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ABSTRACT
Developing countries among others have come increasingly to see the important role of
foreign direct investment (FDI) in economic development, growth and employment.
Thus, most of these countries have undertaken various policy incentives to attract FDI.
Zambia has not been left out in this struggle to attract FDI. However, despite having a
liberal trade policy with minimal restrictions on international transactions and a free
exchange rate policy with no capital controls, Zambia’s FDI inflows have not changed
significantly in the last twenty years, exhibiting sharp declines and rises in specific years
and accounting for only a negligible share regionally.
The ultimate objective of this study is to identify and examine the major factors
determining inflows of FDI in Zambia over the period of 1990 to 2011. In doing so, the
study reviews both FDI empirical and theoretical literature to identify potential
determinants of FDI. An analysis of Zambia’s investment climate relative to other
countries is also done. This brings out many important determinants of FDI and Zambia’s
competitiveness regionally and globally. Using time series data, an empirical model using
the ordinary least squares (OLS) technique is then estimated to establish the significance
and relevance of the potential FDI determinants to Zambia. Various diagnostic tests are
also carried out to ensure robustness of results.
The analysis of Zambia’s investment climate relative to other countries reveals that
Zambia’s business environment, governance, infrastructure quality and macroeconomic
environment does not compete fairly with its peers regionally. There is room for
improvement to create a much more attractive investment climate that will be able to
compete regionally and globally. The empirical analysis results found the major
determinants of FDI in Zambia to be resource availability, trade openness, infrastructure
development and macroeconomic fundamentals such as real effective exchange rate.
One implication of the overall findings is that, FDI in Zambia is not only driven by
factors such as natural resources in as much as it has been concentrated in the Mining
sector. Lack of diversification could actually be among the reasons for the instability of
FDI flows. Another implication of the findings is that, determinants that are significant in
one country may not be significant in another. Also, the mere location of a country, for
instance a country located in Africa, does cloud investor perceptions even in a politically
stable environment due to traits associated with the regional location.
The study supports an appropriate strategy that will attract investment that helps to
exploit the country’s rich resource base in a sustainable manner, promote diversification
and to expand export capacity by taking advantage of privileged market access
opportunities. This means addressing the infrastructural constraints and stabilizing
macro-economic fundamentals such as interest rates, exchange rate and inflation, which
are essential for enhancing Zambia’s prospects for both domestic and foreign investment.

iv

To
My Family and Friends

v

ACKNOWLEDGEMENT
I would like to express my heartfelt thanks to my supervisor, Professor V. Seshamani for
his guidance throughout my work. I would also like to thank Dr C. Ng’andwe and
Professor Ndulo for reading through my work. To DrMphuka, I shall always be thankful
for the guidance and analytical skills imparted in me. I further extend my thanks to the
department of Economics staff at the University of Zambia, in particular the Head of
department DrMasiye, and all staff members for their support and encouragement. My
appreciation also goes to Bank of Zambia (BOZ) for their sponsorship in the postgraduate
programme.
Special thanks go to my best friend and confidant, Chibwe Francis for his academic and
moral support throughout my study. I would also like to thank my dear friends and
colleagues who helped me in one way or the other during my postgraduate study.
To my family, I’m extremely grateful for their prayers and encouragement. I would like
to thank in particular, my mother, Ruth Chisha, my brothers Mabvuto and James, my
niece Nampito as well as my beloved sister Lina. Their love shall always be cherished.
Most importantly, I would like to thank my God for giving me the Grace to undertake
this Masters programme. To Him be all the glory and honor.

vi

TABLE OF CONTENTS
LIST OF TABLES .............................................................................................................. x
LIST OF FIGURES ............................................................................................................ x
LIST OF ACRONYMS ..................................................................................................... xi
CHAPTER ONE ................................................................................................................. 1
1. INTRODUCTION....................................................................................................... 1
1.1. Background to the Study .......................................................................................... 1
1.2. Definition and types of FDI ..................................................................................... 3
1.3. Statement of the Problem ......................................................................................... 5
1.4. Objectives of the study ............................................................................................. 7
1.4.1. General Objective .............................................................................................. 7
1.4.2. Specific Objectives ............................................................................................ 7
1.5. Statement of Hypotheses: ......................................................................................... 8
1.6. Significance of the Study ......................................................................................... 8
1.7. Organization of the study ......................................................................................... 9
CHAPTER TWO .............................................................................................................. 10
2. ZAMBIA’S FDI TREND ANALYSIS, SECTORAL DISTRIBUTION AND
INVESTMENT CLIMATE........................................................................................... 10
2.1. Global and regional trends of FDI.......................................................................... 10
2.2. Brief Background of Zambia’s FDI inflows .......................................................... 12
2.3. Specific FDI Measures in Zambia.......................................................................... 15
2.4. Sectoral distribution and country sources of FDI in Zambia ................................. 16
2.5. Zambia’s investment climate relative to other African countries .......................... 20
2.5.1. Business Environment ..................................................................................... 20
2.5.2. Economic Freedom .......................................................................................... 22

vii

2.5.3. Governance indicators ..................................................................................... 24
2.5.4. Global competitiveness.................................................................................... 26
CHAPTER THREE .......................................................................................................... 27
3. LITERATURE REVIEW.......................................................................................... 27
3.1. FDI Theories .......................................................................................................... 27
3.1.1. The Eclectic (OLI) Paradigm of international production............................... 28
3.1.2. Resource based theory ..................................................................................... 29
3.2. Review of Empirical Research ............................................................................... 30
CHAPTER FOUR ............................................................................................................. 38
4. METHODOLOGY AND DATA DESCRIPTION ................................................... 38
4.1. Empirical Model Specification and Justification ................................................... 38
4.2. Description, Measurement and analysis of variables ............................................. 39
4.2.1. Inflation (inl).................................................................................................. 39
4.2.2. Real effective exchange rate (reer) ................................................................ 40
4.2.3. GDP growth rate (gdp) ................................................................................... 40
4.2.4. Trade Openness (to) and terms of trade (tot) ................................................. 40
4.2.5. Natural resource availability (nrs) .................................................................. 41
4.2.6. Infrastructure development (infr) ................................................................... 41
4.3. Data type and Sources ............................................................................................ 42
4.4. Estimation Procedure ........................................................................................... 42
4.4.1. Unit Root Tests ................................................................................................ 43
4.4.1.1. Dickey Fuller and Augmented Dickey- Fuller Test .................................. 43
4.4.2. Cointegration test ............................................................................................. 43
4.4.2.1. Testing Cointegration in a Single Equation Error Correction Model ....... 44
CHAPTER FIVE .............................................................................................................. 45
viii

5. PRESENTATION AND DISCUSSION OF THE EMPIRICAL ANALYSIS ......... 45
5.1. Introduction ............................................................................................................ 45
5.2. Time Series Properties of the Data......................................................................... 45
5.2.1. Descriptive statistics ........................................................................................ 45
5.2.2. Unit root test .................................................................................................... 46
5.2.3. Cointegration Test ........................................................................................... 47
5.2.4. Diagnostic test results ...................................................................................... 48
5.2.4.1. Test for multicollinearity .......................................................................... 48
5.2.4.2. Heteroscedasticity ..................................................................................... 48
5.2.4.3. Model specification ................................................................................... 49
5.2.4.4. Test for normality ..................................................................................... 50
5.2.4.5. Test for serial correlation .......................................................................... 50
5.3. Discussion of Results ............................................................................................. 50
CHAPTER SIX ................................................................................................................. 54
6. CONCLUSION AND POLICY RECOMMENDATIONS ...................................... 54
6.1 Limitations of the Study .......................................................................................... 57
APPENDICES .................................................................................................................. 58
APPENDIX A: FIGURES ............................................................................................ 58
APPENDIX B: TABLES .............................................................................................. 59
REFERENCES .............................................................................................................. 60

ix

LIST OF TABLES
Table 2.1: World Bank’s business ranking index, 2012 ............................................ 21
Table 2.2: index of Economic freedom, 2012 ........................................................... 24
Table 2.3: Governance indicators for selected African countries, 2011 ................... 25
Table 5.1: Descriptive statistics of the data ............................................................... 45
Table 5.2: ADF test results ........................................................................................ 46
Table 5.3: Regression Estimation results .................................................................. 47
Table 5.4: multicollinearity test results ..................................................................... 48
Table 5.5: Link test results for model specification .................................................. 49
Table 5.6: Durbin’s alternative test for autocorrelation ............................................ 50
Table 1: Single equation ECM Results...................................................................... 59

LIST OF FIGURES
Figure 2.1: Global FDI inflows billions of dollars, 2007-2011 ................................. 11
Figure 2.2: Foreign Direct investment inflows (1990-2011) ..................................... 14
Figure 2.3: Sectoral distribution percentage of FDI inflows 2007-2011 ................... 19
Figure 1: graph for homoscedasticity test.................................................................. 58
Figure 2: Kernal density graph for the residuals ....................................................... 58

x

LIST OF ACRONYMS

ACP

African Caribbean and Pacific

ADF

Augmented Dickey-Fuller

AGOA

Africa Growth and Opportunity Act

BIT

Bilateral Investment Treaty

BOZ

Bank of Zambia

COMESA

Common Market for Eastern and Southern Africa

EBA

Everything But Arms

ECM

Error Correction Model

EU

European Union

FDI

Foreign Direct Investment

FNDP

Fifth National Development Plan

GDP

Gross Domestic Product

GNP

Gross National product

GSTP

Global System of Trade Preferences among developing countries

HIPC

Highly Indebted Poor Country

ICRG

International Country Risk Guide

ICSID

International Centre for the Settlement of Investment Disputes

IDR

Issuer Default Ratings

IMF

International Monetary Fund

LDCs

Less Developed Countries
xi

LMIC

Lower Middle-Income Country

LUSE

Lusaka Stock Exchange

MIGA

Multilateral Investment Guarantee Agency

MNC

Multinational Company

MNE

Multinational Enterprise

OECD

Organization for Economic Co-operation and Development

OLI

Ownership Location Internalization

OLS

Ordinary Least Squares

PCA

Principal Component Analysis

SADC

Southern Africa Development Community

SEECM

Single Equation Error Correction Model

SNDP

Sixth National Development Plan

SSA

Sub Saharan Africa

UNCITRAL

United Nations Commission on International Trade Law

UNCTAD

United Nations Conference on Trade and Development

ZDA

Zambia Development Agency

xii

CHAPTER ONE
1. INTRODUCTION
1.1. Background to the Study
With the movement of economies towards a global village, the world has come to
recognize that foreign direct investment (FDI) is an essential part of an open and
effective international economic system. In addition to the vast benefits of FDI which
include employment, technology and skill transfer, FDI also serves as a non-debt
creating capital flow that can help bridge resource gaps. Thus, most developing
countries among others are competing with each other to attract significant amount of
FDI.This has led to most developing countries adopting different promotional policies
such as liberalizing trade regimes, establishing special economic zones and offering
incentives to the foreign investors.
Zambia has not been left out in the struggle to attract FDI into the country. With the
opening up of the Zambian economy in the 1990s, FDI has been responsive to Zambia’s
liberalization policies and to the recent trends in world commodity prices. FDI inflows
prior to 1990 are simply incomparable to the inflows years later. The increase can
principally be explained by the implementation of a privatization programme which by
2002, left only 27 state owned enterprises unsold from a total of the 284 previously state
owned enterprises (UNCTAD, 2006). Although only 29 percent of the privatized
companies were acquired through FDI, in value terms, foreign investment dominated
the privatization programme, mainly through joint ventures. FDI in Zambia has mainly
been in mining, energy, manufacturing and agro-business companies. In addition,
investments have been largely in copper and cobalt extraction and greenfield
investments in the agricultural sector (in particular horticulture and floriculture
production) and in tourism (ibid). FDI has thus contributed modestly to diversifying
exports and modernizing services, notably in telecommunications and tourism. Its
strongest impact has been in transferring skills and knowledge in the horticulture and
tourism sectors.
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However, the above painted picture does not imply that all is well. It is evident that
Zambia has recorded some increases of FDI in nominal terms over the past years, but
the percentage Zambia gets out of the total FDI inflows to Sub Sahara region is so
negligible. Moreover, the inflows have been inconsistent and unstable. For instance,
between 2000 and 2002, SSA accounted for 84 percent of the total FDI inflows to
Africa. Of this 84 percent, South Africa, Angola and Nigeria accounted for 65 percent,
leaving only 19 percent to be shared among the remaining SSA countries (World Bank,
2004). What are the determinants of FDI inflows to Zambia? This is the key question
that characterizes this study to understand this unstable FDI situation.
Various studies have shown that the relative importance of FDI determinants is likely to
vary between different types of FDI, that is, resource-seeking, market-seeking and
efficiency-seeking FDI (Dunning, 1993). Furthermore, the relative importance of FDI
determinants may change over time, for instance due to globalization. Factors that have
been brought out as determinants of FDI in developing countries include: Political and
macroeconomic stability, infrastructure quality, governance, regulatory environment,
openness to trade and investment promotion strategies (UNCTAD, 1998). However, it
is important to note that even though these factors have been empirically proven to be
FDI determinants, some determinants may apply to some regions but not others. For
instance, Asiedu (2002), reports that on average, countries in SSA receive less FDI than
other regions by virtue of their geographical location. However, it is important to note
that even when factors apply to a particular region, they may not be applicable to a
specific country within that region.
While some countries are endowed with natural resources, others have implemented
attractive policies and created a more business friendly environment compared to others
while some are yet to actually take off. Over the years, Nigeria and Angola have been
two of the most successful countries because of their resource richness in oil. Despite
their unstable political and economic environments, they still are the leading recipients
of FDI in SSA, Angola topping the list (UNCTAD, 2011). So postulating that there has
been an “increase” in FDI inflows to “developing countries” over the years actually
masks the true regional and country distributions on the ground. The reality is that the
2

