Australasian Review of African Studies, 2024,45(2), 89-110 AFSAAP
http://afsaap.org.au/ARAS/2024-volume-45 2024
https://doi.org/10.22160/22035184/ARAS-2024-45-2/89-110

Determinants of Foreign Direct Investment Inflows in the East African
Community States: the Roles of Political Stability, Economic Growth
and Trade Openness

Osman Sayid Hassan Musse
SIMAD University, Somalia
Corresponding author
osmansayid@gmail.com

Abdelghani Echchabi
Al Akhawayn University, Morocco
abdelghani.mo@gmail.com
Abstract

This study explores the effect of political stability on foreign direct
investment inflows in the East African Community (EAC), alongside other
key macroeconomic factors (GDP, trade openness, exchange rate, and
inflation). Using panel data models, we analyse annual data from seven EAC
states over a 10-year period (2013-2022). Findings reveal that while political
stability is positively correlated with FDI inflows, it lacks statistical
significance. Economic growth, on the other hand, emerges as a key
significant driver of FDI, confirming that a strong economy boosts investor
confidence. Trade openness is also significantly and positively associated
with FDI inflows, underscoring its role in attracting capital, facilitating
technology transfer, and enhancing knowledge flows into the region.
Exchange rates show a positive and insignificant association with FDI
inflows, while inflation similarly exhibits a positive but insignificant
correlation, suggesting that moderate inflation can attract investment, but
prolonged high inflation may deter foreign investors. This study is unique in
its focus on political stability as a determinant of FDI inflows within a region
that includes Somalia, Congo and South Sudan, three of the thirteen most
violence-affected countries globally. The study recommends ways that the
EAC should address the root causes of political instability, including policies
aimed at reducing poverty, combating corruption, and expanding
opportunities for youth and marginalized communities. Member states
should also advocate policies that facilitate movement of goods, services, and

assets to enhance regional trade integration and attract foreign investments.
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Introduction

Attracting foreign direct investment (FDI) is a crucial objective for
countries seeking to enhance their economic development and global
competitiveness (Bertrand et al., 2024). Several key factors influence a
nation's capacity to attract FDI, with political stability and the absence of
violence (PS), trade openness (TO), gross domestic product (GDP), inflation
rate (Inf) and exchange rate (ER), standing out as the most impactful.
Political stability and the absence of violence or terrorism are particularly
important for attracting FDI (Ozbozkurt & Satrovic, 2019). They evaluated
the risk of PS, all of which pose significant risks to potential investors.
Instability often arises from factors such as failed transitions of power, armed
conflicts, violent demonstrations, social unrest, and international tensions
(Kaufmann et al., 2010). Additionally, internal conflicts, ethnic tensions,
terrorism, and civil wars further contribute to political instability (Kaufmann
& Kraay, 2023). As a result, states with stable political environments will
attract FDI, offering investors greater security and promoting stronger
economic growth and infrastructure development. This interplay between
political and economic factors not only influences a country's ability to attract
FDI but also shapes its overall economic landscape and long-term prospects
for growth (Bertrand et al., 2024).

Globally, the rise of violent extremism has led to widespread loss of
life across nations, faiths, and ethnic groups. Various countries have
experienced over 500 deaths due to violence, with the number of affected
countries rising from 5 in 2013 to 11 in 2014, representing a 120% rise
compared to the previous year. Newly affected states included Somalia,
Ukraine, Yemen, the Central African Republic, South Sudan, and Cameroon
(UNDP, 2016). Among these, Somalia and South Sudan are members of the
EAC region, underscoring the need to examine how PS impacts FDI inflows
in the region. Moreover, political stability is essential for fostering business
confidence, promoting social cohesion, and ensuring sustainable economic
progress, especially in fragile or conflict-affected areas. Within the EAC
region, countries such as Somalia, South Sudan, and Congo consistently rank
among the lowest according to the PS metric data.
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Figure 1 Historical data on political stability across the EAC
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Source: World bank database: World Development Indicators

