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Abstract
The Impact of Foreign Direct Investment on PoveRgeduction in Ethiopia:

Cointegrated Var Approach

Remla Kedir

Addis Ababa University, 2012

Many developing countries are competing to attfackign direct investment with a
belief that it can be a tool for poverty reductiofhe Ethiopian government has opened
several economic sectors to foreign investors asgeid several investment incentives for
foreign investors. Since the market oriented ecoooraeforms took place in 1992
emphasis has been given to attracting FDI. In shisly, the relationship between FDI
and poverty reduction is analyzed empirically.sltbased on secondary data which was
collected from the Ethiopian investment agency, UROs database and the World
Bank’s world development indicators. The periodered in the study is 1970-2009. The
model was estimated using the Co-integrated VARGggh. The results show that FDI
has a negative, impact on economic growth and hdones not reduce poverty in the
country. This may be due to the under developmdntiwoman capital, backward
institutions, crowding out of domestic investmentother reasons which require further
investigation. The fact that FDI does not contridbio poverty reduction has an
important implication for policy makers, especiatipde and FDI policies must be

checked closely in order to make FDI growth enhaman Ethiopia.
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Chapter One: Introduction

1.1 Background of the Study

Investment is known to be the engine of sustaingptevth. However in LDCs the
national level of savings is quite low. Consequgrtiere exists a huge gap between the
required rate of investment and the existing rdtsavings. The Brussels Declaration
contained 30 international development goals foCkDincluding the attainment of an
investment to GDP ratio of 25 per cent and an an@Gid growth rate of at least 7 per
cent in order to achieve sustainable developmendt @overty reduction in LDCs.

(UNCTAD, 2010, p 5).

Ethiopiais one of the World's poorest countries. AccordimgoFED (2010), out of a

population of more than 80 million, estimated 28e2cent of the population was living
below the poverty line in 2009/2010. The Ethiopssonomy has to grow at least at
annual growth rate of 10% for more than two decaaethat the country can attain the
per capita income level achieved today by averagb- SSaharan African (SSA)

countries. However, Ethiopia’s gross domestic sgwias proportion of GDP is quite
low, and it is unlikely to achieve this growth rdig mobilizing the meager domestic

savings (EEA, 2000 and 2007).

An alternative source of capital that can be usedilt this gap and bring about
sustainable development is foreign direct investn{édIl). Foreign direct investment
(FDI) is stated to be an important source of cqpaanation, know-how, employment
generation and trade opportunities for LDCs anteéddbr accelerating FDI inflows into

these countries.



According to Hayami (2001) and Todaro and SmittO@0the contributions of FDI to

the development of a country are widely recogniasdilling the gap between desired
investment and domestically mobilized saving, iasmeg the tax revenues, and
improving management, technology, as well as laddlts in host countries. These

could help the country to break the vicious cydlemderdevelopment.

Since 2001, both LDC governments and their deveynpartners have pursued
proactive FDI-promotion policies. Although there swvan abrupt interruption of the
secular trend in 2009, FDI flows to LDCs grew ateaamual rate of 15 per cent during
2001-2010 as a whole to reach an estimated $2iérbitly 2010, compared with $7.1
billion in 2001, and their share in global FDI flewose from 0.9 per cent to over 2 per

cent (UNCTAD, 2011).

According to UNCTAD (2010), the Brussels goal giat cent growth is being achieved
by LDCs as a group and by 15 LDCs individually (UNKD, 2010, p 5). However this
improved performance has been the result of anptcel boom in international
commodity prices and was not broad-based acrosssLBGrthermore, their per capita
GDP growth is modest and is lagging behind thattbér developing countries. Indeed

11 LDCs even saw their per capita income decline.

In the past decade (2001-2010) FDI inflows havenbie most important external
private capital flows for LDCs, exceeding foreigorfiolio and other investments
combined (UNCTAD, 2011). FDI does play an importante in LDCs and this
importance has grown over the past decade, asreaddyy the expanding presence of

the largest transnational corporations (TNCs).



Most LDCs have been making efforts to improve tieestment environment over the
years, through, for instance, reducing taxes, éshabg an investment promotion
agency to better assist foreign investors and sihioly FDI-related restrictions.
Furthermore, increased attention has been paiddmnymDCs to policy initiatives at the
bilateral, regional and multilateral levels in arde enhance international cooperation

and/or integration in matters relating to FDI.

Since the liberalization of the Ethiopian economy 992, the government has provided
various incentive packages to attract foreign itosss Numerous macroeconomic
reforms have been implemented with the objectiveaohieving macroeconomic
stabilization and growth. The macroeconomic refoimgdude privatization of state
owned enterprises, liberalization of trade policgduction of import tariff rates,
elimination of non-tariff barriers, devaluation adéregulation of price & exchange rate
controls (UNCTAD, 2002). The Ethiopian Investmentgehcy (EIA) was also

established in 1992 to promote private investmanmtarily foreign direct investment.

1.2 Statement of the Problem

The United Nations’ Millennium Development Goals¥f8) Declaration outlines eight

commitments to be reached by developing countiye3di5. The achievement of these
Goals will contribute to improved human developmantl notable poverty reduction.
However, realizing these goals requires a sigmfitavel of capital investment. A major

source of this capital investment for LDCs is FgreDirect Investment (FDI).



The gap between investment and saving in Ethiopieery wide due to low level of
income and domestic savings (Getinet and Hirut620Realizing the inadequacy of the
domestic capital, the country has opened sevemlauic sectors to foreign investors.
The government has also issued several investnmemntives. Since 1992 market
oriented economic reforms have taken place and asmplhas been given to attracting
FDI (Ethiopian Economics Association, 2004). Esakgifor the agricultural sector,
regulations on investments have been relaxed ggnity. No minimum capital is
required anymore; foreign agricultural activitiese @xempted from the payment of
custom duties and taxes on imports of capital goAdsording to the export orientation
of the foreign investor, they are exempted fronome tax for a certain time period.
Foreign investments are also exempted from the paymf sales and excise taxes for
export commodities. As a result, there has beeigrafisant increase in the inflow of

FDI in Ethiopia.

Studies conducted in order to investigate the imp&d-DI on poverty reduction are
cross country analyses, but the role of FDI depemd$oth the economic and social
conditions of a country. Since countries differ timeir socio-economic conditions,
country specific studies are crucial. Therefolnés study explores both analytically and
empirically the relationship between foreign diréetestment and poverty reduction
through growth in per capita income. There areistuthat show the importance of FDI
for LDCs in order to bring a fast rate of growthowkver, most of these studies are

regional analysis and not country specific.



1.3 Objectives of the Study

The general objective of the study is to assesscth@ribution of foreign direct
investment to poverty reduction in Ethiopia.

The specific objectives are:

. To investigate the relationship between FDI andepiywreduction in the country;

. To examine whether there exists a causal relatiprisgtween FDI and poverty
and

. To forward some policy implications that are expéctto improve the

contribution of FDI in order to insure it benefishiopia.

1.4 Data Source and Methodology

This paper is entirely based on secondary datanidjer data sources are the Ethiopian
Investment Authority (EIA), country reports & worldvestment reports published by
the United Nations Conference on Trade and Devetoprfy NCTAD) and UNCTAD's
database. Real per capita GDP is the indicator tesatkasure poverty in the study and
annual FDI inflows to measure the FDI. Both quantie and qualitative methods of
data analysis are used. The econometric methodogmplointegrated vector auto
regressive technique and vector error correcticalyars using time series data from

1970-2009.

1.5 Scope and Limitation

This study focuses on the impact of FDI on povegtyuction in Ethiopia and the period

covered was from 1970 until 2009. Real per capilGvas used to indicate poverty.



The causal relationship between FDI and real ppita&a@&DP was also analyzed in the

study.

Availability of data is usually a challenge for eeschers in most developing countries
like Ethiopia, as was the case in this study. Assalt, some variables in the empirical
model had to be replaced or excluded. The shortogpmof such procedures is that, the

quality of estimated results could be reduced.

1.6 Significance of the Study

There is a volume of research undertaken regariiegelationship between FDI and
poverty reduction. However, there is still an omgpdebate as to their relationship due
to the fact that different results were found frdifierent regions and its long run effect
has also been questioned. As a result this studly centribute to the debate by

providing evidence from Ethiopia.

In addition, most of these studies are regional are not specific for countries. But
there are different conditions in different coues:i for instance, economic settings,
natural resources, level of development etc. vassnfcountry to country. Thus, country

specific studies are needed.

1.7 Organization of the Study

This thesis has six chapters. After the above dhiction, chapter two provides a review

of theoretical and empirical literature related~fol and its linkage between poverty and



growth. Chapter three provides a brief review @& #tonomic structure of Ethiopia, the
FDI policy of the country and the sectoral & regibulistribution of FDI in Ethiopia.
The data types and sources, model specificatioreatushation techniques are discussed
in the fourth chapter. Chapter five reports theultssof the empirical analysis and

chapter six presents conclusion and policy impiicat.



Chapter Two: Review of the Literature

2.1 Main Concepts and Definitions of FDI

Foreign Direct Investment can be defined as ansimvent made by a firm or an entity
based in one country, into a firm or entity basedmnother country. According to the
World Bank, foreign direct investment is defined“as investment made to acquire a
lasting management in an enterprise operating icoantry other than that of the
investor.” According to the IMF (1993) Balance @yment manual, an investment by a
foreign investor is regarded as FDI if the direntdstor holds at least 10 percent of the

ordinary share or voting power of a firm.

Countries differ in the threshold value for foreigquity ownership which they take as
evidence of a direct investment relationship. Thithe level of participation at or above
which the direct investor is normally regarded asvithg an effective say in the
management of the enterprise involved. The threlstialue usually applied for FDI is
10%, for data on the operations of TNCs; it invelahosen ranges of between 10-50%

(UNCTAD, 2011).

According to Chryssochoidis, Millar and Clegg (199%here are five different types of
FDI. The first type of FDI is made to gain accesspecific factors of production, e.g.
resources, technical knowledge, patent or brandesastc. owned by a company in the
host country. If such factors of production are anilable in the home economy of the
foreign company, and are not easy to transfer, therforeign firm must invest locally

in order to secure access.



The second type of FDI is developed by Raymond derin his product cycle

hypothesis. According to this model the companyl sheest in order to gain access to
cheaper factors of production, e.g low cost laftre government of the host country
may encourage this type of FDI if it is pursuing export oriented development
strategy. Since it may provide some form of invesimincentive to the foreign

company, in form of subsidies, grants and tax cssioas. If the government is using
an import substitution policy instead, foreign ca@m@s may only be allowed to
participate in the home economy if they possedsnieal or managerial know-how that
is not available to domestic industry. Such knowvhmay be transferred through

licensing. It can also result in a joint ventureéhaa local partner.

The third type of FDI involves international compats undertaking mutual investment
in one another, e.g. through cross-shareholdingshamugh establishment of joint
venture, in order to gain access to each otheodymt ranges. As a result of increased
competition among similar products and R&D-induspecializations this type of FDI
emerged. Both companies often find it difficultdompete in each other's home market
or in third-country markets for each other’s pragudf none of the products gain the
dominant advantage, the two companies can invesadah other's area of knowledge

and promote sub-product specialization in productio

The fourth type of FDI concerns the access to costs in the host country market. In
this type of FDI there is no observed shift in camgtive advantage either to or from the

host country. Export from the company’s home basg be impossible, for example,



certain services, or the capability to request imiaite design modifications. The limited
tradability of many services has been an imporactor explaining the growth of FDI

in these sectors.

