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ABSTRACT

Although there is considerable evidence on the link between FDI and export in developing
countries, the causal relationship of these variables still remain an important question.
Significantly, there is an overall agreement that inward FDI has a positive effect on the host
country’s export performance. However, the results on this issue were inconclusive and
require more evidence. The Ethiopian case is more relevant to this topic because Ethiopia
consistently encouraged FDI inflows. The objective of this paper is to investigate the
remaining barriers of FDI and to examine the effects of inward FDI on Ethiopian export
performance from 1974 to 2006. The major hypothesis is that inward FDI has had a positive

impact on Ethiopian export performance.

The paper attempts to examine the possible effect of FDI and export in Ethiopian economy
with a focus on the relationship between FDI and host country exports. It has reviewed the
evolution of various FDI regimes and linked them with long term FDI performance and
exports. The empirical part of the paper examines the association between FDI and host
country exports. A cointegration analysis in a multivariate VAR model is applied for
causality test. The Johansen cointegration test procedure and error correction mechanism are
employed to capture the linkage between the variables interest. The results of the regression
analysis provide much support for the link between export and FDI in Ethiopia. It shows not
only a long run relationship between the variables but also the existence of causality in the
short run. Thus, it is an evidence for bi-directional causality between FDI and export. It also
indicates that FDI inflows have a significant and positive effect on the host country exports.
Hence, providing more incentives to export oriented foreign firms into a more strategic core

is a plausible means to stretch the positive linkage of FDI and export performance




CHAPTER ONE
INTRODUCTION

1.1 Background

Sub-Saharan Africa (SSA) countries are increasingly aware of the positive role that Foreign
Direct Investment (FDI) can play in promoting growth and development of their economies.’
FDI can help narrowing the capital and foreign exchange gaps, transferring technology and
business know-how, creating employment, broadening the tax base, and sharing risks
(ECA, 2006). The benefits of FDI can be particularly significant for the export sectors, as
transnational corporations help integrate developing countries into global economy through
launching new products, facilitating access to foreign markets, and building integrated
international production systems. At the same time, potential shortcomings of FDI are also
widely recognized. Frequently mentioned ones are imports of outdated technology,
exploitation of local labor, wage pressures, the lack of linkages with local communities, the use
of transfer pricing to avoid taxes, encouragement of corruption, damage to the environment,
and the creation of a culture of dependency (Ikiara, 2003; OECD, 2002; UNCTAD, 1999). A
key question is hence how the SSA countries can maximize the benefits of FDI, while

minimizing the risks.

For a number of years, research attempting to determine whether FDI inflows promote growth
in developing countries has led to inconclusive and sometimes controversial results. More
recent work has shed some light on this issue by linking FDI with competitiveness of the
economies into which FDI is being introduced, and in particular with trade and investment
openness. This line of research posits that a sufficient degree of competition in the host country

is needed to allow foreign investors to increase efficiency of existing activities and introduce

' FDI is defined as investment that is made to acquire a lasting management interest (usually at least
10 percent of the voting stock) in enterprise operating in a country other that of the investor (defined
according to the residency). It is the sum of equity capital, reinvestment of earnings, other long-term
capital, and short term capital as shown in the balance of payments.



new production techniques, thus enhancing productivity and positive spillovers. A related key
finding is that when FDI inflows are accompanied by increased trade, host countries tend to

accelerate their growth rates (Moran et al, 2005).2

While the motivating factors of FDI are complex and vary across sectors and firms, the driving
forces typically include political stability, prudent macroeconomic policies, high economic
growth, trade openness, liberal investment policies, and high quality of institutions. Among
institutions that matter, research points to a low level of bureaucracy and corruption, a sound
banking sector, and robust legal institutions as particularly important (Benassy-Quere et al,
2007; Campos and Kinoshita, 2003). SSA is no exception; conflicts and the accompanying
economic instability (including high inflation) have had damaging consequences for the
investment climate in the region. Distortions, inconsistent policies, and corruption have also
affected investment adversely (Rogoff and Reinhart, 2003). It is also well documented that
different factors determine “horizontal” and “vertical” FDI. Specifically, while “horizontal”
FDI is driven mainly by market access to developed or emerging economies, “vertical” FDI
reflects break-up of the production chain into segments, with the labor-intensive component
being located in developing countries with low labor costs. Because of the break-up of the
production process and the limited size of markets in developing countries, under the right
conditions “vertical” FDI increases trade and especially exports. This joint increase in FDI and

trade, in turn, results in higher growth in the host countries (Melitz, 2005).

So far the hopes that DI inflows to SSA would significantly increase and contribute to
sustainable growth and poverty alleviation have not materialized. Developed economies
continue to account for the majority of the world FDI flows — they are the main source of
outward FDI and receive about 70 per cent of total FDI inflows. This trend continues, as the

steady annual increases in global FDI inflows (27 percent in 2005 and 38 percent in 2006)

* The recent research linking FDI and trade builds on an earlier pioneering work by Bhagwati (1973),
Brecher and Diaz-Alejandro (1977), and others, who found that the nature of the trade regime in the
host country — export promoting vs. import substituting — is crucial in determining the growth-
enhancing effects of FDI. The available empirical studies as well as the Ethiopia’s experience indicate
that a country needs to be an active participant in the international markets in order to benefit from
FDI inflows.



were driven mainly by growth of inflows to developed countries (UNCATD, 2007 and
Table 1.1).

Nevertheless, the long-term geographical pattern of the FDI flows has been gradually
changing, with more inflows going to developing countries, especially in Asia (Figure 1). The
total inflows to developing countries reached their highest level ever in 2006 (3310 billion).
The aggregate numbers mask important differences though — at US$70 billion, the 2006 FDI
inflows to China were twice as large as those to the entire African continent ($36 billion) and
almost six times as large as those to SSA ($12 billion). The SSA share in total FDI inflows has
been constant over the long term at about only 1 percent. Still, the FDI flows to SSA countries
have increased notably during 1980 — 2006. This trend has been driven to some extent by
favorable commodity prices, but the improved investor perception together with policy and
regulatory reforms undertaken in many SSA countries also helped attract FDI to the region
(Table 1.1). As in other regions, increases of FDI to SSA also reflect a mix of globalization,
progress with capital account liberalization, and improved macroeconomic policies

(Dorsey et al, 2008).

Table 1.1: FDI Inflows by Host Regions, 1980 - 2006

1980 - 1989 | 1990 - 1999 [ 2000-2006 | | 2004 | 2005 | 2006

Average annual FDI inflows (billions of US dollars)
World 169 403 917 742 | 946 | 1306
Of which Developing countries ' 35 111 215 243 273 310
Of which Africa 4 6 20 18 30 36
SSA B 11 11 16 12,
Asia’ 16 72 155 170 | 209 | 259
China 3 31 59 61 72 69

Share in total world DI inflows (percent of world FDI)
Developing countries ' 21 28 23 33 29 24
Africa 2 2 2 2 3 3
SSA 1 1 2 1
Asia’ 10 18 17 23| 99| Ga
China ) 2 8 6 8 8 5

Contribution to total FDI growth (percent of previous period world FDI stock)

Total FDI growth 139 128 27 38
Developing countries ' 46 26 4 4

Source: UNCTAD’s World Investment Reports, 1991 - 2007(" Excludes transition economies of Central,

Eastern and Southeastern Europe, and CIS, ? East, South, South-East and West Asia.)




Africa as a whole and sub-Saharan Africa in particular, has been on the sideline of the FDI
boom. Starting from similar levels in the mid-1980s, annual FDI flows into sub-Saharan Africa
stagnated for a long time while the amounts received Asia, and in particular into East Asia,
expanded impressively from the 1990s onwards. Consequently, Africa’s share in FDI flows &
sub-Saharan Africa suggests that the region still follows other developing regions in FDI
performance and after 1990s has brought some optimism and a number of countries have been

put favorable conditions in attracting FDI (UNCTAD, 1999).

Figure 1: FDI Inflows to Developing and Transition Countries, 1991 — 2006 (Millions of US §)
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The level of FDI flows to SSA almost tripled since 2001 in comparison with the average
annual flows during 1991 — 2000. Moreover, when compared with the size of their economies
(GDP). many SSA countries attract comparable amounts of FDI as the group of South, East
and South-East Asian countries (Thomsen, 2005 and Figure 2).°> The longer-term trend has
been also positive — the FDI inflows increased from less than one percent of GDP in the first

half of the 1980s to almost 5 percent of GDP over 2000-06. Nevertheless, as in other regions,

* Within the group of Asian countries, the rapid development of South East Asia (South Korea,
Malaysia, Indonesia, and Thailand) is one of the best examples of positive impact of export-oriented
FDI on exports and economic growth. South East Asian countries possessed transportation and
communications infrastructures, sound legal and administrative capacities, relatively sophisticated
human resources, and access to broader markets in Asia (Dampier, 2006).



the FDI inflows to SSA have been heavily concentrated, with the top three SSA countries
(Nigeria, Chad and Equatorial Guinea — all oil exporters) having received more than 60 percent
of these flows in 2006. At the country level, Nigeria alone accounted for 45 percent of FDI
inflows to SSA that year (WIR, 2007). Still, FDI flows to some of the least developed countries
(LDCs), including Ethiopia, have increased in recent years as well, with investors seeking new

potential sources of natural resources and opportunities for profit in the service sector.

Figure 2 Inward FDI stocks in Asia and SSA, 1980 - 2005 (as percent of GDP)
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1.2 Statement of the Problem

The SSA countries face many challenges in accelerating their economic growth and
development. One crucial challenge lies in a lack of investment, including FDI. In the case of
Ethiopia. the government’s Agriculture Development Led Industrialization (ADLI) policy
identified the agricultural sector as one of the priority areas for attracting FDI, given Ethiopia’s
natural resource base and the dependence of the entire economy on agriculture.4 This goal is
also consistent with the objectives of creating employment, alleviating poverty and

diversifying export as specified by the Foreign Investment Advisory Service (FIAS, 2001).

* Over 85% of the population relies on this sector and it provides the bulk of export commodities.
Country’s exports consist mostly of primary commodities, with coffee alone accounting for a large
share of total foreign exchange earnings. This has made the country vulnerable to dynamic fluctuation
of world price for primary commodities. Trade deficit has thus remained a key feature of Ethiopian’s
external trade sector, due to the overall weak export performance.



However, the dependence on agriculture makes Ethiopia vulnerable to exogenous shocks, such
as terms of trade shocks and unexpected changes in weather conditions. Hence in addition
agriculture, the government strategy aims at attracting FDI into other sectors and thus
diversifying the country’s production and export base. Efforts to improve environment for FDI
are reflected in Ethiopia’s higher ranking at the UNCTAD’s FDI performance index. The
Ethiopia’s position has improved from 99 in 1990 to being consistently ranked among top 50

from 2002 onward.

1.3 Objectives of the Study

There is a wide consensus among economists that good institutions will not only help attract
FDI inflow but also positively influence country’s development through promotion of
investment in general, through reducing uncertainty, and increasing the expected rates of
return. Accordingly, the investment and export procedures, rules, regulations, and laws are
simplified, with trade liberalization being one of the important FDI determinants, especially in

low income countries.

This study aims at identifying the Ethiopia’s vital remaining barriers to FDI inflows and the
role of FDI in promoting the host country’s exports. The related issue is what measures the
Ethiopian policy makers can adopt to mitigate them. In summary, the key problems that this

paper aims to address are:

® (i) Identifying areas where enhancing a regulatory and institutional framework would
lead to higher FDI inflows to Ethiopia as well as increasing country’s exports
 (ii) Identifying linkages between export and FDI in Ethiopia

e (i) Drawing implications for policy measures and further research.

1.4 Significance of the Study

The study posits that FDI is a powerful too] of export promotion because MNCs through which

most I'DI is under taken have well estabfished contacts and up to date information about



foreign markets. Thus, it is important to examine empirically the main effects and determinants
of FDI flows to Ethiopia. The Ethiopian case may serve as an example of how FDI promotes

export in developing countries in general, and African and Sub-Saharan counties in particular.
1.5 The Hypothesis

This paper carries out a causality test for the inward FDI to Ethiopia and the country’s exports
during 1974-2006. Based on the previous sections and results from earlier empirical studies,
the hypothesis that FDI inflows have had a positive impact on Ethiopia’s export performance is
formed. The FDI effects arise because foreign capital flows may incorporate different
competitive advantages, such as superior knowledge and technology and thus, higher

productivity, or better information about export markets.
1.6 Scopes and Limitation of the Study

This study mainly devotes itself to the assessment of the effects of inward FDI on exports
using the Johansen causality analysis in the context of Ethiopia since 1974s. The analysis is
performed on the annual data, due to difficulties in finding more detailed FDI data. To my

knowledge, no comprehensive study on this important topic has been undertaken so far.
1.7 Methods and Data Source

In addition to the empirical analysis of the impact of FDI on exports using Johansen causality
tests using annual time series data, this study also employs descriptive analysis and case
studies. For the econometric analysis, PC Give econometric software package is being used on
secondary data. The secondary data used in this study were collected from the National Bank
of Ethiopia (NBE), Ethiopian Investment Authority (EIA), various annual publications of the
International Monetary Fund (IMF CD-Room), and the World Bank; UNCTAD Investment
Report (CD-Room). The case studies draw on direct questing of investors to obtains insights

regarding their decisions for investing in Ethiopia as well as their experience with Ethiopian’



nvestment environment. In this regard, the study makes an important contribution to

understand the motivatives and behavior of foreign investors in Ethiopia.

1.8 Outline of the Study

The rest of the study is organized as follows: Extending the Introduction, Chapter 2 describes
in further detail institutional environment, FDI and export performance in Ethiopia. Similarly,
Chapter 3 reviews in further detail literature on FDI and export relations. Chapter 4 is devoted
to model specification, while Chapter 5 carries out the empirical estimation of FDI impact on
export. The final chapter draws conclusion and provides policy recommendations. [The

appendices contain a detailed description of the survey questions. |



CHAPTER TWO
OVERVIEW OF ETHIOPIA’S FDI AND EXPORTS PERFORMANCE

UNDER TWO REGIMES

2.1 Overview of Ethiopia’s FDI

FDI inflows to Ethiopia can be evaluated under two regimes: (i) the Derg regime during
1974 - 1991, and (ii) the post-Derg regime covering the period from 1991 until today. During
1950s, 1960s, and early 1970s, the Imperial government pursued market-based policies and
strived to modernize the country through expansion of schools and health facilities, adoption of
the first constitution, infrastructural development, and introducing medium term planning.
Even though the regime enacted FDI legislation and implemented policies to encourage foreign
investment, attempts to develop private sector and attract significant FDI amounts ended with

the change of government in 1974
2.1.1 The Derg Regime during 1974 - 1991

When the Derg regime came to power, the economic policy was guided by the plan rather than
the market (Geda and Degefe, 2002). Accordingly, the private property was suppressed with

nationalization of land, houses, manufacturing firms, and financial organizations.

The Joint Venture Proclamation No 235/1983 signaled Ethiopia's renewed interest in attracting
foreign capital. It offered incentives such as five-year income tax exemptions on new projects,
import and export duty relief, tariff protection, and right of repatriation of profits and capital.
However, foreign holdings were limited to 49 percent and the duration of the investment could

not exceed twenty-five years. The government also reserved its right to purchase all shares in

’ Proclamation No 242 of 1966 allowed foreigners to establish and operate private companies in
Ethiopia in the same way as Ethiopian nationals. However, foreigners were prohibited from owning
land and investing into state enterprise owned and operated by the Imperial Government (i.e. in
strategic industries such as air transport, electricity, communication).

