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Abstract: Policymakers in the East African Community trade bloc have identified FDI attraction 

and retention among the priority areas for economic growth and development. This study uses 

annual data of the period 1970-2008 for a panel of the five member states. We employ dynamic 

GLS with fixed effects and GARCH (1,1) in the analysis. Results show that FDI attraction in the 

region is positively influenced by size of the economy, financial sector depth, and degree of trade 

openness; but negatively influenced by macroeconomic and political instability, and high external 

debt burden. Long term benefits from FDI retention are accentuated by growth in: the stock of 

human capital, depth of financial sector, ICT infrastructure and export promotion. We show that 

FDI inflows have a positive effect on the quality of manufactured exports.  In addition, FDI inflows 

in the long run mitigate current account deficit volatility in the region.   
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1. Introduction 

Foreign Direct Investment (FDI) as a growth-enhancing component has received a great deal 

of attention from both the developed and the developing world that includes the East African 

Community (EAC) trade bloc. The impact of FDI on economic growth for the host economy has 

been a contentious issue for many economists. Economic theory stipulates that in an open economy, 

investment is financed by both domestic savings and foreign capital flows which include FDI thus 

enabling the host economy to attain investment levels greater than their capacity to save. Most 

developing countries typically rely upon FDI inflows to jump start and sustain rapid transformation 

of their economies (Thoburn, 2000; Ajayi, 2006). Many Sub-Saharan African countries have 

relaxed capital controls in the last two decades and do seek FDI inflows to accelerate economic 

growth. 

Many economists agree that FDI inflows increase the capital stock in the host economy, 

supplement domestic savings, improve total factor productivity, they lead to employment 

generation, raise skills of local manpower, lead to transfer of modern technologies to the host 
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economy which increases and improves the volume and quality of exports, and lead to enhanced 

efficiency in the host economy (Dupasquier and Osakwe, 2005; Sadni-Jallab, et.al., 2008).  

However, for these benefits to accrue to the host economy, certain suitable preconditions have 

to be provided. If the host economy fails to provide a conducive environment such as a policies that 

promote: export growth,  human capital accumulation, financial sector development, private and 

public infrastructure growth, legal and regulatory framework, macroeconomic and political stability, 

then the spill-overs associated with FDI inflows may not be realized (OECD, 2000; Hunya et. al., 

2006).   

The motive of this study is to contribute to the discussion of FDI inflows and economic growth 

policy in the East African Community (EAC) trade bloc, that is, Burundi, Kenya, Rwanda, 

Tanzania and Uganda.  This bloc has not received prior research attention in this area. The EAC 

was revived in 2000 with the mission of improving the quality of life of the people in the region 

through increases in: competitiveness, value-added production, trade, and investment (EAC, 2011). 

Implementation of this mission is to occur during 2011–2020, so our study at this stage in the 

process is timely in contributing to development policy formulation in the EAC. The EAC region 

currently exports predominantly primary commodities and a limited range of value added 

commodities. In general this means that there is still inadequate technical capacity to establish a 

large manufacturing base to such a level that significantly improves value addition to exports 

beyond the traditional primary commodities. Thoburn (2000) notes that the production of high 

technology-based exports requires skilled labor and advanced technology which have yet to be 

undertaken in the EAC region.  In the case of most developing countries, to start manufacturing 

competitive export commodities in the regional or international markets often requires a thrust from 

foreign direct investment.   

The EAC region has lagged behind in terms of attracting FDI compared to the rest of Sub-

Saharan Africa (IMF, 2011).  However, FDI inflows to the EAC increased from US $1,323 million 

in 2006 to US $1,714 million in 2009. FDI stocks increased from US $9,330 million in 2006 to US 

$14,866 million in 2009. FDI attraction and retention are some of the priority areas identified for 

development by the EAC region policymakers (EAC, 2011). Retention can only be beneficial to the 

EAC in the long run if there exists a conducive economic environment. The steady increase in FDI 

inflows since the revival of the EAC trade bloc in 2000 is not surprising. Various studies have 

shown that the development of free trade zones, such as the EAC trade bloc, generates incentives 

for non-member countries to penetrate the trading bloc common markets through foreign direct 

investment (Kennan and Riezman, 1990; Yi, 1996; Bond and Syropoulos, 1996; Heinrich and 

Konan, 2000; Donnenfeld, 2003).    