larger percentage of these increases accrues to specific regions and specific countries
within those regions. It can also be revealing to compare Mali and Mozambique with
countries such as Kenya and Cameroon, which have been much less successful in
attracting FDI in spite of larger local markets and abundant natural resources. This is
because these two countries have established a reputation of high corruption and lack of
transparency (ibid).
China for instance has for long been deemed a country with dictatorial
tendencies(Dupasquier & Osakwe, 2005). However, in contrast to most findings
concerning good governance, China is an example of a developing country that has
become the second largest FDI recipient in the world, after the United States, and the
largest host country among developing countries(UNCTAD,2011). Inflows to China,
the largest recipient of FDI inflows in the developing world, amounted to US$106
billion by 2010, recording an 11 percent increase from the previous year and
maintaining its position as the second largest recipient of the world (ibid). The Chinese
example of maintaining its position to date from the 1990s in attracting FDI suggests
that democracy may not be as important as strong government control, a stable social
order and consistent economic policies.
It is thus clear that determinants of foreign direct investment vary from region to region
and also among the countries within those regions. Therefore, in as much as other
determinants are recognized, determining the strength of a particular FDI factor in a
country is critical if proper policies are to be put in place to attract and accelerate FDI
inflows. This study therefore seeks to identify and examine the major factors
determining inflows of FDI in Zambia.
1.2. Definition and types of FDI
Simply defined, an investment made by a company or entity based in one country into a
company or entity based in another country is called foreign direct investment. Entities
making direct investments typically have a significant degree of influence and control
over the company into which the investment is made.
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Therefore, in this study, the guiding criterion of defining FDI is based on the OECD
(1999) definition. Foreign direct investment is defined as an investment that reflects the
objective of obtaining a lasting interest by a resident entity in one economy (direct
investor) in an entity resident in an economy other than that of the investor (direct
investment enterprise). The lasting interest implies the existence of a long-term
relationship between the direct investor and the enterprise and a significant degree of
influence on the management of the enterprise. Direct investment involves both the
initial transaction between the two entities and all subsequent capital transactions
between them and among affiliated enterprises, both incorporated and unincorporated.
OECD (1999) recommends that a direct investment enterprise be defined as an
incorporated or unincorporated enterprise in which a foreign investor owns 10 per cent
or more of the ordinary shares or voting power of an incorporated enterprise or the
equivalent of an unincorporated enterprise. A direct investormay be an individual, an
incorporated or unincorporated private or public enterprise, a government, a group of
related individuals, or a group of related incorporated or unincorporated enterprises. It is
worth noting that the key focus of this study is inward FDI.
Dunning (1993) describes three main types of FDI based on the motive behind the
investment from the perspective of the investing firm. The first type of FDI is called
market-seeking FDI, whose aim is to serve local and regional markets. It is also called
horizontal FDI, as it involves replication of production facilities in the host country
(Lim, 2001:11). Therefore, tariff-jumping or export-substituting FDI is a variant of this
type of FDI. Because the reason for horizontal FDI is to better serve a local market by
local production, market size and market growth of the host economy are important.
A second type of FDI is called resource-seeking:when firms invest abroad to obtain
resources not available in the home country, such as natural resources, raw materials, or
low-cost labour (Loots, 2000). Particularly in the manufacturing sector, when
multinationals directly invest in order to export, factor-cost considerations become
important. In contrast to horizontal FDI, vertical or export-oriented FDI involves
relocating parts of the production chain to the host country. Availability of low-cost
labour is a prime driver for export-oriented FDI. FDI in the resource sector such as oil
4

and natural gas is attracted to countries with plentiful natural endowments. For instance,
FDI to less developed countries such as Chad, Equatorial Guinea, Angola and Sudan
which are resource abundant is mainly in petroleum exploration (Moolman et al., 2006).
The third type of FDI, called efficiency-seeking, takes place when the firm can gain
from the common governance of geographically dispersed activities in the presence of
economies of scale and scope. Efficiency-seeking FDI tends to be located in countries
with skilled, disciplined workforces and good technological and physical infrastructure
(Hawkins and Lockwood, 2001).
The determinants of FDI have been classified differently by many authors. Nunnekamp
(2002) classifies FDI determinants as traditional and nontraditional, Tsai (1991)
classifies them as supply and demand side determinants, Fedderke (2004) classifies
them as policy and non-policy while Ahmed et al (2005) classifies them as push and
pull. However, since 1998, the determinants of host country FDI have been classified
into three groups; these are political factors, business facilitation and economic factors
(UNCTAD, 1998). Nevertheless, it is important to note that a number of FDI
determinants overlap the classifications. Therefore, what is important to this study is
identifying the determinants of FDI that will help implement policies that accelerate
FDI inflows.
1.3. Statement of the Problem
The International Monetary Fund (IMF) has recognized that Zambia now has one of the
most liberal trade regimes in Africa (UNCTAD, 2006). Despite having a liberal trade
policy with minimal restrictions on international transactions and an exchange rate
policy that allows the kwacha to be freely market driven with no capital controls,
Zambia’s FDI inflows have not changed significantly in the last twenty years,
exhibiting sharp declines and rises in specific years (ibid). Moreover, the share that
Zambia gets out of the regional flows is so minimal. By the year 2010, Zambia
accounted for only 4.2 percent of FDI inflows into Southern Africa. The biggest
destinations for FDI, that is, Angola and South Africa, accounted for 83.6 percent of the
total FDI from 2000 to 2009 (MDG report, 2011).
5

Given the various FDI measures that Zambia has put in place, it is clear that Zambia
has some advantages over its peers; for instance, good rankings in terms of political
stability and good business climate as evidenced by the various reforms it has
undertaken in order to make it easier for enterprises to do business. These efforts have
been reflected in Zambia‘s improved ranking on the World Bank‘s ease of doing
business index, moving from 84 in 2009 to 76 in 2010 out of 183 economies (OECD,
2011). Also, Zambia received a sovereign credit rating of B+ with a stable outlook by
Fitch Ratings in March 2011. Moreover, Zambia has been re-classified as a lower
middle-income country (LMIC), an improvement from its previous status of belonging
to the group of less developed countries (LDCs) (ibid). However, despite these
achievements, Zambia still performs way below par compared to its peers. In addition,
Zambia is underperforming relative to the natural resources it’s endowed with. The
quality of its mineral resources is equivalent, if not better, than those found in many
successful mining economies. Now the question is “why” such an unstable FDI
outlook? Well, it’s been observed that several growth drivers in Zambia are cyclical,
that is, commodity prices and harvests, which can decline from time to time given
economic forces (op.cit). Thus, a key challenge is to sustain the high levels of foreign
investment whenever attained, which in turn will spur more domestic investment and
enhance economic diversification.
It has been observed that there has been a shift of FDI inflows to developing and
transition economies which accelerated in 2010. For the first time, these countries
absorbed half of the global FDI (UNCTAD, 2011). However, this growth in FDI
actually masks the true regional and sub-regional distributions. The little percentage that
Zambia gets out of the total FDI flows to Africa is negligible. If we are to attain the
millennium development goals, of which most canbe summed up in two words “poverty
reduction”, clearly Zambia needs to look at supplementary ways of increasing its
finances and reduce its reliance on foreign debts and aids which has had adverse effects
in the past years on its target group it intends to better, that is the poor. Besides, foreign
debt has been inconsistent over the years (Simeo, 2004). Therefore, this source of
funding needs to be supplemented by non-debt capital inflows.
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Domestic investment still accounts for the majority of the total investment in
developing and transition economies (OECD, 2011). As no single type of flow alone
can meet investment needs at the macro level, it is vital to supplement non-FDI flows
with FDI inflows to maximize their development impact. Zambia has for a long time
been relying on foreign debt and aid.However, the attainment of the Highly Indebted
Poor Country (HIPC) completion status in 2005 does not imply Zambia should be
complacent in monitoring its debt stock. Thus, focusing on non-debt creating capital
flows to bridge its regular resource gaps would help avoid trading off viable
investments for debt settlements. The financial sector of Zambia could serve as an
alternative in harnessing domestic financial resources to fund desirable investments
only if it was developed enough (Finscope, 2008). Moreover, the revising of Fitch
ratings on the outlook of Zambia’s long-term foreign and local currency Issuer Default
Ratings (IDR) to negative from stable, shortly after its upgrading to B+ is not good
news for the country. This entails weaker prospects for our major source of funding.
What are the determinants of FDI inflows to Zambia? This is the major question this
study seeks to answer.
1.4. Objectives of the study
1.4.1. General Objective

The ultimate objective of this study is to identify and examine the major factors
determining inflows of FDI in Zambia over the period of 1990 to 2011. In doing so, the
study will make some comparisons with regards to the investment climate of Zambia
with that of some African countries performing better in attracting FDI.
1.4.2. Specific Objectives

The study has two specific objectives outlined below:
i.

To establish the importance of the potential determinants of FDI in Zambia.

ii.

To identify policy implications of the findings

7

1.5. Statement of Hypotheses:
The hypotheses to be tested in the course of this study are stated below:
i.

There is a positive relationship between market size and FDI inflows.

ii.

There is a positive relationship between good infrastructure and FDI inflows.

iii.

There is a Positive relationship between macroeconomic stability and FDI
inflows.

iv.

There is a positive relationship between resource availability and FDI inflows.

v.

There is a positive relationship between openness to trade and FDI inflows

1.6. Significance of the Study
Given the immense benefits that the country can derive from FDI inflows, Zambia is
still lagging behind compared to its peers. There have been numerous studies carried out
on the determinants of foreign direct invest in Africa as well as other regions of the
world, where most of these studies use cross country analyses to determine country
characteristics. However, it is important to note that these results cannot be generalized
to other countries in the region. In Zambia, there is a dearth of studies on country
specific determinants of FDI. To the best of my knowledge, an econometric study has
not yet been done to determine the significance of the postulated constraints of FDI and
the extent to which these variables explain FDI inflows in Zambia.
Moreover, various studies in different regions have yielded different results based on
different factors such as data, variables and methodologies used. This study, in addition
to a comparative analysis will therefore provide an econometric analysis of the
determinants of FDI in Zambia and establish which variables, are actually significant
determinants in Zambia. The results will help identify the critical areas that need
attention to accelerate FDI inflows in Zambia. This study will hence add to Zambia’s
literature on the determinants of FDI in the country and it is hoped that it will provide a
source of reference for policies aimed at attracting FDI into the country. It will also
provide a basis for further research on FDI inflows using other methodologies that will
not be exploited in this study.
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1.7. Organization of the study
The dissertation is organized as follows. Chapter two covers FDI trends, Zambia’s
sectoral distribution of FDI and also give an analysis of Zambia’s investment climate
relative to other countries. The trends include the global and regional trends as well as
Zambia’s FDI trends and sectoral distribution of FDI. This chapter also covers the FDI
measures that are currently in place. The analysis of Zambia’s investment climate
brings out several FDI determinants and gives Zambia’s position on these determinants.
Chapter three provides the literature review that sheds more light on the potential FDI
determinants.Chapter four gives the methodology used in the study. This chapter also
covers the variable selection and estimation procedure. Chapter five covers the
presentation, analysis and discussion of the empirical results. Chapter six finally gives
the conclusion, policy implications and recommendations.
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CHAPTER TWO
2. ZAMBIA’S FDI TREND ANALYSIS, SECTORAL DISTRIBUTION AND
INVESTMENT CLIMATE
This chapter gives an overview of the global and regional trends of FDI inflows. It then
gives a brief background of Zambia’s FDI inflows as well as the sectoral distribution of
FDI over the years.A discussion of Zambia’s investment climate relative to other
countries is also given. This chapter will thus bring out the importance and relevance of
various determinants of FDI in Zambia, especially those not captured by the
econometric model. It will also bring out the major sectors in which FDI has been
concentrated in Zambia. The chapter also includes some FDI measures that are in place.
2.1. Global and regional trends of FDI
Developed countries have accounted for a greater share of global FDI from as far back
as the 1980s. In 1992, global FDI trends declined from US$115billion to
US$111billion. However, in 1993, FDI inflows increased, dominated by developed and
developing countries (UNCTAD, 1995). The growth in FDI was mainly attributed to
increased privatization across regions particularly in SSA. By 1994, the developed
countries’ share of FDI had been reduced to 60 percent and developing countries’ share
increased to 40 percent, these shares have fluctuated since. By 1999, global FDI had
accelerated to US$865billion. However, between 2001 and 2003, global FDI trends
declined, from US$853billion in 2001 to about $651billion in 2002 and US$635billion
in 2003 (UNCTAD, 2003 and 2004). Thereafter, increases were recorded between 2005
and 2006 (UNCTAD, 2005 and 2006). This was attributed to a significant increase in
flows to developing countries and regions in 2004 as well as increased participation of
companies in cross-border mergers and acquisitions.
Following the large FDI trend declines of 2008 and 2009 triggered by the financial and
economic crisis, global FDI inflows rose modestly in 2010.This moderate growth was
mainly as a result of higher flows to developing countries, which together with
transition economies for the first time absorbed more than half of FDI flows
10