The fifth type of FDI relates to the trade divisioy aspect of regional integration. This
type occurs when there are location advantaged$ofeign companies in their home

country but the existence of tariffs or other t&siof trade prevent the companies from
exporting to the host country. The foreign compartigerefore jump the barriers by
establishing a local presence within the host ecgnio order to gain access to the local
market. The local manufacturing presence need belysufficient to circumvent the

trade barriers, since the foreign company wantadmtain as much of the value-added

in its home economy.

2.2 Definitions of Poverty

Baudet al., 2007, characterizes poverty by eight most impdrkands of deprivation:

inadequate and unstable incomes; inadequate, lmstabsky asset bases (for example,
lack of education and housing); inadequate promigib public infrastructure (running

water, sanitations, drainage, roads and sidewalkgdequate provision of basic
services; limited safety-nets for those unabledy for services; inadequate protection
of vulnerable groups through laws and rights; andiqrlessness of vulnerable groups
within political and bureaucratic systems. Therefpoverty is a multidimensional and

complex concept.

10



The above characterization of poverty gives ther@sgion that it is noticeable that
poverty is not only defined by inadequate inconteisla manifestation of collective
‘structures of constraint’, which make it difficdtir poor households to meet their needs
and gain access to collective provisions of ses/{@audet al., 2007). There is a cause
and effect relationship that deepens poverty falividual households: deprivation in
one area hinders households from meeting theirseethe other areas (Bawtl al.,
2007; Sen, 1999). For instance, deficiencies instmy) drinking water and sanitations
can lead to poor health. This in turn preventsatfiected from working effectively and

reduces their ability to earn income (Baai@dl., 2007).

In the classic debate, poverty is defined as umietisional-i.e. poverty of income
(Pradham & Ravallion, 1998). One may classify ptveas ‘absolute poverty’ or
‘relative poverty’ based on income. Absolute poyerfers to inability to meet the
estimated costs for satisfying minimum expensesbfsic food and other necessities
needed to survive. On the other hand relative pgvelates to, minimum level of
consumption as proportion of total or average comion (Owuor, 2006; Rakodi,
2002a). Households or individuals are consideredr pohen the resources they
command do not enable them to consume sufficiendgand services to achieve

reasonable minimum level of welfare (Rakodi, 2002a)

2.3 Linkage between FDI, Growth and Poverty Reduction

Various studies have been undertaken in ordertesiigate the relationship between

FDI and economic growth. In the past FDI was segpdlicy makers with skepticism

11



because it was believed that it may result in hgrinfant domestic industries, loss of
political sovereignty and deterioration of balanok payment due to the foreign

investors’ excessive capital good importation agmhtriation of profit.

However, recently FDI has started to be encouralyedto claims of its positive effects
on growth. For example, according to World Bank fH®ings with it considerable

benefits: technology transfer, management know-hamg export marketing access.
Many developing countries will need to be more @ffe in attracting FDI flows if they

are to close the technology gap with high incomentiees, upgrade, managerial skills
and develop their export markets.” (World Bank,1098aves (1996), also states that,
the rationale for increased efforts to attract nfelb¢, stems from the belief that FDI has
several positive effects. Among these are prodiigtiyains, technology transfers and
the introduction of new processes, managerialsskalhd know-how in domestic market,

employee training, international production netvgr&nd access to markets.

Foreign direct investment may have a direct andforindirect impact on poverty
reduction in the host economies. By indirect impads to denote that FDI may induce
the reduction of poverty through economic growtholifresults in the improvement of
living standards due to the increase in GDP, imemeent of technology and
productivity, as well as the economic environmén. the other hand, FDI may have a
direct impact on poverty reduction through emplogitnegeation and income generation
resulting from the increment in the demand for eyplent by the foreign investors.

FDI can alleviate poverty by creating employmentectly and indirectly, in host

12



countries. Investments by MNCs often directly gatemew employment and create
jobs (indirectly) through forward and backward kgles with domestic firms (Asiedu,

2008).

In addition, there are various channels throughctwhiFDl may result in poverty
reduction through indirect ways. For example, FBives as a source of finance for
economic development. Aseidu (2008) puts thregomsafor the importance of FDI as a
source of finance particularly to Africa. Firstcome levels and domestic savings in the
region are low. Second, foreign aid to the regias been declining. Third, the New
Partnership for Africa’s Development (NEPAD) deal#on stipulates that in order for
the continent to achieve its Millennium Developmé&al (MDG) of reducing the
number of people living on less than a dollar a ldgyalf in 2015, the continent needs
to fill an annual resource gap of US$64 billiondqabl2 per cent of GDP). Given the
low savings rate and the decline in official assise, the continent may have to rely on

MNCs to provide the necessary capital needed feenpy alleviation (Asiedu, 2008).

Secondly, through FDI there will be transfer of neechnologies, innovations,
knowledge, new best practices and other intangibkets to the economy of the host
country. The transfer of such intangible assethénform of new business ventures (for
example multinationals relocating) also often resuh higher wages for production
workers and is a much less volatile form of intéoral investment than portfolio
investment flows (Bhorat and Poswell, 2003). Fayd(1978) postulates that FDI
increases the rate of technical progress in the dmstry through a “contagion” effect

from the more advanced technology, managementipeacetc., used by foreign firms.

13



The diffusion of all these intangible assets mayp ahcrease efficiency and productivity,

and hence increase wage of workers in the hosttigoun

A number of authors have also argued that multinals may deliberately transfer
technology to local suppliers as part of a strategypuild efficient supply chains for
overseas operations (Pack and Saggi 2001; Blalda2;2 Javorcik 2004). By
transferring technology to local suppliers, the dsetkeam multinationals lower the cost
of non-labor inputs. This cost-reduction motive liep that multinationals transfer

technology to suppliers because it grants a privatefit to them.

Thirdly, FDI may result in crowding in of domesticvestment. Jenkins and Thomas
(2002) argue that FDI can contribute to economamn not only by providing foreign
capital but also by crowding in additional domesticestment; so it increases the total
growth effect of FDI. On the other hand, FDI magoahave a crowding out effect.
According to Cobham (2001) there could be crowdomgd of domestic firms and
possible contraction in total industry size and/oployment because of FDI. However,
Cotton and Ramachandran argue that crowding caini®re rare event and the benefit

of FDI tends to be prevalent (Cotton and Ramacleand001).

Fourth, FDI can have a great contribution to ecaaowth in developing countries is
by supporting export growth of the countries. FDdynprovide access to new overseas
markets and may also serve to improve efficiencg productivity, and to increase

competition in the host country. Most foreign firnespecially multinational companies

14



from industrialized countries are well connecteabglly in terms of access to financial
markets, consumer outlets and transportation né&sv@ienkins and Thomas, 2002).
Nevertheless, the role of FDI in export promoti@mains controversial and depends

crucially on the motive for such investment (WoBank, 1998).

Another way through which FDI can play a positieéeron poverty reduction is through
taxation of foreign subsidiaries. This will raisevgrnment revenues, which in turn can
be used to fund various social development programsluding productive
improvement and development of labor-intensive eadn activities which will result

in poverty alleviation.

But, in order to realize the benefits from thisiredt role of FDI to alleviate poverty in
the host countries, some pre-conditions must delédl. First, the tax system in the host
country should be attractive for investment, inahgdfrom foreign investors. For
example, if the tax rates in the host countries@oehigh as compared to other potential
countries for FDI, it may hinder foreign investmerihternationally compatible
corporate tax rates should reduce incentives tagmgn ‘transfer pricing’, a practice,

which reduces tax revenue in the host economy.

Second, whether or not government budgets gainicgrffly by taxing foreign
subsidiaries depends on what policies and agreamast in place to ensure the tax
revenue is collected. Foreign firms often use fi@npricing in order to minimize tax

burden. UNCTAD (1999) states that, reforms undentatio restrict profit remittance and

15



double taxation treaties should have reduced tleeafigransfer pricing to withdraw
income from the host economy. But it is arguedhi@ teport that this issue remains a
concern for developing countries. A study by UNCTAflicates, that about 84% of
developing countries participating in a survey ®ahd that affiliate companies hosted in
their economies shift income to parent firms inesrtb reduce tax liabilities. The study
concludes that transfer pricing continues to bésaune, with action required at both the

national level and in the context of internatioimalestment arrangements.

Finally, how this collected tax from FDI is spe¢@matters. This revenue should be
spent on employment generating or poverty allewigprograms, such as development
of labor-intensive projects or small and mediumegmises, or to support the

development of a safety net for the poor, or iised to finance imports of components

or raw materials for domestic capital-intensiveusities.

2.4 Empirical Literature

Most studies in developing nations have attempteih\testigate the impact of foreign
direct investment on poverty reduction from two gperctives. Indirectly, through
economic growth, i.e via technology transfer anodprtivity gains, for domestic firms
in developing countries: or directly through empi@nt creation. Much of these studies
show that foreign owned firms outperform domestigied firms i.e. they have higher
productivity. And this productivity difference isud to better technology and
management. Blomstrom and Kokko (1998) found thatimational companies play an

important role for productivity in their host coues, but the exact nature of the impact
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of FDI varies between industries and countriesheir empirical study on the effects of

FDI on the host country.

Borensztein et al. (1998) tested the effect of BDleconomic growth in a cross-country
regression framework. They used data on FDI redebse developing countries from
industrial countries only. They found some indioa$ that FDI has a positive effect on
economic growth, but this impact was dependentherhuman capital stock in the host
economy. According to their study, the higher pritity of FDI holds only when the
host country has a minimum threshold stock of huoegital. Thus, FDI contributes to
economic growth only when a sufficient absorptivepability of the advanced

technologies that it brings is available in thetleznomy.

Graham (1995) surveyed the theoretical and empititarature on the economic
consequences of FDI for host countries. Based @woverall finding, he concludes, inter
alia, that positive effects of FDI come about ldygehrough the transfer of new
technology, knowledge and other intangible asse#sling to productivity increase and
improvements in the efficiency of resource allomatiln another study, Blalock (2002)
finds evidence of technology transfer through thppsy chain in production function

estimates in Indonesia, and Beata Smarzynska (2id@f3)similar results in Lithuania.

Nonetheless, such diffusion of technology and obi@tter skills may not be obvious in
some countries. For example, Cockcroft and Rid{Ed91) found that FDI made a

negligible contribution to productivity in most Adan countries during the 1980s.
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Ramachandran and Shah (1997) found that only dami@shs with majority foreign

ownership are the ones that performed well.

Adeolu B., (2007) investigated the empirical relaship between non-extractive FDI
and economic growth in Nigeria by using time sedata from 1970-2002. He used an
augmented growth model estimated via the ordireagtisquares and the two stage least
squares method. His results suggest that ther@asigive but insignificant relationship
between FDI and the overall economy in Nigeria. Hogr he found that FDI in the
communication sector has a significant impact @mwgin and has the highest potential to
grow the economy. The manufacturing sector FDI tiegig affected the economy in

Nigeria.

Seetanah (2001), investigates the impact of fordiggtt investment (FDI) on economic
growth for a panel of 39 Sub-Saharan African caastfor the period 1980-2000. The
finding suggests that FDI is an important elemangxplaining economic performance
of Sub Saharan African countries, though to a lesgéent as compared to the other

types of capital.