This study contributes to existing knowledge in the following ways. We examine the factors 

that influence FDI inflows into the EAC region. We also examine the degree to which various host 

economy conditions accentuate the effect of FDI inflows on economic growth in the region. In 

addition, we examine the effect of FDI inflows on the quality of manufactured exports and the 

volatility of the current account balance in the region. To the best of our knowledge there is no 

known study that has done this triple approach for the EAC trade bloc using panel data analysis.  
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2. A Brief Review of the Literature 

Among the determinants of FDI inflows is the size of the host country’s market. It has been 

found to attract FDI especially for market-seeking FDI (Rogoff and Reinhart, 2003; and Asiedu, 

2006). Foreign investors will prefer locating their business in an area with well-developed network 

of roads, uninterrupted power and water supply, airports, telephone lines and internet access. Poor 

infrastructure raises the costs of doing business and reduces the rate of return on investment 

(Noorbaksh et al., 2001; Onyeiwu, 2004). Macroeconomic stability plays an important role in 

attracting FDI. Exchange rate volatility or misalignment and high inflation rates discourage FDI 

inflows due to the increased costs of doing business and economic uncertainty created (Patillo et al., 

2004; Aizenman and Marion, 2004; Wafure and Narudeen, 2010; Ezeoha and Cattaneo, 2012). An 

open economy is very essential in attracting FDI inflows.  Several studies have shown that trade 

openness has a positive influence on FDI inflows to a host economy (Asiedu, 2002; Onyeiwu, 2004; 

Wafure and Nurudeen, 2010). 

Political risk may be denoted as the probability of disruption of operations of multinational 

enterprises (MNEs) by political forces or events especially in the host economy.  Political 

instability, in terms of crime levels, riots, labour disputes and corruption, discourages the inflow of 

FDI (Busse and Groizard, 2005; Jensen, 2008; Bussman, 2010). Growth of the financial sector is 

also crucial to attracting FDI into the host economy (Hermes and Lensink, 2003; Ezeoha and 

Cattaneo, 2012). The general educational attainment of a host country is of great importance in 

attracting FDI.  This, however, occurs if and only if there is a sufficient supply of labor with 

relevant skills (Borensztein et al., 1998; Aseidu, 2002, 2006; Carr et al., 2004, Alsan et al., 2006).  

FDI is a catalyst for economic growth in many countries and there a number of host country 

conditions that accentuate this effect (Lensink and Morrissey, 2006).  

3.  Empirical Model and Data  

3.1 Determinants of FDI inflows in the EAC Trade Bloc 

Following Ajayi (2006) and Hunya et al. (2006), we establish the determinants of FDI  inflows 

into the region as,  

yit  =  x′itβ  +  uit    {i = 1,2,..,N;  t = 1,2,…,T}         (1) 

where y denotes the column vector of dependent variable in this case the ratio [FDI/GDP]. The 

subscript i denotes the country under study and t denotes the year in question. x is a vector of 

explanatory variables that include, per capita GDP; country economic risk (total external debt per 

capita); infrastructure development (number of telephone lines per 1000 people); openness to trade 

(sum of exports and imports to GDP ratio); political risk index; rate of inflation; real exchange rate 

index (from the purchasing power parity ratio approach); and financial sector development 

[M2/GDP] ratio: β is a vector of parameter estimates; u is a column vector of the error term.  