(UNCTAD, 2011). In 2011, global FDI increased by 17 percent over the previous year.
Despite this recovery, worldwide FDI is still far from the record high of US$ 1.96
trillion seen in 2007. South
South-East
East Europe and the countries of the former Soviet Union
had the largest gains (30.6 percent), followed by Latin America and the Caribbean (up
to 27.8 percent) and Asia and the Pacific (10 percent increase). Flows into Africa and
the countries of the Middle East declined (UNCTAD
(UNCTAD, 2012).
The decline in FDI inflows to the continent in 2011 was caused largely by the fall in
North Africa; in particular, inflows to Egypt and Libya, due to political instability in
these countries. However,
owever, inflows to Sub
Sub-Saharan
Saharan Africa as a whole recorded an
improvement from US$29
$29 billion in 2010 to US$37
$37 billion in 2011.The continuing rise
in commodity prices and a relatively positive economic outlook for SSA are among the
factors contributing
tributing to th
the turnaround (UNCTAD,, 2012). However, figure 2.1 shows
that despite of some increases in Africa, it still attracts the least FDI inflows regionally.
FDI growth worldwide has been uneven, with patterns varying from one region to
another. In 2000, the develo
developed
ped countries received 81 percent of the global flows. By
2007, its share had fallen to 66 percent. The United States was the largest individual
recipient. Noteworthy among the developing countries were China with inflows of up to
US$124
124 billion and Hong K
Kong, special administrative
strative region of China at US$78.4
US$
billion, followed by Brazil with US$66.66 billion, the Russian Federation with US$50.8
US$
billion, and India, with US$
US$34 billion (UNCTAD, 2011). Figure 2.1 below summarises
the FDI inflows by region from 2007 to 2011.
Figure 2.1: Global FDI inflows billions of dollars, 2007
2007-2011
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2.2. Brief Background of Zambia’s FDI inflows
Foreign direct investment though variably and often besieged by both internally and
externally accustomed government policies and macroeconomic situation, has been
present in Zambia since independence in 1964. One of the initial depressing policy
responses of foreign direct investment inflow to Zambia was its sharp decline just after
the implementation of the 1968 Mulungushi and 1969 Matero reforms. During which
period, Zambia’s economy was state controlled. The Mulungushi reforms were targeted
at the non-mining sector in an attempt to manage its economic sector affairs following
the colonial rule, while the Matero reforms were targeted at the mining sector,
stipulating that mining and non-mining sectors were to surrender 51 percent of their
controlling shares to the state (Osei-Hwedie, 2003). Most of the investors closed down
their companies in discontent of these reforms. Thus, Zambia recorded its worst FDI
inflow in 1970 since independence, which was estimated at -US$297million1.In the
1970s, FDI inflows continued to be low. The government in an attempt to better the
investment prospects implemented the industrial act in 1977 which had “good”
prospects for investors. As a result, FDI inflows improved, graduating from the
negatives and averaging around US$37 millionin the late 1970s and early 1980s (ibid).
With the liberal policies adopted in the 1990s under the stringent IMF and World Bank
supported policies, FDI inflows has taken a positive turn from the socialist path records.
Starting in the mid-1990s, FDI has been concentrated in the mining sector, both in terms
of stocks and flows (UNCTAD, 2006). The second largest sector for FDI is the services
sector, more specifically banking, communications and tourism. In recent years,
agriculture has also been attracting FDI directed mainly at the production of fruit,
flowers, horticultural products, cotton, maize, tobacco and sugar. In addition, the
involvement of FDI in manufacturing is linked mainly to the production of inputs for
the mining sector and food and beverages for the domestic market. FDI is also involved
in the production of cotton yarn and engineering and copper-based products for the
regional market (ibid).

1

Unctad, investment policy review 2006
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Chinese investors are playing a prominent role in developing countries. In Zambia,
when it comes to FDI, the Chinese investors are primarily in the manufacturing and
construction sectors. Zimbabwe has also been a source of recent investment in
agriculture and tourism. Outside mining, British investment is present in tourism,
services, and manufacturing. South African investors have displayed most interest in
recent years in services, particularly in tourism, retail trade and banking (op.cit).
The new liberal policies adopted such as the privatization programme which took full
force in the 1990s saw an increase in FDI flows between 1995 and 2000.Average FDI
inflows increased to US$161 million between this period, peaking to US$207 million in
1997(UNCTAD, 2006). The pick-up in FDI since 2003 is mainly explained by the
commodity price boom, which saw copper prices increase by 80 percent from US$1,560
per metric ton in 2002 to US$2,816 in 2004 (ibid).Thus, it is estimated that the mining
sector attracted more than half the FDI inflows during this period, a time when many
large foreign mining companies entered the country for the production and exploration
of copper and other minerals such as cobalt.
Generally, FDI inflows averaged at US$112.5million from 1991-1995, picked up to
US$161.4million from 1996-2000, dropped to US$71.7million in 2001, rose by
US$231.7million in 2002, and by US$43.6million and US$17million in 2003 and 2004
respectively (op.cit). Backed by the increasing commodity prices, qualification for debt
cancellation under HIPC and expansion in mining, construction, manufacturing,
wholesale and retail trades, and services, the overall effect of these positive changes
seemed to have started paying off. This saw the rise in FDI in 2004.
However, in 2005, a decline of US$7.1million FDI inflows was recorded. In 2006,
things looked somewhat promising for Zambia in that FDI increased to
US$615.8million, and further boomed to US$1323.9million in 2007.This means in this
year, FDI increased eight-fold, reaching US$1.3 billion (UNCTAD, 2011). Various
reasons responsible for this boom in FDI was the HIPC completion attainment in 2005,
spilling over its good effects manifested in the later years as uncertainty in the country
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lessened. Moreover, the year was blessed with good harvests and buoyant demands for
copper.
However, with the global financial crisis of 2007/2008, Zambia failed to sustain the
2007 boom even though the economy proved to bbee rather resilient to the crisis. Despite
not affecting its financial sector, the crisis hit various parts of its real sector, the tourism
sector was adversely affected and Zambia experienced a decline in terms of investment
and trade. Demand for our major export commodity, copper also dropped (ibid). The
Lusaka stock Exchange (LUSE) experienced some capital flight within this period. FDI
thus dropped by US$385.3million,
$385.3million, amounting to US$938.6million
$938.6million in 2008. In 2009, the
economy experienced a quick recovery
recovery,, evidenced by Zambia‘s economy which
continued to grow from 6.4 percent in 2009 to a real GDP growth of 7.6 percent in
2010. A drop of US$244million
$244million in FDI inflows was recorded in 2009. However, an
increase was recorded in 2010 and also in 2011. A picture of the trends of FDI for the
study period (1990-2011)
2011) is depicted in figure 2.2 below
below:
Figure 2.2: Foreign Direct investment inflows(1990
inflows(1990-2011)

FDI inflows (Millions of dollars)
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Source: Author’s graphing using World Bank WDI data

With the stipulated fluctuations of FDI in Zambia, it ggoes
oes to show that the FDI inflows
are not in the least stable. Furthermore, given a period in which the “the right” measures
that are assumed to attract FDI are implemented, an element of stagnancy is exhibited.
So what factors can actually lead to continuo
continuous
us increase in FDI inflows is what is still
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left unanswered, and if at all this situation is not possible, what measures can actually
be taken to prevent unanticipated declines needs to be the starting point to ensure
substantial amounts of FDI inflows into the country.
2.3. Specific FDI Measures in Zambia
There has been a change from the policies adopted in the 1970s which entailed
nationalizations and an escalating role for state enterprises in business. By 1991, the
new government enthusiastically adopted the prescribed IMF and World Bank
macroeconomic policy reforms. This involved the introduction of fiscal policy and
market reforms in order to achieve macro-economic stability and lessen the
government‘s obligation to supply the consumer market under regimes of price controls.
The reforms covered the following areas; abolition of price controls, liberalization of
interest rates, abolition of exchange rate controls, a hundred percent repatriation of
profits, free entry investment in virtually all sectors of the economy, privatization of
state-owned enterprises, trade reforms aimed at simplifying and harmonizing the tariff
structure, and removal of quantitative restrictions on imports and improvements to the
general investment climate (OECD, 2011). These reforms were designed to introduce a
market-based and private sector-driven economy, rather than the state-dominated
economic system that prevailed. Various pieces of legislation were enacted and
statutory institutions created to implement the reforms. This changed approach resulted
in some complementary reforms including the 1993 Investment Act with liberal
provisions for FDI. Even so, there remain momentous legal and administrative hurdles
to investment. FDI issues have been now governed by the 2006 Zambia Development
Agency (ZDA) Act, which has replaced the Investment Act. The following summarizes
the specific FDI measures (UNCTAD, 2006).
Entry and establishment: Under the ZDA Act which was passed in May 2006, foreign
investors are allowed to invest in any activity open to the private sector. The investors
are required to apply for their licenses, of which upon granted, are subject to renewal
every ten years, which is not transferable without the ZDA’s approval.
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Treatment and protection of FDI: The ZDA Act has no provisions specific to foreign
investors on the standards of treatment. Thus, it does not mention national treatment for
foreign investors. However, additional guarantees for foreigners are contained in the
bilateral investment treaties (BITs). In terms of protection of foreign investors, Zambia
is a member of the Multilateral Investment Guarantee Agency (MIGA); this has served
as a positive signal to foreign investors. In addition, in international practice, there are
four conditions for expropriation; public interest, due process, non-discrimination and
prompt, adequate and effective compensation. In terms of repatriation and convertibility
rights, the ZDA Act provides guarantees for rights of repatriation with respect to profits,
debt service, fees, royalties and disinvestment proceeds.
Foreign exchange controls and trade permits: There are no controls on the transfer of
capital in and out of the country; this is because the foreign exchange control Act was
repealed in 1994. Moreover, export permits are now no longer required.
Dispute settlement:Zambia’s investment dispute settlement has immensely improved
since 1991.There is now international arbitration rights for investors covered by BITs.
This is also covered under the 2000 arbitration Act. Zambia is a signatory to the 1958
New York Convention; it has signed the United Nations Commission on International
Trade Law (UNCITRAL) model law and is also a member of the International Centre
for the Settlement of Investment Disputes (ICSID). This entails that where international
arbitration is used; the resulting arbitral award is obligatory and must be enforced in
Zambia.
Regional and international investment agreements: Zambia is now a member of
several multilateral agreements on investment, notably, the Washington Convention,
which put in place ICSID (since 1970), and MIGA (since 1988). In addition, Zambia is
a signatory to the African Caribbean and Pacific (ACP) countries and the European
Union Co-operation Agreement, dating back to 1975 when the first Lomé convention
was signed. Zambia ratified the Cotonou Agreement in April 2002.
2.4. Sectoral distribution and country sources of FDI in Zambia
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On the whole, FDI has been concentrated in the mining sector, both in terms of stocks
and flows, since the mid-1990s. It is estimated that the mining sector attracted more
than half the FDI inflows during this period, a time when many large foreign mining
companies entered the country for the production and exploration of copper and other
minerals such as cobalt (UNCTAD, 2006). By the end of 2011, in terms of stocks, the
mining sector continued to dominate and stood at US$7,800.7million, manufacturing
was second at $805.7million, followed by information and communication at
US$644.2million and wholesale and retail trade at US$452.4million respectively.
During the first half of 2012, the major source countries of FDI stock were Australia,
Canada, United Kingdom (UK), China, Netherlands and British Virgin Islands who
collectively accounted for US$8,899.0 million, representing 81.5 percent of Zambia’s
stock of FDI2.
In 2001, Zambia was mostly a recipient of FDI from outside than from within the
region. The main source countries (United Kingdom, Netherlands and South Africa)
represented 70 percent of Zambia's FDI. African countries (mostly South Africa and
Zimbabwe) made up only 13 percent. Zambia also received insignificant amounts of
FDI from Mauritius, Namibia and Kenya. FDI went mostly into the finance (26
percent), mining (17 percent), manufacturing (13 percent) and agriculture (12 percent)
sectors, that is, it went beyond primary industries. By region, FDI mainly went to the
Lusaka(50 percent of total) and Copperbelt province (45 percent) areas. The Southern
region received comparatively little foreign investment.
As figure 2.3 shows, in 2007, FDI inflows were concentrated in the mining sector; this
was the case in 2009, 2010 and 2011, accounting for 59 percent, 45.7 percent, 65.3
percent and 74.3 percent respectively. This implies that FDI inflows have been
increasing in the mining sector. In 2007, the bank and non-bank institutions accounted
for 8.4 percent inflows, the UK being the main source country. The manufacturing
sector accounted for 8.2 percent in the same year and increased its share to 35.6 percent
in 2009, taking second place. However, this share reduced to 21.4 percent in 2010,
2

