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Summary

According to Trade and Sustainable Development Nang Analysis on Africa (2016),
Services now constitute the largest sector of theédreconomy, accounting for approximately
63.5 percent of global Gross Domestic Product (GDRey also represent the largest sector
in 194 individual countries, among which 30 cowsdrderive more than 80 percent of their
GDP from services-related activities.

African countries have also seen a considerablee gifaheir GDP coming from the services
sector. As one of the key drivers of economic gwervices will have a significant role in
enabling Africa to meet the sustainable developrgeats (SDGs) adopted by the international
community. For Africa, to take full advantage of #iconomic and social opportunities offered
by services sector development, critical injecti@isforeign direct investment (FDI) are
required. However, inward FDI is currently mostlpncentrated in the extractive and
agricultural sectors of only a few African counsii@lthough evidence seems to indicate that
this is gradually changing.

African countries, including the East African onasg opening their doors to attract service
FDI towards their country. Nowadays, Africa hasdrae one of the strategic major regions of
global investing, which has grown strongly over fthest five years. Ethiopia, the second
populous country in Africa, has been a leading dsfrstate for more than 50 years. The
comparatively central location of the country, cedpwith being host to the headquarters of
several international organizations, has helpeélacating Ethiopian economic growth. This
has resulted in an increasing demand for both gyaarid quality services.

However, due to the accelerating demand for alli&iof services there are currently huge
demand-supply and quality gaps. Therefore, attrgdtireign investors towards this sector is
required as input to economic development.

Attracting service FDI has a lot of positive smiller, such as technology transfer, management
skills and investment capital. Therefore, emergingnomies like Ethiopia should take efforts
to further attract inward investment. To this eBthiopia should define her position with
respect to the service sector by identifying thesinttetermining factors of attracting service
FDI, both at the regional and global levels. Thmud facilitate detecting and comparing the
gaps and, in turn, pinpoint to recommendations batvEthiopia should do to enhance and
attract more FDI in the service sector and becomesnsompetent and competitive at the
regional and global levels.

As main objective, the research will identify arefide the determinants that are significant to
increasing the inflow of service FDI and set guiges$ to improve the services FDI flows

towards East Africa: Ethiopia. In addition, thedst@ims at adding knowledge in identification

of service FDI inflow at global level and Africarountries (both country and city scale) in

addition to examining their determinants of sen#€d attraction.

The literature review conducted in Chapter 2 reldatee main concepts of competitiveness,
multilateral cooperation, location factors, FDI aservices sector. As the conclusion, the
conceptual framework is formulated and discussed.



For the research design and methods, both desergntid inferential analysis has been applied,
based on secondary data gathered from the pasiakiase and the Global Competitiveness
Index (GCI).

Based on the analysis, this research found thaV/getern Europe region is the highest services
FDI recipient worldwide. At the country and cityvid, China and Shanghai, respectively,
scored the highest in terms of inward investmepttabbetween 2003 and 2014. In contrast,
Africa received only three per cent of total infldvem the 30,773 service FDI investment
projects over that period.

Panel data regression has been used and the appeapodel (fixed or random) was chosen
after the Hausman test. The analysis has shown that

1. At country level: Business rules of FDI, foreigarket size, domestic market size, flexibility
of wage determination, intensity of local competiti total tax rate and venture capital
availability have a positive relation with servieBl. Inflation and the extent of marketing, in
contrast, have shown a negative relationship.

2. At city level: Real GDP growth, service GVA, GDReasured by purchasing power,
economically active population and inflation allvieaa positive relationship. A high
unemployment rate and consumer expenditure nefatitfect the inflow of service FDI.

Based on the above findings, it is recommendedBttabpia and other East African countries
should take steps for encouraging inward FDI insiivice sector by paying more attention to
the significant variables that have shown to immacFDI attraction. Ethiopia, as one of the
countries that still needs inward FDI for developinef its services sector could become one
of the key players in Africa region if it can impethose significant variables and attract more
service FDI.

Keywords: -Competitiveness, Service sector, FDI, MNCs, LocatioFactors
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Chapter 1: Introduction

1.1 Background

Over the past decades, the substantial increabe iscale of multinational corporation and other
transnational investments has played a major rokhe process of globalization and the rise of
worldwide Foreign Direct Investment (FDI) (Gebr®12). FDI, in this global network era, has
become one of the principal vehicles contributiragifive spill-over to the recipient (host)
countries of transboundary investment (especiallgaveloping countries) through enhancement
of economic development (Hussain, 2012). Since Kblves the entry of multinational
corporations (MNCSs) or private investors, its rtdevards hard and soft technological transfers,
employment creation, and enhancement of produgtaitd competitiveness is unquestionable
(Shivee & Khamis, 2015). Therefore, countries hased FDI as a potent tool for addressing their
technological and financial constraints, besidaddong their domestic savings level and the
required investment gaps (Demirhan and Masca 2008).