3.2 FDI Accentuating Effects of Host Country Environment 

Following Hunya et al. (2006) and Tiwari and Mutascu (2011), we estimate the impact of FDI 

inflows on the host economies starting from a Cobb-Douglas type of production function with FDI 

is added as one of the arguments. Therefore we have,   

 Y = F(K, L, FDI)                                (2) 
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where Y denotes the output level, that is, GDP; K is aggregate capital (ratio of gross fixed capital 

formation to GDP); L is the active labor force of a country. Assuming constant technology, the first 

order derivatives with respect to all three arguments are expected to be positive. Taking natural 

logarithms we get 

 lnYit  =  β0  +  β1lnKit  +  β2Lit +  β3FDIit  +  uit     (3) 

Recent studies have argued that the contribution of FDI to economic growth is heavily 

dependent on the host country’s domestic environment. Balasubramanyam et al, (1996) argue that 

the effect of FDI on economic growth is accentuated where a policy of export promotion exists and 

not import substitution. Borensztein et al. (1998) also argue that FDI is effective in spurring 

economic growth where when human capital is above a certain threshold level. Hermes and Lensick 

(2003) find that financial sector development is important for FDI to effectively improve economic 

growth. Goldin and Reinert (2005) and Azemar and Desbordes (2009) also indicate that without 

improvements in human capital stock and investment in health, few long-term gains can be obtained 

from FDI inflows. Our study makes a contribution in the following ways. We examine the effect of 

growth in host conditions in accentuating the effects of FDI on GDP and manufactured exports 

from the region. Specifically we look at growth in: (i) exports; (ii) public sector expenditure on 

health; (iii) financial sector depth; (iv) ICT infrastructure; (v) enrollment in tertiary or secondary 

school. We can rewrite (3) with only FDI and the accentuating effect variable. We subsume 

aggregate capita and labor and other factors that may affect GDP through a time trend variable as 

shown below. Thus we have,   

 lnYit  =  α0  +  α1FDIit  +  θlnXj +  δt  +   uit        (4) 

where Y is GDP; FDI is net FDI inflows, θlnXj denotes the growth in the jth variable that is 

hypothesized to accentuate the effect of FDI on GDP. The variables include (i) growth in exports 

relative to GDP which is taken as θlnXexp = (∆lnX - ∆lnGDP) or growth in exports relative to 

exports adjusted GDP, that is, θlnXexpadj = (∆lnX - ∆lnAdjGDP).  In addition, we have (ii) growth in 

the ratio [(public expenditure on health)/(total expenditure on health)] as θlnXhexp; (iii) growth in the 

ratio [M2/GDP] as θlnXfin; (iv) growth in the ratio [secondary school enrollment/population] as 

θlnXsch; (v) growth in the ratio [tertiary institution enrollment/population] as θlnXtert; (vi) growth in 

telephone lines per 1000 people as θlnXtel; (vii) growth in internet use per 1000 people as θlnXnet. 

We repeat the analysis in (4) above with the dependent variable denoted as the index of quality of 

manufactured exports from the EAC region. Thus we have (5) below as  

 lnQEXit  =  α0  +  α1FDIit  +  θlnXj +  δt  +   uit       (5) 

where QEX is the index of quality of manufactured exports from the EAC. The right hand terms are 

defined as above.  

3.3 Impact of FDI on Current Account Volatility 

Finally this study examines the effect of FDI inflows on the current account volatility 

following Fry (1996), Mencinger (2009), and Kaur et al. (2012). Merchandize trade deficit taken as 

a percentage of GDP is used to proxy the current account deficit as a fraction of GDP. Volatility of 

this ratio is estimated using a simple GARCH (1,1) model (Bollerslev, Chou and Kroner, 1992; 

Andersen and Bollerslev, 1998).  
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Thus we have 

 Volcurrit  =  β1  +  β2lnFDIit  +  β3θlnXit + uit     (6) 

where Volcurr is the volatility of the [current account deficit/GDP] ratio. The right hand terms are 

defined as above.  

3.4 The Data 

We address the objectives of the study in the context of the five EAC trade partner states, that 

is, Burundi, Kenya, Rwanda, Tanzania and Uganda. We use country annual data for the period 

1970-2008. Data sources include International Financial Statistics (IFS) of the IMF, World 

Development Indicators and the UNCTAD online databases. The variables include GDP, 

population, imports, exports, exchange rates, broad money (M2), US wholesale price index, country 

level CPI, FDI net inflows, total external debt, foreign currency reserves, indices of quality of 

manufactured exports, the dummy variable for political risk from country political history given by 

the US government website www.state.gov/country/. 

