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FDI flows to the MENA region have been disappointing relative to other developing 
countries. Using fixed effects panel regressions, this paper investigates whether the 
determinants of FDI affect MENA countries differently. The results indicate that some of 
the variables that influence FDI flows to developing countries are not important for flows 
to MENA countries. These include the rate of return on investment, infrastructures, 
economic growth, and inflation. While trade openness increases FDI flows to MENA 
countries, corruption/bureaucratic red tape were found to reduce flows to the region. 
Thus, trade liberalization and privatization are important preconditions for FDI flows to 
the region. 
 
 
 
KEYWORDS: Foreign Direct Investment, Returns on Investment, Trade Liberalization, 
Capital Flows, Institutions. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Assistant Professor of Economics, Allegheny College. Address: 520 North Main Street, 
Meadville, Pennsylvania 16335, USA. E-mail: sonyeiwu@allegheny.edu . Telephone: 
(814) 332-3338, Fax: (814) 332-2310. 



 2

      
Analysis of FDI Flows to Developing Countries: Is the MENA Region Different? 
 
 

                                    Steve Onyeiwu, Ph.D.* 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Assistant Professor of Economics, Allegheny College. Address: 520 North Main Street, 
Meadville, Pennsylvania 16335, USA. E-mail: sonyeiwu@allegheny.edu . Telephone: 
(814) 332-3338, Fax: (814) 332-2310. 
* Acknowledgment: I wish to thank Dr. Hemanta Shrestha, Dr. Behrooz Afrasiabi and 
Donald A. Vrabel for their valuable research assistance. Needless to say, I am solely 
responsible for any errors in the paper. 



 3

  
1. INTRODUCTION 

The Middle East and North Africa (MENA) region represents an exasperating paradox 
with regard to the flow of Foreign Direct Investment (FDI). Despite being home to some 
of the richest oil-producing countries in the world and almost two decades of 
implementation of structural adjustment, the region continues to attract abysmal flows of 
FDI (Rivlin, 2001, pp. 190-192). In the 1990s, for instance, the average FDI/GDP ratio 
for MENA was 1.76 percent, compared to 2.28 percent and 2 percent in East Asia and 
Latin America, respectively. Since the mid-1980s, FDI/GDP ratio in MENA has hovered 
between 0.5 percent and 0.75 percent, whereas it has been over 1 percent in Asia (Bisat, 
1996, p.9).   
          To explain the differences in the flow of FDI among developing countries, some 
analysts point to the salience of democracy, transparency and good governance, while 
others emphasize the need for a stable macroeconomic environment and the capacity for 
economic management (World Bank, 1997, IMF, 2001, pp. 49-50). More recently, new 
institutional economists have extolled the role of institutions such as property rights, the 
tax system, the rule of law, and economic freedom in mobilizing both foreign and 
domestic capital for growth and development (Collier and Gunning, 1999, El-Naggar, 
1990). Given the unsatisfactory performance of the MENA region relative to other 
regions, it becomes imperative to investigate whether the determinants of FDI affect 
MENA countries differently. 
          Using fixed effects panel regressions to control for country- and- time-specific 
factors, this paper explores whether the stylized determinants of FDI affect FDI flows to 
the MENA region differently.  It also investigates whether there are region-specific 
institutional factors that are significant for FDI flows to the region, and highlights the 
policy options available to MENA countries in their quest to promote growth and 
development via FDI.1 The paper differs from previous studies on FDI flows to the 
MENA region in the following ways. First, it compares MENA countries with other 
developing countries in order to identify idiosyncratic features of MENA economies that 
may affect FDI flows. Second, it uses panel regressions covering the period 1975-1999. 
Third, it considers both institutional and macroeconomic determinants of FDI flows to 
the region.  
 
 
2. FDI FLOWS TO THE MENA REGION  

The past decade or so has witnessed a substantial increase in the stock of FDI 
around the world. In developing countries alone, the stock of FDI increased from about 
$10 billion in 1986 to over $99 billion in 1995 (UNCTAD, 1997). However, compared to 
other regions of the world, the MENA region has attracted only a small proportion of the 
global stock of FDI. Table 1 shows that the FDI/GDP ratio in the MENA region was a 
mere 0.35 percent in 1996, the lowest of all the regions in the developing world.  
Although the FDI/GDP ratio in the MENA region increased to 1.27 percent in 1998, it 
has been declining ever since, and has remained below 1 percent. Notice from Table 1 
that Sub-Saharan Africa (SSA), which is often regarded as one of the poorest regions in 
the world, attracted substantially more FDI than the MENA region during the past 
decade. SSA received about 10 times more FDI than MENA in 1999. In addition to 
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having a very low share of FDI in developing countries, MENA countries’ share of net 
private capital flows has also been meager, as Table 2 indicates.  In 1990, 

 
       (INSERT TABLE 1 & TABLE 2 HERE) 
  

MENA countries accounted for a mere 1.35 percent of net capital flows to developing 
countries, slightly above SSA’s share of 0.68 percent. By 1996, however, MENA 
countries had become the lowest recipients, with 2.85 percent of the total.2  
          There are three distinctive features about FDI flows to the MENA region. First,  
much of the flows is concentrated in a few countries such as Saudi Arabia, Egypt, 
Tunisia, Bahrain, and Morocco. The least recipients include Libya, Kuwait, and Yemen 
(Eid and Paua, 2002, p.110). Second, a preponderance of FDI in the region has gone into 
petroleum-related (particularly hydrocarbons) and other primary activities. Non-
petroleum FDI (especially to countries such as Bahrain, Egypt, Morocco, Tunisia, and 
Lebanon) has gone into tourism, banking, telecommunications, manufacturing, and 
construction (Eid and Paua, p.111). Third, the meager flow of FDI to MENA countries 
reflects a historical trend.3 Of developing countries’ 65.7 percent share of the global stock 
of FDI in 1938, MENA’s share was 2.6 percent, compared to Africa’s at 7.4 percent. In 
1960, developing countries’ share was 32.3 percent, while MENA received 2.8 percent 
and Africa 5.5 percent (Dunning, 1981, pp.224-235). Lastly, FDI in the region has not 
been proportional to the size of MENA economies. In 1999, the MENA region’s GDP 
totaled $591.6 billion, almost twice SSA’s at $320 billion. Per capita Gross National 
Investment (GNI) in the region was $2000 in 1999, which amounted to over four times 
that of SSA at $490. Paradoxically, SSA received five times more FDI than the MENA 
region in 1999 (World Bank, 2002). In addition, six of the bottom 10 countries in 
UNCTAD’s Inward FDI Performance Index in 2003 are MENA countries.4 