As Figure 1 shows, Rwanda has outperformed the other EAC
members, maintaining an average percentile rank of 46 and surpassing the
50th percentile between 2021 and 2022. Tanzania follows with an average of
30, reaching its highest rank of 37 in 2022. Uganda comes in third, with an
average percentile rank of 17, though it has shown a decline over the past
four years. Somalia holds the lowest position within the EAC, with a
percentile rank of 1.9 out of 100, showing a steady decline from 2020 to
2022. This is attributed to the persistence of terrorism and frequent terrorist
attacks. South Sudan follows closely, averaging a 2.12 percentile rank,
largely due to its ongoing civil war, although it has shown slight
improvement between 2020 and 2022. The Congo holds a 4.8 percentile rank
due to similar factors of internal conflict and political instability. Burundi,
with a 9 percentile rank, has seen improvements over the past three years,
while Kenya ranks fourth in the region with 12 percent, showing gradual
progress and reaching its highest rank of 15 percent in the past three years.
The data suggest that the EAC will continue to face challenges in attracting
FDI, a critical driver of economic growth and infrastructure development. To
provide a broader perspective on political stability in the EAC, it is useful to
compare its Political Stability (PS) metric with that of the G7 nations—
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Canada, France, Germany, Italy, Japan, the United Kingdom, and the United
States. While the two regions differ significantly in various economic, social,
and political aspects, this comparison serves to contextualize the EAC's
stability within a global framework. Figure 2 shows the percentile rankings
for political stability in the G7 over a 21-year period (2002-2022).

Figure 2 Historical data on political stability for the G7 nations
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In the G7, Canada and Japan maintain the highest rankings,
averaging over 80 percent in PS metric, based on a percentile scale out of
100. Germany follows with an average of 72 percent. The USA ranks lowest
among the G7, with an average of 56 percent, due to factors such as the
September 11 attacks, protests following the murder of George Floyd in
2020, and political violence after the 2020 presidential election. France and
the United Kingdom hold similar rankings, both averaging around 60
percent, influenced by events such as the terrorist attacks in 2015-2016 in
France and the London and Manchester bombings in the UK. Italy ranks
slightly higher, averaging 61 percent on the 100-percentile scale for PS.
Overall, G7 countries maintain PS levels significantly above 50 percent,
demonstrating a stark contrast to the EAC region. Therefore, examining the
impact of PS on FDI inflows, alongside other key macroeconomic variables,
is essential, especially given that the region includes countries like Somalia,
South Sudan, and Congo, which rank among the lowest globally in terms of
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political stability and are significantly affected by political instability and
terrorism. Furthermore, the study highlights a scarcity of research directly
linking political stability to FDI inflows—a crucial resource for economic
development. Thus, this study aims to examine the influence of PS on FDI
inflows in the EAC, while also considering other key economic indicators
i.e., economic growth, trade openness, exchange rates, and inflation. The
paper is structured as follows. Section 2 presents the literature review.
Section 3 outlines the methodology. Section 4 analyses the findings and the
final section concludes the paper.

Literature review

Political Stability and FDI

Political stability and the absence of violence (PS) are critical factors
in attracting foreign direct investment (FDI) inflows and promoting
economic development (Okara, 2023; Weerachai, 2024). Numerous studies
suggest that nations with high ratios of PS tend to attract more FDI, and it
has been revived as a key driver of economic development, while those with
significant political risk may experience reduced FDI inflows (Weerachai,
2024). Political instability creates an environment of uncertainty, deterring
investors who fear for the safety of their investments and the potential return
on investment (Saurav & Kuo, 2020).

Korsah et al. (2022), in their study of FDI drivers in West Africa
from 1989 to 2018, used fixed- and random-eftects econometric regression
models but found that PS was not a significant determinant of FDI inflows
in that region. In contrast, Chandra and Handoyo (2020) examined the
determinants of FDI inflows in 31 Asian countries between 2002 and 2017,
considering factors like political stability, inflation rate, trade openness,
exchange rate, market size, and interest rate. Using the Generalized Method
of Moments (GMM), they suggested that PS has a positive effect on FDI
inflows. Brada et al. (2003) studied the impacts of political instability and
economic transition on FDI in Central Europe and the Balkans. Their
research revealed that both political instability and economic transition
negatively impacted FDI inflows. They concluded that the restoration of
peace and the reduction of tensions in these regions would likely result in
increased FDI inflows, highlighting the importance of PS in attracting
investment. Supporting Chandra and Handoyo's (2020) findings, Meressa
(2022) analysed FDI inflows to 17 COMESA member countries from 2002
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to 2016, using panel data estimators, and found that political stability had a
positive and significant impact on FDI inflows.