All the statistics and information on the sectoral distribution and country sources are obtained from the
“foreign private investment and investor perception in Zambia” reports for 2001,2008, 2010, 2011 and
2012.
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dominated by South Africa and France as source countries. The involvement of FDI in
manufacturing is linked mainly to the production of inputs for the mining sector and
food and beverages for the domestic market. Chinese investors are playing a prominent
role in this sector and the construction sector. Whole sale and retail trade accounted for
6.1 percent in 2007, and 8.1 percent in 2009 and reduced to 6.0 percent in
2011.Investments were from Mauritius and Switzerland. Also in 2007, transport and
communication sector accounted for 5.1 percent to FDI inflows, driven by South Africa
and Saudi Arabia. This share improved to 10.3 percent in 2010 and reduced to 3.2
percent in 2011. Tourism, construction agriculture and real estate have been receiving
the least share in the FDI inflows. For instance in 2007, tourism

accounted for one

percent, construction 0.7 percent, agriculture 0.3 percent and real estate 0.2 percent. By
2011, agriculture, forestry and fisheries improved to 2.5 percent and construction to 3.0
percent, though this share is still quite small.
In 2010, other sectors such as financial and insurance institutions, whole sale and retail
trade and real estate sectors had net outflows with zero inflows, largely reflecting huge
loan repayments to affiliated enterprises during the period. In 2011, financial insurance
and manufacturing also recorded net outflows with zero inflows whilst in 2009, bank
and non-bank institutions and the agriculture sector had net outflows with zero inflows,
also reflecting loan repayments to affiliated enterprises during the period. The sectoral
FDI distribution shows that higher inflows have been recorded in the mining sector
compared to other sectors. This implies an inclination of FDI flows to the mining sector.
With other sectors recording zero inflows in some years; there is dire need for
diversification to increase and sustain FDI inflows in the country. Figure 2.3 below
shows the sectoral distribution of FDI inflows for the years 2007, 2009, 2010 and 2011.
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Figure 2.3: Sectoral
al distribution percentage of FDI inflows 2007
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2.5. Zambia’s investment climate relative to other African countries
Three major factors that impact on a country’s capacity to attract FDI flows include the
following: The policy framework (such as economic and political stability, trade and tax
policies, privatization and so on); economic determinants; and extent of business
facilitation in the host country (UNCTAD, 1998). Economic determinants are classified
according to the motives of foreign investors, that is, market-seeking, resource/assetseeking and efficiency-seeking. This discussion will thus bring out the importance and
relevance of various determinants of FDI in Zambia.
Investment climate in a broader sense involve both the foreign investment regime and
the general investment environment. The former deals with the rules governing foreign
investment and specific incentives for investors; and the latter encompasses various
considerations impinging on investment decisions such as political stability,
macroeconomic environment and attitudes of host countries towards foreign enterprise
participation (Athukorala, 2009).
2.5.1. Business Environment

According to the World Bank’s ease of doing business index, SSA is the region with the
least business-friendly environment. The doing business index ranks 183 countries in
the world according to the ease of doing business in each economy. The index is based
on ten areas of regulation: for starting a business, dealing with construction permits,
getting electricity, registering property, getting credit, protecting investors, paying
taxes, trading across borders, enforcing contracts and resolving insolvency. The lower
the ranking, the more conducive the environment is for doing business. In 2010, Zambia
ranked 76th out of 183 countries in terms of ease of doing business. South Africa
ranked 34 while Angola ranked 163 in the same year. In 2009, Zambia was at 84, South
Africa at 32 and Angola at 164 (World Bank, WDI 2011). Table 2.1 below shows the
business rankings of some SSA countries in 2012. Various studies have brought out the
importance of having a good business environment to attract investors. South Africa’s
rank, 39 in the world and second in sub Saharan Africa is far better and has been

20

consistently better than Zambia’s, whose rank deteriorated to 94 in the world and eighth
in SSA region. Clearly this position is not good relatively in a competitive environment.
The amount of FDI that comes to the African region is quite minimal and is shared
among so many countries. Therefore, the relative business environment of Zambia may
contribute to the amount of FDI inflows attracted into the country. There are exceptions
such as Nigeria and Angola for instance, whose business rankings have been far worse
than Zambia’s, consistently for some years. However, these countries have been known
to attract a significant amount of FDI from the regional flows (UNCTAD, 2011). This
goes to show that determinants of FDI may be quite different for countries.Some
countries are blessed with resources and have strong factors that offset the unfriendly
business climate, but it is imperative not to neglect such factors as a determinant
especially in countries that are not as “Lucky” as others. Zambia’s FDI instability and
fluctuations could also be due to the fact that investors tend to compare the business
climates of various countries besides other factors that attract them, and relatively, the
“best” country tends to attract more inflows.
Table 2.1: World Bank’s business ranking index, 2012
Rank
Ease of
in sub
Doing
Economy
Sahar SB C
E RP
Business
an
Rank
Africa

GC PI

PT

TAB EC RI

Mauritius
S. Africa
Rwanda

19
39
52

1
2
3

2
6
1

8
1
15

1
31
2

4
10
5

9
1
4

2
1
3

1
4
3

1
10
32

8
13
3

3
9
37

Botswana
Ghana

59
64

4
5

11
14

27
40

10
3

3
2

9
4

5
5

5
11

24
7

11
5

1
18

Seychelles
Namibia
Zambia
Uganda
Kenya
Nigeria
Liberia
Angola

74
87
94
120
121
131
149
172

6
7
8
9
10
14
22
35

16
25
7
28
23
18
5
41

6
5
36
22
3
11
25
24

28
7
32
22
36
42
29
17

7
40
14
21
37
46
43
24

39
7
2
7
2
4
13
22

9
13
13
24
16
9
29
9

2
18
7
12
33
30
6
29

2
20
30
33
25
29
19
36

14
4
15
19
30
16
37
46

4
2
13
5
14
15
33
35

Source:www.doingbusiness.org/rankings (World Bank group data)
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Note: The ten areas of regulation are: SB =for starting a business, C=dealing with construction permits,
E=getting electricity, RP=registering property, GC=getting credit, PI= protecting investors, PT= paying
taxes, TAB=trading across borders, EC-=enforcing contracts and RI-=resolving insolvency.

2.5.2. Economic Freedom

Economic freedom is defined as the condition in which individuals can act with
autonomy while in the pursuit of their economic livelihood and greater prosperity
(defining economic freedom, 2014). An environment that is free and allows people to
prosper attracts foreign direct investors whose aim is also to flourish and profit from
their businesses. Economic freedom has been linked in various studies to investment,
economic growth, income levels, and poverty rates. We look at Zambia’s economic
freedom relatively using the index of economic freedom.
The index of economic freedom is a project established by the Heritage Foundation and
The Wall Street journal that aims to provide a reliable measure of economic freedom for
every economy in the world. The index was created in 1995 based on ten freedom
categories that determine the overall economic freedom score for each country. The
index of economic freedom takes a broad and comprehensive view of country
performance, measuring ten separate areas of economic freedom. Some of the aspects of
economic freedom that are evaluated are concerned with a country’s interactions with
the rest of the world, for instance, the extent of an economy’s openness to global
investment or trade.
The ten categories are: business freedom, trade freedom, fiscal freedom, government
spending, monetary freedom, investment freedom, financial freedom, property rights,
freedom from corruption, and labor freedom. Each of the ten categories is composed of
additional quantifiable measures, such as inflation, GDP, tariff rate and so on, with an
annual score from Zero to one hundred. The ten scores are then equally weighted and
averaged in order to obtain the overall economic freedom score of each country.
Business freedom is a category that evaluates the ability to start, operate, and close a
business in the country being examined. Labor freedom offers a quantitative review of
the legal and regulatory framework of a country’s labor market. Fiscal freedom attempts
to measure the tax burden imposed by the government while the government spending
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score aims to evaluate the level of government spending as a percentage of GDP.
Freedom from corruption is a category that tracks the existence and extent of corruption
and its impact on economic freedom. The monetary freedom score gives an assessment
of price stability and the price control measures that are necessary to maintain it. Trade
freedom as a category reflects the effect of tariffs and non-tariff barriers on the
country’s imports and exports. Investment freedom

offers a qualitative approach to

estimating the constraints on the flow of domestic and foreign investment capital. The
financial freedom category measures the efficiency and independence of the financial
sectors of countries based on five categories: the extent of government regulation of
financial services, the degree of state intervention in the financial sector through direct
and indirect ownership, the extent of financial and capital market development, the
government influence on the allocation of credit, and the openness to foreign
competition. Finally, property rights category aims to assess the extent to which the
country’s laws protect private property and the degree to which these laws are
effectively enforced by the judiciary and the government.
Zambia’s index of economic freedom overall score for 2012, as shown in table 2.2
below was 58.3, ranking seventh in SSA and 96 in the world. An overall score below 50
represents repressed, 50-60 represents mostly unfree, 60-70 moderately free, 70-80
mostly free and 80-100 free. This score implies most components are in the mostly
unfree and repressed zone. Zambia however, scored third highest in SSA on trade
freedom, with Mauritius and Namibia in first and second place respectively. However,
its score on freedom from corruption is repressed. Again on the overall score, there are
exceptions such as Angola for instance whose overall score was 46.7 and investment
score of 35, falling in the repressed zone, yet has been attracting significant FDI into the
country. South Africa’s overall score fell in the moderately free zone, and Nigeria’s was
in the mostly unfree zone despite attracting more FDI than Zambia and also other
African countries ranking better on this index. Zambia’s score shows that there is room
for improvement on the freedom from corruption, labor freedom, investment freedom,
financial freedom and property rights.
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Table 2.2: index of Economic freedom, 2012

Country

overall
score

PR

FC

FF

GS

BF

LF

MF

TF

IF

Fin.
F

Mauritius

77

65

54

91.9

83.4

78.7

70.4

78.3

87.9

90

70

Botswana
South
Africa

69.6

70

58

78.3

53.7

69.1

70.2

72.4

79.7

75

70

62.7

50

45

70.7

71.9

75.8

57.3

75

76.3

45

60

Namibia

61.9

30

44

65.7

73

70.8

85

74.4

86.5

50

40

Uganda

61.9

30

25

80.4

93

49.1

87.9

74.6

73.6

45

60

Ghana

60.7

50

41

81.9

48.3

62.9

62.9

66.9

67.8

65

60

Zambia

58.3

30

30

73.3

84.9

61.2

51.1

64.9

82.3

55

50

Kenya

57.5

30

21

77.7

75.3

61.7

63.3

79.1

66.7

50

50

Nigeria

56.3

30

24

84.3

72.3

55.6

80.6

72

63.9

40

40

53

50

48

76

59.6

62.3

58

67.4

33.4

45

30

Liberia

48.6

30

33

76.6

74.8

55.9

50.6

71.8

53.8

20

20

Angola

46.7

20

19

84.1

53.2

45.5

43.9

61.2

65.2

35

40

Seychelles

Source: www.heritage.org/index/ranking
Note: PR=property rights, FC=freedom from corruption, FF=fiscal freedom, GS=government spending,
BF=business freedom, LF=labor freedom, MF=monetary freedom, TF=trade freedom, IF=investment
freedom and Fin F=financial freedom

2.5.3. Governance indicators

Good governance is said to have a positive effect on growth and investment. The six
dimensions of governance include; control of corruption, rule of law, regulatory quality,
voice and accountability, political stability and government effectiveness (Kaufman,
Kraay & Mastruzzi, 2010). The corruption variable reflects the degree of corruption
within the political system. It covers actual or potential corruption in the form of
nepotism, excessive patronage and bribery. The rule of law reflects the impartiality of
the legal system and the extent to which the rule of law is enforced. Voice and
Accountability reflects perceptions of the extent to which a country's citizens are able to
participate in selecting their government, as well as freedom of expression, freedom of
association, and a free media. Political Stability reflects perceptions of the likelihood
that the government will be destabilized or overthrown by unconstitutional or violent
means. Government effectiveness reflects perceptions of the quality of public services,
the quality of the civil service and the degree of its independence from political
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pressures, the quality of policy formulation and implementation, and the credibility of
the government's commitment to such policies. Regulatory quality reflects perceptions
of the ability of the government to formulate and implement sound policies and
regulations that permit and promote private sector development. All the six variable
ratings range from -2.5 (weak) to 2.5 (strong governance performance).
Table 2.3 shows the performance of some African countries on the governance
indicators. Zambia’s score on all the dimensions is negative except for its score on
political stability.Political instability causes uncertainty and is therefore said to be
negatively related to FDI inflows. Zambia has enjoyed relative political stability since
its independence in 1964. However, this does not mean it is free from the effects of the
political instability in Africa and especially some of its neighbors. Moreover, Africa in
general has been associated with wars and political instability, therefore, the location
already possess a disadvantage for many African countries and tends to cloud investor’s
perceptions. Except for South Africa, Botswana, Namibia and Mauritius, all the
countries score negative values on all the dimensions of governance. Zambia and
Mozambique however have positive values on only one dimension, political stability.
These statistics show that African countries are not performing well in terms of
governance and this factor cannot be disputed when it comes to investors making
decisions in which countries to invest.
Table 2.3: Governance indicators for selected African countries, 2011
Pol.
country
V& A Sta.
Gov. Eff. Reg.Qua. Rule Law
-1.17
-0.33
-1.15
-1.1
-1.23
Angola

Cont .of.
Corr.
-1.36

South Africa
Zambia
Uganda
Nigeria
Namibia
Mozambique
Malawi

0.57
-0.2
-0.54
-0.76
0.33
-0.15
-0.26

0.02
0.47
-1.1
-1.94
0.89
0.27
-0.07

0.37
-0.65
-0.51
-1.12
0.06
-0.55
-0.43

0.44
-0.43
-0.11
-0.69
0.08
-0.4
-0.7

0.1
-0.47
-0.41
-1.25
0.19
-0.56
-0.18

0.03
-0.51
-0.9
-1.14
0.22
-0.41
-0.39

Kenya
Botswana
Mauritius

-0.23
0.42
0.75

-1.31
1.04
0.88

-0.54
0.53
0.76

-0.16
0.5
0.84

-1.01
0.66
0.86

-0.92
0.97
0.62

Source: www.govindicators.org
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Note: Governance indicator: V&A=Voice and Accountability, Pol.sta= Political Stability and Absence of
Violence/Terrorism, Gov. Eff.=Government Effectiveness, Rule Law= Rule of law Reg.Qua.=Regulatory
Quality,and cont. of. corr. = control of Corruption

2.5.4. Global competitiveness

African countries have not been competing fairly well in terms of global
competitiveness. The global competitive index covers over 140 economies. It is based
on twelve pillars; institutions, infrastructure, macroeconomic environment, health and
primary education, higher education and training, goods market efficiency, labor market
efficiency, financial market efficiency, technological readiness, market size, business
sophistication and innovation. For 2010-2011 for instance, SSA’s top four were, South
at rank 54, Mauritius ranked 55, Namibia 74 and Botswana 76 (global competitiveness
report, 2010-2011). Zambia ranked 115 out of 139 countries. South Africa’s
performance according to its rankings on many pillars especially market size pillar and
financial market development are very impressive relative to other African countries.
The quality of institutions has a strong bearing on competitiveness and it influences
investment decisions. Zambia’s overall rank on infrastructure pillar was 118 (score of
2.6 out of 7), and South Africa 63, which was also low despite being rated as good by
regional standard. Clearly such a rank for Zambia means there is much room needed for
improvement in Zambia’s quality of infrastructure to be able to attract more FDI
inflows to the country.From the regional comparison of global competitiveness,
Zambia’s competitive advantage was on a negligible number of a few components of
the 12 pillars (World Economic Forum:global competitiveness report, 2010-2011).
The discussion of Zambia’s investment climate has thus brought out several important
factors that determine FDI. The discussion has shown that there is need for
improvement in our business environment and governance, infrastructure quality,
macroeconomic environment, regulatory framework in the labor market, investment
freedom, and financial freedom and property rights in order to create a much more
attractive investment climate that will be able to compete regionally and globally.

