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Abstract

The determinants of FDI include any host countsjtgations that affects the inflow of FDI, like rkat size, the
economic growth rate, real growth domestic prodimnftastructure, natural resource, the politicaliaion etc.
In recent years, Ethiopia has started encouragiagriflow of FDI by improving the investment clineaand by
providing different incentive packages. The foctishis review is to identify the major determinaotsforeign

direct investment (FDI) in Ethiopia. The resultsow that the variables like real growth domestiodurct,

liberalization, exchange rate devaluation and tiguEnness are significant and have positive cdivelavith the

inflow of FDI in Ethiopia. On the other hand, vaides like inflation, poor infrastructure; volatiend high

lending interest rate has significant and negatissociation with the inflow of foreign direct inve®nt.

Finally, the study recommend possible interventibthe government through infrastructure developnzerd

formulation sound fiscal and monetary policies émtcol the negative impact of inflation, intereate and other
macro variables.
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1. Introduction

Ethiopia has managed to register double-digit esoagrowth over the past 13 years. This high grohais
contributed to a sustained increase in per capitwme and a decline in absolute poverty, as well as
improvement in standards of living (MOFEC 2017jhvdstment is without doubt, one of the primary aegiof
development in all economies. Foreign direct inmestt (FDI) remains a significant source of capaab
income generating opportunities for least developaehtries. This is especially true for Ethiopiattdoes not
have enough domestic funds to finance huge invedtprejects. It is also important for Ethiopia mansferring
technological advancement for domestic enterprisempetitiveness and organizational forms, asgishan
capital formation, international trade integratiand to create a more competitive business envirahfinem
abroad (Gelawdewos, 2015).

The need to meet the objective of faster economiavthp and low level of capital accumulation are
conflicting in nature. To solve this problem, FBI served as a source of capital in most LDCs. (@etnd
Hirut 2006). FDI is particularly important for ddeping countries like Ethiopia since it providescess to
resources that would otherwise be unavailable ¢ésdltountries. Its contribution to economic develept and
therefore poverty reduction comes through its ratea conduit for transferring advanced technologg a
organizational forms to the host country, trigggrbechnological and other spillovers to domestjcalivned
enterprises, assisting human capital formation trdmring to international trade integration andpieg to
create a more competitive business environment shiort, FDI works as a means of incorporating under
developed countries into the global market and avimg capital availability for investment (Amanu2D14).

The rapid growth in FDI over the last few decades iitiated a large body of empirical literatuce t
examine the determinants and the growth enhancifegte of FDI. Similarly, various studies have been
conducted to identify the determinants of foreigrect in Ethiopia. . There is, however, absenceystematic
review evidence on the determinants of foreignafirevestment sources. The major objective of sk is,
therefore, to review sample empirical studies cotetli in Ethiopia and draw logical conclusion and
recommendation. On the top of the above statentbid, review is expected to provide convincing and
significant information for concerning body suchgasrernment, policy makers, and other institutismsking
to promote foreign direct investment and henceotaesthe problem of unemployment and balance ofnat
deficit of the country.

2. Foreign direct investment (FDI) and related issues

2.1 The Benefitsand Costs of FDI

Understanding the benefits and the drawbacks of iEDinperative to formulate a sound policy. Evenirif

recent times, the policy that favors FDI dominatd®re are two opposing views as to the role of kDI
developing economies. On the one hand, it is ar¢iuedFDI benefits the host country, for instarimecreating
employment opportunities and bringing new techni@legin contrast, the other group argues that therse

effects of FDI outweigh its benefits (Teshome, 2010
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2.1. 1 Pro-FDI Views

Economic growth depends on the general level afstment and investment in turn largely dependsasimngs.
However, gross domestic savings are too low irléhst developed countries (LDCs). As a result,ifprelirect
investment is the next best alternative sourceiltotife gap between domestic savings and the reduir
investment for economic growth aweless economieldgment. Beside, foreign firms bring not only ficzal
capital but also managerial techniques as welkkasepreneurial and technological skills that lackDCs and
these skills can be transferred to domestic filmsugh different channels. On the top of the aledantages,
government’s budget deficits can also be fixed blecting profit-tax from transnational companiesfmom
foreign direct investors (Todaro, 1992, Solomon &00eshome 2010). FDI can also play important tple
creating employment opportunities and by integoatihe host-country economy in to the world economy
(OECD, 2002).