4.  Results  

Table 1. Results of Panel Unit Root tests 

 
Variable 

Levin-Lin-ChuTest Im-Pesaran-Shin Test 

 Statistic Probability Statistic Probability 

L
ev

el
s 

ln(FDI/GDP) 0.71004 0.7612 1.07176 0.8581 

ln(pcapGDP) 0.66532 0.7471 -0.18738 0.4257 

ln(pcapDEBT) -0.79205 0.2142 1.07225 0.8582 

lnRERindex 0.55209 0.7096 -0.94865 0.1714 

lnInflation -1.16633 0.1217 - - 

lnOpeness 1.27670 0.8991 -1.07895 0.1403 

Ln(M2/GDP) -0.14781 0.4412 -0.59227 0.2768 

lnGDP 1.94338 0.9740 0.97873 0.8361 

lnFDI -1.25713 0.1044 -0.61687 0.2687 

Volcurr 4.59585   0.9990 5.35926 0.9990 

D
if

fe
re

n
ce

s 

ΔVolcurr 

Δln(FDI/GDP)  

-10.0128 

-7.14955 

0.0000 

0.0000 

-10.3641 

-8.55202 

0.0000 

0.0000 

Δln(pcapGDP) -5.46217 0.0000 -6.05119 0.0000 

Δln(pcapDEBT)  -11.4781 0.0000 -10.2884 0.0000 

ΔlnRERindex  -12.0788 0.0000 -11.4034 0.0000 

ΔlnInflation  -11.4710 0.0000 - - 

ΔlnOpeness  -8.08350 0.0000 -10.7763 0.0000 

Δln(M2/GDP)  -9.38479 0.0000 -10.7212 0.0000 

ΔlnGDP -9.95231 0.0000 -9.05210 0.0000 

ΔlnFDI -4.25681 0.0000 -5.75667 0.0000 
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4.1 Panel Unit Root Tests 

This study uses two types of panel unit root tests to check for the order of integration of the 

series, that is, the Levin, Lin and Chu (LLC) panel unit root test and the Im, Pesaran and Shin (IPS) 

panel unit root test. The Levin et al. (2002) test (LLC) allows heterogeneity of individual 

deterministic effects and heterogeneous serial correlation structure of the error terms assuming 

identical first order autoregressive parameters across each panel (Barbieri, 2004). The Im et al. 

(2004) test (IPS) broadens the LLC test by allowing the first order autoregressive parameters to 

differ among individuals within each panel, thus allowing heterogeneity. The results of panel unit 

root tests for both the LLC and IPS methods are reported in Table 1 above. 

4.2 Panel Co-integration Tests 

The next step following the panel unit root tests is to establish if there exists a long run 

equilibrium relationship between the variables. Three types of co-integration tests are employed in 

this study, that is, the Kao, the Pedroni, and the Johansen-Fisher co-integration tests. The results for 

the panel co-integration tests for the determinants of FDI inflows to the EAC are consistent for all 

three methods. We only show the Pedroni results in Table 2 below (the others are available upon 

request).  The Pedroni method shows that the null hypothesis of no co-integration is rejected at 1 % 

level of significance for both the ADF and PP t-Statistics (whether panel or group statistics). Thus 

there exists a long run equilibrium relationship amongst the variables in the series used, that is, the 

variables are co-integrated.  

Table 2. Pedroni Panel Co-integration Tests-Determinants of FDI inflows 

Model                              
lnFDI/GDP, lnpcapGDP, lnpcapDebt,  lnRERindex,  

lnInflation,  lnOpeness, lnM2/GDP 

Null Hypothesis: No Cointegration 

Panel tests Statistic p-value 

panel v-statistic -1.164994 0.8780 

panel ρ-statistic 0.550998 0.7092 

Panel (PP) -6.221159 0.0000 

Panel (ADF) -4.023186 0.0000 

 

Group mean tests 

Group ρ- statistic 1.561525 0.9408 

Group PP-statistic -11.01782 0.0000 

Group ADF-statistic -3.539675 0.0000 

 

