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ABSTRACT

The Effect of Foreign Direct Investment on Domestic Investment: Sectoral Analysis
Alehegn Moges
Addis Ababa University, 2019

This paper measures the effect of foreign direct investment (FDI) on domestic investment
(DI) of Ethiopia based on the time series data over the period 1995 to 2016. More
specifically, the study examines how FDI affects DI both at the aggregate and sectoral
levels and the effect of policy measures such as amendment of investment proclamation to

promote domestic and foreign investments.

The model estimation is made using GMM so as to resolve the endogeneity problem
exhibited in the estimated models. The main findings of this study have shown that FDI has
neutral long-term and short-run effects both at the aggregate and sectoral levels. The
service and manufacturing sectors FDIs have a positive and significant effect on total
investment, while the agricultural sector FDI has exhibited an insignificant effect on total
investment. The policy measures, proxied by the amendments of investment proclamations

have found to have a significant positive effect on investment.

The major implication of this study is that, given the neutral effect of aggregate and
sectoral FDI on domestic investment, it is rational to recommend the government to work
on identifying and resolve sector-specific problems that hampered the domestic investors
from leveraging the best of the benefit from the crowed-in effect of FDI, and the government
should improve its capability to appropriately direct FDI projects in such a way that they

do not result in crowed out effect and displace local firms.

Keywords: Crowed in/out effect; DI; Endogeneity; FDI; GMM; Cointegration.
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1. CHAPTER ONE: INTRODUCTION

1.1. BACKGROUND OF THE STUDY

Foreign direct investment (FDI) is assumed to influence the host country's economic
growth through several channels. Different theoretical and empirical works of literature in
the area have affirmed that FDI might have both positive and negative impacts on the host

country's economy.

It has been recognized that the benefits of FDI for the host country can be seen directly or
indirectly, and its significant effect includes but not limited to technology spill-over, human
capital formation support, enhancement of the competitive business environment,
contribution to international trade integration and improvement of enterprise development.
(Kurtishi Kastrati, 2013)

Foreign direct investment (FDI) is an integral part of an open and effective international
economic system and a major catalyst to development. Yet, the benefits of FDI do not
accrue automatically and evenly across countries, sectors and local communities. National
policies and the international investment architecture matter for attracting FDI to a larger
number of developing countries and for reaping the full benefits of FDI for development.
The challenges primarily address host countries, which need to establish a transparent,
broad and effective enabling policy environment for investment and to build the human
and institutional capacities to implement them. (UNCTAD, Foriregn direct investement

overview, 2002)

FDI can also contribute to economic growth not only by providing foreign capital and its
direct transfer benefit on technological, organizational and human capital formation but
also by crowding in additional domestic investment (Jenkins and Thomas, 2002).
Moreover, (Borensztein, et.al, 1998 ) found some evidence of a “crowding-in” effect, that

FDI is complementary to domestic investment.

However, opponents of inward FDI argue that there are adverse economic and political
effects on the host country. The assumed economic effects include the balance of payments
deficits, diminished competition, crowding-out of domestic firms and lower employment,

the potentially harmful environmental impact of FDI, especially in the heavy industries and

1
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the effects on competition in national markets. Economic analysis has shown that most of

the alleged economic drawbacks of FDI are of little merit (Graham and Krugman, 1995).

Moses and his colleagues also showed that FDI inflows to Nigeria negatively related to
private and public domestic investments as well as human capital and market size (Moses,
Olise, et.al, 2013)

With all those controversial issues raised on FDI; countries with a developing economy are
advised to create a favourable climate for foreign investment to augment the gap in

domestic saving and investment and provide the economy with the needed capital.

Moreover, recent researchers questioned the result obtained from the study on the effect of
FDI on domestic investment by arguing that the aggregated impact of foreign direct
investment (FDI) on the host country cannot be gauged using either firm-level or
aggregated data. Instead, industry-level data provide useful information on the link

between domestic and foreign investment.

So, in view of the discussion presented above, this study intends to show the effect of FDI
on domestic investment using sectoral disaggregated data. More specifically, the study has

focused on the three basic sectors; Agriculture, Service, and Manufacturing.

1.2. STATEMENT OF THE PROBLEM

Ethiopia with the developing economy is trying to attract FDI to complement the prevailing
shortage of capital and foreign exchange, and strive to benefit from the crowed-in effect of

FDI on the domestic investment.

As it is stated in the investment proclamation no. 769/2012, the government of Ethiopia
aimed to enable foreign investment plays its role in the country’s economic development;
S0 as to create ample employment opportunities to Ethiopians and to advance transfer of

technology required for the development of the country.