2.1.2 Anti-FDI Views

On the other hand, a group of scholars stronglggtees with the Pro- FDI views. Their first coursegument
says that multinational corporations increase inedon low-income groups, which have low propensitysave.

If individuals do not save enough, the gap betwssarnngs and investments cannot be closed. Bedutesgn
firms may also fail to reinvest the profit they geste in the host country; hamper the growth of et
enterprises and domestic investment by importirgitiput and intermediate product from their sulasids in
other countries. FDI might also inhibit the devetant of indigenous skills as the result of multioaal
companies’ dominance over local enterprises (Tqde862, Solomon 2008, Teshome 2010).

It is expected that government’s budget deficits @&iso be fixed by collecting profit-tax from tranagional
companies or from foreign direct investors. Howegmvernments often enter in to exclusive agreesnetith
foreign firms and provide tax holidays, tariff peotions, and investment allowances (this is comimene in
Ethiopia). Due to these reasons, the taxes thabearollected will not be up to the required leselbecomes
quite small. Moreover, most of the time foreignedir investors participates in tax avoidance andetzasion
practices. For example, these firms can avoid lteedtion by transfer pricing techniques -a methsdd to
reduce local profit level by paying artificiallyflated prices to the intermediate products purcthdiem abroad
subsidiaries (Thomas A. and Peter H. 2000).

2.2 The motivesfor foreign direct investment
Researchers conducted on the issue indicates i plossible motives for FDI by referring Dunnid®@93) as
cited on Amanuel , 2014; Getinet and Hirut 2006;ziRa 2016 ; Haregewoyn 2016 , Henok ,20 14 and
Gelawdewos , 2015 and according to those researeBédas the following three broad purposes.
Market seeking or (horizontal) FDI: In this case, the main aim of FDI is to provideds and service to local
and district market. The motive for horizontal Fidlmarket size and market growth. The investors ate
seeking market size for investment need to havedwmmtries, which have a large market size, higtemptial of
market growth and high per capital income.
Resour ce (asset seeking) FDI: This type of FDI is carried out when the investfitgr’s aim is to get access to
the resources in the host country which are notinhble in home country. Examples of these ressuace
natural resources, raw materials or low cost labor.
Efficiency seeking FDI
Under this type of foreign direct investment theestor will invest to get an advantage when ther@ ¢ommon
governance of geographically dispersed activitespecially in the presence of economies of scopesaale
and diversification of risk.

The above three motives of FDI are categorized um#d®nomic determinants of FDI. Besides these
economic determinants, there are also two othasiardeterminants of FDI: which is the hosting coyrDI
policy framework and business facilitation (Getinatl Hirut 2006).

3. Foreign direct investment in Ethiopia

The government of Ethiopia has established theopthn Investment Authority (EIA) in the year 1992 t
promote, coordinate and facilitate foreign invesitn@a the country. Functions of EIA, among othénglude;
providing all the necessary information requiredfdrgign investors, approving foreign investmenplagations,
issuing investment permits, registration servieggroving expatriate posts in approved investmandsissuing
work permits to foreign employees. Issuing trade aperating licenses for foreign investments, nwiny the
implantation of licensed investment projects, app and registering technology transfer agreembataeen
local companies and foreign technology suppliemg, facilitating the acquisition of land by foreigrvestors in
accordance with the relevant federal and regionakeghment laws and regulations (Getinet and HR20O6;
Solomon , 2008 ;and Henok, 2014 ).
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According to the EIA, the areas with the most pEing potential for investment are agriculture, agro
processing, textiles and garment, leather and degbinoducts, tourism, mining, and hydropower (Anenu
Mekonnen 2014). Ethiopian Investment Commissioeméyg announced that the country’s FDI increase@by
percent on average over the first last six monthshe fiscal year 2016/17 compared to same peribd o
2015/2016. FDI flows to the country continued t@whpositive track of record in 2016/17 despite theent
unrest occurred in some parts of the country (MQBCY).
Table 1 and Figure 2: Foreign direct investmerbimf(in US$ millions) 2007 — 2017