9



proclamation failed to attract foreign investment. Moreover, foreigners were not willing to

invest in a country with history of nationalizing foreign companies without adequately

compensating them (Figure 3).
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2.1.2 The post-Derg Regime since 1991 until today

As Figure

inflows during the last decade (from average of $2 million annually during 1991-95 to average
of almost $300 million during 2001 -06), and its performance compares favorably with those of
similar SSA countries. This recent increase has allowed narrowing the country’s gap vs. other
SSA countries in FDI stock (Figure 4).6 Regarding sources of recent FDI inflows, they have

been about equally split between developed and developing countries, with Asia playing major

role.

A

® Still, the recent FDI inflows to Ethiopia look less impressive if measures in terms of population,
underscoring the low living standards and importance of maintaining high GDP growth.

10
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Figure 4: FDI inflows and stocks in selected SSA countries, 2001 - 2005 (as percent of GDP)
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Unlike FDI, Ethiopian exports remain low, and Ethiopia’s recent impressive GDP growth can
hardly be described as “export-driven”. The slow moving growth of the Ethiopian economy
was partly due to stagnation in the export sector that heavily depends on the agriculture sector.
The population relies on this sector and it provides the bulk of export commodities. Moreover,

exports continue to be driven by primary commodities which gravitated the country’s terms of

trade downward continuously.

Table 2.1 Ethiopia: FDI and Exports, 1991 - 2006

ﬁ o 1991 -95 | 1996 00 | 2001 - 06 2004 2005 2006
FDI (average annual inflows, min of $) 2 152 282 545 221 364
FDI (average annual flows, % of GDP) 0 2 4 5 Q 3 |
FDI stock (% of GDP) 2 15 24 24 24
Memorandum items
Exports (annual average, min of §) 220 490 637| | 601 847 | 1,000

of which flowers (min $) 0 0 5 0 7.8 21.8

Source: UNCTAD Reports, 1997 - 2007 and IMF country reports, 1998 - 2007.

11



Figure 5: FDI and Exports of Goods in Ethiopia, 1993 — 2006 (as percent of GDP)

8 A

Exports of goods

Source: UNCTAD Reports, and IMF country reports, 2007,

In spite of the increase in the last decade (from average of $2 million annually during 1991-95
to average of almost $300 million during 2001-06), the annual FDI inflows to Ethiopia remain
low both relative to the size of the economy (especfally if measured in terms of population) ang
some other comparable East African countries, most notably Uganda and Tanzania. Similarly,
Ethiopian exports are low, and Ethiopia’s recent impressive GDP growth can hardly be
described as “export-driven” (Table 2.1 and Figure 3). The correlation between exports and
FDI also appears to be weak. Moreover, exports continue to be driven by primary commodities
(coffee). Without diversification of production and exports, Ethiopia will therefore remain
vulnerable to terms of trade shocks in the years ahead. Still, “pockets of success” in several
sectors have recently appeared, with the booming flower industry providing one example of
FDI that has led to diversification, higher value added generated in Ethiopia, and increased

exports. '

” The manufacturing, trade and flower sub-sector will therefore be examined through a case study.

12



2.2 Ethiopia’s Institutional Framework and Environment for FDI

The current Ethiopian Government, which came power in 1991 following military overthrown
of the Derg regime, has introduced a number of initiatives to encourage FDI inflows. The key
objective was creating conducive investment climate, with transparent legal framework that

would support private sector development.

2.2.1 Institutional Framework

Shortly after coming to power, the Transitional Government of Ethiopia (TGE) strived to
remove redundant bureaucratic procedures of investment and encouraged a wider participation
of foreign private capital in the economy.® Towards these goals, the government established the
Ethiopian Investment Authority (EIA) immediately in 1992, and the creation of the Ethiopian
Privatization Agency (EPA) followed in 1994. Both agencies are accountable to the Ministry
of Trade and Industry, administered by the Board of Directors, and ran by General Managers.
The main purpose of establishing these agencies, which still exist today, was promoting private

sector development in Ethiopia.

More specifically, the main purpose of establishing the EIA in 1992 was to create “’one shop’’
agency and provide prompt services to potential and actual foreign investors in Ethiopia, but at
the same time also ensure that the FDI inflows meet the country’s regulatory requirements (all
foreign investment applications needs to be approved by the EIA). Specifically the EIA has
been responsible for processing all investment applications i.e. approving or rejecting them. It
has been also issuing investment permits to approved investors, granting investment incentives
in accordance with the law, and the following on implementation. Other functions of EIA
related to the existing foreign enterprises include providing registration services to newly
incorporated businesses, approving expatriate jobs and issuing work permits to foreign

employees, regulating and registering technology transfer agreements between local companies



and foreign suppliers, registering export-oriented non-equity based foreign enterprises, and
facilitating acquisition of land by foreign investors. Finally, the EIA is responsible for
*outreach’ activities such as disseminating information about investment opportunities in
Ethiopia advice on the availability of joint-venture partners as requested, and carry out

promotional activities( exhibitions, conferences, etc.)

Another significance step in the promotion of FDI occurred in 1994 with establishment of the
Ethiopian Privatization Agency (EPA), under the proclamation No 87/1994, which has been in
charge of privatization and restitution. The relevant ministries, in particular the Ministry of
Trade and Industry, sector ministries, the ministry of Foreign Affairs and institutions dealing
with taxation are also involved in stimulating FDI as part of the privatization process.
Moreover, the regional investment promotion agencies strive to encourage FDI into their
region. Since the outset, in addition to the private sector promotion and reducing the role of the
government in the economy, an important strategic objective of EPA has been generating

revenues for the fiscal budget.

2.2.2 Legal Environment

The first legal measure of the TGE pertaining directly to FDI was adoption of the investment
proclamation 15/1992, which was merged two existing investment laws (Decree No. 17/1990
and Joint Venture Proclamation No. 11/1989). Investment incentives provided under the 1992
proclamation were restricted to agriculture, manufacturing and natural resources. Activities
still closed to foreign participation include a number of services, small-scale manufacturing
and sectors considering to be of national interest (those being reserved for state ownership).
Changes introduced in the Proclamation No. 37/1996 (i) included opening additional sectors
such as health education, tourism and consulting services for FDI; (i) modifying the
requirements for minimum capital; (iii) removing foreign deposit requirements; and (iv)
exempting all small-scale investment from customs duties. The Proclamation No.116/1998
relaxed prohibition on investing in strategic industries and allowed private investors in
government joint investment like telecommunications and defense. It also opened up

hydropower generation to foreign investors (Tadesse, 2001).
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The Ethiopian government continues to provide numerous incentives to attract FDI into the
country. Currently, these incentives focus on tax regime and include duty free imports of all
capital goods, duty free imports of raw materials for production of exports destined products,
export custom duty exemptions, tax holidays ranging from 1-5 years, loss-carry forward
provision, and incentives to conduct research and development. In addition, Ethiopia has
concluded twenty bilateral investment treaties, of which eight with OECD member countries.
Policies to enhance transparency have also been put in place, as the Government has been

publishing its investment regulations as well as the list of restricted sectors (OECD, 2005).

The generous incentive system notwithstanding, the Ethiopian regulatory regime has been at
the same time imposing various restrictions on FDI. Among these, prohibition of land
ownership for purposes of FDI is among the most severe deterrents to foreign investors. Sect-
oral restrictions are also still very limiting. The financial services provide a notable example of
a sector which is typically not deemed of strategic importance, but so far the access had been
completely reserved for the Ethiopian government and nationals (OCED, 2005). Moreover,
Ethiopia has not so yet accepted the obligations of the Article VIII of the IMF’s Article of
Agreement, which requires countries to remove restrictions on payments and transfers for the

current transactions and to adopt multilateral payment system.

2.3 Overall institutional barriers of business entry and exit in Ethiopia

Since 1992 Ethiopia has gradually shifted from having a closed and state controlled economy
towards an open and market-oriented one. Successive amendments to the National Investment
Code have reduced the number of industries that are closed to foreign investors. FDI is now, in
principle, welcome in most sectors. Activities still closed to foreign participation include a
number of services, small-scale manufacturing and sectors considered to be of national interest.
To facilitate private investment, both domestic and foreign, and to provide a one-stop-shop for

investors, the government established Ethiopian Investment Commission (EIC) in 2003.
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Today, foreign companies interested to invest in Ethiopia are required to obtain prior approval
from the EIC. According to the Investment Code a minimum amount of investment is required,
in cash or in kind, from foreign investors who do not commit to reinvest their profit or
dividend, or export at least 75% of their production. A wholly foreign-owned company 1S
requested to allocate an initial capital of to USD 100,000 except in consultancy services and
publishing, where USD 50,000 is required. For joint venture with domestic entrepreneurs the
minimum entry capital is USD 60, 000 and USD 25,000 respectively. A further requirement
stipulates that Ethiopian partners must hold more than 27% of the equity in a joint venture.
Sectoral limitations to FDI the sectors exclusively reserved for the Government and
Commercial banking and insurance companies remain exclusively reserved for Ethiopian

nationals.

In order to understand Ethiopia in a comparative perspective, this section compares Ethiopia’s
business environment with the selected neighboring countries, SSA countries, and
industrialized economies (OECD). The World Bank’s doing business indicators offer
quantitative assessment of the quality of business regulation for 178 countries around the
world. While facing their own limitations, these indicators are most often used to measure
government regulations, enforcement and their effect on businesses. In Doing Business 2007,
business regulations are assessed by eleven sets of business environment indicators as World
Bank Doing Business Data. These are starting a business, dealing with licenses, employing
workers, registering property, getting credit, protecting investors, paying taxes, trading across

borders, enforcing contracts and closing a business.

The table below shows the evaluation of doing business in Ethiopia with the comparison of
selected neighboring countries with respect to the World Bank doing businesses indicators.
Some indicators like starting a business, hiring and firing workers, protecting investors, and
closing the business are ranked as lower. It also indicated in the areas such as doing business,
dealing with licenses, registering property, paying taxes, enforcing contracts and getting credit
are also found lesser rank which constitute still the existence of constraints of doing businesses
in Ethiopia. The overall easiness of doing businesses in Ethiopia placed 99" out of 178

countries in 2007. However, when we compare Ethiopia’s performance with other Sub-Sahara
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Africa countries such as, Uganda, Nigeria and Tanzania looks better for some indicators.
Kenya was found superior for most indicators (Table 2.2) in easiness doing business than

Ethiopia as per World Bank doing business indicators.

Table 2.2 World Bank doing business ranking—Selected ‘SSA’ countries (Out of 178 countries)

Kenya Uganda Tanzania Nigeria Ethiopia
Indicators 2007 2007 2007 2007 2007
RANK RANK RANK RANK RANK
Doing Business 82 116 129 108 99
Starting a Business 115 109 101 80 103
Dealing with Licenses 15 79 168 161 60
Employing Workers 66 10 150 30 89
Registering Property 112 161 156 173 145
Getting Credit 32 156 111 84 94
Protecting Investors 81 120 81 51 105
Paying Taxes 156 49 98 107 33
Trading Across Borders 147 162 90 138 149
Enforcing Contracts 105 148 34 93 a7
Closing a Business 74 48 107 89 70

Source: Doing Business data (http://www.doingbudiness.org).

Starting business  (paid mini. Capital); Registering property  (procedure); Getting credit
access (Credit information index); Trading Across Borders (Time for export ), duration of
enforcing contracts; closing a business (recovery rate); paying profit tax; cost of import are
some of the World Bank Doing Business indicators measure found at low level compared with

the regional (SSA) and the OECD average (Table 2.3) .

17



Table 2:3 Summaries of barriers of doing business in Ethiopia comparison with SSA and OECD

Indicator Ethiopia SSA OECD

Starting business (paid mini. Capital) 960 188.8 32:5
Registering property (procedure) 213 7 4.9
Getting credit access (Credit information index) 2 13 4.8
Profit tax (%) 26.8 21.4 20.0
Time for export (days) 46 35.6 9.8
Cost of import (US $/ container) 2793 1985.9 986.1
Enforcing contract Duration (days) 690 643.0 443.3
Closing Recovery rate (Cents on the dollar) 33.1 17.1 74.1

Source: Doing Business data (http://www.doingbudiness.org.

The above summaries of World Bank doing business indicators (See Appendix 2) are an
additional evidence for our investigation as Ethiopia’s vital remaining barriers to FDI inflows
into the country (i.e; prohibition of land access, sectoral restriction, etc,) and consistence with
that of Aidis et al, (2007) the general findings of the doing business series indicate that

businesses face greatest regulatory obstacles in low income countries.

2.4 Export Performance

The trend of the World value of goods exported has been growing from $1,946.84 to $10,407.7
billion through the period 1980-2005 and it reaches 12,030.9 billion in 2006. During the period
under consideration, developed economies have a lion share from the total world value of
goods export. Whereas, the developing economies and Africa still have a lower export share
value of goods from the total world export. African export has been growing from $91.74 to
$255.74 billion through the period 1980-2005 and it lifts up $291.12 billion in 2006. The share
of African export was not more than 3% since 1990 and annual average growth rate of export
reaches 13.8% in 2006. (IMF, 2007) Average annual flows export of Ethiopian has been

growing in terms of value of goods and its contribution to GDP. The five yeas average trend of
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export was $200 million dollar in 1986-1990, $220 million dollar in 1991-1995, $490 million
dollar in 1996-2000, $637 million dollar in 2001-2006.

Table 2.4 Ethiopian export to GDP ratio dynamics

1986- 1991 - | 1996 - | 2001 -
90 95 00 06 2004 2005 2006
Exports (annual average, min of §) 200 220 490 637 601 847 1,000
Average annual flows Export, % of GDP 0.01 0.01 0.03 0.07 0.06 0.07 0.08

Source: Authors computation

As one can observe from the above table 2.4 annual average value of export has been growing
from 200 million US$ in 1986-90 to 637 million US$ in 2001 - 2006 and its share of GDP raise
from one percent in 1986-90 to seven percent in 2001- 2006. The annual average value of

export and its contribution to GDP was improved since 1991.

2.4.1 Export Promotion Efforts in Ethiopia

The foreign trade sector was governed by a relatively free market oriented policies with the
private sector (mainly foreign capital) occupying the lion's share in both export and import
activities before 1975. Although import substitution was the dominant trade strategy of the
country, the concern over export diversification, at least explicitly, efforts were exerted to
promote exports and diversify the entire export commodities during Imperial Government of
Ethiopia (IGE). Incentives like profit income tax holidays, export trade licensing
simplification, restructuring and strengthening of chamber of commerce, and others were
offered for investors who engage themselves in the production of non traditional export items.
Also during the period of 1975-1991 the export objective the Derg Regime was to orient the
country’s export structure towards manufactured products from the primary exports of
agriculture products and expand substantially the country’s foreign exchange earning. By
emphasizing the role of state owned export companies, geographic diversification of exports
towards the markets of socialist countries and neighboring African countries as well as

diversifications towards manufactured products were the agendas of the perspective plan.
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However, the Ethiopian export products remain undiversified and were concentrated on very

few primary products in both regimes (Derrese, 2001 and Berhanu, 2004).

In 1991 the Transitional Government of Ethiopia (TGE) undertook Structural Adjustment
Program (SAP) and liberalization under the auspicious of the IMF and the World Bank to
address the internal and external imbalances of the economy. In particular, trade policy reform
was undertaken, which aimed at promoting exports through diversifying the country’s
commodity exports. These measures included devaluation of Ethiopian birr, tariff reduction,
and simplification of import and export licensing system, preferential interest rate and others
(Berhanu, 2004 and Geda, 2005). As a result of these trade policy reforms, a decrease in the
anti-export-bias incentive structure and an increase in export volume and earning were

realized.

