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Abstract

Many capital-starved countries compete with each other to attract Foreign Direct Investment
(FDI) by liberalizing their policy regimes and offering various incentive packages, such as tax
holidays, trade liberalizations, an establishment of industrial parks, and other incentives.
Despite these, only a few succeed in attracting the much-needed capital through inward FDI.
Hence, one could ask what factors determine the inflow of FDI into a host country. In line with
this question, this paper aimed at analyzing the key determinants of FDI inflow into Ethiopia by
using- an ARDL Bounds Testing method for the period 1996-2018. The variables considered
were FDI inflow as dependent variables and the independent variables considered in the study
include; GDP growth, Trade openness, Inflation, voice, and accountability, government
effectiveness, political stability and the rule of the law. The data for the later governance
variables were collected from the World Governance Index of the world bank. These variables
were given an index value of +2.5 to -2.5 indicating strong and weak governance structures
respectively. To evaluate the long-run cointegration of the dependent and the independent
variables, the ARDL bounds test was conducted. The result revealed a long-run relationship
between the regressors and FDI inflow. Accordingly, from the long-run estimation output,
inflation, voice, and accountability, and government effectiveness were found affecting FDI
inflow negatively and significantly at a 5% critical value. The rule of law, however, shows a
positive long-run impact on the dependent variable. GDP growth, Political stability, and trade
openness were found not to affect FDI inflow in the long-run. The short-run equation, on the
other hand, revealed that trade openness, political stability, and rule of law having a positive
and significant impact on FDI inflow into Ethiopia. The relationship of the voice and
accountability and government effectiveness with the dependent variables remained the same as
the long-run relations. Eventually, the researcher recommended the enhancement of institutional
capacity to improve the competitiveness of the nation’s economy to attract FDI inflows. More on,
prudent and strategic management of inflation rate in light of dynamics in the macroeconomic
environment and overall social and environmental changes is critical to have sustained

competitive economic landscape and improve foreign direct investment inflow.

Keywords; Governance, Foreign Direct Investment, Ethiopia, ARDL Model



CHAPTER ONE
INTRODUCTION

1.1.Background of The Study

Foreign Direct Investment (FDI) is generally considered as a desirable long-term financing tool
for the host economy. Due to this, policymakers have long considered FDI as a more
advantageous financing tool for long-run growth and development than other forms of capital
inflows (Yu and Walsh,2010). Despite a lack of general consensus on the economic growth
impact of FDI, several studies indicated a positive relationship between the two through
employment, technological spill-over and managerial skill transfers (Alfro et al., 2010; Mehic et
al.,2013; Chang, 2017; Alhawarin et al., 2018).

Foreign direct investment (FDI) produces economic benefits to the recipient countries by
providing capital, foreign exchange, technology and by enhancing competition and access to
foreign markets (World Bank, 1999). As a result, countries with development ambitions but
facing challenges to finance it, may bridge the gap and invest in their development priority areas
by attracting capital from abroad in the form of FDI. Multinational companies, however, may not
invest in a given economy unless it aligns with their strategic objectives and there are specific
locational advantages. The main concerns for domestic policymakers, therefore, are identifying

the right factors that attract FDI into their particular countries.

Many countries, especially those with domestic capital shortage, strive to attract FDI by
liberalizing their policy regimes and offering various incentive packages such as tax holidays,
trade liberalizations, an establishment of industrial parks, and other incentives to multinational
corporations (MNC). For instance, according to the World Investment Report (2019), during
2018 a total of 55 countries and economies have made 112 changes in the FDI related policies of
which, 67% of changes were made to create FDI friendly environment. Despite this, except for a
few countries, most developing once have not been very successful in attracting the much needed

FDI. Hence, one may ask what factors attract MNC to invest in a given economy?

To answer this question, a large number of studies have been conducted by using both time-

serious and cross-sectional methodologies to identify the determinants of FDI (Asiedu,2002;



Nadu,2009; Morisset, 1999; Jadhav, 2012; Jadhav and Katti,2012; Rogmans and Ebbers,2013;
Yorsa, Anis and Houria, 2013; Asongu, Akpan and Isihak,2018; Michael, Daniel and
Jacob,2019). Though these researchers agree on certain economic factors, for example, GDP per
capita and GDP growth, as a determinant of FDI inflow, concerning other variables they have
not found a widely accepted set of explanatory factors. Chakrabarti (2001), on one hand,
associates this lack of conclusiveness to the difference in perspective, methodologies, sample

selections and analytical tools used by these various studies.

Ethiopia, in an attempt to accelerate growth and development, has always encouraged foreign
direct investment through the introduction of incentive packages. This policy is based on the
assumption that the country will benefit from the advantages that come with the capital. For
instance, FDI can help the government fill the domestic resource gap in part, through foreign
private investments as domestic resources are supplemented by foreign investment. FDI also
makes available foreign exchange which should, all things being equal; increase the country’s
capacity to import. Moreover, FDI can be the source of employment, technological and
managerial skills transfer. The establishment of the Ethiopian Investment Commission (EIC)

with a series of packages and incentives was directed at wooing foreign investors to the country.

Despite Ethiopia’s efforts undertaken to attract MNC to invest in the country, the level of FDI
inflow into the country is fluctuating in the past years. Through its investment progress report,
the United Nations Conference on Trade and Development (UNACTD-2020), indicated that FDI
inflow into the country has declined to from $3.31 billion in 2018 to US$2.5 billion in the year
2019 accounting to quarter decline. Furthermore, for example, FDI inflow into the country has
declined by 18 percent in 2018 -while the FDI inflow in Kenya increased by 27 percent (WIR,
2019) for the same year. In the year 2017, according to WIR (2018) report, the level of decline in
the inflow was 10 percent for Ethiopia while neighboring Kenya has gained an increase of 71
percent compared to the previous year. This decline coupled with; the saving-investment gap the
economy is facing could challenge the country’s aspiration to be a middle-income country by
2025.

To the extent this research is aware, only a few empirical researches have been conducted to
identify the determinants of FDI in Ethiopia (Getinet and Hirut,2006; Teka,2012; and Workneh,

2014). These researchers applied an OLS regression method after differencing the variables of



interest to avoid unit-roots. However, applying this technique for time-series data, although
differenced, ignores the long-run relationship between the regressors and the dependent variable
(Nkoro and Uko,2016). Therefore, this research takes the topic area one step ahead by applying
an autoregressive distributive lags (ARDL) cointegration technique that helps analyze the long-

run and short-run relationships between the variables.

Furthermore, the aforementioned Ethiopian researchers considered only the economic variables
in their studies as if such inflows occur in the absence of effective governance and institutions.
Investment decisions by multinational companies may consider both economic and institutional
factors in their move into new territory. Calamita and Jowell (2015), in the survey conducted to
asses factors that MNC consider in making FDI decisions in the host country, indicated that
political stability and the rule of law make second and third in rank following easy of doing the
business factor. Hence, the research proposed here will contribute to the empirical studies by
considering both economic variables and governance factors to assess the determinants of FDI in
Ethiopia for the period 1996-2018.

1.2. Foreign Direct Investment in Ethiopia

The general investment climate in Ethiopia, particularly investment-related to foreign investors,
was not encouraging during the pre-1991 period. Political instability coupled with insecurity, and
nationalization of major industries during the military regime, discouraged private investment in
the country (Haileand Hirut, 2006). However, realizing the importance of private investment, the
then government introduced a joint venture proclamation 1983. This proclamation, to encourage
investment, however, introduced different incentive schemes such as five-years period tax
reliefs, duty-free import and export, tariff protection, and repatriation of profits and capital
(Tsegaye, n.d). Nevertheless, the introduction of the proclamation has not attracted the intended
FDI into the country due to various reasons. Following the first proclamation, according to
Tsegaye (n.d), the government introduced a new proclamation in 1989 that revised the existing
one. This proclamation, unlike the previous one, allowed majority foreign ownership in different
sectors of the economy. However, the internal civil war and political instability, that followed it

has further discouraged private foreign investment flow into the country (Haileand Hirut, 2006).



Following the fall of the military regime and coming into power of EPRDF, the government has
open certain sectors of the economy for foreign investors. Ethiopian Investment Commission, a
government body that oversees the investment activities in the country, was established through
proclamation 849/2014. Since its establishment, EIA has done a lot of promotional activities to
attract foreign investors into the country by marketing the country’s strategic importance for
investors. Furthermore, the commission has listed out strategic sectors that are open to foreign
investors. Some of the strategic sectors where the government seeks foreign direct investment
include; Leather and leather products, textiles, horticultural, agriculture, construction,
manufacturing, pharmaceuticals, tourism, power, and agro-processing. On top, different
incentive schemes are introduced for investors who invest in these strategic sectors. These
incentives are used as a strategy to attract investors, especially for investors investing in the
strategic sectors. According to EIC’s Investment Guide to Ethiopia (2017), the following are key
incentives availed to investors targeting to invest in the strategic sectors;-Customs duty
exemptions of up to 100% on imports of capital goods for eligible areas of investment, income
tax exemptions for a period starting from 1-9 years, depending on the specific activity and the
location of the investor, carry forward of losses for the business that suffer losses for the income
tax exemption period for half of the tax exemption period, Except for a few products, no export
tax is levied on Ethiopian export products, various non-fiscal incentives for exporters, and

guaranteed remittance of capital for foreign investors
1.2.1. Regulatory Framework

Under the current regulatory framework, foreign participation in investment may be carried out
either through the establishment of branches or through locally incorporated enterprises. Foreign
investors are encouraged to invest in all economic sectors, except those currently reserved for
domestic private and state investment. There is also a continuous review of the investment code
regarding the sectors excluded from FDI. For example, the revised investment proclamation
N0.116/1998 has opened up the hydropower generation to local and foreign investment. The
1998 investment code also allowed private-government joint investment in defense and
telecommunication. The main business sectors which are open and in which the country is
currently seeking foreign investment include manufacturing industries (including food,

beverages, chemicals, and pharmaceuticals, plastics, metallic and non-metallic products, paper



products, leather and leather products, textiles and garments), agriculture, including agribusiness
and processing for exports, real-estate development, education, and health services, grade 1
construction contract, mining and quarrying of gold, marble, and granite, and engineering and

management consultancy.

Since 1996, to promote private investment and the inflow of foreign investment, a series of
investment proclamations have been issued. These proclamations impose some requirements and
ownership limitations. There is a minimum entry capital for FDI for both wholly-owned
operations and joint ventures with Ethiopian companies or individuals. In the case of the joint-
venture, the investment proclamation requires that domestic partners must hold a minimum of 27
percent equity ownership interest. Moreover, both FDI and domestic investors are required to
submit progress reports every six months. Apart from these requirements, investors are not
required to meet specific goals like local content requirements or operational guidelines
(UNCTAD-ICC, 2004). The investment legislation has also attempted to provide a favorable
investment climate by offering fiscal incentives and investment guarantees to foreign and
domestic investors engaged in new enterprise development and expansion. The major investment
incentives for FDI include: 100 percent exemption from payment of import duties and import
taxes levied on all capital equipment; exemption from payment of export taxes (except for
coffee); income tax holidays varying from one to five years; tax-deductible research and
development expenditure; no taxes on the remittance of capital; the carrying forward of initial

operating losses and investor choice of depreciation model of capital assets.
1.2.2. Institutional Framework

The government of Ethiopia has established the Ethiopian Investment Authority (EIA) to
promote, coordinate and facilitate foreign investment in the country. According to the Investment
Guide to Ethiopia (UNCTAD-ICC, 2000) the functions of the EIA, among others, include:
providing all the necessary information required by foreign investors, approving foreign
investment applications and issuing investment permits, providing registration services to newly
incorporated business organizations, approving expatriate posts in approved investments and
issuing work permits to foreign employees, issuing trade and operating licenses for foreign
investments, monitoring the implantation of licensed investment projects; approving and

registering technology transfer agreements between local companies and foreign technology



suppliers; and facilitating the acquisition of land by foreign investors by following the relevant

federal and regional Government laws and regulations.

The establishment of the Ethiopian Privatization Agency (EPA) is also another significant step in
the promotion of FDI. The government is keen to encourage the participation of foreign investors
in the privatization program, particularly in large state-owned companies. Other government
departments that are involved in the attraction of FDI to Ethiopia include the Ministry of Trade
and Industry; the ministries and agencies associated with specific sectors such as mining and
tourism; the ministry of Foreign Affairs and ministries dealing with taxation remits including
customs. Moreover, there are regional investment promotion agencies that encourage FDI into
their region (UNCTAD, 2012). The establishment of the EIA and other investment promotion
and support institutions is also a step forward in the right direction. This, however, necessitates
high coordination among the various institutions to raising the effectiveness of the present
national effort to attract FDI. That the Ethiopian Investment Authority has recently restructured
itself to improve the efficiency and effectiveness of the service delivery processes for investors is

a measure that recognizes the need for effective coordination
1.3. Statement of the Problem

The government of Ethiopia has the objective of pushing the country to become a middle-income
country by 2025. To achieve this, however, the economy has to grow by more than ten percent
over two decades. This growth, in turn, requires a significant domestic investment which will
need to be financed by local financing means. Nonetheless, the low level of income coupled with
a low level of savings problems has led the country to face huge gaps in financing its investment
needs through domestic finance sources. For instance, at the end of GTP | (2014/15), the share of
investment on GDP was 38.3 percent while domestic saving accounted for 22.5 percent leaving a

15.8 percent gap to be financed by other sources (NPC,2016).

Moreover, this gap is projected to continue during GTP Il. To achieve the goal of becoming a
middle-income country, however, the investment-saving gaps need to be bridged by alternative
financing means such as FDI and foreign debt. The amount of foreign debt that the country
borrowed accumulated to the highest level over the years. According to the updated World

Bank’s report (2018), Ethiopia continues to be at high risk of external debt distress, thus it is at



high risk of debt distress overall. Therefore, to avoid further build-up of debt and economic
crisis, the government is emphasizing the attraction of alternative financing means such as FDI
inflows to support economic growth and close the resource gap. In the attempt to attract more
FDI, various policy measures have been enacted and extensive promotional activity has been
done through embassies and consulate offices. The effort is paying-off by increasing FDI flows
into the country. For example, the country was able to secure FDI worth $4.2 billion during the
2016/17 reporting period (EIC, 2017). Compared to other Sub-Saharan countries, the FDI flows
to the country exhibit positive progress, however, the saving-investment gap remained at a high-
level. According to UNDP (2018), investment -saving gap shares on Ethiopia’s GDP during
2016/17 reporting period was 15.3 percent despite record inflows of $4.2 billion FDI during the

same period.

Therefore, to sustain the current economic growth momentum and achieve its objective of
becoming a middle-income country by 2025; however, the country needs to bridge the resource
gap by attracting more FDIs. Thus, policymakers need to identify the factors that attract multi-
national corporations (MNCs) to the country and aggressively work on these factors to sustain
the inflow of FDI.