To this end, the government is trying to appeal to the interest of foreign investors by
creating a favorable and conducive environment for foreign investment. As of the
information on the official website of the Ethiopian Investment Commission (EIC), the

favorable climate for foreign investment created by the overall economic conditions of the

2
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country is further augmented by specific incentives and administrative procedures to

encourage investment. These include:

e Exemption from profit tax for a minimum period of two years, and up to five years
depending on the type and location of investment, with provision for additional
exemption of two to three years for investment in existing enterprises;

e The carrying forward of losses suffered during the tax exemption period for half the
tax exemption period granted.

e Duty-free imports of capital goods including spare parts up to 15 percent of the

value of capital goods imported for investment purposes.

Moreover, the country has a program to provide foreign investors with the necessary
financial support; with this program, foreign investors are allowed to get a loan of about
70% of the capital needed for their investment from commercial and development banks
by the government guarantor as collateral and they are expected to rise only 25 to 30

percent of their initial investment outlay.

As the government is incurring different costs for the provision of the aforementioned
incentives, the benefit that the country gained from hosting FDI should be critically
evaluated and empirically tested whether it met the intended objective and benefit the

nation’s economy.

Studies conducted on the effect of FDI on the host country's economy come up with
diversified and controversial results. Besides, most of the researches done in Ethiopia are
based on aggregate level data; though researcher who recently conducted different
empirical studies on the area, argued that the aggregated home country implications of
foreign direct investment (FDI) cannot be gauged using firm-level data. Aggregated data,
in turn, miss channels through which domestic and foreign activities interact. (Christian
Arndt, Claudia M. Buch, Monika Schnitzer, 2007)

Accordingly, this study has tried to investigate the effect of FDI on the domestic investment
of Ethiopia using industry level (sectoral) data and will identify the sectors of FDI that have
a significant effect on domestic investment. Specifically, this study aimed at answering the

following basic research questions:

3
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1. Does FDI have a crowed in or crowed out effect on the domestic investment of
Ethiopia?

2. Which sector of the FDI inflow significantly affect the domestic investment?

1.3.  OBJECTIVE OF THE STUDY

The main objective of this study is to see the effect of FDI on domestic investment at the

sectoral level. The specific objectives of the study include:

e Analyze the effect of FDI on domestic investment, and

o |dentify the sectors of FDI that have a significant effect on domestic investment.

1.4. HYPOTHESIS

Based on the empirical literature on the interaction between Foreign direct investment and
domestic investment in developing countries, and the Ethiopian government investment
promotion policy and directives, the study proposes the following working hypotheses to

hold true in my analysis.

« Foreign direct investment has a crowed-in effect on domestic investment at the
aggregate level.

» Agricultural sector foreign direct investment has a crowed-in effect on domestic
investment.

» Manufacturing sector foreign direct investment has a crowed-in effect on domestic
investment.

» Service sector foreign direct investment has a crowed-in effect on domestic

investment.

1.5.  SIGNIFICANCE OF THE STUDY

The study employs cointegration and General Method of Moment approaches for
estimation of the models. Therefore, the result conveys some important messages about the

spill over effect FDI has on domestic investment both at the aggregate and sectoral levels.

As the study was conducted at sectoral level and the result obtained from this study can be
compared with results of different researches conducted using aggregate level data; this
might shade light in identifying the proper level at which the effect of FDI on domestic

investment in Ethiopia should be analyzed. Moreover, the conclusion of the study and the

4
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proceeding policy implication gives valuable insight to policymakers in identifying the
sector of the economy on which FDI should be encouraged. This, in turn, will help the
country to focus on the sector that enables it to leverage the benefit that the country

expected from FDI.

1.6. SCOPE AND LIMITATION OF THE STUDY

There are different channels in which FDI could affect the economy of the country in
general and domestic investment specifically. However, this study is limited to
investigating the effect of foreign direct investment on domestic investment; specifically,
the study was meant to see the crowed in/out the effect of FDI on domestic investment of
Ethiopia using annual data from 1995 to 2016. As a result, its scope is limited to the stated
time period, and the sectoral analysis is limited to the three most important sectors the
economy; Agriculture, Service, and Manufacturing. Besides, only the Greenfield inflow of

the FDI is considered for the study.
1.7.  ORGANIZATION OF THE PAPER

This paper is organized and presented in six chapters. The remainder of the thesis is
organized as follows. Chapter two provides a review of related literature dealing with the
concepts of FDI; use and significant impact FDI has on the economic growth of the country
and its relation with the domestic investment. The third chapter describes the research

method; the model specification, data types and sources, and also estimation techniques.