2.4.2 Composition and Direction of Ethiopian Exports

Like most developing countries, a large proportion of the country’s total exports consist of
traditional agricultural exports which constitutes more than 95% of the total foreign exchange
earnings. Of the total export earnings (table 2.5), coffee alone accounted for more than 61% in
1980, and 36% in 2006. This clearly indicates that the dependency on a single product for
foreign exchange earnings making the country much more vulnerable to the effects of a
monoculture export profile. Despite attempts made to diversify the export mix towards the end
of the Derge regime, a single new major export product has not been developed since 1991

(Derrese, 2001).
A country’s export structure is a mirror image of its production structure. The country

continues to export the same primary commodities which are dominated by coffee as it has

been doing decades ago. This confirms the lack of structural transformation of the economy.
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Table 2.5 Percentage Composition of Ethiopian Exports (Percent of Total), 1980-2006

1980 1990 2000 2001 2002 2003 2004 2005 2006

Commodity
Coffee 61.58 46.92 3931 36.07 34.24 37.2 41.13 35.42 35.78
Hides and skin 10.89 16.12 16.39 12.28 10.82 7.3 8.1 7.5 7.54
Oil seeds 3133 0.63 6.97 T.2] 9.55 13.8 12.6 21.13 15.82
Pulses 2.78 275 1.88 7.28 4.13 3.8 4.4 3.70 5.92
Chat 2.62 3.57 13.2 10.833 12.02 14.7 12.2 8.90 7.81
Fruits & Veg 0.43 2.10 1.18 2.07 1.98 2.1 2.0 1.32 1.36
Meat & Meat P 0.74 0.18 037 024 0.50 13 1.8 1.85 130
Others 17.63 27.73 20.7 24.02 26.76 19.8 17.77 20.18 24 47

Source: NBE, Quarterly Bulletin (various issues)

As shown in table 2.5, coffee remains the dominant export crop. The oil seeds are also has
highest percentage share from the composition of Ethiopian exports ‘What is more concerning
is that the share of hides and skins, the major manufactured export commodity, is showing a
declining trend. The rise in the share of Chat, now it becomes the major export earning

commodity of the country (Geda, 2005)

Another structural rigidity is shown in the destination of export commodities. For decades
Europe remains Ethiopia’s major trading partner, accounting for nearly half of its export.
Germany, Italy, France, Belgium and United Kingdom are the major importing countries with
a higher share of over of the exports to this region. Outside Europe, however, there is an
indication of a shift from American to Asian markets like China and India becomes the higher
trade partner. Export share to America (both North and Latin America) has been consistently
declining, while the opposite has been taking place to Asia. But within Asia itself there is little
diversification. Japan, China, India and Saudi Arabia alone account higher share from the total

Export to the Asian market. (UNCTAD, 2002)

The lack of diversification, both in the type of commodity export and direction of external
trade, for nearly half a century is evidence of the absence of structural change in production,
where still traditional mode of production in agriculture remains predominant. Even

today, Ethiopia heavily depends on agriculture for its foreign exchange earning. Ethiopia not
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only failed to exploit its comparative advantage arising from its geographic proximity to the
African market (relatively less cost of freight/ transportation, communication, etc.), but also

has withdrawn from one of the richest markets in the world, the USA as Berhanu et al (2002).

Table 2.6 The Selected Direction of Ethiopian Exports (Percentage of Total)

89-
Country 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2005
DJIBOUTI 0.08 | 008 | 007 | 0.10 | 010 | 055 | 005 | 0.10 004 | 006 | 4.8%
BELGIUM 0.02 | 004 | 004 | 0.04 | 0.04 | 000 | 0.01 | 0.01 003 | 003 | 26%
FRANCE 0.03 | 003 | 0.03 | 005 | 003 | 0.12 | 0.01 | 0.01 002 | 002 | 28%
GERMANY 030 | 021 | 025 | 020 | 020 | 0.03 | 0.04 | 0.05 012 | 013 | 93%
ITALY 0.07 | 0.08 | 0.08 | 0.07 | 0.07 | 0.07 | 0.04 | 0.03 0.06 | 0.05 | 8.5%

NETHERLANDS 0.01 0.01 0.02 0.02 0.02 0.00 | 0.00 0.00 0.03 0.04 2. 7%

U.KINGDOM 0.03 0.03 0.02 | 0.03 0.02 005 [ 0.02 0.01 0.04 0.03 4.4 %

USA 0.06 0.11 0.09 0.05 0.04 0.02 0.01 0.02 0.06 0.05 9.4 %
China 0.00 0.00 0.00 0.00 0.00 0.01 0.0] 0.00 0.02 0.10 7.5 %
INDIA 0.00 0.00 0.00 0.00 0.02 0.04 | 0.01 0.01 0.01 0.01 4.8%

JAPAN 0.12 0.11 0.10 0.14 0.12 0.00 | 0.03 0.04 0.10 0.07 7.3%
SAUDI ARABIA 0.11 0.09 0.09 0.13 0.08 0.00 | 0.03 0.03 0.06 0.06 12.5%
YEMEN 0.01 0.01 0.01 0.02 0.01 0.17 | 0.01 0.01 0.02 0.02 2.9%
Others 0.13 0.15 0.16 0.23 0.18 022 | 0.24 0.18 0.26 0.26 20.5%

Source: NBE, Quarterly Bulletin (various issues) author Computation

Table 2.6 depicts that the main markets for Ethiopian exports were Germany, U.S.A, Japan,
Saudi Arabia, Djibouti and Italy accounting for about 9.3 percent, 9.4 percent, 7.3 percent, 12.5
percent, 4.8 percent and 8.5 percent respectively on the average during the period.1989-2005.
(Appendix VI) This indicates that the bulk of Ethiopia's exports are to industrialized countries
(Germany, the United States, Italy, France, the UK., Japan, and Saudi Arabia. The share of
African countries, especially Djibouti, is also increasing. Table 2.6 shows the need to increase
and diversify the destination of exports so as to avoid overdependence on a few countries

(Geda, 2005).

To sum up, the governments that ruled the country for the last four decades have implemented
different trade policies. The policy adopted in the pre-1991/92 period used a prolonged over
valuation of the Birr, high tariff rates, extensive foreign exchange control, heavy taxation on

exports that was characterized by strongly inward oriented development strategy. This had a
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negative impact on export profitability and competitiveness. Whereas the current government
that came to power in 1991/92 has undertaken trade policy reforms, which aimed at promoting
exports through diversification of the country’s commodity exports. Despite the policy
reforms, however, there is still a bias against exports that calls for active government

intervention to create conducive atmosphere for effective export performance (Debel, 2002).

Also, it is observed that the export structure of Ethiopia has been characterized by greater
concentration on few traditional exports such as coffee, hides and skins and oilseeds and pulses
for the last 33 years. There were few investments found in growing export crops, tanneries and
leather products, cotton garments, cut flowers and marble. The major reasons for low attraction
of investment to the export sector are related to the country’s limited competitiveness, poor
infrastructure facilities and the restricted access to external markets. This indicates that export-
oriented FDI inflows have been limited so far (Berhanu, 2004).

Similar to the commodity structure, the sectoral structure of Ethiopian’s export is concentrated
on primary agricultural products. The higher share of the total merchandise export is accounted
by agriculture sector and the manufacturing sector has still a lower share. However, foreign
investors have desires to export manufacturing items including beer, soft drinks, soap,
incandescent and fluorescent lamps, tumblers, beach sandal and slipper, tanned hides and skin,
processed leather, human and degeneracy medicines and drugs, assembled computers,
galvanized corrugated iron sheet, tube and pipes, plastic packaging, plastic products and tire.
Some products were entirely targeted towards export. In the majority of cases export-oriented
industries supply a considerable percentage of their product to internal market as well. Despite
targeting a certain part of their products to the export market, these industries are highly
import-intensive and about 87 percent of their raw materials demand was met from imports.
(DTIS 2004)
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2.5 THE SURVEY SCOPE AND RESULT
2.5.1 SCOPE OF THE SURVEY

The survey covered firms operating in the Ethiopian, UNCTAD (2005) identified 17 largest
(Appendix IV) affiliates of TNCs in Ethiopia from which I took a random sample of 5, which
consists of manufacturing sector and motor trade and flower firms. The questionnaire used was
structured along the lines of the World Bank and Ugandan Investment Authority 1994 surveys
expecting both countries are striving for higher FDI and have almost the same proximity for

investors. Box 1 gives background of two companies.

Box 1. Ethiopia: Selected Foreign Firms in Manufacturing and Flower sub-sector

1. MATADOR - Addis Tyre is a joint venture between the Matador Group (based in Slovakia) and
the former Addis Tyre Share Company (based in Ethiopia).

Matador is a leading European tyre manufacturer, established in Bratislava in 1905. It controls a
vertically integrated group of companies known as “Matador Group” that are engaged in various
activities. Addis Tyre Share Company (ATC) was a sole tyre manufacturer in Ethiopia for the past 34
years, and it was state owned until July 2004. It produced exclusively for the Ethiopian market, where
it held a 35% market share.

In July 2004, Matador entered the JV with ATC with the contribution of technical-know-how,
machinery, working capital of USD 13, 899, 000, and export commitment. The ATC provided
machinery, vehicles and right of land use. The shareholding of Matador group is 61% and the
shareholding of the Privatization and Public Enterprises Supervising Authority (PPESA) is 39%. The
total registered capital of the Joint venture Company reached $22,785,000. The company has 790
employees the annual production capacity is up to 500,000 pieces of truck and passenger
radial tyres. The plant manufactures produces mainly for the African market. The enterprise
has a close contact with the Ethiopian government, which is one of its main shareholders.

2. Ethiopian Crown Cork and Can Manufacture Industry S.C.

The company has been operating for the last 35 years. It focuses on producing crown corks and cans
and supplying these products for beverage and pharmaceutical product factories.

It is partly owned by Crown Cork and Seal Inc. of USA, which holds and supply 60% of the world
market in crown corks and can and other packaging products has 25% share and the government of
Ethiopia has the reaming 75% share.

Source: www.matador-atc.com and interviews of staff of both companies.
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Moreover, the Flower sub-sector is incorporating in the survey since it is booming sector which
provide FDI that lead diversification and increased export. The rate of growth of the flower
industry in Ethiopia is incredible, and the country is bound to rank among the biggest exporters
in the Africa for cut flowers due to their ideal agro-climatic conditions, business-friendly
environment and strong government support. Ethiopia's proximity to European and West Asian
markets, its climate and overall conditions led floriculturist investors to operate in Ethiopia.
Specifically, investors from the Germany, India, Zimbabwe, Holland and Israel have secured

licenses for floricultural developments around the central region. (Danse et al, 2007)

Ethiopia was seeking investors in this sector through attractive investment packages of a five
year tax holiday, duty free machinery imports, and easy access to loans, as well as smooth
access to land. Consequently, the flower industry experienced a rapid growth, and Ethiopia is
among the biggest exporters in the world for cut flowers. There are about 5 in 2003 and
reaches 77 in 2007 flower farms in Ethiopia, of which 55 per cent owned by foreign investors.
This sub sector creates 70, 000 employment opportunities. Europe is major market for flower
from Ethiopia and countries like Japan, Russia and Middle East are additional markets for the

sector. Box 2 gives background of one flower firm.

Box 2: Maranque Plants PLC in Ethiopia

In 2007, Maranque flower farm Plants plc in Ethiopia has two greenhouses on 10.000 square meters. All
required infrastructure like water irrigation facilities, climate control equipment, a working hall with a cold
storage, & offices were established in the first year of the project.

The company further extending from 2 green houses to 11 and its total area is expanded from 30 to 70 ha in
2008. Now the main plot is 48 hectares big and it has a plot of 22 hectares where the firm started to grow
trees. This area is half flooded in the rainy season. The plant started to grow trees there to generate material to
improve the structure of the soil in the greenhouses. At this moment the flower farm employs 250 people,
mainly women. The women are working in the greenhouses. The company is providing training and English
lessons for his employees. It is extremely important that the highest environmental standards in using
chemicals and fertilizers are adhered. The company is aware of that and is busy obtaining the necessary
certificates In short; Maranque combines business with a social and environmental face.

source; www.maranqueplants com/index asp
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2.5.2 SURVEY FINDINGS

The government has made a lot of efforts in attracting investors through creating conducive
investment environment and investment policies, including the investment incentive as tax
exemption. Though investors maintain easy access to loans from local banks, they express
dissatisfaction with other aspects of the business environment. The most often quoted
challenges are poor infrastructure (water, telecommucation service), lack of raw materials and
other inputs, low quality of labor, and high taxes. Regarding government regulations, tax
regulations and procedures guiding land ownership were viewed as most constraining. In
addition, the survey included investors in the Flower sub-sector. The survey intended to
provide an example of successful FDI and export combination. Lack of trained manpower,
high cost and shortage of inputs (agrochemicals, lack of suitable packaging), tax regulation,

and infrastructure and land ownership were identified as major bottlenecks. (See annex 4)
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CHAPTER THREE

REVIEW OF LITERATURE

3.1 THEOETICAL DETERMINANTS OF FDI

There are a variety of theoretical models explaining FDI and a wide range of factors that can be
experimented within empirical studies in order to find the determinants of FDI. Different
theoretical approaches give different predictions about the relationship between FDI and
exports; and how FDI affects the host country export performance. The following different
approaches can be distinguished to explaining FDI as the location decision of multinational
enterprises (MNEs). These theoretical explanations of FDI flows and its relation with the host
country’s export can be traced by: (1) Neoclassical theory of FDI suggests that FDI is lies in
interest rate differentials between countries (2) The Market Imperfections Theory of FDI based
on where investing firms have superior knowledge that enables them to produce products that
will be preferred by consumers over local offerings; (3) The Product Life Cycle Theory of FDI
that argue technological capacity is a factor of multinationalization; (4) New Trade theory of
FDI which consists of the determinants of the Horizontal FDI model (Proximity Concentration
Hypothesis) & the Vertical FDI model, (Factor Proportions Hypothesis or the theory of
international fragmentation); and finally (5) The Eclectic Theory of FDI, which identifies
three broad conditions that are necessary before a firm will engage in direct investment These

are Ownership, Location and Internalization (OLI. Framework)

3.1.1 Neoclassical theory of FDI

The early neoclassical approach, MacDougal (1960), hypothesized that capital flows across
countries are governed by differential rates of return. The MacDougal model assumes perfect
competition, risk free capital movement, mobility in factors of production and no risk of
default. However, the portfolio approach to FDI, presented in reaction to The MacDougal
model, emphasizes not only return differential, but also risk (Iversen, 1935 and Tobin, 1958,
both cited in Agarwal, 1980)
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The theory of portfolio investment is one of the earliest explanations of FDI. The basis for this
explanation lies in interest rate differentials between countries. Capital, according to this
explanation, moves in response to changes in interest rate differentials between
countries/regions and multinational companies are simply viewed as arbitrager of capital from

countries where its return is low to countries where it is high.

This explanation, however, fails to account for the cross movements of capital between/across
countries. In practice, capital moves in both directions between countries (Harrison et al,

2000).

3.1.2 The Market Imperfections Theory of FDI

The real world is not perfect, and countries differ in the resources that are available for the
production of goods. Imperfect Market Theory discusses the conditions where factors of
production are somewhat immobile. There are costs and most often restrictions related to the

transfer of labour and other resources used in production.