While there is a consensus that the flow of FDI to the MENA region is 
unimpressive, the reasons for this disappointing flow are less clear. In the following 
section, I briefly review the literature on FDI in the MENA region, some of which 
attempt to shed light on the determinants of FDI flows to the region.  
 
 

3. A BRIEF LITERATURE REVIEW OF FDI IN THE MENA REGION 
Empirical research on FDI in MENA countries is limited. This is mainly due to the non-
availability of time-series data for most MENA countries. Literature on FDI in the region 
falls into two categories. The first category is made up of descriptive studies that analyze 
the magnitude, trend, and distribution of FDI in the MENA region. These studies 
conclude that FDI flows to MENA countries have been meager and unevenly distributed 
(Eid and Paua, 2002). The second group consists of empirical studies that explore the 
determinants of FDI flows to the region. One of these studies is that of Onyeiwu (2000), 
which explored the outflow of FDI from the Arab world. The study concludes that 
foreign exchange rate, interest rates and inflation are significant factors for FDI outflows 
from the Arab world.5 Another empirical study is the one by Kamaly (2002), who used a 
dynamic panel model covering the period 1990-1999. In this study, economic growth and 
the lagged value of FDI/GDP were identified as the only significant determinants of FDI 
flows to the MENA region.6 The study, as are most other studies on FDI in developing 
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countries, suffers from two shortcomings. First, it covers only the 1990-1999 period and 
uses a very small sample, thus raising questions about the consistency and efficiency of 
the coefficients. Second, it does not consider the institutional factors that affect FDI 
flows to the MENA region. 
          In section 6 of this paper, I use panel regressions covering a longer period,  1975-
1999, to explore the extent to which institutional and economic fundamentals affect FDI 
flows to the MENA region. To provide a theoretical framework for the empirical section, 
I next review some of the determinants of FDI flows to developing countries.    
 
 

4. DETERMINANTS OF FDI FLOWS TO DEVELOPING COUNTRIES: 
THEORY AND MEASUREMENT OF VARIABLES 

 
The first step in the empirical model is to identify the stylized determinants of FDI flows 
to developing countries, and discuss how these explanatory variables are measured in this 
study. Although there is no microeconomic theory of FDI, analysts have used a pragmatic 
approach to identify a number of variables as critical for FDI flows to developing 
countries. These include the Rate of Return on Investment, Openness of the Economy, 
Political Rights, Infrastructures, Natural Resource Availability, Corruption and 
Bureaucratic Red Tape, Human Capital, and Macroeconomic Fundamentals.7  
 
Rate of Return on Investment: The profitability of investments is of primary interest to 
foreign investors (UNCTAD, 1999, p.17). The decision to invest in a host economy, 
therefore, depends on the risk and return on investment in the economy. Portfolio theory 
contends that capital tends to flow to economies with low risks and high rates of return. 
In very risky economies, the risk-adjusted rate of return on investment must be 
reasonably high in order to attract FDI. Time-series data on the rate of return on FDI are 
generally not available for many developing countries. Following previous studies 
(Asiedu, 2002), I use the log of the inverse of the real GDP per capita to proxy the rate of 
return on investment. The intuition behind the choice of this proxy is that capital-scarce 
countries typically have higher rates of return on investment. These countries also tend to 
have low per capita GDP. If RRI is inversely related to per capita GDP, it therefore 
implies that the lower the GDP per capita, the higher the RRI and the flow of FDI. 
Conversely, an increase in the GDP per capita lowers the RRI and the flow of FDI.   
 
Openness of the Economy (OPEN)  

Studies have found a positive relationship between openness and FDI flows 
(Chakrabarti, 2001, Morisset, 2000). However, the relationship between openness and 
FDI is very complex, and needs careful explanation. To simplify this complexity, I 
distinguish between two categories of openness - “openness to trade” and “openness to 
capital flows.” While the former refers to the ease by which goods and services are 
imported and exported, the latter refers to the absence of controls on the movement of 
capital.8 Trade openness attracts export-oriented FDI, while trade restriction attracts 
“tariff-jumping” FDI, whose primary interest is to take advantage of the domestic market. 
In this study, I use the sum of imports and exports as a percentage of GDP to measure 
trade openness. Contrary to previous studies, however, I expect the sign of the coefficient 
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on OPEN to be indeterminate a priori. While a positive sign is the norm, a negative sign 
would suggest that FDI in a country is tariff-jumping, as foreign investors seek to locate 
in the host economy to avoid high tariffs.  
 
Political Rights (POLR) 

Analysts have established a link between political rights and FDI. Other things 
constant, democratic and politically stable economies attract more FDI than despotic and 
unstable countries (Shneider and Frey, 1985). Democratic regimes are also more likely to 
respect civil liberties, the rule of law and property rights –features that are more 
conducive to the flow of FDI. Ngowi (2001) argues that many developing countries have 
attracted little FDI because they are regarded as “high risk and are characterized by a lack 
of political and institutional stability and predictability.” I measure political rights by 
Freedom House’s Index of Political Freedom.  Because the index measures political 
rights on a scale of 1 to 7 (with 1 representing the highest level of political rights and 7 
the lowest), POLR is expected to be negatively correlated with FDI flows.  
 