To identify the factors that attract FDI into a country, various studies were conducted at the
global and country-level, however, these studies were unable to reach any definite consensus on
the variables most likely to impact FDI inflows ( Asiedu,2002; Nadu,2009; Morisset,2010;
Jadhav, 2012; Jadhav and Katti,2012; Rogmans and Ebbers 2013; Yorsa, Anis and
Houria,2013; Asongu, Akpan and lIsihak,2018; Michael, Daniel and Jacob,2019, Gene and
Hirut,2006; and Workineh,2014). Moreover, those studies that dealt with Ethiopia’s case have
considered only economic variables, while ignoring the role of governance and institutional
variables in attracting FDI inflow although research finds that institutional and governance
variables play a significant role in attracting FDI inflows to a host country (Jadhav, 2012; Jadhav
and Katti,2012; Michael, Daniel, and Jacob,2019). Therefore, this study aimed at addressing this
gap by analyzing both the role of market attractiveness, trade openness, inflation, voice and
accountability, political stability and absence of violence, government effectiveness and the rule
of law in attracting FDI inflows to Ethiopia by analyzing both the long-run and short-run

relationships by using an ARDL approach.



1.4. Objectives of the Study
1.4.1. General Objective

The general objective of this study is to investigate the overall determinants of FDI inflows in
Ethiopia for the period 1996- 2018.

1.4.2. Specific Objective

The specific objectives of the study are:

1) To explore the effect of market growth as proxied by GDP growth on FDI inflow to Ethiopia

2) To determine the role of trade openness on FDI inflow to Ethiopia

3) To examine the effect of macroeconomic instability as measured by inflation rate on FDI
inflow to Ethiopia

4) To determine the effect of voice and accountability on inward inflow into Ethiopia

5) To identify the effect of government effectiveness on inward FDI inflow into Ethiopia

6) To identify the effect of political stability on FDI inflow to Ethiopia, and finally

7) To analyze the effect of the rule of law on FDI inflow into Ethiopia

The values attached to voice and accountability, government effectiveness, political stability and
the rule of law are based on the index developed by the World Governance Index (WGI) of the
World Bank. According to the bank, these variables are given values between +2.5 to -2.5

indicating strong and weak governance policies of different countries respectively.

1.5. Variables Definition and Hypothesis Development

Based on previous empirical studies and theoretical literature, this study considered the variables
described below to explore their relationship with the inflow of FDI into the country. The
variables were chosen based on the objective of this study and the availability of data. In line
with the approach used in the FDI literature, the dependent variable in this study is the foreign

direct investment inflows in constant USD.

According to the market size hypothesis, multinational firms are interested to invest in large host
markets to utilize resources efficiently and exploit the scale of economies (Chakrabarti,2001).
Previous studies generally have used GDP per capita, real GDP growth and total population as a
proxy for market size('Yorsan, Anis, and Houria, 2016; Jones and Jacob, 2016 Geda and Yimer,

2018). The results of these studies, mostly indicate the existence of a significant and positive

8



relationship between a host’s market size and the inflow of FDI. On the contrary, some authors
had found an insignificant and negative relationship between the market size proxies and FDI
inflow. In this study; however, the GDP growth rate is used as a proxy for Ethiopia’s potential
market size. The inclusion of this variable helps to capture the attractiveness of the country’s
market for MNC who are seeking for the market. Thus, based on the empirical and theoretical
background, it is expected that GDP growth has a positive relationship with FDI.

Hypothesis 1: Market Growth positively and significantly affects FDI inflows into
Ethiopia.

It is, however difficult to envision that market seeking foreign investors will invest in foreign
countries completely to serve the host economy. Rather, it might be the case that foreign
investors might also export a portion of their product to other countries along selling it in the
host economy. The ratio of trade to GDP has been used in the previous studies ( Geda and
Yimer,2018; Sabir, Rafique, and Abbas,2019; and Jaibal and Shenil,2019), and it is included in
this study to capture the extent of Ethiopia’s economic openness to the international market.
Based on previous studies indicated above, a positive and significant effect is expected between

trade openness and FDI inflow into the country.
Hypothesis 2: Trade Openness positively and significantly affects FDI inflows into Ethiopia

Generally, scholars agree that macroeconomic stability shows the strength of an economy and
provides a degree of certainty of being able to operate profitably (Balasubramanyam, 2001). The
inflation rate provides a signal of the health status of the host economy. Both controlled and
moderate inflation indicates the good health of the overall economy and vice versa. The majority
of the previous studies found a significant and negative relationship between inflation and FDI
inflow ( Getinet and Hirut, 2006; Workneh, 2014; Geda and Yimer, 2018; Sabir, Rafique and
Abbas, 2019; and Jaibla and Shenil, 2019). While others found a positive and significant
relationship between FDI inflow and inflation ( Phung, 2016; Jones and Jacob,2016; and
Ismail,2018).For this study, however, the annual inflation rate as measured by the consumer
price index (CPI) is considered as a proxy for macroeconomic stability and it is expected to

negatively impact the inward flow of FDI into Ethiopia.

Hypothesis 3. Macroeconomic Instability Negatively and significantly affects FDI Inflows



In addition to the above independent variables, the research also included four governance index
variables as defined by the World Bank’s Worldwide Governance Indicators (WGI) to measure
the quality of governance in Ethiopia. These variables include voice and accountability, political
stability and absence of violence, government effectiveness, and the rule of law. The
performance of a country in each one of the six aspects is reflected by an index, ranging from -
2.5 (weak) to 2.5 (strong) ( Kaufmann, Kraay, and Mastruzzi(2009).

Voice and accountability, according to the World Bank Worldwide Governance Indicators
(WGI) capture the indicators that are related to the political process, civil rights, and the ability
of citizens to control government actions. This variable is expected to increase the inflow of FDI
to a country as it encourages citizens’ participation in the political systems, encourages political
stability and promotes the formation of democratic institutions( Gangi and Abdulrazak,2013;
Kurul and Yasemin, 2017; Rodriguez-Pose and Cols,2017; and Sabir, Rafique, and Abbas,
2019).

Hypothesis 4. Voice and Accountability positively and significantly affects positively FDI

Inflows to Ethiopia

Political stability and absence of violence is an indicator of the ability of the government to stay
in office and measures the risk of removal of government violently and illegally. Political
stability and absence of violence ease doing business through stable political systems and
induces more FDI ( Sabir, Rafique, and Abbas,2019; Geda & Yimer, 2018; and Kurul &
Yasemin,2017). Therefore, in this research, it is expected that the political stability index of

Ethiopia is positively and significantly associated with inward inflow into the country.

Hypothesis 5. Political Stability and Absence of violence positively and significantly affect
FDI inflows to Ethiopia

Government effectiveness deals with the government’s ability and trustworthiness in formulating
and implementing sound policies and regulations to promote private sector development in a
country(Kaufmann, Kraay, and Mastruzzi,2009). Hence, government effectiveness is expected to
affect foreign investors as an effective government reduces excessive and inefficient bureaucracy
and facilitate ease of doing business (Sabir, Rafique, and Abbas,2019; Geda & Yimer, 2018;
Rodriguez-Pose & Cols (2017).
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Hypothesis 6. Government Effectiveness positively and significantly affects FDI inflows

Rule of law considers issues such as the effectiveness and predictability of the judicial system,
the enforceability of contracts, and perceptions of incidents of crime (Kaufmann, Kraay, and
Mastruzzi,2009). By reducing the uncertainty and easing the business activities the rule of law
encourages FDI inflows ( Gangi and Abdulrazak,2012; Rodriguez-Pose and Cols,2017; Sabir,
Rafique, & Abbas (2019), As a result of this, it is expected that the rule of law affects FDI inflow

into Ethiopia positively and significantly.
Hypothesis 7. Rule of law positively and significantly affects FDI inflows into Ethiopia

Table 1. Summary of Variables, their expected signs and data sources

. . Expected
Explanatory Variables Indicators SigF;I Data Source
Markt Size GDP growth + World Development Indicators

Macroeconomic stability- Inflation

World Development Indicators

Policy Variables
y Trade Opennes — Trade share of

+
GDP UNACTD
Rule of Law + World Govrnance Indicators — World Bank
N . Voice and accountability + World Govrnance Indicators — World Bank
Istituutional Variables - -
Government effectiveness + World Govrnance Indicators — World Bank
Political Stability + World Govrnance Indicators — World Bank

Note: Institutional and political risk variables are measured by a value between -2.5 to +2.5
1.6. Scope of the Study

The scope of this study addresses the economic and governance factors influencing foreign direct
investment inflow in Ethiopia. The study, in particular, focuses on the period of 1996-2018 and
is limited to foreign direct investment and the factors that affect it. Especially, the paper
considered governance factors and some economic factors that affect inward FDI inflows into
Ethiopia. The choice of the study period is limited by the unavailability of data, especially for the

governance variables, beyond the year 1996.
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1.7. Significance of the Study

Foreign direct investment is critically important to economic growth, development and poverty
alleviation. It supports governments’ efforts to bridge gaps in domestic investment financing,
transfer of technologies, managerial expertise and creation of employment opportunities for the
youth. Thus, there is a need to understand the extent of currently fluctuating levels of FDI and
whether the current policy environment is conducive to FDI in Ethiopia. In this regard, it is
necessary to empirically analyze the relationship between FDI and its determining factors in the
country. The study will help to formulate relevant policies for foreign direct investment inflows

into the country.

This study will also provide critically needed information for organizations seeking information
about the investment environment in Ethiopia and will serve as a resource for other researchers
in this area of study. Lastly, this study will assist policymakers in understanding critical factors
that help to attract more FDIs into the Ethiopian economy and enact the necessary policies that

promote it.
1.8. Limitations of the study

The study is solely limited to secondary data which was collected in another context and in turn,
may lead to information that might not be up to date and inaccurate in some way. Furthermore,
data for governance variables are available only after 1996, thus limiting the study period to
1996-2018.

1.9. Organization of the Study
The study is organized under five chapters. Below is the description of each chapter and what is

included under each of them.

Chapter one provides the background of the study, problem statements, basic research questions,
objectives of the study, the significance and scope of the study. Furthermore, the general and

specific objectives are listed below in this chapter.

Chapter two is the review of both the theory and empirical literature related to this study and
develops a conceptual framework based on both theory and empirical literature. The traditional

international trade theories, the neo-classical financial theories, Hymer’s industrial organization

12



theory, Caves’ product cycle, and Dunning’s OLI paradigm will be discussed under the
theoretical section of this chapter. Moreover, previous studies are presented under this chapter,
categorized as studies that relate to developing countries, regional-based studies, sub-regional

and country-specific studies. Finally, the research gap and Ethiopia’s FDI policies are presented.

The third chapter covers research methodologies of the study including design of the research,
source of data, data collection instruments, procedures of data collection, and methods of data
analysis. Additionally, this chapter presents a definition of the study variables with the
hypotheses and econometric models used in the research. These hypotheses relate to the
variables formulated using past theory, literature, and gaps in the literature.

Chapter four presents the results of the main findings of the study. The discussion of whether or
not the results support the formulated hypothesis and past studies are discussed under this

chapter. The final chapter presents a summary of findings, conclusions, and recommendations.
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CHAPTER TWO
LITERATURE REVIEW

Introduction

This chapter provides background information on FDI and the way it has been approached by
various economies and people over the years. As they provide a solid foundation for an
understanding of FDI, theories related to international trade are included in this chapter.
Furthermore, this chapter reviews the literature relating to both developing and developed
countries, regionally-based studies, sub-regional studies, and country-specific studies. Section
2.1 outlines theories of FDI, particularly focusing on traditional trade theories, theories that
assumed market imperfection, and Dunning’s eclectic theory. Section 2.2 presents the literature
review of studies that relate to FDI by categorizing them into; studies related to developing
nations, regional studies, sub-regional studies, and country-specific studies. Section 2.3 presents
the gaps identified. The final section summarizes foreign direct investment in the Ethiopian

context.
2.1. Foreign Direct Investment Theory

Inward FDI occurs when an overseas MNC firm obtains a controlling interest in a new or
existing business in a host country that is different from its country. According to the
International Monetary Fund (IMF) definition, “Foreign Direct investment is the category of
international investment that reflects the objective of a resident entity in one economy obtaining
a lasting interest in an enterprise resident in another economy”. The key point from this
definition “lasting interest “which implies a long-lasting relationship between the investor and
the firm it has established. This control, however, can happen in forms of direct investment that
is either vertical or horizontal. The first one occurs when the multinational firm locates each
stage of the production process, depending on the costs of production in those countries, in
different countries. On the other hand, horizontal FDI occurs when the multinational replicates

the same production activities in different countries (Aizenman and Marion, 2001).

To answer the question; why multinationals engage in direct investment instead of exporting or
other alternative means of investment or why they prefer one country over the other, different

theories have been evolved. One of the earlier hypotheses developed by scholars was the theory
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of international trade, particularly the Heckscher-Ohlin model. According to this model, a trade
occurs when there are comparative advantages and differences in factor endowment between
countries (Klein, 1996). According to this theory, depending on the comparative advantage a
country or a region offer, multi-national companies are attracted to that particular country or
region to exploit that advantage. For instance, multinational companies may establish foreign
subsidiaries in one country to take advantage of their lower labor costs or its large market size.
Thus, while in their basic form, traditional theories of international trade do offer some
explanation of FDI. However, traditional trade theories do not fully explain why multinational
companies prefer to operate in a foreign country rather than engaging in exporting or licensing,
which are alternatives to FDI.

In the same manner, the neoclassical financial theory of portfolio formulated the reason why
firms go abroad. As claimed by the proponents of this theory, the interest rate differential
between countries is the drive behind FDI. Multinational firms are viewed as arbitrageurs of
capital, they move the capital from one country to another to take advantage of interest rate
differences between countries or regions. In practice, however, capital which is complementary
to direct investment moves in both directions between countries. Furthermore, factors other than
interest rate differential influence portfolio inflow and contribute to the criticism of the

neoclassical theory of portfolio investment (Harrison, Dalkiran, and Elsey, 2000).

The aforementioned theories are based on perfect market assumptions; however, these theories
were criticized for their assumptions. However, Hymer (1960) was the first scholar to indicate
FDI is determined by the structure of the market and specific features of the investing firm. As
claimed by his industrial organization theory, multinational firms that invest in a host country are
at a disadvantage compared with local firms who know local market contexts. The difference in
language, knowledge, difference related to legal systems, and cultural difference are some of the
sources of disadvantage that challenges the operation of the multinational compared with the
local firms. Nevertheless, if the multinational decides to proceed with direct investment, despite
these disadvantages, it must be having specific internal advantages that help it competes with
local firms. These specific internal advantages, for example, can be in the form of brands, patent-

protections or managerial skills. Thus, according to Hymer (1960), firms prefer FDI when it is
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difficult to sell or lease these intangible assets to host the company due to cost or strategic

reasons.

Supporting the idea of Hymer above, Kindleberger (1969) indicated that the intangible assets
must be transferrable to the foreign subsidiary and should be large enough to counterbalance the
disadvantages that the multinational firms face in the host country.

