	the	study	in	Chapter	5	of	the	historical	private	

investment	policies	background	in	both	Angola	and	Mozambique.		

It	assumes	that	the	decree	“Decreto	nº	43/2009”	from	the	year	of	2009	that	introduces	changes	in	

the	old	private	 investment	 law	“Lei	nº4/93	de	24	de	Junho,	Lei	de	Investimentos”	of	the	year	of	

1993,	and,	simultaneously,	the	introduction	of	the	law	of	fiscal	benefits	“Lei	nº	4/2009,	Código	dos	

Benefícios	Fiscais	”	also	in	the	year	of	2009,	as	the	groundbreaking	policy	change	in	Mozambique.	

On	 the	 other	 hand,	 the	 private	 investment	 law	 “Lei	 n.o	 14/15,	 de	 11	 de	 Agosto,	 Nova	 Lei	 do	

Investimento	 Privado”	 in	 the	 year	 of	 2015	 appears	 to	 be	 the	 biggest	 landscape	 change	 in	 the	

foreign	investments	scene.	

	

5.3	SUMMARY	OF	VARIABLES	

The	initial	step	was	carrying	out	a	preliminary	analysis	of	the	data.	An	overview	of	all	the	variables	

and	their	expected	outcome	on	the	model	 is	presented	 in	Figure	15	 in	Appendix	 I.	Thereafter,	a	

complete	descriptive	statistics	table	that	provides	a	summary	of	the	mean,	median	and	standard	
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deviation	of	the	variables	from	the	two	individual	time	series	data	sets	is	presented	for	Angola	in	

Figure	16	and	for	Mozambique	in	Figure	23	in	Appendix	IV. 

	

5.4	MODEL	SPECIFICATIONS	

The	 first	 proposed	 equation	 includes	 the	 already	 assumed	 important	 macroeconomic	 factors	

capable	 of	 explaining	 FDI.	 The	 second	 equation	 includes	 one	 the	 political	 risk	 rating	 variable,	

whereas	the	third	equation	includes	the	investment	policy	dummy	variable	while	the	fourth	and	

last	equation	includes	all	the	past	variables	mentioned	in	unison.		

Equation	1:  log(FDI𝑖) = δ + β1 Market Size + β2 GDPgrowth + β3 Infrastructure+ β4 Openness 

+ β5 Commodity + β6 Inflation + εt 

Equation	2: log(FDI𝑖) = δ + β1 Market Size + β2 GDPgrowth + β3 Infrastructure + β4 Openness 

+ β5 Commodity + β6 Inflation + β7 Political Risk + εt 

Equation	3:  log(FDI𝑖) = δ + β1 Market Size + β2 GDPgrowth + β3 Infrastructure + β4 Openness 

+ β5 Commodity + β6 Inflation + β7 Investment Policy + εt 

Equation	4: log(FDI𝑖) = δ + β1 Market Size + β2 GDPgrowth + β3 Infrastructure + β4 Openness 

+ β5 Commodity + β6 Inflation + β7 Political Risk + β8 Investment Policy + εt 

 

6.5	STATISTICAL	HYPOTHESIS	

H1:	The	set	of	economic	variables	are	jointly	significant	in	explaining	FDI	inflows.	

H2:	A	lower	level	of	political	risk	rating	is	associated	with	an	increase	of	FDI	inflows.	

H3:	Implementation	of	the	private	investment	laws	is	associated	with	an	increase	of	FDI	inflows.	
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6.	ANALYSIS		

This	chapter	presents	the	main	findings	from	the	different	regression	models.	These	models	were	

used	 to	analyze	data	 relating	 to	FDI	 flows	 into	Angola	and	Mozambique.	Prior	 to	 the	 regression	

models	being	analyzed,	it	was	essential	to	establish	the	precondition	for	both	time	series	data	and	

an	OLS	regression	model.	This	is	ascertained	by	undertaking	the	appropriate	tests.	