Infrastructures (INFR)  

Foreign investors prefer economies with a well-developed network of roads, 
airports, water supply, uninterrupted power supply, telephones, and Internet access.  Poor 
infrastructures increases the cost of doing business and reduces the rate of return on 
investment. Other things constant, production costs are typically lower in countries with 
well-developed infrastructures than in countries with poor infrastructures. Countries with 
good infrastructures are therefore expected to attract more FDI (Morisset, 2000). INFR is 
proxied by the number of telephone lines per 1000 people in a country, and is expected to 
be positively correlated with FDI. The use of this proxy is informed by the fact that 
countries with a large number of telephone lines are more likely to have better roads, 
modern airports/seaports, Internet access, and water/electricity supply. 
 
Natural Resource Availability (NATR) 

It is not fortuitous that resource-rich countries such as Saudi Arabia, Algeria, 
Egypt, Morocco, and Tunisia, account for much of the flow of FDI to the MENA region. 
As Jenkins and Thomas (2002) observe, ‘resource-seeking investors will locate 
subsidiaries abroad to secure a more stable or cheaper supply of inputs, generally raw 
materials and energy sources, but also factors of production’. Morisset (2000) also shows 
that natural resource availability is very significant for the flow of FDI to developing 
countries. I measure natural resource availability as the ratio of fuel exports to total 
exports, and the sign is expected to be ambiguous. While FDI tends to flow to economies 
with natural resource endowments, one could also imagine that foreign firms spot 
opportunities to exploit natural resources because fuel exports have previously been low. 
For instance, the recent discovery of oil reserves in Morocco has attracted a large inflow 
of FDI, even though the country’s fuel exports are relatively low.  
 
Corruption and Bureaucratic Red Tape (CBRT): Even in the presence of a conducive 
macroeconomic environment, corruption and bureaucratic red tape can deter foreign 
investors from investing in a country (Rivlin, 2001, p.191). Apart from raising the cost of 
doing business, corruption slows down the process of obtaining the business permits 
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necessary for operating in the host economy. There are no time-series indicators of 
corruption for most developing countries. Transparency International began compiling 
data on corruption in 1995, while the World Bank Institute’s governance indicators are 
available only for the 1996-2002 period.  Given the lack of time-series data on corruption 
for the 1975-1999 period, I use government expenditure as a percentage of GDP to proxy 
corruption and bureaucratic red tape. The rationale for using this proxy is that a large size 
of the government creates opportunities for misuse of funds by government officials. 
Secondly, big government crowds-out private investment (including FDI) in critical 
sectors of the economy. It also creates an elaborate and complex bureaucratic structure 
that makes the investment climate unattractive to FDI. Thus, CBRT is expected to be 
negatively correlated with FDI. 
 

 
Human Capital (HCAP): The presence of workforce populations that are educated and 
trained to work in modern business organizations has been recognized as an important 
determinant of FDI flows (Rivlin, 2001). The Republic of Ireland, for instance, has been 
a major recipient of FDI, partly because of the presence of an educated workforce in the 
country. In this study, human capital is measured by secondary school enrollment as a 
percentage of the population in the secondary school age category. This indicator is 
expected to be positively correlated with FDI flows. 
 
Macroeconomic Fundamentals: In addition to the above explanatory variables, the 
following economic fundamentals are considered in the model: Real GDP Growth Rate 
(GDPG), Inflation (INFL), the Tax Rate (TAXR) and External Debt (EXTD). GDPG is 
measured by the rate of change of GDP and is expected to be positively correlated with 
FDI flows. INFL is proxied by the rate of change of the consumer price index, while 
TAXR is measured by the corporate profit tax rate in a country. External debt is 
measured by a country’s total external debt as a percentage of GDP. INFL, TAXR, and 
EXTD are expected to be negatively correlated with FDI. 
 
 
5.     SOURCES AND DESCRIPTION OF DATA  
The data source for the dependent variable (net FDI as a percentage of GDP) and the 
explanatory variables is the World Development Indicators (WDI) published by the 
World Bank. The Index of Political Freedom was obtained from Freedom House’s 
Annual Survey of Freedom in the World. The models are estimated using the SASS 
statistical software. Table 3 presents the summary statistics for some of the variables. The 
table shows that the mean FDI/GDP ratio for developing countries is 1.20 percent, 
compared to 1.08 percent for MENA countries. Apart from RRI and TAXR, the mean 
levels of all the explanatory variables are better in MENA countries than in developing 
countries. The variability in the levels of FDI/GDP, POLR, and INFL are also higher in 
the MENA region relative to developing countries. 
 
                             (INSERT TABLE 3 HERE)   
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6. MODEL AND ESTIMATIONS 

Having identified some of the determinants of FDI, the next step is to explore the 
extent to which they affect net FDI/GDP in developing countries. I estimate fixed and 
random effects regressions with a dataset from 51 developing countries, 10 of which are 
from the MENA region.9 (see appendix for list of sample countries). The non-MENA 
countries were selected through a random sampling process that generated a 
representative sample. Panel regressions were estimated for the 1975-1999 period .10  
This relatively large number of observations over time (25 years) allows me to obtain 
more consistent and unbiased estimates of the coefficients on the regressors.11 The 
general form of the model is: 

            εβ itk

K

k
itkit Xy += ∑

=1

        i = 1,……….N ;  t = 1……….T 

where Yit represents the value of the dependent variable (Net FDI as a percentage of 
GDP) in cross-section i and time- period t. N is the number of cross-sections, T the length 
of the time series for each cross-section, while K is the number of explanatory variables. 
Xit   and β  represent the vectors of explanatory variables and their parameters 
respectively. The subscript i indicates individual countries, while t shows different time 
periods. εit  represents the vector of the error component. I assume linearity because the 
presence of negative values for some of the variables precludes the logarithmic 
transformation of the entire model. The explanatory variables are defined and measured 
as indicated in Section 4. Given the dynamic nature of FDI flows, the explanatory 
variables are lagged one period. 
 