Conversely, Le et al. (2023) examined the relationship between PS
and FDI inflows in 25 Asia-Pacific countries the period from 1990 to 2020
and using dynamic system GMM, and found a negative impact of PS on FDI
inflows in this region. Similarly, Maulidiyah and Fuddin (2024) investigated
the role of political stability and macroeconomic factors in attracting FDI
inflows to five ASEAN nations (Indonesia, Malaysia, Vietnam, Laos,
Cambodia) over a 20-year period using panel data regression. Their findings
revealed that PS is positively and significantly correlated with FDI inflows
in these nations. Drawing from these varied results, the following hypothesis
was developed: Political stability is positively correlated with foreign direct
investment inflows in the EAC.

Economic Growth and FDI

Economic growth, typically measured by gross domestic product
(GDP), is a key driver of foreign direct investment (FDI) inflows, as it
presents location advantages and builds investor confidence. Strong
economic performance signals to foreign investors that a country has a stable
and expanding market, which enhances the potential for profitable
investments. Ghazalian (2023) examined the short-run and long-run effects
of economic growth on FDI inflows using the Generalized Method of
Moments (GMM) system estimator for dynamic panel models. His study
revealed that economic growth is positively and significantly affected FDI
inflows. He emphasized the importance of growth-enhancing policies that
align with the economic and geo-economic contexts of host nations to
encourage increased FDI inflows, aligning with Othman’s (2022) findings on
the positive relationship between GDP growth and FDI inflows in the Arab
region. Supporting this view, Chandra and Handoyo (2020) also found a
positive relationship between economic growth and FDI inflows in their
study of 31 Asian countries from 2002 to 2017. Using the GMM method for
dynamic panels, they concluded that economic growth is crucial factor in
attracting FDI. Similarly, Demirhan and Masca (2008) investigated the
drivers of FDI inflows in 38 developing countries between 2000 and 2004.
Their results suggested that economic growth is positively and significantly
correlated with FDI inflows. Meressa (2022) reached the same conclusion in
a study of 17 COMESA member countries from 2002 to 2016, suggesting
that higher economic growth leads to increased FDI inflows.
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In the context of Central Asia, Ashurov et al. (2020) studied FDI
determinants in Central Asia Countries, covering the period from 2000 to
2017, also using the GMM system. They found that economic growth
positively and significantly correlated with FDI inflows in these nations,
further supporting the notion that strong economic performance attracts
foreign investment. Given the consistent evidence from these studies, this
hypothesis is formulated: Economic growth is positively correlated with
foreign direct investment inflows in the EAC.

Trade Openness and FDI

Trade openness, measured by the total value of a country’s exports
and imports as a percentage of its GDP, is a critical factor influencing the
economic dynamics of modern nations (BIS, 2015; Musse et al., 2024). The
relationship between trade openness and FDI inflows is particularly crucial,
with studies suggesting that trade openness tends to benefit countries with
higher initial income per capita, higher levels of FDI, and greater gross fixed
capital formation (Wiredu et al., 2020).

Chandra and Handoyo (2020) examined the determinants of FDI
inflows in 31 Asian countries from 2002 to 2017, considering factors such as
political stability, inflation, trade openness, exchange rates, market size, and
interest rates. They discovered a positive association is recorded between
trade openness and FDI inflows. Supporting this conclusion, Demirhan and
Masca (2008) investigated FDI drivers in 38 developing countries from 2000
to 2004, finding that trade openness is positively and significantly correlated
with FDI inflows. Similarly, Meressa (2022) studied the factors influencing
FDI variability in 17 COMESA member countries from 2002 to 2016. The
results aligned with previous studies, indicating that trade openness is
positively and significantly correlated with FDI inflows.