Hymer (1960) was a pioneer in multinational firm theory from a radical perspective because of
his departure from such neoclassical views. Hymer argues that multinational firms arise due to
market imperfections. He identified four factors that cause the rise of multinational firms: 1)
market imperfections in the goods markets (e.g., special marketing skills); 2) market
imperfections in factor markets (advantages in raising capital, superiority of management or
special patents and general superiority in technology); 3) internal and external economies of
scale (the latter linked to vertical integration), and 4) governments’ interference with
production or trade. Through his elaboration of these market imperfections, Hymer has been
credited with raising the issue of control over overseas markets as an important aspect of
multinationalization. His theory explains why firms might have a vested interest in shifting

outside of their domestic boundary to produce in overseas markets.

This theory states that MNEs must own some particular advantage over domestic firms in the

host country. Given such an ownership advantage, it must be beneficial for the MNE to
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internalise it within the firm by means of FDIL, provided that the foreign country possess a
location advantage over the home country making FDI more profitable than exporting

(Hymer, 1976).

Hymer’s argument that local firms hold natural advantages over foreign investors has been
criticized by contemporary theorists, who argue that it is in fact foreign investors that often
have natural advantages over local firms because of their global access to capital, technology,
and management skills (Dicken 1994). Foreign investors also may have better ability to take
advantage of the economies of scale (Kindleberger 1969). These theories do not explain
sufficiently why certain operations are offshored while others are not. This gap was filled in
part by Vernon, who argues in his product cycle theory that technological capacity is a factor

of multinationalization.
3.1.3 The Product Life Cycle Theory of FDI (late 1960s)

Vernon (1966) developed the product cycle model of internationalization to explain the
sequence from domestic production of a new product to its export and then foreign production
by investigating the multinational companies in 1950s and early 1960s. There are four stages of
production including the stage of innovation, growth, maturity, and decline. Accordingly, the
first stage new products are developed in the home country and sales occur in the domestic
market. In the second stage, the MNE will start exporting to foreign markets where the
consumers have the same preferences and incomes as at home. In the third stage, and as the
foreign markets grow, firms might establish a subsidiary abroad to produce their products close
to their destination markets. When the production in foreign countries rises, the MNE’s exports
to those markets will fall, and so will exports to the third country markets. Finally, in the fourth
stage, as foreign firms master the production processes and as their costs fall with the increased
scale of production, they might begin to produce and export their products to the home country.
This developmental sequence indicates that foreign production may substitute for export from

the home country and even create import of the same product at a later stage

Tetto (2004) summarized the product life theory as in the early stage of the life of a product,

production of the good usually takes place in the country where it was invested and initial
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access to facing markets is by means of export. However, in the long run as the competing
products emerge the firm may decide to move towards location where it finds lower costs of
production along with new markets. In addition, the firms may also be attracted to new
locations due to economies of scale that might result from allocating component products and

assembly to different plants.

Johnson (2006) describes how a change in the location of production generates an outflow of
FDI from the higher to low income countries and thereby replacing export flows. And Hansen
(1998) suggested that the location of production will be determined by the relative factor cost

of production in different phases of the product cycle.

Vernon (1966) introduced a location dimension to the product life cycle theory. This
contribution made it possible to describe the relationship between exports and FDI on the
aggregate level. To Vernon, the location of production was determined by the product life
cycle, and, eventually, increased competition would result in foreign production as a substitute
for exports from the home country in order to reduce production costs. The model describes
how a change in the location of production generates an outflow of FDI from the home country

to low income countries and thereby replacing export flows.

Thus, the product life cycle theory of FDI takes into account both ownership and location-
specification factors in explaining FDI, and it takes into account changes over time. However,
while the theory predicts the sequence of events, it does not analyze the rate of change or the
time involved in each stage. Also, multinational activities are no longer restricted to offshore
production by firms taking advantage of low production costs in developing economies. Firms
have developed overseas production facilities in developed countries. As a result, product cycle

theory has become increasingly inadequate in explaining multinational activities in general.
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3.1.4 New Trade Theory of FDI

The new trade theory emerging during the early 1980s generated more realistic general
equilibrium trade models which could handle increasing returns to scale, imperfect competition
and differentiated products. These models are based on the ideas of ownership and location
advantages. The new trade theory has been able to incorporate the relationship between FDI
and trade. However, early models were not very helpful in handling MNEs and FDI due to the

assumption of single plant national firms, excluding the existence of MNEs.

The development of New Trade Theories with their stress on agglomeration advantages and
thus on the geography of production was bound to raise interest in the activities on the
Transnational Corporation (TNC). This has led to a variety of contributions (Helpman, 1985;
and Markusen, 1998) in which the activities of the TNC are basically seen as multiplant
locations to be explained by a combination of costs structure (including transport and other
spatial costs) and the existence of internal or external economies leading to agglomeration

advantages.

Trade theory provides different FDI implications depending on the MNE’s structure; its
models distinguish the MNEs structure related to FDI motives as horizontal and vertical FDI.
The horizontal MNE model shows that similarity in size and relative factor endowments
between a home country and a host country are important factors determining FDI. The vertical
MNE model emphasizes the importance of the two country’s relative factor endowments, since

MNEs choose locations based on input costs.

3.1.4.1 Horizontal FDI is concerned with market access (market seeking) and the MNE
produces the same product in multiple plants located in more than one country. In the case of
horizontal integration, the firm basically faces the dilemma of either producing abroad or
exporting. Such foreign investments and trade are obviously substitutes. A horizontal MNE has
headquarters in its home country while assembling final products in both the home and a host

country. A horizontal MNE can avoid trade costs (such as tariffs and transportation costs) by

31



locating an affiliate in a host country. FDI to establish a horizontal MNE is a substitute for
international trade (Markusen, 2002). As Hanson et al (2001) pointed, according to the

horizontal FDI view the MNEs arise because trade barriers make exporting costly.

According to Markusen et al. (1996), multinationals are multiplant firms producing
approximately identical products in different locations and substituting international

production for trade as in the horizontal model of Markusen (1984).

3.1.4.2 Vertical FDI Vertical FDI refers to those multinationals that fragment production
process geographically. Under vertical FDI, MNE separates the production chain vertically
by outsourcing some stages abroad. The basic idea to involve in vertical FDI is if input prices
of certain stage of production are lower in the country other than investor’s country and it

becomes more profitable to split production chain (Markusen, 2002).

According to Markusen (2002), vertical FDI views that multinationals arise to take
advantage of international factor-price differences. Firms engage in two activities:
headquarter services, e.g., R&D and advertising, and production. Headquarter services are
intensive in physical or human capital, while production is intensive in manual labor. When
factor prices differ across countries, firms become multinational by locating production in
countries where manual-labor costs are low and headquarters in countries where skilled-labor

costs are low.

Helpman (1994) used a differentiated products framework with multiplant economies of
scale to examine the effect of differences in relative factor suppliers on production location
decisions. The model predicts that multinational firms with corporate headquarters located in
one market and a single production plant located in another market will arise to exploit
potential factor cost differentials, as long as corporate and production activities have different

factor intensities.

One can simply observe from the above discussion variety of theoretical models attempting

to explain FDI and the location of MNEs. These different approaches treat as envelop of FDI
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theories. Since it envelops the FDI theories developed from Hymer’s market imperfection
theory (Hymer 1976), Rugman’s internalization theory (Rugman 1980) and many others.
Thus, an eclectic OLI paradigm is provided by Dunning (1977). This theory has been regard

as the most authorized FDI theory until now.

3.1.5 The Eclectic Theory of FDI

The theory developed by Dunning (1977) is a synthesis of all the existing theories and has had
a large impact on FDI field (Tahir and Larimo, 2002). According to this theory, the MNE’s
decision about exporting, licensing or investing is determined by the combination of
ownership, location and internalization advantages (OLI). The linkages between FDI and trade
can be discussed relative to these advantages. If the host country does not have a location
advantage, the MNE will serve the foreign economy through exports, suggesting a substitution
relationship between FDI and trade. More generally, the MNE theory starts with an assumption
that firms must have certain advantages in order to become multinational companies. Dunning
(1993) organized these advantages in three basic groups: the multinational firm has a product
or a production process giving it some monopoly power in the foreign market (ownership
advantage), and/or has a reason to locate production abroad (location advantage), and/or has an

incentive to exploit its ownership advantage internally (internalization advantage).

3.1.5.1 Ownership-specific advantages: According to Hymer (1960) on multinational
enterprises theory, firms possess certain ownership specific advantages that can be better
exploited abroad by establishing subsidiaries instead of exporting their products or licensing
their technology. The ownership specific advantages that motivate a firm to invest in a foreign
country include superior technology, economies of scale, an exclusive control over certain
natural resources, access to inexpensive labor, finance and information (Agarwal &

Ramaswami, 1990) cited in Tahir and Larimo (2002).
Knowledge capital is a broad concept that consists of intangible assets such as

brand name, human capital, patents, trademarks and technology. Markusen (1995) and

Markusen (2002) both are argue that knowledge capital is important for MNEs based on the
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fact that MNEs tend to have large R&D expenditures, a large share of technical workers and
produce technically advanced products. Mainly knowledge-capital is important for providing

firm-specific advantages that allows MNEs to operate profitably in multiple economies.

Caves (1971 and 1974) and Kindleberger (1984) cited in Fan (2002) further extended the
industrial organization theory of FDL They emphasized the behavior of firms that deviate
from perfect competition as the determinants of FDI. According to their perspective, MNCs
face disadvantages imposed by both geographical and cultural distance in comparison to
domestic firms. In order for a firm to undertake FDI in a foreign country, it must possess
some special ownership advantage over potential domestic competitors. Technological
superiority or possession of some intangible, rent-yielding assets such as management skills

and brands are believed to provide such advantages.

It is note worthy that a possession of firm specific advantages, such as superior technology
can not fully explain why firms engage m direct foreign investment as superior technology
can also be exploited through licensing agreements and exporting of product, which embody
the superior technology. It can also be argued that an exclusive control over inputs is only a

necessary condition for FDIL.

3.1.5.2 Location Theory of Foreign Direct Investment: Firms interested in servicing
foreign markets are expected to use a selective strategy and favor entry into more attractive
markets. This is because their chances of obtaining higher returns are better in such markets
(Agarwal & Ramaswami, 1990), cited in Tahir and Larimo (2002). FDI theories suggest that
investing firms will prefer those countries that provide greater location specific advantages.
Though, it has been known that both the firm and location-specific advantages separately and

jointly influence the firm for the choice of target country for its FDI venture.

This theory developed by Dunning (1973) asserts that for a country to be attractive to FDI, it

should possess certain location specific advantage. These location specific factors are:
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1. Awvailability and costs of input: It is suggested that a firm investing abroad may be
attracted by the availability of some inputs, which are very expensive at home, or by a lower

cost of inputs abroad lower labor costs in developing country.

2. Marketing factors: It is asserted that TNCs invest in a foreign country in which there is
a large and rapidly growing market for their products. In so domg, they will be able to exploit

better the local market, avoid tariff and non — tariff barriers, and reduce transportation costs.

3. Factor Related to Government Policies: It is suggested that a firm is often attracted to
invest in a foreign country because the country offers advantages such as lower tax rates,
better infrastructure, greater political stability, and greater scope for expansion and the

pursuance of corporation goals.

It can be noted that they provide a good list of host country determinants of FDI. However it
fails to interpret other factors, such as firm specific advantages indicated above under
industrial organization theory as motivations behind undertaking FDIL.

3.1.5.3 Internalization Theory of FDI

As Rugman (1979) elaborated the Internalization Theory which was proposed by Buckley
and Casson (1976) that MNEs are assumed to hold control over their own internal markets
and resources, including technological, managerial and marketing know-how. When MNEs
expand into international markets, they can potentially earn additional profits in their own
internal markets where their relatively superior resources and assets, such as knowledge, are

further leveraged.

Logically, MNEs should decline to transfer their FSAs to the non affiliated firms through
contractual agreements, such as licensing, for a number of reasons: i) this may result in the
MNE giving away its technological and managerial know-how (FSA) to a potential
competitor; i) licensing does not often give the MNE the adequate control over

manufacturing and managerial decisions in the foreign country; iii) the MNE’s know-how

35



may not be easily transferable to a third party (requiring higher costs and/or further
adaptations); iv) a transfer to a third party/agent over which the MNE has less than full
control may compromise the MNE’s FSAs, leading to larger long-term cumulative losses
than the short-term benefits. In response to the above and other potential costs, the theory of
internalization argued that MNEs internalize their capabilities. Internalization allows for
replication, further development and exploitation of FSAs within the MNE’s internal markets

in a virtuous cycle and without the risks of longterm dissipation or losses.

Williamson (1975), cited in Forte (2004) asserts that possession of ownership specific factors
will make it profitable for a firm to engage in FDI to avoid risks & uncertainties that arise
from exporting &/or licensing. Buckley and Casson (1976) emphasized that a MNE will
internalize its activities in a foreign country through FDI if the internalization cost (internal
organization costs, such as communication costs, administrative costs, etc.) is inferior to the

cost associated with export or to other forms of entry.

Thus, the internalization of markets across nation boundaries depends on location specific
advantages. If a foreign country does not possess location specific advantages, a firm
internalizes the home market and exploits the foreign market by exporting. On the other
hand, if a foreign country possesses location specific advantages (e.g. lower factor costs); the

firm prefers internalization of the foreign market (Dunning, 1988; Forte, 2004).

Also Dunning (1993) has contributed a lot to the ideas on motives of foreign direct
investments. Following from the principal motivations for investing in foreign countries,
economic determinants can be grouped into three and has the following explanation. FDI

could perform as:

Resource-seeking FDI when the company tries to gain access to resources not available at
home. Such resources could be: natural resources, raw materials, technological, innovatory or
created assets (e.g. patents), including knowledge-based assets embodied in individual firms.
Resource-seeking FDI is mainly undertaken through vertical integration. If FDI is resource

seeking, there is an increase in host country’s exports while imports are unaffected
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(Vuksic, 2005). Market-seeking FDI when the company is interested to gain access and
expand within domestic and regional markets, typically through horizontal integration. Main
reasons for such FDI are to overcome trade barriers (tariffs) and transportation costs. If FDI
is market seeking, it would have positive influence on imports into host economy, but no
effect on exports (Ibid). Efficiency-seeking FDI that gain from scope and scale economies
emerging from common governance. Main form of such FDI remains the desire to increase
efficiency (total or partial rationalization) by transferring production to low labor cost

locations.

While Dunning’s eclectic theory has gained acceptance as a general framework to understand
multinational firm location, it has also been criticized as systematic arrangement, rather than
theory. While it may serve as the broadest framework, for most types of multinational

activities it 1s difficult to distinguish which are the most important factors. Aoyama (1996)

Various motivations of FDI were put forward in the literature. The eclectic theory may
considered as an envelop of FDI theories. Among these FDI theories, a location specific
advantage makes the chosen foreign country a more attractive site for FDI than the others.
Because these approaches which explaining FDI as the location decision of multinational
enterprises (MNEs) move overseas to take an advantage of cheaper location factors in the

host, in order to pursue export expansion.

