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ABSTRACT

This Study examined the effect of foreign direct investment on economic development of Ethiopia
by using yearly time series analysis ranging from 1974 to 2019. This Thesis used Vector Error
Correction model to estimate long-run co-integration among variables after checking for
stationarity by unit root test by ADF test type. In order to analyze data, both Descriptive &
econometrics analysis were used with the help of e-view 11 statistical software package . By
econometrics analysis to test stationary test, unit root test by ADF type was checked for Data
series and found that no series were stationary at original data. However the data series became
stationary at first difference I(1). After stationarity test, the causality test were made by Granger
causality test and found that at the 1(1) only 1% difference of Log GDP causes GCF in one way
unidirectional. The findings by VEC revealed that GDP as a proxy for economic development
has a positive long-run association with NET_FDI, & LQ. From unrestricted VAR model the
study confirmed that NET_FDI strongly predicts GCF and have a strong positive relationship
with NET_FDI. Therefore, Government should focus to attract FDI in highly labor-intensive
sectors & should stimulate job holding FDI and also increasing diversified FDI projects whose

benefit lasts long in increasing capital formation to have effect to economic development.

Keywords: Gross Domestic Product (GDP), Federal Democratic Republic of Ethiopia (FDRE),
Vector Error Correction (VEC), Unrestricted VAR model

Xiii

GSJ© 2021
www.globalscientificjournal.com



GSJ: Volume 9, Issue 3, March 2021
ISSN 2320-9186 1599

CHAPTER ONE

1. INTRODUCTION

1.1. Backgrounds of the study
As shown in one worldwide journal that FDI is stated as a division of a global investment in

which 'a resident entity in one economy interested in achieving a lasting interest in an enterprise
resident in the other economy'. In addition to that the benefit of the foreign direct investor is
possessing ‘the existence of a far-lasting coordination between the direct investor and the
enterprise, and act as independently to have an effect on the management of the organization,
and it is deemed to exist when ‘a Direct investor possesses 1/10™ or greater than of the ordinary
shares or the right for voting (for an incorporated enterprise) or the equivalent (for an

unincorporated enterprise)’(Artero, 2018).

Foreign direct investment (FDI) is considered as one of the constitute of the world and part of the
economy as well. Employment, technological progress, productivity improvements, and
ultimately economic development is a fruit of FDI. It plays the critical roles of filling the
development, foreign exchange, investment, and tax revenue gaps in developing countries
(Abdulghader, 2014). Foreign Direct investment benefits the world economy, as well as
investors and recipients. Capital goes to the businesses with the best growth prospects, anywhere
in the world (Kimberly .A, 2020).

As revealed by one international study by the World Investment Report (2019), World foreign
Direct investment (FDI) diffusion dramatically shown to diminish in 2018, by about more than
of 13 percent amounting to $1.3 trillion at that particular year FDI Flows to under developed
countries remained stable, increasing by more than 1 percent amounting to more than of $706

billion.

Smith (1976) observed that as foreign direct investment is becoming more important for
developing countries; which are often based on the assumption that greater inflows of (FDI)
would bring certain benefits to their economy. FDI has great social, cultural, economic and
political effects for the host countries. Foreign direct investment as a development-enhancing
component has received greater attention of developed countries in general and less developed

countries in particular in recent decades. It has been a matter of great concern for many

1
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economists that how FDI affects economic development and capital accumulations of the host
country. In a closed economy, with no access to foreign saving, investment is financed solely
from domestic savings. However, in open economy investment is financed both through
domestic savings and foreign capital flows, including FDI. The investments in form of FDI
enable investment-receiving (host) countries to achieve investment levels beyond their capacity
to save. Over the last couple of decades, FDI has remained the largest form of capital flow in the
developing countries far surpassing portfolio equity investment, private loans, and official
assistance (cited in Abdulghade, 2014).