In the context of Central Asia, Ashurov et al. (2020) investigated the
determinants of FDI in Central Asia Countries from 2000 to 2017, using the
GMM system. Their findings confirmed that trade openness has a positive
and significant effect on FDI inflows. Further support for this positive
correlation was found by Le et al. (2023), who examined the effects of
political stability and FDI inflows in 25 Asia-Pacific countries from 1990 to
2020, using a dynamic GMM system. They concluded that trade openness
positively influences FDI inflows in the Asia-Pacific region. Additionally,
Asbullah et al. (2022), in their study of FDI determinants from previous
literature, reached a similar conclusion, affirming that trade openness
significantly boosts FDI inflows.
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However, in contrast to above findings, Mudiyanselage (2021)
explored the relationship between trade openness and FDI in Romania over
the period from 1997 to 2019. The results showed that trade openness had a
negative and significant relationship with FDI inflows in both the short and
long term, contradicting the conclusions of earlier studies. This finding is
consistent with the research conducted by Musse et al. (2024) on the East
African Community (EAC), although their results were not statistically
significant. In light with the majority of evidence from selected studies, the
following hypothesis is formulated: Trade openness is positively correlated
with foreign direct investment inflows in the EAC.

Exchange Rate and FDI

Exchange rate fluctuations significantly influence FDI inflows (Tan
et al., 2021). A depreciation of the domestic currency can make local assets
cheaper for foreign investors, thereby encouraging FDI inflows by lowering
the cost of investment (Bayoumi, 1996). This suggests that exchange rate
volatility will have a positive impact on FDI inflows. Asiamah et al. (2018)
studied the factors determining FDI inflows in Ghana from 1990 to 2015,
using Johansen’s cointegration approach within a vector autoregressive
framework. Their findings reveal that exchange rate fluctuations have a
statistically significant negative effect on FDI inflows in both the short and
long term, consistent with results observed in East African countries
(Tegegne, 2024). They suggest that the government should employ
pragmatic measures i.e., exchange rate targeting strategies, to stabilize the
exchange rate and enhance FDI attraction.

Conversely, Korsah et al. (2022) explored the drivers of FDI inflows
in West African regions from 1989 to 2018, using fixed and random effects
econometric models. Their research found that exchange rate volatility is
positively and significantly correlated with FDI inflows, implying that
exchange rate depreciation could stimulate an increase in FDI inflows. They
recommend adopting a stable exchange rate regime to attract FDI. Therefore,
this hypothesis is formulated: Exchange rate is positively correlated with
foreign direct investment inflows in the EAC.

Inflation Rate and FDI
The inflation rate is a critical macroeconomic variable that can
significantly impact foreign direct investment (FDI) inflows (Islam and
Beloucif, 2023). It reflects the general rise in prices of goods and services
over time, which can affect a country’s economic stability and attractiveness
96
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to foreign investors (Oner, 2024). High inflation often signals instability,
reducing investor confidence and deterring FDI.

In theory, high inflation can discourage foreign investment, as it
often leads to local currency depreciation, reducing the value of assets tied to
the local currency compared to foreign currencies (Takefman, 2022).
Asiamabh et al. (2018) examined the factors influencing FDI inflows in Ghana
from 1990 to 2015 using Johansen’s cointegration approach within a vector
autoregressive framework. Their findings indicate that inflation has a
negative and significant impact on FDI inflows in Ghana.

Similarly, Chandra and Handoyo (2020) studied FDI determinants
in 31 Asian countries from 2002 to 2017 using the Generalized Method of
Moments (GMM) and found that inflation negatively affects FDI inflows,
deterring foreign investors. Demirhan and Masca (2008) also supported these
findings in their analysis of 38 developing countries from 2000 to 2004,
concluding that higher inflation rates are negatively correlated with FDI
inflows. Further supporting this view, Asbullah et al. (2022) reviewed
literature on FDI determinants, emphasizing that high inflation erodes returns
on investments, leading to reduced FDI inflows.

However, Maulidiyah and Fuddin (2024) presented a contrasting
view in their study of five ASEAN countries (Indonesia, Malaysia, Vietnam,
Laos, and Cambodia) over 20 years, finding that inflation positively affected
FDI inflows in these countries. This divergence suggests that the effect of
inflation on FDI may differ based on regional and economic contexts. Given
the majority of findings, this study proposes the following hypothesis:
Inflation rate is negatively associated with foreign direct investment inflows
in the EAC.

Research methodology
This section outlines the data collection process, target population,
and sample selection procedure.