It is evidence in the case of transition countries, where natural resources factor plays an
important role in FDI attraction. Several empirical works have considered resource seeking
variables Until recently most FDI inflow to Africa generally was undertaken in natural
resources exploration (mining sector), extraction and processing associated with the host
countries’ factor endowments determining their spatial pattern (Geda, 2000). Also,
Asaidu (2003) asserted that an important implication of FDI to Africa driven by national

resources.
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3.2 DETERMINANTS OF EXPORT

Berhanu et al (2002) describes a number of factors influence export performance in a
developing countries. These factors can be broadly classified into domestic and external
factors. External factors involve international/regional and individual country’s trade and
related policies. The rules established by international organizations such as the World Trade
Organization may in the long run promote external trade. According to them, domestic
factors could be classified into two categories: factors that are internal and external to the
firm. Internal factors to the firm primarily affect total productivities, which is the
fundamental determinant of competitiveness. Such factors include labor skill/education,
personnel and engineering management, level of technology employed, planning, accounting,
and other professional services, etc. Whereas, domestic factors that are external that include
government policies and incentives, the overall level of development/industrialization and
export support services. Government macroeconomic and sectoral policies, such as the
exchange rate regime, fiscal and monetary policies, trade and investment, and industrial

policies also have direct impact.

The higher level of production is the main cause of export expansion, because surplus of
output can be exhausted in international markets. In a close economy surplus of production
lead to fall in prices, that in turn creates pessimism among the producers. While, in an open
economy such surpluses create foreign reserves by exporting production. So we expect the
positive impact of GDP on exports growth. Kumar (1998) as cited in Majeed and Ahmad
(2002) confirms the positive impact of GDP on exports.

Sharma (2000) reviewed that fall in domestic prices due to exchange rate depreciation makes
exports cheaper in international markets resulting in increased demand for exports. But this
effect varies across the countries due to domestic macroeconomic instability and issues of
quality competition in exports sector. He indicated that depreciation of real exchange rate has

a positive impact on export.
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The effects of FDI on exports are controversial. Many studies (e.g. Pfaffermayr (1996)) find
positive impact of FDI on exports. The main reason underlying is the export oriented MNCs.
Since government provides facilities for export promotion. If the motives behind FDI are to
capture the domestic market (tariff-jumping type investment) it may not contribute to export
growth. On the other hand, if the motive is top tap exports markets by taking advantage of
the country’s comparative advantage, then FDI may contributes to export growth. A work by
Soliman (2003) investigated that the effect of FDI on the export performance is a positive.

Regarding to export supply determinants, Bond (1987) also listed exchange rate, relative
prices, non-price factors, export incentives, government policy institutional factors related to
procedures of exports, centralized service required by exporters, whether condition, war, lack
of coordination among responsible bodies domestically and resource endowment as the most
cited supply side constraints in many studies. He also showed that, apart from weather
condition and resource endowments, it is believed that all other determinants of export
supply are influenced by domestic policies. Among the internal factors a change in real
exchange rate is believed to significantly affect the performances of exports from a country
favorably (or adversely) by making the exports of goods cheaper (or more expensive) to

foreign buyers, respectively.

Trade policy reforms expected to increase global competitiveness of the country’s economy
to lay the foundations for sustained economic growth. With the objective of accelerating and
achieving a higher export growth, various direct and indirect measures of trade promotion
should be implemented. These are tax benefits, simplifying export credit scheme, more
flexible duty exemption scheme to take care of import needs of the exporters, allowing
higher FDI, incentives for R&D and creation of a technology upgradation fund scheme, etc.,.
It is need to wind up unnecessary restrictions over imports because imports of capital goods,
raw materials and components were thought to determine the global competitiveness of
country’s enterprises. FDI was encouraged because it can brings in intangible assets like
technology, organizational skills, marketing strategy, and market access, which can improve

country’s export performance in the world market.
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3.3 Review of Empirical Literature

Recent studies have concentrated on EFDI-export linkages from the perspective of either the
determinants of a host country’s export performance or the causal relationship between inward
FDI and exports. The majority of empirical studies conclude that there is a positive or one-way
causal relationship between inward FDI and host countries’ export performance, indicating that
FDI inflows stimulate exports (Vuksic, 2006; Zhang, 2005; Liu et al, 2003; Sun, 2001; Zhang
and Song, 2000). Contrary to this, several studies have found a one-way causal relationship
between exports and inward FDI, indicating that exports stimulate FDI (Khan and Leng, 1997;
Zhang and Felmingham, 2001). Literature surveys indicate that there may be a bi-directional
causal link, ie. that exports stimulate FDI inflows and FDI inflows promote exports
(Baliamoune-Lutz, 2004; Liu et al., 2002; Pacheco-Lopez, 2005; Johnson, 2006). It is also
interesting to note that some studies conclude that the positive association between inward FDI
and exports is unfounded, indicating that foreign firms are not likely to stimulate exports (Alici
and Ucal, 2003; Alam and Butt (2004), Sharma, 2003; Zheng et al,, 2004). The majority of the
above empirical studies applied causality tests based on time series data to examine the nature

of any causal relationship between FDI and €Xports.

To sum up, from my survey of the literature we have learnt that a variety of theoretical models
exist attempting to explain FDI and the location of MNEs and its relation with the host
country’s export. These different approaches do not necessarily replace each other but explain
different aspects of the same phenomenon. It is interested to relate what role FDI plays in
Ethiopia’s export performance. Though Ethiopia has rich in abundant natural resources, the
export sector faced immense difficulties. FDI bridges and helps exports by investing capital in
the exploitation of Ethiopia’s natural resources and took the risk of developing new exports.
The provision of additional capital has been critical for Ethiopia to build up its initial base of

labor intensive manufacturing exports.

Having the background discussion of these theoretical and empirical literatures this study has

tried to test the causality between FDI inflows and export for Ethiopian case.
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CHAPTER FOUR
ECONOMETRIC ANALYSIS

4.1 MODEL SPECIFICATION

This section tries to show the models that will be used in the assessment of FDI in promoting
the host country’s export performance. The study employed the export and FDI models in
order to analyze FDI impact on the country’s export performance and whether it is certain
that greater FDI may increase the total value of exports of the host country. These models
provide an understanding of the effects of FDI on export and examine its relationship
between export performance and inward FDI in Ethiopia for the period 1974-2006. The level
of exports is modeled as a function of FDI and other explanatory variables. Also the Demand
for FDI is constructed as the function of export and other control variables as
Marchant (2005) is used FDI and Export function for U.S; Johnson (2006) for East Asian
economies, Zhang (2004) for China, Carter and Yilmaz (1999) for Turkey, Pramadhani et al
(2007) for Indonesia, etc. These models should take the form of the following equations:

thf(FDL, FDIH_, Xt_j, Zt} ------ {4 1)
FDI = g (X¢, Xea, FDIy, Zy) (4.2)

Where X, is the value of total exports of a country at time t; FDI; is foreign direct investment
inflows in to the host country at time t; Z ; are parameters which shift the demand for FDI and
export supply for the host country. X j,and FDI ¢, is the lagged measure of export and FDIL.
The subscripts i, j, k, and | are the appropriate lag lengths.

4.1.1 The Export Model

The standard formulation for the export equation is commonly based on the partial
equilibrium model of international trade presented in Goldstein and Khan (1985). The

theoretical underpin of the above export equation of multivariate model for long run
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relationships is as follow. A standard export supply function (eq. 4.1) is presented in terms
of the foreign market price relative to alternative prices in the domestic market and the
economy’s productive capacity to support export production. In formal terms the relationship
is given as an increase (decrease) of the real exchange rate (RER) is interpreted as real
exchange rate appreciation (depreciation). Where exporters are price-takers in the world
market, exchange rate depreciation leaves the foreign currency price of a unit of exports
unchanged, but it provides incentives to expand export production as the number of domestic

currency units increases.

Goldstein and Khan (1978, 1985) and Bond (1985) used output as measure of productive
capacity. Based on the theoretical discussions, it is included output as a proxy for capacity of
production of host countries that positively affect export supply. Accordingly, the general

form of the long run export supply function is expressed as:

Xs=BYa! (Po/Pa) P2 (4.3)

Where Xs represents the value of exports, By are elasticities, Px/Pd (RER= EPXw/Pd) is
relative the export price (export prices divided by domestic absorption deflator), and Yais the
capacity of production. The model outlined in equation (4.3) is a standard export supply

function that is used by many empirical works like Utkulu et al (2006), and Goldstein and
Khan (1985)

This model can further be extended as Utkulu et al (2006) did. In this study two additional
variables are added into the export supply function. Since issues addressed the FDI impact on
export, inflows of Foreign Direct Investment and trade reform are incorporated and
constructed the export function as a function of FDI and some variables described below.
This is what the present study is trying for the Ethiopian case. One can then specify an export

function simply as;

X:=pYd" RER” FDI® OPENM (4.4)
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Where, FDI represent the inflows of Foreign Direct Investment, OPEN is trade liberalization
(openncss) and Py are elasticities. The theoretical discussion suggests that FDI may have an
impact on exports. FDI may contribute directly to increased domestic supply and it may
strengthen other producers even in related sectors in the host economy. Thus, the impact of
FDI may be particularly important due to the MNE’s superior knowledge about foreign
markets or technology and its contacts to parent firm and intra-firm markets. These are the
FDI effects. It is believed that the effects of FDI on exports are especially important, since it
is often argued that successful FDI promoting policies will boost host country exports.
However, if one finds that FDI increases exports only by increasing export supply capacity,

then any policy that promotes investment will lead to higher exports.

To test the association of FDI on exports, the empirical work is based on the export model
proposed Kutan and Vuksic (2007). It is used a parsimonious model and arranging the
variables as, Foreign Direct Investment (FDI), a proxy for domestic capacity (GDP), real
effective exchange rate (RER), and a trade liberalization index (OPEN). Accordingly, 1

employ the following export model specifications:
Xt = Pot P1X¢1 B2FDIia + psGDP¢1 + BsRER ¢1 + psOPEN ¢y +et ——— """ (4.5)

The role of FDI in export promotion crucially depends on the motive behind such
-nvestment. The motive behind such investment is either by pass trade barriers in the host
country or motivated by the country's comparative advantage. Thus, the nature of the link
between FDI and export performance is not clear cut (Srinivasan, 1998) cited in Sharam

(2000).

Gross Domestic product of a country (GDP) is another factor influencing exports. It indicates
the overall economic performance and productivity of a country, as well as its potential for
exportation. GDP expected to be positively related with exports (Zhang and Song, 2000). It
has included natural logarithm of potential output (GDP) as a proxy for capacity. The

potential output variable (additional supply capacity) is reflected in increasing exports.
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The Real exchange rate is an important determinant of country’s exports. The main objective
of exchange rate adjustments is to promote exports. It is an adequate alternative measurc that
captures the competitiveness country. The depreciation of the country currency tends to
encourage country’s exports. Exchange rate (RER), which should reflect the domestic and
foreign price conditions, with an increase of the value of the variable denoting the real

appreciation.

Openness is an outcome from economic activity and performance indicator of the extent to
which an economy trades with the rest of the world. In other words, a high degree of trade
openness of the host country has clearly increased total FDI inflows. Openness 18 included to
examine the importance of openness of an economy to international trade. The variable
measures the degree of general trade restrictions of a country. Following the same line of
reasoning above, a negative relationship between openness and market-seeking FDI is

expected, and a positive relationship is expected for export-oriented FDL

4.1.2 The FDI Model

In this section it is provided an empirical model to estimate the inward direct investment.
It is based on Ancharaz, (2003), and Sekkat, (2004). The functional relationship is written as

follows:
FDL = gt QlFDI 1 + az X1+ azGDP 1 + (14RERQ_1 G (15OPEN g tEt -—--—-—-—-—-{4.6)

Gross Domestic Product captures the size of the host country’s internal market. A higher
GDP is assumed to imply better market opportunity and more attractiveness for FDI. A
higher GDP 1s also supposed to increase the attractiveness for FDL The export variables
include in FDI equation to se¢ the impact and role played by host country’s export on FDL It
is expected that export and foreign exchange contribute lead to more FDI inflows. Trade
openness measured as the ratio of trade to GDP 1s incorporated in the model & expecting that

more open econonty (liberal trade) leads to attract more FDL

44



In order to test the causal relationships discussed above (eq. 4.5 and 4.6) the following
multivariate VAR model is used. All variables are expressed in logarithmic form, thus the
estimated parameters are elasticties. The logarithm versions of the models to be estimated are

specified as:

InXt = B0+ fiInXey + foInFDI + PsInGDP (1 +4InRER (1 +BINOPEN (1 + pie --=====""""""""""" (4.5a)

‘ﬂFDIt = a.n"" ﬂll“FDl t-1 + a;h‘x t-1 + ﬂjh"GDP |_1“*‘ﬁ4iﬂRER {_1+ +35]IIOPEN i1 + fig —m==mmmmTTTTTT —“(4 6b)

Where; InXt = the natural logarithm of export to GDP at time t
InFDIt = the natural logarithm of FDI inflow to GDP at time
InGDPt= the natural logarithm of real GDP at time t
InRER¢= the natural logarithm real effective exchange rate
InOPENt= the natural logarithm of openness factor at time t
t = time subscript.

u = stochastic error term, B1, Pz, B3, Paand Ps (01, 02, 03, @ 4 and as) are elasticities.

To analyze the causal relationship we need first to determine the optimal lag length in the
autoregressive model and to identify the possible long run relationships among the variables
included in the system. Once the optimum lag length was found and the congruency of the
VAR was duly examined and tested for both multivariate cointegration and weak exogeneity
of the variables embodied in the model by using Johansen's (1988) and Johansen and
Juselius's (1992) technique. Then, with cointegrated variables, causality will further require
inclusion of an error correction mechanism (ECM) in the stationary model in order to capture

the short-run deviations of series from their long-run equilibrium path.

Despite the results of the cointegration analysis demonstrates that all these five variables are
tied together by a long run equilibrium relationship, it does not say anything about the
direction of the causality, which will be done by the analysis of results based on the VECM.

Therefore, by adopting of the cointegration approach and corresponding VECM, we can

detect both long run and short run relationships between non-stationary variables. Since the
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study is especially concerned with the relationship between export and FDL, it is represented

only the ECM for these two equations:

AlnX, = Bty ™ =1 BuAlnX ¢y +2, ™ -1 B12AInFDI ; + Y =1 B1sINAGDP (; + ¥ e

B14AinRER vt z " n=1 ﬁmAanPEN wt llECM -1 + gt (47)
AlnFDIt = (Izu"l‘z St =1 (lz;AlnX 11 +Z mlel Uz;AlnFDI t-1 + Z mjgﬂl 23 lﬂAGDP -1 + Z " k=1
(Iz4AlﬂRER t-1 e ¢ Z " n=1 [IzsAlﬂOPEN t-1 + MECM t-1 + st _(48)

Where X, FDI, GDP, RER, and OPEN are export, gross domestic product, foreign direct
investment, exchange rate, and trade liberalization; m is lag length, B @ and A are
elasticities for the respective variables, &t is the error term respectively in period t (t=1...T).
A is to show the first differences of variables, 1 is the estimated residuals from the
cointegrated regression (long-run relationship) and represents the deviation from the
equilibrium in time period t. _1<\<0 short run parameter. ECM is the error correction model
derived from the long run cointegration relationship between exports, FDI, GDP, RER, and
OPEN. Given such a specification short and long run causality can be tested. The negative
sign in error correction terms (model) imply that any shock in the system in the short run will
return back to its long run path. Given such a specification short and long run causality can
be tested. In equation 4.7, for example, the significance of the B, terms implies FDI causes
export in the short run. Long run causality, on the other hand can be investigated by testing
the significance of the Ay by a t test. A similar reasoning is applied for examining whether
export causes FDI, and the causal relationships between other variables in the model. (See

section 4.2)

4.2 Unit Root, Cointegration and Error Correction Model (ECM)

To avoid spurious results in the causality testing we need to proceed as follows: firstly, to

determine the order of integration of the series. Secondly, to identify the possible long-term

relationships among the integrated variables included in the system. Then, with co integrated

variables, causality will further require inclusion of an error correction term (ECT) in the
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stationary model in order to capture the short-term deviations of series from their long-term

equilibrium, according to Johansen’s (1988) technique.