Year 2007/08 2008/09 200910 201011 2011712 2012713 201314 2014/15 201516 2016/17
Total FDI 8146 893.7 960.3 1.2425 1.0721 12316 1467.0 22022 32687 41708
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3.1 Prospective of FDI in Ethiopia

Ethiopia has recorded annual average GDP growthbofit ten percent in the last decade, driven byigpub
investments in agriculture and infrastructure. pbeerty rate has fallen from 44 percent in 200Q3® percent
in 2015/16. In 2016/17 GDP growth is estimated ate®cent, as agriculture rebounded from severegtitou
conditions in 2015/16. Industrial activity expandedith continued investments in infrastructure and
manufacturing. The current account deficit declimed2016/17 to 8.2 percent of GDP from 9.1 percinet
previous year, reflecting lower drought-related arip and lower public sector capital goods impdttswever,
export revenues were largely unchanged despitéfisim volume growth, as global agricultural conulity
prices remained low. Foreign direct investment (Ffrowth was 27.6 percent due to investments innghe
industrial parks and privatization inflows. Intetiomal reserves at end-2016/17 stood at US$3.2bil{1.8
months of prospective imports cover). (IMF, 2018)

The government of Ethiopia follows integrated 5+ypkans to guide its state-led industrial developine
The second of these Growth and Transformation PI@EP Il), covering 2016-2020, is now being
implemented. GTP Il sets a target of an averagavttpr@of 11% in the next five years with the objeetiof
middle income status by 2025. To realize thesesgdiaé government continues to pursue consistehpardent
macroeconomic policies and to invest heavily igéascale social, infrastructural and energy prsjdcicluded
in the GTP Il are incentives for international ist@'s, such as facilitation of repatriation of istreent and
profit, ease in hiring expatriate personnel, terappincome tax exemptions for investments in selbsiectors,
duty-free imports of capital goods, components ievd materials for exporting industries and manufests in
priority sectors (Cole, 2017 Cited by Tesfaye 2017

Politically, the country is one of the most stabteuntry in the horn of Africa. Economically, in @dto
enhance the export sector, the government haslisbtb the Ethiopian commodity exchange (ECX). In
addition to this, the rural development policy atichtegy is under implementation, underlines thgiticultural-
Led development will bring about fast economic gitawenable its people become beneficiary of economi
growth, and lay solid foundation for the industridévelopment. To utilize the enormous potential for
hydropower energy, the country is running renewaéga hydropower plants across the country. Pyidsit
given to road transport infrastructure developméetause it's playing a vital role on transportgmpds in
Ethiopia. In addition to the road transport, totaims the rapid economic growth, it requires avaligb of
railway network. Therefore, the government is carting a total of 2395 km of national railway netk. The
old railway connects Addis Ababa to Djibouti beirgplaced by electrified railway, expected to bdetstiopia’s
import-export trade. The reputable Ethiopian a@lirs also playing its role on providing cargo seegi
worldwide. 18 financial institutions and insuraram@mpanies are operating in the country. The govemralso
offer different tax holidays or exemptions whiclmgas from 2-10 years depending on the nature @fsinvent
(Tesfaye, 2017).