In another study, Abdulhamid Sukar et al. examitlkd effect of foreign direct
investment on economic growth in Sub-Sahara Africanntries. The methodology
involved estimating augmented endogenous growthemading panel data for the
period 1975-1999. The results indicate that forailinect investment has marginally

significant positive effect on economic growth. Buddition domestic economic
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conditions such as macroeconomic policy, opennasd, domestic investment have

significant positive effect on economic growth.

Sarbapriya Ray (2012) analyzed the causal reldtipndetween Foreign Direct
Investment (FDI) and economic growth in India byngsordinary Least Square Method
and the cointegration approach for the period, 1®P©2010-11. The finding suggests
that there is positive relationship between foreityrect investment (FDI) investment
and GDP and vice versa. The Granger Causalityetstsiblished the presence of uni-

directional causality which runs from economic gtiowo foreign direct investment.

Anwar Ul Hag (2012), examined the impact of foreggpital inflows on the economic
growth of Pakistan by using the yearly data for peeod of 1981 — 2010 and multiple
regression analysis and found a positive and sogmif relationship. He also performed
Granger Causality test and found a unidirectiomdtionship from GDP to foreign

direct investment.

Sridharan. P. and Vijayakumar. N (2009) examine& ¢ausal relationship between
Foreign Direct Investment (FDI) and Growth of thRIBS countries by using Vector
Error Correction Model (VECM) to trace the existenaf long run relationship. The
results of VECM suggested that Growth leads FDdlikectionally for Brazil, Russia
and South Africa and FDI leads Growth uni-direcéibyn for India and China

respectively.
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Evidence from developed countries seems to sugperidea that the productivity of
domestic firms is positively related to the present foreign firms (Globerman, 1979;
Imbriani and Reganeti, 1997). However, the rediaitsdeveloping countries are not so
clear, with some finding positive spillovers (Blammsn, 1986; Kokko, 1994;

Blomstrom and Sjoholm, 1999) and others such deeAiet. al. (1997) reporting limited

evidence. Others find no evidence of positive shamtspillover from foreign firms.

Some of the reasons forwarded for these mixedtseate that the envisaged forward
and backward linkages may not necessarily be tijarken et.al.1997) and that
arguments of TNCs encouraging increased produgtduae to competition may not be
true in practice Aitken et al. (1999). Other reasarclude the fact that TNCs tend to
locate in high productivity industries and, therefccould force less productive firms to

exit (Smarzynska, 2002).

Other than the above mentioned ways, some ecoroaist see FDI as having a direct
impact on trade in goods and services (Markussenvamnables, 1998). Trade theory
expects FDI inflows to result in improved compeggtiess of host countries' exports
(Blomstrom and Kokko, 1998). Resource- or efficiggeeking investments aim at
tapping the best resources the country has to effdgr a view to export goods and
services, or with the aim to integrate some prddacprocesses into the investor's
international production chain. The competitivenegsthe exported products, the
exchange rate and external demand are of majoresttéo this kind of investor

(Christoph Ernst, 2005).
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FDI may also result in crowding in domestic invesihin the host country. This in

turn leads to increase in income, hence, povedyaton. However, FDI may also have
a crowding out effect in the host economy. A statgde by J. Weeks (2000) and M.
Agosin (2000) shows that Asia, is the region witl strongest crowding-in effect, while
Latin America with the most far-reaching liberatioa of FDI rules in the 1990s, does
not benefit from crowding-in effects. Looking close Argentina, Brazil and Mexico,

the studies show a slightly more positive pictdrant for the whole region, meaning a
neutral effect or slight crowding-out effect foeth990s (also see M. Kulfas, 2002 and

D. Ibarra, 2004).

Another way FDI may contribute to growth and redpoeerty is through employment
creation. Unemployment is one of the major chaksndacing LDCs today and
employment creation is believed to be one of thpedravays of poverty reduction. FDI
may enhance employment deliberately. If the foreiyestment is market-seeking it is
generally concerned with the efficiency of the int# market which includes the labor
market. Growth of employment and real wages iy waportant in contributing to an
increase in internal demand, which implies that fiveign producer finds a growing
number of domestic consumers of goods producedther host country market

(Christoph Ernst, 2005).

lyanda (1999), using data for Namibia, finds thlabwt two to four jobs are created

locally for each worker employed by an MNC. Asieahd Gyimah-Brempong (2008)
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studied the impact of the liberalization of investih policies on employment and
investments by multinational corporations in AfriCEhey used data for 33 countries
over the period 1984-2003 and employed a dynamielpastimator for their analysis.
They found that, liberalization has a significandgositive effect on investment and
that liberalization does not have a direct impattnaultinational employment — the
effect is indirect: liberalization stimulates maktional investments which in turn
increases multinational employment. By increasimgestment and employment from

multinational firms, these liberalization prograomtribute to poverty alleviation.

On the other hand, various studies have observatl TNCs made a disappointing
contribution to employment creation during the 1990ussel Peters (2000b) has stressed
the discrete participation of TNCs in Mexico inner of employment creation between
1993 and 1998, with a share of 5.7 per cent obnatiemployment. Ramirez (2001) has
shown that in Mexico, long-term employment creatiorthe automobile industry was
limited, given that the technology transferred frima parent companies was in the form
of capital-intensive, computer-aided manufacturidgst of the new manufacturing jobs
have been created in theaquiladora industry, an assembly plant in Mexico along the
border between the United States and Mexico, tahvforeign materials and parts are
shipped and from which the finished product ismetd to the original market.

In Argentina, Kulfas, Porta and Ramos (2002) fothrat TNCs contributed to increased
productivity, but at the same time they reducednim@ber of employees. The number of
workers per company fell by 7.9 per cent betwee®31&nd 1997. The situation is even

worse in manufacturing, where average employmecitrabel by 12.7 per cent during the

22



same period. The services sector also had an emplaydecline of -2.7 per cent

(Christoph Ernst, 2005).

Another important aspect of multinational employis that MNCs tend to pay higher

wages than prevail locally. Harrison (1996) findettthe wage differences between
foreign-owned firms and domestic firms in Cote dile range from 10 per cent to about
90 per cent. Moreover, multinational presence sonast generates wage spillovers:
wages tend to be higher in industries and proviticeashave a greater foreign presence
(Lipsey, 1994; Lipsey and Sjoholm, 2001). Axarlagknd Pournarakis, (2007) however,

find that the employment and wage effects of FDi\@y industry

Studies in Latin America also come with the samdence. For instance, recent research
by the Overseas Development Institute (2002) hammeéed how FDI affects the
distribution of income and wages of skilled andslekilled workers in particular. It
shows that FDI did not have an inequality-reduaangpoverty reduction effect in Latin

America.

In order for this channel to be efficient, the amioof jobs created should be more than
the jobs destructed (because of layoffs due to emsrgnd acquisitions, closing of local
firms, etc.) in the country. For instance, FDIlabor intensive sector such as agriculture

is likely to have the highest impact on welfareha poor.
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When we come to Ethiopia, there is a dearth of gogpiliterature regarding FDI and
poverty reduction. However, there are some studiade on the subject of FDI. Getinet
and Hirut (2006) studied the determinants of faredirect investment in Ethiopia and
found that growth rate of real GDP, export orieiotatand liberalisation, among others,
have positive impact on FDI. On the other hand, meenomic instability and poor
infrastructure have negative impact on FDI. On dleer hand Blen and Sisay (2009)
studied the roles of exchange rate uncertainty political risk on foreign direct

investment into Africa by using sample of 12 Afncaountries and employing Fixed
Effect and Arellano-Bond GMM estimators. Their swushow both macroeconomic
uncertainty and political risk to be deterrents EDI inflows into these African

economies.

To summarize, there have been various studies takeer to investigate the relationship
between FDI and growth and poverty by employingotes methodologies. However,
there is no unanimous agreement as there are rinx@didgs in different studies. The
literature shows that, the evidence for developmehtries seems to support the notion
that the productivity of domestic firms is posiliveelated to the presence of foreign
firms (Globeram, 1979; Imbriani and Reganeti, 199¥7he results for developing
countries are not so clear, with some finding pesitspillovers (Blomstrom, 1986;
Kokko, 1994; Blomstrom and Sjoholm, 1999) and athsuch as Aitkemt. al. (1997)

reporting limited evidence. Still others find noidance of positive short-run spillover
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from foreign firms and negative relationship betwé&®I and growth like Omoniyi and

Omobitan (2011).

The role of FDI seems to be country specific, amth de positive, negative or
insignificant, depending on the economic, instdnél and technological conditions in
the recipient countries. Most studies on FDI anowgh are cross-country evidences,
while the role of FDI in economic growth can be oty specific. According to Zhang
(2001) “the extent to which FDI contributes to gtbwdepends on the economic and
social condition or in short, the quality of thevennment of the recipient country”. As

a result, country specific studies are considessbssary.
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Chapter Three: Overview of the Ethiopian Economy

Ethiopia, a country with a total population of o8 million in 2011, is one of the most
populous countries in Africa. Ethiopia is a Feti®@amocratic Republic, including nine
regional states: Afar, Benishangul-Gumuz, Amharaton®a, Tigray, Somali,
Benishangul-Gumuz, Southern Nations-Nationalitiesl &eoples Region (SNNPR),
Gambella and Harari, and two administrative stafetdis Ababa city administration
and Dire Dawa City Council. Since 1991, Ethiopia bhaopted a market economy after

the fall of the Derg regime, which practiced aestadntrolled economy.

According to UNCTAD (2011) annual report, about@8 of the population lives in

poverty and 39% of the population lives below $1@&5 day. World Bank’s (2008)

report indicates that, more than 84% of the popridives in rural area and only 22%
of the population has access to improved watercesurUNCTAD's report indicates the
life expectancy at birth is 59.3 years. The purgigapower of the people is one of the
lowest in the world. Using purchasing power pa(i®pPP), the GDP per capita of the
country for 2011 amounted to $848. The gross ddmeaving is one of the lowest in
the world, for instance, in 2004/2005, gross domestving was only 2.6% of the GDP
(or total consumption accounted for 97.4% of theRpDEEA, 2007). Table 3.1 shows a

summary of the country’s profile.
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Table 3.1 Country Profile

HDI rank 174
Health (Life expectancy at birth) 59.3
Education (expected and mean vyrs of

schooling) 0.237
Income (GNI per capita in PPP terms) 971
Inequality (inequality-adjusted HDI) 0.237
Poverty (Multidimensional poverty index in %) 0.562
Sustainability (Adjusted net savings %of GNI) 8.3
Demography (Total population) 84,734,300

Source: UNDP Human Development Report, 2011

The Ethiopian economy is characterized by heavyeddence on agriculture, which
accounts for 45% of total GDP. Around 80 percenttlué population derives its
livelihood directly or indirectly from the agricultal sector. Agricultural exports, mainly
coffee and processed and semi-processed hidekiasd account for over 80 percent of
all exports, with coffee alone accounting for ov6% percent of foreign exchange
earnings. Manufacturing, mining, trade, tourismnstouction, services, and other

sectors make up the remaining 55 percent of GDP.
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The performance of the agriculture sector, howegdnjghly determined by availability
of suitable weather condition. Recurrent droughd #maditional cultivation practices,
land fragmentation, low level of fertilizer applt@an and high population growth rate
are the prime problems of the sector (EEA, 200%erEthough Ethiopia is endowed
with a lot of fertile land, 4-6 million people damon international food assistance even
in years with good harvest. Due to increased faddthe proportion of undernourished

population has decreased from 69% in 1995 dowr6% #h 2004 (World Bank 2007).