The first necessary condition to perform causality tests is to study the stationary of time
series. Thus, this study has to do before estimating time series data is ensuring whether the
series is stationary or not. Stationary test is expected to be first step in time series regression
analysis. That is, we must distinguish between stationary and non-stationary variables since
failure to do so can lead to a problem of spurious regression whereby the results suggests that
there are statistically significant long run relationship between the variables in the regression
model (Harris, 1995). In order to avoid this problem, unit root test is done for all variables
using Augmented Dickey Fuller (ADF) unit root test. Accordingly, all variables are not

stationary at level will be stationary at first difference i.e, they are I (1) significance level.

The theory of cointegration, deals with the long run relationship between the time series
which are non-stationary in levels. In other words, a long-term relationship means that the
non-stationary variables are co integrated if they move together and converges to equilibrium
over time. Thus, even if relevant time series themselves are non-stationary, a linear

combination of them may be stationary; this combination is called the cointegration equation.

The reason why in this study time series have to be examined for cointegration is that
cointegration analysis help to identify long run economic relationships between two or
several variables and to avoid the risk of spurious regression. Cointegration analysis is
important because if two non-stationary variables are co integrated, a VAR model in the first
difference is misspecified due to the effect of a common trend. If co integration relationship
is identified, the model should include residuals from the vectors (lagged one period) in the
dynamic Vector Error Correcting Mechanism (VECM) system. In this stage, Johansen (1988)

cointegration test is used to identify cointegrating relationship among the variables.
The first step in the analysis of cointegration involves examining the rank of the estimate of

the matrix IT; that is, testing for the number of cointegrating vectors that are present. In

Johansen procedures there are two tests that help to identify the number of integrating
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vectors. These are the trace (A trace) and the maximal (A max) statistics. These tests are used

given as follows (Harris, 1995).

n

Atrace(r) = -T Y In(1-M)—— - i ---(4.9)
i=r+1

Amax (1, =1) =-TIn(1-Artl), (4.10)

Where, r=0,1,--—--,n-2,n-1

Ai= Eigen vectors,

T= number of observations

N= the number of variables
The trace statistic is used to determine whether there are at most r co integrating relationship
while the maximal statistics tests the null hypothesis of 1 co integrating vector against the
alternative of r=1. The magnitude of i is a measure of the strength of the cointegration

relation.

The two rank tests (the so called trace and maximum eigen value tests) of the Johansen ML
procedure deliver the result table. The relevant null and alternative hypotheses are as
displayed in rows of the table. The recommended testing strategy involves starting with the
trace test and test the null of r=0. If this hypothesis is not rejected, then we conclude that the
system is not co integrated, provided the conclusion is consistent with the outcome for the
maximum eigenvalue test. If on the other hand =0 is rejected, then we move on to the next
null hypothesis r <1. We then apply the same decision rules for this null as for the null r=0
and continue the process until some null is accepted or we arrive at the final alternative

hypothesis.

By using the Johansen’s (1988) test enables estimating and testing for the presence of
multiple cointegration relationships, in a single step procedure. It is a multivariate
generalization of Dickey-Fuller test. The variables under consideration are vector auto

regressive (VAR) of lag (p) represented by

1= A1Z(,1+A2Z¢ﬁ1+ e +Ap11_p+ &t (41])
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Where, Z4 is the (nx1) vector variables (Zit, Za, 7. and A; is (n*n) matrix of parameters.
The error term &t is an independently and identically distributed n-dimensional vector with

sero mean and variance matrix (Enders, 1995).

This model serves to estimate dynamic relationships among jointly endogenous variables
without imposing strong prior restrictions. The system is in reduced form with each variables

in Z, regressed on only lagged valued of both it self and all other variables in the system.

The vector error correction model (VECM) from the VAR model can be formulated as

(Harris, 1995 and Enders, 1995).

AZe= 3" o 1 AZaa + Mgt & - (4.12)
Where:

n=-(1-2 Pl A;), containing information on the short run adjustments to changes in Z

I =-(1- » LAY, containing information on the long-run adjustments to changes in Z4

The above VECM contains information both on the short-run and long-run adjustment to
changes in Z through the estimates of r; and IT; respectively. IT can be represented by
equation I1 = afy’, where o represents the speed of adjustment 10 disequilibria, while P is a
matrix of long-run coefficients such that the term B’Z., included in equation above represent
up to (n-1) cointegration relationship in the multivariate model which ensure that Zy converge

to their long-run steady state path (Harris, 1995).

The important feature in the above model is the rank of matrix I1. If the rank (IT) =0, then the
matrix is null and the model is the usual VAR in the first differences. How ever if the rank
(IT) =n, then the vector process is stationary. (i.e; all variables are 1(0). But if the rank (IT) =
1, then there is a single cointegrating vector and the expression Zup is the error correction

factor.
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On the other hand, if 1< rank (IT) <n, it implies that there are multiple cointegrating vectors.
The latter situation where the rank (IT) ranges between 0 and n is usually termed as reduced
rank (Harris, 1995 and Enders, 1995). This implies that testing for cointegration requires
finding the rank of (IT).

Economic variables have short run behavior that can be captured through dynamic modeling.
If there is a long run relationship among the variables, an error correction model can be
formulated that portray both dynamic and long run interaction between the variables. In the
pervious section, we have seen that two or more variables that are not stationary in levels
may have a stationary linear combination, which implies those variables are cointegrated.
The presence of cointegration tells us the presence of error correction representation, i.€;
implying that any deviation from the equilibrium point will revert back to its long run path.

Therefore, an ECM depicts both the short run and the long run behavior of a system.

Having obtained the long run model estimated coefficients, and that assures the long-run
relationship exists among variables and then we can employ VECM to establish the causality
direction. The next task is to estimate the coefficients of the short run dynamics. So, an error
correction model will be estimated that incorporates the short-term interactions and the speed

of adjustment towards long run equilibrium

Causality has typically been tested by evaluating the effect of lagged values of the
explanatory variable on the current value of the dependent variable. However, an appropriate
assessment of the causal links between the referred variables requires estimation of a vector
error correction model that emanates from the cointegrated relationship between the

variables.
Although there is an apparent long run equilibrium relationship but in the short run there may

be disequilibrium. Therefore, one can treat the error term as the equilibrium error. We can

use this error term to tie the short run behavior of export supply to its long run values.
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CHAPTER FIVE
TIME SERIES EXAMINATION AND EMPIRICAL RESULTS

My empirical estimation regarding the effect of FDI on export is composed of three steps. As
a prerequisite, the stationarity (non stationarity) of the time-series data, that is, the presence
of a unit root or 1 (1) for each variable is tested. Second, the number of co integrating vectors
in the model is identified. Finally, it is employed Vector Error Correction Model (VECM) to
establish the causality direction and estimate the coefficients of the short run dynamics that
have an important policy implication. Akaike Information Criteria (AIC) is used in selection

of lag.

5.1 RESULTS OF UNIT ROOT TEST

The Augmented Dickey-Fuller (ADF) test is conduct to find out the order of integration for
each of the five variables. First, the ADF test is conducted in levels and then in first
differences for the full sample. For each series the test equation includes an intercept and a
trend. The results are reported in table 5.1. It is evident from the results all variables have a
unit root in their levels and are stationary in their first differences. Thus, all five variables are

integrated of order one.

TABLE 5:1 Result Unit Root Test

Augmented Dickey-Fuller
. At level At difference

Variables no Constant Constant and no Constant Constant

deterministic included Trend deterministic included and Trend
InX -0.41351 -1.8752 -1.8432 4.8576%* 4.7899%* -4.7238**
InFDI -0.48453 -2.4147 -2.3835 -7.2855%* -7.2044 %% -7.1000%*
InGDP -0.66059 -2.449%0 -3.4298 4,3276%* -4.2860** -4.2208*
InRER -0.25633 -1.8466 -1.9222 -10.917%* -10.782%* -10.672%*
InOPEN -1.10800 -1.7250 -2.3527 -7.0258** -7.0604** 7.0015%*
Critical 3%=-1.95 5%=-2.945 5%=-3.539 | 5%=-1.931 3%=-2.95 3%=-3.547
waluis 1%=-2.628 1%=-3.623 1%=-4.232 | 1%=-2.632 1%=-3.635 1%=-4.251

*3 (%) refers to 1 %( 5%) significance level
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Table 5.1 present the unit root tests statistics failed to reject the null hypotheses in ievels so
they are non-stationary. Applying the same tests to the series in first differences showed that
InX, InFDI, InGDP, InRER, and InOPEN are integrated of order one I (1). Moreover, it can
be seen that all variables have deterministic trend becoming stationary at their first level.
Since all five variables (InX, InFDI , InGDP, InRER, and InOPEN) are integrated of order
one, the Johansen cointegration test is performed to determine whether there exists a

cointegration among the variables. (Table SiZ)

5.2 Results of Cointegration Tests and Estimation of the long run Model

We have seen that all the time series variables under consideration are non-stationary at
levels imply that the variables taken alone do not have the tendency to revert to their long run
levels. After ensuring the series are non-stationary at level or I(1), the next step will be to
determine how many cointegrating vectors exist by adopting Johansen’s framework in which
the variable InXt, InFDIt, InGDPt, InRERt, & InOPENt, can be represented as a vector auto-

regression as:

/ AlnX1t \ /' AlnXit1 \ 7 InXaw \
AlnFDI2t AInFDI2t 1 InFDI2t1
AlnGDP3t AlnGDP3t1 InGDP3t11
AlInREERat T AInRER4t-1 + af’ InRER4t-1 | -------=-- (5.1)
AlnOPENst AlnOPENst-1 InOPEN5t-1

N

e Y,

Following Johansen procedure, it is used the likelihood ratio [used to test the significance of
estimates of Ai eigen values] that uses two test stastics ie: the maximal eigen value (A max
stastics) and the trace stastics (A trace) to test for cointegration and long run relationship
between the variables export and FDI . These stastics are used to test the null hypothesis that

there is at most r cointegrating vector against the alternative that there are r+1 cointegrating
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vectors (Enders, 1995). The result of cointegration test based on J ohansen’s procedure for the
variables under consideration using Pc Fim! package 1s presented as follow under the

following table.

Table 5.2 Results of Johansen Co integration Test / Unrestricted co integration rank test /

Ho: rank=r n-r Eigen value (M) TT log(1-\mu) (. ). max -T \Sum log(.) L trace (95%)
max) (95%) (). trace)

r == 0 5 0.659616 34.49% 33.50 77.58%% 68.50
r <= 1 4 0.5157189 23.20 27.10 43.10 47.20
e - ]
r <= 2 3 0.305972 11.69 230 19.89 29.70

I [ S
r <= 3 2 0.154718 5l 14.10 8.207 15.40
r <= 4 1 0.084589 2.828 3.80 2.828 3.80
[ R ]

** (¥) Denote rejection of the null at 1 %( 5%) level significance

Table 5.2 is an example of the test statistics used to select the number of cointegrating
relations. The maximum eigen value statistic rejects the hypothesis that r=0, but does not
reject the hypothesis that r<=1 suggesting one cointegrating relations. It is also that the trace
statistic rejects the hypothesis that =0 (at the 1% level) but does not reject the hypothesis

that <=1, suggesting that the existence of one cointegrating vector.

Moreover, for the null hypothesis the value of A max = 34.49 and A trace = 77.58 are above
from their respective critical values of 33.5 and 68.5 at 5% & 1% level of significance for
equations respectively. This implies that the null of no cointegrating vector is rejected while
a case of one cointegrating vector is supported by both A max and A trace statistics for both

equations.

The cointegration result of the above table indicates that by testing in the presence of
multivariate cointegration of five variables VAR model (X, FDL GDP, RER, & OPEN)
employing the Johansen (1988) procedure and having one cointegration vector evidence of

multivariate cointegration that suggest these variables are cointegrated. So, there is long run
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relationship among variables. This evidence of cointegration among the variables rules out

spurious correlations and also implies at least one direction of causality.

The result of the test of no cointegration showed the existence of at list one cointegrating
vector but it does not show which vector is the cointegrating vector. After establishing the
existence of one cointegration vectors the next step is to test for weak exogeneity. Since in
InX are assumed as endogenous variables in our models. But we should conform our
assumption by performing weak exogeneity tests for the rest of the variable (the significance
of « coefficient). If a variable is weakly exogenous it means that it is possible to condition
the short run model on that variable without any loss of information. Results of weak

exogeneity tests for export and FDI equations are presented by the following tables.

Table 5.3 Test for Zero-restriction of a-coefficients (Weak Exogeniety of Variables)

EXPORT T
InX InFDI InGDP InRER ImOPEN
a -coefficients 20.097479 023950 0.010825 0.048640 | -0.10808
Chi"2(1) 10.14 3.9106 0.0050659 31137 | 0.55791
P.V. [0.0000]** [0.0480]* [0.9433] [0.0776] | [0.4551]

FDI

InFDI InX InGDP InRER LnOPEN
a -coefficients 20.67803 2027597 20.030645 13770 | 0.30597
Chi"2(1) 3.9106 10.14 0.005065 31137 | 055791
P.V. [0.0480] * [0.0000]** [0.9433] [0.0776] | [0-4551]

*% (%) Denote reject of the null at 1 %( 5%) significance level

The 5.3 table states, the zero restriction on a -coefficient is rejected for InX and while the
restriction cannot be rejected for the rest of the vanables except InFDI at 5% level
significance. It is implying the fact InX endogenous while the rest variables being
exogenous. On the other hand, the zero restriction on a-coefficient is rejected for InFDI

while the restriction can not be rejected for the rest of the variables except InX at 1% level
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significance, indicating the fact that InFDI is endogenous while the rest variables being
exogenous. It is also the exogemety tests results for GDP reported under annex V1L
Therefore, the structural long run relationship derived from the cointegrating vector

normalized with respect to InX and InFDI can be repented as:

InX = 0.28310InFDI + 0.16595InGDP + 0.11796InRER - 0.074459ImOPEN -------—-—- (5.2)

InFDI = 0.35323InX + 0.58618InGDP - 0.41666lnRER + 0.263011nOPEN ---------- (5.3)

Given the above cointegrating vectors, there is also a need to test for the significance of the
long run coefficients (B) in order to identify the unique cointegrating vector. Here again a
restriction is imposed on each coefficient and the results for the LR statistics are given in

table 5.4.

Table 5.4 Test for Zero-restriction of B-coefficient (Long run Variables)

EXPORT
InX InFDI InGDP InRER InOPEN

B-coefficients 1.0000 0.28310 0.16595 0.11796 0.074459
Chi*2(1) 3.6407 8.6239 11.012 10.887 3.8527
P.V. [0.0456]* [0.0033]** [0.0009]** [0.0010]** [0.0497)*
FDI

InFDI InX InGDP ImRER InOPEN
B-coefficients

1.0000 0.35323 0.58618 -0.41666 0.26301
Chi”2(1) 8.6239 3.6407 11.012 10.887 3.8527
P.V. [0.0033] ** [0.0456]* [0.0009] ** [0.0010] ** [0.0497] *

*#* (*) Denotc reject of the null at 1 %( 5%) significance level

The above table 5.4 depicts that the significance of the coefficient of each B (explanatory
variables) was tested by imposing zero-restrictions using LR statistics. The result showed
that each P coefficient is statistically significant (the null hypothesis is rejected at 1 %
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significance level) and thus the FDI, gross domestic production (GDP), real exchange rate
(RER), and trade liberalization (OPEN), are statistically significant at 1% in explaining

export in the long run and the sign are as expected. The same is also true for FDI

The sign and significance of ai, which is the speed of adjustment with the value -0.097479
and -0.67803, has an expected sign and it is statically significant. It implies that InX and
InFDI would adjust towards the long run steady state path with the magnitude 9.747% &
67 803% measures the speed at which InX and InFDI adjusts per to its long run path

respectively, gives a shock in the system in a given period.