  
7. RESULTS 

The results from the fixed effects panel regressions are reported in Table 4, columns 1 to 
3.12 Column 1 shows that the following variables are significant for FDI flows to 
developing countries: rate of return on investment (RRI), openness (OPEN), 
infrastructures (INFRA), and corruption/bureaucratic Red Tape (CBRT).13 This result is 
consistent with those of Asiedu (2002). Of these variables, only CBRT emerged with the 
unexpected sign, suggesting, rather strangely, that corrupt and bureaucratic countries tend 
to attract larger volumes of FDI than less corrupt countries. This unexpected result is 
explained in section 8 of the paper. I test the robustness of the basic model by including 
the macroeconomic variables (GDPG, INFL, TAXR, and EXTD) in the model, and the 
results are reported in Column 2. Column 2 shows that the results are unaffected by a 
change in specification.  In addition, economic growth (GDPG) and inflation (INFL) 
emerged as the only significant macroeconomic variables for FDI flows to developing 
countries.14 
 
                                (INSERT TABLE 4 HERE) 
 
          To determine the relative impact of these significant variables on FDI flows to 
developing countries, I compute the standardized coefficients of the significant variables 
and report them in Table 5.15 There are two reasons for using standardized coefficients in 
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this paper. First, some of the explanatory variables are stock variables (such as INFR), 
while the dependent variable is a flow variable. Standardized coefficients make it 
possible to analyze the effects of a change in a stock variable on a flow variable. Second, 
since the explanatory variables are measured in different units, standardized coefficients 
render the scale of the regressors irrelevant, and hence put the explanatory variables on 
equal footing (Wooldridge, 2000, p.182). Thus, the effects of the explanatory variables 
are measured not in terms of the original units of y or the xj, but in standard deviation 
units. 
 
                                          (INSERT TABLE 5 HERE) 
          Table 5 shows that the rate of return on investment has the largest impact on FDI 
flows to developing countries – a 1 standard deviation increase in RRI in the current 
period leads to a 1.17 standard deviations increase in the flow of FDI to a developing 
country in the next period. Infrastructures and inflation have the least impact on FDI 
flows. To ascertain whether MENA countries are different from other developing 
countries, I estimate a separate fixed effects panel regression for only MENA countries, 
and report the results in Table 4, column 3. The results show that, in contrast to other 
developing countries, corruption/bureaucratic red tape and openness are the only 
significant variables for FDI flows to the MENA region.16 However, openness has a 
marginal impact on FDI flows to both MENA and developing countries. Another 
difference between MENA countries and other countries is that, whereas 
corruption/bureaucratic red tape has no negative effect on FDI flows to developing 
countries, it reduces the flow of FDI to the MENA region. Specifically, a 1 standard 
deviation increase in CBRT in the current year increases the flow of FDI to developing 
countries by 0.03 standard deviation in the following year, but decreases the flow to 
MENA countries by 0.009 standard deviation. While economic growth and inflation are 
significant for FDI flows to developing countries, none of the macroeconomic 
fundamentals included in the fixed effects model are important for flows to MENA 
countries. Contrary to conventional wisdom, political rights, infrastructures, natural 
resource availability, and human capital are insignificant for FDI flows to the MENA 
region.  
          Does the difference between MENA countries and other developing countries 
imply that MENA countries are more likely to receive less FDI than non-MENA 
countries? To address this question, I estimate a pooled OLS regression that includes both 
MENA and non-MENA countries.17 First, I include only the non-macroeconomic 
indicators in the model, in addition to a dummy variable, MENA, that assigns 1 to a 
MENA country and 0 otherwise. The coefficient on the MENA dummy measures the 
difference in the FDI/GDP ratio between a MENA country and a non-MENA country, 
assuming that both countries have the same levels of all the explanatory variables. Table 
4, column 4 summarizes the results, and shows that the coefficient on the dummy 
variable is negative and significant. This suggests that, if all the values of the explanatory 
variables were the same for all developing countries, a MENA country will receive about 
47 percent less FDI than a non-MENA country. After controlling for macroeconomic 
variables (Column 5), the coefficient on MENA not only continues to be negative and 
significant, but also increases to 0.68, implying that, other things constant, a MENA 
country will receive 68 percent less FDI than a non-MENA country. Thus, the inclusion 



 10

of economic fundamentals in the model worsens the FDI performance of MENA 
countries, relative to other developing countries. 

  
 
8. DISCUSSION OF RESULTS 

Before discussing the regression results, it is necessary to provide some insight into the 
dynamic specification fit of the panel regressions undertaken in this study. Table 4 shows 
that the R2 values for the three fixed effects regressions are 39 percent, 40 percent and 49 
percent respectively, while those for the pooled OLS are very low at 19 percent and 20 
percent respectively. Apart from taking account of time-and-country-specific effects, the 
fixed effects regressions have a better fit than the pooled OLS model. In addition, results 
from single cross-country regressions can be misleading when unobserved country-
specific effects and endogeneity problems are ignored (Hoeffler, 2002, p.1). 
Consequently, I use the fixed effects regression results (Columns 1-3) as the basis for the 
following discussions.  
 