The fourth chapter is devoted to the description of overviews of Ethiopia’s economy;
besides some descriptive analysis of the data is done and presented in this section of the
paper. Chapter five is mainly focused on the analysis, presentation, and interpretation of
the data; different models specified in chapter three of this paper are estimated and the
results are presented in this specific section. Finally, the summary of the study results and

conclusions and policy implications are presented in the sixth chapter of this paper

5

IJSER © 2021
http://www.ijser.org



International Journal of Scientific & Engineering Research Volume 12, Issue 2, February-2021
ISSN 2229-5518 150

2. CHAPTER TWO: REVIEW OF RELATED LITERATURE

This part of the paper is devoted to the theoretical bases of the study and review related
empirical studies done on the relationship between foreign direct investment and host

country economy and domestic investment.

2.1. THEORETICAL LITERATURE REVIEW
2.1.1. FOREIGN DIRECT INVESTMENT: CONCEPTS AND DEFINITIONS

According to IMF and The Organization for Economic Co-operation and Development
(OECD), The term Foreign direct investment describes a category of international
investment made by a resident entity in one economy (direct investor) with the objective
of establishing a lasting interest in an enterprise resident in an economy other than that of

the investor (direct investment enterprise).

” Lasting interest” implies the existence of a long-term relationship between the direct
investor and the enterprise and a significant degree of influence by the direct investor on
the management of the direct investment enterprise. Direct investment involves both the
initial transaction between the two entities and all subsequent capital transactions between

them and among affiliated enterprises, both incorporated and unincorporated.

A foreign direct investor is an entity (an institutional unit) resident in one economy that
has acquired, either directly or indirectly, at least 10% of the voting power of a corporation
(enterprise), or equivalent for an unincorporated enterprise, resident in another economy.
(OECD, 2008). If the ownership is less than 10% of the value of the local company, the
investment is classified as portfolio investment. According to Ethiopian Government

Investment Proclamation of 2012, foreign investors and foreign capitals defined as:

Foreign investor means a foreigner or an enterprise wholly owned by foreign
nationals, having invested foreign capital in Ethiopia or a foreigner or an Ethiopian

incorporated enterprise owned by foreign national jointly investing with a domestic

investor, and includes an Ethiopian permanently residing abroad and preferring

treatment as a foreign investor.

Foreign capital means capital obtained from foreign sources, and includes the re-

invested profits and dividends of a foreign investor

6
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Moreover, the proclamation has set the following minimum capital requirement as basic

eligibility criteria to work as foreign investors:

» Any foreign investor, to be allowed to invest pursuant to this proclamation, shall be
required to allocate a minimum capital of USD 200000 for a single investment
project.

« Notwithstanding the provision of sub-article (1) of this article, the minimum capital
required of a foreign investor investing jointly with a domestic investor shall be
USD 150000.

« The minimum capital required of a foreign investor investing in architectural or
engineering works or related technical consultancy services, technical testing, and
analysis or in publishing work shall be:

« USD 100,000 if the investment is made wholly on his own:

« USD 50,000 if the investment is made jointly with a domestic investor,

» A foreign investor re-investing his profits or dividends generated from his existing
enterprise  may not be required to allocate a minimum capital.
(Investement_Proclamation_NO0.769/2012, 2012)

The foreign direct investment could be in manufacturing, services, agriculture, or other
sector and it could be Greenfield investment; building or investing in something new,
Acquisition; buying a company existing in the host country or Joint venture; owning joint

ownership with a local company.

2.1.2. THE RATIONALE FOR FOREIGN DIRECT INVESTMENT

The increasing importance of multinational enterprises (MNEs) and FDI have increased
the interests of the researchers to conduct studies to find theories that explain the behaviour
of multinational enterprises (MNES) and the existence of international production (Andreas
Johnson and Jonkdping , 2005). Though, several studies that provide overviews of FDI

theories they put different reasons for MNEs to take part in foreign investment.