FDI, as one of the striking features of economiowdh, can be attracted towards the primary
(agriculture), secondary (manufacturing), tertiésgrvices) or quaternary (knowledge based)
sectors based on MNCs’ and host countries’ chologthe beginning of the century, foreign
investments were mainly geared towards the prinagy secondary sectors and neglected the
services sector. This was due to both the broaddaredse nature of the services sector and a
classical view of its features as intangible arakilag physical substance. This resulted into the
perception of the services sector as having lgdenomic impact and as a sector with low
technology and productivity. However, over the ceuof time countries were pushecttmnomic
restructuring a phenomenon of shifting from a manufacturing ®ervice sector economic base
(Kiley, 2009) and subsequently diversify theirestments which lead to a much stronger role for
the services sector investment to emerge (ShivEadmnis, 2015).

Block (2002) in his study used one of the defimi@f the services sector that most people agree
on as “everything outside manufacturing and agtucal activities”. In this broad and expansive
view financial services, insurance, real estatsphals and education centres, business services,
hotels and restaurants etc. were considered p#reafervices sector (Block, 2002). According to
Jensen (2004), the services sector contributesyanstrument for the primary and secondary
sectors. Banking and insurance, legal services, R&D, telecommunications etc. can all play a
major role in improving the competitiveness of coi@s and in forging linkages to the global
economy, often bringing stable economic growth bmthqualitative and quantitative terms
(Jensen, 2004).

Although the transition from agriculture to sengcérough manufacturing is an indicator of
countries’ developmental and economic progressramgy competent services sector is now
recognised as a pre-condition for economic growtkis is mainly due to the sector covering a
wide range of services, ranging from unrecognizbdsg provided by unskilled workers) to the
most sophisticated ones (Sandhu and Fredericks) 2005



A number of reasons can be mentioned for the gravthe services sector. Rapid urbanization
and increased demand by both intermediate and @mslimers of services, in addition to the
higher dependence of primary and secondary seaborsthe availability, performance,
productivity, and quality of services, has made gkevices sector more important (Singh and
Kaur 2014).

Moreover, the impressive contribution of the sezgisector towards the economy nowadays, has
put the sector on equal footing with the primarg aacondary sectors as an object of attention for
academic research and policymakers alike. Accolylibgyond its significant role in primary and
secondary sectors, increasing trade liberalizatarpled with the growth of global value chains
has opened the door for services to become a masiment area of FDI.

Even though the benefits associated with servickcBb boost competitiveness, benefits may not
be realised if conditions in the host economy axeright. This is because service FDI can entail
risks. These risks imply that, even if service FDhn important element of competitiveness, it
should be managed carefully. UNCTAD (2004) listed following three service FDI risks as
follows.

a) Systemic risk: - occurs when there is a lack atefht rules, regulations and polices that
exposes the host economy to significant econonstaiility.

b) Structural risk: - exists when institutions are waad there is a risk of turning state owned
monopolies into private ones.

c) Contingent risk: - arises when service FDI causastended harm in socially or culturally
sensitive areas.

Notwithstanding the mentioned risks, nowadays atemare shifting towards service FDI due to
several reasons. The continuous process of lizatadn and deregulation of service industries
that were previously dominated by state and domesivate sector firms, the ICT revolution and
the growing number of MNCs in service industriegmgd up services to become tradable in
international production systems can be mentiore@ anajor causes of service FDI growth
(UNCTAD, 2004).

According to UNCTAD, services had taken 63 per adrthe worldwide FDI stock in 2012. In
addition, they have become the largest FDI stodkfiita by accounting for 48 per cent of all FDI
in the same year. Manufacturing and the primaryose¢ook the second and third place with 21%
and 31% of FDI inflow, respectively (UNCTAD, 2018ut even with an increment of services
FDI in Africa, it remains unevenly distributed apiedominantly concentrated in a few countries
like Nigeria, Morocco and South Africa (UNCTAD 2015

The countries of East Africa, like other Africanucdries, have opened their doors to attracting
more services FDI. The region comprises Burundm@ms, Djibouti, Eritrea, Ethiopia, Kenya,
Madagascar, Malawi, Mauritius, Mayotte, Mozambig&&union, Rwanda, and 7 additional
countries Seychelles, Somalia, South Sudan, Ugdradgania, Zambia and Zimbabwe.