	

6.1	PRECONDITIONS	FOR	TIME	SERIES	DATA	AND	OLS	REGRESSION	

This	 research	employs	 time	series	data	analysis	 techniques	 to	 infer	on	the	relationship	between	

FDI	inflows	and	the	other	independent	variables.	In	time	series,	the	results	will	most	likely	provide	

a	 spurious	 relationship	 if	 the	data	 is	non-stationary.	 Therefore,	data	must	be	held	 stationary	as	

well	as	obey	other	time-series	properties.	Having	stationary	data	 implies	the	mean	and	variance	

are	constant	over	 time	and	the	value	of	covariance	between	two	time	periods	depends	only	on	

the	 distance	 between	 the	 two-time	 period	 and	 not	 the	 actual	 time	 at	 which	 the	 covariance	 is	

computed.	In	order	to	check	for	stationarity	nature	of	the	data,	all	the	variables	were	visualized	on	

a	two-way	graph.	Then,	a	unit	root	test	was	performed	on	each	variable	data	set	as	proposed	by	

Dickey	 and	 Fuller	 (1979).	 A	 summary	 of	 the	 unit	 root	 tests	 from	 Angola’s	 data	 is	 presented	 in	

Figure	18	and	for	Mozambique’s	data	is	in	Figure	25	in	Appendix	IV.	

With	the	non-stationary	series,	cointegration	analysis	has	been	used	to	examine	whether	there	is	

any	long	run	relationship	exists	between	the	variables.	In	short,	cointegration	basically	means	that	

one	 or	 more	 linear	 combinations	 of	 the	 variables	 under	 analysis	 are	 stationary	 even	 though	

individually	they	are	not.		Engle	and	Granger	(1987)	cointegration	methodology	follows	a	two-step	

estimation.	 The	 first	 step	 generates	 the	 residuals	 and	 the	 second	 step	 employs	 generated	

residuals	to	estimate	a	regression	of	 first	differenced	residuals	on	 lagged	residuals.	According	to	

Engel	and	Granger	(1987),	if	the	variables	were	found	to	be	cointegrated	with	one	another,	they	

would	 not	 drift	 apart	 over	 time	 and	 the	 long	 run	 combination	 amongst	 the	 non-stationary	

variables	could	be	established.		
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Moreover,	a	necessary	condition	for	the	use	of	this	cointegration	technique	is	that	two	variables	

under	consideration	must	be	 integrated	of	 the	same	order	 (Bilgili,	1998).	However,	according	to	

Hansen	and	 Juselius	 (1995),	 to	 find	cointegration	between	a	bigger	set	of	variables,	only	 two	of	

the	variables	have	to	be	 I(1),	which	means	 integrated	of	order	1.	 It	 is	plausible	that	a	stationary	

variable	might	a	priori	play	an	important	role	in	a	hypothetical	cointegration	relation,	for	instance,	

an	 inflation	rate.	The	results	of	the	cointegration	Engel	Granger	test	for	Angola	are	presented	in	

Figure	19	and	in	Figure	26	for	Mozambique	in	Appendix	IV.	

Furthermore,	In	order	to	show	that	the	ordinary	least	squares	(OLS)	method	estimator	is	the	best	

unbiased	estimator	for	the	time	series	data,	a	set	of	five	assumptions	must	be	satisfied.	The	first	

three	assumptions	are	necessary	to	demonstrate	that	this	estimator	is	unbiased,	in	other	words,	it	

provides	an	estimate	that	is	centered	on	the	true	population	of	the	parameter	being	estimated.	

The	first	assumption	is	linearity	of	the	parameters.	The	regression	must	be	linear	in	its	parameters,	

meaning	 all	 terms	 in	 the	 model	 are	 either	 the	 constant	 or	 a	 parameter	 multiplied	 by	

an	independent	variable.	Nevertheless,	this	assumption	is	flexible	as	it	allows	the	variables	to	take	

on	 arbitrary	 functions,	 such	 as	 natural	 logarithm	 and	 squares.	 The	 first	 assumption,	 which	 is	

linearity	of	the	parameters,	is	therefore	satisfied.		

The	second	assumption	refers	to	the	fact	that	the	error	term	has	a	population	mean	of	zero,	and	

thus there	is	no	expected	error	in	the	regression	function.	This	is	not	accomplished	if,	for	example,	

there	are	systematically	positive	or	negative	errors	of	measurement	in	measuring	the	dependent	

variable.	We	assume	that	 this	assumption	 is	not	violated	since	the	model	 includes	a	constant	 in	

the	regression	thereby	forcing	the	mean	of	the	residuals	to	equal	zero. 