Significance test for individual variables and the overall significance of the above model are
undertaken by imposing a zero restriction on each beta coefficients individually. Imposing
zero-restriction using LR statistics tested the significance of each beta coefficients. The result
showed that each P coefficient is statistically significant (the null hypothesis is rejected at 1

and 5 % significance level).

As above equation 5.2 shows that the coefficient on the FDI variable is positive and
statistically significant, confirming the contribution of FDI to Ethiopian’s overall export
expansion in the period under study. This result indicates that a 1 per cent increase in FDI
leads to 0.28310 per cent growth in exports in the same year. In aggregate inward FDI is of a
trade promoting character. This result is consistent with Thoburn (1997), Sun (2001) and
Zhang and Song (2000), which find evidence of a positive role for foreign MNEs in
promoting Ethiopian’s export growth. It is also exhibited a positive relation between export
and FDI in equation 5.3. This result indicates that a 1 per cent increase in export leads to
0.35323 per cent growth in exports in the same year. This indicates the effect of country’s
export in promoting FDI inflows. Moreover, the above result is an indicative that FDI inflow

to the country can enhance the country’s export performance in the long run.
The country’s GDP which is one of determinant of exports is rejected the null hypothesis at

1% level significance has a positive sign in a long run relationship. Thus, the result confirms

the effect of GDP is significant with positive signs in explaining exports & FDL. A unit

56



increases in gross domestic production leads to 0.16595 units increase in export and 0.58618
units increase in FDI.  As GDP increases (level of production) leads to increase the number

of items (goods) export and opportunity for foreign market.

Exchange rate depreciation makes exports cheaper in international markets resulting in
increased demand for exports. The positive significant results for real exchange rate in export
equations substantiate the theoretical argument that depreciation in the Ethiopian Birr
promotes exports and FDL The results indicate that a 1 per cent fall in the value of the
Ethiopian Birr leads to 0.11796 percent increase in overall Ethiopian exports. A lower
exchange value of the Ethiopian Birr causes Ethiopian products to be cheaper in the
international markets, so increasing the demand for Ethiopian exports. The depreciation of
the Ethiopian Birr is an additional cause of export expansion over the period. The expected
positive impact of real exchange rate on export result coincides with Sharma (2000) and
Vuksiae (2005) findings as positive impact of depreciation. It is found a negative coefficient
on the real exchange rate in a foreign direct investment regression (where an increase in the
real exchange rate represents a real appreciation of the domestic currency). On the other
hand, a real depreciation of the domestic currency raises the wealth of foreign investors and

thereby increases FDI

It is important to note here that openness is likely to affect the country’s FDI inflows
positively through opened economic system. In other words, a high degree of trade openness
of the host country has clearly increased total FDI inflows. However, the openness factor

under export equation 5.2 is significant at 5% with a negative sign.

In the above long run equilibrium model estimation it is possible to conclude on the basis of
the finding that all coeflicients have the anticipated signs and FDI positively and
significantly enhance the country’s export. Moreover, it is important to note that the results
above confirm the host country’s export has a positive relationship and significantly

contribute to attract and promote inward FDI in the long run.
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5.3 Estimation of the Short Run and Error Correction Model

Prior to testing causality, first we have established the order of integration. To this end an
Augmented Dickey-Filler was cartied out on the time series levels and difference. On the
basis of ADF test variables are found non-stationary but become stationary after difference
and are integrated of order one. Then, it was identified the possible long-term relationships

among the integrated variables.

The final step of causality test requires an inclusion of error term in the stationary model in
order to capture the short-term deviations of series from their long-term equilibrium path.
The previous analysis assures that the long-run relationship exists among variables (co
integrated), and it is employed VECM to establish the causality direction. Having obtained
the long run model estimated the coefficients, the next task is to estimate the coefficients of
the short run dynamics that have an important policy implications. So, an error correction
model will be estimated that incorporates the short-term interactions and the speed of

adjustment towards long run equilibrium.

The procedure adopted the Hendry’s approach of general to specific VEC modeling. In this
approach, a large model is estimated first which includes as many explanatory variables and
their lags as possible. Then all insignificant explanatory variables are continuously dropped
until a parsimonious model with few explanatory variables but acceptable in terms of
significance, economic interpretation and diagnostic validity is obtained. The error correction
model (ECM) has been estimated using the OLS technique and the results are summarized in

Table 5.5

58



Table 5.5 Results of the specific parsimonious Error Correction Model (VECM)
Modeling AlnX by OLS (using New Microsoft Excel Worksheet.xls).

Modeling of InX (A InX)

Variable CoefTicient Std.Error t-value t-prob
Constant 0.04159 0.032515 1.279 0.2136
ALNFDI 4 0.66916 0.10084 6.636 0.0000
ALREER; ; -0.21018 0.050214 -4.186 0.0004
ALOPEN ¢ 4 0.25035 0.098196 2.549 0.0179
ECM 1 -0.63082 0.18605 -3.391 0.0025

Diagnostic tests
Test on the significances of each variables

Constant F(1,23)= 163655 [0.2136]

ALFDI,;  F(1,23)= 44.0342[0.0000] **
ALREER, ; F(1,23)= 17.5197 [0.0004] **
ALOPEN,; F(1,23)= 6.49950[0.0179] *
ECM 1 F(1,23) = 11.4966 [0.0025] **

R"2 = 0.848255
DwW = 2.17

AR 1-1 F(1,22)= 0.46322[0.5032]
ARCH 1 F(1,21)= 0.64936 [0.4294]
Normality Chi*2(2)= 0.74678 [0.6884]
RESET F(1.22)= 0.93632[0.3442]

*#(*) Denote reject of the null at 1 (5) % significance level
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Table 5.6 Results of the specific parsimonious Error Correction Model (VECM)
Modeling AInFDI by OLS (using New Microsoft Excel Worksheet.xls).

Modeling of InFDI (A InFDI)

Variable Coefficient Std Error t-value t-prob
Constant -0.04869 0.05142 -0.947 0.3531
ALnX ¢ 1 1.08120 0.10355 10.441 0.0000
ALnGDP; 2 0.42420 0.11362 3.734 0.0028
ALnREER; 2 0.38537 0.07180 5.367 0.0000
ECM 1 -0.99758 0.59144 -1.687 0.0460

Diagnostic tests
Test on the significances of each variables

Constant F(1,27)= 0.05142[0.3531]
ALnX ¢ 1 F(1,27)= 95.7985 [0.0000] **
ALaGDP,,  F(1,27)= 10.8412[0.0028] **
ALnREER, , F(1,27)=  23.4042 [0.0000] **
ECM _1 F(1,27)= 0.415788 [0..0460] *

R"2 = 0.868241
DW = 2.82

AR 1-1 F(1,23)= 0.098018 [0.7570]
ARCH1  F(1,22)= 0.02614 [0.8730]
Normality ~ Chi"2(2)=  0.71943 [0.6979]
RESET F(1,23)= 0.44936 [0.5093]

**(%) Denote reject of the null at 1 (5) % significance level
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Since we are especially concerned with the relationship between export and FDI, it is
reported only the results for these two equations. The ECM for export and FDI regression
obtained from the above tables 5.5 and 5.6 results and following Johansen and Juselius
(1990), the short run dynamic model is constructed for these two models. The corresponding

ECM can be written as follows:

AlnX = 0.0416 + 0.6692 AInFDI, ; + 0.2503 AInOPEN ,

(SE)  (0.03251) (0.1008) (0.0982)
-0.2102 AInREER; - 0.6308 ECM (5.4)
(0.05021) (0.186)

AlInFDI= - 0.04869 + 1.08120AInX,; + 0.42420AInGDP,;

(SE)  (0.05142) (0.10355) (0.11362)
+0.23665 AINREER , - 0.99758ECM , (5.5)
(0.12861) (0.59144)

In the above models, the coefficients of the error correction term for export and FDI are
significant (at 1% level of significance) with expected sign with magnitude 0.6308 and
0.99758 respectively. These magnitudes indicate that the deviation from the long run
equilibrium is adjusted where 63.08% and 99.758% of the disequilibria are removed each
year period in the model respectively. The negative sign in error correction terms imply that

any shock in the system in the short run will return back to its long run path.

The FDI variable registers a positive sign and the coefficient is statistically significant at the
1 per cent level, indicating that FDI promotes exports under equation 5.4. The coefficient of
FDI is highly significant, thus showing that FDI generates positive impacts on export not
only in the short run but also in the long run perspective. Under equation 5.5 exports is
positively and statistically significant at the 1 per cent level, indicating that export promotes

FDL
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GDP with a three-period lag is positively insignificant for export equation and significant for
FDI in the current period. Indeed, there are past studies that have found domestic market size

to be statistically insignificant in explaining export-oriented FDI (Lipsey, 1999).

The effect of real exchange rate, depreciation of real exchange rate, in the long run has been
affects exports significantly. In short run real exchange rate with a two-period lag is
significant for export. The openness factor under equation (5.4) is positively significant at
5% significant level. This indicates that in the senses that trade liberalization policy taken by
the government does contribute in promoting export in the short run. Export, GDP, RER
have a positive effect on FDI inflows into the country. However, an openness factor has a

positive effect is insignificant in FDI equation in the short run.

The goodness of fit (the over all significance of the models) for AlnX (AInFDI) measured by
R™2 shows that about 84.82% (86.82%) of the variations in the dependent variables is
explained by the explanatory variables respectively. Testing for autocorrelation, as indicated
above tables 5.5 and 5.6 using Durbin-Watson statistics; it is found that there 1s

autocorrelation. DW is 2.17 for AInX whereas 2.82 for A InFDL

To sum up, FDI variables have positive sign, it is statistically significant (at 5% significant
level) in affecting the short run export models. This leads us to conclude that export and FDI
has a positive relationship in the short run. Moreover, regression was done to see the effect of
export on FDI as indicated in equation 5.5. In both case it is found that a positive short-run
causality is found. This result is supported by the theory and descriptive analysis, because it
suggests that the performance of FDI stimulates more export inflow to the country. This
result is consistent with those found by Liu et al (2002) for China, Baliamoune-Lutz (2004)
for Morocco, Pacheco-Lopez (2005) for Mexico, Johnson (2005) for East Asian countries.

62



CHAPTER SIX
CONCLUSIONS AND RECOMMENDATIONS

6.1 CONCLUSION

The paper has reviewed the evolution of various FDI regimes and linked them with long-term
FDI performance and exports. The study has described the inflows of FDI and export in the
country with a focus on the period after 1974. The World Bank data indicators illustrate and
still constitute the remaining barriers of doing business in Ethiopia. Trading Across Borders
(long time for export); long duration of enforcing contracts; lengthy procedure registering
property; higher paid minimum capital for starting business; closing a business (higher
recovery rate); paying higher profit tax; higher cost of import are some of existing remaining
barriers which are found as low level as compared with the regional (SSA) and the OECD

average as the World Bank Doing Business data.

Also, it has conducted an empirical analysis of the linkage between FDI and export to see the
FDI’s impact on Ethiopian exports. Unit root tests detected non stationarity in the time series
data. Then, all series are transformed to first difference form and become stationary and all
variables used in the analysis are integrated of order one I (1). The Johansen procedure was

applied for cointegration test.

The study examined the relationship between FDI and exports into foreign countries. For the
Ethiopian economy, it is found that FDI and export are cointegrated in the long run. At the
aggregate level, causality tests point to feedback effects between FDI and export both in the
short and the long run. Empirical results indicated a bi-directional relationship between FDI
and exports. This indicates that FDI indeed has a positive impact on Ethiopian’s export. The
finding of this paper, which suggests that FDI inflows tend to increase Ethiopia’s exports and
hence FDI inflows should be encouraged, is consistent with other works in this area

(Johnson, 2006; Wang et al, 2002; and Zhang (2004).
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FDI influences exports and exports influence foreign direct investment and this provides
conditions for policy makers to use both FDI and export strategies to design reforms to

promote FDI and export.

6.2 Recommendations

The Ethiopian government’s intervention has successfully stimulated much FDI and exports,
and inward FDI has had a positive influence on export performance, derives some important
policy implications. Therefore, the country’s export expansion attracts more benefits from
Foreign Direct Investment to the host country including capital; skill and technology transfer,

market access, and export promotion. To this end, I recommend the following:

» Although FDI inflows to Ethiopia have increased markedly during the last
several years, a continued process of trade liberalization is necessary for
realizing the country’s potential in attracting FDI, stimulating exports, and
accelerating GDP In order to attract higher FDI inflows, the Ethiopian
government needs to liberalize FDI and trade regimes further and to
improve overall conditions for private sector development growth. Thus,
the government needs to transform providing more incentives to export
oriented foreign firms into a more strategic core. Liberalizing FDI and trade
regimes regulations could therefore result in an increase inflows and

stimulating exports.

» MNEs have played in export expansion of host countries which is explained
in terms of country relative success in attracting export oriented FDI or
international subcontracting deals with MNE. To this end the host country
policy factors such as investment incentives and liberalization of policies
might have a limited role to play in expanding FDI inflows in relatively low
income agrarian economies with low levels of urbanization and poor
infrastructure. A spillover of knowledge from FDI to other firm is also

mixed which helps to enhance a country’s production. On the other hand
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buildup technological capability with further technological effort in trying
to absorb, assimilate and adapt the knowledge as possible through several
institutional means like provision of technological infrastructure,
subsidization of enterprise R&D, protection and support to innovative
enterprise constitute an aspect of the technological competence policy.
Thus, invest in upgrading the technology enhance production capacity of
the host country in the long run as well as in the short run and makes firms
more competitive in foreign markets. The higher host country’s production
capacity induces a multinational to expand its operations there. So, it is a
critical importance to maintain a high gross domestic product and surplus

products exhaust in at the intentional market.

In sum, the above measures to be undertaken in order to promote in attracting FDI inflows
and stimulating export are somewhat in general. A closer look and investigation on economic
and political uncertainty, lack of adequate capital market, and the role of government in
terms of building confidence of foreign investors are very important to be beneficial from

and attract FDI inflows and boost export successfully
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APPENDIX I —INSTITUTIONAL AND LEGAL ENVIRONMENT PRIOR TO 19991

During 1950s and 1960s, government policies were mostly market oriented and in the area of
foreign international relations aimed at attracting foreign. As stipulated in the key investment
proclamation of this period (No. 242/1966), foreign investors were allowed to establish and
operate private companies in Ethiopia in the same way as Ethiopian nationals. However,
foreigners were prohibited from owning land and investing into state enterprise owned and
operated by the Imperial Government (i.e. in strategic industries such as air transport,

electricity, communication).

A command system of economic management was introduced after the Derg’s military coup in
1974. Specifically, In January and February 1975, the government nationalized banks,
insurance companies and 100 largest industrial and commercial concerns (Brietzke, 1974).
Another radical measure was embedded in the land reform proclamation of February 1975m
which nationalized all rural land. Subsequently, all land was owned by the state and given to
farmers on use-right basis, while commercial large-scale farms were turned into state farms.
Land was allocated to individual farmers living in respective jurisdiction according to family
size (Kebede, 2008). As a result of these measures, the economic performance has been weak
poor for most of the second half of 1970s, while droughts constituted major setback in early

1980s.