According to Lanka (2015), East Africa has become @f the strategic centres of global investing,
which activity grown strongly over the past fiveayse. Kenya and its capital Nairobi have become
the central hub of East African impact investing.

Ethiopia, the second populous country in Africayw ses economic growth led by agriculture
followed by services and manufacturing (EEA, 200H9wever, Ethiopia’s business role at the
global level is still quite low and needs improvertgein some critical areas to make the country
more competitive regionally and globally. Analysisthe Global Competitiveness Index, which
covers the period 2007/8 to 2012/13 - even thotgthows that Ethiopia has achieved some
improvements (basic requirements from 3.28 to Hiency from 3.26 to 3.33 and innovation
from 2.9 to 2.96) - reveals that recent progresstil insufficient for Ethiopia to become
competitive regionally and globally in all aspedgecially in service FDI attraction.

In an attempt to improve Ethiopia’s position in tijlebal economy and gain higher economic
growth, the government has, since 1992, introdaetiimplemented market economy-oriented
policies and reforms such as privatization of gowggnt-owned enterprises, trade liberalization
and import tariff rate reduction to achieve macosexmic stability and rapid economic growth
(Assefa et al., 2012). These reforms have alsowraged and created an enabling environment
for the inflow of FDI.

Moreover, Ethiopia’s Growth and Transformation P|&TP), the successive annual double digit
growth for the last 12 years, the commitment togfarmational leadership of the government and
the remarkable socioeconomic development haveefdkel build a more positive national image
and have helped attract FDI in different sectors.

The GTP set a determined target for the improvesehservices. According to the Ethiopian
Economic Association (2007), the services sectargreses trade, hotels & restaurant, transport,
communication, banking, public administration &elefe, education, health, as well as “domestic
and other services”.

Expanding and ensuring the quality and quantitgervices can help countries to achieve the
Millennium Development Goals in the service see®well as assist Ethiopia in achieving its aim
to become a middle-income country by 2025 (The F@deemocratic Republic of Ethiopia,
2014).

For that reason, attracting foreign investors talsathe different service sub-sectors will be
significant for sustainable and economic developgmémdeed, Ethiopia should establish the
conducive environment to attract more services HDIthis end, it needs to build its knowledge
of the characteristics of the key factors of attrerservices FDI at the regional and global scales

This research is intended to identify and defiraséhfactors and to set guidelines to improve the
services FDI flows towards Ethiopia.



1.2 Problem Statement

Among the principal advantages of FDI in the sexsisector, besides the obvious financial
benefits, is its contribution towards technolognsfer. Multinational corporations can bring both
hard and soft technology and this spillover hagthtential to improve efficiency and productivity
of the sector, whether directly or indirectly (Kedaard, 2012). As a result, the equipment,
processes, information and skills in organizationsnagement and marketing that these
companies bring, can significantly benefit longateeconomic growth and development in the
recipient (host) country (UNCTAD, 2004).

Ethiopia, the largest economy in East Africa, isardy a regional political, social, economic and
geographic centre, but is also a home to the Airitmion, the United Nations Economic
Commission for Africa, the Counsel of the Orientaithodox Churches and many other
international organizations. This makes Ethiopiatiw of special emphasis as far as the services
sector is concerned (Wubneh, 2013).

For the last decade, Ethiopia’s primary sector atabe leading position in terms of contribution

to the economy. However, since 2013, the servicesbas taken the leading position for the first
time. According to policy advisory unit of Ethiopiehe Gross Domestic Product of Ethiopia had
reached 47 Billion USD by the end of 2013 with #eevices sector taking a 45 per cent of GDP
(Policy Advisory Unit UNDP, 2013). This indicatesat the services sector is booming and the
demand for services is growing at a rapid rate.

The development in the service sector in Ethiopgthe result of growing demand and under
supply. The rapid urban population growth with ammw@al growth rate of 4.8% in 2014(World
bank, 2014), growing of export potential, expansibrities, rampant migration to urban areas,
development of market and economic liberalizatieauited in an increased demand, both in
guantitative and qualitative terms, for differemds of services in Ethiopia.

However, there is inequality among the variousiserypes and a wide gap between demand and
supply of some services such as business sentic&scentres, Power generation, specialized
hospitals, technical and vocational training cexjtfeur and above stars designated hotels, motels,
lodges & restaurants exists due to the laggingpfises provisiowis-a-visthe rapid increases in
population and economic activity.

Moreover, the Ethiopian services sector lacks thal-imtegrated domestic market, well-
performing institutions and quality infrastructuteat are necessary to become more competitive
at the regional and global levels. This is mainkg do financial, technological and skilled human
resources constraints. To overcome these consraind to preserve the international and
diplomatic status of the country, the quality artdndards of services in Ethiopia should be
elevated to higher levels.