Developing countries have experienced a sharp rise in the inflow of FDI in the last two decades
since 1980s, most of which are Asian firms establishing footholds in other Asian countries and
Africa (Aykut and Ratha, 2003, and UNCTAD, 2004). Total investment by developing countries
rose from about 1 percent of total foreign investment flows in the late 1990’s to 6 percent in the
mid-1990°s and 8 percent by 2004, and thereafter peaked in the 2000’s before the Asian crisis,
and has since remained around 6-8 percent of the total FDI in the world. The rise has been due to
reduction in protectionism by developed countries and economic liberalization by developing
countries. As specified by one study the rise of the flow to South-South is about more than 5
percent of total FDI flows in 1994 to greater than 30 percent in 2000 (Aykut and Ratha, 2003).
Worldwide FDI have shown increment moderately to more than $ 1.24 trillion, which is about 15
percent less than pre-crisis average but predicted to indicate increment to USD of 1.4 to 1.6
trillion in 2011 and the highest limit recorded in 2013, whereas worldwide output has increased
back to its pre-crisis level (UNCTAD, 2011).

In Africa, FDI might play an important role in the continent's development efforts, including:
additions to local savings, creation of new employment generation and development, in line with
the world-wide economy, adoption of new modern technologies', increment of efficiency, and
scaling up of skills of local manpower. More than half of African countries have been setting a
lot of critical measures (sometimes called “softeners”) to ensure that their economies remain
attractive to FDI. This has been through liberalization of the economy, offering fiscal incentives,
easing restrictions on foreign investment and permitting profit repatriation (Graham and Spaulg,
2004 as cited in Maxwell 2012).
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Further the study indicated that, countries in Africa have revived and kept macroeconomic
stability by means of devaluating their overvalued currencies, and deductions of inflation and
budget deficits (UNCTAD, 2008). To increase the confidence of investors, they have created
Investment Promotion Agencies (IPAs) and affiliated to multilateral agencies such as World
Association of Investment Promotion Agencies (WAIPA) among others, some of which are
widely respected as successful agencies that adopt state-of —the-art practices in all areas of
promotion (UNCTAD, 2011: p42).

Though several efforts have been made to attract foreign investors, the flows of FDI to some
African states have been found to be decreasing (Asiedu, 2002 and UNCTAD, 2011). At USD 55
billion, the share to Africa in the total global FDI inflows decreased to 4.4 percent in 2010, from
5.1 percent in 2009, which is about 9 percent decrease. However, it should be noted that,
whereas, anti-trade oriented FDI inflows to Africa is decreasing, natural resource- oriented
(Greenfield) and trade oriented FDI has continued to dominate the continent, especially in the oil
industry (UNCTAD, 2011).

As a result of the increase and the anomalous fall in FDI in developed countries, the share of
developing countries in global FDI increased to 54 percent, a record. Unlike the global flows,
FDI flows to Africa indicate a growth by 11 percent to $46 billion, despite declines in many of
the larger recipient countries. The increase was supported by continued resource seeking inflows,
some diversified investments .but this is even lower than what the yearly average of the past 10
years (at about $50 billion) (UNCTAD,2019).

There is also need to examine some of the macroeconomic and institutional characteristics of
Ethiopian’s economy which makes it peculiar from other African economies in attracting FDI. It
is therefore of great importance to understand for policy purpose, the short and long term effect
of FDI on Ethiopia’s economic development and the factors that influence its inflows to

Ethiopia.

In Ethiopia ,the flow of FDI even if it had been slow down in the year 2018, as a result the
flow of FDI come to decline to USD 3.3 billion which is less than of the last year in 2017 which
was recorded to USD of 4 billion as reported by UNCTAD World Investment Report (2019).

even if declined , it is leading from the flow of East African region. Generally, the stocks of
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overall FDI were predicted at about $22.2 billion, representing 27.7% of GDP in 2018.
According to the latest data from UNCTAD, despite a 24% fall in investments to USD 3.1 billion
in 2018, Ethiopia kept its top rank in the horn of Africa, with investments in petroleum refining,
mineral extraction, real estate, manufacturing and renewable energy (UNCTAD,2019).