Firms operating in a foreign country are operating in a foreign environment where they are
competing with domestic firms that have a comparative advantage of lower costs of
operation resulted from being familiar with local conditions such as legislation, business

culture, language and so on. Therefore, a foreign firm must have an offsetting, firm-specific

7
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advantage allowing it to compete with domestic firms. Firm-specific advantages include
superior technology, brand name, managerial skills and economies of scale. Firm-specific
advantages have to be excludable for a substantial time period in order to provide the

possessing firm with a long-term advantage. (Andreas Johnson and Jonk&ping , 2005)

Dunning (1981), developed the idea of firm-specific advantage and stated the main reasons
for MNEs to be engaged in FDI are based on the ownership, location and internalization
advantages (OLI). The OLI paradigm not only provides a framework for the discussion of
the motives of MNE to invest foreign nation but also it allows for a discussion of the choice
of an MNE between licensing, exports and FDI in order to serve a foreign market. The
three ways to serve foreign markets are; Export (produce in the home market and ship to
foreign market), FDI (produce in the foreign market using a subsidiary) and License
(produce in the foreign market using a foreign firm). According to Dunning, the choice is
determined by ownership advantages, location advantages and internalization advantages
(oLl).

Ownership Advantage: refer to firm-specific features that are independent of the location
of the firm’s value-adding activities or of the characteristics of the export market, which
might affect the likelihood and mode of internalization of value-adding activities. It is the
advantage that MNEs have over domestic firms, the advantages may arouse from the firm’s
controls on some specific asset (one that is not generally available to its competitors) which
allows it to generate positive profits. As a result of having the specific asset, the firm could
have either lower costs or be able to charge higher prices than other firms can potentially
have, therefore, make greater economic profits, both now and in the future (if the
competitors can easily acquire the same asset, they would compete away future profits).
Some of the examples of firm-specific ownership advantages are technology (unique
product design, better product, and lower cost), superior management or organization

skills and reputations (intangible assets) for providing high-quality products.

Location Advantage: is an advantage arising from location factors due to segmented
geographical markets or differences in regulations, culture, and institutional arrangements
become relevant when the firm operates across countries. For the MNESs to be engaged in
FDI; there has to be some location advantage to generate greater profits than could be

attained if they produced in their home country. These are advantages related to the

8
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abundance of factors of production in that specific area. Possible types of location
advantage are; first, the natural resources needed to produce the product (e.qg., oil to produce
gasoline) and those resources have to be extracted where they are located and are cheaper
to extract there. Second, some capital or labour inputs may be less costly there and the
production intensively uses those inputs. Third, the local production may be favoured by
the government there (e.g., added tariffs on the import of goods produced elsewhere). And,
fourth, net transportation costs; and it will be lower if (part of) the production is done where

the market is found.

Internalization Advantage: in addition to the above two advantages for MNE to directly
invest abroad the foreign firm needs to have an internalization (or control) advantage.
Generally, this advantage arises if allowing another company to use the asset would
increase the probability that the value of the asset to the MNE would be diminished by the
other company acquiring control of the use of the asset. For example, the foreign company
could copy the technology, terminate the agreement, and then start producing the same
product in competition with the MNE. Accordingly, some firms like pharmaceutical firms
are reluctant to license foreign firms to produce the MNE's medicines in countries where
intellectual property rights are not strongly enforced because they would have to reveal the

techniques for producing those medicines.

Generally, while possession of an ownership advantage is a prerequisite for a firm to be
able to serve in a foreign market, it is the existence of location and internalization

advantages that determines how the foreign market is served.

Table 1: OLI advantages and MNE channels for serving a foreign market

Channel for serving a foreign | Ownership | Internalization | Location advantage
market advantage advantage in a foreign country

FDI Yes Yes Yes

Export Yes Yes No

Licensing Yes No No

Source: Dunning (1981)

FDI only occurs when the MNE possesses both an ownership and an internalization

advantage and the foreign country has a location advantage. For the case where the MNE
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lacks an internalization advantage, production is licensed to local firms in the foreign
market. If the MNE’s home country has the strongest location advantage, the MNE uses

exports to serve the foreign market. (Dunning, J. H. , 1981).

Based on the motives of foreign investors to invest in foreign country scholars have

identified four main types of foreign direct investment based MNE activity:

1. Market seeking or demand-oriented FDI: FID that is designed to satisfy a
particular foreign market or set of foreign markets.

2. Resource seeking or supply oriented FDI: FDI that is designed to gain access to
natural resources, e.g. minerals, agricultural products, and unskilled labor.

3. Rationalized or efficiency-seeking FDI: FDI that is designed to promote a more
efficient division of labor or specialization of an existing portfolio of foreign and
domestic assets by MNEs, i.e. This type of FDI, though related to the first or second
kind, is usually sequential to it.