The	 third	 assumption	 is	 that	 all	 independent	 variables	 are	 uncorrelated	 with	 the	 error	 term,	

cov(Xi,εi) = 0.	 If	 an	 independent	 variable	 is	 correlated	with	 the	 error	 term,	we	 could	 use	 the	

former	to	predict	the	error	term,	which	violates	the	notion	that	the	error	term	is	unpredictable.	

This	 assumption	 is	 also	 referred	 to	 as	 exogeneity.	 When	 this	 assumption	 does	 not	 hold,	 the	

independent	variable	correlated	with	 the	error	 term	 is	defined	as	endogenous.	This	assumption	

can	 fail	 for	 several	 reasons,	 such	as	 form	misspecification,	meaning	 the	 functional	model	 is	 not	
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correctly	defined.	Another	cause	is	omitting	a	very	important	factor	that	is	correlated	with	one	of	

the	 independent	 variables.	 The	 cause	 for	 this	 is	 that	 OLS	 incorrectly	 attributes	 some	 of	 the	

variance	that	the	error	term	actually	explains	to	the	independent	variable	instead.	

The	 fourth	 assumption	 is	 no	 serial	 correlation,	 that	 is,	 the	 errors	 in	 two	 different	 periods	 are	

uncorrelated, cov(εi,εj) = 0.	However,	for	the	econometric	analysis	of	time	series	data,	assuming	

that	the	errors	are	 independently	distributed	over	time	 is	unrealistic.	This	 is	 logically	possible	to	

happen	in	the	model	because,	unobserved	factors	that	affect	FDI	inflows	are	likely	to	stick	for	the	

next	 time	 period	 too.	 In	 this	 case,	 the	 presence	 of	 lagged	 values	 of	 the	 dependent	 variable	 as	

regressors	was	avoided,	since	an	OLS	estimation	of	an	autoregressive	distributed	lag	model	would	

yield	biased	coefficient	estimates.	If	the	error	term,	εt,	is	autocorrelated,	then	the	OLS	will	also	be	

an	inconsistent	 estimator.	 A	 Breusch-Godfrey	 test	 for	 autocorrelation	 for	 Angola	 data	 set	 is	

presented	in	Figure	20	and	for	the	Mozambique	data	set	on	Figure	27	in	Appendix	IV	

The	fifth	assumption	is	homoscedasticity,	that	is,	given	any	value	of	the	independent	variables,	the	

variance	of	the	error	term	is	equal	or	observations	of	the	error	term	are	uncorrelated	with	each	

other.	 If	 this	 is	not	 the	 case,	 the	variance	 is	 said	 to	be	heteroscedastic.	 The	Breusch-Pagan	 test	

shows	the	presence	of	heteroskedasticity	or	not	in	in	Figure	21	for	Angola	data	set	and	in	Figure	

28	for	Mozambique	data	set	in	Appendix	IV.	

The	 sixth	 assumption	 is	 that	 there	 is	 no	 perfect	 collinearity.	 In	 other	 words,	 no	 independent	

variable	is	a	perfect	linear	function	of	other	explanatory	variables.	It	is	essential	to	note	that	this	

assumption	 does	 allow	 the	 independent	 variables	 to	 be	 correlated:	 it	 only	 rules	 out	 perfect	

correlation	 between	 variables.	 Similarly,	 nonlinear	 functions	 of	 the	 same	 variable	 are	 also	

permitted,	 since	 they	 are	 not	 exact	 linear	 functions.	 More,	 a	 high	 level	 value	 of	 correlation	

between	 the	 dependent	 variable	 and	 any	 of	 the	 explanatory	 variables	 does	 not	 count	 as	

multicollinearity.	

To	test	for	this	sixth	assumption,	a	multicollinearity	matrix	was	created	for	the	Angolan	variables	

in	Figure	21	and	for	Mozambican	variable	in	Figure	28.	Also	about	multicollinearity	it	is	acceptable	

as	a	rule	of	thumb	that	 if		 the	variable	 inflation	factor	 is	bigger	than	10,	then	multicollinearity	 is	
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high.	 For	 this	 reason,	 a	 table	with	 the	 variable	 inflation	 factors	 test	has	been	 run	 for	Angola	 as	

demonstrated	in	Figure	22	and	for	Mozambique	in	Figure	29	in	Appendix	IV.	