Next we test for co-integration between GDP and FDI inflows (Table 3 below). The null 

hypothesis for no co-integration using the Pedroni method is rejected at 5% level of significance as 

shown in Table 3 below.  We obtain similar results when testing for co-integration between FDI and 

current account deficit volatility. In addition, we get similar results between FDI and index of 

quality of manufactured exports.  The Kao and the Johansen-Fisher co-integration tests give similar 

results. All the results discussed above but not shown are available upon request. 
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Table 3. Pedroni Panel Co-integration tests - Impact of FDI on GDP 

Series  GDP; FDI Inflows 

Panel tests Statistic  p-value 

v-statistic 2.076324 0.0189 

ρ-statistic -2.571271 0.0051 

PP-statistic  -2.113912 0.0173 

ADF-statistic  -0.827841 0.2039 

   

Group mean tests   

Group ρ-statistic -3.16895 0.0008 

Group PP-statistic -1.999269 0.0228 

Group ADF Statistic -0.481530 0.3151 

4.3 Determinants of FDI Inflows  

We estimate the model for the determinants of FDI inflows into the EAC region using panel 

dynamic GLS with fixed effects. This is a variant of the dynamic ordinary least squares (DOLS) as 

developed by Stock and Watson (1993) to correct for potential simultaneity bias among the 

explanatory variables. The results are indicated in Table 4 below. The major factors inducing FDI 

inflows to the region include market size, degree of trade openness, financial sector development, 

external debt per capita, inflation rate, volatility of foreign currency reserve holdings and political 

instability. All variables have the expected signs.  The host country’s market size measured by per 

capita GDP has a positive and significant influence on FDI inflows. We argue that part of the FDI 

inflows to the sub region are market seeking type of FDI where investors are attracted to the region 

with a large and fast growing market. This is in line with studies by Kennan and Riezman (1990), 

Yi (1996) and Bond and Syropolous (1996) who indicate that the emergence of free trade blocs 

induces nonmember countries to penetrate the common markets through foreign direct investment. 

The EAC has also received higher flows of FDI since 2000 in part due to the revival of the common 

market bloc and in part due to liberalization efforts.  

Large markets tend to offer better opportunities for the investors to make a profit on the 

investment. The results reveal that a 1% increase in per capita GDP leads to a 2.11% increase in 

relative FDI inflows to the EAC trade bloc. These results are in conformity with earlier studies by 

Aseidu (2002) and Rogmans (2012).  In this study the real exchange rate depreciation has a positive 

but insignificant effect on FDI inflows. The degree of trade openness of the host economies exerts a 

positive effect on FDI inflows to the sub-region. Similar results were obtained by Asiedu (2002). 

We also find that the level of financial sector development is found to have a positive and 

significant effect on FDI inflows to the sub region. The level is measured as a ratio of broad money 

M2 to GDP.  
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Table 4.  Determinants of Net FDI Inflows to the EAC trade bloc 

Variable Coefficient t-Statistic Prob. 

constant -18.51218 -3.042002 0.0029 

lnpcapGDP 2.107551 2.878166 0.0047 

lnpcapDebt -0.567259 -1.845660 0.0673 

lnRERindex  0.486683 0.964479 0.3367 

lnInflation -0.384406 -2.080429 0.0395 

lnOpeness 1.479478 1.975670 0.0504 

Politicrisk -1.761193 -3.579646 0.0005 

lnM2/GDP 0.725773 5.705492 0.0000 

VolForexres -5.669423 -3.020289 0.0031 

Time Trend -0.000152 -0.005403 0.9957 

Adjusted R
2
 0.807 Durbin-Watson stat 1.964 

No. of Obs. 139 S.E. of regression 2.143 

F-statistic 45.324 Prob(F-statistic)  0.000 

 

We also find that political risk to be a very important determinant of FDI inflows to the EAC 

sub region. In most Sub-Saharan Africa, political instability is paramount in influencing the foreign 

direct investor’s decision on where to invest. Political risk is found to have a negative and highly 

significant relationship with FDI inflows. This is so because democratic economies are more likely 

to respect the rule of law, civil liberties and property rights (Onyeiwu, 2004). Nominal increments 

in net FDI inflows to the region in the last two decades are in part due to the fact that all the 

member states save for Burundi have been characterized by increased political stability.   