4. Strategic asset seeking FDI: FDI that is designed to protect or augment the existing
ownership specific advantages of the investing firms and/or to reduce those of their

competitors. (Dunning, 2000)

The new trade theory models incorporating MNEs is the other important model that can be
used to analyse the firm’s decision between FDI and export to serve the foreign market.
According to this model, the firm’s decision to choose FDI rather than export to serve
foreign market revolves around the so-called proximity-concentration trade-off, where
MNEs compare trade costs to the costs of producing at several locations. The advantage of
producing in a single location to achieve scale economies is compared to the reduction in
trade cost achieved when production takes place at several locations close to the local
market. The proximity-concentration trade-off has resulted in the idea of two primary

forms of FDI, horizontal and vertical. (Andreas Johnson and Jonk6ping , 2005)

Horizontal FDI is an FDI when an MNE replicates the same activities in several different
geographical locations. Horizontal FDI occurs when the primary motive of the MNE is
market-seeking and the firm wants to satisfy foreign market demand by local production.
In this case, there exists a foreign market with a demand that the MNE wants to serve by

producing close to the market. A reason for this might be that it is necessary to adapt the
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product to the preferences of local customers. Higher trade costs in the form of tariffs tend

to increase the incentive for horizontal FDI.

Whereas, vertical FDI implies that an MNE locates production stages according to factor
costs. An MNE performing vertical FDI has primarily an efficiency-seeking motive, that
is, the MNE exploits differences in factor costs between geographical locations. The MNE
decomposes the production process geographically into separate stages according to factor
intensity. For example, the labour-intensive stage of production should be located where
labour costs are low. Similarly, a capital-intensive stage should be located where the cost

of capital is low. (Andreas Johnson and Jénkoping , 2005)

If FDI inflows to a host country are dominated by horizontal FDI having a market-seeking
motive, the size of the host country's GDP should be an important determinant of FDI.
Horizontal FDI suggests that FDI and trade are substitutes whereas vertical FDI suggests a

complementary relationship.

To sum up, the main reasons for companies to start operations in a foreign country are
Access to skilled labour at lower wages, Access to a large local market, Access to natural
resources, Low taxes and various subsidies, Proximity to suppliers, Agglomeration; a large

cluster of companies that work on related products and services, and Access to financing.

Ethiopia with low capital accumulation is promoting the inward flow FDI through the
provision of different incentives that aimed at attracting FDI. These include exemption

from profit tax- and Duty-free imports of capital goods including spare parts up to 15

percent of the value of capital goods imported for investment purposes. In addition to these,
foreign investors are illegible to get more than 70% of their investment cost and they are
expected to rise only 25 to 30% of their investment cost. Apart from this, the government
of Ethiopia has also given special incentives to foreign investors operating in industrial
parks; investors operating in industrial parks have the provision of being exempted from

income taxes for more than 10 years.

2.1.3. HOST COUNTRY EFFECTS OF FDI INFLOWS

FDI inflows supposed to have both a positive and negative impact on the host country's

economy. The positive effects include but not limited to improved access to export markets,

11

IJSER © 2021
http://www.ijser.org



International Journal of Scientific & Engineering Research Volume 12, Issue 2, February-2021

ISSN 2229-5518

creation of tax revenues and improvement of the balance of payments. Nevertheless, FDI

inflows can also have detrimental effects on the host country's economy; MNE may have

a negative effect on competition and possibly force local firms out of business. Another

fear is that MNE activities can result in environmental degradation (Andreas Johnson and
Jonkoping , 2005)

According to Dunning (2000), the contributions of FDI to the improvement of

competitiveness of host countries depends on the motives and kind of MNESs; based on the

kind of MNEs their likely contributions are:

1.

Resource seeking or supply oriented FDI:

a) Provides complimentary assets (Technology, Management, and organizational
ability)

b) It provides access to foreign markets.

c) May or may not lead to local spin-off effects on industrial customers. Eg, secondary
processing activities.

d) Raises standards of product quality.

e) May or may not foster clusters of resource-based related activities.

Market seeking or demand-oriented FDI:

a) Provides complimentary assets (Technology, Management, and organizational
ability)

b) Foster backward supply linkages and cluster of specialized labor markets and
agglomerative economies.

¢) Raises standards of product quality, and also raised domestic consumer expectations
of indigenous competitors.

d) Stimulates local entrepreneurship and domestic rivalry.