In contrary to Hymer and Kindleberger’s view, Caves (1971) claimed that it is the oligopolistic
nature of the firm that determines direct investment. According to him, FDIs are made to a sector
that is dominated by oligopolies. When there is no product differentiation, horizontal investments
will take place in the same sector, whereas vertical investments will occur in sectors within the
productivity chain when there is no product differentiation. Thus, the above three individuals
have hypothesized that direct investment in a host country by MNCs is determined by specific
assets that the foreign firm has to counterbalance the disadvantage faced compared to local firms.
This hypothesis is named as HKC tradition named after the above authors

Another line of thinking was the theory of the product cycle as hypothesized by Vernon (1966)
to explain the expansion of US multinationals following the second World War. According to
him, products go through development, maturity and standardization stages. As they go through
these different stages, however, products exhibit different characters. Thus, firms adopt different
strategies at each stage to compete with both domestic and overseas firms. As claimed by
Vernon, FDI as a competition strategy occurs at the stage where the cost of production becomes
the prime concern for the firm, which however is the maturity and standardization stage. This is
the stage where cost control and innovation are a strategic mechanism to stay in the market.
Therefore, firms opt for FDI to defend their position in the market against competitors when they

reach the maturity or standardization stage of the product cycle.

Also, along the production internationalization line of thinking, for reasons endogenous to the
firm, there are studies developed by Graham (1978 and 1998). According to these studies, the
emergence of MNCs is a risk reduction strategy, a result of oligopolistic interaction as firms
grow. In his most recent study, the author employs game theory to develop a simplified two-

country, one-sector model to analyze the entrance of a firm in a foreign country and to study the
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local market reaction to entrance a firm from another country. The relevant point here is that the

rivalry between firms is an important dimension which is not always considered in MNC studies

Dunning (1993) developed an OLI (Ownership, Location, and Internalization) paradigm to shed
light on the factors driving the multinationals to indulge in FDI. OLI paradigm incorporates the
works of Hymer and other scholars who have developed different hypotheses to explain why
firms go overseas. Dunning (1993) explained that access to resources, markets, efficiency gain
and acquisition of strategic assets are the four motives driving firms to indulge in FDI. In line
with this thinking, for a firm to engage in FDI, nevertheless, three conditions need to be fulfilled.
First, the firm must have some comparative advantages over others arising from ownership of
intangible assets. According to Dunning, these are called ownership advantages. Second, it must
be more favorable for the firm to use them internally than a lease or sale. This is called an
internalization advantage. Third, it must be more profitable for the firm to use these advantages
in combination with other factors located in a different country. The three combined formed the
OLI paradigm. Therefore, if the above three conditions are fulfilled, multinationals engage in
FDI instead of alternative investment/trading. However, this model recognizes that the
advantages arising from location, ownership, and internalization are not prone to changes, they

need to be revised based on the circumstance and country context.

The ownership and internalization aspects of Dunning’s OLI represent firm-specific advantages
while locational advantage relates to the host country’s advantage. A host country with
locational advantage can attract FDIs into its economy. Nevertheless, multinationals don not
invest in a country only for the sake of locational advantage, rather it needs to match their

internal advantages (Dunning,1993).

In general, these above-mentioned theories are the major theories hypothesized to identify the
drivers for the multinationals to engage in FDI. However, there are other theories formulated by
different scholars to answer the question” What drives the multinational to engage in FDI and
why some countries attract more FDI than others. Some of these theories include; internal
financing, the currency areas hypothesis and effects of the exchange rate, political and country

risk, tax policies and trade barriers.
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2.2. Determinants of Foreign Direct Investment: Literature Review

A substantial number of studies have explored the determinants of FDI in both developing and
developed countries with the focus of these studies ranging from single country-specific to multi-
nation studies. Moreover, the methods applied across these studies vary depending on the
number of countries considered in the study. Those studies that focused on a single country used
a time-series analysis method, while the multi-nation studies mostly used the panel data analysis
method (Asiedu 2002; Kok and Ersoy 2009; Jadhav 2012; Michael, Daniel and Jacob 2019).

The choice of both the independent and dependent variables also varies among the studies,
depending on the subject country. Concerning the dependent variables, researches used net FDI
inflows (Jadhav,2012), log of FDI stock in the country (Michael, Daniel, and Jacob,2019), log of
FDI inflows to a country as a percentage of GDP(Phung,2016) and ratio of net FDI flows to GDI
(Asiedu, 2002). Likewise, the choice of the explanatory variables used to explain the dependent
variables differs among these studies. Nevertheless, market share, trade openness, growth rate,
inflation, availability of natural resources, and indicators of political, institutional and economic
strengths are the most commonly used explanatory variables (Asiedu,2002; Jadhav, 2012;
Rogmans and Ebbers, 2013; Phung,2016).

In the following section of the study, the researcher will look at studies that dealt with the
determinants of FDI based on their geographical coverage by dividing them into; developing

countries related studies, regional studies, sub-regional studies, and country-specific studies.
2.2.1. Studies based on developing countries

Sabir, Rafique, and Abbas (2019), intended to investigate the effect of institutional factors on
FDI inflow into low, lower-middle, upper-middle and high-income countries, found that
institutional qualities are more important for developed economies than developing countries in
attracting FDI. Especially, however, their research indicated that control of corruption,
government effectiveness, and political stability plays a significant role in attracting FDI into
low- and middle-income countries. On the contrary, regulatory quality, rule of law and voice and
accountability are not the significant governance factors in enticing MNC into those countries.
Concerning the economic factors, nevertheless, these authors found that trade openness, market

size, infrastructure, and agricultural value-added as a percentage of GDP plays a major role in
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attracting FDI inflows in developing countries. Furthermore, inflation, as a measure of
macroeconomic stability, was found negatively correlated with FDI, but insignificantly related to
the FDI inflows. Their research also found that inflation is negatively related to FDI in middle-
income countries and high economy countries. Similar to their findings for low and middle -law
countries, trade openness and infrastructure quality play a significant role in attracting FDI into
these countries. On the other hand, GDP per capita as an indicator of the market size has a
negative estimated coefficient, but statistically significant for middle-income and high- income

countries.

Geda and Yimer (2018) by employing an ARDL model, analyzed the determinants of FDI
inflows into African countries. To help them analyze the determinants of FDI in a given host,
they classified the countries in the continent into three different categories based on the level of
income, growth acceleration and resilience, a robust macroeconomic framework and
macroeconomic stability and an easing business environment and private sector-driven growth.
According to their classification, African countries are grouped into Investment Driven, Factor
Driven, and Fragile countries. The variables selected for the study were Real GDP per capita,
natural resource abundance, domestic investment as a share of GDP, inflation, external debt as a
share of GDP, trade openness, real exchange rate, political stability, and government
effectiveness. The finding of the study revealed that real GDP per capita, natural resource
abundance, domestic investment as a share of GDP and real exchange rate have a positive and
significant impact in the short run for Investment driven countries, while inflation has a
significant and negative impact. On the other hand, in the long-run real GDP per capita, trade
openness had a positive significant impact on FDI inflows to the Investment driven countries
while external debt as a share of GDP has a significant negative impact. Government
effectiveness has a positive significant impact both in the short run and long run for all categories
of countries. On the contrary, political stability has a positive significant impact only on

development and factor-driven countries.

According to Kurul and Yasemin (2017) control of corruption, government effectiveness, and
voice and accountability are the major institutional factors that affect FDI inflow into developing
countries. Employing dynamic panel methodology, these researchers indicated that regulatory

quality, rule of law and political stability and absence of violence are not statistically significant
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factors in attracting FDI inflow into developing countries. Further, on the economic and other
policy factors, they found that trade openness and global financial crises are significant factors in
determining the inflow of FDI into developing countries. Exchange rate, financial development,
capital account openness and global liquidity, however, were not significant factors to determine
the inflow of FDI to the developing countries.

Phung (2016) studied the determinates of FDI inflows into developing countries by considering
all developing countries for the period 1980-2014. The first objective was to identify the
determinates of FDI into developing countries, and secondly the study aimed at identifying
whether the determinates vary across time. For this purpose, the study classified the data into two
different data sets, i.e., 1980-2014 and 1990-2014. Thus, by doing so, the researcher wanted to
prove whether FDI flow to developing countries has shown a sectorial shift from primary
resource and traditional manufacturing towards capital intensive manufacturing by analyzing the
determents into two datasets. The findings of the study show, trade openness and infrastructure
are the two crucial factors that consistently affect the inflows of FDI into developing countries
for the two datasets. According to the study, market size, macroeconomic stability, trade
openness, labor skill, and infrastructure were determined to be the significant factor positively
affecting the inflow of FDI in developing countries for the period 1990-2014. However, except
for trade openness and infrastructure, the other determinates were not significant for the period
1980-2014. On the other hand, natural resource and labor forces along with trade openness and
infrastructure were the major factors affecting the inflow of FDI into developing countries for the
period 1980-2014. Nevertheless, market size, macroeconomic stability, labor skill, and financial
development were found to be insignificant determinates for the period 1980-2014. The
researcher concluded that there is a sectorial shift in the inflow of FDI into developing countries
after the period 1990, therefore, accordingly, the determinates also changed from resource focus

to more efficiency and market- seeking factors.

Yorsa, Anis, and Houria (2013) found political stability and the absence of violence, and
regulatory quality as significant factors affecting the inflow of FDI to both developing and
developed countries. Particularly, their finding indicated that out of the six governance factors
only regulatory quality is the significant factor in attracting FDI to developing countries.

Although, political stability, government effectiveness, regulatory quality, and balance of
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payment current account are the significant factors in attracting FDI into developed countries. On
the other hand, GDP growth as an indicator of market growth and trade openness were found as
positive and significant factors in FDI attraction, whereas inflation was affecting FDI negatively

but insignificantly.

Using both fixed and random effect estimation methods, Gangi and Abdulrazak (2012) examined
the effect of governance factors on FDI inflow to 50 African countries. The result of their
research indicates that out of the six governance factors outlined by the World Bank, the only
major factors influencing FDI flow into the continent are voice and accountability, government
effectiveness and rule of law. Voice and accountability, however, affect FDI inflows negatively
whereas the other two significant variables are positively related to FDI. On the other side,
control of corruption, regulatory quality and political instability, as measures of governance
factors, do not have real impacts on the FDI inflow to the continent.

2.2.2. Regionally based studies

To identify the determinants of FDI into ten SSA countries, Jaiblai and Shenai (2019) using an
ARDL model identified that trade openness is negatively correlated with FDI for Libera, Nigeria,
Ghana, and Senegal both in the short-run and long-run. But for the remaining six countries
considered in the study, this variable shows positive but insignificant. Similarly, GDP as an
indicator of market size shows a negative estimated coefficient and statistically insignificant
indicating that FDI flows to countries with a small market. Income level, as measured by
GNIPC, also shows a negative estimated coeffect, but statistically significant. This finding
indicates that FDI inflow into these countries was not market-seeking rather resource-oriented as

indicated in the research.

Using governance and institutional factors alongside the traditional economic factors, Rodriguez-
Pose and Cols (2017) analyzed the role of governance and institutional factors in attracting FDI
into 22 SSA countries. Their findings revealed that political stability, government effectiveness,
lower corruption, voice and accountability and rule of law plays a pivotal role in influencing the
capacity of African countries in attracting stable FDI into their economies. Furthermore, the
research indicates that voice and accountability are negatively associated with FDI but

significant at a 10 percent significant level while regulatory quality has a positive coefficient but
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insignificantly related to FDI. On the economic factors, however, their research found an
astonishing result. According to the result, natural resource plays a positive and significant
impact in attracting FDI into the continent, while market size as measured by log GDP was not a
significant determinant. This indicates that FDI into the continent is resource seeking type than
market seeking. Similarly, trade openness has a negative coefficient but not significantly
associated with FDI inflow to the continent. Inflation as a proxy for macroeconomic instability
has a negative and significant impact on FDI inflows, while human capital affects FDI inflows

positively.

Rjoub et al (2017) investigated the determinants of FDI inflow into landlocked SSA countries for
the period 1995-2013 by using a pooled OLS and random effect method. The research findings
indicate that domestic investment, human capital, trade openness and market size as measured by
GDP are the major significant factors in attracting FDI into those countries. On the other hand,
the host country tax is negatively related to the FDI inflow of the country. Besides the above
results, natural resources were found as another FDI attracting factor for those landlocked

countries.

By categorizing Asian countries into three categories, Ifran and Muhammad (2017) examined the
impact of institutional quality on FDI inflow into these different groups of Asian countries. They
classified the countries into the South Asian Association for Regional Cooperation (SAARC),
Association of Southeast Asian (ASEA) and Central Asian countries. The finding of the study
indicates that GDP as a measure of market size is positively and significantly associated with
FDI in SAARC and Central Asian countries, and yet negatively with ASEAN countries. On the
other hand, domestic investment is positively and significantly associated with FDI inflow into
the three categories. This thus implies that domestic investment attracts FDI. Labor cost as a
determinant of FDI, however, has a positive estimated coefficient for ASEAN countries but it
negatively impacts SAARC countries. In line with this finding, the estimated coefficient of
governance factors shows a positive association for ASEAN and Central Asian countries, while

it is negatively associated with FDI inflow into SAARC.

Alamedin et.al. (2013) using a generalized least-square estimator identified that FDI inflow into
the Arab countries is significantly affected by political stability, voice and accountability,

government effectiveness, regulatory quality, GDP size, and trade liberalization. Moreover, the
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finding also revealed that control of corruption, rule of law and population size are not
significant determinants of FDI flow into the Arab countries. While political stability, regulatory
quality, GDP and trade liberalization affects FDI inflow positively, however, voice and
accountability, government effectiveness and population size are negatively related to inward
inflow into the Arab countries included in their study.

Cleeve (2012) examined the role of both institutional and political risk factors in attracting FDI
into the Sub-Saharan African countries. His findings indicate that both institutional and political
risk factors have positive impacts on attracting FDI into the region. Nevertheless, both corruption
and political stability showed no significant impact on the attraction of FDIs into the SSA
countries. Furthermore, the market size and market growth, GDP per capita and real GDP growth
as proxies, show significant and positive implying that FDI into the region is market-seeking. On
top of this, infrastructure quality and human capital measured by telephone lines and literacy and
school enrollment respectively are significant determining factors of FDI into SSA countries

2.2.3. Sub-regional or economic blocks-based studies

Tri, Nga, Duong (2019), with a primary objective of exploring the effect of financial integration
in FDI inflows to Asian countries, found that GDP, interest rate and financial integration are the
main FDI determining factors for the region. Additionally, their findings indicated that trade
openness is negatively related to FDI but statistically significant. On the other hand, interest rate
and labor costs are inversely related to FDI inflow but the latter is statistically insignificant.
Whereas infrastructure has a positive estimated coefficient but not a significant determining

factor of FDI in Asian countries.