.
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CHAPTER THREE
3. LITERATURE REVIEW
FDI has been of growing interest over the years especially in developing countries.
Many studies carried out have recognized that FDI actually supplements the most
dominant type of investment in every country, that is, domestic investment. Its
significance became apparent following the Second World War, and became more
eminent following the global crises experienced in the mid 1970s and 1997/1998. The
idea and recognition was that FDI would serve as a supplementary source of financing
given the decline in external debt that shortly followed the crises. This chapter therefore
discusses FDI theories and various empirical studies that have been carried out on the
determinants of FDI.
3.1. FDI Theories
A popular conceptualization of, and theoretical framework for FDI determinants is the
“eclectic paradigm” attributed to Dunning (1993, 2001). It provides a framework that
groups micro- and macro-level determinants in order to analyze why and where
multinational companies (MNCs) invest abroad.Therefore, in explaining FDI theories,
the aim is to identify determinants of FDI and how each of the factors impacts on FDI.
The (OLI) eclectic paradigm of Dunning and resource based theory are discussed.There
are many theories which attempt to explain the determinants of FDI which have been
serving as significant steps towards the advancement of an orderly framework for the
surfacing of FDI. However, the capacity of most of these theories to serve as a selfcontained general theory, which could explain all types of FDI such as outward as well
as inward FDI at the firm, industry, and country level, has been questioned in the works
of various scholars such as Agarwal (1980), Parry (1985) and Itaki (1991).
Nevertheless, the theories serve the purpose of identifying the potential determinants of
FDI.
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3.1.1. The Eclectic (OLI) Paradigm of international production

The eclectic paradigm can be traced as far back as the 1950s (Dunning, 2001). Professor
Dunning, through his works, under the themes of ownership and location advantages,
internalization, and international location of economic activity, came up with a theory
incorporating the three different themes, that is, ownership, location and internalization.
This has become to be famously known as the OLI eclectic paradigm of international
production. Eclectic theory attempts to answer the question of why a firm would want
to produce in a foreign location instead of exporting or entering into a licensing
arrangement with a local firm (Lim 2001:10). According to this theory, three conditions
need to be satisfied if a firm or multinational enterprise (MNE) is to engage in foreign
direct investment.
Ownership advantage (O): The ownership advantage postulates that in order for a firm
to engage in international production, it must have a comparative advantage over other
firms. This advantage can be in form of, monopoly advantages in the form of privileged
access to markets through ownership of natural limited resources, patents or trademarks;
technology, as well as economies of large size such as economies of learning,
economies of scale and scope and greater access to financial capital.
Internalization advantages (I): Given the ownership advantages that firms have, it must
be beneficial to use these advantages rather than let them loose (for instance, sell them).
This was in line with Hymer (1976). This internalization advantage therefore refers to
the choice between accomplishing expansion within the firm and selling the rights off
for expansion of other MNEs.
Location advantages (L): According to Dunning (2001), the extent to which firms
choose to locate the activities outside their national boundaries will depend on the
profitability. That is to say, it must be more profitable to use these ownership
advantages they have in combination with at least some factor inputs located abroad;
otherwise, they should be exported. Therefore, location advantages pertain to the
question as to whether expansion for the firms is best attained at home or abroad.
Location specific factors include; political stability, government policies, investment
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incentives and disincentives, infrastructure, institutional framework (commercial, legal,
bureaucratic), cheap and skilled labour, market size and growth, macroeconomic
conditions and natural resources. These factors are very crucial in attracting inward FDI
in Zambia and it is this area that most African countries are deficient as postulated in
literature. Zambia is endowed with natural resources such as copper; this explains why
the largest percentage of FDI inflows is in the mining sector (UNCTAD, 2006).
Therefore, this paradigm can be applied as follows as postulated by Moosa
(2003).Suppose there is demand for a particular product in which a domestic firm has
ownership advantage, what happens actually depends on internalization and location
advantages. For instance, if there are no gains in internalization, the firm would sell off
its license and give up its ownership, particularly if location is favoured abroad.
Alternatively, if there are gains in both internalization and in addition the location
factors favour home than abroad, the firm will expand at home and engage in exports.
Thirdly, if there is internalization gains coupled with location factors favouring foreign
countries, FDI will take place and eventually, MNEs will emerge. Therefore, the
eclectic (OLI) paradigm postulates quite a number of variables as determinants of FDI,
that is, market size, cost of labour, government incentives, political stability and access
to raw materials.
3.1.2. Resource based theory

Resource based theory, as a strategy, is a means for achieving competitive advantage by
taking into account the positioning of the business, where to compete and how to
compete. Resources are the basis of firms’ capability including financial resource,
physical resource, human resource, and organizational resource (Grant, 1991). A firm’s
ability to earn a rate of profit in excess of its cost of capital depends upon two factors;
the attractiveness of the industry in which it is located, and its establishment of
competitive advantage over rivals (ibid). The financial resource is a requirement for
firms when entering a strategic factor market and implementing a product market
strategy. All firms must think carefully about financial strategies, including different
sources of capital, the capital structure, the cost of capital of the enterprises, and the
effect of dividend policy. The physical resources are defined as tangible things such as
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plant, equipment, land, and natural resources (op.cit). Roos (1998) defines human
resource as knowledge, skills, and experience of employees. Human resource, therefore,
includes employees’ skills, competences, commitment, motivation, and loyalty. This
component was considered vital in attracting FDI. The organizational resource refers to
the intangible resource that is very critical for firms in making decisions and policies.
This involves enhanced exploitation of the intangible resource such as technology,
patents, trademarks, copyrights, registered designs, technical employees and trade
secrets and processes. Therefore, resources; be it physical, financial, organizational or
human play a role in determining FDI inflows (Thanyakhan, 2008).
3.2. Review of Empirical Research
Despite the existing huge body of research on the determinants of foreign direct
investment, more and more studies are still being carried out because various studies
have reported different results based on their different approaches, samples, variables
included, methodologies, significance, location, and the list goes on. Whereas some of
the variables are added intuitively in some researches, others are included in formal
hypotheses or theories of FDI. Therefore, due to the fact that there is a vast of research
on the determinants of FDI, this review focuses on a number of specific studies in
developing countries which elicit variables, methodologies and proxies vital to this
study.
Arbatli (2011) in his recent study involving a sample of 46 countries for the period of
1990 to 2009, sought to investigate the determinants of FDI inflows to emerging market
economies. Employing a partial adjustment model for his analysis, the set of
explanatory variables used to explain cross-country and over-time variations in FDI
inflow were split into two categories, global push factors and country-specific pull
factors. The country-specific pull factors considered were grouped under four main
categories: fixed or structural factors( such as whether the country is an oil exporter or
not, its location and the average level of education); political factors(conflict, labor
strikes, and/or protests); macroeconomic factors(inflation, the share of exports, and the
real exchange rate); and economic policy variables(corporate tax rates, tariff rates,
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exchange rate policy, and whether there are capital account restrictions).The results
revealed that both global push factors and economic policies had a significant effect on
FDI inflows in emerging market economies. Domestic conflict events and political
instability were found to be negatively significant variables in FDI determination.
Therefore, the study highlighted the relevance of the role of inclusive policies to
promote growth to avoid sudden stops of FDI inflows.
Using panel data from 60 low-income and lower-middle income countries, Mottaleb
(2004) also sought to identify the influential factors that determine FDI inflows in the
developing countries and empirically sought to demonstrate the relationship between
economic growth and FDI. The results revealed