Rationalized or efficiency-seeking FDI:

a) Improves international division of labor and cross-border networking; entice
comparative advantages of host countries.

b) Provides access to foreign markets and/or sources of supply.

c) Foster backward supply linkages and cluster of specialized labor markets and
agglomerative economies.

d) Raises standards of product quality, and also raised domestic consumer expectations

of indigenous competitors.
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e) Aid structural adjustment
4.Strategic asset seeking FDI:
a) It provides new finance capital and complementary assets.
b) It provides access to foreign markets.
c) Stimulates local entrepreneurship and domestic rivalry.
d) Improves international division of labor and cross-border networking; entice

comparative advantages of host countries.

Most classical and neoclassical economist sponsors the stock of capital accumulation as a
prerequisite to economic growth and development. However, not all countries are in a
position to create the level of capital accumulation needed for the anticipated level of
economic growth and development. Most less-developed nations with few capital stocks
have considered a foreign direct investment as an alternative means of capital to augment

the domestic investment.

The main idea underlying the FDI liberalization policies of many developing countries and
the FDI promotion efforts of international donors such as the World Bank and the IMF is
the notion that FDI inflows foster economic growth. As FDI is a composite bundle of
capital stocks, know-how, and technology, its impact on economic growth is expected to
be manifold (Dunning J. H., 1993)

In the ways through which FDI can affect economic growth, the effect of FDI can be
classified into direct and indirect effects. In addition to these effects, there is also a reverse
channel through which the host country's economy affects the inflow of foreign direct

investment.

The direct impact of FDI on the economy of the host country best explained by classical
growth theory; that FDI has a complementary effect on improving the capital stock of the
host country and other impacts such as employment which in turn is the main determinant

of economic growth.

The indirect impact of FDI on which this study mainly focused on, shows the indirect
impact of FDI has on the host country's economy through its spill-over impact on domestic
investment. This indirect relationship between FDI and the economy of the host country

can best be expressed as:
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Affects Affects

Foreign capital formation (FDI) —— Domestic Investement (DI) —— GDP

The reverse impact of FDI shows the reverse impact of host county economy has on FDI

Advocates of FDI as a means of improving the capital stock have identified different

benefit that the FDI provide for the host nation. Some of the benefits of FDI provides for

the host countries are:

Employment opportunities: When foreign companies start operation, they usually
hire people, especially if the investment is Greenfield, i.e. if a new facility is created
and if the production is more labor-intensive, i.e. requires many people. Often, local
companies become suppliers to a large new foreign investor and they also increase
employment.

Improving foreign exchange reserves: When foreign companies invest abroad,
they need to exchange their currency to the currency of the host country to buy
factors of production such as; land and to pay wages. For instance, the U.S. investors
exchange dollars for birr from the Ethiopian commercial banks. The banks can sell
the dollars to domestic firms or they can sell the dollars to the central bank. When
the dollars end up with the central bank, it keeps them in reserves so that Ethiopia

can pay its international debts and imports.

. Technology transfer: Foreign companies often introduce new technologies and

train local personnel. Sometimes, after working at a foreign company for several
years, an employee would leave and start his/her own business or would be hired
by a domestic company. In that way, the knowledge is transferred from the
international company to the domestic companies.

Better managerial know-how: Multinationals have well-functioning management
structures that can be observed by local employees. These employees could spin-
off local companies using that managerial know-how.

New export markets: Foreign companies usually have established channels for

placing their output on international markets.

The export-oriented and import substitution trade policy and the incentive packages

provided to investors engaged in the export market show that the government of Ethiopia

is focusing on finding export markets and leveraging the potential foreign exchange

14

IJSER © 2021
http://www.ijser.org

158



International Journal of Scientific & Engineering Research Volume 12, Issue 2, February-2021
ISSN 2229-5518 159

improving benefit of FDI. Besides, the currently established industrial parks are mainly
targeting the textile and leather industry, and other light industries that are expected to hire
relatively higher labour, this shows that the government also targeting on the employment

opportunity created by foreign firms.

2.1.4. FOREIGN DIRECT INVESTMENT AND DOMESTIC INVESTMENT

Apart from the direct effect that FDI has on the economic growth of the host country
through the provision of growth-enhancing attributes including technology, managerial
know-how, entrepreneurial ability, and access to global distribution networks and
international markets (Dunning J. H., 1993), FDI may additionally spill-over these
attributes to other companies in the host economy and further benefit economic growth in

these countries through indirect or spill-over effects.

Blomstrom and Kokko (1998) identify two types of spill-over effects from FDI to the host

country: productivity spill-overs and market access spill-overs.

Productivity spill-overs take place when the entry of MNCs in the host country leads
to productivity or efficiency benefits in the local firms.

Market access spill-overs take place when the entry of multinational firms improves
access to export markets for local firms.