In	conclusion,	it	is	important	to	state	that	this	linear	model	should	produce	residuals	that	have	a	

mean	of	zero,	have	a	constant	variance,	and	that	the	residuals	are	not	correlated	with	themselves	

or	with	other	variables. If	these	assumptions	manage	to	hold	true,	the	OLS	procedure	will	create	

the	best	possible	estimates.		

	

6.2	ANGOLA	FDI	INFLOWS	MODEL 

The	 preliminary	 findings	 from	 the	 correlation	 matrix	 on	 Figure	 21	 show	 that	 the	 level	 of	

correlation	between	all	 of	 the	explanatory	 variables	 is	 low	or	moderate	except	 for	 the	 value	of	

correlation	between	commodity	price	and	GDP	per	capita	which	amounts	to	0.8923.	Nevertheless,	

this	 study	 will	 proceed	 to	 include	 both	 variables	 in	 the	 time	 series	 regression	 analysis	 since	 a	

further	analysis	of	the	variable	inflation	factors	show	that	the	first-difference	variables	used	in	the	

regression	model,	that	were	created	after	performing	the	Augmented	Dickey-Fuller	and	the	Engle-

Granger	test,	were	no	longer	correlated.	

As	part	of	the	preliminary	analysis	for	the	regression	model,	the	errors	of	the	specified	equations	

were	tested	for	heteroskedasticity	with	the	Breusch-Pagan	Test	and	in	all	equations	the	residuals	

were	homoscedastic.	Equally	important,	the	presence	of	serial	correlation	in	the	regression	model	

was	investigated	with	Breusch-Godfrey	test	and	there	was	no	presence	of	serial	correlation.	

H1:	The	set	of	economic	variables	are	significant	in	explaining	FDI	inflows.	

Based	on	researched	literature,	it	was	anticipated	that	results	of	this	research	would	significantly	

explain	 FDI	 inflows	 in	 Angola.	 However,	 the	 results	 from	 the	 regression	model	 show	 individual	

insignificant	 relationships	 between	 FDI	 flows	 in	 Angola	 and	 the	 level	 of	 independent	 variables.	

Also,	the	very	high	p-value	(0.6047)	for	the	F-test	statistic	for	the	overall	model	significance	shows	
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that	the	results	are	also	jointly	insignificant.	The	value	of	the	constant	term	is	significant	but	this	

result	without	the	presence	of	a	significant	independent	variable	cannot	be	well	interpreted.	

It	would	be	expectable	 that	 the	 level	 of	market	 size,	market	 growth,	 infrastructure,	 commodity	

price	and	openness	would	positively	affect	the	level	of	FDI	inflows	and	the	level	of	inflation	would	

negatively	 affect	 the	 value	of	 FDI	 inflows.	Nevertheless,	 even	 if	 the	 coefficients	of	 both	Market	

Size	and	Openness	to	trade	are,	in	fact,	positive,	all	the	other	coefficients	of	the	economical	set	of	

variables	show	a	different	sign	than	expected	beforehand.	Moreover,	the	level	of	the	coefficient	of	

determination	 is	 overall	 low	 (0.1550)	 and	 the	 adjusted	 coefficient	 of	 determination	 is	 even	

negative	(-0.0478).	

Therefore,	 we	 cannot	 reject	 the	 null	 hypothesis	 and	 we	 cannot	 assume	 the	 set	 of	

macroeconomical	variables	created	were	able	to	significantly	explain	FDI	inflows	in	Angola.	

H2:	A	lower	level	of	political	risk	rating	is	associated	with	an	increase	of	FDI	inflows.	