On the top of the above incentives the Ethiopiaegoment has a bilateral agreement investment piomot
and protection with following countries; Algeria,uétria, Belgium & Luxemburg, China, Denmark, Egypt,
Equatorial guinea, Finland, France, Germany, Intfian, Israel, Italy, Republic of Djibouti, Qatakuwait,
Libya, Malaysia, Netherlands, Russian federatiom,t® Africa, Spain, Sudan, Sweden, Switzerland,iSian
Turkey, UK, USA and Yemen. In addition, the countrggs signed double taxation avoidance treaties; with
Czech Republic, France, Israel, Italy, Kuwait, Romma Russia, South Africa,, Tunisia, Turkey, andréa (
EIC 2014).
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However, there are a number of obstacles to inwesthiopia Mainly by the following principal obstacles
that foreign enterprises face in Ethiopia: Tradgutation and customs clearance efficiency. Perdefeecign
exchange rate risks deter investment. Restrictions foreign currency transaction and conversion, in
combination with perceived uncertainty over theefgn exchange rate path, tax administration incbescy
and inefficiency( more than 70 percent of the surveyed firms findititensistency of tax law explanation and
the frequent law amendment a major obstacle togdoirsiness), Insufficient local access to finarfteiopia is
also known by nationalizing lucrative business. &ample, telecommunication, airlines, shippingiropower
plants belong to the government and foreign invsstot allowed to possess these businesses. Adaifiothe
financial sector is open only for Ethiopians. Ththes problem face foreign investors is culture bé t
community. Other obstacles were corruption, infiagure (Tesfaye, 2017).

4. METHODOLOGY OF THE STUDY

This study based systematic review involved detiegpanalysis. The primary data were systematically
collected from 6 (six) quantitative studies andnr@ (two) qualitative studies conducted in Ethiop&tween
2006 and 2017. On the top of the above researthesauthor also used a number of supportive relsesrc
which is conducted in the aforementioned issuese tudy used descriptive statistics (like frequency
distribution tables) to analyze the demand sidppluside and mainly the macroeconomic factorscéifig the
inflow of foreign direct investment in Ethiopia.

This review employed two-stage screening stageschwis title and abstract screening and Full-text
screening. The researcher used hand-searching dnettiokey search terms from internet. Various papeere
identified with the same topic. Of these paper &)(Studies were found relevant for the review. Ttedy
assumed that dependent variable (Foreign direesinvent FDI)) is a function of various economiciafles.
For this study, however, the main determinantsoodifjn direct investments are real growth domestiluct
(RGDP), Inflation (Inf), Poor Infrastructurg¢Plnfra), Interest ratel), liberalization ) , Exchange ratéEr)
and Trade opennesEd).

Real growth domestic product (RGDP)

Investment is the dynamic element of Gross DomeBtimduct (GDP), the only one that allows domestic
production to increases and with it employmeninfluences the consumer and government spendiedatter
through increased tax revenues (Carlos and Ed@iE5)2 On the other hand real growth domestic prodage
also a power to attract foreign direct investors.

Inflation and Exchangerate

When a country’s currency devalues, it is vieweda®pportunity for foreign investors to purchasseas at a
reduced cost. This is especially true when fordigns have identified specific assets in their &egl markets
(Blonigen, 1997). Frequent and erratic changesxagh@nge rate of the domestic currency affect tifievnof
FDI (Goldberg and Klien, 1997). Barrell and Pai®4#) find that investors tend to postpone theiestiment
when the currency in the targeted market strengthen

Through its effect on the cost of inputs and theeprof outputs, inflation reduces the real retum o
investment and firms’ competitiveness. Hence, coemtthat pursue policies that reduce inflatiore raive
better chance in attracting FDI. Low and prediaahflation rate is central for the long-term intraent of both
domestic and foreign companies. Therefore, higherunpredictable inflation will decrease the inflofvFDI
(Birhanu, 1998). Generally, Inflation rates and lexrge rates are used as proxy variables for mammoetc
stability. Low inflation and stable exchange rateée expected to have a positive impact on FDI (desh
2010).