Nizam and Hassen (2018) found that government effectiveness and voice and accountability
indicators have a positive impact on FDI inflow into the South Asian region. Their research used
only the six governance factors to analyses their impact on FDI inflows. According to these
authors, control of corruption, political stability, and the absence of violence, regulatory quality,
and rule of law negatively impact FDI inflow into the region. Furthermore, except for the rule of
law and regulatory quality, the remaining indicators are statistically significant in determining
FDI inflow. Thus, the rule of law and regulatory quality are not the main factors in FDI inflow

determination.
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Examining the impact of both the traditional FDI determinants and governance and institutional
quality variables, Asongu, Akpan and Isihak (2018) found that both the availability of natural
resources and governance and institutional quality variables are insignificant in terms of
attracting FDI into BRICS and MINT countries. The institutional quality variables include the
six governance indicators outlined by the World Bank, that are; Voce and Accountability,
Political Stability, Government Effectiveness, Regulatory Quality, Rule of Law and Control of
Corruption. On the contrary, market size, trade openness and infrastructural availability play a
crucial role in attracting FDI into both BRICS and MINT countries.

Similarly, using a ten-year panel data (2000-2010), Jadhav and Katti (2012) analyzed the effect
of both institutional and political factors in attracting FDI into BRICS countries. Their study
indicates that government effectiveness and regulatory qualities are positively related to FDI
inflows, whereas political stability, voice and accountability, and control of corruption have no
influence in the FDI inflows to BRICS countries.

Jadhav (2012) explored the role of economic, institutional and political factors in attracting FDI
in countries under the Brazil, Russia, India, China and South Africa (BRICS) block using a panel
data for ten years (2001-2009). The research findings indicate that market size, trade openness
and rule of law plays a pivotal role in attracting FDI in BRICS. On the other hand, institutional
and political factors and the availability of natural resources are not important determinant
factors of FDI in BRICS. An important outcome of this research is that the relationship between
natural resource availability and FDI inflows into BRICS is negative, which implies that FDI

into BRICS is primarily market-oriented rather than resource-oriented.
2.2.4. Country specific studies

In this section, country-specific studies that have examined the determinants of FDI in those

economies will b presented.

Ismail (2018) examined the determinants of FDI into Tanzania using an OLS method. According
to the findings of the research, the exchange rate is the main determinant of inward FDI inflow
into the country. On the contrary, market size measured by GDP per capita shows an estimated
negative coefficient but significant. Similarly, the coefficient of trade openness was negative and

insignificant. Likewise, the inflation rate was not statistically significant, but had a positive
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estimated coefficient, implying that FDI inflow into Tanzania is positively correlated with

inflation.

According to Ongono, Obange and Odhiambo (2017), annual GDP growth, inflation rate, and
external debt as the percentage of GDP are the main drivers of FDI to Kenya. Trade account
balance, rate of growth of real export, and current account balance are not significant in
influencing the flow of FDI to the Kenyan Economy.

In Namibia, according to Jones and Jacob (2016), both GDP growth and inflation were found to
impact FDI inflow positively in the short-run and long-run. On the contrary, the growth rate of
the population is insignificant but positively related to FDI inflow into the country in the short
run. This reveals that population growth, especially where there is high unemployment and the
level of poverty is still a challenge, is an obstacle in the government’s effort to attract FDI. This
variable, nevertheless, in the long-run has a negative influence on FDI attraction. On the other
hand, the exchange rate has a negative impact both in the short-run and in the long-run.

Workineh (2014) by applying multiple regressions model, empirically investigated factors
affecting FDI inflow to Ethiopia during1990-2011. This study suggests that trade openness and
inflation rate are significant factors affecting Ethiopian FDI during these periods, while market
size, infrastructure, and human capital are found to be statistically insignificant factors for FDI
inflow into Ethiopia during the study period. The relationship between market size measured by

real GDP growth is negative besides being insignificant.

Using both qualitative and quantitative research methods, Teka (2014) analyzed factors that
facilitate the inflow of FDI into Ethiopia and identified those factors that deter it. His study
targets foreign firms that operate in Addis Ababa and the surrounding nearby towns. Covering
the study period of 1992-2010, this study found that domestic and regional market seeking,
political and social stability, and different investment incentives are the main factors driving FDI
into the country. On the contrary, exchange rate volatility, corruption, and lack of clear policies

and regulations are the factors that affect FDI inflow negatively.

In Ethiopia, Getinet and Hirut (2006), also investigated the determinants of FDI by using OLS
regression model for the years between 1974 and 2001. The study employed real GDP growth

rate as a measure of market size, export as a share of GDP to proxy trade openness, inflation as a
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proxy for macroeconomic stability, gross capital formation and telephone lines per 1000 people
as a measure of infrastructure, rate of adult illiteracy as a proxy for human capital and
liberalization index. The study result shows that export orientation, the growth rate of real
growth domestic product and trade liberalization have positive and significant impacts on FDI
flow of Ethiopia whereas macroeconomic instability and poor infrastructure have negative
impacts.

In summary, most of the studies indicate that market size, the openness of the host country’s
economy to international trade, macroeconomic stability, and the host country’s governance
system are important determinants of FDI flow to developing countries. | believe that any study
that deals with the determinants of FDI flow to developing countries should consider these
factors in any of the regression models. As can be observed from Table 1 below, GDP per capita
is the dominant variable considered as a proxy for a host country’s market size. Moreover, others
considered the absolute value of GDP and the log of GDP as proxy variables for the hosts’
market size. The use of GDP per capita as a proxy for market size, however, may suffer from
bias in that it places countries with a high population in a less —attractive position. Besides, high
GDP per capita may deter resource seeking MNC, especially if the firm is looking for a cheap
labor force. Thus, in this study, the GDP growth rate that indicates the expansion of the country’s

economy is used as a proxy for market attractiveness.

As can be seen from Table 1 below, the empirical results concerning the relationship between
FDI inflow and trade openness are mixed. Most researchers used the share of trade, export plus
imports, in GDP as a proxy for the country’s openness to international trade. But in the case of
Ethiopia, both Workneh (2014) and Getinet and Hirut (2006) used the share of export in the GDP
of the country as a proxy for trade openness. However, trade happens in both ways so it is
necessary to include both export and imports to assess their relationship with FDI flow to the
country. Similarly, results concerning the relationship between macroeconomic stability and FDI
inflow are inconclusive. Some authors found that macroeconomic instability as measured by
inflation affects FDI inflows positively while others argue against the result. For instance, both
Workneh (2014) and Getinet and Hirut (2006) found a negative significant relationship between
FDI flow and inflation, Geda and Yimer (2018) found a positive but insignificant relationship

between the two for a factor-driven country (Ethiopia being categorized under this category in
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their study). Therefore, this discrepancy necessities further research on the impact of inflation on
FDI inflow into Ethiopia.

Concerning the impact of governance variables on FDI inflow, though most studies indicate that
they impact FDI inflow into developing countries, an empirical result is the case of Ethiopia are
missing. Therefore, this research included the three political variables along with the other
economic variables to analyze their impact on FDI inflow.

2.3. Gaps in Existing Empirical Literature

As can be seen from the above empirical result summary table and reviews, a large number of
studies have been done both in developing and developed countries to analyze the determinants
of FDI, however, the results of the empirical evidence are mixed.

In the case of Ethiopia, there is little empirical research that has assessed the determinants of FDI
inflow. These researchers, however, considered the impact of economic variables such as GDP
per capita, trade openness, quality and availability of infrastructure and human capital in
attracting MNC into the country. But investment decisions by MNCs is not only guided by the
economic performance of the host country. Institutional qualities and good governance along
with economic factors play a vital role in the investment decisions of investors. For example, a
high level of corruption, the unpredictability of government policies, the excessive regulatory
burden increases the MNC's business cost and creates uncertainty. This uncertainty and
additional unnecessary business costs may act as a deterrent in the investment decision of the
MNCs. Therefore, it is necessary to evaluate the impact of these factors on the FDI flow into

Ethiopia.

Furthermore, previous studies that dealt with Ethiopia’s case, as long as I know, have adopted a
methodology that is not compatible with time-series economic variables. Therefore, this study
also fill-in this gap by applying an ARDL Bounds tests approach that helps to identify the short-

run as well as the long-run relationships between FDI and its determinants.
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Table 2. Summary result of empirical studies on the determinants of FDI inflow to developing countries

Determinant FDI Destinations Method Proxy Effect  Authors Impact
20 low-income, 39 lower-middle-income, Panel Data GDP per capita + Sabir, Rafique, and Abbas (2019), Significant
20 Developed and Developing Countries Panel Data GDP Growth + Yorsa S., Anis O., and Houria G. (2013). Significant
10 SSA Countries ARDL GDP - Jaibla and Shenai (2019) Significant
22 SSA Countries Panel Data Log GDP + Rodriguez-Pose and Cols (2017) Insignificant
Market Size Tanzania OLS GDP per Capita - Ismail (2018) Significant
Namibia ARDL GDP Growth + Jones and Jacob (2016) Significant
Ethiopia OLS Real GDP growth rate - Workneh, A. M. (2014) Insignificant
Ethiopia OLS Real GDP Per Capita + Getinet and Hirut (2006 Insignificant
Ethiopia OLS Real GDP growth rate + Getinet and Hirut (2006 Significant
Factor Driven -African Countries Panel Co-integration Real GDP per Capita + Geda and Yimer (2018) Insignificant
20 low-income, 39 lower-middle-income, Panel Data Trade/GDP + Sabir, Rafique, and Abbas (2019), Significant
113 developing countries Dynamic Panel Trade/GDP + Kurul and Yasemin (2017) Significant
30 countries (Africa, Asia, and Latin
America Panel Data (X+1)/GDP + Phung, H. B. (2016). Significant
20 Developed and Developing Countries Panel Data (X+1)/GDP + Yorsa S., Anis O., and Houria G. (2013). Significant
10 SSA Countries ARDL (X+1)/GDP - Jaibla and Shenai (2019) Significant
Trade openness 22 SSA Countries Panel Data (X+1)/GDP - Rodriguez-Pose and Cols (2017) Insignificant
Tanzania oLS (X+1)/GDP - Ismail (2018) Insignificant
Ethiopia oLS (X/GDP + Workneh, A. M. (2014) Significant
Ethiopia oLS (X/GDP + Getinet and Hirut (2006 Significant
Investment driven -African countries Panel Co-integration (X+1)/GDP + Geda and Yimer (2018) Significant
Factor Driven -African Countries Panel Co-integration (X+1)/GDP - Geda and Yimer (2018) Insignificant
Fragile -African Countries Panel Co-integration (X+1)/GDP + Geda and Yimer (2018) Insignificant
Macroeconomic 20 low-income, 39 lower-middle-income, Panel Data Inflation - Sabir, Rafique, and Abbas (2019), Insignificant
Stability 22 SSA Countries Panel Data Inflation rate - Rodriguez-Pose and Cols (2017) Significant
Tanzania OLS Inflation + Ismail (2018) Insignificant



Namibia ARDL Inflation Jones and Jacob (2016) Significant
Ethiopia OLS Inflation rate -CPI Workneh, A. M. (2014) Significant
Ethiopia OLS Inflation rate -CPI Getinet and Hirut (2006 Significant
Factor Driven -African Countries Panel Co-integration Inflation rate -CPI Geda and Yimer (2018) Insignificant
20 low-income, 39 lower-middle-income, Panel Data Voice and Accountability Sabir, Rafique, and Abbas (2019), Insignificant
113 developing countries Dynamic Panel Voice and Accountability Kurul and Yasemin (2017) Significant
50 African countries Fixed and Random Voice and Accountability Gangi, Y. A, and Abdulrazak, R. S. (2012)  Significant
22 SSA Countries Panel Data Voice and Accountability Rodriguez-Pose and Cols (2017) Insignificant
20 low-income, 39 lower-middle-income, Panel Data Government Effectiveness Sabir, Rafique, and Abbas (2019), Significant
20 Developed and Developing Countries Panel Data Government Effectiveness Yorsa S., Anis O., and Houria G. (2013). Insignificant
50 African countries Fixed and Random Government Effectiveness Gangi, Y. A, and Abdulrazak, R. S. (2012)  Significant
22 SSA Countries Panel Data Government Effectiveness Rodriguez-Pose and Cols (2017) Significant
Factor Driven -African Countries Panel Co-integration Government Effectiveness Geda and Yimer (2018) Significant
ci%?ég&,née 20 low-income, 39 lower-middle-income, Panel Data Political Stability Sabir, Rafique, and Abbas (2019), Significant
113 developing countries Dynamic Panel Political Stability Kurul and Yasemin (2017) Insignificant
50 African countries Fixed and Random Political Stability Gangi, Y. A, and Abdulrazak, R. S. (2012)  Insignificant
22 SSA Countries Panel Data Political Stability Rodriguez-Pose and Cols (2017) Significant
Factor Driven -African Countries Panel Co-integration Political Stability Geda and Yimer (2018) Significant
Fragile -African Countries Panel Co-integration Political Stability Geda and Yimer (2018) Insignificant
20 low-income, 39 lower-middle-income, Panel Data Rule of Law Sabir, Rafique, and Abbas (2019), Insignificant
113 developing countries Dynamic Panel Rule of Law Kurul and Yasemin (2017) Insignificant
50 African countries Fixed and Random Rule of Law Gangi, Y. A., and Abdulrazak, R. S. (2012)  Significant
22 SSA Countries Panel Data Rule of Law Rodriguez-Pose and Cols (2017) Significant
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2.4. Conceptual Framework

A conceptual framework is an analytical tool with several variations and contexts used to make
conceptual distractions and organize ideas. The conceptual framework shows the relationships of
the independent variables and dependent variables. The independent variables of this study
include both economic and governance factors. The economic variables include; market size,
market openness, infrastructure, macroeconomic stability. On the other hand, the governance
variables are; voice and accountability, political stability and absence of violence, government
effectiveness, rule of law, regulatory quality and control of corruption. The dependent variable is

Foreign Direct Investment inflow.