The	findings	from	past	literature	anticipated	that	results	of	this	research	would	most	likely	to	show	

a	positive	and	significant	relationship	between	the	level	of	political	risk	rating	(political	stability)	in	

Angola	 and	 the	 amount	 of	 FDI	 flows	 received.	 This	 seems	 logical	 since,	 for	 example,	 political	

instability	 defies	 contract	 viability,	 profit	 repatriation	 and	 increases	payment	delays	 and	 foreign	

sanctions.	 However	 the	 political	 risk	 rating	 coefficient	 is	 positive	 (0.0067775)	 but	 insignificant	

(P>|t|	 =	 0.827)	 and	 the	 variable	has	 a	 bigger	 standard	 error	 value	 than	 the	 value	of	 the	 actual	

coefficient.	Furthermore,	even	if	the	coefficient	of	determination	increased	in	comparison	to	the	

first	 equation	 model,	 the	 adjusted	 coefficient	 decreased,	 and,	 therefore,	 not	 justifying	 the	

addition	of	the	political	risk	rating	variable	to	the	overall	model.	

On	 a	 different	 perspective,	 the	 insignificance	 of	 political	 risk	 on	 FDI	 could	 also	 imply	 that	 this	

variable	may	not	be	so	important	for	many	foreigners	making	investment	decisions	in	the	Angola.	

As	an	example,	Angola	 like	other	countries	 in	Africa,	has	been	through	a	very	 long	civil	war	and	

consequently	had	a	very	low	level	of	political	risk	rating	(there	was	political	instability),	but,	even	

so,	has	managed	to	be	at	some	point	in	time	of	the	biggest	receivers	of	FDI	inflows	in	Africa.	This	

finding	 must	 be	 mainly	 associated	 the	 abundance	 of	 valuable	 natural	 resources.	 Furthermore,	
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another	 explanation	 to	 this	 fact	 might	 be	 that	 the	 benefits	 that	 foreign	 investors	 gain	 from	

investing	in	these	countries	vastly	outweigh	to	be	greater	than	the	political	risk	that	they	have	to	

bear	with.	In	fact,	MNCs	always	have	the	option	of	taking	political	risk	insurance	in	the	case	of	it	

being	available.	

Anyhow,	with	these	results,	we	cannot	reject	the	null	hypothesis	and	we	cannot	assume	the	level	

of	political	risk	rating	positively	and	significantly	explains	FDI	inflows	in	Angola.	

H3:	Implementation	of	the	private	investment	laws	is	associated	with	an	increase	of	FDI	inflows.	

It	was	anticipated	by	the	 literature	review	that	results	of	 this	research	would	 indicate	a	positive	

significant	relationship	between	the	relaxation	of	FDI	barriers	to	invest	and	FDI	flows.	For	example,	

The	 decrease	 in	 the	 necessary	 local	 business	 partner	 ownership	 stake	 would	 expect	 to	 attract	

higher	 volumes	 of	 foreign	 investments.	 Nevertheless,	 even	 if	 the	 private	 investment	 law	 2015	

dummy	 variable	 coefficient	 was	 positive	 (0.2500208),	 it	 had	 a	 higher	 standard	 error	 value	

(0.287196)	and,	unfortunately	it	was	statistically	insignificant	(P>|t|	=	0.393).	In	addition,	even	if	

the	coefficient	of	determination	increased	in	comparison	to	the	first	equation	model,	the	adjusted	

coefficient	decreased,	suggesting	 the	model	would	be	better	off	without	 the	Private	 Investment	

Law	dummy	variable.		

In	 conclusion,	 we	 cannot	 reject	 the	 null	 hypothesis	 and	 we	 cannot	 assume	 the	 new	 private	

investment	law	of	2015	represented	significant	increase	of	FDI	inflows	in	Angola.	All	the	rest	of	the	

OLS	coefficient	results	among	other	test	statistics	are	represented	in	the	following	Figure	31.	

	

6.3	MOZAMBIQUE	FDI	INFLOWS	MODEL	

The	 preliminary	 findings	 from	 the	 correlation	 matrix	 on	 Figure	 28	 show	 that	 the	 level	 of	

correlation	between	all	of	the	independent	variables	is	moderate	or	somewhat	high.	Since	the	rule	

of	the	thumb	is	to	define	the	presence	of	collinearity	if	the	value	of	correlation	is	bigger	than	0.8,	

then	the	level	of	correlation	between	Market	Size	and	Infrastructure	(0.8692)	denoted	presence	of	
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collinearity,	 as	 well	 as	 the	 value	 between	 Infrastructure	 and	 Openness	 to	 Trade	 (0.8648).	