The Rate of Return on Investment has a significant and positive impact on FDI flows to 
non-MENA countries, but not on flows to the MENA region.  Although the rate of return 
on investment is not significant for FDI flows to the MENA region, it is instructive to 
note that the region has the lowest RRI in the world.18 Table 6 shows that the rate of 
return on U.S. FDI in the MENA region is about half of the world’s average, and less 
than one-fifth of Africa’s. When the risks of doing business in the region are factored in, 
the risk-adjusted rate of return in the region would be very low. These risks include the 
political volatility of the region, public policy instability, the susceptibility of MENA 
countries to sectarian violence and religious fundamentalism, the non-predictability of the 
praetorian  regimes in many MENA countries, and the anti-Western rhetoric in some 
MENA countries. The insignificance of the rate of return on investment for FDI flows to 
the MENA region also suggests that there may be endemic institutional factors that 
discourage foreign investors from investing in MENA countries. In other words, 
regardless of the rate of return on investment, some investors simply stay away from the 
region – a phenomenon that may be described as the “MENA effect.” The MENA effect 
may be due to the institutional constraints that characterize MENA economies. One of 
these institutional dilemmas is corruption and bureaucratic red tape – a problem that is 
discussed below. 
 
                                          (INSERT TABLE 6 HERE)  
 
The impact of trade openness on FDI flows to both MENA and non-MENA countries is 
positive and significant, but very marginal. Table 5 shows that openness is significant for 
FDI flows at the 1 percent level across all the specifications - a result that is consistent 
with Kravis and Lipsey (1982), Culem (1988), Edwards (1990) and Asiedu (2002).19 For 
both MENA and developing countries, however, the impact of openness is very small. 
Specifically, a 1 standard deviation increase in openness in the current period results in 
just a 0.002 standard deviation increase in FDI flows to a MENA country in the following 
period, and a 0.02 standard deviation increase in flows to a non-MENA country. The 
marginal impact for the MENA region may be attributed to the unusually high trade 
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protection that characterizes MENA economies. A highly protective economy requires a 
substantial, not a token, increase in openness in order to attract a large flow of FDI. Table 
7 summarizes the various trade protection indicators of developing countries, and shows 
that trade protection in MENA is on the average the highest in the developing world. For 
instance, the simple and weighted average tariff rates in MENA countries were 22.3 
percent and 17.1 percent respectively, exceeding those of nearly all the regions reported 
in the table. MENA’s trade barriers have not only been the highest, they are also the 
slowest to come down (Srinivasan, 2002, p.1). Another manifestation of the protective 
nature of MENA economies is the fact that trade flows to the region have declined 
dramatically for the past 20 years. For instance, trade flows to the Middle East 
represented about 21 percent of the flows to developing countries in 1980, but fell to 13 
percent in 1990 and a meager 9 percent in 1997 (IMF, 1999). MENA’s declining 
openness contrasts with the increasing openness of Asia, whose share of trade flows 
increased from 28 percent in 1980 to 52 percent in 1997.  
 
                                         (INSERT TABLE 7 HERE) 
 
Infrastructures are important for FDI flows to developing countries, but not for MENA 
countries. Table 4 shows that infrastructure is significant for FDI flows to developing 
countries, and insignificant for MENA countries. This result may be explained by the fact 
that much of the FDI flows to MENA countries goes into natural-resource exploitation – 
sectors in which telephone lines (the proxy for INFRA) are not important. For instance, 
over 80 percent of the FDI in the region is concentrated in the following resource-rich 
countries: Saudi Arabia, Egypt, Tunisia, Bahrain, and Morocco (Eid and Paua, 2002). 
Natural-resource exploitation is typically an enclave activity that is characterized by 
isolation from the rest of the economy. However, because INFRA is insignificant in the 
regression it does not necessarily follow that infrastructures are not important. It simply 
means that the number of telephone lines is not relevant for FDI inflows when some other 
factors are accounted for, but availability of other infrastructures (power, gas, modern 
telecommunication systems, roads, etc.) may still be important. 
 
Corruption/Bureaucratic Red Tape has a negative and significant effect on FDI flows to 
MENA countries, but a non-negative effect on flows to developing countries. The 
negative effect for MENA countries may be attributed to the fact that the size of the 
government is too large in these countries, compared to non-MENA countries. As 
Bennett (2003) points out, the size of the state in MENA countries is “one of the highest 
in the world, even surpassing that of the Soviet Union and Eastern Europe. The size of 
central governments is also large by international standards. ” The ratio of government 
expenditure (plus net lending) to GDP in MENA countries averaged 30 percent in 2001, 
as opposed to about 27 percent in developing countries. It may well be that there is an 
“optimal” size of the government, beyond which it constitutes a disincentive for foreign 
investors. A large size of the government provides a breeding ground for rent-seeking and 
corruption. The 2003 Corruption Perception Index  compiled by Transparency 
International suggests that the level of corruption in MENA countries is relatively high. 
Only Israel, Oman, Bahrain, Cyprus, Qatar, Kuwait, and Saudi Arabia can be said to be 
fairly transparent, having achieved a CPI score of 5.0 and above. Most MENA countries 
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achieved a score of 3.4 or less.20 The World Bank’s governance indicators also rank most 
MENA countries low in their levels of transparency.21 
 