Figure 1. Conceptual Framework

Market Growth (GDPG)

Tr nn i i
ade Openness Foreign Direct

Macroeconomic Stability (INF) — » Investment (FDI)
Voice and Accountability (VA)

Political Stabiity and abscense of
violence (PSAV)

Government Effectvness (GE)

The Rule of Law (RL)

Source: Dunning (1993), Kaufmann, D., Kraay, A., and Mastruzzi, M. (2009)
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CHAPTER THREE
RESEARCH METHODOLOGY AND DESIGN
3.1. Research Design

Research design, as described by Dekker et al. (2012), is a conceptual framework within which
research is conducted. In line with the objective of this study, this study uses an explanatory
research design method. This kind of research design is used to explicate the behavior of the
dependent variable by thoroughly analyzing the influence of the independent variables on the
dependent (Saunders et al., 2012). Therefore, in this study, the determinants of FDI inflow are
explored and their association with FDI is explained through an explanatory research design

method.
3.2. Data Source and Method of Data Collection

Due to limitations of data availability, particularly for the five governance variables, the study is
limited to the period 1996-2018. Secondary data were used for both the dependent and
independent variables used in this study. In terms of data sources, this research used the World
Bank’s World Development Indicators (WDI), UNACTD and the World Bank World
Governance Indicators (WGI) database as its source in this study. Foreign Direct Investment and
trade openness data were obtained from the UNACTD database, while data for GDP growth,
inflation rate were gathered from the World Bank World Development Indicators database. On
the other hand, data for the four governance variables were obtained from the World Governance

Indicators of the World Bank. The database, however, has only data starting from the year 1996.
3.3. Data analysis method and model specification

In line with the variables discussed above, availability of data and previous empirical studies, the

general model of the study is developed as follows;

FDI=f (GDPG, OPENNESS, INF, VA, PSAV, GE, RL) .... (1)
Where;

FDI =Foreign Direct Investment in US$,

GDPG = GDP Growth Rate- measures market potential
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OPENNES= Trade as a share of GDP- measures the country’s openness to the international

market

INF= Macroeconomic Stability measured by an annual rate of inflation-based rate,
VA= Voice, and Accountability,

PSVA= Political Stability and Absence of Violence,

GE= Government Effectiveness,

RL= Rule of Law,

3.3.1. Statistical and stationarity analysis

In this study, EViews 10 statistical software was used to perform data analysis. Before running
any regression, the initial step was carrying out a preliminary statistical analysis of the data
obtained from the sources aforementioned above. In the preliminary data analysis, descriptive
statistics were employed for the variables used in this study. Descriptive statistics summarize
statistics such as the mean, median, minimum, standard deviations, skewness, kurtosis, and the
normal distribution of the series using the Jarque- Bera statistics. The correlation matrix, on the
other hand, provides information about the strength of the relationship between the dependent

and independent variables as well as among the independent variables.

Since this study employs an annual time series data, ensuring the stationarity of the data used in
the study is required. If the data are not stationary, any empirical result obtained from the
regression output may lead to spurious regression results. Hence, this study employed both the
Augmented Dicky Fuller and Phillips-Perron unit root tests to ensure the stationarity of the
variables used in this study. Further to ensuring issues around the stationarity of variables, the
unit root test is useful for selecting the appropriate research model. The unit root tests confirm
the level of integration for the variables, order-level 1 (0) or order one I (1) level. The result of

these tests, moreover, guides the selection of appropriate bounds testing estimation methods.
3.3.2. The Bound Testing Approach

To examine the relationship between the dependent variable and independent variables used in

this study, an appropriate econometric model is vital. Previous studies have used Vector Error
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Correlation Methods, and Eagle- Granger cointegration tests to find both the long run and short-
run relationships between variables of concern. However, these co-integration techniques are
used only if the variables are integrated of the same stationarity level. On the contrary, the
ARDL model can be used regardless of the level of stationarity of the variables except that the
variables are not in | (2) and above levels of stationarity. Therefore, to take advantage of the
above conditions and assess the existence of relationship level between the dependent and
independent variables, this research, adopted the autoregressive distributed lag (ARDL) as

developed by Pesaran et al. (2001).

Besides the above advantage, the bounds testing method is also suitable for the estimation of
small sample sizes. The bounds testing method requires the modeling of equation (1) under
section 3.4 above into a Conditional Error Correction Model (ECM) (Pesaran et al.,2001). In this

study, three steps were followed to apply the ARDL estimation model.

In step one, the long run associations between the dependent and independent variables were
estimated by testing the significance of the lagged values of the variables in the conditional ECM

below.

ALFDIt = )0 +01FDIl1 + 02GDPGy1 + G30PENu1 + 04INFra + 05VAw1 + 06PSAVe + 07GEw
+ O8RLu1 + Yo  alAFDIt—i +Y1 a2AGDPGt—i + YI_oa3AOPENt—i +
S oAAINF t — i+ Yi_(a5AVAt —i ++ X abAPSAVt—i + YV_ a7AGEt—i

s XV OQBARLt — i o )

The maximum lagged order values of the above question (2) were determined based on the
Akaike Information Criterion (AIC). F- bounds with an upper and lower bound critical value
were used to determine the existence of the long-run relationship between FDI and the
independent variables. The lower bound critical value assumes all variables are stationary at | (0)
and the upper bound critical value assumes that all variables are stationary at | (1). Both the null
and alternative hypotheses for the F-bound tests are given below and all tests are made either to
accept or reject the null hypothesis that says there is a long-run relationship between the

variables.

Ho. 01=62= 63= 64= 5= 06= 67 =0 (There is no cointegration between variable)
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Hi. 01# 02+ 63+ 04+ 65+ 06+ 67 #£0 (There is cointegration between variables)

If the computed F statistical value is greater than the upper bound critical value then we fail to
reject the alternate hypothesis or we fail to accept the null hypothesis. In this case, the result
indicates the existence of co-integration (Pesaran et al.,2001). On the contrary, according to
Pesaran et al. (2001), if the F statistics value is less than the lower bounds critical value then we
fail to reject the null hypothesis, meaning there is no co-integration. However, if the value of the
F statistics falls between the upper and lower bound critical values, then the result is inconclusive

and requires further investigation.

Following the bounds tests, if the result indicates the existence of long-run relationships between
the dependent and independent variables used in this study, then the second step involves
estimation of the long-run model indicated under equation 3 below. In EViews both the long-run
model and bounds tests are jointly estimated.

LEDIt =0 +¥0_  alFDI t — i +Y]_ a2GDPG t — i+ ¥I_a30PEN t — i + ¥i_o a4INF t — i
+ 3t aSVAt— i ++ YL abPSAV t— i+ YV a7GEt—i +XW,a8RLt—1i :a
.................................................... (3)

In the final stage of the ARDL model, the Error Correction Model (ECM) is indicated below.

ALFDIt= p0+ 51ECMu+ Y7 wlAFDIt — i +¥1  u2AGDPG t — i+ Y/_op3AOPEN t —i +
SoMAAINFt — i + TE_uSAVAt —i + + Y U6APSAV t —i + YV_ u7AGEt—i  +
PLOMBARL € = & 4 i (4)

Where;

e A denotes the first difference operator

o M1 P23 pd p5 p6 u7 u8 represents the short-run dynamic parameters
e pqrstuvwrepresents the optimal lags

e ECMLs.1represents the error correction term while

e 31 represent the speed of the adjustment
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3.4.4. Stability and Diagnostic Tests

Brown et. al (1975)’s Cumulative Sum (CUSUM) and Cumulative Sum Squares (CUSUMSQ)
stability tests are employed to ensure the stability of the ARDL model adopted for this study.
According to these tests, if the plot of both CUSUM and CUSUMSQ falls within the five percent
critical values it indicates that the model is stable. On the contrary, if the values of both tests fall
outside the five percent critical values, then the ARDL model is not stable.

Concerning the diagnostical tests, this study used the Breusch-Godfrey Serial correlation LM test
to confirm whether the residuals are serially correlated or not. The test null hypothesis is that the
residuals are serially uncorrelated. If the outcome of the test supports the null hypothesis, we fail
to reject the null or else we accept the alternate hypothesis. Similarly, for the Heteroskedasticity
Test Breusch-Pegan- Godfrey will be employed to tests for the homoscedastic of the residuals. If
the residuals are homoscedastic, we fail to reject the null hypothesis which assumes the
homoscedasticity of the residuals. Furthermore, the functional form and normality of the
residuals will be assessed based on Ramsey Regression Specification (RESET) and Jarque- Bera
respectively. The null hypothesis for the RESET test is that the model is correctly specified while

the null hypothesis for the Jarque-Bera test is that the residuals are normally distributed.

In summary, to ensure the goodness of fit and stability of the selected model, this research
employed the serial correlation, heteroscedasticity, normality, CUMSUM and CUMSUMSQ
tests respectively. However, before undertaking the post-estimation tests, stationarity of the
variables was ensured by using both the ADF and Phillip Parron stationarity testing methods.
The outcome of the stationarity tests also guides us about the level of integration of the variables
and the model choice. In line with the stationarity test results, this research also employed the
bound test to determine whether the variables are cointegrated or not so that we develop the long

and short-run models indicated under equation 3 and 4 above.
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CHAPTER FOUR

EMPIRICAI RESULTS PRESENTATION ANALYSIS AND DISCUSSION

Introduction

As indicated in the first chapter, this study aims at identifying the key determinants of inward
FDI inflow into Ethiopia. This chapter, hereafter, discusses the main findings of this research by
analyzing the data collected for both the dependent and independent variables. Before running
the regression analysis, the variables are checked for their stationarity using Augmented Dicky-
Fuller (ADF) and Phillip-Perron specification (section 4.4). Then, once data stationarity is
confirmed, the bounds test is adopted to undertake tests for cointegration of the variables (section
4.6) and model selection. However, before running the regression model, some preliminary

analysis is undertaken.

These preliminary analyses include descriptive statistics of the variables (Section 4.1) and
examination of the correlation between the variables used in the study (Section 4.2). Following
these analyses, the ARDL regression model results are discussed (section4.6). Finally, model

diagnostics tests were undertaken and the result is presented under section 4.7.
4.1. Descriptive Statistics

This section presents a preliminary analysis of the data used in this research. First, descriptive
statistics are presented, followed by a correlation matrix. Initially, descriptive statistics are
carried out and provided summary statistics of the mean, standard dev., minim and maximum for
the variables used in the study. Then, correlation analysis shows whether a significant
relationship exists between the independent variables or not. If there is a high level of correlation
exists between the independent variables, this may indicate the existence of multicollinearity,

which again affects the result of the regression model.

The summary result of the descriptive statistics is presented in Appendix 1 of the paper.
According to the summary table, the average FDI inflow into Ethiopia during the study period
was US$960.36 million. Though the flow of FDI into the country showed fluctuation from time
to time, it has increased from US$21.93 million in the year 1996 to US$4,017.10 million in the
year 2017, which is the maximum inflow for the study period. The median inflow of FDI was

US$288.49 million for the study period. Compared to where it was in 1996, the FDI inflow into
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the country has shown impressive growth. Moreover, the country has surpassed its GTPII target
of 7.15 billion USD in the first three years of the planning period. Government commitment and
a conducive investment environment, at least until the recent political disruption and attack on
foreign firms in different parts of the country, have contributed to this growth. However, in
recent years the country is witnessing a decline in the FDI inflow. Despite a flat inflow into the
East Africa region compared to the previous year, inflow into Ethiopia has declined by 18% in
2018. Furthermore, in its investment progress report of 2020, UNACTD has reported that inflow
into the country has declined by 24%. This decline in the inflow partly may have resulted from
the political uncertainty in the country and the burning of foreign firms' property during the
recent mass protest against the government. If the current sliding trend continues it might affect
the aspiration of the government to make Ethiopia the investment Hub of Africa. If the country is
to achieve its development aspiration FDI can help in closing both the financing gap and foreign
exchange shortage, therefore the government needs to tackle any issues that might affect the

perception of multinational corporations towards investing in the country.

Similarly, for the study period, the country’s economy has expanded on average by 8.15% with
the maximum and minimum of 13.57% and -3.45% respectively. The maximum GDP growth
was recorded in the year 2004, during this year, however, according to the World Banks’s report
the global GDP growth 4.383%. Notwithstanding the fact that the country’s economy is
expanding, the recent trend shows a declining growth momentum. The growth has declined from
10.39 % in the year 2015 to 6.8% in 2018 averaging to 9.03% growth rate between the years
2015 to 2018. The target was to achieve an annual average growth rate of 11.1% for the GTPII
planning period which runs from 2015/16 to 2019/20, however, in the past years, the target was
not attained. Given that we are in the last year of GTPII, the average growth of target 11.1%
seems unreachable unless a high growth rate that compensates for previous declines is recorded

in the current fiscal year.

Moreover, the share of trade, both exports, and imports in the country’s GDP averaged about
42.85% with the maximum and minimum values of 57.15% and 26.07% respectively for the
study period. Ethiopia’s trade as a share of GDP shows a fluctuation with a decreasing trend in
recent years. For instance, the share of trade in GDP was 57.15% in the year 2011, the maximum

for the study period, however, this has declined to 35.31% in the year 2018. The overall
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performance of both export and import is below what the government has projected. For
example, during the fiscal year 2016/17, the actual export accounts only 42.79% of the target for
the same year.

Likewise, the inflation rate for the country varies from period to period with an average of 9.88%
for the study period. The country, however, was hit by its highest inflation rate of 44.35% in
2008, the year regarded as the year of global financial crises. During this year, the total FDI
inflow into the country has declined by 51% compared to the previous year. This might be due to
the global financial crises that hit the Western countries, thus resulting in a decline in their
business seeking opportunities overseas. With the aim of creating a favorable macroeconomic
environment that supports rapid, sustainable and pro-poor economic growth, the government has
targeted to keep inflation at 8% for the GTPII period. However, except for the year 2016/17, the
annual inflation rate was at two-digits challenging the economic growth aspiration of the
government. Prudent fiscal policy and monetary control were among the reasons that helped the
government meet its target of single-digit in the 2016/17 fiscal year. Therefore, to achieve the
target of single-digit inflation and create a conducive macroeconomic environment, the
government has to follow prudent fiscal and monetary policies that help curb the soaring

inflation rate.

The governance variables, on the other hand, exhibited negatives average values for the study
period. The range within which these values fall indicates that Ethiopia’s governance system is
underdeveloped. According to Kaufmann et al (2010), the governance values fall within the
range of -2.5 to 2.5 indicating the higher the score the better is the country’s governance and
institutional qualities. Looking at the table and the raw data under the Appendix 7 of this study,
however, it is evident that there is a long way for the country to go to improve its governance and
institutions index. For instance, voice and accountability (VA) that reflect the citizen’s
perception to participate in selecting their government, to freely form associations and express
their views about their government actions, shows an average value of -1.21 implying that the
citizens’ perception of their participation in the government selection is weak. Whereas, other
SSA countries such as Ghana, Kenya, and Uganda have exhibited an average of 0.33, -0.33 and -
0.63 respectively. These figures indicate that the VA index is better in the aforementioned

countries when compared to Ethiopia.
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Furthermore, political stability and absence of violence (PSAV) variable shows an average value
of -1.36 indicating the perception about the likelihood of political instability is moderately high.
This index fluctuates so much, the index was improving following the Ethio-Eritrea border war
but due to violence following the 2005 general election, the index sharply shows deterioration of
the political stability in the country. During this period, FDI flow was also fluctuating with a
decreasing trend. For instance, FDI inflow into Ethiopia declined by nearly 59 percent in the
years following the 2005 election. This political instability, though not high in magnitude,
creates a perception that the country is not stable and there is a possibility for the government to
be removed in an unconstitutional way. This, in turn, deters investors from investing in the
country for fear of losing their investment and its return. Therefore, it is necessary for the
government of Ethiopia to create a political system that guarantees a smooth transition of power

in a constitutional way.