A major reason for this high dependency on foodisithat even though the average
annual rainfall is sufficient with 848mm, most ¢fetrain falls intensively, extremely
spatial and with very high temporal variability. i¥heads to high risks of annual
droughts and intra-seasonal dry spells as nearlipadl crops in Ethiopia come from

rain fed agriculture (FAOSTAT, 2005).

In 2007 the main important products especially réigg small scale productions were
cattle meat, roots and tubers, cow milk, maizelieshiand peppers, cereals, wheat,
coffee, sorghum and sheep meat (FAO statistics9)200 he flower sector has only
recently become an important agricultural sectorHthiopia. It is a relatively new but
at the same time very dynamic sector. Since 200tb 2007 the export value of flowers
has increased from US$ 0.3 Million up to US$ 113lidhi (Joosten, 2007) which

accounted for 7.8% of the total export value in200
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The industrial sector is still at its early stagedaEthiopia is one of the least
industrialized economies in the world. Close tof lamlcentury, the industrial sector
contribution to the GDP ranged between 9 and 1temtr and the growth rate of the
sector is very little compared to the agricultwsettor. The employment contribution of
the industrial sector was nearly 8% in 2005 (EEBQD). Surprisingly, manufacturing

goods export accounted for less than 1% of thé éeqzorts (UNCTAD, 2002).

The service sector is the second largest secter affriculture. This sector includes
trade, hotels & restaurants, transport & commuivcatbanking & insurance, public
administration & defense, education, health aneémservices. From 1991/92-2004/05,
the service sector accounted for 42% of the GDEhefcountry, and the employment

share of the sector is slightly higher than 10%AEED07).

3.1 FDI in Ethiopia- Overview

Since 1991, Ethiopia has opened many economic rseto foreign investors. The
inflow of FDI to Ethiopia has increased from an aalnaverage of $131 million in 1995-
2000 to $312 million in 2001-2006 although there fuctuations. The total FDI inflow
into Ethiopia has increased continuously from US$ Million in 2000 up to US$ 545
Million in 2004. Since then, up to 2007 the yed0DI inflows have varied between US$

545 Million and US$ 265 Million (UNCTAD, 2008).
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Figure 3.1 FDI Inflows in Ethiopia

FDI inflows, 1992-2010
(Millions of dollars)
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Source: UNCTAD World Investment Report 2011

FDI inflows into the agricultural sector account f82% of the total Ethiopian FDI
inflows. And it has increased heavily since 2008oading to the Ethiopian investment
agency. Lucie Weissleder argues there can be theae reasons that can account for
this significant change in the development of tBe lflows in the sector. The first one
is a significant change in the exchange rate of rieEn investors, leading to a
depreciation of the Ethiopian Birr compared witle tturrencies of the investors. The
second reason, especially against the backgrountheofworld food crises, is the
grabbing of natural resources to secure the foodadd in the investor’'s country. The

investment climate of Ethiopia can be seen ashing teason. (Lucie Weissleder, 2009)
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However, Ethiopia still remains one of the leastl FBcipients in the world. The
average annual FDI flows to Ethiopia from 2003 @& were only $399 million, which
is only 1.56% of the total FDI flows into Africa.tliiopia accounted for only 1% of
Africa’s inward FDI stock, while representing close 9% of the population of the
continent. Ethiopia’s per capita inflows were $5 2606, compared with $ 39 for
African countries as a whole. FDI as a percentdg&DP of Ethiopia was 0.81% in

2006, compared with 1.6% for Africa (Solomon Marg008).

3.1.1 Regional Distribution of FDI

The flow of FDI to Ethiopia has been unevenly dtted among the various regions.
Even though the incentive system encourages forgigestors to invest in the least
developed regions (Gambella, Afar, Somali and Bemgul-Gumuz) of the country by
providing especial benefits including provision @ind free of any charge, their

performance in attracting FDI is very poor (EIA080and Tagesse, 2001).

As it is shown in table 3.2, most of the FDI istifleed in Addis Ababa, the capital. Out
of the total 1350 projects (from 1992-2011) 84CQh# projects were situated in Addis
Ababa. This is because of the regions’ better stftecture, stable political environment
and better supply of trained man power. Oromia &egjas attracted sizable amount of
FDI with respect to the amount of capital investEdat is, of the total FDI operating in
Ethiopia during 1992-2911, 36.9% of the capital wasested in Oromia. This may be

due to the regions proximity to Addis Ababa, auaillty of natural resource (arable land
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and favorable climate) and large market size as the most populous region in the

country. About 4% of the total FDI was investedhia Amhara region.

Conversely, Harari, Gambella, Afar, Somali and Beangul-Gumuz’s performance in
attracting FDI has been very poor. For exampleetige only one project in Harari and
Benishangul-Gumuz Regions each and no foreign imasgs in the Somali region,
since the country opened its door to foreign inmest

Table 3.2 Summary of Licensed FDI Projects by Regio
Since August 22, 1992 - February 02, 2012

Region No of Capital in %
Projs. '000' Birr
Addis Ababi 84z 10,883,55 31.60¥%
Afar 7 335,66 0.97%
Ambhare 36 1,427,75 4.15%
B.Gumz: 1 50,00( 0.14%
Dire Dawz 3 96,10( 0.27%
Gambell: 2 774,90( 2.25%
Harar 1 2,50( 0.01%
Multiregiona 121 5,993,58! 17.15%
Oromie 28¢ 12,698,70 36.97¥%
SNNPF 35 1,505,39 4.38%
Somal
Tigray 13 574,50t 1.67%
Grand Tote 1,35( 34,342,66 100%

Source: Ethiopian Investment Agency
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3.1.2Sectoral Distribution of FDI

The distribution of FDI flows to Ethiopia is fairlgiversified into various sectors
ranging from the primary including all types of @gitural activities and mining &

quarrying to secondary sector or the industriaivas to the tertiary sector including
electricity generation, construction, real estatade, hotel and tourism, transport

service, education and health service.

As can be seen from table 3.3, manufacturing adedufor 42.9% of the total FDI
followed by agriculture which accounted for 26.5%nf 1992-2012 and real estate,
machinery and equipment rental and consultancyicgeponstitutes 13.86% of the total
FDI flows to Ethiopia. Construction contractingyciuding water well drilling
constitutes 11.73%. However, the mining, health smaism industries are areas that
have not received much FDI in the country with eacbounting for less than 1% of the

total inflow.
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Table 3.3 Summary of Licensed FDI Projects by Seato
Since August 22, 1992 - February 02, 2012

No. of
Sector projects | Capital in “000” Birr %
Agriculture 195 9,189,119 26.75
Fishing
Manufacturing 530 14,734,522 42.90
Mining 11 176,903 0.51
Education 35 363,075 1.05
Health 29 152,978 0.44
Hotels (Including Resort Hotels,Motels
and Lodges) and Restaurants 66 394,820 1.14
Tour  Operation, Transport and
Communication 36 75,083 0.21
Real estate, Machinery and Equipment
Rental and Consultancy Service 324 4,761,994 13.86
Construction  Contracting  Including
Water Well Drilling 83 4,031,191 11.73
Electricity (Generation, Transmission
and Distribution)
Others* 41 462,982 1.34
Grand Total 1,350 34,342,666 100

Source: Ethiopian Investment Agency

3.1.3FDI Flows by Country of Origin

During the period 1992-July 2005 Saudi Arabia aocted for half of the FDI flows to

Ethiopia. Ethiopian Economic Association (2007) aeed that one company -
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MIDROC group investment, highly dominates FDI floarsginating from Saudi Arabia.
Other than this company Saudi was followed by tmitddl Kingdom, accounting for
9.4%. France, USA, China and India were the othgonsource countries during that
period. However, now china has the largest investmn the country followed by

India, Sudan, and USA.

Figure 3.2 FDI Flows to Ethiopia by Country of Origin

(in '000’ Birr) from July 1992 to July 2005
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Source: Ethiopian Investment Agency, 2012.
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3.2 FDI and Employment in Ethiopia

As discussed above Ethiopia is one of the leagpiezts of FDI in Africa. As a result,
the amount of people employed in FDI related ssdsvery small. As can be seen from
table 3.4, employment in FDI accounts for less tbae percent of the total labor force

in the country during the period of the study.

Table 3.4 Employment by FDI in Ethiopia

year Employment % of labor force
1992 693 0.003
1993 1099 0.004
1994 2356 0.009
1995 665 0.002
1996 2906 0.011
1997 3396 0.012
1998 6700 0.024
1999 1778 0.006
2000 8026 0.027
2001 6510 0.021
2002 6308 0.020
2003 20900 0.064
2004 52991 0.157
2005 47830 0.137
2006 107316 0.298
2007 307213 0.827
2008 563789 1.471
2009 297732 0.753
2010 281890 0.691

Source: Calculated based on data from Ethiopiaediment Agency and World Bank

Agriculture accounts for most of the employmentted, employing more than 900,000
people temporarily and more than 310,000 peoplengeently. 64% of the total FDI

employment goes to this sector. The manufacturgaogos accounts for 18% of the total
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FDI employment in Ethiopia followed by real estagervices, which includes
machinery, equipment rentals and consultancy sesvand construction contracting

including water well drilling account for 0.08% a@d5% respectively.

Figure 3.3FDI Employments by Sector
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Source: Ethiopian Investment Agency

3.3 FDI Regulatory Framework in Ethiopia

After the fall of the socialist, Derg regime, Etpia has adopted a market-oriented
economy in 1991. The national investment codeble®n amended several times since
then. The Government initiated a privatization pamgme in 1995/96. So far over 170
enterprises and units have been privatized. Mbshe smaller enterprises and units
were sold to domestic investors, whilst a numbethef larger enterprises have been
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acquired by foreign investors. These include a goide, Coca-Cola and Pepsi Cola
bottling companies, a brewery, meat processingcanding plants, and a tannery. Over
the coming years the Government plans to privagizeirther 120 enterprises (EIA,

2008).

After obtaining an approval from Ethiopian InvestmAuthority or regional investment
authorities to invest, foreign investors can invesll economic sectors other than some
sectors exclusively reserved for national investmd the government. To encourage
indigenous entrepreneurship and the domestic grisettor, the financial sector, import
trade, small air transport (less than 20 passepgessimercial water & road transport
and several small businesses are reserved fornaatiavestors(UNCTAD, 2002).
However, now foreign investors are allowed to jlgininvest and work with the
government in basic infrastructures. For instafmesign investors are now particularly
sought to set up hydroelectric power plants indbentry and the government has now
liberalized the telecommunication services sectalfpwing foreign investors to

participate in telecom activities jointly with tigpvernment.

Some of the sectors which are open for foreignstors and in which the country is
currently seeking include: Manufacturing indudri¢including food, beverages,
chemicals and, pharmaceuticals, plastics, metalfid non-metallic products, paper
products, leather and leather products, textiles garments); Agriculture, including
agribusiness and processing for exports; Grade ristegction contract Real-estate
development; Engineering and management consulic&n and health services; and

Mining and quarrying of gold, marble and granite;
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The initial capital requirement for a wholly foreigwned enterprise is a minimum of
USD 100,000. But wholly foreign-owned consultancésl publishing companies can
obtain the investment license with USD 50,000. Tweest jointly with Ethiopian

investors, foreign investors should invest a mimmaf USD 60,000 and the national
investors should acquire at least 27 percent okthety. To encourage export-oriented
FDI, foreign enterprises that export at least 75%heir output are not required to meet
the minimum capital requirement. Nevertheless,itivestment code does not indicate

the initial investment is whether in cash or inkNCTAD, 2002).