Data and study period

This study utilizes yearly base data sourced from the World Bank’s
database, focusing on six key variables: Foreign direct investment (FDI)
inflows, political stability and absence of violence (PS), economic growth
(GDP), trade openness (TO), exchange rate (ER), and inflation rate (Inf). FDI
and GDP data are kept in absolute numerical values without scaling, while
TO, ER, and Inf are expressed as percentages or ratios. The analysis spans
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from 2013 to 2022, chosen based on data availability. The data can be freely
downloaded in Excel format from the World Bank’s website.

Sample size

The population for this study includes all eight member countries of
the EAC region. However, South Sudan is dropped from the sample due to
limited data availability on adopted economic indicators i.e., GDP, inflation
rate, and trade openness. Consequently, the final sample comprises seven
countries—Congo, Burundi, Kenya, Rwanda, Somalia, Uganda, and
Tanzania—representing 87% of the target population (Musse et al., 2024).

Methodology

The study employs a balanced panel data, a cross-sectional time-
series dataset. It also known as longitudinal data (Musse et al., 2024). This
approach is advantageous as it increases the sample size and enhances the
ability to analyse changes over time with the purpose of identifying the
factors affecting foreign direct investment inflows, specifically examining
the impact of political stability, economic growth, trade openness, exchange
rate, and inflation rate on FDI inflows of the EAC. The study utilizes pooled
ordinary least squares (OLS), random and fixed effects models. Diagnostic
tests are performed to determine the most suitable model. The Breusch-Pagan
Lagrange Multiplier (LM) test is used to choose between the random effects
model and pooled OLS, while the Hausman test assists in selecting between
fixed and random effects models (Gujarati, 2009). Based on these
diagnostics, three models are formulated for analysis.

Model 1: Pooled OLS

FDI; = By + B1PSi1 + B2GDP; + B3TO;3 + B4ER;4 + ByInfyyte;
Model 2: Random Effects Model
FDI; = Bo + B1PSi1 + B2GDPy; + B3TO;3 + B4ER, + ByInfyy + pyrtg;
Model 3: Fixed Effects Model
FDI; = Bo + B1PSi1 + B2GDPy; + B3TO;3 + B4ER, + ByInfyy + pyrté;

Where y;; + & = wj. Wy, is the error component which consists of cross-
section error component and time series error component (Gujarati, 2009).
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Table 1 summarizes the variable names, symbols, and their corresponding

measurements

Variable Names | Symbols | Measurements

Foreign  direct | FDI It is referred to direct equity investment

investment flows in the economy.

inflows

Political PS

stability and the It assesses the likelihood of PS. The

absence of percentile rank represents the country's

violence standing relative to all other countries, with
0 indicating the lowest rank and 100
representing the highest.

Gross domestic | GPD It is calculated by dividing the gross
product domestic product by the midyear
population.

Trade openness | TO It is the total of exports and imports as a
percentage of GDP.

Exchange rate ER It is the exchange rate that is set by national
authorities, calculated as an annual average
derived from monthly averages.

Inflation rate Inf It is the annual growth rate of the GDP

implicit deflator, reflects the overall rate of
price change within the economy.

Source: World bank database: World Development Indicators

Results

Descriptive statistics

This section presents the descriptive statistics, covering the
explanatory and response variables across the EAC. The variables analysed
include FDI inflows, PS, GDP, TO, ER, and Inf. Table 2 displays the number
of observations, means, standard deviations, and minimum and maximum
values for each variable, based on a dataset comprising 70 observations per
variable (Nigussie, 2016).
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Table 2 Descriptive statistics