Nevertheless,	 instead	 of	 dropping	 the	 variable	 Infrastructure	 from	 the	model,	 it	was	 chosen	 to	

keep	this	same	set	of	variables	because	the	variance	inflation	factors	of	the	first	differences	of	the	

variables,	 that	were	also	created	after	performing	the	appropriate	Augmented	Dickey-Fuller	and	

the	Engle-Granger	test,	showed	no	signs	of	multicollinearity	as	the	mean	VIF	value	was	2.54.	

	

VARIABLES 

EQUATION	1 EQUATION	2 EQUATION	3 EQUATION	4 

FDII	 FDII	 FDII	 FDII	

CONSTANT	 14.12639*** 13.97214*** 14.30173*** 14.08861*** 

MARKET	SIZE	 .5910733 .6209826 .5914393 .6340989 

GDPGROWTH	 -.0096566 -.0107516 -.0100923 -.0116705 

INFRASTRUCTURE	 -.4313806 -.4159279 -.4514761* -.4302253 

COMMODITY		 -.0062293 -.0064816 -.0044511 -.0047417 

OPENNESS	 .0045358 .0050897 .0049466 .0057524 

INFLATION	 .000057 .0000468 .000067 .0000528 

POLITICAL	RISK	 - .0067775 - .0096634 

PRIVATE	INVESTMENT	

LAW	2015	

- - .2500208 .2597482 

R2	 0.1550 0.1567 0.1809 0.1843 

ADJUSTED	R2	 -0.0478 -0.0892 -0.0580 -0.0994 

PROB	>	F	 0.6047 0.7208 0.6277 0.7286 

DW	TEST	 1.375703 1.387456 1.433597 1.455037 

ADF	residuals	
(TEST	STATISTIC)	

-6.163***  -3.948*** -4.025*** -4.067*** 

Figure	32.	OLS	regressions	results	for	Angola	
Notes:	Significance	level:	*	p<0.1;	**	p<0.05;	***	p<0.01.		
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As	part	of	 the	preliminary	analysis	 for	 the	 regression	model,	also	 in	 the	Mozambique’s	case	 the	

errors	of	the	specified	equations	were	tested	for	heteroskedasticity	with	the	Breusch-Pagan	Test,	

and	 in	all	equations	the	residuals	were	homoscedastic.	Equally	 important,	 the	presence	of	serial	

correlation	in	the	regression	model	was	also	investigated	with	Breusch-Godfrey	test	and	there	was	

no	presence	of	serial	correlation.	

H1:	The	set	of	economic	variables	have	are	significant	in	explaining	FDI	inflows.	

Similarly	to	Angola,	it	was	anticipated	that	results	of	this	regression	would	significantly	explain	FDI	

inflows	 in	 Mozambique,	 however,	 the	 results	 from	 the	 regression	 model	 show	 individual	

insignificant	relationships	between	FDI	flows	in	Angola	and	the	independent	variables	except	for	

inflation,	 if	we	allow	a	 confidence	 level	of	 just	90%.	Nevertheless,	 the	 inflation	variable	has	 the	

contrary	coefficient	sign	to	what	was	predicted	in	advance.		

All	the	other	variables	have	the	expected	coefficient	sign	except	for	the	commodity	index	variable,	

which	appears	in	the	regression	output	with	a	suggested	negative	effect	on	FDI	inflows.	However,	

jointly	 the	 independents	 variables	 are	 still	 insignificant	 in	 explaining	 FDI	 inflows,	 even	 if	 the	 P-

value	of	the	F-test	statistic	is	already	comparatively	lower	(P>|F|	=	0.1903).	Also,	when	comparing	

to	 the	other	model,	 the	Mozambique’s	case	presents	a	 level	of	 the	coefficient	of	determination	

that	 is	 somewhat	 higher	 (0.2768)	 and	 the	 adjusted	 coefficient	 of	 determination	 is	 not	 negative	

anymore	(0.1032).	

Even	 still,	 we	 cannot	 reject	 the	 null	 hypothesis	 and	 we	 cannot	 assume	 the	 jointly	 set	 of	

macroeconomical	variables	created	are	able	to	significantly	explain	FDI	inflows	in	Mozambique.	

