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Abstract: This paper uses annual aggregate data for 16 countries in Middle East and North Africa
(MENA) region for the period 2002-2007 to determine the impact of a better quality or so-called good
governance on foreign direct investment (FDI). We have used three governance indicators namely,
political stability, control of corruption, and rule of law values published by the World Resources
Institute Our findings regarding political stability and control of corruption based on panel regression
analysis support that better governance has a positive impact on FDI inflows into the MENA
countries. Therefore, policies to improve governance indicators in the region are suggested.
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INTRODUCTION

Foreign Direct Investment as a key to economic growth and stability in investment risk is particularly
important for countries in the MENA region. The effects of governance indicators on economic activities have
received attention in recent literature. In an early review of studies on political risk, Kobrin (1979) concluded
that the empirical evidence is inconsistent and mixed regarding the effect of political instability on FDI stocks
or flows. Later econometrics studies continued to produce mixed finding. For example, Schneider and Frey
(1985) found that political instability had a negative effect on FDI flows. Fatehi-Sedeh and Safizadeh (1989)
failed to find statistical association between political stability and FDI. In a cross sectional analysis of FDI
flows to 36 countries for 1977 and 1982. Olibe and Crumbley (1997) did not find any consistent evidence that
political risk index influences FDI inflows of US to 10 out of 13 OPEC countries. More recently, in a pooled
analysis of 52 developing countries for the period 1982-1995, Bevan and Estin (2000) found country risk to
be influenced by private sector development, reserves and corruption. Globerman and Shapiro (2003) conducted
a two stage analysis of FDI inflows of US to 143 countries during 1994 - 1997, in which the first stage
investigates the causal factors of the probability that a country is an FDI recipient while the second stage
examines the determinants of the amount of FDI received. They found that an index of political instability and
violence, including armed conflict, social unrest, terrorist threats, etc, did not influence the probability whether
a country received any FDI inflow, but reduced the amount of FDI inflow to a country. Larrain and Tavares
(2004) found that FDI as a share of GDP is significantly associated with lower corruption levels, irrespective
to import intensity levels. Chan and Gemayel (2004) found that degree of instability associated with investment
risk was a much more capital determinant of foreign investment in the MENA countries than it was for
developing countries. Li (2005) found a new theory that explains how political violence, an extreme form of
political instability, affected foreign direct investment. Kirkpatrick, Parker and Zhang (2006) examined the
relationship between the quality of the regulatory framework and FDI in infrastructure in developing countries.
Kapuria-Foreman (2007) found that certain components of economic freedom were positively affected by
foreign direct investment. Udomkerdmongkol and Morrissey (2008) demonstrated that FDI tends to displace
domestic private investment, and this "crowding out" effect was greater in countries with good governance.
Sadig (2009) found a negative link between corruption and FDI inflows.

This paper concentrates on the relationship between governance indicators and Foreign Direct Investment
in 16 counties of the MENA region for the period 2002-2007.

2. Data & Model:
This article employs panel data for 16 countries over the period 2002-2007. All countries (MENA) for
which data are available over this period are included in this study. Data on FDI inflows measured in current
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U.S. dollars collected from the UNCTAD Handbook of Statistics on-line (United Nations Conference on Trade
and Development, 2008). The dependent variable is rate of Growth of Foreign Direct Investment. Our
independent variables include Political stability, Rule of Law and control of corruption. The data averages for
governance variables are shown in table (1). The range of governance indicators are between -2.5 (worst
governance) and +2.5 (best governance).

Table 1: Average Governance indicators in MENA, 2002-2007.

Country Average of Control Corruption Average of Rule of Law Average of Political Stability
Bahrain 0.65 0.69 -0.04
Kuwait 0.83 0.73 0.19
Lebanon -0.54 -0.4 -1.21
Algeria -0.56 -0.75 -1.43
Djibouti 0.59 -0.75 -0.42
Egypt -0.45 -0.04 -0.72
Iran -0.45 -0.63 -1
Jordan 0.29 0.39 -0.39
Libya -0.79 0.7 -0.07
Malta 1.06 1.43 1.38
Morocco -0.13 -0.02 -0.32
Oman 0.71 0.71 0.81
Saudi Arabia 0.1 0.17 -0.54
Syrian -0.65 -0.45 -0.53
Tunisia 0.26 0.2 0.2
Yemen -0.78 -1.13 -1.46

Reference: World Resources Institute (2009)

As shown in Fig (1) the average of Foreign Direct Investment in Egypt is higher than other countries for
the period under consideration.
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Fig. 1: Average Foreign Direct Investment in MENA, 2002-2007 (Millions US$)

We use a Panel (EGLS) Method to find the impact of governance indicators influencing Foreign Direct
Investment in MENA countries. The general form of the model is shown in the following equation.

FDIL:_- = (IHPSH + (Il CCL:_- + aa RLL:_- + Ui_.t

The estimation results using Eviews 5 are shown in table (2). As seen from Table (2), Political stability
and control of corruption have positive and significance impact one FDI while the results regarding the rule
of law variable is not statistically significance.

Table 2: Estimation of Model (sample 2002-2007)

Variable Prob. t-Statistic Std. Error Coefficient
Political Stability (PS) 86.117 212.142 2.463 0.015
Control Corruption (CC) 82.962 221.724 2.672 0.008
Rule of Law (RL) 63.097 -21.626 -0.342 0.732
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Conclusion:

In this paper we investigated the impact of governance indicators on FDI for counties in MENA region
for the period 2002-2007. The results based on the panel regression data analysis show that political stability
and control of corruption are important to FDI inflow into these countries. Therefore, policies to improve
governance indicators in the region are suggested.
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