Variabl | Ob | Mean Std. Dev. Min Max

e S

FDI 70 | 715,000,00 | 534,000,00 | 55420.3 | 2,090,000,00

0 0 6 0

PS 70 18.02403 15.25695 0 52.35849

GDP 70 814.625 467.2208 216.827 | 2099.302
4

TO 70 | 48.34875 18.84684 22.2402 | 95.83957
9

ER 70 | 4726.872 7810.882 86.1228 | 26009
8

Inf 70 | 6.635204 7.001374 - 43.06866
2.85085
9

Source (s): Authors’ calculation

FDI inflows within the region exhibit an average of 715 million
USD, with a significant standard deviation of 534 million. The FDI values
range from a minimum of 55.42 million USD to a maximum of 2.09 trillion
USD, indicating considerable volatility and variation in FDI levels across
member states. This disparity can be attributed to a combination of political,
economic, and social factors. Political stability and the absence of violence
(PS) are measured by percentile rank, where 0 represents the lowest level of
stability and 100 the highest. The region’s average PS is 18.02, with a
standard deviation of 15.26, reflecting notable disparities in political stability
across member countries. Somalia ranks the lowest, with an average PS of
1.89, attributed to internal conflicts, terrorism attacks, and tensions between
the central and state governments. The Congo follows closely, with an
average PS of 4.83, due to ongoing internal civil and political instability.
Rwanda, in contrast, exhibits the highest average PS at 46.69, surpassing 50
percent in 2018 and 2021, demonstrating strong political stability and serving
as a model for the region. Tanzania ranks second, with a PS average of 30.64,
reflecting relatively stable governance. The average GDP per capita for the
EAC is 814.63 USD, with a standard deviation of 467.22. GDP values range
from 216.83 USD to 2,099.30 USD, illustrating significant disparities in
economic growth across the region.
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Trade openness (TO) averages 48.35 percent of GDP, with a
standard deviation of 18.85 percent. The minimum TO is 22.24 percent,
while the maximum is 95.84 percent, indicating substantial differences in
trade openness levels across the region. Exchange rates show significant
variation, with an average of 4,726.87 per USD and a high standard deviation
of 7,810.88. Exchange rates range from 86.12 per USD to 26,009 per USD,
highlighting the differences in currency strength and valuation across the
member states. Inflation rates within the region average 6.64 percent, with a
standard deviation of 7.00 percent. The inflation rates range from -2.85
percent to 43.07 percent, pointing to considerable inflationary volatility in
the region. This analysis highlights the significant diversity in economic
performance, political stability, and macroeconomic conditions across the
EAC members, reflecting both opportunities and challenges for the region.

Correlation Matrix and Multicollinearity Analysis

The correlation coefficient varies from -1 to +1, with -1 indicating a
perfect negative correlation, +1 representing a perfect positive correlation,
and 0 signifying no correlation (Team, 2024). The table also includes the
findings of the multicollinearity test, which employs the Variance Inflation
Factor (VIF) to identify any multicollinearity among the explanatory
variables. (Oliveira et al., 2022). Multicollinearity arises when explanatory
variables are highly correlated, potentially skewing the accuracy of
regression estimates. The VIF measures the extent to which the variance of a
regression coefficient is inflated due to this multicollinearity (Hair et al.,
2018).

In the test results, the exchange rate (ER) has the highest VIF at 1.64,
indicating a relatively low level of multicollinearity compared to typical
thresholds. Inflation (Inf) shows the lowest VIF at 1.06. The average VIF for
the variables is 1.45, indicating that overall, the multicollinearity among the
independent variables is modest. This level of correlation does not require
any corrective action, as it is within acceptable limits for regression analysis.
Overall, the correlation matrix and VIF analysis confirm that while some
relationships exist between the variables, multicollinearity is not significant
enough to impact the reliability of the regression model.
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Table 3 Correlation matrix & multicollinearity analysis

Variable | In FD | In PS |In GD In In | VIF
s I P P In TO |In ER | f
In_FDI 1
1.5
In_PS 0.1037 | 1 3
1.5
In GDP | 0.6269 | 0.3978 | 1 3
1.4
In TO 0.4159 | -0.469 | -0.1132 | 1 6
- - 0.380 1.6
In ER 0.0325 | 0.3886 | -0.504 |8 1 4
- 1.0
- - 0.116 | 0.080 6
In_Inf 0.0355 | 0.1067 | -0.0861 | 7 3 1
1.4
Mean VIF