H2:	A	lower	level	of	political	risk	is	associated	with	an	increase	of	FDI	inflows.	

Unlike	the	findings	that	the	literature	suggested,	the	coefficient	of	the	political	risk	rating	variable	

for	explaining	Mozambique’s	FDI	inflows	is	negative	(-0.0173269),	thereby	suggesting	that	political	

stability	has	the	effect	of	reducing	overall	income	of	foreign	investment.	Additionally,	this	result	is	

statistical	 insignificant	 (P>|t|	 =	 0.252),	 as	 well	 as	 it	 still	 is	 the	 joint	 significance	 of	 the	 overall	

model.	
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When	 adding	 the	 political	 risk	 rating	 variable	 to	 the	 model,	 the	 coefficient	 of	 determination	

slightly	 increases	 to	 the	 value	 of	 0.3160,	 while	 the	 adjusted	 also	 increases.	 Curiously,	 in	 the	 second	

equation	 specification,	 the	 value	 of	 coefficient	 of	 the	 inflation	 variable	 becomes	 significant	 at	 95%	

confidence	level.		

In	fact,	as	referred	in	the	literature	review,	it	is	still	plausible	to	argue	that	inflation	might	have	a	positive	

effect	 in	attracting	FDI	to	emerging	markets,	 if	 it	 is	accompanied	with	a	devaluation	of	the	 local	currency	

exchange	 rate.	 In	 that	 case	 the	 value	 of	 local	 assets	 would	 be	 cheaper	 to	 foreign	 investors,	 and	 local	

companies	would	increase	their	export	capacity,	what	would	logically	attract	more	FDI	inflows.	

Even	so,	with	these	results,	we	cannot	reject	the	null	hypothesis	and	we	cannot	assume	the	level	

of	political	risk	rating	positively	and	significantly	explains	FDI	inflows	in	Mozambique.	

H3:	Implementation	of	the	private	investment	laws	is	associated	with	an	increase	of	FDI	inflows.	

Once	again,	the	literature	affirms	that	the	liberalization	of	FDI	laws	and	regulations	is	a	significant	

determinant	 in	 competing	 for	 foreign	 capital.	Nevertheless,	 in	 this	model,	 the	 coefficient	of	 the	

Private	 Investment	 Law	has	a	positive	 coefficient	but	 is	highly	 insignificant	 (P>|t|	=	0.993).	One	

different	 argument	 to	 explain	 this	 result	would	 be	 to	 refer	 that	 the	 initial	 relaxation	of	 the	 FDI	

restrictions	already	occurred	with	the	Mozambican	1993	private	investment	law.	Additionally,	the	

coefficient	of	determination	 in	 this	equation	model	 slightly	 increases	 in	 comparison	 to	 the	 first,	

however	 the	 adjusted	 coefficient	 decreased,	 therefore	 suggesting	 that	 this	 FDI	 inflows	 model	

would	also	be	better	off	without	the	Private	Investment	Law	dummy	variable.		

In	conclusion,	we	cannot	reject	the	null	hypothesis	and	we	cannot	assume	the	new	set	of	private	

investment	and	fiscal	benefit	laws	of	the	year	of	2009	represented	any	significant	increase	of	FDI	

inflows	in	Mozambique.	All	the	rest	of	the	OLS	coefficient	results	among	other	test	statistics	are	

represented	in	the	following	Figure	32.	

6.4	VALIDITY	OF	THE	MODELS	

An	acceptable	rule	of	thumb	to	detect	if	these	statistical	models	suffer	from	spurious	regressions	

is	 having	 a	 R2	 value	 from	 the	 regression	 output	 bigger	 than	 the	 Durbin-Watson	 statistic.	 This	
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occurs	for	every	equation	in	both	models,	therefore	validating	the	model.	Another	way	to	discover	

if	 the	 variable	 relationship	 proposed	 by	 the	model	 is	 spurious	 is	 to	 check	 for	 unit-root	 on	 the	

residuals	of	the	regression,	which	is	also	discarded	for	every	equation	in	both	models.	