2.14.1. HORIZONTAL AND VERTICAL SPILL-OVERS

Horizontal spill-overs (intra-industry) is the productivity and market access spill-overs
that advance the competing ability for domestic firms that operate in the same market.
Technology and knowledge are characterized by imperfect markets with important
externalities, so spill-over of technology or trained labour to domestic competitors can
never be completely prevented.

Vertical spill-overs (inter-industry) through forward and backward linkages with domestic
companies are desirable for the MNC and it is thought that these spill-overs to suppliers
and buyers can play a very important role. While MNCs tend to prevent the transfer of
technologies to home country competitors, they are likely to voluntarily increase the
efficiency of domestic suppliers or customers through vertical input-output linkages.
Colen, et.al (2008) identified five channels through which spill-over effects from FDI
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companies to domestic firms can occur: imitation, the formation of human capital,

competition, crowding-in and export effects.

2.1.4.2. SPILL-OVER CHANNELS

Productivity and market-access spill-overs are generally difficult to distinguish in practice
as they take place through similar spill-over channels. Based on Blomstrom and Kokko
(1998) and Gorg and Greenaway (2003) we identify five channels through which spill-over
effects from FDI companies to domestic firms can occur: imitation, the formation of human

capital, competition, crowding-in and export effects.

a) Imitation

Imitation is simply the copying of products, technologies and production processes by a
local firm, often referred to as reverse-engineering. Such reverse engineering can result in
horizontal productivity spill-overs and growth advances for the economy. For the imitation
of advanced technologies, a certain level of technical skills in the imitating domestic firm
may be required, while managerial and organizational innovations might be easier to
imitate. (Colen, et.al, 2008)

b) Formation of Human Capital

Colen, et.al, (2008) stated that FDI can contribute to the formation of human capital
resulting in spill-over effects to the rest of the economy both by demanding and supplying
skills. A large share of FDI to developing countries is attracted by the relatively low wages
in these countries. Nevertheless, multinational firms are generally more skill-intensive than
local firms and tend to have a higher demand for relatively skilled labour. When MNCs
enter the market, they may increase the demand for skilled workers if they do not substitute
the local demand for employment. Increased demand for skills is expected to raise the wage
and employment opportunities of skilled workers, creating incentives for overall
investment in human capital. On the other hand, multinational firms might affect the supply
side of skills by investing in training their workers and the development of human capital.
The type of training can range from informal on-the-job training to official training,

seminars or even investment in formal education.
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¢) Competition and Crowding Out

The entry of a foreign firm or affiliate generally increases competition. Even if local firms
are unable to imitate the technology of multinational firms, increased competition forces
them to increase the efficiency of existing technologies, to adopt or develop new, more
efficient technologies, or to invest in human capital that generally benefiting productivity
and growth. (Colen, et.al, 2008)

Young (1993) states that the innovations embodied in FDI may create rents accruing to
older technologies, making domestic investment more profitable. However, increased
competition can also result in the crowding out of local firms and reduce domestic
investment. For example, multinationals can have lower marginal costs due to some firm-
specific advantages, which allow them to attract demand away from domestic firms. This
effect can offset the positive productivity spill-over effects of increased competition
(Aitken and Harrison, 1999).

d) Crowding in Domestic Investment

Some argue that rather than creating competition that crowd out local firms, FDI stimulates
domestic investment and leads to crowding-in of domestic firms. The technologies, know-
how and new market opportunities brought in by MNCs might attract domestic investors
into the sectors where MNCs entered (Borensztein, et.al, 1998 ). Yet, in poor countries,
crowding-in might be hampered since governments lack the ability to direct FDI projects
such that they do not displace local firms (Agosin, M. R. and Mayer R, 2000). Additionally,
policies offering preferential treatment and incentives to attract FDI such as export free
zones and other tax incentives — may introduce a distortion that negatively affects domestic
investment and limits growth spill-over effects through crowding-in (Borensztein, et.al,
1998).

e) Export Effects

A last source of spill-overs arises from the export activity of foreign firms (Aitken et al.,
1997). MNCs link-local suppliers and sub-contractors to international markets, provide
information on foreign market conditions and consumer preferences and offer distribution
networks, transport infrastructure and export management skills (Blomstrém, M., S.
Globerman and A. Kokko , 1998).
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2.2. EMPIRICAL LITERATURE REVIEW

As the flow of foreign direct investment (FDI) has been increasing worldwide in
conjunction with globalization and thus many studies have been conducted to examine
possible effects of foreign direct investment inflows on economic growth and Domestic
investment. This section of the paper is devoted to the review of empirical studies

conducted on the impact of FDI on economic growth and domestic investment.