Increasing the involvement of foreign investorsi@veloping the services sector can be one of the
tools to bridge current demand-supply gaps in a&mdib increasing the investment capital of the
sector to levels like Kenya at the heart of Easicah impact investing.

To fill the demand-supply gap in the different etts of the services sector, the government of
Ethiopia has introduced incentives such as trdmediization, import tariff rate reduction, income
tax exemptions, tax holidays etc. to attract FBlbin. Nevertheless, the FDI capital share of the
services sector for the past two decades has rechagery low (18.69 per cent) compared to the
manufacturing sector (70.63 per cent) (BerhaneSR®urthermore, one of the hindering factors
to cover the investment cost and attain the MillermDevelopment Goals is the Ethiopian level
of domestic savings, which is low compared to otAffican countries (UNCTAD, 2013). As
stated in Mirach et al., (2014), domestic savingEthiopia is low (17.6% in 2013 according to
World Bank) due to low income, higher inflationgatultural background, social affairs and high
unemployment rate of the country.

According to Mirach et al., (2014), long term econo development requires capital investment
(accumulation) for business expansion, infrastmg;teducation and technology development
through the main source of domestic savings. Thesefwhen countries failed to use their

domestic savings as a source of their capital invest, they use FDI as a tool to get a greater
impact on their real GDP per capita levels in teahsapital accumulation.

1.3 Research objective

Over the past 50 years, Ethiopia has gained inierred significance as the location of the
headquarters of the African Union (AU), the Unifddtions Economic Commission for Africa
(UN-ECA) and a number of other international orgations, including UNDP, UNESCO and the
European Commission (EC). Thus, being an internati@entre with diverse economic and
cultural characteristics worthy well integrated astendardized service sectors. Increasing the
involvement of MNCs towards this sector can be ma&e one of the tools to bridge the current
demand-supply gap in addition to bringing a longteconomic benefit and development.

As main objective, the research will identify anefide the determinants that are significant to
increasing the inflow of service FDI and set guitkes to improve the services FDI flows towards
East Africa: Ethiopia. In order to attain this atijee, the research will understand and identify
the main determinants of service FDI inflow at glblevel and in Africa. This will help to identify

and compare the gaps and lead to recommendaticatttiopia should do to enhance and attract



more FDI in the services sector and to become rmongpetent and competitive at the regional
and global levels.

Moreover, the research has the following sub-ohjest

v' To identify the service FDI inflow at global level

v To identify the inward service FDI in Africa couiets.

v" To identify the inward service FDI in the East &fi Ethiopia.

v" To examine the determinants of service FDI at lgtabal level and Africa countries.

1.4 Significance of the study

Scientific relevance To best of my knowledge there is no much emgdistadies that deal with
the determinants of FDI in the services sectoreeigfly on Ethiopia and other African countries.
Therefore, the research will add knowledge to thigest of the determinants of services FDI at
both city and country scale by presenting the mmgtificant factors that are necessary to attract
services FDI and finally setting guidelines, formh@ountries compete, raise their rank in
competitiveness hierarchy and to remain at thertdfbDl attraction.

Policy relevance This research can stimulate planners and polialgers to formulate a strategy
aimed at realizing/strengthening the most importactors of service FDI and attract more of it.
More importantly, the findings of the research \Wwalve an implication to formulate strategies and
improve the existing constraints of attracting sgs FDI in turn making East Africa: Ethiopia
more competitive in services sectors at regiondlglabal levels.

1.5 Scope and Limitation
Geographical scope

The study conducted at both country and city leBalsed on the data extracted from passport
database, 30 (thirty) and 50 (fifty) top rankeds/szx FDI receiver countries and cities at the globa
level respectively, 37 African countries and 7 &dm cities were analysed. This is done to identify
and understand the unique competitive charactecowftries and cities (that range from factor
driven to innovation driven) in addition to urbamation factors that play a major role in making
these countries important destinations of senkdisinflow.

Research Scope

The research used secondary quantitative analgsia atrategy and the selected pillars of
competitiveness that are gathered from GCI (Gl@mahpetitiveness Index) and urban location
factors from a passport database as an indepewdegable to see their co-relationship with the
service FDI (Y) at country and city level.



Data Model

The research has used STATA 14, fixed and randdectsfmodel based on the hypothesis of
Hausman test. For those having the probability afistnan test greater than 0.05, random effect
model is used otherwise, fixed effect.