Similarly, the average value of government effectiveness (GE), rule of law (RL) are negative
implying weak governance indexes. Nevertheless, these variables show relatively strong
performance compared to voice and accountability and political stability. In summary, the
governance indexes of the country indicate weak performance compared to the benchmark

values set by the World Banks -World Governance Index.
4.2. Correlation Analysis

Similarly, Appendix 2 presents the correlation matrix between the variables considered in this
study. Among the independent variables; rule of law, voice, and accountability, political stability
and trade openness are significantly correlated with FDI. Conversely, the correlation between the

independent variables is moderate.
4.3. Stationarity and Cointegration test

This section describes the main unit root test used in this research and discussion on the result of
the test. The unit root test is used to find out if a series of variables are stationary or non-
stationary. According to Gujarati(2004), a time series data is considered stationary if and only if
the means and variance of the data are constant over time. Thus, in time series data analysis, only
stationary data are used for regression analysis or else the result will not provide the necessary

information for decision making. There are different commonly used tests to analyses the
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stationarity of time series data. For this study, however, Augmented Dickey-Fuller (ADF) and
Phillips-Perron stationarity were employed to check the order of integration of the variables. The
null hypothesis for this test is that there is the unit root or the data are not stationary, while the

alternative is that the data are stationary or don’t have a unit root.

In line with that above hypothesis, the unit root tests for all variables of the study are checked
using the ADF and Phillip- Perron method and the results are presented under Tables 4 and 5
below. Each of the tests was conducted under the first difference and the result as indicated in the
tables below shows the probability values of all the variables except variable VA are closer to
zero indicating stationarity of the variables at 5% and 1% critical values. VA, as indicated under
the Phillip- Perron result test, is also stationary at 10% critical value. Hence, as a result of the
outcome of the tests, the null hypothesis of the unit root (individual unit root process) is rejected,
and it can be concluded that there are no unit roots in the first difference of the variables. This, in
turn, confirms that each of the variables is either integrated at level (I (0)) or order one (I (1)).
This result further justifies the decision for adopting the bounds test procedure for an empirical

analysis of this research.

Table 3. Augmented Dickey-Fuller Unit Root Test

Null Hypothesis: Unit root (individual unit root process)
Series: LFDI, GDPG, OPEN, INF, VA, PSAV, GE, RL
Date: 02/10/20 Time: 23:58

Sample: 1996 2018

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on AIC: 0to 1
Total number of observations: 165

Cross-sections included: 8

Method Statistic Prob.**
ADF - Fisher Chi-square 125.774 0.0000
ADF - Choi Z-stat -9.34839  0.0000

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.
Intermediate ADF test results D(UNTITLED)

Series Prob. Lag Max Lag Obs
D(LFDI) 0.0000 0 4 21
D(GDPG) 0.0000 1 4 20
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D(OPEN) 0.0035 0 4 21
D(INF) 0.0000 1 4 20
D(VA) 0.0028 1 4 20

D(PSAV) 0.0138 0 4 21
D(GE) 0.0001 0 4 21
D(RL) 0.0009 0 4 21

Table 4. Phillips- Perron Unit Root Test

Null Hypothesis: Unit root (individual unit root process)
Series: LFDI, GDPG, OPEN, INF, VA, PSAV, GE, RL

Date: 02/10/20 Time: 23:59

Sample: 1996 2018

Exogenous variables: Individual effects

Newey-West automatic bandwidth selection and Bartlett kernel
Total (balanced) observations: 168

Cross-sections included: 8

Method Statistic Prob.**
PP - Fisher Chi-square 164.16 0.0000
PP - Choi Z-stat -10.5399 0.0000

** Probabilities for Fisher tests are computed using an
asymptotic Chi-square distribution. All other tests
assume asymptotic normality.

Intermediate Phillips-Perron test results D(UNTITLED)

Series Prob. Bandwidth Obs
D(LFDI) 0.0000 3.0 21
D(GDPG) 0.0000 20.0 21
D(OPEN) 0.0036 5.0 21

D(INF) 0.0000 10.0 21

D(VA) 0.0705 10.0 21
D(PSAV) 0.0157 1.0 21

D(GE) 0.0001 1.0 21

D(RL) 0.0000 7.0 21

Source: Author’s calculation using EViews 10
4.4. Maximum Lag and ARDL Model Selection

The unit root results suggest the application of an ARDL model to assess the long-run
relationship of the variables as the variables are stationary at either order one or level. However,
it is necessary to choose the appropriate lag levels before the application of the ARDL bound

testing model. On the other hand, the estimation of equation 2 under section 3.3.2. above requires
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information on the maximum order of lags for both the dependent and independent variables
based on their first difference. Thus, to help determine the maximum lag level, this study
employed VAR Lag Order Selection through the Akaike Information Criterion (AIC). The

output of the VAR Lag Order Selection presented below in Table 5 suggests the maximum lags
of 1 for each variable.

Table 5. VAR Lag Order Selection Criterion

VAR Lag Order Selection Criteria

Endogenous variables: LFDI GDPG OPEN INF VA PSAV GE RL
Exogenous variables: C

Date: 02/10/20 Time: 23:30

Sample: 1996 2018

Included observations: 22

Lag  LogL LR FPE AIC sC HQ
0 -162.8821  NA 0.000771 15.53473 15.93147 15.62819
1 -53.69865 129.0349* 1.90e-05* 11.42715* 14.99783* 12.26830*

* indicates lag order selected by the criterion

LR: sequential modified LR test statistic (each test at 5% level)
FPE: Final prediction error

AIC: Akaike information criterion

SC: Schwarz information criterion

HQ: Hannan-Quinn information criterion

Source: Author’s calculation using EViews 10

Moreover, the choice of the appropriate lag order was confirmed by the VAR polynomial graph

as presented in Figure 2 below. In this graph, all the blue dots are inside the circle that confirms
the choice of 1 lag estimation for the ARDL model.
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Figure 2. Optimal Lag Selection criterion under the VAR Model in Polynomial Graph

Inverse Roots of AR Characteristic Polynomial

1.5

Source: EViews 10

4.5. Bounds test for the presence of cointegration

Following the maximum lags selection and estimation of equation 2 (ref section 3.3.2 above), the
ARDL model was selected. EViews 10 software jointly estimated the ARDL Long Run form
(equation 3 above) and the Bound tests. The ARDL and bounds test results are presented below
under Table 6. The table presents both the ARDL Long Run form and the Bounds test results. As
per the result, the F- statistics for the bounds test shows a value of 5.053562. This value,
however, falls beyond the upper bounds critical value I (1) of 3.13, 3.5 and 4.26 at 10%, 5% and
1% critical levels respectively. As a result of the above result, the research rejects the null
hypothesis of no levels of relationships. On the other hand, we accept the alternate hypothesis
that assumes the existence of long-run relationships between the dependent and independent
variables considered for this study. FDI and the regressors have long-run relationships as
implicated above. The result of the long-run relationships is discussed below under the analysis

and discussion section.
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Table 6. ARDL Long Run Form and Bound Test

ARDL Long Run Form and Bounds Test
Dependent Variable: D(LFDI)

Selected Model: ARDL (1,0,1,1,1,1,1,1)
Case 3: Unrestricted Constant and No Trend
Date: 02/10/20 Time: 23:33

Sample: 1996 2018

Included observations: 22

Conditional Error Correction Regression

Variable Coefficient  Std. Error t-Statistic Prob.
C 2.046858 3.697614 0.553562 0.5971
LFDI (-1) * -0.978639 0.371443 -2.634693 0.0337
INF** -0.032942 0.016640 -1.979698 0.0882
GDPG (-1) 0.015247 0.060688 0.251241 0.8088
OPEN (-1) 0.021675 0.061287 0.353660 0.7340
VA (-1) -4.292093 4.046602 -1.060666 0.3241
PSAV (-1) -0.091446 1.195963 -0.076462 0.9412
GE (-1) -3.023463 1.954659 -1.546798 0.1658
RL (-1) 5.631736 4.147591 1.357833 0.2167
D(GDPG) 0.011853 0.054189 0.218740 0.8331
D(OPEN) 0.036755 0.050224 0.731812 0.4881
D(VA) -2.345175 2.610319 -0.898425 0.3988
D(PSAV) 0.977128 1.017241 0.960567 0.3688
D(GE) -4,757504 1.613417 -2.948714 0.0214
D(RL) 7.208331 2.042469 3.529225 0.0096

* p-value incompatible with the t-Bounds distribution.
** Variable interpreted as Z = Z (-1) + D(2).
Levels Equation
Case 3: Unrestricted Constant and No Trend

Variable Coefficient  Std. Error t-Statistic Prob.
INF -0.033661 0.008918 -3.774593 0.0069
GDPG 0.015580 0.037024 0.420815 0.6865
OPEN 0.022148 0.031647 0.699840 0.5066
VA -4.385776 1.772210 -2.474750 0.0425
PSAV -0.093442 0.701836 -0.133140 0.8978
GE -3.089456 0.743284 -4.156493 0.0043
RL 5.754659 1.315275 4.375250 0.0033

EC = LFDI - (-0.0337*INF + 0.0156*GDPG + 0.0221*OPEN -4.3858*VA
-0.0934*PSAYV -3.0895*GE + 5.7547*RL)
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F-Bounds Test Null Hypothesis: No levels relationship

Test Statistic Value Signif. 1 (0) (1)
Asymptotic:
n=1000

F-statistic 5.053562 10% 2.03 3.13
k 7 5% 2.32 35
2.5% 2.6 3.84

1% 2.96 4.26

t-Bounds Test Null Hypothesis: No levels relationship
Test Statistic Value Signif. I (0) (1)
t-statistic -2.634693 10% -2.57 -4.23
5% -2.86 -4.57

2.5% -3.13 -4.85

1% -3.43 -5.19

Source: Author’s calculation using EViews 10
4.6. Stability and Diagnostic tests

To ensure the reliability of the goodness of fit for the ARDL model, four diagnostic tests were
conducted and the results presented below. More specifically, the tests were conducted to
address issues of autocorrelation, heteroscedasticity, and normality of the residuals and other
misspecifications tests. Moreover, the stability of the model is ascertained through both
Cumulative Sum (CUSUM) and Cumulative Sum of Squares (CUSUMSQ. Below are the
summaries of the different tests conducted and the decisions taken about the test hypothesis. All

the test results are included in the appendix of this study.
4.6.1. Serial Correlation LM Test

Serial correlation occurs, especially when running a regression, the error terms are correlated
with their lagged values Guijarati (2004). The existence of serial correlation implies that our
ARDL model is not efficient in estimating a regression, the standard errors will be incorrect, and
then the model’s estimates are biased and inconsistent. To check the existence of serial
correlation, this research used the Breusch-Godfrey Serial Correlation LM test using EViews 10.
The null hypothesis is that there is no serial correlation in the residuals, while the alternative

hypothesis is that there is serial correlation in the residuals.
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The result under Table 8 indicates a p-value of 45.49%, thus we fail to reject the null hypothesis
or accept the null hypothesis at the 5% significance level. Therefore, the result indicates the error
terms are not serially correlated, as a result, the ARDL regression result can give a meaningful

conclusion.

Table 7. Breusch- Godfrey Serial Correlation LM Test
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 0.156284 Prob. F (1,6) 0.7063
Obs*R-squared 0.558492  Prob. Chi-Square (1) 0.4549

4.6.2. Heteroskedasticity Test

As part of the preliminary analysis of the ARDL regression model, the errors of the specified
equations were tested for heteroskedasticity. Heteroskedasticity occurs when the variance of the
error terms from an estimated regression is not constant Gujarati (2004). In the presence of
heteroscedasticity, if the ARDL regression is run, the output generated from the model may be
misleading. In this study, however, EViews 10 is used to tests the heteroskedasticity of error
terms, and the result of the tests is presented under Table 9. The null hypothesis proposes the
absence of heteroskedasticity while the alternative hypothesis contends the presence of
heteroskedasticity. As per the result under the table below, the p-value for the test is greater than
5%, thus we fail to reject the null hypothesis or the null hypothesis is accepted. The error terms

are homoscedastic or constant. Therefore, our ARDL model has no issue of heteroskedasticity.

Table 8. Heteroskedasticity Test: Breusch-Pagan- Godfrey
Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 0.923988 Prob. F (14,7) 0.5761
Obs*R-squared 14.27522 Prob. Chi-Square (14)  0.4294
Scaled explained SS 0.805687 Prob. Chi-Square (14)  1.0000
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4.6.3. Normality Tests

The normality of the residuals is tested using the Jarque-Bera test, the result suggests the
residuals of the model are normally distributed with the probability value of 69.8 %. The result

is presented in Figure 3.

Figure 3. Jarque- Bera Normality Test

Series: Residuals
5 Sample 1997 2018
) Observations 22
44 Mean 1.98e-15
Median -0.028644
3| Maximum 0.413627
Minimum -0.532115
Std. Dev. 0.270987
24 Skewness  -2.61e-05
Kurtosis 2.114970
1]
m Jarque-Bera  0.718005
0 Probabhility 0.698372

06 05 04 03 02 01 00 01 02 03 04 05
Source: Owner’s computation using EViews 10
4.6.4. Model stability tests

The research to ensure the stability of the ARDL, as suggested by Pesaran and Pesaran (1997),
employed Cumulative Sum (CUSUM) and Cumulative Sum of Squares (CUSUMSQ), based on
the Cumulative Sum of Recursive Residuals and Cumulative Sum of Squares of Recursive
Residuals respectively. As can be seen from Figures 4 and 5 below, both plots lie within the 5%
critical values. The result, thus suggests the estimated coefficient of the model is stable for the

period 1996-2018 at a 5 percent critical value.
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Figure 4. The plot of the CUSUM Test
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e

Source: Eviews 10

Figure 5. The plot of the CUSUMSQ Test

Source: EViews 10

The Ramsey RESET test for model misspecification also indicates no sign of misspecification as
the p-value of the model is 58.69 percent which is greater than the critical value of 5 percent.

Based on this result, we can conclude that the ARDL model is properly specified.
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Table 9. Ramsey RESET Test

Ramsey RESET Test

Equation: UNTITLED

Specification: LFDI LFDI (-1) INF GDPG GDPG (-1) OPEN OPEN (-1) VA VA (
-1) PSAV PSAV (-1) GE GE (-1) RLRL (-1) C

Omitted Variables: Squares of fitted values

Value df Probability
t-statistic 0.573805 6 0.5869
F-statistic 0.329252 (1, 6) 0.5869

Source: Extracted from EViews 10

In summary, given the stability and diagnostic test results, presented in section 4.4.7. we can
confirm that the estimated coefficients of the ARDL model are free from serial correlation,
heteroskedasticity, non-normality of the residuals and functional form errors. Therefore, the
aforementioned tests highlight the reliability of the goodness of fit of the model.