Poor Infrastructure (P Infra)

Infrastructure covers many dimensions ranging froads, ports, railways and telecommunication syste
the level of institutional development (Getinet aHitut 2006; Amanuel, 2014). The availability of Me
developed infrastructure will reduce the cost ofndobusiness for foreign investors and enable them
maximize the rate of return on investment (Moriig801). Therefore countries with good infrastruetuare
expected to attract more FDI. Gross fixed capitainfation (percent of GDP) has been included to yrox
infrastructure development. FDI is expected to haesitive relationship with infrastructure of thevsh
countries. (Amanuel, 2014)

Interest rate(l)

Interest rate is the amount of money charged lnddr to a borrower. It is often expressed as eepéage of
the principal amount (Benson, 2016). Interest ratdisbe adjusted to reflect changes in inflatidks a result,
interest rates are critical determinants of foradgrect investment. Defines interest rate as ttst obborrowing
capital and also a measure of return on investnieatitionally, investors will shop for low costetfit sources
or lower interest rates and invest it in econorttias are promising higher returns (Singhania, 2011)

Trade Liberalization (L)

There are reasons to expect that different kindsraafe would influence FDI flows differently. Whikeade
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associated with cross-border vertical integratiay fnoost FDI by providing incentives of cost reduet intra-
industry trade may discourage FDI that seeks ec@®mf scale ( Bishwanath and Rashmi, 2007).
Liberalization of trade and FDI regimes are assutndthve a positive influence on the inflow of Féce they
facilitate a freer trade and investment in conjiorctwith the repatriation of dividends and profits home
countries (Bende , 2002, cited by Teshome 201Q@hiofia has been introducing some liberalizatiorasuees
since 1991 and researches, which include this blariaused a dummy variable to capture the effecthef
change in policy environment on FDI. The dummy aflé assumes a value of 0 for the pre-liberalingbieriod
(i.e. up to 1990) and 1 for the post liberalizatpmriod (from 1991 onwards).

Trade Openness: Trade openness promotes FDI and it is measurdteastio of export to GDP. Sign and Jun's
1995 study indicates that exports, particularly ofacturing exports are a significant determinants=DI
inflow and the test shows that there is a strondesce that exports precede FDI flows.

5. Result, Conclusion and Policy Recommendation

5.1 Description of Reviewed Literatures

In this section of the study, the reviewer presambe of the general characteristics of literatimeéerms of title,
nature of data, and periods under study.

Table 2: Summary of Reviewed Studies

No. Authors Title Typeof Data  Years
1 Rozina (2016) Determinants of Foreign Time-Series 1981-
Direct Investment in Ethiopia: (Annual) 2014
Time Series Analysis
2 Haregewoyn Determinants of Foreign Direct Investment: EvidencEme Series 1975-
(2016) from Ethiopia (Annual) 2014
3 Gelawdewos The Determinants of Foreign Direct Investment (FIDI) Time Series 1980-
(2015) Ethiopia (Annual) 2014
4 Teshome (2010) Determinants of Foreign Time Series 1981-
Direct Investment In Ethiopia (Annual) 2007
5 Amanuel (2014) Factors Affecting FDI Flow in Ethiap An Empirical Time Series 1990-
Investigation (Annual) 2011
6 Getinet & Hirut Determinants of Foreign Direct Investment in Etlidop Time-Series 1974 -
(2006) a time series analysis (Annual) 2001
7. Tesfaye (2017) Foreign Direct Investment (FDI) IGok in Ethiopia: Descriptive 2017
An Evidence from Oromia Region Selected Specistatistics
Zones
8. Henok (2014) Determinants and Impediments of FDI Descriptive 2014
inflows in Ethiopia- A Firm Level Investigati statistics

Source: Reviewed literatures 2018

This study, however, focused on determinants adifpr direct investment in Ethiopia. The si@) shows
that the variable has been found significant fraawiewed literatures and thet) shows the impact of a
variable.
Table 3: Determinants of Economic Growth

No. Authors Variables

RGDP INF PINFRA I L Er To
1 Rozina S(+) S() S() S(+)
2 Haregewoyn S(-) S(+) S(+) S(+)
3 Gelawdewos S(+) S() S(-)
4 Teshome S(+) S(-) S(-) S(+)
5 Amanuel S(-) S(+)
6 Getinet & Hirut S(+) S(-) S(-) S(+)
Source: Reviewed literatures 2018