that countries with larger GDP and

high GDP growth rate, who also maintain business friendly environment with abundant
modern infrastructural facilities, such as internet can successfully attract FDI and FDI
on the other hand, significantly affects economic growth of a country.
Mottaleb and Kalirajan (2010) also attempted to find out the major determinants of FDI
and why among developing countries, only few countries, such as China, India, Angola,
Nigeria and Sudan, are the major recipients of FDI, with the rest vying for the scraps.
Using panel data from 68 low-income and lower-middle income developing countries
(37 African, 8 Latin America and the rest Asia) and based on a comparative discussion
focusing on why some countries are successful in attracting FDI, the study confirmed
the earlier results obtained which demonstrated that countries with larger GDPs, higher
GDP growth rates, higher proportion of international trade and a more business-friendly
environment are more successful in attracting FDI.
Singh and Jun (1995) also expand on earlier studies of the determinants of FDI to
developing countries by empirically including qualitative factors in their analysis. The
study incorporated political risk, business conditions, as well as some macroeconomic
variables. Using a pooled model of developing countries, the results revealed that, a
qualitative index of political risk was a significant determinant of FDI flows for
countries that have historically attracted high FDI flows. However, it was found that for
countries that have not attracted such flows, sociopolitical instability (proxied by work
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hours lost in industrial disputes) had a negative impact on FDI in flows. It was also
found that the general qualitative index of business operation conditions is an important
determinant of FDI in countries that receive high flows. In addition, the results also
revealed a positive relationship between taxes, international transactions and FDI flows,
consistent with Arbatli (2011). On the macroeconomic aspect, exports (the proxy for
openness) were found to be significant especially manufacturing exports, for countries
in which FDI is high. This was supported by standard regression analysis and by
granger causality tests, which indicated that the feedback is predominantly from exports
to FDI. Therefore, export orientation was found to be the strongest variable for
explaining why a country attracts FDI. This is in line with the trend towards increasing
complementarity between trade and FDI.
Wilhelms and Witter (1998) also carried out a study to explore determinants of net FDI
inflows in 67 low income and emerging economies between 1978 and 1995 all over the
world of which Zambia was included. In analyzing the relationship between foreign
direct investment inflows and FDI fitness, the study concentrated on country
determinants rather than industry or firm determinants of FDI. The variables employed
were thus based on market fitness (high trade volume, low taxes, high urbanization, and
ready availability of credit and energy), government fitness (strong rule of law and low
corruption, based on legal and administrative equity and transparency); social culture
fitness and education fitness. The FDI fitness concept was tested in an econometric
cross-section across the sampled countries. The econometric regression analysis
employed showed that government and market variables were the most significant
determinants of FDI inflows. However, GDP per capita was found to be significantly
negative, suggesting that foreign direct investment tolerates a low degree of economic
development. The total population variable was found to be positively significant
though the link was shown to be weak, implying that a large size market has only a
slightly positive effect on FDI inflows.
Asiedu (2006) carried out a study to investigate the role of natural resources, market
size, government policy and political instability in SSA countries. Using fixed-effects
panel estimation and employing an unbalanced panel data for 22 countries over the
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period 1984–2000, Asiedu used the following variables; FDI inflows (proxied by net
ratio of FDI inflows to GDP) as the dependent variable and explanatory variables were
divided into policy, institutional, political risk and other variables. Policy variables
included; macroeconomic stability (proxied by inflation rate), human capital (proxied
by percentage of adults who are literate), infrastructure (proxied by the number of
telephone main lines per 1,000 population), and openness to trade (using index obtained
from the international country risk guide (ICRG) to capture the host country’s attitude
towards inward investment, this index is based on risk to operations, taxation,
repatriation of profits and labour costs, higher score implies more openness).
Institutional variables included corruption and the extent to which the rule of law was
enforced, both variables proxied by indices from ICRG. Other variables such as
resource availability (measured by share of minerals and oil in total exports) and market
size (proxied by GDP) were also employed. The results indicated that large local
markets, natural resource endowments, good infrastructure, low inflation, an efficient
legal system and a good investment framework promote FDI. In contrast, corruption
and political instability have the opposite effect. She found that these results were
consistent with the reports of multinational companies that operate in the region.
Asiedu (2002), prior to the study on the role of natural resources, market size and
government policy in SSA countries, did a study to identify if Africa is “different” in
terms of its determinants compared to non SSA countries. Employing the ordinary least
squares for all the procedures, the results revealed that on average, SSA receive less
FDI than other regions by virtue of their geographical location. Furthermore, she found
that infrastructure development promotes FDI to non SSA countries, but has no
significant impact on FDI flows to SSA countries. All things being equal, the study
concluded that FDI is lower in SSA. Finally, the study found that the marginal benefit
from increased openness is less for SSA countries, suggesting that policies that have
been successful in other regions may not be equally successful in Africa.
Morisset (2001) sought to find out what affects the business climate in African
countries. An econometric analysis was employed, with market size, education,
openness and infrastructure development as explanatory variables. However, the
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studyacknowledged the fact that investors can be lured by concentration of other
companies or customers, and since it reduces their transport costs and there are evident
economies of scale in the development of backward and forward linkages, the study
partially captured this by the share of urban population (as a percentage of total
population). The results indicated that strong economic growth and aggressive trade
liberalization can be used to fuel the interest of foreign investors. These results are
consistent with Arbatli (2011) and Singh and Jun (1995). Similarly, a closer look at the
experience of Mali and Mozambique, two countries that have shown a spectacular
improvement in their business climate during the 1990s revealed that the
implementation of a “few visible actions” is essential in the strategy of attracting FDI.
Amal et al (2010) did a study on determinants of FDI in Latin America, with special
emphasis on the role of economic and institutional variables in the investment decision
of multinational companies (MNCs) of the region. This study employed 27 large
developing countries, including eight Latin American countries for the period of 1996
to 2008. Explanatory variables included are similar to the ones in the African studies,
such as macroeconomic stability, trade openness and institutional changes. The results
demonstrated that conditions for macroeconomic growth and stability and also for
economic openness are highly relevant for the Latin American attractiveness towards
FDI. The political stability was also found to be positively significant, which
highlighted how an improved political scenario in such economies enhances its
attractiveness for foreign firms. However, government effectiveness was found to be
negatively significant, implying a negative relationship with FDI inflows.
Onyeiwu and Shrestha (2004)argue that despite economic and institutional reform
inAfrica during the past decade, the flowof FDI to the region continues tobe
disappointing and uneven. In the study,fixed and random effects models was usedto
explore whether the stylized determinants of FDI affect FDIflows to Africa in
conventional ways. Basedon a panel dataset for 29 African countries over the period
1975 to 1999, their paper identifies the followingfactors as significant for FDI flows
toAfrica: economic growth, inflation, openness of the economy to trade, international
reserves, and natural resourceavailability. Contrary to conventional wisdom,political
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rights and infrastructures were found to be unimportant for FDI flows to Africa. The
significanceof a variable for FDI flows to Africa wasfound to be dependent on whether
country and time-specificeffects are fixed or stochastic.
In analyzing the determinants of FDI inflows for a group of European regions, Artige
and Nicolini (2005) developed a qualitative description of their database and discussed
the importance of the macroeconomic determinants in attracting FDI. Then an
econometric exercise was provided to identify the potential determinants of FDI. In
spite of choosing regions presenting economic similarities, results showed that regional
FDI inflows rely on a combination of factors that differs from one region to another.
Specific studies on determinants of FDI in specific countries have also been carried out.
Mooya (2003) reviewed the determinants of FDI in the light of empirical evidence and
using Zambia as a case study. Using Dunning's eclectic paradigm as an analytic
framework, the study revealed that there are location specific variables which tend to
constrain the inward flow of FDI into Zambia such as infrastructure, political instability,
market size and growth. These results were arrived at by employing an extensive review
of literature on the determinants of foreign direct investment. Mooya (2003) also noted
that Zambia’s privatization programme is widely acknowledged as one of the most
successful in the world, with over 90 percent of the economy now in private hands. He
noted that Zambia’s policies have greatly improved with regards to FDI.
Obida et al (2010) investigates the determinants of foreign direct investment in Nigeria.
Including variables such as market size of the host country (proxied by GDP),
deregulation, political instability, openness to foreign trade (proxied by ratio of exports
to imports), exchange rate, inflation rate and infrastructure (proxied by capital
expenditure on transport and telecommunication) in the multiple regression model; the
ordinary least squares regression technique was employed to estimate the relationship
between FDI and its potential determinants. The results showed that the principal
determinants of FDI are the market size of the host country, deregulation, exchange rate
depreciation and political instability.
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Rusike (2007) attempted to investigate the trends and determinants of inward foreign
direct investment to South Africa. In analyzing the possible determinants of FDI, the
variables employed were financial development, market size, openness, exchange rate,
government size and inflation. An empirical model linking these theoretical and
empirical determinants of FDI was estimated using the Johansen cointegration and
VECM framework. Empirical analysis thus indicated that openness, exchange rate and
financial development are important long run determinants of FDI. Market size emerged
as a short run determinant of FDI although declining in importance. Variance
decomposition analysis showed that FDI itself, imports and exchange rate explain a
significant amount of the forecast error variance.
Woldemeskel (2008) did a study on the determinants of FDI in Ethiopia as well as some
determinants of FDI to Africa. His study revealed that the least developed African
countries performance in attracting FDI is highly related to their natural resources
endowments. That is, natural resource-rich countries, mainly the petroleum-rich
countries attracted sizeable FDI, regardless of their political and economic environment.
For the middle income African countries; economic development, political
environment, and business environment are the major determinants of FDI. He therefore
argued that, a host country receives a diversified FDI or non-resource-seeking FDI
when it has reached a certain minimum level of development. He thus concluded that
the implication for Ethiopia being a resource poor least developed country meant that a
certain minimum level of development is a necessary condition to attract FDI. He also
added that the integral parts of the overall reforms to attracting FDI are macroeconomic
stabilization, liberalizing investment laws and streamlining and simplifying business
regulations.
Also outside Africa, Ali and Guo (2005) conducted a research on the determinants of
FDI in China. This was done by analyzing responses from 22 firms operating in China
on what they see as the important motivations for them to undertake FDI. The research
found that China’s huge potential market size is the most significant factor for FDI
inflow in China, which is in line with both theory and previous empirical studies.
China’s large population, fast growing economy coupled with membership of the World
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Trade Organization, are an unbeatable combination for attracting FDI. Government
incentive policies were another important reason. Other key factors include labor costs
and high investment return. One of the new findings from the research is that global
integration is one of the key factors for some foreign firms investing in China. This
indicated that China is a very important market and investing in China is part of firms’
global strategy. Thus, foreign firms do not simply go to China to take the advantage of
any single location factor, but more importantly driven by a whole myriad of often
conflicting and competing reasons.
The review of the above studies, whether country specific or cross country analysis
reveals that determinants of FDI cannot be generalized based on a specific study.
Determinants and results vary based on methodologies, approaches and proxies used in
the study. Furthermore, the review has shown that the relationships between FDI and its
determinants postulated in literature have varied for different studies, whether in
different locations or the same. Nevertheless, the studies have revealed some common
grounds that have identified potential determinants of FDI. Among others are market
size, natural resources, infrastructure development, macroeconomic fundamentals such
as inflation rate and exchange rate and general business climate. It is therefore
imperative to carry out several studies using various methods to understand the country
specific determinants of FDI.
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CHAPTER FOUR
4. METHODOLOGY AND DATA DESCRIPTION
This chapter includes the empirical model specification and justification, data sources,
description and analysis of the variables, as well as the discussion of the techniques and
procedures used in the estimation of the model.
4.1. Empirical Model Specification and Justification
A number of possible determinants of FDI can be identified from the FDI theories and
empirical literature. These include market size, openness to trade, infrastructure quality,
Macroeconomic variables such as inflation and exchange rate volatility, skills, labour
cost, financial depth, external debt service and international interest rates, governance,
regulatory environment and investment strategies. However, due to data availability,
some of the variables, such as skills and labour cost were not included in the FDI model
for this study. Nevertheless, these variables are segments of the discussion on Zambia’s
investment climate relative to others which highlighted the country’s position on some
of these determinants.
This study employs a multiple variable regression model. The variables included in the
model were; resource availability, market size, trade openness, inflation, real effective
exchange rate, terms of trade and infrastructure quality. Proxies used for these variables
were chosen consistent with literature and their applicability to the Zambian situation.

The log–log multiple variable regression model is represented as follows:
lfdi = β + βଵ gdp + βଶ lreer + Bଷ lnrs + βସ linϐl + +βହ lto + β linfr + β ltot+µ୲ … (1)
Where: β is the intercept of the model and βଵ , βଶ , βଷ , βସ , βହ β andβ are elasticity
coefficients of the variables. ߤ௧ is the disturbance term. The ݈ in front of the variables
represents the natural logarithm of variables. All the coefficients are expected to be
positive except forβସ .
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#$%is the dependent variable. The explanatory variables included are:
&$'is GDP growth rate
())(is the real effective exchange rate
*(+is natural resource availability
%*#,is the inflation rate
-.is trade openness
,%*#(is infrastructure development and
-.-is the terms of trade.
The above model expresses foreign direct investment as a function of the GDP growth
rate, real effective exchange rate, natural resource availability, the inflation rate, trade
openness, infrastructure development and terms of trade. This model is consistent with
Asiedu (2002) and Obida et al (2010).
4.2. Description, Measurement and analysis of variables
This section provides the definitions, expected relationships and proxies used for the
variables included in the model. The dependent variable, that is, FDI was measured by
the ratio of net inflows of foreign direct investment to real gross domestic product
expressed as a percentage. This is consistent with studies of Morisset (2001), Asiedu
(2002), Carkovic and Levine (2002), De Mello (1999) and Borensztein (1998).
4.2.1. Inflation (%*#,)

A stable environment creates certainty for investors with regards to their profits and
viability of their investments. Inflation is one variable used to capture the
macroeconomic instability of an economy. Defined as a rise in the general level of
prices of goods and services in an economy over a period of time, usually year, inflation
is expected to be negatively related to FDI. This is because high inflation reflects lack
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of fiscal and monetary discipline. Furthermore, inflation affects profitability due to high
cost of capital.
4.2.2. Real effective exchange rate (())()

The real effective exchange rate index is used to capture the effect of the exchange rate
on FDI inflows. There is no consensus on the relationship between the exchange rate
and FDI inflows. The impact of the exchange rate on FDI could happen by lowering
costs of production by MNCs; and also by affecting the competitiveness of the goods
produced which yield profit for foreign firms. Therefore, according to Lim (2001),
depreciation of a currency could imply that foreign firms would be able to purchase
assets and technology in the host country cheaply thus increasing FDI. However, Lim
also notes that a decrease in the exchange rate, meaning an appreciation, would imply
more foreign currency earnings for the foreign investors hence would increase FDI
inflow as well.
4.2.3. GDP growth rate (&$')

Market size was captured by the GDP growth rate. The GDP growth rate measures how
fast the economy is growing. Technically, it is the percentage increase or decrease in
GDP compared to the previous quarter or year. The GDP growth rate should influence
positively the business climate for FDI as it reflects an improvement in economic
performance. Therefore, it is expected to be positively related to FDI. As the market
size of a country grows, it is expected that inward FDI will also increase as more goods
and services can be produced, making investors eager to invest in a growing economy
with efficient utilization of resources from the large market size.
4.2.4. Trade Openness (-.) and terms of trade (-.-)

Openness of the economy to trade will be measured by the ratio of (exports + imports)
to gross domestic product (consistent with Asiedu, 2002).Terms of trade (the value of a
country’s exports relative to its imports) is also included as a variable in the model. The
degree of a country’s openness to trade can affect FDI in multiple ways. Most recent
studies have also evidenced that the degree of openness, should influence positively
foreign investors through trade liberalization and higher competitiveness. Jordaan
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(2004) claims that the impact of openness on FDI depends on the type of investment
made. This result emanates from the “tariff jumping” hypothesis, which argues that
foreign firms that seek to serve local markets may decide to set up subsidiaries in the
host country if it is difficult to import their products to the country. In contrast,
multinational firms engaged in export-oriented investments may prefer to invest in a
more open economy since increased imperfections that accompany trade protection
generally imply higher transaction costs associated with exporting. This analysis
implies that we also expect a positive relationship between FDI and terms of trade.
Wheeler and Mody (1992) observe a strong positive support for the hypothesis in the
manufacturing sector, but a weak negative link in the electronic sector. Edwards (1990),
Kravis and Lipsey (1982), find a strong positive effect of openness on FDI inflows.
4.2.5. Natural resource availability (*(+)

Various literature argue that despite the absence of other important FDI drivers such as
political stability, FDI can still flow to countries rich in natural resources such as
oil(Angola, Nigeria) or copper (Zambia). The ratio of total mineral exports to total
exports was used as a measure of natural resource availability. This was incorporated to
capture the relationship between natural resources and FDI inflows in Zambia. The
results in literature postulate that there is a positive relationship between resource
availability and FDI inflows (for instance, Asiedu, 2006).
4.2.6. Infrastructure development (%*#()