In 1983/84 the government adopted “ten-year perspective plan” to address Ethiopia’s structural
weaknesses. The aim was to reduce the share of agriculture in GDP while increasing the share
of industry, secure foreign exchange earnings, diversify the country’s export and put the
economy on sustainable path. As a part of this effort, the 1983 joint venture proclamation on
FDI was approved. However, as underscored in Tsegaye (1991), the main problems associated
with the joint venture law were related to its implementation, caused especially by the highly
bureaucratized procedures for approving joint venture proposals (at least five governmental
ministries & agencies are required to endorse the proposal) and the lack of a coordinating

institution. The 1983 proclamation was revised by a special Decree No. 11/1989, which
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permitted majority foreign ownership in many sectors, except o public utilities, banking and
finance, trade, transportation, and communications. The decree also attempted to provide a

more extensive legal protection of investors.

As a consequence of the weak economic performance, new economic reform program was
declared in March 1990. It attempted to reverse the governmental policy from central planning
towards market mechanism. Following the declaration of the economic reform program, a
series of legislations were issued in order to implement the new policy direction and promote
private sector.8 However, the implementation was interrupted once again with the overthrow

of the Derg regime in 1991,

¥ For example, the regulatory regimes allowed Ethiopia to accept international arbitration as a means
of solving disputes that might arise between the host country and foreign investors.
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[ APPENDIX II- Summary of world Bank's doing business indicator 2007 SSA countries

Indicator Kenya | Uganda | Tanzania | Nigeria Ethiopia SSA OECD
Procedures (numbers)
Starting Business 12 18.7 12 2 7 10.8 6.0
Duration (days)
44 28 29 2 16 56.3 149
Cost (%GNt per capita)
46.1 92 47.1 36.6 413 148.1 5.1
Paid in Min. Capital (of GNt
per capita) 0 0 0 0.0 960.0 188.8 32.5
Procedures (numbers)
Dealing with licer 10 21 18 12 18.1 14.0
Duration (days)
100 143 308 350 128 262.5 1533
Cost (% of income per capita)
58.8 811.8 2365.5 1016 1,094.4 2,549.2 62.2
Difficulty of Hiring Index
Employing 33 0 89 0 33 41.7 252
Workers Rigidity of House Index
0 0 40 0 40 43.9 392
Difficulty of firing Index
30 10 60 20 30 422 279
Rigidity of employment
Index 21 3 63 7 34 42.6 30.8
Procedures (numbers)
Registering a 8 13 10 14 13 7.0 49
Property Duration (days)
64 227 119 82 43 104.6 28.0
Cost (% of property value)
42 4.6 53 222 75 11.1 4.6
Legal Rights Index
Getting credit 8 3 5 7 4 4.0 6.4
Credit Information Index
4 0 0 0 2 1.3 4.8
Public registry coverage
(% Adults) 0 0 0 0 0.1 2.1 8.6
Private bureau coverage
(YeAdults) 1.5 0 0 0 0.0 45 593
Disclosure Index
Protecting 3 2 3 5 4 47 6.4
Investors Director Liability Index
2 5 4 7 4 3.1 5.1
Shareholder Suits Index
10 5 8 5 5 5.0 6.5
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Investor Protection Index

5 a 5 57 43 43 6.0
Payments (numbers)
41 33 43 33 20 387 15.1
Paying Taxes Time (Hours)
432 237 172 1120 198 3212 183.3
Profit tax (%)
325 15.7 20.2 19.4 26.8 214 20.0
Labor tax and contributions
(%) 68 113 18 9.7 0.0 133 228
Other taxes (%)
116 53 6.1 0.7 43 333 3.4
Total tax rate (% profit)
50.9 323 443 29.9 31.1 68.0 46.2
Documents for export
(Number) 9 6 5 10 8 8.1 45
Trading across b¢ Tiite Tor Gapart (days)
29 39 24 26 46 35.6 9.8
Cost to export (USS
Per container) 1955 2940 1212 1026 1,617 1.660.1 905.0
Documents for import
(Number) 3 7 7 9 8 9.0 5.0
Time for import (days)
37 37 30 46 42 437 10.4
Cost to import -
(USS container) 1995 2990 1425 1047 2,793 1,9859 986.1
Procedures (numbers)
Enforcing 44 38 38 39 39 39.4 313
contracts Duration (days)
465 535 462 457 690 643.0 4433
Cost (% of claim)
26.7 449 143 32 152 487 174
Time (years)
Closing a 4.5 22 3 2 3.0 34 13
business Cost (% of estate)
22 30 22 222 15 20.0 g
Recovery rate
(Cents on the dollar) 31 41.0 20.5 275 33.1 17.1 74.1

Source: doing busincss data (http://www.doingbudiness.org).
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Appendix III: Description of the Survey Result Questionnaire Format

i) Description of the survey result

A. Point of First contact

percentage

Local Business people
Foreign inventors in Ethiopia
EIA

Others

40%
60%

B. Which government agencies least flexible in operating business

percentage

Custom Department

Ministry of Trade and Industry
EIA

Others

18%
55%
27%.

9%

C. Most important inventive

Most important incentive

percentage

Duty exemption/ machinery and constriction material
Tariff protection

Tax holiday

Easy of remittance of dividends ad profit x

Access to local credit

T5%

25%
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D. Main Problems in operating business

problems percentage
Problem with basic infrastructure e.g water electricity, telephone 80%
Availability of raw material and other mput 60%
Problem of financing —
Restrictive government regulation 20%
Cost and/or quality of labor 60%
Market conditions (level of demand, competitions) 20%
Problem of to get land —en
Taxes on raw material and finished product 60%
Intellectual property protection _
E. Main Problems related to government regulations
Problems percentage
Import and export regulations 20%
Tax related regulations 80%
License requirements and processing =
Restrictions on employment of expatriate staff o
Requirement to use local inputs of poor quality .
Ownership of land 60%
The proportion of ownership opens to foreign firms =
F. Main recent investment initiatives
Main recent investment initiatives percentage
Launch of new product 40%

60%

Expansion of existing operation
Improvement of the effectiveness of existing operation

Simply replacement of existing equipment with minor improvement

ii) Questionnaire Format

Q1 Point out your first contact

Local business

People

Foreign investors

Ethiopian Investment authority
Embassy

Other

mo oo oe
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Q2. Do you benefit from any particular incentives for FDI
a. Tax exemptions
b. Access to credit
c. Repatriation of profits etc. and if so what are they? What incentives do you most
important for your operations?

Q3. What is the main market for your product?
a. Domestic
b. Foreign
c. Both
If both, what are the shares? If foreign, what countries do you export to?

Q4. Do you have any difficulties securing inputs, including labor? Do you import any of your

inputs?

Q5. Which government institutions you found most flexible and which ones least flexible

for your operations?

a. Customs

b. Min. of Trade
c. EIA

d. Others

Q6. How important are local economic conditions for success of your business, how do you
view future economic prospects of Ethiopia?

a. Very good
b. Good

c. Satisfactory

d. Not as expected

Q7. Have you learned from "best practices" applicable to your sector established in
neighboring countries

a. Kenya
b. Uganda
c. Others

Q8. What were the main motivating factors for coming to invest in Ethiopia?
Low-cost labor

Size of the market

Other resource

Similar move by competitors

Success in similar countries

Reputation of the country as a good place to invest etc

moe Ao o
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Q9. What was the main factor in deciding to invest in Ethiopia?
a. Profitability
b. Incentives
c. Local contribution to the investment
d. Political stability

Q10. What do you view as main contribution of your investment to Ethiopia's development?
Taxes

Employment generation

Technology transfer

Management transfer

Net increase in exports

Net increase in physical investment

o ao o

Q11. What are the main impediments to your operations in Ethiopia?
Basic infrastructure such as roads

Telecommunications

Internet

Cost of raw materials and their availability

Financing/credit

Government regulations

Taxation of raw materials or the final product

Availability and cost of labor

Lack of middle-level management

FEGe Mo o o

Q12. Main recent investment was for new product,
a. [Existing operations
b. Human capital etc.

Q13.What is the main source of finance?
Supplier credit

Loan from Ethiopian Bank

Loan from foreign bank

Money from a parent company
Equity local/foreign

R0 ow

Q14. Are there any problems with securing raw materials/
a. Unreliable supply
b. Too expansive
c. Do not exist locally/need to be exported

Q15. What do you view as the main sources of non-commercial risk?
a. Political instability
b. Excessive government intervention
c. Expropriation
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d. Reversal of investment incentives
e. Failure to implement contract. Do you have any insurance against such risk?

Q16.Which government regulations are causing most trouble?
Import/Export regulations

Tax regulations

Licensing requirements and processing

Land ownership

Requirements to sue local inputs

The proportion of ownership open to foreign firms
Restriction on employment of foreign nationals etc.

©®mo oo o

Q17. What is your main "issue' in dealing with government agencies?
Corruption

Lack of legal framework

Arbitrary decisions

Lack of professional approach

oo
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Appendix IV : Largest affiliates of foreign TNCs in the host economy

A. Industrial*

|

|

B. Tertiary
Equatorial Business Group United Kingdom Trade
BASEF ( Ethiopia) Germany Trade
G C S - N CR Ethiopia United States Trade
Beiner Germany Trade
Afcor ( Ethiopia ) United Kingdom Trade
Addis Ababa Hilton International United Kingdom Hotels
Motor & Engineering Co Of United Kingdom Trade
Ethiopia
Shell Ethiopia Netherlands Trade
A B B Midrock Industrial Services Switzerland Trade
Ayderus Hussein Mohamed Farag India Trade
Shell Chemical Company Other business services
Netherlands
Mitsubishi Ethiopia Trading Japan Other business
services
Ethiopian Pioneer Hi-Bred Seeds United States Other business
Jos Hansen & Soehne (Ethiopia) Germany services
Other business
Services..
C. Finance and Insurance
=]

Sources: UNCTAD WID (2005) Country Profile

*Matador Addis and Ethiopian Crown Cork & Can Manufacturing Industry Share Company
are also found affiliates of foreign TNCs in the host economy.
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APPENDIX V: DESCRIPTIVE STATISTICS AND CORRELATION MATRIX

A) Descriptive statistics

1nX 1nFDI 1nGDP 1nRER 1nOPEN
Mean -2.672583 -2.683380 4.659913 1.821380 -1.450395
Std.Devn 0.370046 0.303024 0.379636 0.475766 0.343904
Minimum -3.895016 -3.729117 4 023897 1.188879 -2.641829
Maximum -2.234080 -2.225237 5.193363 2.980965 -0.742929
Normality 26.558 24.501 8.3006 6.6079 10.672
Chi"2(2) [0.0000] ** [0.0000] ** [0.0158] * [0.0367]* [0.0048] **
B) Correlation matrix
1nX 1nFDI 1nGDP 1nREER 1nOPEN
1nX 1.0000
1nFDI 0.85084 1.0000
1nGDP -0.31679 -0.40863 1.0000
1nRER 0.11065 0.060591 -0.62821 1.0000
1nOPEN 0.59495 0.68269 =0.40969 0.020128 1.0000
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ANNEX VI: THE CONSTRUCTION OF EFFECTIVE EXCHANGE RATE

The major sources of data for these variables are IFS database, and WB. Exchange rates were
obtained from IFS database and trade weights were computed from the direction of trade of
country as reported in the bulletin of NBE. The nominal exchange rate of the partner
countries (currency/ USD) was obtained from IFS database and converted to birr per
respective country for each partner. The year 2000 is used as a base period as the trade
balance for this period is found to be relatively satisfactory.

THE MATHEMATICAL FORMULATION OF THE EFFECTIVE EXCHANGE
RATES

Nominal Effective exchange Rate (NER) is a weighted average of exchange rate of the
domestic currency per unit of foreign currency.

NER = Eng Wi Eij

Where:
W;; = relevant weight (trade share of country j at time t)
Ejj = nominal exchange rate defined a domestic currency per foreign currency
N = number of trading partner

Real effective Exchange ate (RER) is obtained by deflating the NER by the ratio of relative
prices of tradable to non-tradable. In choosing the relative price of indices, we take the
whole prices index (WPI) of the partner countries as a proxy for the prices of tradable as this
comprises mostly of tradable goods and Consumer Prices Index (CPI) of the country to proxy
the non-tradable price.

RER =an WijEj P*/Pt

Where: P* = Wholesale price indices of partner countries
Pt = CPI of Ethiopia
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THE SELECTION OF TRADING PARTNER COUNTRIES

As the selection of weights and partner countries are concerned, the trade weight was used
the ratio of import plus export of the partner country to the total trade of Ethiopia one percent
and above was used for selecting the country. 12 countries selected (Djibouti with 0.04352
weight not include) and which covers about 75 percent of total trade. These countries are
listed below with their corresponding weight.

No. Country Weight
1 BELGIUM 0.025553605
2 FRANCE 0.027556403
3 GERMANY 0.092647768
4 ITALY 0.084970836
5 NETHERLANDS 0.026694308
6 SWEDEN 0.019423436
7 UNITED KINGDOM 0.044116817
8 UNITED STATES 0.094254556
9 China, mainland 0.075380396
10 INDIA 0.048366516
11 JAPAN 0.073003126
12 SAUDI ARABIA 0.123743609

34




ANNEX VII: EXOGENIETY TESTS FOR GDP

Test for Zero-restriction of a-coefficients (Weak Exogeniety of Variables): GDP

InGDP InX InFDI mRER InOPEN

a -coefficients -0.017963 016176 -0.39744 -0.80717 0.17935
Chi”~2(1) 34.42 0.4551 3.9106 3.1137 0.55791
P.V. [0.0074]** 0.4999 [0.0480}* [0.0776) [0.4551)

Test for Zero-restriction of B-coefficient (Long run Variables) : GDP

InGDP X InFDI InRER InOPEN
B-coefficients 1.0000 0.060260 0.17060 0.071080 0.044869
Chi*2(1) 11.012 36407 | 86239 ~ 10887 | 3.8527
P.V. [0.0009]** [0.0456] [0.0033]* [0.0010]* [0.0297)*

Therefore, the structural long run relationship derived from the cointegrating vector
normalized with respect to InGDP can be repented as:

InGDP=0.060260InX + 0.17060InFDI + 0.071080InREER + 0.0448691nOPEN

Results of the specific parsimonious Error Correction Model (VECM) Modeling
AlnGDP by OLS (using def.xls) The present sample is: 7 to 37

Variable Coefficient Std.Error t-value t-prcb
Constant ~0.053757 0.043465 -1.237 0.2281
DLX 3 0. 37423 0.17143 2.183 0.0390
DLNFDI 1 0.41987 0.16341 2.569 0.0168
DLOPEN_1 0.84897 0.23102 3.675 0.0012
ECM 1 -0.9702 0.58744 -1.651 0.0410

R*2 = 0.711997
DW = 1.53

AR 1- 2 F( 2, 22)
ARCH 1 F{( 1, 22)
Normality Chi”2(2)
RESET F{( 1, 23)

0.7256 [0.2013]
0.6071 [0.3041]
0.8177 [0.5719]
0.68848 [0.4152)

v onon

The ECM for GDP regression obtained from the above tables results the short run dynamic model is
constructed. The corresponding Error Correction Model (ECM) can be written as follows:

InGDP= -0.053757+0.37423InX ; + 0.41987InFDI , + 0.84897InOPEN ;-0.9702ECM ,
The FDI variable registers a positive sign and the coefficient is statistically significant at the 1 per

cent level, indicating that FDI promotes GDP. The coefficient of FDI is significant, that generates
positive impacts on GDP not only in the short run but also in the long run perspective.
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