Inflation as expected is found to have a negative and significant relationship with FDI inflows 

to the sub region. This result is similar to that of Asiedu (2002) and Onyeiwu (2004).  High inflation 

rates erode investors’ returns on their investments thus discouraging entrance into markets. Inflation 

is used as a proxy for macroeconomic stability/instability. 

We use total external debt per capita to proxy economic risk of the host economy for each 

member state in the sub region. It is found to have a negative and significant relationship with FDI 

inflows. The results show that 1% increase in the per capita total debt of a country in the EAC trade 

bloc leads to a 0.57% decrease in the net FDI inflows. A high level of external debt per capita is 

likely to cause a decrease in the country’s credit rating and thus affect the decisions of foreign 

investors in the long run.   

We posit that following the time inconsistency problem in monetary policy, the ratio of foreign 

currency reserves to imports is subject changes that might signal unstable macroeconomic 

conditions. The inverse of this ratio is used to indicate the amount of reserves that can support 

several of months of imports. It is a rough measure of external vulnerability of a country and 

international organizations including credit risk agencies use this to assess a given country. We use 

the volatility of the ratio of foreign currency reserves to annual imports to highlight macroeconomic 

instability and the problem of credibility of monetary stability policies. We posit that unstable ratios 

of the foreign currency reserves relative to imports on an annual basis, is in part, a time 

inconsistency problem in monetary policy and in part, a problem of macroeconomic instability 

(Nason and Plosser, 2012). We argue that volatility of foreign currency reserves relative to imports 

has a bearing on the real exchange rate stability and also highlights the importance of credibility of 

macroeconomic stability policies of the sub-region. This result is shown in Table 4 above with a 

http://en.wikipedia.org/wiki/Credit_risk
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negative and statistically significant coefficient. Therefore FDI inflows to the EAC trade bloc will 

be discouraged if there is volatility of the ratio foreign currency reserves to imports due to erosion 

of investor confidence.  

4.4 Host Conditions Accentuating Impact of FDI on GDP  

We use the logarithm of GDP at 1990 constant US dollars as the dependent variable. In this 

section we examine the growth accentuating effects of a number of host country factors using 

dynamic GLS model. This is a variant of the DOLS which allows both I(1) and I(0) explanatory 

variables on the right hand side. The nuisance parameters for the I(1) variable, that is, net FDI 

inflows, are not reported in Table 5 below. The results reveal that several conditions ought to be 

met by the member states of the EAC trade bloc if they are to benefit from the FDI inflows to the 

sub region. The variable net FDI inflows is the one used and not ratio [FDI/GDP] in this section. 

Table 5.  Factors Accentuating the Growth Effect of FDI Inflows on GDP 

Dependent Variable = Log of GDP 

Variable 
Model 1 

(FDI Only) 
Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Constant 
21.715

***
 

(0.043) 

21.354
***

 

(0.119) 

21.393
***

 

(0.069) 

21.639
***

 

(0.069) 

21.702
***

 

(0.047) 

21.708
***

 

(0.042) 

21.824
***

 

(0.159) 

lnFDI 
0.116

***
 

(0.015) 

0.318
***

 

(0.034) 

0.192
***

 

(0.023) 

0.139
***

 

(0.025) 

0.126
***

 

(0.016) 

0.122
***

 

(0.015) 

0.202
***

 

(0.038) 

Growth in Public 

Health Expenditure 
- 

-0.017 

(0.226) 
- - - - - 

Growth Tertiary  

School Enrollment 
- - 

-0.004 

(0.262) 
- - - - 

Growth Secondary  

School Enrollment 
- - - 

-0.316
**

 

(0.176) 
- - - 

Growth in Financial 

Sector Depth 
- - - - 

-0.005 

(0.020) 
- - 

Export Growth - - - - - 
-0.211

***
 

(0.081) 
- 

Growth of Internet 

Infrastructure 
- - - - - - 

-0.003 

(0.037) 

N 135 48 76 90 123 132 37 

Adjusted R
2
 0.883 0.946 0.860 0.854 0.885 0.889 0.970 

F-statistic 145.36 103.21 58.83 65.816 118.62 131.65 180.23 

Prob (F-statistic) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

Notes: (1)Standard errors in parentheses;  (2) ** and *** indicate statistical significance at levels  of 

5% and 1%, respectively.  