Infrastructurewas measured by electricity production and telephone lines per 100
persons in the country. The two variables were combined using principal component
analysis (PCA) to form an index. Infrastructure covers many dimensions ranging from
roads, ports, railways and telecommunication systems to institutional development. For
the majority of low-income countries, poor infrastructure is often cited as one of the
major constraints. However, poor infrastructure can be seen as both an obstacle and an
opportunity for foreign investment. This is because foreign investors also point to the
potential for attracting significant FDI if host governments permit more ample foreign
participation in the infrastructure sector. Most literature claims that good quality and
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well-developed infrastructure increases the productivity potential of investments in a
country and stimulates FDI flows towards the country (for instance, Jordaan, 2004).
4.3. Data type and Sources
The study used time series data on all the variables for the period of 1990 to 2011
obtained from the Ministry of Finance, Zambia Development Agency (ZDA), Bank of
Zambia and World Bank’s world development indicators (WDI) data of 2011. The
study period was chosen on the basis that it has now been recognized that FDI has been
responsive to Zambia’s liberalization policies since the 1990s and to recent trends in
world commodity prices. Since most of the variables to be used in the study are now
determined by market forces in contrast to the period when they were being controlled
by the state, that is; price controls and exchange rate controls, including years of the
controlled state regime would not paint the real picture on the ground and might
compromise the attainment of robust results. Furthermore, data for some variables prior
to 1990 does not exist.
4.4. Estimation Procedure
In the process of getting results, this study uses the Ordinary Least Squares (OLS)
method of estimation. The statistical package used for data analysis in this study is stata
11.2. Firstly, properties of time series data are examined before estimation of the actual
model. Unit root analysis is conducted using Dickey-Fuller and Augmented Dickey
Fuller tests. A test for cointegration using the single equation error correction model
(SEECM) is also done. This method is chosen because it fits well with the data as the
variables are many and the sample is limited. Furthermore, the right hand side variables
of the model have been treated as being a priori endogenous. After estimating the
model, diagnostic tests are conducted to make sure that the model fits well and
preserves the validity of the estimated parameters. The diagnostic test include: testing
for normality using the Shapiro-Wilk test, multicollinearity using the variance inflation
factor (VIF) test, serial correlation using the Durbin’s alternative test and model
specification using the Link test and Ramsey reset test for omitted variables.
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4.4.1. Unit Root Tests

Unit root tests imply finding the order of integration of the time series variables. This
has become fashionable in applied econometric work as there are a number of motives
behind unit root tests. In this study, the main motive of unit root tests is the
classification of the variables at hand according to the order of integration. This has an
implication on the choice of the model to use to analyse the data. Since integrated
variables lead to non-standard distributions and perhaps spurious regression result, it is
important to classify the variables as integrated, stationary or perhaps deterministic
trend stationary. In this case, long-run and short-run effects are able to be sorted out in
the model, thus setting up a model where statistical inference is meaningful.
4.4.1.1. Dickey Fuller and Augmented Dickey- Fuller Test

This study will adopt, Dickey-Fuller (DF, 1979), Augmented Dickey- Fuller (ADF,
1981). The general form of ADF test is estimated by the following regression:
4

∆Y = α + α Y1 + 2 α ∆Y13 + δt + ℯ! (2)
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Y is a time series, t is a linear time trend, ∆ is the first difference operator, α is a

constant, n is the optimum number of lags in the dependent variable and 9! is the

random error term. The difference between the DF and ADF is that whereas ADF
accounts for autocorrelation in the observed series, DF assumes that there is no
autocorrelation. Therefore, in DF, the term ∑435 α ΔY13 reduces to zero. We use one

sided test is for determining Ho: α = 0 (meaning that the series is not stationary)
against Ha: α < 0 (meaning that the series are stationary).

4.4.2. Cointegration test

Once the variables are classified according to the order of integration, we can set up
models to analyze meaningful relationships. If the variables considered in a model are
integrated of the same order, there is a possibility that they have a stable long run
relationship. If they have different trends processes, they cannot stay in fixed long-run
relation to each other, implying that you cannot model the long-run, and there is usually
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no valid base for inference based on standard distributions. If you do no not find
cointegration, it is necessary to continue to work with variables in differences instead.
In this study, I test for cointegration in a SEECM as opposed to two-stage EngleGranger or Johansen cointegration test. This is because; the Johansen test suits well for
large samples, hence may distort the information given the small size of our sample but
many variables. On the other hand, the EG two stage is preferred only for two variables.
4.4.2.1. Testing Cointegration in a Single Equation Error Correction Model

The single equation cointegration procedure was used to test for the presence of
cointegration among our variables. Following some theory, SEECM can clearly
distinguish between dependent and independent variables. Since our theories have
suggested some determinants of FDI, and we assume that FDI is the dependent variable,
the SEECM can be specified as below:
∆Y = α + β ∆X … + β ∆X + β> (Y1 + β X 1 + ⋯ β X 1 ) + ε … … . (3)
Where Y is the dependent variable, in our case FDI and the X  ′s are independent

variables. If our error correction approach is correct, then β> should be −1 < β> < 0

and significant. The part of the equation in parentheses is the error correction
mechanism. If this part equals zero, then the model is in equilibrium. The coefficients
β to β estimate the short term partial effect of an increase in the independent variables

on the dependent variable. The coefficient β> estimates the speed of return to
equilibrium after a deviation. The coefficients F toF measure the long term effect

that a one unit increase in each independent variable has on the dependent variable. This
long-term effect will be distributed over future time periods according to the rate of
error correction β> (Best, 2008).
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CHAPTER FIVE
5. PRESENTATION AND DISCUSSION OF THE EMPIRICAL ANALYSIS
5.1. Introduction
In this chapter, results of the empirical analysis are presented. The chapter also includes
the interpretation and the discussion of the findings.
5.2. Time Series Properties of the Data
5.2.1. Descriptive statistics

Below is a table showing the descriptive statistics of the Variables.
Table 5.1: Descriptive statistics of the data

Standard
Variable Name

Symbol

Mean

Foreign direct investment

LFDI

1.5872

GDP growth rate

GDP

real effect exchange rate

deviation

Min

Max

0.6802

0.0156

2.4398

3.1774

4.1336

-8.6254

7.6201

LREER

4.4371

0.2569

4.1032

4.9324

Trade Openness

LTO

4.2793

0.0835

4.1186

4.4350

Infrastructure

LINFR

22.8678

0.1331

22.6068

23.1487

Terms of trade

LTOT

27.6109

1.597

22.5266

29.7062

Inflation rate

LINFL

3.3165

0.8412

2.3736

5.1092

Natural resources

LNRS

4.2499

0.1572

4.0016

4.4958

Note that all the variables are expressed in their logarithmic form except for the GDP
growth rate. The variables were transformed to get a log-log model. This was done to
get a clear picture of the elasticity of foreign direct investment with respect to each of
the explanatory variables. Therefore, the statistics above represent that of the variables
in their growth rate forms.
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5.2.2. Unit root test

Non stationarity can lead to spurious regression results based on OLS estimation. Thus
before inferences can be drawn based on macroeconomic time series, we must
determine whether or not they are stationary. A variable’s order of integration indicates
the number of times that the variable must be differenced in order to become stationary.
This study utilised the ADF test.
Table 5.2: ADF test results

level form
Variable LL

t-statistic

1st difference form

p-value

t-statistic

p-value

order of
integration

LFDI

2

-1.807

0.377

-4.662***

0.0001

1

GDP

2

-1.309

0.6252

-6.08***

0.0000

1

LREER

2

-0.294

0.9264

-4.162***

0.0008

1

LNRS

0

-1.522

0.5228

-3.387**

0.0114

1

LINFL

1

-1.5

0.5333

-3.881***

0.0022

1

LTO

1

-2.091

0.2483

-6.094***

0.0000

1

LINFR

2

0.681

0.9895

-3.672***

0.0045

1

LTOT

2

-0.544

0.8831

-6.803***

0.0000

1

(***)implies significance at all the conventional levels of significance, 1%, 5% and 10%. (**) implies
significance at only 5% and 10 %.(*) implies significance at only 10%.LL denotes the lag length.

The results show that all the variables were found to be non-stationary in their level
form. Given the null hypothesis of the existence of a unit root, we fail to reject this
hypothesis at one percent, five percent and ten percent. This is because the p-value for
all the variables is greater than all the conventional levels of significance. However, all
the variables were found to be integrated of the first order. This implies that all the
variables were found to be stationary at first difference. A glance at the p-values of the
variables confirms this conclusion. The p-values of all the variables are less than at least
one of the conventional levels of significance. Therefore, we reject the null hypothesis
of a unit root.
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5.2.3. Cointegration Test

The single equation error correction modelwasperformed to establish the existence of a
long run relationship3. If the error correction approach is correct, the coefficient of the
lag of the dependent variable should lie between negative one and zero and should be
significant. Given a coefficient of LFDI, that is, -.0245, with a p-value of 0.708, it is
concluded that the error correction approach is not correct and that there is no
cointegrating relationship among the variables as the p-value is greater than all the
conventional levels of significance, meaning the coefficient is insignificant (see Table 1
in the appendices).
Table 5.3: Regression Estimation results

Robust Standard
Variable

Coefficient value

Error

t -statistic P value

DGDP

0.0481

0.0146

3.29***

0.006

DLREER

1.4949

0.7008

2.13*

0.053

DLNRS

13.4687

4.8872

2.76**

0.016

DLINFL

-0.4958

0.2474

-2.00*

0.066

DLTO

1.9507

0.8360

2.33**

0.036

DLINFR

5.2182

0.7763

6.72 ***

0.000

DLTOT

0.5690

0.0521

10.92 ***

0.000

CONSTANT

-0.1935

0.0920

-2.10 *

0.055

R2

0.8736, F is 0.000

(***)implies significance at all the conventional levels of significance, 1%, 5% and 10%. (**) implies
significance at only 5% and 10 %.(*) implies significance at only 10%.

3

Commonly used tests for cointegration are the Johansen test and Engel-Granger test. However, the
period of study(few years) constrains the use of the Johansen test for cointegration and our many
variables further constrains us to use the Engel-Granger test for cointegration which is done on two
variables.SEECM is therefore the best method to test for cointegration for this model.
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5.2.4. Diagnostic test results

Before the results were interpreted, various diagnostic tests were carried out to ensure
robustness of our results.
5.2.4.1. Test for multicollinearity

The primary concern is that as the degree of multicollinearity increases, the regression
model estimates of the coefficients become unstable and the standard errors for the
coefficients can get wildly inflated. This means that variables that are significant might
appear insignificant in the collinear model.
Table 5.4: multicollinearity test results

Variable

VIF

1/VIF (tolerance)

DLTOT

2.89

0.3459

DLINFR

2.44

0.4102

DGDP

1.87

0.5343

DLINFL

1.68

0.5938

DLTO

1.67

0.5989

DLNRS

1.53

0.6537

DLREER

1.44

0.6937

Mean VIF

1.93

Where VIF is variance inflation factor

Since no VIF is greater than ten, that is, no tolerance is less than 0.1; it is concluded that
there is no multicollinearity among the explanatory variables.
5.2.4.2. Heteroscedasticity

One of the main assumptions for the ordinary least squares regression is the
homogeneity of variance of the residuals. Presence of heteroscedasticity implies
estimates are still unbiased but not efficient. This means that we have less confidence in
our estimates and our standard t ratios may no longer be correct. If the model is wellfitted, there should be no pattern to the residuals plotted against the fitted values (refer
to figure 1 in the appendix). Since heteroscedasticity does not bias the estimates, the
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study used robust standard errors to correct for heteroscedasticity. Robust standard
errors yield consistent estimates of the true standard error no matter what the form of
the heteroscedasticity.
5.2.4.3. Model specification

It is important to check whether the model is specified correctly because a model
specification can substantially affect the estimate of regression coefficients. A model
specification error can occur when one or more relevant variables are omitted from the
model or one or more irrelevant variables are included in the model. If relevant
variables are omitted from the model, the common variance they share with included
variables may be wrongly attributed to those variables, and the error term is inflated. On
the other hand, if irrelevant variables are included in the model, the common variance
they share with included variables may be wrongly attributed to them.
Table 5.5: Link test results for model specification

Standard

t-

Variable

Coefficient

error

statistic

P value

_HAT

0.9935

0.0965

10.30***

0.000

_HATSQ

-0.0125

0.0685

-0.18

0.857

0.0077

0.0811

0.09

0.926

_CONS

(***) implies significance at all the conventional levels, 1%, 5% and 10%.