There are various incentives given to foreign direeestors. These include: exemption
from payment of export custom duties, income talidags from 2 to 7 years depending
on the region and the sector of the investment.ilported capital goods and spare
parts worth up to 15% of the value of the capitaddyare exempted from import tariffs
and custom duties. In addition, the foreign investoan carry forward their initial
operating losses and apply any depreciation mettiodgheir financial statement.
Besides, all foreign investors are exempted frormofiprtax for two years. This
exemption is extended to 5 years for investors gxgpat least 50% of their product
and supply 75% of their product as input to expsrtéVNith regards investment
guarantees, the investment code provides guardmtaepatriation of capital, interest
payments on foreign loans, profit, dividends, ass#itproceeds and technology transfer
payments. Except in major cases of public interth&t,investment code also provides

guarantee against expropriation (EIA, 2008; EEA) 70
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Chapter Four: Methodology

4.1 Definition of the Variables and Data Source

The main objective of this paper is to assessrtigact of FDI on poverty reduction in
Ethiopia. As a result in this study real per ca@faP is the indicator used to measure
poverty. Economic growth remains a necessary ingnédor poverty reduction. Recent
studies suggest that growth tends to lift the inesrof the poor proportionately with
overall growth. For instance, by regressing thewgin of average income for the
poorest 20% and the poorest 40% of the populatgainat the growth of GDP per
capita, Roemer and Gugerty (1997) found that orrameethe poor do benefit from
economic growth. In another study, Ravallion (20Qiged data from household surveys
for 67 developing and transitional economies o\@81194 and they found that almost
always, poverty fell with growth in average livisgandards and rose with contraction
Dollar and Kraay (2000), estimating the link betwélee income of the poor (defined as
the bottom 20% of the income distribution) and allencome or per capita GDP and
found that; as overall income increases, on averageme of the poor increases by
exactly the same rate.

Real per capita GDP:is obtained by taking the ratio of real GDP to plogulation

Foreign direct investment (FDI): to measure the FDI, the net inflow of FDI was uded
includes the sum of equity capital, reinvestmenearings, other long-term capital, and

short-term capital as shown in the balance of paysne
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Openness of the host economy to trade (OPENThe ratio of trade (imports and

exports) to GDP is used to capture this variablésabhe case in many studies. FDI
inflows are expected to result in improved compeditess of host countries exports. As
exports and investment increase, they will haveuétipier effect on GDP. Increased

exports and investments may also generate foreighamge that can be used to import
capital goods. Further, if the additional investinén engaged in labor intensive

techniques, employment will rise.

Infrastructure development (INFR): a developed infrastructure results in reductibn o
operating costs, increase in productivity and fatds production. Infrastructure

increases the productivity of investment and thgmfthances economic growth. In the
literature, the number of telephones per 1,000 lgeap often used to measure
infrastructure development. The defects of this suea are that it does not take into
consideration the rise in the number of mobile @soand that it measures only the
availability of the facility and not reliability.nl this study, the amount of annual

electricity production is used as an indicatorifdrastructure development.

Government size (GOVCONS) a higher level of government consumption should
entail provision of basic needs for the citizenbkisTwill in turn ensure a better social
capital that should encourage production and growtfis is measured as the ratio of

total government consumption to GDP.

Human capital (HUMCAP): many researchers include human capital in theiwtijro
equations because it is one of the most imporitofs affecting growth in a country.

In this study,expenditure on education was used as a proxy forahucapital, to show
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the impact of education to poverty reduction. A&i2004) and Borensztein et al.

(21998) included human capital in their growth equra.

Inflation (INFL) : it was included because the inflation rate sea®an indicator of
overall macroeconomic stability of the countAsiedu (2003) considered inflation as

proxy for economic instability and as determinainé@nomic growth.

4.2 Model Specification

4.2.1Theoretical Framework

In this study the impact of FDI on poverty reduntis analyzed based on the standard
growth accounting model. The augmented Solow pribglucfunction specifies that
output is a function of labor, human capital, calpgtock and productivity (Mankiw,

1992). By using the Cobb Douglass production furmctve can write
YA KLY HY (4.1)

WhereY represents the output flow; aig, Lj andH; arethe total factor productivity,
capital stock, the labor, the human capital stedpectively. A accounts for the output

growth that is not accounted by the growth in fextaf production included.

Taking logs and differentiating Equation 4.1 widspect to time, we obtain the familiar

growth equation:

V=g +Bk| +|.l| iF O, (4.2)
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The lower case letters represent the growth ratesutput, capital stock, labour and
human capital, and, B, 1 andQ represent the technical progress, capital stadorl

and human capital, respectively.

Equation 4.2 shows the fundamental growth accogrgquation, which decomposes the
growth rate of output into growth rate of totaltfacproductivity plus a weighted sum of

the growth rates of capital stocks, human capitalksand the growth rate of labor.

In this study capital stock is indicated by the imdow of foreign direct investment and
government consumption.
So,

y=a+pkitnko+Qh+e......oooii (4.3)

Where k and K represent capital stock andepresents the error term.

4.3 Economic Approach

Recognizing the possibility of endogeneity in te&ationship between the independent
variables and GDP growth, this study is based ervigctor Autoregressive (VAR). The
VAR approach is preferred for the present study dees not require us to differentiate
the variables as endogenous or exogenous. VAR nemamly used for forecasting
systems of interrelated time series and analyzimg dynamic impact of random
disturbances on the system of variables. In addi@osimple cointegrated VAR model
(which combines co-integration analysis and VARetigeries process) helps to account

for spurious correlations and exo-genitive {Badawi, 2005).
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Moreover, testing for co-integration using singtgiation approach by itself has draw
backs because it may give misleading results, iientioan one cointegration relationship

is present.

4.3.1 Test for Stationarity

Estimation of parameters and hypothesis testinggusime series data requires an
investigation of the data generating process ofvidméable under consideration. This
investigation helps to avoid estimating a spuricosrelation between variables in a
regression, where what actually exist is correldbee trend rather than a meaningful
economic relationship (Granger and Newbold 1974xofnbination of variables that
contain a time trend or are non-stationarity madl& spurious correlation. To avoid
the problem of spurious correlation due to the gmes of non-stationary variables in the
regression model, the time series properties ofvémables used in the model are

investigated.

A series is referred as (covariance) stationaryt ifias constant mean, finite time-
invariant variance and a covariance between anytitwe period that depends only on
the lag between thefiEnders, 1995:212; and Gujarati, 2003: 797). Non-stationarity, a
property common to many macroeconomic and finantmé series, means that a
variable has no clear tendency to return to a embshean or a linear trend. In the
presence of non-stationary variables, there mighsgurious correlatio{Granger and
Newbold, 1974). Hence each series is checked for stationaritpgushe standard

Augmented Dickey-Fuller (ADF) and the Phillips- Rer (PP) tests.
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Augmented Dickey-Fuller (ADF)

A test of stationarity (or non stationarity) thashbeen become popular over the past several
years is the unit root test. The DF and the ADEstage the most usually used tests for unit root

(Gujarati, 2004).

If the data generating process follows the firaleorautoregressive process, i.e. AR(1) the

simplest form of the Dickey-Fuller (DF) test amaatt testing;

Ve =HTPY ot (4.42)

or

DAy, = u+yy, ., +u, Where y= p-1 u, : [ID(0,0°) (4.4b)
Then we test the hypothesis:

Hy:p=1 (i.e.y, seriesis non stationary)

H,: p<1 (i.e. y, series is integrated of order zero or stationary)

If there is a deterministic componeinitércept, trend, dummie§) the data generating process,

we must allow a time trend to enter in the regmssaiodel and it can be expressed as:
Aytz % + ’Yt + BYt-l + Ut ut - IID(O, 02) . (4)5

And we test the same set of hypothesis as in equégi10).

But the DF test assumes data generating procdesv$oaiutoregressive (AR) of order one; AR
(1), and residuals are ‘white noise’. However,atalgenerating process is AR (p), where p>1,

the error term will be autocorrelated due to mis#jmation of dynamic structure of the
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concerned variable. In this case the DF test isonger valid, and lagged differences of the
dependent variable should be added or augmentetietdest model in order to mitigate
autocorrelation problem, in the disturbance terhisTs incorporated in the augmented Dickey-

Fuller test (ADF).

The ADF test can be captured by the following sipeation of an equation

K
AYt:/'1+yt+:8Yt—1+Z/11AYt—i+ut @1

i=1

Wherey, is the variable of interest, is the time trend, Kk is the lag length which isetimined

by a general to specific method where by a gersetag structure will be allowed and the

insignificant lags will be eliminated sequentiaigsed on Akaike Information Criterion (AIC)

andu, is a random variable assumed to be ‘white noise’.
Then we test the set of hypothesis:

Ho: =0 (i.ey, seriesis integrated of order one or unit root )

Ha < 0 (i.ey, seriesis integrated of order zero or non-unit)roo

Where, Hand H, are the null and alternative hypothesis respdgtive

Phillips and Perron Test for Stationarity

An alternative stationarity test was suggested Hllips and Perron (1988). This test is
argued to be more robust to serial correlation ame-dependent heteroskedasticity,

(Nandwa and Mohan, 2007) and improves over the ADF test on the finite sample
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properties(Deme, 2002). Instead of adding additional lags in the regoessto obtain
an error term that has no autocorrelation, thegkgt the original DF regressions but
make nonparametric adjustment to the DF statidticiake into account potential
autocorrelation pattern in the error. PP testsnargarametric in nature and applicable
to a wide class of dependent and heterogeneouslyibdited innovations (Enders,

1995).

4.3.2 Co-integration Analysis

When variables are found to be non-stationary \&lJeone option in order to get the
short run dynamic is to estimate by differencingialales if their differences are
stationary. However, this method will result inansiderable loss of long run properties
of the data. Alternatively, economic variables may combined together in levels
provided that they are co-integrate@he issue of cointegration applies when two series
are 1(1), but a linear combination of them is I(B);this case, the regression of one on
the other is not spurious, but instead tells usething about the long-run relationship
between them (Wooldridge 2004). Non-stationaryneoaic series are said to be co-
integrated if they can be transformed into a sirsglees that exhibit stationarity (Engle

and Granger 1987).

Yif{yt:t _0,1,...} and &t: t _ 0,1,...} are two I(1) processes, then, in genéfalpX; is an I(1)
process for any numbdr . Nevertheless, it ipossible that for somep# 0, Y; -BX; is an 1(0)
process, which means it has constant mean, consaance, autocorrelations that depend only
on the time distance between any two variablebénseries, and it is asymptotically uncorrelated.
If such ap exists, we say thay and x are cointegrated, and we callp the cointegration
parameter.(Wooldridge 2004)
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We can use two ways to test for the existence aitexation: the Engle-Granger
(1987) two-step approach or the Johansen (1988)inmax likelihood estimation

procedure. The Engle-Granger (1987) two-step ambroalthough simple, has several
limitations. One important limitation of this methas that it has no systematic

procedure to identify the existence of multiplendegrating vectors.

Fortunately, the Johansen (1988) maximum likelihestimators can be used to avoid
the use of two step estimator. The Johansen (18&8)Jmum likelihood estimators
overcome problems associated with the use of tep sstimators. Most importantly it
can detect the presence of multiple cointegratiagtors. Moreover, the test allows
testing restricted versions of the cointegratingteds) and the speed of adjustment
parameters (Enders, 1995). Hence the study usetiansen maximum likelihood for

the analysis.