Data preparation and cleaning

In preparing the data for analysis, it is import@névaluate, scrutinize for the validity, reliatyll

and check the missing observations. In the caflei®fesearch, the limitation that arose was due
to; missing values and zeros. To overcome thisingsslues and zeros, | have cleaned the data
by removing the incomplete figures and filling timéssing gaps with a dash. In addition, | sorted
out the data as per the variables and indicatorsdse of analysis, evaluation and comparisons of
the models.

Checking for unusual data

During the analysis, some data caused a largereliite in regression analysis; such data are
normally called outliers. In order to fix such oetldata, the research used basic assumptions, such
as multicollinearity, hetroskedacity and lineaaigsumption tests to address the errors.

Figure 1: Map of Africa
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Chapter 2: Literature Review / Theory

2.1 Introduction

In this chapter, theories and concepts relatednpetitiveness, Foreign Direct Investment (FDI),
location factors, and service sector will be diseasand finally conceptual framework will be
formulated.

2.2 Competitiveness

The World Economic Forum defines competitivenesstlas set of institutions, policies, and
factors that determine the level of productivityaafountry” (Schwab, 2012; p. 4). Competitiveness
has been a “fashionable” and “pervasive” term mdhea of economics for the past few decades
because of the growth of global competition (Lengyel Szeged, 2009). It refers to the capacity
of firms to provide any type of goods and servigea given market in relation to the ability of
other firms in the same market with the same tyfpgoods/services (Schwab, 2012). Cellino and
Soci (2012) view competitiveness as firms’ qualttyoperate, their ability to survive and grow in
addition to responding correctly to the market algrnn the competition. They also pointed out
that its concept can be applied at the macro, rmedanicro levels to describe the competitiveness
of countries, individual firms and local economystems, respectively, mentioning that regions,
cities and industrial clusters are included in l@anomic systems (Cellino and Soci, 2012).

Moreover, Turok (2004) viewed competitiveness amplex interrelationship of three main
variables, namely: 1) trade (the capacity of finm®ffer their items or products in challenging
market), 2) productivity (The efficiency in whichiqalucts are produced) and 3) local resources
(human, capital and natural resources). He strebst¢dhe mentioned variables are important for
firms or place prosperity which results in a susthie growth (Turok, 2004).

According to Martin (2003) the broader notion ohgeetitiveness can be used at both the micro
and macroeconomic levels. The micro level desctibe$irms’ capacity to compete, grow and be
profitable by fulfilling the required formality shcas price, quality etc. relative to their rivads t
get the highest market shares. Despite the factithanacroeconomic level deals with the nation’s
or region’s competitiveness, the notion is moretested and lacks commonly accepted definition
(Martin, 2003). The concept of regional and nati@aenpetitiveness is discussed in the following
sections.

2.2.1 Nations’ Competitiveness

Porter (1990), in his Diamond Model, linked andntiiged four major factors that influence a
nation’s competitiveness. In his study, Porter ()989aimed that the success of nations does not
evolve from the factor endowments that a countgspeses. Rather, it is created and determined
by firms’ ability to innovate and compete in glotsfategies such as trade and foreign direct
investment. These two can enhance and allow natiosygecialize in productions and attain a high
standard of living; this will be determined by tlador productivity and capital of the economy.
Porter (1990) in his Diamond Model suggested thats within a nation are more competitive



than the others due to four important determinadé&nand condition, factor condition, firm
strategy, structure & rivalry, and related and suppg industries.

Figure 2. Michael E. Porter’'s Diamond Model
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The Demand condition: -are described as the availability of high demarndchrtain
goods or services due to a sophisticated home ndrieencourages firms to innovate
and create more advanced goods/services tharctmpetitors. As a result, firms will also
have a greater chance to improve the quality of freducts/services to be competitive at
the regional and global levels. The demand condstiare important in that; a nation is
competitive if its domestic demand is strong enotglyenerate innovation faster than
other countries.

As stated in Porter (1990), the development ismeeliivated and massive investments for
production of the goods are always made in a deeelcountry of a huge domestic market,
contrary to the developing countries with limitedntestic market, where the only
opportunity to reach a scaled economy is to trarfsten localization to internalization.
Through this, the domestic market and firms wiNelep their competitive advantages by
internationalizing the domestic demand and theildigion of the national products abroad
(Porter, 1990).