	

VARIABLES 

EQUATION	1 EQUATION	2 EQUATION	3 EQUATION	4 

FDII	 FDII	 FDII	 FDII	

CONSTANT	 -.0305792 -.04216 -.0310358 -.0277293 

MARKET	SIZE	 .9949141 1.08206 .9973264 1.007357 

GDPGROWTH	 .0051521 .0063732 .0051418 .0067876 

INFRASTRUCTURE	 .0439045 .0267066 .0436226 .0350181 

COMMODITY	INDEX	 -.0097677 -.0078439 -.0097559 -.0081191 

OPENNESS	 .005936 .0060913 .0059299 .0063015 

INFLATION	 .0038969* .004256** .0039074 .003929* 

POLITICAL	RISK	 - -.0173269 - -.0183576 

PRIVATE	INVESTMENT	

LAW	2009	

- - .0010211 -.0338146 

R2	 0.2768 0.3160 0.2768 0.3182 

ADJUSTED	R2	 0.1032 0.1165 0.0658 0.0811 

PROB	>	F	 0.1903 0.1882 0.2873 0.2731 

DW	TEST	 1.746047 1.736604 1.745832 1.740956 

ADF	residuals	
(TEST	STATISTIC)	

  -3.503*** -5.196***  -5.156*** -5.208*** 

Figure	32.	OLS	regressions	results	for	Mozambique	
Notes:	Significance	level:	*	p<0.1;	**	p<0.05;	***	p<0.01.		
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7.	CONCLUSION	

The	main	objective	of	this	paper	was	to	investigate	what	determines	foreign	direct	investments	in	

Angola	and	Mozambique	 from	both	 the	multinational	 companies	and	 the	national	 governments	

perspective.	 By	 doing	 that,	 there	 was	 also	 a	 need	 to	 analyze	 what	 were	 the	 effects	 of	 recent	

political	developments,	such	as	changes	in	political	regime,	private	investment	policy	stances	and	

business	environment	risk	changes.	Ultimately,	by	understanding	what	scares	the	MNCs	away	and	

what	draws	them	to	invest	in	emerging	markets,	a	purpose	of	this	research	was	also	to	be	able	to	

identify	and	prescribe	investment	policies	individually	and	in	particular	for	both	countries	in	order	

to	enhance	FDI	inflows.		

However,	in	light	of	the	results	that	were	achieved,	the	temptation	is	now	to	say	that	assessing	

levels	 of	 policy	 risk,	 and	 establishing	 private	 investment	 incentives	 for	 MNCs	 is	

superfluous	 and,	 in	 the	 end,	 these	 factors	 don’t	 interfere	 with	 the	 outcome	 of	 the	

investment	 flows.	 However,	 the	 literature	 shows	me	 differently.	One	 other	peculiarity	 is	

that	 these	 two	 countries	might	 be,	 in	 fact,	 special	 cases	 that	 aren’t	 appropriate	 to	 be	

rationally	 explained.	 This	 is	 referring	 to	 the	 curious	 example	 of	 Angola	 oil	 dependence	

and	war	history.	

In	fact,	there	were	many	circumstances	that	interfered	with	and	limited	the	expected	course	and	

outcome	of	 this	 research,	as	 is	 the	 case	of	 lack	of	data	availability	 for	 these	 two	countries.	 The	

financial	 and	 economical	 risk	 components	 of	 the	 ICRG	 rating	 and	 the	 Global	 Competitiveness	

Report	 variables	 from	 the	 World	 Economic	 Forum	 would	 otherwise	 serve	 as	 good	 source	 for	

institutional	 characteristics	 and	 therefore	would	 further	enhance	 the	quality	of	 the	quantitative	

research	that	was	performed.		

In	addition,	the	inability	to	be	in	contact	with	the	companies	present	in	these	African	markets	was	

preponderant	to	not	be	able	to	complete	the	risk	management	survey	that	I	intended	to	realize	in	

the	first	place.	Inevitably,	for	a	bigger	contribution	to	the	literature	there	is	also	need	to	evaluated	

sector-specific	 FDI	 flows	 to	 differentiate	 the	 causal	 relationship	 with	 different	 sectors	 and	

industries	with	the	rest	of	the	independent	variables.	
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