Johansen (1988, 1991) has shown that the tesbfortegration can be expressed as a
test of reduced rank of a regression coefficientrimaThe coefficient matrix can be
estimated consistently using linear regressionrieeles and the test statistic can be
computed from the solution to an eigenvalue problstoreover, linear restrictions on
the co-integrating parameters can be tested by gtingpa likelihood ratio test statistic

which follows ax?distribution(Walls, 1993).

We start the procedure by formulating a VAR modef@lows. Considering K-lags of

Z, a generaP™-order VAR representing the interrelationships agititen variables in

the model; as given in Johansen and Juselius (19@®Ythe form,
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Z=Q+0,Z +0,Z ,*..+07Z +¢&

b
:Q+z 0f Z 44 i, 4.7

=1

Where, 4 is an (ix1) vector containing the n-variables included umn model, 81 is an

(nxn) matrix of coefficients;{2 is a vector of deterministic terms like trendsd an

intercepts; andst are iid(0,Y) vector of error terms with) representing the

contemporaneous covariance matrix.

4.3.3 Vector Error Correction Model (VECM)

The Granger representation theorem includes betlotig run equilibrium relationships
and short run dynamics (adjustment process). rieswvariables are co-integrated, the

vector error correction model (VECM), can be wnttes,

AZt= Bo + IZtq + 01A Zyg +...+0PA Zipig + g

= Bo+ MZyy + Zfz_ll IV A T ol - 4.8

Where AZt representshe first differences of the variables; 6; = - 5’7=i+1 dj is an nxn
coefficient matrix in the error correction term (gl contains the short run parameters);

andI1=}?_, di — I is an nxn matrix of long run responses which dastinformation
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about the long-run relationships. Agt the error terms are assumed to be Gaussian or

well-behaved.

4.3.3.1 Lag Length Selection Criteria

Before estimating the VAR, we have to decide th&imam lag length, to generate the
white noise error terms. To determine the optinag length different information
criteria can be used. The objective of the inforamatriteria (IC) method is to select the
number of parameters which minimize the value eflth. The most popular ICs are the
Akaike (1974) information criterion (AIC), Schwasz'(1978) Bayesian information
criterion (SBIC) and the Hannan-Quinn informatiaitezion (HQIC). The lag length

which is selected by most of these criteria willibeduded in the VAR system.

The next concern in co-integration analysis is deéermination of the rank (r) of the
long run matrix [I). This implies the determination of the numberddferent linear
combinations of the variables (or the number oepehdent co-integrating vectors) that

are stationary.

Here, we have three cases, i.e. when r = 0, r =0n<or < n. In the first case, when r = 0,
the short run dynamics depends only on the lagdgeehges of the variables; and the
levels of any of the variables in vectdihave no long run relationship (i.e., there is no
co-integration relation; all rows are linearly degent, and the system is non-

stationary) In the second case, when r = n , the matrix is ¢drto have a full rank
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which implies that all the endogenous variables ¢, and all linear combinations
would be stationary. In such case, estimating thesll VAR and the VECM with

unrestricted OLS will give identical resulf®avidson and Mackinnon, 1999: 630).

However, when 0 < r < n, the system is non-statiprbut there are cointegrating
relationships that are stationary; and that is sailave a reduced rank, and contains
stationary long run equilibrium information. Hovesy the rank determination must be
supplemented by exogeneity and causality testsetoag economically interpretable

linear relationship among the variab(@dawi, 2005).

We determine the rank of the long run matrix, teathe number of co-integrating
vectors by the two likelihood ratio tests which #re trace fyace] and the maximal
eigen value)max ] statistics.

The trace test statistic is given by:

Mrace() = -TXM o In(1 =) oo (4.92)

Here we test whether the (m-r) smallest eigen wadwe jointly zero or not.
th
The maximal eigenvalue Ormaxstatistic which is based on the estimated (r +drgest

eigenvalue given by:

Amax (D) = =TIN(L-X 1) v, (4.9b)

Wherer is the number of co-integrating vectors under thé; nA is the estimated
characteristic root (eigen values) from flenatrix; andT is the number of observation.
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The trace testMac9 IS a joint test where the null hypothesis is tha number of
cointegrating vectors is less than or equat,tagainst an unspecified alternative that
there are more than r. On the other hand, the maxifigen value tesi\.(a.y) tests the
null hypothesis that the number of cointegratingtees isr against the alternative of

r+1.

4.3.4 Granger-Causality/Block Exogeneity Test

VAR model can be used to test Granger causalityngntioe variables and also that an
endogenous variable can be treated as exogenoesGiEmger causality test is applied
to investigate the direction of causality betweas variables. This concept involves the
effect of past values of one or more of the vadaldn the current value of the other. A
chi-square (Wald) statistic is used to test for jhiat significance of all other lagged

endogenous variables in each equation of the mddtel.null hypothesis being tested is
that for X and Y in the vector of endogenous vdaalof the VAR, X does not Granger
cause Y; or Y does not Granger cause X. This iclkdw by testing whether lagged

values of the variables in the unrestricted VARs&gistically significant or not.

4.3.5 VAR Diagnostic Tests

Once the VAR models are estimated we should makee stiagnostic tests which are
important in order to make sure that the resultsiobd from VAR estimation can be

used for forecasting or policy purposes. These -esi#nation tests are mostly
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performed on the residual of the VAR and they idetuthe LM test for residual
autocorrelation, Jarque-Bera test for residual ivartate normality, test for VAR

stability and White test for the presence of heteedasticity in the VAR'’s residuals.
Residual Vector Normality Test

The Jarque-Bera normality test is used to determathether the regression errors are
normally distributedlt is a joint asymptotic test whose statistic iscakated from the

skewness and kurtosis of the residuals as follows.

IB =82+ SZ (4.10a)

WhereSZ andSZ are computed according to:

S$=Thb,'b,/6 and

Si= T (b = X)'(b2 — 3)/24,

b; and b are the third and fourth non-central moment vectof the standardized
residualsii;= p—(l; — ii_t) and p'is a lower triangular matrix with positive diagonal
such thap p’ = £u; i.e., the Choleski decomposition of the residuslariance matrix. T
is the number of observatio5;? is multivariate skewness ass¢ is kurtosis test.

Error Vector Autocorrelation Test

Testing for autocorrelation helps to identify amjationships that may exist between the
current values of the regression residuals andadnis lagged values (Brooks, 2002).
The null hypothesis of the LM test for autocorrigatis that the residuals are not serially

correlated, while the alternative is that the reald are serially correlated. If the P-value
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is less than 0.05 then we reject the null hypoth@darris, 1995). The test statistic is

given by:

LM = (T- Q) Re 2 e, (4.10b)

Where, q is the degrees of freedom 81@12 is the coefficient of determination obtained

from the auxiliary regression; and the LM testistat is chi-square distributed.

Stability Test

The test for stability checks whether the rootthefcharacteristic polynomial lies inside
the unit circle. If all roots lie inside the unitde then the VAR is considered as stable
and can be used for policy analysis. We can alskemige of variance decomposition

and impulse response functions in our analysisefMAR is stable.

Heteroscedasticity Test

The test for heteroscedasticity investigates wietthe variance of the errors in the model
are constant or notWhite’'s test is used to check whether the residumis
homoskedastic.. It tests the null hypothesis thatésiduals are both homoskedastic and
that there is no problem of misspecification. Thst tregression is run by regressing
each cross product of the residuals on the crastupts of the regressors and testing the
joint significance of the regression. If the Whitst statistic is significant, that is, P-
value is less than 0.05; the null hypothesis of bseedasticity and no misspecification

will be rejected (Brooks, 2002: 445).

54



4.3.6 Impulse Response Function and Variance decomgition

Impulse Response Function

Impulse response functions provide information nalgze the dynamic behavior of a
variable due to a random shock or innovation ireptrariables. The impulse response
traces the cross effect on current and future gatighe endogenous variables of one
standard deviation shock to the variables. A shodkei™ variable directly affects the

i-th variable, and is also transmitted to all oé tandogenous variables through the
dynamic structure of the VAR (Stock and Watson,1900 hus, for each variable from

each equation, a unit shock to the error is andlyz@rder to determine the effects upon
the VAR system over time. In this study we seerédsponse of real per capita GDP to a

shock in FDI.

There are two approaches that are commonly usesdtitmate impulse responses. These
are the generalized impulse response and the @&yoldscomposition. The main
advantage of the generalised impulse response & th does not require
orthogonalization of innovations and is invariahthe ordering of the variables in VAR
(Pesaran and Shin, 1998 cited in Stulz, 2006). Bwt,cholesky decomposition in the
base line model incorporates a small sample degrédseedom adjustment when
estimating the residual covariance matrix usedetovd the Cholesky factor (Lutkepohl,
1991). As a result the cholesky decomposition weedun this study. However, we

should note that in this approach the orderindnefariables in the VAR matters.
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Variance Decomposition

Variance decomposition decomposes variation in adogenous variable into the
component shocks to the endogenous variables inv&iR. That is, it helps us to
measures the proportion of forecast error varianca variable that is explained by
innovations in itself and the other variables. thes words, variance decompositions
show the portion (or relative importance) of vadann the prediction for each variable
in the system that is attributable to its own inabans and to shocks to other variables

in the system.

Enders in Shamt al. (2006) proposed that the forecast-error varianammg@osition

permits inferences to be drawn concerning the ptapo of the movements in a
particular time-series due to its own earlier sisoeis-a—vis shocks arising from other
variables in a VAR model. The technique breaks dtvenvariance of the forecast error
for each variance following a shock to a particMariable, and in this way, it identifies

which variables are strongly affected.
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Chapter Five: Empirical Results and Analysis

Based on the econometric frame given in the prevatiapter, in this chapter, the results

of the empirical analysis are presented and discliss

5.1 Stationarity Test

While working with time series data, testing foatginarity is a prerequisite. As

mentioned in the previous chapter, the results &dy using non-stationary time series
may be spurious. That is, they may indicate aioriahip between variables which does
not exist. In order to obtain a consistent ancaldd result, we must transform the non-
stationary data into stationary data by differegcim contrast to the non-stationary
process that has a variable variance and a metddéa not remain near, or returns to a
long-run mean over time, the stationary proces®rtevaround a constant long-term

mean and has a constant variance independente@f tim

Prior to making a formal test for stationarity, raghical sketch of each of the variables
over time has been made. This helps to informdigntify the presence of any trending
behavior in the variables in question over tiffiee plots of the variables included in our

model are provided in appendix.

Most of the variables have a trend, upward or doamw Therefore, all the series are
examined for stationarity using the ADF test anel Bthilips and Peron test and the results

are summarized in Table 5.1. The lag length foheariable is automatically selected by
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Schwartz Information Criterion (SIC) and both impt and trend are included in test

equation for all variables.

Table 5.1 Unit Root Test

Variable ADF Phillips-Peron I(d)
Level T Level ' Order  of
difference difference | integration

RPCGDP -1.3795 -3.4072 -1.110p -3.4877 (1)
FDI - -6.9335 -2.2562 -9.4115 (1)
OPEN -2.6566 -6.8520 -2.4520 -7.2144 1(1)
INFR 0.50480 -5.7304 0.4647 -5.7572 (1)
LN_ HK -2.1396 -3.5382 -1.7159 -3.5094 1(1)
LN_ -2.4539 | -5.3077 -2.9057  -5.3967 1(1)
GOVSIZE

INF 0.3082 -5.4247 0.2892 -4.8863 (1)

Note: critical valuesfor ADF and PP tests are -3.4566 and -3.1593 at 5% and 10% level of
significance respectively.