4.7. Analysis and Discussion

In line with the result of the ARDL Long Run and Bounds test, in this section of the paper, we
will discuss the long-run and short-run relationship of FDI with the independent variables. Out of
the seven independent variables considered in this study, only four of the variables show a
significant relationship with the dependent variable in the long run. Likewise, in the short-run,
four of the variables are significantly related to FDI inflow into Ethiopia. So, in the following
section, both the long run and short-run results are discussed. The first section will present the
discussion and analysis of the long-run relationship of FDI with the independent variables

followed by the ARDL Error Correction model under section 4.6.2.
4.7.1. Long-run estimation results and discussion

The estimated result of the long-run relationship, as presented in Table 6 above, revealed that the
estimated coefficients of inflation and the rule of law show the expected sign, and also
statistically significant at 5 percent level. On the other hand, though significant at the 5 percent
level, the variables government effectiveness and voice and accountability are negatively related
to FDI inflows in the long run. This result, however, suggested a deviation from the expectation

set in chapter two of the paper.
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In contrary to expectations, GDP growth, trade openness, and political stability and absence of
violence seemed not to affect the inflow of FDI in the long-run. All these variables demonstrate
no significant relationships with the dependent variables. Detailes of the findigs about these
variables are discussed bewlow. Below are the detailed discussion and analysis of the ARDL

long run results obtained;

The impact of macroeconomic instability on the inward inflow of FDI is evidenced by a negative
estimated coefficient and a statistically significant effect of inflation on inward FDI inflow into
Ethiopia. Given those other things being constant, a unit increase in the country’s inflation rate
will result in a reduction of inward FDI by 0.03 units in the long-run. This result supports the
findings of Geda and Yimer (2018), Rodriguez-Pose and Cols (2017), Workneh (2014), and
Getinent and Hirut (2006). On the other hand, Sabir, Rafique and Abbas (2019) and Yorsa, Ans
and Houria (2019) also found that inflation poses a negative effect on FDI but its impact is not
significant. Contrary to this finding, however, the result of Jadhav’s (2012) reveal a positive
coefficient, but statistically insignificant relationship between inflation and FDI inflow into
BRICS. Jones and Jacob (2016) and Phung (2016), on the other hand, found a positive and
statistically significant relationship between inward FDI inflow and inflation rate. The result
reveals that weak macroeconomic stability affects FDI inflow negatively. Unless managed
properly, macroeconomic instability leads to an increase in transaction costs and a decline in the
expected rate of return for investors. Therefore, it is necessary to put in place measures that

minimize the effect of inflation on FDI inflow.

As expected, the rule of law exhibits a positive and statistically significant relationship with FDI
inflow into Ethiopia. As indicated in Table 6, a unit improvement in the index of the rule of law
results in a corresponding 5.57 units increases in the FDI inflow into the country. The result,
however, supports the findings of Sabir, Rafique, and Abbas (2019)- in the case of 44 upper-
middle-income countries and 45 high-income countries considered in their study-, Rodriguez-
Pose and Cols (2017), and Gangi, Y. A., and Abdulrazak, R. S. (2012) in the case of 22 SSA
countries and 50 Africa countries respectively. On the other hand, the results contradict the
finding of Sabir, Rafique, and Abbas (2019- for 20 low-income, 39 lower-middle-incomes, and
Kurul and Yasemin (2017). Both these authors found a positive but insignificant relationship

between FDI inflow into developing countries and the rule of law.
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The long-run relationship between voice and accountability and FDI inflow into Ethiopia shows
a negative but statistically significant relationship with FDI inflow into the country at the 10
percent significance. Other things being constant, a unit decrease in the voice and accountability
index results in 4.38 units decline in the inward inflow of FDI into Ethiopia. This result is
supported by the findings of both Yorsa S., Anis O., and Houria G. (2013) and Gangi, Y. A., and
Abdulrazak, R. S. (2012). Rodriguez-Pose and Cols (2017), though not significant, also found
the negative impact of the voice and accountability on the 22 SSA countries they considered in
their study. Sabir, Rafique, and Abbas (2019), Nizam and Hassan, (2018) and Kurul and
Yasemin (2017), however, found a positive and statistically significant impact of VA on the
inflow of FDI. Thus, the finding of this result contradicts with their result.

In contrast to the set expectation, the estimated coefficient of government effectiveness (GE)
turned out to be negatively correlated with inward FDI inflow into Ethiopia, yet having a
significant relationship at a 5% significance level. This result, in turn, implies that the weak
quality of public services, the poor quality of civil services and its political dependence, poor
quality of policy formulation and implementation and lack of credibility of the government’s
commitment to such policies negatively affect the inward inflow of FDI into the country. This
result, however, supports that ineffective governments deter inward inflows into the country as
MNC will not have the confidence to invest in the country that is run by ineffective government
systems. This result supports the findings of Alamedin et.al(2013) who have found a negative
and significant association between government effectiveness and FDI inflow into Arab
countries. On the other hand, this result contradicts the findings of Sabir, Rafique, and Abbas
(2019), Geda andYimer (2015), Rodriguez-Pose and Cols (2017), Yagoub and Rafid (2012),
Jadhav (2012), and Sabir, Rafique, and Abbas (2019). But it supports the theoretical concepts
that ineffective governments deter FDI inflow into a host country. Assuming that all other factors

are constant, a unit decrease in the government effectiveness results is 3.08 units decline.

GDP growth, Trade Openness, and Political stability, as per the ARDL long-run result, do not
seem to have an impact on the inward inflow of FDI into the country in the long- run. Political
stability has a negative relationship with the FDI inflow into Ethiopia, but statistically
insignificant at all levels. This result supports the finding of Gangi, Y. A., and Abdulrazak, R. S.

(2012) who has found the same result for fifty African countries considered in their studies.
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Similarly, Geda and Yimer (2015) found political stability having an insignificant impact on the
fragile countries considered in their study.

Concerning the impact of GDP growth on FDI, the result of this research supports the findings of
Getinet and Hirut (2006) who have found a positive but insignificant relationship between the
two variables. On the other hand, Workneh, A. M. (2014) contrary to this finding found a
negative but insignificant relationship between GDP growth and FDI inflow into Ethiopia.

Concerning the estimation of Ethiopia’s openness to international trade (OPENNESS), the long-
run ARDL result shows no impact on the inward inflow of FDI in the long-run. This variable is
positively related to FDI inflow but statistically insignificant at all levels. This result is in line
with the findings of Jaibla and Shenai (2019), Ismail (2018) and Rodriguez-Pose and Cols (2017)
who have found insignificant relationships between trade openness and FDI inflows. On the
other hand, the result contradicts the findings of Sabir, Rafique, and Abbas (2019), Geda and
Yimer (2018), Kurul and Yasemin (2017), Phung, H. B. (2016), and Yorsa S., Anis O., and
Houria G. (2013). These authors found a positive and significant relationship between the two

variables.

In summary, in the long-run, inflation, the rule of law, voice and accountability variables and
government effectiveness impacts the inflow of FDI into the country. However, Macroeconomic
instability, voice and accountability, and government effectiveness variables are the major
deterrent of FDI inflow in the long run. The rule of law, however, enhances the flow of FDI in
the long-run. The remaining variables were found not to have a significant impact on the FDI

variables in the long run.
4.7.2. Short Run Estimation Results and discussion

The existence of co-integration between the dependent and independent variables requires the
estimation of the error correction model to study the speed of error adjustment. As presented
under Table 7 below, it can be concluded that, based on the adjusted R? value of 85.69%, the
behavior of FDI inflow into Ethiopia is adequately captured in the ARDL model (1,0, 1, 1, 1, 1,
1,1). Hence, based on the adjusted R? the independent variables account for 85.69 % variations
in the inward FDI inflow into Ethiopia. The remaining 14.31 percent variations in the FDI inflow

is due to other factors that are not included in this ARDL model but captured by the error term.
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In line with theoretical expectation, the error correction term, represented by CointEq (-1) in
Table 7 below, is negative and statistically significant at one percent significance level. This
result, in turn, further confirms the presence of a long-term relationship between the FDI inflow
into the country and the regressors. Both the coefficient of the error correction variable and its
corresponding p-value may necessitate studying the fit of the two variables and the speed of
adjustment. By extracting the error correction term, and deducting it from the dependent
variable, this paper attempted to present the relationship between the long-run equation and FDI
inflow. The long-run equation is represented by LREQ, and figure 2 below depicts the
relationship between it and the dependent variable. Looking at the fit of LREQ an FDI, one can
note that it makes sense to study the speed of adjustment ( the EViews Blog on ARDL — Part 3,

accessed from http://blog.eviews.com/2017/05/autoregressive-distributed-lag-ardl.html)

Figure 6. The fit of the Long-run equation and dependent variable
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By looking at the figure above and the coefficient of the error correction term and its significance
at a 1 percent level, it can be concluded the speed of adjustment in the disequilibrium is fast, and

about 97% of any move into disequilibrium is corrected for within the next period.

Concerning the relationship between FDI and the independent variables in the short-run, except
GDP growth, all the variables significantly affect the inward inflow of FDI into Ethiopia. GDP

growth has no significant impact on FDI inflow in the short-run, implying that most of the MNC

53


http://blog.eviews.com/2017/05/autoregressive-distributed-lag-ardl.html

investing in the country are not market-seeking. The fact that the country’s openness to the
international market, as proxied in trade openness in this study, having a significant relationship
with FDI inflow signifies that MNC is targeting to export their products from the country rather
than selling them in the local market. This result supports the findings of Getinet and Hirut
(2006). On the other hand, trade openness, the rule of law and political stability affect FDI
inflow positively and significantly in the short-run at 1 percent and 10 percent significance level.
Other things being constant, a unit increase in the openness of the country’s economy to the
international trade, results in 0.03 units increase in the FDI inflow. This result supports the
findings of Sabir, Rafique, and Abbas (2019), Geda and Yimer (2018), Kurul and Yasemin
(2017), Phung, H. B. (2016), and Yorsa S., Anis O., and Houria G. (2013). Furthermore, both
Workneh, A. M. (2014) and Getinet and Hirut (2006), found a positive and statistically
significant relationship between export as a share of GDP and FDI in Ethiopia signifying the
importance of trade openness. On the contrary, Ismail (2018) and Rodriguez-Pose and Cols
(2017) found trade openness as a deterrent of FDI inflow.

Moreover, in the short-run, the country’s political stability shows positive and statistically
significant relationships with FDI at a marginal 10% significance level. Other things being
constant, a unit improvement in the political stability index of the country increases 0.97 units in
the dependent variable. The result supports the finding of Sabir, Rafique, and Abbas (2019),
Geda and Yilma (2018) and Rodriguez-Pose and Cols (2017). Likewise, the rule of law affects
FDI inflow positively and significantly at a 1 percent significance level. This variable positively

affects FDI inflow into the country both in the short-run and long-run.

In the short-run VA and GE are negatively related to FDI inflow in the country. Similar to the
long-run result, a low-level of government effectiveness index affects FDI inflow into the
country negatively and significantly at a 1 percent significance level. On contrary to the long-
run result, voice, and accountability, however, affects the flow of FDI negatively and
significantly in the short-run regression model. Given other things remain constant, deterioration
in the voice and accountability index of the country results in a reduction of FDI inflow by 4.38
units. This finding is in line with the findings of Yorsa S., Anis O., and Houria G. (2013) and
Gangi, Y. A, and Abdulrazak, R. S. (2012).
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Table 10. ARDL Error Correction Regression

ARDL Error Correction Regression

Dependent Variable: D(LFDI)
Selected Model: ARDL (1,0,1,1,1,1,1,1)
Case 3: Unrestricted Constant and No Trend
Date: 02/10/20 Time: 23:33

Sample: 1996 2018

Included observations: 22

ECM Regression
Case 3: Unrestricted Constant and No Trend

Variable Coefficient Std. Error t-Statistic ~ Prob.
C 2.046858 0.217388 9.415683  0.0000
D(GDPG) 0.011853 0.016189 0.732191 0.4878
D(OPEN) 0.036755 0.014708 2.499023 0.0411
D(VA) -2.345175 1.030053 -2.276752  0.0569
D(PSAV) 0.977128 0.533936 1.830045 0.1099
D(GE) -4.757504  0.803239 -5.922900 0.0006
D(RL) 7.208331 1.108283 6.504053 0.0003
CointEq (-1) * -0.978639 0.108834 -8.992052  0.0000
R-squared 0.904622 Mean dependent var  0.228043
Adjusted R-squared 0.856934 S.D. dependentvar  0.877457
S.E. of regression 0.331890 Akaike info criterion 0.907263
Sum squared resid 1.542116 Schwarz criterion 1.304006
Log-likelihood -1.979894 Hannan-Quinn criter. 1.000724
F-statistic 18.96929 Durbin-Watson stat  2.199215

Prob(F-statistic) 0.000004

* p-value incompatible with the t-Bounds distribution.
Null Hypothesis: No levels

F-Bounds Test relationship
Test Statistic Value Signif. I (0) I (2)
F-statistic 5.053562 10% 2.03 3.13
Kk 7 5% 2.32 35
2.5% 2.6 3.84

1% 2.96 4.26

Null Hypothesis: No levels

t-Bounds Test relationship
Test Statistic Value Signif. 1(0) 1(2)
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t-statistic -8.992052 10%
5%

2.5%

1%

-2.57
-2.86
-3.13
-3.43

-4.23
-4.57
-4.85
-5.19

Source: Author’s calculation using EViews 10
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CHAPTER FIVE
SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATION

The previous chapters presented the background of the research, provided detailed empirical
literature reviews, research methodology employed for this paper, and analysis of the findings,
while this chapter deals with the conclusions; recommendations and further research areas were
provided based on the findings of the study. Accordingly, this chapter is organized into three
subsections. The first section presents the conclusions whereas the second and third sections

presented the recommendations and further research area respectively.
5.1. Summary of Findings

This study aimed at examining the determinants of FDI inflow into Ethiopia by considering a
time series data for the period 1996-2018. The study, in particular, sets out to find the
significance of market growth, trade openness, macroeconomic stability, voice and
accountability, political stability, government effectiveness, and the rule of law in influencing
FDI flows into Ethiopia. These variables were drawn for their previous research results and

empirical gaps in the literature that dealt with the determinants of FDI in Ethiopia.

In line with econometric theories, before estimating the model, the stationarity of the variables
was ensured by employing the Augmented Dicky Fuller and Philipps — Perron tests. The result of
both tests confirmed that the variables are stationary at their first difference level. The variables
are either integrated of order-level I (0) or order I (1). Following the unit root test, the research
checked for the cointegration of the dependent and independent variables using the ARDL

Bounds testing method.

The ARDL bound testing to reveal that FDI and the regressors are cointegrated, thus the ARDL
Long-Run and ARDL Error Correction models were employed to estimate the relationship
between FDI and the regressors. According to the ARDL long-run result, inflation proxy for
macroeconomic stability, voice and accountability, government effectiveness and the rule of law
affects significantly the flow of FDI into Ethiopia. While the rule of law affects FDI flow to the
country positively and significantly, the other variables also affect FDI inflow significantly but
negatively. Weak perception by the country’s citizens in their involvement in selecting their

government and holding the government accountable for its action affects FDI inflow into the

57



country negatively in the long-run. Similarly, weak perception of the country’s citizens about the
public service quality, and the independence of the civil service from political pressure from
politicians have a negative impact on FDI. On the contrary, the rule of law index affects FDI
inflow into Ethiopia positively and significantly. The perception of investors and the citizens of
the country about contract enforcement, absence of violence and crime and the property right
encourages FDI inflow. On the other hand, macroeconomic instability proxied by the inflation
rate acts as a deterrent to FDI inflow.