2.2.1. EFFECT OF FDI ON DOMESTIC INVESTMENT AND ECONOMIC
GROWTH

Most of the studies conducted on the relationship between foreign direct investment and
domestic investment have come up with different and contradicting results. The result
obtained from the majority of the researches shows that FDI has a positive and significant
effect on domestic investment. On the other hand, some of the results depict a negative or
crowed out effect of FDI on domestic investment, while others found no significant impact

of FDI on private investment.

Though the substantial body of literature has grown around the question of how inward
foreign direct investment affects host countries, almost in every aspect of this question
there is a wide range of empirical results in academic literature with little sign of
convergence (Lipsey and Sjoholm, 2005). As a showcase, the researcher tried to

incorporate the contradicting results obtained by different researchers.

Ndikumana and Verick (2008) studied the Linkages between FDI and Domestic
Investment, focusing on the developmental impact of foreign investment in Sub-Saharan
Africa. The result of this empirical study shows that the relationship between FDI and
domestic investment runs both ways, especially in the case of private investment. FDI
crowds in private investment in this sample of SSA countries. The evidence supports the
view that one way in which FDI can have a positive impact on growth is by enhancing
domestic capital accumulation. However, the results also clearly indicate that the impact
of private investment on FDI is stronger and more robust than the reverse relation. This
result has important policy implications. In particular, the evidence suggests that African
countries will benefit from measures aimed at promoting domestic private investment
given that strong investment performance will serve as a sign of high returns to capital,

which in turn will attract more foreign capital. National policies should aim at harnessing
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complementarities between domestic private investment and FDI rather than regarding

them as substitutes.

Motivated by a persistent increase in FDI inflows in Malaysia since the early 1970s, (Hanif
and Jalaluddin, 2014) examined the impact of inward FDI on domestic investment between
1970 and 2011. The Johansen and Juselius co-integration technique was employed in the
study. The result obtained from the study reveals that there is a long-run relationship
between domestic investment, FDI and economic growth. The error correction model
suggests that there is a slow correction of the disequilibrium of the investment model in
the short run. The findings further suggest that FDI inflows in Malaysia “crowds out”
domestic investment in the short run. Moreover, based on the result the researchers
recommended the policymakers to stimulate domestic investment by encouraging greater

participation of local investors in production activities.

Ditimi and Matthew (2014) studied the interactions and transmission mechanism between
FDI, private direct investment and public direct investment in Nigeria. The study also
examined the direction of causality and whether or not they have a long-run linear
relationship. Also, the impulse responses of these variables to shocks in the extraneous
variables were verified; using the Multiple-Equation VAR models with time series data
ranging from 1970-2012. The co-integration result indicates that there is no long-run
relationship between these variables. The response of public and private investment to

shocks in FDI is positive and significant in the short run.

Bayar (2014) investigated the relationship between economic growth and foreign direct
investment inflows and domestic investment in Turkey using a time series data that covers
the period of 1980-2012. The co-integration test and vector error correction model based
on autoregressive distributed lag bound test approach were used for the study. The result
obtained from the study found that there was a long-run relationship between economic
growth, foreign direct investment inflows, and domestic investment. On the other hand, the
results demonstrated that foreign direct investment inflows affected economic growth
negatively in the short and long run, while gross domestic investments affected economic

growth positively in the short and long run.

Jude (2014) studied and empirically test the hypothesis of FDI led capital accumulation in

Central and Eastern European countries. More precisely, the study investigates the
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relationship between FDI and local investment, using a sample of 10 Central and Eastern
European countries (CEEC) over the period 1990-2010. The research found FDI to crowd
out domestic investment, while the effect decreases with time. The results also indicate that
Greenfield FDI may develop long run complementariness with domestic investment, while
mergers and acquisitions do not prove any significant effect on domestic investment.

Finally, financial development seems to foster a certain crowding-in effect.

Recently, researchers questioned the result obtained from the studies on the effect of FDI
on domestic investment by arguing that the aggregated impact of foreign direct investment
(FDI) on the host country cannot be gauged using either firm-level or Aggregated data.
Instead, industry-level data provide useful information on the link between domestic and
foreign investment. Accordingly, Different researches have also been conducted to see the

effect of FDI at the sectoral level.

Hanafy (2015) investigated the effect of sectoral foreign direct investment (FDI) on
economic growth in Egypt, using a panel dataset of 26 Egyptian governorates for the period
1992-20