Economic fundamentals are not significant for FDI flows to MENA countries.22 None of 
the economic variables included in the fixed effects model was significant for FDI flows 
to the MENA region (see Table 4, Column 3). While this result contradicts Kamaly’s 
(2002), it is supported by the findings of Shrestha and Onyeiwu (2003) and Haddad 
[quoted in Batra et al. (2000)]. Haddad (2000), for instance, argues that tax rates are not 
“leading constraints to doing business” in the MENA region. He identifies the two 
leading constraints as public policy instability and corruption.   
          There are three major surprises in this study in respect of FDI flows to the MENA 
region. The first is the non-significance of GDP growth rate in the fixed effects model. 
Nearly every study of the determinants of net FDI has identified economic growth as a 
very important variable [see, for instance, Zhang (2001) and Chakrabarti (2001)]. This 
result reinforces my earlier contention that there may be region-specific institutional 
factors that influence FDI flows to Arab countries, regardless of economic growth. It may 
also be the case that a majority of the foreign investors in Arab countries are not market-
seeking, but are in the region to extract natural resources.23 For instance, the major 
recipients of FDI in the region (Egypt, Morocco, Tunisia, and Saudi Arabia) are endowed 
with natural resources. Thus, economic growth may not be a decisive factor in the 
decision to invest in these countries.  
          The second surprise is the insignificance of POLR. Very few analysts would 
contest the notion that the MENA region is one of the most undemocratic regions in the 
world. One would, therefore, expect the flow of FDI to the region to be influenced by 
political factors. Although the insignificance of political rights is supported by Jaspersen 
et al (2000) and Hausmann and Fernandez-Arias (2000) with respect to other regions, it 
questions the veracity of the notion that the lack of political freedom and democracy in 
MENA countries is responsible for the unimpressive flow of FDI to the region. It may be, 
also, that foreign investors are willing to operate in undemocratic  economies, as long as 
the risk-adjusted rate of return on investment is high. I should point out, however, that the 
insignificance of POLR may be due to my choice of proxy for the variable, since the 
relationship between FDI flows and political risks depends on the variable used to 
measure political risks (Edwards, 1990; Schneider and Fry, 1985). For instance, Edwards 
(1990) uses two indicators – political instability and political violence – to measure 
political risks, and found only the political instability variable to be significant. The result 
from this paper with respect to POLR should, therefore, be interpreted with caution. 
          The third surprise is the insignificance of NATR for FDI flows to both MENA and 
non-MENA countries. Studies on FDI flows to developing countries consistently show 
that natural resource availability is very important for attracting FDI [Jenkins and 
Thomas (2002), Morisset (2000)]. For instance, oil-rich Angola received the largest 
volume of FDI in Africa in 1998, despite its classification as the most unstable country in 
the region (UNCTAD, 1998).24 Natural resource availability also explains why Egypt, 
Morocco, and Tunisia accounted for much of the flow of FDI to the MENA region in 
1999 (UNCTAD, 2000). The non-significance of natural resources in the present study 
may be explained by the exclusion of Bahrain, Kuwait, Saudi Arabia, United Arab 
Emirates, and Qatar from the sample. The exclusion of these oil- producing Gulf 
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Cooperation Council states was necessitated by the lack of time-series data for these 
countries.  
 
 

9.  CONCLUSIONS AND POLICY IMPLICATIONS  
This paper has shown that MENA countries are different from other developing countries 
with regard to FDI flows. Some of the determinants of FDI flows to developing countries 
are not significant for FDI flows to MENA countries. These include the Rate of Return 
on Investment, Infrastructures, and Economic Fundamentals. More importantly, if the 
values of all the determinants of FDI flows were the same for all developing countries, a 
MENA country is more likely to receive substantially less FDI than a non-MENA 
country. 
          Two significant factors explain why MENA countries receive less FDI than other 
countries: corruption/bureaucratic Red Tape and trade openness. This conclusion is 
supported by Batra, et al (2000), who argue that the two leading constraints that foreign 
firms encounter in MENA countries are policy instability and corruption. Consequently, 
MENA countries need to implement two major policy measures in order to attract FDI. 
First, they must reduce the size of the government by implementing far-reaching 
privatization programs. By shrinking the scope of the government, privatization reduces 
corruption and bureaucratic red tape. It also opens up to foreign investors, sectors of the 
economy that have been dominated by the state. A second critical policy measure is the 
liberalization of trade in MENA countries. The regression results show that trade 
openness has a significant and positive impact on FDI flows to MENA countries. As 
indicated earlier on, however, trade protection in the MENA region is one of the highest 
in the world, as well as the slowest to come down. Removal of trade barriers and 
economic integration within the region will have the effect of boosting the flow of FDI to 
MENA countries. Given the unusually high trade protection in the region, trade barriers 
should be reduced substantially in order to attract a large inflow of FDI. There are 
potential synergies in the simultaneous implementation of privatization and trade 
liberalization. Privatization reduces the pressure on the government to generate more 
revenue, which in turn reduces the need to impose high tariffs as a source of revenue. 
          While improvement in macroeconomic performance is essential for economic 
growth and stability, it should not be the sole pre-occupation of MENA countries with 
regard to attracting FDI. MENA countries tend to assume that improvement in 
macroeconomic performance is a necessary and sufficient condition for attracting FDI. 
However, this paper has shown that economic fundamentals are not significant for FDI 
flows to the region. This suggests that MENA countries should sequence their policy 
measures, beginning with a focus on privatization and trade liberalization, and 
subsequently shift to improvement in economic fundamentals. 
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ENDNOTES 
                                                 
1 Rivlin (2001, p.191) identifies the following institutional factors as important for FDI flows to the MENA 
region: political uncertainty, bureaucratic obstruction, corruption, low skill and education levels, inadequate 
infrastructure, and a lack of cooperation among neighboring countries. 
2 FDI flows to the MENA region has been abysmal despite the adoption, by some MENA countries, of the 
European Union policies and regulations designed, among other things, to promote FDI. 
3 This historical trend suggests that endemic institutional constraints may also be responsible for the 
abysmal flow of FDI to the MENA region. 
4 The Inward FDI Performance Index ranks countries by the FDI they receive relative to their economic 
size, computed as the ratio of a country’s share in global FDI inflows to its share in global GDP. For details 
about this index, see UNCTAD (2003). 
5 This study is less comprehensive, as it excludes non-Arab MENA countries from the sample. 
6 The Kamaly study did not use the Granger-causality test to ascertain whether there is a two-way causation 
between FDI and growth. The existence of a two-way relationship between these variables would result in a 
spurious relationship, which in turn would render the coefficients on growth biased and inconsistent. 
7 I should point out that this list of explanatory variables is not exhaustive. To keep the analysis 
parsimonious and tractable, other potentially explanatory variables have been excluded. 
8 The focus of the present study is on trade openness. 
9 The inclusion of more MENA countries was not possible because of the lack of data. 
10 The fixed effects model, which allows for time-specific and country-specific components, can be written 
as: yit = α + αi +λt + xi’t β + εit  
where α represents a general intercept term , αi captures country-specific effects, and λt  represents time-
specific effects in period t. The αi ‘s are treated as either fixed constants or allowed to vary across countries 
in a non-stochastic way.  The classical error term εit is assumed to have a zero mean [E (εit) = 0] and a 
homogeneous variance  [Var (εit) = σ2].   
          In the random effects model, however, the country-specific component (intercept) αi is assumed to be 
stochastic with a certain variance. The general form of the random effects model is: 