The coefficient on the FDI variable in Model 1 is the reference point. The growth accentuating 

effects of FDI inflows on GDP are indicated by the FDI coefficients in Models 2 – 7 which are 

compared to the reference point FDI coefficient of Model 1. The results in Table 5 above show the 

accentuating effect is greatest in an environment where there is growth in the public sector share of 

expenditure on health relative to total health expenditure and growth in tertiary school enrollment 

relative to total population. Growth in both variables is a proxy for human capital growth. In fact 

the same applies for growth in secondary school enrollment as a proportion of the total population. 

This implies that there is need for a policy framework where investment in education and health is 
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paramount if the EAC partner states are to derive long term benefits from FDI inflows to the region. 

FDI inflows lead to higher growth only when the host economy has a minimum threshold stock of 

human capital in terms of education and health.  

The results also show that FDI benefits are higher in the region when there is growth in 

financial sector depth. The coefficient on FDI inflows is greater when financial sector growth is 

taken into consideration in Model 5 than when it is not as shown in Model 1. This result is similar 

to that of Hermes and Lensink (2003), Alfaro et al. (2004), and Durham (2004) who indicate that 

only countries with well-developed financial markets gain significantly from FDI in terms of their 

growth rates.  Promotion of export-led growth is one of the major long term objectives of the EAC 

partner states. The results show that the positive impact of FDI inflows on GDP is accentuated in an 

environment of export growth. The coefficient on FDI becomes larger when export growth is taken 

into consideration as shown in Table 5 above. 

We also show that the long term benefits from FDI inflows into the EAC sub region can be 

increased if there is development of the Information and Communications Technology (ICT) 

infrastructure. We use growth in internet use per 1000 people to highlight this.  The results show 

that the benefits from FDI inflows are higher in an environment where there is growth of the ICT 

infrastructure than if otherwise is the case. This is obvious as investors will tend to locate their 

capital in economies that have good communications infrastructure which tends to improve 

productivity and profits.   

4.5 Impact of FDI on Quality of Manufactured Exports 

Our study also analyzes the effects of the growth in the index of the quality of various 

categories of exports on real per capita GDP growth of the five East African countries. The results 

show that the category of exports with the greatest effect on real per capita GDP growth are: (i) the 

growth in the index of quality of manufactured materials (SITC=6) and (ii) growth in the index of 

quality of miscellaneous manufactured goods (SITC=8). The results are not indicated in this paper 

but are available upon request. We report that FDI inflows have a positive and significant effect on 

the quality of manufactured exports in Table 6(a) and (b) below. The coefficient of FDI inflows is 

significant at the 1% and 5% levels. Growth in skilled labor (the ratio of tertiary institution 

enrollment to the population) accentuates or triples the positive effect of FDI inflows on quality of 

manufactured exports (SITC=6 and SITC=8). Both growth in financial sector depth and ICT 

infrastructure accentuates or doubles the positive effect of FDI inflows on the quality of 

manufactured exports in the region (SITC=6 and SITC=8). 

4.6 Effect of FDI on Current Account Balance Volatility  

Various studies have shown that economies that rely on primary commodities for export 

exhibit higher volatility of the ratio of current account balance to GDP than developed economies 

which predominantly export manufactured goods (Fry, 1996). Volatility of the current account 

balance ratio is obtained using the GARCH(1,1) method. Then dynamic GLS (Stock and Watson, 

1993) is used to examine the effect of FDI inflows on volatility of the current account balance to 

GDP ratio. The results are shown in Table 7 below. FDI inflows tend to reduce the volatility of the 

current account balance relative to GDP. A plausible explanation is that FDI inflows increase the 

growth and quality of manufactured exports for the host economy. Manufactured exports tend to 

experience lower terms of trade volatility. This mitigating effect of FDI on current account balance 

volatility is accentuated by growth in a skilled and healthy labor force. Growth in tertiary institution 

enrollment as a percentage of total population and growth in public health expenditure as a fraction 

of total health expenditure do accentuate the mitigating effect (Table 7 below). 
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Table 6. Factors Accentuating the Effect of FDI on Manufactured Goods (SITC=6) 