The factor condition: - are explained by the availability of resourdes firms can exploit
and use them as a tool to compete in a given naficonording to Porter, the factor
conditions classified into Primary factors -whichclude natural resources, climate,
geographical position, skilled or non skilled laband advanced factors —which consist of
the infrastructure, high-skilled labour, compettiinnovative institutes and automated
systems that are created with time and under hugesiments. Therefore, the competitive
advantage is created and for a country or a reffidmecome competitive, and it must
innovate new factors of production as well as imprthe existing primary factors (Porter,
1997).



c) Related and supporting industries: - plays a role in determining the comparative
advantage of the nation by showing how it is rankedthe international market
Accordingly, a country is said to be more competitif it has a specialized and
concentrated horizontal market (comprises of a emtho supplies a product or service
to a customer who exists within the same indusing vertical market (vendors that sell
their products or services to customers in a nurabdifferent industries). These two can
bring an innovation and ability to network natiansboth regional and global market.
Therefore, for the competitiveness of national &ynthe role of local supporting
industries/firms and supplier is very importantisTis due to, when related and supporting
industries are competitive, they will gain a capacif receiving more innovative goods
and services in an efficient way (Porter, 1990).

d) Firm structure, strategy and rivalry : - The strategy and structure of the company and
the rivalry among them refers to the setup andthanization of companies of a country.
They gain competitive advantage through the way e managed in regard to the
planned objectives and the applied strategieseohtst country. A stiff competition in the
local market motivates firms to promote new produmt the market and to realize new
markets to generate growth. This is supported bygthvernment policies that inspire the
establishment of new investments, enhancing thevtgref the competition and thus
sustaining the competitive advantage. Moreover,ginernment can also influence the
national market by provision of training and edimat regulating the local market,
creating a competitive infrastructure, cutting ests and time limits (Porter, 1990).

2.2.2 Regional Competitiveness

Regions are increasingly becoming the primary uattsacting investment, so as to bring
economic development in a globalized economy. Gyunesetly, regions become the meeting
points in which transfer of knowledge and agglortieraof economies/clusters of industries
(including services sector enterprises) takes fldoggins et al. 2013). Huggins et al. (2013) cited
in (Begg, 1999; Huggins, 2003) describes regional @ditiyeness as the conditions that firms
require to compete and generate the highest pnaditgiven market within a particular region.

Since market place is not restricted to a partrcldgation in this globalized era, regional
competitiveness is a landmark for all developing developed nations that made their exchanging
values easy (Onsel, et al., 2008). Kitson, et(2004) and Storper (1997) argue that competition
among cities and regions has a substantial rotiff@rent perspectives. The main reason is that
they cannot only boost their regional and localedepment (Burger, et al., 2012) but also attract
foreign investments in different sectors that cdulithg a substantial increase in domestic living
standards because competitive regions are plaaepelople and companies desire to locate and
invest in (Kitson, et al., 2004 and Storper, 1997).

According to Kitson, et al (2004) to improve urb@gional competitiveness, it is important to
consider what they call “the soft factors” of tlegional or urban socio-economy. These include
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human capital, cultural capital, social and insititoal capital, the presence of a creative class,
infrastructure capital and productive capital. #&# vital to enhancing the productivity of regions,
employment and standard of living in the nationtgin et al., 2004).

Figure 3. Bases of Regional Competitive Advantage
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In sum, no country is competitive in all fields atitbse industries that succeed in a complex
competitive domestic market are the ones that &rubsition in the international market scale
(Frasineanu, 2008). The national economies undergoeghaf development which reflect the
strength of a country in the international marked the status of the company’s successive global
network. These stages are: the stage of the adyemnbased on factorial endowment; investments;
innovation and the national wealth. The nationsgtbese stages progressively one after the other,
depending on the capacity of the country to groan&antin, F. 2004).

According to Porter, the first stage shows tha&ettenomy of the country is pertinent to the global
economic systems. In stage two, the national cathymetdvantage is based on the ability and
capacity of a country and its companies to heamWest. The third stage, involves the time for
enhancement of the competitive advantages andihaisable growth of the economic prosperity.
The fourth stage refers to the continuous innowadiod growth in order to sustain the accumulated
wealth that was created in the past. This is &saltrof market dynamics and company strategies
which change often with the introduction of new m@@rial systems. In the current situation of
the world economic market of regionalizing and gliing, it is uncertain to conclude which
countries or industries have the excellent stratetyp create and sustain the competitive advantage
in the respective phases of developmentqiReanu. 2008).
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2.3 Multinational Corporations and Locational choice

2.3.1 Multinational Corporations

Dicken (2011, p.60) defines MNCs as; “firms thavdndahe power to coordinate and control
operations in more than one country, even if theyot own them”.