yit = α + xi’t β + ui + wt +εit  
where  ui represents random country-specific components, and wt the random time-specific components of 
the error term. Perfect collinearity is avoided by the assumption that the expectation of the country-specific 
errors ui is zero.   
11 Most of the studies on FDI flows to developing countries have used cross-section data or panel 
regressions that cover only a few years. 
12 Based on the Hausman (1978) test, the random effects model was rejected in favor of the fixed effects 
regressions. 
13 There is an ongoing debate regarding the appropriateness of using the sum of imports and exports as a 
percentage of GDP to measure openness. Some analysts contend that openness ought to be measured by a 
policy variable, rather than just a ratio.  I used Gross Private Capital Flows as a percentage of GDP as an 
alternative measure of openness, but there was no change in my results. Openness continues to be positive 
and significant at the1 percent level. 
14 The Granger-causality test suggests rejecting the null hypothesis of a two-way causation between growth 
and FDI. 
15 The formula for standardized coefficients or beta coefficients is given as: bj = (σj /σy )βj  for j = 1,……, k, 
where bj  is the standardized coefficient of the jth regressor,σj  is the standard deviation of the estimated 
coefficient of the jth regressor, and σy is the standard deviation of the estimated coefficient of the dependent 
variable. βj is the estimated coefficient of the jth regressor. 
16 CBRT is significant at the 10 percent level for MENA countries, but at the 1 percent level for developing 
countries. 
17 OLS regression method is used in this case in order to allow the introduction of the dummy variable, 
MENA. Fixed effects models do not allow the “explicit” introduction of dummy variables. 
18 MENA’s low RRI may be due to the region’s high corporate tax rates, which averaged about 24 percent 
during the 1975-1999 period (see Table 3). 
19 In fact, Chakrabarti (2001, p.) argues that “a country’s openness to trade is more likely to be correlated 
with its FDI than any other potential explanatory variables.” 
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20 A CPI score of 10.0 represents “Highly Clean” and 0 indicates “Highly Corrupt.” However, the 
relationship between corruption and FDI flows can sometimes be spurious, as demonstrated by China’s CPI 
score of 3.4 – the same score as Syria’s. But China’s per capita FDI was $30 in the year 2000, compared to 
Syria’s at just $7.   
21 See the online edition of the World Bank Institute’s governance indicators at www.worldbank.org  
22 Economic growth and inflation are significant for FDI flows to non-MENA countries. 
23 But this proposition is complicated by the fact that natural resource availability was found to be 
insignificant for FDI flows to both MENA and developing countries. 
24 Oil represents about 95 percent of Angola’s total exports, and 45 percent of its GDP. 
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Table 1 
Net FDI as a Percentage of GDP in Developing Countries 
 
Region 1996 1998 1999 2001 2002 
MENA 0.35 1.27 0.25 0.79 0.34 
SSA 1.57 2.01 2.47 4.40 2.19 
S. Asia 0.68 0.64 0.53 0.66 0.76 
E. Asia  4.1  2.88 3.17 
Latin Amer./ 
Caribbean 

2.28 3.5 5.02 3.63 2.47 

 
Source: Computed from World Development Indicators, various years. 
 
 
Table 2: Net Capital Flows to Developing Countries (US$ billions)                 

 
 1990 1996 
Region Amount  Percentage Amount Percentage 
Latin America & the Caribbean 12.5 28.15 74.3 30.50 
Middle East & North Africa 0.6 1.35 6.9 2.85 
South Asia 2.2 4.95 10.7 4.41 
East Asia & Pacific 19.3 43.47 108.7 44.61 
Europe & Central Asia 9.5 21.40 31.2 12.80 
Sub-Saharan Africa 0.3 0.68 11.8 4.84 
Total 44.4 100 243.8 100 
Source: World Bank (1997) 

 

 

 

Table 3: Descriptive Statistics and the Expected Sign of the Coefficients on Explanatory Variables 

                                                 MEAN                                  STANDARD DEVIATION               

Variables Developing 
Countries 

MENA Developing 
Countries 

MENA Expected Sign 
of the 
Coefficients 

FDI/GDP 1.20 1.08 0.38 7.13  
RRI 33.4 30.3 2.77 2.45 + 
OPEN 63.5 80.0 0.15 0.09 + 
POLR 4.3 5.4 1.93 2.18 + 
INFR 49.5 88.1 0.07 0.03 + 
NATR 17.1 40.2 0.23 0.08 + 
CBRT 25.8 38.5 0.37 0.24 - 
HCAP 41.4 53.5 0.36 0.18 + 
INFL 78.9 16.3 0.004 0.05 - 
GDPG 3.5 5.0 0.40 0.24 + 
TAXR 23.2 23.8 0.36 0.32 - 
EXTD 65.0 53.1 0.04 0.05 - 
 
 
 



 
 
 
 
Table 4: Estimated Coefficients of Fixed Effects Panel and OLS Pooled Regressions 
 
Variable Column 1 Column 2 Column 3 Column 4 Column 5 
Intercept -5.49* 

(0.076) 
-7.02** 
(0.040) 

- 0.38 
(0.581) 

0.59 
(0.407) 

RRI 0.14* 
(0.090) 

0.16* 
(0.065) 

0.06 
(0.703) 

-0.10 
(0.580) 

-0.02 
(0.369) 