In the short-run, as presented in the ARDL Error Correction model, the openness of the country’s
economy to international trade, political stability and the rule of law impacts FDI inflow
favorably. On the other hand, similar to the long-run model, voice and accountability and
government effectiveness variables have a negative and significant influence on FDI inflow. The
rule of law, similarly to its long-run association with the flow of FDI, affects the flow of FDI into
the country positively. The other observation from the ECM model is that the adjustment
towards the equilibrium was fast. This result, further confirms the presence of a long-run

relationship between FDI inflow and the independent variables..

5.2. Conclusion

Based on the findigs of the study, it can be concuded that voice, and accountability, government
effectiveness and rule of law are the variables that affect the flow of FDI into the country both in
the short-run and long-run. While political stability and openness affect FDI flow into the
country positively in the short run. On the contrary, GDP growth as a proxy for the attractiveness
of the country’s market seemed to be not a determining factor of FDI flow to the country both in
the long-run and short-run. This, in turn, suggests MNC investment in the country is not market-
seeking in their nature. Furthermore, macroeconomic stability is also the factor that determines
FDI flow in the long-run. All the diagnostic, stability and functional tests confirm the fitness of

the model
5.3. Recommendation

Notwithstanding the result of the study that indicates a strong correlation between the dependent
and independent variables taken together, the researcher recommends the need for improvements

as to the respective economic, policy and governance factors having a negative but significant
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effect on FDI inflow into Ethiopian economy. These variables deter the inflow of FDI into the
country as their estimated coefficient is negative and their probability is significant at a 5% level.
Out of the governance factors considered for this study, only the rule of law is having a positive
and significant effect on FDI inflows into Ethiopia both in the long-run and short-run. On the
contrary, voice and accountability and government effectiveness affect FDI inflow negatively
indicating weak perception of the country’s citizens' involvement in selecting their government,
lack of freedom of association and expression, and lack of government accountability.
Furthermore, the macroeconomic stability proxy indicator deters the inflow of FDI into Ethiopia

in the long-run.

Therefore, the researcher hereby recommends that more effort be exerted on enhancing
institutional capacity and instilling good governance measures to reduce the difficulties
associated with ease of doing business to attain a competitive advantage in creating a conducive
operating environment for multinationals firms and overseas investors. Equally giving due
attention to strategic management and control of inflation rate in light of optimizing the overall
competitiveness of the nation through pulling FDI that is attuned to sustained competitiveness of
the economy at the global stage with the minimal environmental and social footprint is the option

that should be sought-after.
5.4. Suggestion for future research

Regardless of limited previous empirical studies in Ethiopia concerning FDI determinants,
particularly studies that focused on governance and institutional factors, this study attempted to
identify key factors that determine FDI flow to Ethiopia. As such, this study may serve as a
starting ground for future studies that may target to explore determinants of FDI into the country.
This study, however, has not included all key factors that affect the decision of MNC to invest in
the country. Therefore, future studies may include variables such as the effect of industrial parks,
exchange rate volatility, trade policies and financial developments as these are key in FDI

decisions.
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Appendix 1. Summary of Descriptive Statistics

Date: 02/10/20

Time: 23:56

Sample: 1996 2018

FDI GDPG OPEN INF VA PSAV GE RL
Mean 960.3358 8.157465 42.85694 9.879423 -1.214732 -1.368384 -0.711675 -0.739300
Median 288.4900 9.503859 43.62079 8.149264  -1.230000 -1.410000 -0.660000 -0.797612
Maximum 4017.100 13.57260 57.14448 4435669 -0.989251 -0.630291 -0.400000 -0.430000
Minimum 21.93000 -3.458139 26.07210 -8.484249 -1.440000 -1.800000 -1.207594 -0.965789
Std. Dev. 1276.486 4570876 8.876318 11.80787 0.129332 0.336933 0.232183 0.175074
Skewness 1.535449 -1.271809 -0.079039 1.185205 0.200926 0.694687 -0.273072 0.453562
Kurtosis 3.846646 3.740400 2.112827 4.897232 2.008535 2.386829 2.062754 1.917815
Jarque-Bera 9.724417 6.725763 0.778228 8.834236 1.096800 2.210240 1.127674 1.910916
Probability 0.007733 0.034635 0.677657 0.012069 0.577874 0.331171 0.569021 0.384636
Sum 22087.72 187.6217 985.7097 227.2267 -27.93883 -31.47283 -16.36851 -17.00391
Sum Sq. Dev. 35847159  459.6439 1733.358 3067.368 0.367990 2.497518 1.185995 0.674320
Observations 23 23 23 23 23 23 23 23

Author’s computations using EViews 10
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Appendix 2. Covariance Analysis

Date: 02/10/20 Time: 23:57

Sample: 1996 2018

Included observations: 23

Correlation FDI GDPG OPEN INF VA PSAV GE RL

FDI 1.000000

GDPG 0.137004  1.000000

OPEN -0.253852  0.418802  1.000000
INF 0.011369  0.206891  0.564585  1.000000
VA -0.512940 -0.555508 -0.442344 -0.464615  1.000000

PSAV -0.276288 -0.597820 -0.625483 -0.566204  0.808173  1.000000
GE 0.227825  0.424940  0.601065  0.690011 -0.700096 -0.698651  1.000000
RL 0.828175  0.224157  0.017146  0.365221 -0.565903 -0.455450  0.617701  1.000000

Source: Author’s computations using EViews 10
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Appendix 3: Auxiliary regression results of Breusch-Godfrey Serial Correlation LM Test
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 0.156284 Prob. F(1,6) 0.7063
Obs*R-squared 0.558492  Prob. Chi-Square (1) 0.4549
Test Equation:
Dependent Variable: RESID
Method: ARDL
Date: 02/10/20 Time: 23:49
Sample: 1997 2018
Included observations: 22
No d.f. adjustment for standard errors and covariance
Pre sample missing value lagged residuals set to zero.
Variable Coefficient Std. Error  t-Statistic ~ Prob.
LFDI(-1) 0.050411 0.217301 0.231986 0.8243
INF 4.94E-05 0.009266 0.005332 0.9959
GDPG 0.000309 0.030179 0.010230 0.9922
GDPG (-1) -0.000771 0.018776 -0.041064 0.9686
OPEN -0.004013 0.028466 -0.140965 0.8925
OPEN (-1) -0.000623 0.017537 -0.035545 0.9728
VA -0.412196  1.552249 -0.265548  0.7995
VA (-1) 0.304667 1.556708 0.195713 0.8513
PSAV 0.022351 0.567240 0.039403 0.9698
PSAV (-1) -0.134670 0.787919 -0.170919 0.8699
GE -0.133325  0.915564 -0.145621 0.8890
GE (-1) 0.107108 1.445334 0.074106 0.9433
RL -0.202669 1.168475 -0.173447  0.8680
RL (-1) -0.315673 2.330015 -0.135481 0.8967
C -0.784247  2.305028 -0.340233  0.7453
RESID (-1) -0.238451  0.314998 -0.756994  0.4777
R-squared 0.025386 Mean dependent var  1.98E-15
Adjusted R-squared -2.411149 S.D. dependentvar  0.270987
S.E. of regression 0.500494 Akaike info criterion  1.608822
Sum squared resid 1.502968 Schwarz criterion 2.402307
Log-likelihood -1.697042 Hannan-Quinn criter. 1.795743
F-statistic 0.010419 Durbin-Watson stat ~ 2.104296
Prob(F-statistic) 1.000000

Source: Author’s calculation using EViews 10
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Appendix 4: Auxiliary regression results of Heteroskedasticity Test: Breusch-Pagan-
Godfrey
Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 0.923988 Prob. F (14,7) 0.5761
Obs*R-squared 14.27522 Prob. Chi-Square (14)  0.4294
Scaled explained SS  0.805687 Prob. Chi-Square (14)  1.0000
Test Equation:
Dependent Variable: RESID"2
Method: Least Squares
Date: 02/10/20 Time: 23:49
Sample: 1997 2018
Included observations: 22
No d.f. adjustment for standard errors and covariance
Variable Coefficient Std. Error t-Statistic ~ Prob.
C -0.350436  0.345517 -1.014237 0.3442
LFDI (-1) -0.035518 0.034709 -1.023309 0.3402
INF 0.003003 0.001555 1.931476  0.0947
GDPG 0.007782 0.005064 1.536835 0.1682
GDPG (-1) -0.011769 0.003146 -3.740754 0.0073
OPEN 0.000199 0.004693 0.042406 0.9674
OPEN (-1) -0.001817 0.002940 -0.618235 0.5560
VA -0.356479  0.243917 -1.461476 0.1873
VA (-1) -0.490594 0.252336 -1.944211 0.0930
PSAV -0.157035 0.095054 -1.652055 0.1425
PSAV (-1) 0.393575 0.128799 3.055719 0.0184
GE 0.080430 0.150763 0.533488 0.6102
GE (-1) -0.264502 0.241363 -1.095865 0.3094
RL -0.010982  0.190855 -0.057542  0.9557
RL (-1) 0.195164 0.384666 0.507360 0.6275
R-squared 0.648873 Mean dependent var  0.070096
Adjusted R-squared -0.053380 S.D. dependentvar  0.075758

S.E. of regression 0.077754  Akaike info criterion -2.052041
Sum squared resid 0.042319 Schwarz criterion -1.308149
Log-likelihood 37.57245 Hannan-Quinn criter. -1.876803
F-statistic 0.923988 Durbin-Watson stat ~ 2.038851
Prob(F-statistic) 0.576121

Source: Author’s calculation using EViews 10
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Appendix 6: Auxiliary regression results of the Ramsey RESET
Ramsey RESET Test
Equation: UNTITLED
Specification: LFDI LFDI(-1) INF GDPG GDPG(-1) OPEN
OPEN(-1) VA VA(

-1) PSAV PSAV(-1) GE GE(-1) RLRL(-1) C
Omitted Variables: Squares of fitted values

Value df Probability
t-statistic 0.573805 6 0.5869
F-statistic 0.329252 (1, 6) 0.5869
F-test summary:

Sum of Mean

Sq. df Squares

Test SSR 0.080222 1 0.080222
Restricted SSR 1.542116 7 0.220302
Unrestricted SSR 1.461894 6 0.243649

Unrestricted Test Equation:

Dependent Variable: LFDI

Method: ARDL

Date: 02/11/20 Time: 16:02

Sample: 1997 2018

Included observations: 22

Maximum dependent lags: 1 (Automatic selection)
Model selection method: Akaike info criterion (AIC)
Dynamic regressors (0 lag, automatic):

Fixed regressors: C

Coefficien
Variable t Std. Error t-Statistic Prob.*
LFDI (-1) 0.125161 0.430483 0.290745 0.7810
INF -0.070945 0.068503 -1.035646 0.3403
GDPG 0.050778 0.088597 0.573137 0.5874
GDPG (-1) -0.002958 0.037097 -0.079728 0.9390
OPEN 0.063815 0.070808 0.901237 0.4022
OPEN (-1) -0.042909 0.058709 -0.730884 0.4924
VA -5.613529 6.322934 -0.887804  0.4088
VA (-1) -4.624805 5.463052 -0.846561  0.4297
PSAV 2.044304 2.145550 0.952811 0.3775
PSAV (-1) -2.445520 2.803514 -0.872305 0.4166
GE -11.61095 12.06378 -0.962464 0.3730
GE (-1) 4.489793 5517590 0.813724 0.4469
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RL 17.32460 17.76052 0.975456 0.3670
RL (-1) -4.218259 6.319548 -0.667494  0.5293
C 1.063979 4.249161 0.250397 0.8106
FITTED"2 -0.112749 0.196493 -0.573805 0.5869
R-squared 0.950185 Mean dependent var 6.210053
Adjusted R-squared  0.825646 S.D. dependentvar 1.182134
S.E. of regression 0.493608 Akaike info criterion 1.581113
Sum squared resid 1.461894 Schwarz criterion 2.374599
Log-likelihood -1.392245 Hannan-Quinn criter. 1.768034
F-statistic 7.629646 Durbin-Watson stat  2.323666
Prob(F-statistic) 0.009760

*Note: p-values and any subsequent tests do not account for model
selection.

Appendix 7: Research Data

YEAR FDI GDPG OPEN INF VA PSAV GE RL
1996 21.93 12.42617 26.0721 -8.48425 -1.084 -1.051 -1.2 -0.97
1997 288.49 3.133907 27.86869 2.39521 -1.036 -0.841 -1.1 -0.88
1998 260.67 -3.45814 35.81433 0.894802 -0.989 -0.63 -0.9 -0.8
1999 69.98 5.162146 38.13139 7.941449 -1.01 -0.79 -0.91 -0.86
2000 134.64 6.073217 32.54274 0.662458 -1.03 -0.94 -0.90 -0.93
2001 349.40 8.301306 39.29075 -8.23784 -1.13 -1.08 -0.90 -0.94
2002 255.00 1.514726 40.3196 0.675089 -1.23 -1.22 -0.90 -0.94
2003 465.00 -2.16136 45.67984 13.67405 -1.11 -1.41 -0.88 -0.83
2004 54510 13.5726 54.45578 3.32737 -1.18 -1.31 -0.79 -0.86
2005 265.11 11.81877 56.10326 9.969971 -1.24 -1.69 -0.92 -0.94
2006 545.26 10.83473 49.68006 12.29948 -1.19 -1.74 -0.66 -0.66
2007 222.00 11.45617 49.95933 17.2404 -1.2 -1.80 -0.44 -0.65
2008 108.54 10.78852 50.48822 44.35669 -1.31 -1.73 -0.40 -0.7
2009 221.46 8.802553 43.68357 8.483644 -1.3 -1.64 -0.50 -0.83
2010 288.27 12.55054 55.01618 8.149264 -1.34 -1.64 -0.43 -0.8
2011 626.51 11.1783 57.14448 33.2499% -1.36 -1.51 -0.48 -0.74
2012 278.56 8.647812 47.58247 24.12435 -1.31 -1.56 -0.43 -0.68
2013 1343.88 10.58227 43.62079 8.079724 -1.31 -1.41 -0.61 -0.65
2014 1855.05 10.25749 45.21373 7.402193 -1.28 -1.34 -0.42 -0.47
2015 2626.52 10.39246 40.92205 10.11075 -1.3 -1.50 -0.65 -0.51
2016 3988.95 9.433483 36.71022 7.263732 -1.4 -1.62 -0.64 -0.49
2017 4017.10 9.503859 34.0951 9.84825 -1.44 -1.68 -0.70 -0.45
2018 3310.30 6.810169  35.315 13.8 -1.16 -1.34 -0.61 -0.43
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