MNCs use FDI as their strategic tool to spreadwa the world (Burger, et al., 2011) and became
one of the most important channels through whichpgation and implementation of new
management skills, ideas, capital goods, produt¢donniques and technologies are transferred to
domestic firms. Recipient countries use four ddferways to attract and transfer these spillovers
of MNCs. According to Hermes and Lensink (2003)gstn spillovers can be transferred by
imitation, through an adaptation of technologiesfakign firms by domestic firms or as a
competition whereby foreign firms enter and adfbstdomestic firms’ activity, or as a linkage by
involving the transaction between MNCs and domestins. Last but not least, as training to
upgrade the knowledge and skills of domestic emg#syand leading to adapt and work with new
technologies (Hermes and Lensink, 2003).

There are several reasons why MNCs invest and awrs foutside their country. Dunning and
Lundan (2008), identified four major reasons:

a) resource seeking - targets the primary sectpic{dture and related products) and has quite
limited linkages with local production and market;

b) efficiency-seeking - involves an adoption/imiat of skills and knowledge of local
production to meet the demand of the industry;

c) market seeking - desires physical access totleatharket; and

d) strategic asset seeking - targets to exploitiBpecosts or marketing advantages over
competitors (Dunning and Lundan, 2008).

Since these firms usually possess advanced teanologher labor productivity, innovative
potential and customer networks, the major taskreeimplementing their business is assessing
the host country locations in terms of market opputies and obstacles. Dunning and Lundan,
2008 asserted that MNCs are mainly interestedv@sting in locations that would maximize their
return on investment. They described proximity, tdredency of market growth, lower costs and
favourable institutional frameworks are some of filaetors that inspire MNCs to invest in host
countries. Eclectic (OLI) paradigm which was depeld by Dunning and Lundan (2008) is one
the framework that shows how firms decide to inwegside of their country.

As Dunning and Lundan (2008) explained, MNCs areedrby three sets of advantages, namely
Ownership (the market power derived from havinggreduct and production process), Location
advantage (locating investment in a host countny) lmternalization (licensing and franchising
with other firms) (Dunning and Lundan, 2008).
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However, due to the increasing demand of FDI inglodal market and its unequal distribution
throughout the world, further studies regardingaktgritical host country factors determine where
MNCs or other foreign investors choose to inves been conducted. The emergency of these
theories and concepts helped to clarify the interation of MNCs by answering the question of
where to locate and invest abroad. Authors sucBlasigen (2005) and Faeth (2009) have
presented a long list of MNCs location choice dateants such as institutions, macroeconomic
polices, market size, market efficiency, businegshsstication, labor market, and etc. following
Dunning's terminology, location advantages.

2.3.2 MNCs Location factors

According to Ramirez-Aleson and Fleta-Asin (20180} the importance of country factors to
gain the highest level of FDI has been unquestionedde literature since the first contributions
of classical macroeconomic theory that justifietéinational trade by the existence of absolute
(Adam Smith) or comparative advantages (David Ricgror by the unequal factor endowments
among the countries (Heckscher-Ohlin). Ramirez-&iemnd Fleta-Asin (2016) in their study used
the most important location factors used in presistudies and reflected the economic structure
of countries in addition to government policies aadhnological specialization. These include
institutions, macroeconomic stability (or the maonomic environment), goods market
efficiency, labor market efficiency, market sizadausiness sophistication (or business climate).
In the following section, the importance of thesealtion factors in attracting MNCs will be
discussed.

2.3.2.1 Institutions

According to the WEF, institutions are the sum dinanistrative and legal frameworks that lead
individuals, government and firms/industries tcenaict and increase competitiveness (Schwab,
2013). Blonigen (2005) asserted that institutionscountries in general, and in developing
countries, in particular, are important and anyralts in their maturity may increase investors’
risk (Blonigen, 2005). Asiedu (2002), stated thHa tjuality of institutions in terms of proper
security rights, low levels of corruption and liett social conflict can be conducive in attracting
more foreign direct investment to the host counttherefore, recipient countries’ low institutional
efficiency negatively affects FDI (Asiedu, 2002).

2.3.2.2 Macroeconomic Environment

Macroeconomic environment stability is important foroductivity, economic growth and

attracting MNCs and therefore, is significant foe toverall competitiveness of the country.
Although macroeconomic stability alone cannot iasee the mentioned outcomes, it is also
recognized that its fluctuation harms the econofighler, 1993). As stated in Alguacil et al.,
(2011), unstable macroeconomic environment hagative impact on capital accumulation and
economic growth. High inflation and external debtweell as the government deficit collectively
increase uncertainty and worsen the business @imasulting in economic growth reduction.
Macroeconomic instability also discourages inflavd groductivity effect of FDI (Alguacil et al.,
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2011). As Schwab (2012) mentioned, although maomawic stability cannot increase
productivity by itself, a stable macroeconomic eonment is very important for competitiveness.
It will be a constraint for FDI inflow if there i@n unstable macroeconomic environment such as
high inflation rate, exchange rate risk and credk (Asiedu and Lein, 2011). Shahzad and Al-
Swidi (2013) concluded that the inflation rate isign of domestic macroeconomic stability and
its deflation rate can have a positive effect on iRlows.