Dependent Variable 
6(a) Log Index of Quality of 

Manufactured Materials (SITC=6) 

6(b) Log Index of Quality of 

Manufactured Goods (SITC=8) 

Variable 
Model  1  

(Only FDI) 
Model 2 Model 3 

Model  1  

(Only FDI) 
Model 2 Model 3 

Constant 
-0.4305

***
 

(0.036) 

-0.686
***

 

(0.066) 

-0.509
***

 

(0.044) 

-0.336
***

 

(0.012) 

-0.400
***

 (0.039) 

-0.340
***

 

(0.041) 

lnFDI 
0.026

***
 

(0.009) 

0.085
***

 

(0.020) 

0.040
***

  

(0.010) 

0.008
***

 

(0.004) 

0.033
***

 

(0.009) 

0.018
***

 

(0.007) 

Trend 
0.001 

(0.001) 

0.003  

(0.002) 

0.003
***

  

(0.001) 

-0.001  

(0.001) 

-0.001  

(0.001) 

-0.002  

(0.002) 

Growth Tertiary  

Institution  Enrollment  
- 

-0.049  

(0.204) 
- - 

0.132  

(0.104) 
- 

Growth in Financial 

Sector Depth  
- - 

0.006  

(0.013) 
- - 

0.012  

(0.017) 

N 130 71 110 128 68 45 

Adjusted R
2
 0.336 0.395 0.372 0.189 0.184 0.634 

F-statistic 9.165 6.072 8.180 5.230 2.675 9.482 

Prob (F-statistic) 0.000 0.000 0.000 0.000 0.000 0.000 

Note: Standard Errors in Parentheses 

Table 7.  The Impact of FDI Inflows on Current Account Volatility 

Dependent Variable = Current Account Balance Volatility 

Variable Model 1 Model 2 Model 3 

Constant 0.000172
***

 

(1.23e-05) 

0.000148
***

 

(1.68e-05) 

0.000280
***

 

(1.91e-05) 

lnFDI -1.18e-05
***

 

(3.95e-06) 

-3.00e-05
***

 

(4.41e-06) 

-4.30e-05
***

 

(6.17e-06) 

Growth in Public 

Health Expenditure 

- 2.63e-05 

(5.51e-05) 

- 

Growth Tertiary  

School Enrollment 

- - -0.000113
***

 

(5.62e-05) 

N 134 51 77 

Adjusted R
2
 0.097 0.545 0.421 

F-statistic 1.94 6.30 6.19 

Prob (F-statistic) 0.069 0.000 0.000 

Note: Standard Errors in Parentheses 

5. Conclusions   

This study establishes some of the major factors affecting FDI inflows to the EAC trade bloc. 

In addition, we determine some of the conditions in the host region that accentuate the impact of 

FDI on economic growth. The study employs various tests to ensure the robustness of results. The 

findings imply that the EAC partner states ought to improve on the following if they are to increase 

the attraction of FDI inflows to the region, especially for their export-led growth strategy. The EAC 
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states ought to emphasize real growth of their economies to increase the absorption capacities of 

further FDI inflows; increase the depth and development of the financial sector; maintain the 

credibility of monetary stability policies. They ought to maintain a good degree of trade openness. 

In addition, the partner states ought to create a policy environment that embraces political stability 

as well as macroeconomic stability through low inflation rates and reduce the external debt burden. 

This implies observing fiscal discipline to avoid huge budget deficits that lead to excessive external 

borrowing. 

To attract, retain and make good use of the FDI inflows within the region, EAC states need to 

create and maintain the appropriate domestic conditions. These include among others, investments 

that will increase the stock of human capital to a level that is required for increased productivity and 

efficiency; active growth in the depth of the financial markets in the region; improving the quality 

and share of manufactured goods in total exports; and active growth of ICT infrastructure in the 

region that enhances competition in international markets. In the long run, FDI inflows are also 

important for the EAC region in that they indirectly contribute to the reduction of current account 

balance volatility.   
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