The motivation of the study behind this thesis was to analyze the continuous and divergent flow
of foreign direct investment (FDI) that come from worldwide, multilateral and bilateral countries
from 1974 to 2019 and to see its real effect to the overall economic development on FDRE either
negatively or positively by using time series analysis through estimating long run association by
VEC model and unrestricted VAR model.

Therefore, the rationale and the purpose of the thesis was critically to assess the flow of FDI on
economic development and giving more focus on the variable of interest on capital formation
which is measured and proxy by the total value of the Gross fixed capital formation, changes in
inventories and acquisitions less disposals of valuables for a unit or sector and which in turn had

have an effect to economic development on FDRE.

1.2. Statements of the Problem
According to UNCTAD's World Investment Report (2020), FDI inflows to Ethiopia decreased to

USD 2.5 billion in 2019, compared to USD 3.3 billion in 2018 (-24%). In total, FDI stocks were
estimated at USD 25 billion in 2019. FDI has been negatively impacted by instability in some
parts of the country, including regions with industrial parks. The gap in filling the economic
development in terms of FDI inflow are due to vulnerability to climate conditions ,changes in
world commaodity prices ,the isolation of the country, which is landlocked ,insufficient level of
foreign exchange reserves ,the unstable regional context, and the exchange rate volatility.

A one international study on Ethiopian economy by Singh (2018) believed to be that the GDP
growth is estimated to have picked up to 10.9 percent in fiscal Year of 2017. The expectation to
this achievement would be due to a recovery in agricultural production after 2016 drought and

Gross Domestic Product of Ethiopia grew 7.7% in 2018 compared to 2017.

Additionally, that study observed on the Ethiopian economy and had written as, Ethiopia was

ranked 69 in the GDP list in 2018 from the total of 196 countries by registering $80,289 million.

It is an increase in GDP by $4,544 million as compared to 2017 FY. The GDP per capital of

Ethiopia in 2018 was $735, $23 less than in 2017, when it was $712. Ethiopia’s economy has
4
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experienced strong, broad-based growth. The economy of Ethiopia demonstrated as there were
strong difficulties to grow in the last ten years. This happened because of EI Nino, political
disability, unrest and a decline of the global commodity prices and the global economy as well.
Even if this difficulty, the growth of GDP reached on average of about1/10™ over the last 10
years to a regional average of 5.4%. In 2016/17 the GDP had shown increment by 10.9% from
that of 8.0% recorded in 2015/16.In 2017, the record in terms of USD amount of the Gross
domestic product (GDP) and the per capital GDP of Ethiopia were $80, 561,496,134 and 768
USD respectively (Singh, 2018).

World Bank (2019) observed the economic difficulties of Federal Democratic Republic of
Ethiopia was the core challenges to sustaining its positive economic growth and speed up
poverty reduction, which both required the significant progress in job creation as well as
improved governance. The Bank pointed out that government was dedicating a huge amount of
its budget to pro-poor programs and investments.

The study further pointed out that there was a belief in continuing support by large scale donor to
provide a vital contribution in the near-term to finance the cost of pro-poor programs. Limited
competitiveness were the core difficulties in the development of manufacturing, creation of jobs
and the increment of exports. A developing private sector that restrict the country's
competitiveness of trade and resilience of shocks. The purpose of government in expanding the
role of private sectors by means of foreign investment and industrial parks was sustaining the
growth of Ethiopia. Political instability, in connection with social unrest, could adversely affect
growth through by slowing down foreign direct investment, tourism and exports (World Bank,
2019).

As acknowledged by Yu, Tu & Tan, (2011), FDI is widely considered to play an important role
in the economic development of host countries. Growth is boosted by encouraging FDI by
adoption of capital stock and injects new technology to the economy. In addition to this,
spillover effect of technology by developing the existing skills, better employee training and
adaption of new processes and products by foreign firms (Zhu, 2010).

United Nations Conference on Trade and Development [UNCTAD] (2019) stated that global
foreign direct investment (FDI) flows continued their slide in 2018, coming down by 13 percent
to $1.3 trillion from a revised $1.5 trillion in 2017. The decrease — the third consecutive time fall
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in FDI — 