Source (s): Authors’ calculation

Regression analysis

This section presents the regression analysis conducted to assess the
determinants of FDI in EAC. To achieve this objective, the study utilizes
panel methods, including pooled OLS, fixed effects, and random effects. The
focus is particularly on examining the impact of PS on FDI inflows,
alongside other key variables i.e., GDP, TO, ER, and inf, covering the period
from 2013 to 2022. Table 4 presents the regression results for the various
models. The pooled OLS model shows an R-squared value of 0.6652 and an
adjusted R-squared of 0.6368, indicating a strong fit to the data. This suggests
that 66.52% of the variation in FDI inflows can be attributed to the
independent variables. In contrast, the random effects model has an overall
R-squared value of 0.6302, while the fixed effects model yields an R-squared
value of 0.2558. These findings indicate that 63.02% and 25.58% of the
changes in FDI inflows can be explained by the explanatory variables in the
random and fixed effects models, respectively (Musse et al., 2024). The
Breusch-Pagan Lagrange Multiplier (LM) test indicates that the random
effects model is more suitable than the pooled OLS, with a p-value of 0.0000,
well below the 0.05 significance level. Additionally, the Hausman test yields
a p-value of 0.3191, suggesting that the random effects model is preferable
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over the fixed effects model. Therefore, the random effects model is chosen
as the most appropriate method for analysing the impact of political stability
and other economic factors on FDI inflows in the EAC region (Musse et al.,
2024).

Table 4 Regression results

Models Pooled OLS Random effects | Fixed effects
Model Model
Variables FDI FDI FDI
-8.14212(-2.93) | -4.86765(0.91) 1.314532(0.17)
C sksksk
In_PS 0.2170574(1.19) 0.7098206(1.75)
0.4252577(1.39) | *
In_GDP 2.423643(7.91) 1.836803(2.90)
HkE wkx 2.099665(1.70) *
In_TO 2.498292(5.21) 3.036188(4.99) 2.805573(4.01)
sksksk skeksk sksksk
In_ER 0.2595861(2.1)
*kE 0.011515(0.04) -1.051927(1.28)
In_Inf -
0.002021(0.01) -0.1130841(0.83) | 0.0612319(0.42)
R-squared 0.6652 0.6302 0.2558
Dj R-squared | 0.6368
Prob > F 0.0000 0.0000 0.0008
Mean VIF 1.45
B-P-ML
Test:
Random Vs.
Pooled Prob > chibar2=0.0000
Sigma u 1.0203101 2.4065924
Sigma e 0.83233066 0.83233066
Rho 0.60043171 0.89316393
F-Test
Hausman-
Test FE wvs.
RE Prob>chi2 =0.3191
Chosen Model Random Effects Model
Source (s): Authors’ calculation
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The random effects model reveals a positive but statistically
insignificant correlation between political stability (PS) and foreign direct
investment (FDI) inflows in the EAC. This outcome can be attributed to the
region's diverse political landscape. While countries such as Kenya,
Tanzania, Rwanda, and Uganda enjoy relatively stable political
environments, the EAC also includes fragile states like Somalia, the
Democratic Republic of Congo, and Burundi, which face political instability,
ongoing civil conflicts, and violence and terrorism. This disparity in political
stability across member states may explain the statistically insignificant
effect, despite the overall positive trend.

While the findings suggest that the region can still attract FDI, they
also underscore the vulnerability of economic development to various forms
of political violence and instability (Okara, 2023). This result aligns with
previous studies by Chandra and Handoyo (2020), Meressa (2022), and
Maulidiyah and Fuddin (2024), all of which found a positive and significant
relationship between PS and FDI inflows. However, it contradicts Le et al.
(2023), who identified a negative and significant relationship between the
two variables. Overall, the result supports the hypothesis that political
stability is positively related with FDI flows in the EAC. Economic growth
often serves as indicators of political stability, which is a crucial factor in
attracting FDI. Investors seek environments where their capital is secure,
regulatory frameworks are predictable, and the risk of policy reversals,
conflicts, or expropriation is minimal. Therefore, foreign investors are
generally hesitant to invest in politically unstable countries due to the
associated risks (Takefman, 2022).

The results also indicate that GDP is positively and significantly
correlated with FDI inflows in the EAC region under the random effect
model. This indicates that economic growth is primary driver of FDI inflows,
as robust economic performance instils confidence in foreign investors about
market stability and profitability. This finding aligns with the conclusions of
studies by Demirhan and Masca (2008), Ashurov et al. (2020), and Ghazalian
(2023), all of which observed a similar positive and significant relationship
between economic growth and FDI inflows, supporting the hypothesis that
economic growth positively influences FDI inflows in the EAC.