The null hypothesis for the link test is that the model is correctly specified. For the
model to be correctly specified, _HAT should be significant since it is the predicted
value. On the other hand, _HATSQ should not, because if our model is specified
correctly, the squared predictions should not have much explanatory power. It can be
concluded that our model is correctly specified since _HAT is significant at all
conventional levels; its p-value is less than the levels of significance. _HATSQ on the
other hand is insignificant; its p-value is greater than all the conventional levels of
significance. This result is confirmed by the p-value of the Ramsey reset test, that is;
0.2794. With this p-value, we fail to reject the null hypothesis of no omitted variables at
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all conventional levels of significance since the p-value is greater than one percent, five
percent and ten percent.
5.2.4.4. Test for normality

This study uses the Shapiro Wilk test for normality. A visual inspection is also done
using the Kernel density plot for the residuals (figure 2 in the appendix). Normality of
residuals is only required for valid hypothesis testing, that is, the normality assumption
assures that the p-values for the t-tests and F-test will be valid. The p-value is based on
the assumption that the distribution is normal. Since the p-value of the Shapiro Wilk
test, that is; 0.6567, is greater than all the conventional levels of significance, we fail to
reject the null hypothesis of normality and conclude that the residuals are normally
distributed.
5.2.4.5. Test for serial correlation

We used the Durbin’s alternative test for autocorrelation to check if the residuals are
correlated. The null hypothesis is that there is no serial correlation. No serial correlation
implies that the errors associated with one observation are not correlated with the errors
of any other observation.
Table 5.6: Durbin’s alternative test for autocorrelation

lags(p)
1

chi2

df

0.002

P value
1

0.9669

Given the p-value of 0.951, we fail to reject the null hypothesis of no serial correlation
because our p-value is greater than all the conventional levels of significance.
5.3. Discussion of Results
The OLS regression results show that the value of our R2 is 0.87 and is significant. This
means that the explanatory variables explain approximately 87 percent variations of
FDI in Zambia and the F-statistic value further shows that the model is a good fit. All
the variables are found to be significant at least at ten percent level of significance and
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with the expected or postulated signs. This implies that all the variables are
determinants of FDI in Zambia.
GDP growth rate, used to proxy market size; is found to be significant at all the
conventional levels of significance and has the expected sign, positive. This result is
consistent with some results of Tsai (1994) and Lipsey (2000) who also found market
size to be positively related to FDI. The value of the coefficient of GDP growth rate
found to be 0.05 simply means that a one unit increase in GDP growth rate will result
into a 5 percent increase in FDI inflows. The value 0.05 represents the GDP growth rate
semi-elasticity of FDI. African economies have relatively small domestic markets, low
GNP per capita and low growth rates, and Zambia is no exception. The result of FDI’s
low responsiveness may be due to the fact that most of our FDI inflows in Zambia have
been concentrated in our resource base, as evidenced by our sectoral distribution over
the years, suggesting that for the most part, our FDI is more inclined on the non-market
seeking FDI, rather than the market seeking FDI driven by domestic demand. There is a
clear indication that our FDI potential is not being fully exploited. Four industries, that
is, consumer, agriculture, resources and infrastructureunderpinmarket seeking FDI in
Africa. In the Common Market for Eastern and Southern Africa (COMESA) of which
Zambia is a part of, it has been observed that the countries are exploiting less than a
maximum of 22 percent of their inward FDI potential (COMESA Investment Report,
2012).Export market access is Zambia’s key locational advantage for attracting FDI into
sectors such as manufacturing. Such FDI can exploit Zambia’s rich resources, including
agricultural raw materials, for processing. Furthermore, an opportunity for Zambia to
attract export-oriented FDI is provided by Zambia’s abundant access to important
markets under various preferential trade schemes. Implication is thatvarious FDI
determinants supplement each other in attracting significant FDI inflows into the
country. Zambia should therefore exploit its advantages to their full potential.
The real effective exchange rate, one of the variables used to proxy macroeconomic
stability is found to be significant at ten percent level of significance with the expected
positive sign. The coefficient value of 1.5 means that if the real effective exchange rate
index changes by one percent, FDI inflows change by 1.5 percent. This value shows
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that FDI is very responsive to changes in exchange rate, that is, if the exchange rate
changes, FDI changes more than proportionately. This result shows that FDI is very
responsive to macroeconomic stability. Moreover, the sudden increase of FDI in the
1990s compared to the period before is evidence that macroeconomic fundamentals are
critical in attracting FDI.The exchange rate of the Zambian Kwacha against major
currencies steadily appreciated during the fifth national development plan (FNDP)
period. This was mainly as a result of improved terms of trade sustained by high copper
prices. However, the over-dependence on copper makes the country vulnerable to shifts
in its demand and prices and has had a major influence on the exchange rate.
The second variable used to capture macroeconomic stability; inflation rate was also
found to be only significant at ten percent level and also had the correct sign, negative.
Schneider and Frey (1985) also explain this negative relationship in terms of high
inflation as a sign of weak economic management. The coefficient value of -0.5 percent
indicates that FDI changes less than proportionately for a given change in inflation. This
implies that FDI in Zambia was found not to be very responsive to inflation. However,
its significance means that it is a determinant and works with other variables to
determine the stability of an environment.
Trade openness, is found to be significant at five percent and ten percent levels of
significance and positively related to FDI. This result of a positive relationship has also
been found by others such as Gastanaga et al (1998). The coefficient value of 1.95
simply means that FDI is very responsive to changes in trade openness, and for a given
change in trade openness, FDI changes more than proportionately, in this case,
approximately double the change. Terms of trade is found to be significant at all the
conventional levels and positively related to FDI. However, the coefficient value of 0.6
indicates that FDI is not very responsive to terms of trade changes.
Infrastructure development is significant at all the conventional levels and positively
related to FDI; this result is consistent with Wheeler and Moody (1992) finding. The
coefficient value of 5.2 simply shows the high elasticity or responsiveness of FDI to
infrastructure development. In the 2001 investor’s perception survey, investors found
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the cost of telecommunications high and indicated that internet service is not yet
developed in Zambia, due to high telephone costs. This perception was accurate as
Zambia had the highest costs per minute for local calls in the region (Investor
Perception report, 2004). Therefore, infrastructure development is an important
determinant of FDI in Zambia. So far, the FNDP set the pace for improving economic
infrastructure and investing in human development, this is a good step given the
significance of infrastructure quality and poor infrastructure has been recognized as a
constraint to economic growth in the sixth national development plan. Therefore,
government’s strategy to attract and facilitate investment through infrastructure
development and establishment of the multi facility economic zones is a good call.
Resource availability was found to be significant at five percent and ten percent levels
and positively related to FDI as hypothesized. Therefore, the coefficient value of 13.5
percent simply implies that FDI is highly responsive to resource availability in Zambia.
This result does not come as a surprise given the sectoral distribution which has been
inclined to our mining sector over the years. It is estimated that the mining sector
attracted more than half the FDI inflows during the mid 1990s. Notably, there have been
sharp declines and rises in our FDI inflows due to price fluctuations in our resource
base. In as much as our resource base attracts FDI, the trends reveal instability,
indicating dire need of diversification and promotion of FDI in sectors such as the
agriculture, real estate and construction which have received minimum shares of FDI
inflows in recent years.
Therefore, the results of the empirical analysis finds macroeconomic instability,
infrastructure development, market size, trade openness and resource availability to be
all significant determinants of FDI in Zambia. However, the major determinants in the
model based on these results are resource availability, trade openness, infrastructure
development, and macroeconomic fundamentals such as real effective exchange rate.It
has been observed that several growth drivers in Zambia are cyclical, that is, commodity prices
and harvests, which can decline from time to time given economic forces.Diversification will

therefore promote stable and consistent increase in FDI flows.
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CHAPTER SIX
6. CONCLUSION AND POLICY RECOMMENDATIONS
This study aims to identify and examine the major determinants of FDI in Zambia.
Given the vast literature and existing theories of FDI, a number of potential FDI
determinants were identified. The study employs a comparative analysis of Zambia’s
investment climate relative to other African countries and further carries out an analysis
of country specific FDI determinants by employing an econometric approach.
The comparative analysis of Zambia’s investment climate with other countries reveals
that Zambia’s business environment has improved over the years but there is still room
for improvement to be able to compete regionally and globally given the small share
that Africa attracts out of the total global FDI inflows. In addition, it has been
acknowledged that the mere location is a disadvantage for African countries as Africa
has been associated with a history of wars and instability. Therefore, despite fairing
well in terms of political stability, being neighbours with some countries that are
politically unstable clouds investors’ perceptions.
Zambia has been fairing well on the trade freedom score. However, there is still need
for improvement in governance, macroeconomic environment,regulatory framework in
the labor market, investment freedom, infrastructurequality,financial freedom and
property rights in order to create a much more attractive investment climate that will be
able to compete regionally and globally.
The results of the country specific empirical analysis of the study reveals that
macroeconomic instability, infrastructure development, market size, trade openness and
resource availability are all significant determinants of FDI in Zambia. However, the
major determinants in the model were identified to be resource availability, trade
openness, infrastructure development, and macroeconomic fundamentals such as real
effective exchange rate.
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With market size as a significant determinant of FDI, it is acknowledged that although
Zambia’s local market is small, Zambia has free or preferential access to regional
markets as a member of COMESA and SADC, and to developed country markets under
Global System of Trade Preferences among developing countries (GSTP), the ACP-EU
Agreement, the Cotonou Agreement, theEverything But Arms(EBA initiative) to the
EU and Africa Growth and Opportunity Act (AGOA) to the United States. Thus,
Zambia is well-placed to attract export-oriented FDI, capitalizing on the country’s
comparative advantages and market access.Export market access is Zambia’s key
locational advantage for attracting FDI into sectors such as manufacturing; this could
promote diversification if our advantages are exploited.
The responsiveness of FDI to resource availability comes as no surprise given our
country’s sectoral distribution of FDI inflows which has been biased towards our
mining sector for some years.
One implication of these results is that FDI in Zambia is not only driven by factors such
as natural resources. Moreover,it has been observed that several growth drivers in Zambia are
cyclical, that is, commodity prices and harvests, which can decline from time to time given
economic forces. In as much as our resource base attracts FDI, it is thus imperative to

diversify this distribution to have continued and sustainable increases in FDI inflows.
Hence, Zambia needs FDI promotional strategies in other sectors such as the
agriculture, construction, real estate and tourism, which will also ensure sustainable and
increased FDI inflows into the country. Therefore, small countries like Zambia can
actually increase FDI without solely depending on uncontrollable factors.
Another implication of these findings is that, determinants that are significant in one
country may not be significant in another. An example is Obida et al (2010), who found
infrastructure to be an insignificant factor of FDI in Nigeria. However, in this study,
infrastructure development was found to be highly significant in Zambia. Furthermore,
poor infrastructure has been identified as a major constraint of economic growth and
poverty reduction. Other countries such as Nigeria and Angola have attracted significant
amounts of regional FDI inflows despite their political instability. Recommendation
therefore is that policies that address the infrastructure constraints and stabilize macro55

economic fundamentals should be encouraged so as to enhance the competitiveness of
the environment of investment and ultimately increase FDI inflows.
The significance of trade openness is evidenced by the pickup in our FDI inflows in the
1990s compared to the period before it. However, the stagnant and inconsistent FDI
inflows suggest that our policies may not be up to par with our peers. The full benefits
of trade liberalization can be realized if investors perceive reforms as credible and not
subject to reversal. Therefore, recommendation is that a mechanism should be
developed to enhance the credibility of the reforms put in place to promote FDI inflows.
In addition, investment promotion and facilitation service should also be brought up to
international standards. Taking everything into account, the recommendation is to work
hard on bringing our investment policy framework, macroeconomic policies,
infrastructure and the costs of doing business to levels that make the country’s
producers more competitive regionally and globally. The commitment of the sixth
national development plan to promote macroeconomic stability is a good starting point.
The fewer obstacles foreign direct investors encounter, the more they invest. The more
the government does to provide an economic, legal, and infrastructure framework
conducive to FDI, the more FDI it will obtain since investors go where they feel they
will succeed in their endeavors.
It is clear that our FDI inflows have improved prior to the liberalization policies in the
1990s, but the stagnancy and fluctuation have revealed that the work is not complete
yet. There are many factors that contribute and work towards improving an investment
climate; recommendation is therefore to address key areas while taking advantage of
what is already available. This calls for an appropriate strategy that will attract
investment that helps to exploit the country’s rich resource base in a sustainable
manner, promote diversification and to expand export capacity by taking advantage of
privileged market access opportunities. This means addressing the severe infrastructural
constraints and stabilizing macro-economic fundamentals such as interest rates,
exchange rate and inflation, which are essential for enhancing Zambia’s prospects for
domestic and foreign investment.
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6.1 Limitations of the Study
This study like any other had limitations. However, it is fulfilling that the model used in
this study produced robust results as borne out by the high value of R2. Therefore, all
the objectives of the study were successfully met. Nevertheless, literature has suggested
several other possible explanatory variables of FDI of which it was not possible to
include in our model. However, this limitation was controlled by the discussion of
Zambia’s investment climate in comparison to other countries. Therefore, the variables
included in the model were chosen on the criteria of applicability to the Zambian
situation, availability of data and also due to the degrees of freedom. This study can
serve as a basis for further research using different methodologies not included in the
study. Further research on the determinants of foreign direct investment by way of a
sectoral segregated approach can be done also using primary data collection to get the
views of the investors on which specific factors actually influenced them to make
investments.

57

APPENDICES
APPENDIX A: FIGURES
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Figure 2: Kernal density graph for the residuals
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APPENDIX B: TABLES
Table 1: Single equation ECM Results
Source

SS

df

MS

Model
Residual

13.7774655
.628967498

15
5

.918497703
.1257935

Total

14.406433

20

.720321652

Std. Err.

t

Number of obs
F( 15,
5)
Prob > F
R-squared
Adj R-squared
Root MSE

21
7.30
0.0189
0.9563
0.8254
.35467

dlfdi

Coef.

dgdp
dlreer
dlinfl
dlto
dlinfr
dltot
dlnrs

.0191818
2.140388
-.977447
7.153732
5.338785
.4077069
20.5114

.0489612
1.539402
.8241883
2.832657
3.808407
.1924241
9.548669

0.39
1.39
-1.19
2.53
1.40
2.12
2.15

0.711
0.223
0.289
0.053
0.220
0.088
0.084

-.1066769
-1.81677
-3.09609
-.1278448
-4.451036
-.0869349
-4.034239

.1450405
6.097546
1.141196
14.43531
15.12861
.9023487
45.05703

lfdi
L1.

-.24545

.6179644

-0.40

0.708

-1.833978

1.343078

gdp
L1.

.0275475

.0693304

0.40

0.708

-.150672

.205767

lreer
L1.

.9021103

1.415655

0.64

0.552

-2.736947

4.541167

linfl
L1.

-.7559238

.3995987

-1.89

0.117

-1.783125

.2712774

lto
L1.

7.893153

3.622939

2.18

0.081

-1.419908

17.20621

linfr
L1.

-3.941193

4.07179

-0.97

0.378

-14.40806

6.525676

ltot
L1.

-.2308505

.3970803

-0.58

0.586

-1.251578

.7898769

lnrs
L1.

2.401508

6.423727

0.37

0.724

-14.11121

18.91422

_cons

63.67893

81.28722

0.78

0.469

-145.2765

272.6344
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P>|t|

=
=
=
=
=
=

[95% Conf. Interval]
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