OPEN 0.05*** 
(0.0001) 

0.05*** 
(0.0001) 

0.02*** 
(0.011) 

0.03*** 
(0.0001) 

0.03*** 
(0.0001) 

POLR -0.07 
(0.187) 

-0.06 
(0.242) 

-0.12 
(0.400) 

-0.08** 
(0.036) 

-0.07* 
(0.088) 

INFR 0.004** 
(0.059) 

0.004** 
(0.031) 

0.003 
(0.222) 

-0.002 
(0.119) 

-0.0009 
(0.442) 

NATU -0.007 
(0.262) 

-0.01 
(0.285) 

0.002 
(0.703) 

-0.002 
(0.528) 

0.002 
(0.451) 

CBRT 0.03*** 
(0.014) 

0.03*** 
(0.010) 

-0.03* 
(0.102) 

-0 .002 
(0.706) 

-0.001 
(0.843) 

HCAP -0.01 
(0.244) 

-0.01 
(0.337) 

-0.01 
(0.485) 

0.002 
(0.644) 

0.0004 
(0.928) 

GDPG  0.03*** 
(0.002) 

0.0006 
(0.966) 

 0.04*** 
(0.0003) 

INFL  -0.0003*** 
(0.010) 

0.0006 
(0.838) 

 -0.0001* 
(0.097) 

TAXR  0.01 
(0.330) 

0.02 
(0.344) 

 -0.01*** 
(0.013) 

EXTD  0.002 
(0.281) 

-0.004 
(0.192) 

 0.002** 
(0.039) 

MENA    -0.47** 
(0.021) 

-0.68*** 
(0.002) 

R2 0.39 0.40 0.50 0.19 0.20 
Number of 
Observations 

51 51 10 51 51 

   
The figures in parenthesis represent the p-values, while ***, **, and * indicate significance at the 1%, 5%, 
and 10% levels respectively. 
 
 
Table 5: Standardized Coefficients of the Significant Variables in the Fixed Effects Panel Regressions 
 
Variable Developing Countries MENA 
RRI + 1.17 Not Significant 
OPEN + 0.02 0.002 
INFRA + 0.0007 Not Significant 
CBRT - 0.03 0.009 
INFL - 0.0003 Not Significant 
GDPG + 0.03 Not Significant 
 
 
 
 
 



 
 
    Table 6: Rates of Return on United States FDI in MENA and Selected Regions, 1991-1997 
                                                 (percent) 
   
Country/Region* 1991 1992 1993 1994 1995 1996 1997 
Egypt 2.9 2.6 2.3 2.01 2.4 2.6 2.3 
Israel 6.7 12 13.2 12.8 10.1 12.7 7.9 
Lebanon - 9.4 3.9 - 6.6 6.2 4.4 
Qatar 10.0 - - - 19.8 18.8 18.0 
Saudi Arabia 4.8 2.8 2.3 5.23 6.4 6.1 3.7 
Turkey 1.0 1.5 1.7 0.4 1.6 0.91 0.88 
UAE 23.2 25.0 12.5 - - 11.9 - 
MENA 6.2 7.5 4.2 5.11 6.8 11.3 4.9 
Africa** 30.6 28.4 25.8 24.6 35.3 34.2 25.3 
Asia & Pacific** 23.8 22.6 20.7 18.4 20.2 19.3 16.2 
Latin America & 
Caribbean** 

12.1 14.3 14.9 15.3 13.1 12.8 12.5 

Developing 
Countries** 

11.6 10.4 11.1 11.7 13.3 12.5 14.0 

* The data for MENA countries and region were computed by the author on the basis of information 
from US Commerce Department’s U.S. Direct Investment Abroad (various issues), and UNCTAD’s 
World Investment Report (online database).  Following UNCTAD, the rate of return is computed as 
the net income of U.S. foreign affiliates in a given year, divided by the average of beginning-of-year  
and end-of-year FDI stock 
** Source: UNCTAD (1999) 
 
 
 
            Table 7: Trade Protection Indicators for MENA and Selected Regions 
                                  (Most recent year in late 1990s) 

 
Aggregate Measures Country/Region Simple 

Average 
(percent) 

Weighted 
Average 
(percent) 

Standard 
Deviation 
(percent) 

NTB 
Coverage 
(percent) Sharer Oliva AN 

 
MENA 

22.3 17.1 30.1 15.9 6.1 22.8 20.7 

Europe & 
Central Asia 

9.8 6.7 11.0 10.9 3.5 10.4 11.6 

East Asia 13.1 8.7 16.8 9.9 3.9 13.2 11.3 
Latin America 13.1 11.9 8.5 17.1 3.6 12.9 14.7 
Sub-Saharan 
Africa 

17.7 14.2 13.3 4.5 3.8 13.1 18.9 

South Asia 19.7 18.8 11.7 8.2 4.2 14.6 27.7 
 
Source: Srinivasan (2002, p.9). 
 
 
 
 
 
 
 

 



 
APPENDIX: List of Sample Countries. 

  
MENA Sub-

Saharan 
Africa 

Latin 
America & 
the 
Caribbean 

Asia 

Algeria 
Camero
on Argentina Bangladesh 

Egypt Ethiopia Barbados Indonesia 
Iran Gabon Bolivia Korea 
Israel Gambia Brazil Nepal 
Jordan Ghana Chile Pakistan 
Morocco Kenya Colombia Thailand 
Oman Niger Costa Rica  

Syria Rwanda 
Dominican 
Republic 

 

Tunisia Senegal Ecuador  
Turkey Sierra 

Leone El-Salvador 
 

 Swazila
nd Guatemala 

 

 Togo Guyana  
 Uganda Haiti  
 Zimbab

we Honduras 
 

  Jamaica  
  Mexico  
  Nicaragua  
  Panama  
  Peru  
  Uruguay  
  Venezuela  

 
      
    

 
 
 
 