In terms of trade openness, the random effect findings show a
positive and significant correlation with FDI inflows among EAC member
states. Trade openness enhances the transfer of technology, knowledge, and
capital, contributing to economic growth by leveraging comparative
advantages through exposure to international competition (Nketiah et al.,
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2020). This result is consistent with the findings of Demirhan and Masca
(2008) and Le et al. (2023), who also reported a positive and significant
impact of trade openness on FDI inflows. However, it contradicts
Mudiyanselage (2021), who found a negative and significant relationship
between the two variables. Nonetheless, the current study supports the
hypothesis that trade openness is positively associated with FDI inflows in
the EAC.

Regarding the exchange rate, the random effect findings reveal a
positive, insignificant relationship with FDI inflows in the EAC. Exchange
rate fluctuations can encourage foreign investment by making domestic
assets more affordable (Sadewa, 2000). This finding echoes Korsah et al.
(2022), who found a positive and significant relationship between exchange
rates and FDI inflows in West African regions, but it contrasts with Asiamah
et al. (2018), who reported a negative relationship. The result supports the
hypothesis that exchange rate movements are positively associated with FDI
inflows in the EAC.

Finally, the inflation rate shows a positive but insignificant
relationship with FDI inflows in the EAC, suggesting that moderate inflation
can be attractive to investors, while only prolonged high inflation levels pose
a risk to FDI inflows (Takefman, 2022). This finding is consistent with
Maulidiyah and Fuddin (2024), who found that moderate inflation had a
positive and significant effect on FDI inflows in five ASEAN countries.
However, it contradicts Asiamah et al. (2018), who concluded that inflation
negatively and significantly affects FDI inflows in Ghana. Finally, the
findings offer insights into the complex relationships between FDI inflows
and political stability, economic growth, trade openness, exchange rates, and
inflation in determining FDI inflows to the EAC region.

Conclusion and Policy Recommendations
This study utilized panel data techniques to assess the effect of
political stability and other macroeconomic variables on FDI inflows in the
EAC between 2013 and 2022. The findings reveal that although political
stability is positively correlated with FDI inflows, the relationship lacks a
significance. This suggests that while political stability contributes to
attracting investment, the region remains vulnerable to internal conflicts,
war, terrorist attacks, and challenges in the orderly transfer of power. These
persistent issues hinder the EAC’s full potential to attract foreign investment.
Economic growth, as measured by GDP, emerged as a significant driver of
FDI, confirming that a robust economy fosters investor confidence. Trade
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openness is significantly and positively linked to FDI inflows, highlighting
its importance in facilitating technology transfer, capital, and knowledge into
the region, thus driving economic development. Exchange rates show a
positive but insignificant relationship with FDI inflows, indicating that
currency fluctuations may encourage investment but are not a decisive factor
in the EAC. Similarly, inflation displays a positive but insignificant
correlation with FDI inflows, suggesting that while moderate inflation can
attract investment, sustained high inflation could deter foreign investors.

The study recommends that the EAC should address the underlying
causes of low political stability by promoting good governance, collaborating
with faith-based organizations and religious leaders, and fostering conflict
resolution and internal peace (UNDP, 2016). Prioritizing efforts to alleviate
poverty, combat corruption, and provide equal opportunities for youth and
marginalized communities is essential for creating a stable and inclusive
environment, which is crucial for attracting FDI. Additionally, EAC member
states should adopt policies that enhance trade openness and facilitate the
movement of goods, services, and assets. In order to boost investor
confidence and reduce uncertainties, member states should focus on
maintaining stable exchange rates and controlling inflation within
manageable levels. This will help mitigate the risks related with currency
volatility and high inflation, making the region more attractive for foreign
direct investment. The study also recommends that future research expand
the sample size by including other Sub-Saharan African countries and
consider additional factors, such as lending rates, that may influence FDI
inflows. Comparative studies analysing stable countries separately from
highly unstable ones could provide valuable insights. The future studies also
should conduct comparative studies, analysing more stable countries as a
category, while comparing the results of highly instability countries. The
study emphasizes the future studies should include interviews as part of the
research methodology can also provide deeper insights into the root causes
of political instability, violence, and terrorism in EAC.

Funding: This study is funded by SIMAD University, Mogadishu, Somalia.
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