As can be seen from table 5.1 both tests showath#iie variables are not stationary in
their levels at 5% level of significance. Hence, te&e the first difference of the
variables and see if they become stationary. We aan determine the order of
integration of the variables in the process. Laogkat the results of ADF and PP tests
conducted on the first difference of the variablg® null hypothesis of unit root is

strongly rejected. Hence we can conclude thahallMariables become stationary at their

first difference and hence are | (1).
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5.2 Results for Cointegration Test and Vector Error

Correction Model

5.2.1 Co-Integration Test

VAR Lag Length Selection Criteria

The Johansen co-integration test result is vergisea to the number of lags included

for the endogenous variables in the estimationhef YVAR. This necessitates the

determination of an optimal lag order prior to thst of co-integration. The optimal lag

order is determined with the sequential modifielelihood Ratio test statistics [LR],

the Final Prediction Error [FPE], the Akaiki Infoation Criterion [AIC], the Schwarz

Information Criterion [SIC], and the Hannan-Quinmfdrmation Criterion [HQ]). As

shown in Table 5.2, LR, FPE, AIC, and HQ suggestimmal lag of three, all at a 5%

level of significance.

Table 5.2 VAR Lag Order Selection Criteria

Lag LogL LR FPE AIC SC HQ
0 | -550.690 NA 42590.41|  30.5237'| 31.1333. | 30.7386:
1 | -382.060 | 255.222i| 70.9409:i| 24.0573.| 26.80025| 25.0243
2 | -343.967( | 43.2414'| 182.739| 24.6468 | 29.5231( | 26.3659'
3 | -240.737' | 78.11962] 28.07026| 21.71554| 28.7252. | 24.18678

* indicates lag order selected by the criterion

Lag exclusion test

Even if the lag order selection criteria chose ¢hliggs to be included in the model, it

may also be possible for some of the lags thatlansen as optimal to have insignificant
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contribution in the model. Therefore, it should bleecked whether the three lags
(chosen as optimal) of all variables are jointlyortant and hence should be included in

the estimation of the VAR model. This can be doype@ing the Wald lag exclusion test.

And the result is presented in table 5.3.

Table 5.3 VAR Lag Exclusion Wald Tests

LN_GOVSI
RPGDP | OPPEN | LN_INFR| LN_HK ZE INF FDI Joint
Lag 1 |12.84822 |1.479373 | 20.30513| 17.59026| 7.274888 23.84605 | 4.239654 | 180.1412
[0.075894] [[0.983015] [ 0.004947] [ 0.013962][[ 0.400831] | [0.001213]|[0.751797]| [1.11e-16]
Lag2| 10.58040 |1.047378 | 4.110406| 12.04477| 23.39418 | 24.33498 | 1.186349] 139.8316
[ 0.157998][[ 0.994028] | [ 0.766977][ 0.099096]|[ 0.001455] | [ 0.000995]|[ 0.991238]| [ 1.14e-10]
Lag3| 9.469864 | 11.56655 | 6.113413| 6.165238[15.46451 29.95600 | 10.33273| 204.8469
[ 0.220658][[ 0.115745] | [ 0.526571][ 0.520593]|[ 0.030485] | [9.67e-05]|[ 0.170489]| [0.000000]
df 7 7 7 7 7 7 7 49

Note: Numbers in [ ] are p-values

Although the lag order selection criterion sugg&slisgs to be included in the model, we
were forced to use only two lags due to insuffitidata. The lag exclusion test also
approves the inclusion of two lags in the modelaose it shows that the first and

second lags of all the variables are jointly siigaifit.

Granger causality:

Granger causality test was performed to examingtasence of bidirectional causality

in the sense of Granger. The result presented bgthmws that the null hypothesis that
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real per capita GDP granger causes FDI cannotjbeted but the reverse is rejected. As
a result we can say that real per capita GDP igrastger caused by FDI in Ethiopia but
FDI is granger caused by real per capita GDP. Tomrewe find that the direction of
causality between foreign direct investment indicgiand economic growth in Ethiopia
is generally unidirectional (causality runs fromoeomic growth to foreign direct
investment). Similar results were found from Intia Chakraborty and Basu (2002)
who suggested that GDP in India is not Grangerezhly FDI and the causality runs
more from GDP to FDI. Duasa, (2007) didn’'t find asyrong causal relationship

between FDI and economic growth in Malaysia.

Table 5.4 Granger Causality

Null Hypothesis: F-Statistic Prob.
RPGDP does not Granger Cause FDI 5.25358 0.0105
FDI does not Granger Cause RPGDP 0.92308 0.4073

The Johansen Co-integration Test Result

The stationarity test results presented previousiycate that all the variables are not
level stationary. This suggests that regressioedas the level variables may produce
an unreliable outcome. However, the Granger reptasen theorem states that it is
possible for non-stationary variables to producgationary relationship if they are co-
integrated. This would imply that there is a megfuhlong run relationship among the
variables. Thus, the presence and the numberabf so-integrating relationships are

checked using the trace and the maximum eigen va&ikods.
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Table 5.5 Johansen Cointegration Test Results

Hypothesized| Eigenvalue| Trace statistic Maximum eigenvallie
No. of CEs

statistic

t- statistic Critical t-statistic Critical

value value

None 0.899462| 224.2854* 125.6154| 84.99695F 46.23142

At most 1 0.731739] 139.2884* 95.75366| 48.68448F 40.07757

At most 2 0.664718  90.60393* 69.81889| 40.43298F 33.87687

At most 3 0.522537| 50.17094* 47.85613| 27.35291 27.58434

At most 4 0.282643 22.81808  29.797p7  12.29075 26243

Note: * indicates rejection of the null hypotheaighe 0.05 level

We can see from the above table that the trace siegyests that there are four
cointegrating equations while the maximum eigem@aést indicates that there are three
cointegrating equations at the 0.05 level. Simeedbjective of this paper is to see the
impact of foreign direct investment on real perta@DP, we estimate the unrestricted

cointegrating vectors with ad-hoc normalizationRIPGDP.

Diagnostic Tests

The stability of the VAR model and the results loé ppost estimation diagnostics could

affect the validity and robustness of the resuftshe impulse response functions and
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other diagnostics, and thus should be tested fwiturther analysis. As a result, first we
have tested for VAR stability, and the result ia flgure presented below shows that all
roots of characteristic polynomial lie inside thaticircle which suggests that the VAR
is stable. Stability of the system confirms thaputse response functions can be used in
our analysis.

Figure 5.1 Roots of AR Characteristic Polynomial.
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5.2.2 Vector Error Correction Model
The VECM consists of two parts: the long run cagnéing coefficients, which are used

to see the long run relationship; and the short caefficients. The results of the
unrestricted estimates of the cointegrating refeiop and the adjustment coefficients

normalized on RPCGDP are given in table 5.6
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Table 5.6 Estimated Long Run Model, Dependent b&icdRPGDP

LN_GOVSsIz Constant
Varable FDI OPPEN | LN_INFR| LN _HK E INF
Coeffici -71.69331

ent 0.004171|-0.231430 |-0.18289 |3.640247 0.459049 | 0.081303

(0.00117) | (0.05536)|(0.06305)(0.79707)|  (0.65346) | (0.02061)

t-stat. [ 3.56231] | [-4.18055][-2.90085] [ 4.56703]| [0.70249] | [3.94446]

We can rewrite the long run equilibrium equatiorf@d®ws:
RPGDP = 71.69331 - 0.0041FDI + 0.231430PPEN + 0.18289QN_INFR

- 3.6402471.N_HK - 0.45049.N_GOVS &E - 0.081303NF

The above equation shows that, in the long run, ®PE can be explained by foreign
direct investment, openness to trade, infrastrecttmuman capital, and inflation in
Ethiopia. The long run impact of FDI on real pepita GDP is found to be negative
implying that it has an adverse impact on realgagrita GDP in the long run. That is a
one percentage increase in FDI will lead to a 0.p8ktentage fall in real per capita

GDP.

Similar result has been found from other studiesval. For instance, Falki, (2009),
found a negative and insignificant relationship $tydying the effect of FDI on
economic growth in Pakistan. Akinlo (2004) alsarfid negative influence of FDI on
growth in Nigeria. He argued that FDI may influemgrewth negatively once there is an

evidence of the foreign investors transferring psofor other investment gains to their
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home country. Bende-Nabendetral. (2003) also found that FDI in some countries had

a negative relation with economic growth.

There are various explanations for a negative amite of FDI on growth. Carkovic and
Levine (2002) claim that FDI creates the crowding effect on domestic capital and
hence the effect of FDI on growth is either insiigpaint or negative. Agosin and Mayor
(2000) have found a strong crowding out effect bf kb Latin America, in their panel

data analysis for the period 1970-1996. They hageet that “the effects of FDI on
domestic investments are by no means always faloeatal simplistic policies towards

FDI are unlikely to be optimal.

Akinlo (2004) on the other hand argues that FDI mesglt in adverse impact on growth
if there is profit repatriation, i.e., if the profirom FDI is transferred to their home
countries. Another reason for this negative retethip could also be the level of human
capital in Ethiopia, which is very low. Borensneet al. (1998) argued that the
interaction of FDI and human capital has an impdredfect on economic growth, and
they suggest that countries may need a minimunshioid stock of human capital in

order to experience positive effects of FDI. Thésoasuggested that the differences in
the technological absorptive ability may explaie thariation in growth effects of FDI

across countries.

On the other hand, Blomstrom et al. (1994) repoat FDI exerts a positive effect on

economic growth, but that there seems to be ahblgdevel of income above which
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FDI has positive effect on economic growth and Welghich it does not. This was to
imply that only those countries that have reachedrtin income level can absorb new
technologies and benefit from technology diffusicemd thus benefit from the

advantages of FDI.

Exploring other elements that could explain therattion between FDI and growth, we
find the institutional development of Ethiopia, whiis lagging behind. Olofsdotter
(1998) submits that the beneficiary effects of RD# stronger in those countries with a
higher level of institutional capability. He theoeé emphasized the importance of

bureaucratic efficiency in enabling FDI effects.

Looking at the rest of the variables in our moaes, find that openness has a positive
and significant impact on real per capita GDP. Tikisxpected and is consistent with
previous results such as those Li and Liu (2004d idund a positive relationship

between trade openness and economic growth in Clhleaner (2000) also reported the
same result from Bolivia. This result indicates importance of variations in export
and import prices on per capita GDP growth. Themgations are a major source of
economic instability in less developed countriespegially in Ethiopia, where the

majority of export earnings is from primary commices.

Moreover, infrastructural development, which wagptaeed by the amount of yearly
electricity production, has a positive impact, ding also statistically significant. This

implies the importance of infrastructural developt&r economic growth. Inflation,
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which was used as a proxy for macroeconomic in#tals found to have an adverse
impact on per capita GDP and it is statisticallgngficant in explaining it. However,

human capital, which was proxied by expenditureeducation in this study, was found
to have a negative and significant relationshiphwgtowth. This is contrary to our

expectation as it is wrongly signed.