According to the above table, the independent bibriseal growth domestic product have positive iaipa
on foreign direct investment (FDI) inflow to Ethiap(Rozina, 2016; Gelawdewos, 2015; Teshome, 2010;
Getinet & Hirut, 2006). On the other hand, one laf tajor macroeconomic variable ‘inflation’ is négaly
associated with the inflow of FDI (Rozina, 2016;l&edewos, 2015; Amanuel 2014; Teshome, 2010; Gefine
Hirut, 2006). According to the regression, poorasfructure prevails its negative impact on théimfof FDI
(Rozina, 2016; Teshome, 2010; Getinet & Hirut, 20@milarly, interest rate have also significandaegative
impact on the inflows of FDI (Gelawdewos, 2015 atalegewoyn, 2016). When we see the relation between
trade liberalization and inflows of FDI there sifigaint and positive correlation as indicated in tegearches of
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Rozina, 2016; Haregewoyn, 2016 and Getinet & Hi2@0p6. With reference to the exchange rate as the
government of home country devaluate its currerftsre is possibility to attract foreign direct intas
(Haregewoyn, 2016). The last variable, considestiin this review is trade openness. Accordingthe
findings of Haregewoyn, 2016; Amanuel 2014 and deash 2010 trade openness has significant and p®siti
impact on the inflows of FDI to the home country.

Tesfaye, 2017 and Henok, 2014 also made a deseripthalysis on the factors affecting the FDI in
Ethiopia. Their findings reviled that Ethiopidatvely stable in macro economy, secure and safhe horn of
Africa (political and social stability ) , strategigeographic location with favorable climate, inempive,
sufficient labor, potentiality on the local markghvernment incentives, and consistent economievtir@and
regional market opportunity are the main driver&bDI to Ethiopia. On the other hand, the majbstacles or
challenges that constrain the inflows of FDI aeglé regulation and custom clearance (and lacleaf policies
and regulatory impediments), shortage of foreigchexge and rate volatility , tax administrationansistency
and inefficiency, insufficient local access to fica, openness of business and culture (Tesfay&)201

5.2 Conclusion and Recommendations

FDI is an important source of investment in an exoy. Performance of a host country in terms of GBP
important for investors in an economy however,dbentry must do more to improve its GDP (Bensor,620
Currently most developing countries are trying tiva&t foreign direct investor and Ethiopia as omativith low
domestic saving and with high budget deficit netalde the part of this competition. This study aitas
carefully review sample empirical studies condudteéthiopia to identify factors that determine thélow of
FDI in Ethiopia. As it is stated in the methodologgrt review applied, two stage screening procés:and
abstract screening and Full-text screening.

Real growth domestic product, liberalization aradé& openness are among the major determinants  of
FDI, which affect the inflow of FDI positively. Otihe other hand, variables like inflation, poor asiructure,
level of interest rate negatively related with thidbow of FDI.

Based on the reviewed literatures, the study recemdas that in order to sustain and improve the vglof
foreign direct investment (FDI) the Ethiopian gavaent and other concerned body first should focutaoctors
that hinder domestic investments. Because, forgigastors will be encouraged to invest in a couiitrhe
domestic investors are doing successfully. Thetpesiand significant effect of economic growth obIF
indicates the decisiveness of economic growth imuating investment by foreign as well as domestic
investors. As result, its must to keep up the ghomiomentum and ascertaining its sustainability leg to
increase the inflow of FDI.

The negative and significant impact of inflationdicates the importance of a more focused macro-
economic policy environment that supports the eooncand builds confidence for potential investors.
Necessary steps have to be taken to contain mfiahd stabilize exchange rate through the adopticound
fiscal and monetary policies. Otherwise, we may faatflow of FDI. Similarly, poor infrastructurebe also a
negative impact of the inflow of FDI. Governmehbsld therefore invest more in infrastructure beseait is
essential for the creation of a productive busimessronment

The significantly positive effect of liberalizatiamn FDI indicates that an efficient environmentttbames
with liberalized economy is likely to attract fogeiinvestors. Until now, a number of policies bagn realized
about liberalization but still further measures edtrat encouraging privatization. Besides, the gowent of
Ethiopia should also work by giving priority taabilizing the political environment, ensuring peaand
security to citizens.
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