Short Run Relationships

Table 5.6 shows the results of the D (RPCGDP) emuat the error-correction model,
from which the short-run impact of FDI, opennessfrastructure, human capital,
inflation and government size on economic growtbalrper capita GDP) can be
analyzed.

Table 5.7 Short Run Coefficients

Dependant variable: D (RPCGDP)

Coefficient Standard Error t- value
Error correction
CointEq1l -0.745690 0.31760 -2.34786
D(FDI) 38.51231 21.6508 1.77879
D(OPPEN) -1.140929 0.37959 -3.00569
D(LN_INFR) 0.741122 0.33722 2.19773
D(LN_HK) -0.023897 0.01777 -1.34492
D(LN_GOVSIZE) -0.014055 0.03446 -0.40790
D(INF) 1.360043 0.70670 1.92451
DUM 8.864076 3.06215 2.89472
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The coefficient of the error correction term foe thquation is negative and significant as
expected. This tells us that there is a reasoratjlestment towards the long run steady
state. This guarantees that although the act@hlper capita GDP may temporarily
deviate from its long-run equilibrium value, it wdugradually converge to its
equilibrium. The error correction term of -0.74569®ws that about 74.5 percent of the
deviation of the actual real per capita GDP from aquilibrium value is eliminated

every year; hence, full adjustment would requipeaod of less than two years.

As can be seen from the above result in the sbartkDI is insignificant indicating that
it doesn’t have a major impact on real per capid¥CGn the short run. Openness to trade
has a negative and significant coefficient indiegtthat it has distortionary impact in
Ethiopia in the short run. On the other hand irfredure has a positive and significant
coefficient implying that it is directly related teal per capita GDP. The coefficients of
human capital, government size and inflation welso &ound to be statistically

insignificant.

When the error-correction model was estimated, mrdy variable was included in
order to capture the effect of liberalization cfde and the macroeconomic regime. The
positive and significant coefficient of dummy falpdralization suggests that the policy

liberalization positively affected real per cag@®P growth.
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Post estimation diagnostics

We have also tested for autocorrelation, normalitgl heteroscedasticity and the results
are reported in the Appendix. The LM test for dec@relation indicates that the model
is free from autocorrelation problem while Whitesttdor heteroscedasticity fails to
reject the null hypothesis of homoskedastic vaearin addition, the Jarque-Bera test

rejects the null hypothesis that the residualsraskivariate normal.

Impulse Response Functions and Variance Decompositi Analyses

Impulse Response Functions

Impulse response functions may supplement the shorainalysis because it shows us
the dynamic impact of changes or impulses in th#&abbkes in the model on real per
capita GDP, given the model is stable. In otherdspimpulse response functions could
tell us how real per capita GDP may respond, atvangtime, to a one standard
deviation innovation (impulse) generated from ahyhe variables in earlier times and
how that effect may be multiplied. We can see fribim figure below that a positive
shock in FDI results in a positive response of Bt a negative response of the real per
capita GDP for the whole forecast period. FDI resfsoto a shock in real per capita
GDP after the ¥ period. We can also see that a positive shoclkeah per capita GDP
leads to a positive response of real per capita &mPa negative response of FDI.

Figure Response of RPCGDP to FDI
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Accumulated Response to Cholesky One S.D. Innovations

Accumulated Response of FDIto FDI Accumulated Res ponse of FDI to RPGDP
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Variance Decomposition Analysis

Variance decomposition (VD) indicates the percemtagntribution of the different
shocks to the variance of the T-step ahead foremasts of the variables. Hence, the
variance decomposition will give us information abthe relative importance of each
random innovation (shocks) to the variables in model. Table 5.7 presents the
variance decomposition of RPCGDP since we are coadewith the contribution of

FDI to real per capita GDP.
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Table 5.8 Variance Decomposition of RPGDP

Period | S.E. FDI INF INFR LN_EDUC | LN_GOVSIZE | OPPEN RPGDP
1 0.414684 | 8.215163 | 2.138357 | 6.061350 | 36.39862 12.52053 2.825031 | 31.84095
4 1.540459 | 0.988320 | 2.000380 | 3.921545 | 51.24975 29.87223 1.014463 | 10.95331
8 2.632951 | 0.402440 | 1.824271 | 2.774986 | 55.90584 | 32.17157 0.451293 | 6.469603
12 3.456500 | 0.251165 | 1.737285 | 2.356531 | 57.46089 32.65891 0.314362 | 5.220856
16 4.132424 | 0.191677 | 1.678610 | 2.127471 | 58.23976 | 32.84920 0.257399 | 4.655885
20 4715519 | 0.159418 | 1.642297 | 2.003718 | 58.71339 32.89715 0.229154 | 4.354871

We can see on the above table that on the firdgbge3.21% of the forecast error

variance of real per capita GDP is explained by Bltlit dies out throughout the whole

forecast period. In the #0period only 0.15% of real per capita GDP is exmdi by

FDI. This implies that FDI doesn’t have a greatuafce on real per capita GDP.
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Chapter Six: Conclusion and Policy Implications

6.1 Conclusion

It was acknowledged in the literature that over ldst two decades, enormous efforts
have been made by developing countries to attometgn direct investment (FDI). FDI
is seen as vital ingredient for the globalizatidforts in the world economy. Due to
change in foreign policy and investment regime pef&irm era, the Ethiopian economy
has been experiencing a steady growth in FDI dupast few years. It is commonly
assumed that, by accelerating economic growth,igRldetermining feature in poverty
reduction. However, there is mixed empirical evitkerregarding the relationship

between FDI, growth and poverty reduction.

This study aimed at identifying the impact of fgmeidirect investment on poverty
reduction and whether there exists a causal rektip between FDI and economic
growth and poverty reduction in Ethiopia. The stwdas based on time serieatal

which were collected from secondary soureesl cover the period from 1970-2009. Co-
integration and Vector Error Correction approachase been applied for the growth
model. The study also made use of innovation adaugifvariance decomposition and

impulse response) in order to analyze the respoinssl per capita GDP to FDI.

Estimation results reveal that real per capita G&#ponds negatively to FDI in the long
run in Ethiopia. This may be a result of profit agpation of foreign firms, crowding out
of domestic investment because of FDI or low lesehuman capital in the country.
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However, in the short run, FDI was found to be gndicant in explaining real per
capita GDP. The finding also indicates that, in libreg run, openness to trade; which
implies thatincreasing trade openness is a useful tool for @min growth and poverty
reduction. In additioninfrastructure and government size contribute pesit to real

per capita GDP while inflation contributes negdive

The dynamic analysis of the short term Vector E€orrection Model showed that in
the short run FDI is insignificant in explainingatger capita GDP. Moreover, openness
to trade was found to contribute negatively to @&l capita GDP while infrastructure
contributes positively in the short run. It hascatonfirmed that policy liberalization
positively contributes to real per capita GDP giawihe error correction estimates gave
evidence that the Error-Correction Term is stai@ly significant and has a negative
sign, which confirms that there isn’t any problemtle long-run equilibrium relation.
The pair wise Granger causality test between far@gect investment and real per
capita GDP suggested that Granger causality ruesaay from real per capita GDP to

FDI and not the other way.

Results from the impulse response functions indatahat FDI responds positively to a
shock in itself but it responds negatively to ackhim real per capita GDP. In addition, a
positive shock in FDI results in a positive respoosFDI but a negative response of the
real per capita GDP for the whole forecast peridgttom the variance decomposition
analysis it was found that FDI contributes verffdito the forecast error variance of real

per capita GDP.
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6.2 Policy Implications

Openness to foreign investment is a strategy thanmany potential benefits for poverty
reduction. As has been pointed out, many countrde® indeed been able to reap many
of these benefits. However, currently FDI is cdniting negatively to poverty reduction

in Ethiopia. As a result, there are a number oicggamplications.

Care should be taken when attracting FDI to Etla@md it should be directed to more
productive sectors of the economy. Particulathgse investments should be able to
create jobs, develop local skilled labor and stateiind transfer new technologies. The
government should also provide incentives in otdeencourage foreign investments

into labor intensive and pro poor sectors.

The benefits from FDI tend to be maximized whereign investors operate in an even
and competitive environment. Exposure to effectteenpetition on an even playing
field is an important incentive for foreign and destic companies to upgrade their
management and technology. Existence of significaatket power may result in
reducing the incentives of foreign investors to riaye productivity and to exploit
consumers or workers in the markets. Free entryalgb encourage the establishment
of effective linkages between foreign investors dothestic buyers or suppliers so that

best practice can be diffused in the economy.

While a competitive and even environment createentives to upgrade productivity

throughout the economy, countries also need domesmtiors to be capable of
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responding to these incentives. Various studiegesighat higher quality of labor force
and infrastructure in a country helps exploit theteptial benefits from FDI

(Borenzstein, De Gregorio and Lee, 1998; Caves9;1Bfankov and Hoekman, 1998;
Mody and Wang, 1997). As a result measures shaubkadlen to improve education and

infrastructure in the country.

Finally, although the stated objectives in thisdgthhave been addressed, there are still
important areas for further research concerningiRthiopia. For instance, this study
is based on aggregate macro level data. Howessactaral analysis of FDI might give
us a clearer idea as to how the different sectespand to FDI in the country. In
addition, through industry level studies, one cardyg the existence of technological
spillovers and productivity gains from FDI. Othemportant areas are whether FDI

crowds-in domestic investment in Ethiopia and FBd &mployment in Ethiopia.
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Appendices

Appendix A: Time Series Plots

S0

300

200

100

bossoss .
1980 1985 2010

100

60

40

—— INF|

1280 1285 2000 2010

@

— INFR

1280 1083 1900 2000 2005 210

88



100

40

1970 1075 1280 1085 1220 19905 2000 2005 010

100

1970 1975 1880 1985 1990 2035 2000 2005 2010

1070 1980 1985 1550 1005 2000 2005 2010
5.0 RPGDP
40
30
20
1870 1673 1980 1985 1950 1995 2000 2005 2010

89



Appendix B: diagnostic tests

Stability Test

Root Modulus
1.000000 1.000000
1.000000 1.000000
1.000000 1.000000
1.000000 1.000000
1.000000 1.000000
1.000000 1.000000
0.620640 + 0.711331i 0.944026
0.620640 - 0.711331i 0.944026
-0.412417 + 0.624538i 0.748422
-0.412417 - 0.624538i 0.748422

-0.114913 - 0.709247i 0.718496
-0.114913 + 0.709247i 0.718496
0.130363 - 0.672167i 0.684692
0.130363 + 0.672167i 0.684692
-0.651535 - 0.207244i 0.683702
-0.651535 + 0.207244i 0.683702
0.534169 0.534169
0.285395 + 0.153967i 0.324278
0.285395 - 0.153967i 0.324278
-0.249894 0.249894
0.012468 0.012468

2. Test for Residual Autocorrelation

Null Hypothesis: no serial correlation at lag order h

Lags LM-Stat Prob
1 37.88883 0.8753
2 50.76467 0.4039

Probs from chi-square with 49 df.

3. Test for Residual Normality

Component  Jarque-Bera df Prob.
1 0.293533 2 0.8635
2 116.8192 2 0.0000
3 14.51470 2 0.0007
4 1.078872 2 0.5831
5 9.307060 2 0.0095
6 0.076012 2 0.9627
7 9.370951 2 0.0092
Joint 151.4603 14 0.0000
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4. Test for Residual Heteroskedasticity

No Cross Terms (only levels and squares)

Joint test:
Chi-sq df Prob.
878.0321 868 0.3990
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