2.3.2.3 Goods Market Efficiency

Countries, with efficient goods market are welisaied to deliver the right mix of goods and
services given their particular demand and supphdtions, in addition to ensuring these goods
and services can be most viably traded in the eangndlarket efficiency is important and, is
highly depends on demand condition like custom&nation and buyer sophistication. Due to
cultural or historical reasons, buyers in some taesimay be higher than the others. This creates
an important competitive advantage for companidsetmore innovative and customer based and
so imposes the discipline important for efficiengyoe achieved in the market.

According to World economic forum, having a healtlgmestic and foreign market competition
is vital to derive the market efficiency and thogastments, by ensuring firms to produce goods
and services that are demanded by the market. dicgpto World Economic Forum report, the
best possible way for exchange of goods and sexviceefficient way is to minimize an
intervention of government. For instance, the bansbme taxes and discriminatory rules on FDI
can hider the competitiveness of the host econownyiniiting the FDI attraction as well as
international trade. Therefore, working to havéicefnt goods market is important for the
production of goods and services and to trade tbHectively in the economy in addition to
enhancing business productivity (Schwab, 2012).

2.3.2.4 Labor Market Efficiency

When countries develop an efficient and flexibledar market, workers will be ensured to be
allocated in their most effective use in the ecom@nd provided the required incentive to give
their best effort in their jobs. This will ease MBIGo have the ability to establish foreign
subsidiaries to produce goods and services in igtigountries. As stated in Alguacil et al.,
(2011), these activities will redistribute incomihin host countries by driving up labour demand.
Since MNCs are more technologically advanced, ftplabour force in terms of quality (skill)
and quantity(number) will be very important. Acamigito Ismail and Yussof (2003) labor market
is attributed by sufficient labor supply, the rammjeskill levels, wage rates etc. that are crutmal
attracting FDI. Adequate labor supply can be exg@dsn terms of the quality and the quantity
that are important to help investors to gain higihetsirn on investment.

2.3.2.5 Market Size

Market size is one of the key motivational factbfaseign investors. Asiedu (2006), in her studies
stated that it is the most dynamic and vital deteamt of FDI and investors give it higher priority
than other incentives due to its pivotal role implexation of economies of scale, resource
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utilization, tariff reduction and market penetratiaccording to Akin (2009). Moreover, WEF
expressed market size in two perspectives as Daveasl Foreign market size in which both
affect nations’ and firms’ productivity (Schwab,120.

Several authors, including Yin (2014), argued M&aICs are highly attracted by large markets to

internalize high profits within host countries. &nFDI is a long term commitment, a promising

future of recipient countries would attract MNCgldoreign investors. In a region with a large

market size, like that of advanced economy cousitbeth the domestic and foreign market size
are likely to attract more FDI. In financial, commecation and ICT services, among others, market
size is a particularly significant driver of FDIfiows. Market size has been one of the most widely
accepted significant determinants of FDI since ihécessary for resource utilization in addition
to the exploitation of economies of scale (AkinQ2y

2.3.6 Financial Market Development

According to Ramirez-Aleson and Fleta-Asin (20181 inflow without efficient financial
market is quite limited. As Schwab (2012) statetMBF, well developed financial markets have
the ability to allocate nations’ resources in addito those entering the economy from abroad so
as to use itin a productive way (Schwab, 2012¢ré&tore, foreign investors consider the existence
developed financial markets to boost their busimggortunities (Kinda, 2010).

2.3.2.7 Business Sophistication

WEF (2013, p.7) defines business sophisticatiofiTas quality of a country's overall business
networks and the quality of business firms' operatiand strategies”. They are characterized by
network and supporting industries (local suppliegsiality and quantity) and efficiency of
production of individual firms. Business sophistioa captures business leaders’ ability,
management quality, the tendency of firms’ inteigrat the know-how and skills that are
embedded within a business in a country. Theretbeeavailability of business sophistication in
a well designed manner underpin the efficiencyrofdpction of goods and services. These will
enhance operational flexibility, saves time andilitate an acquisition of new skills and
knowledge thus enhancing competitiveness and #tigaINCs in these locations (Alam and
Bagchi, 2011).

2.4 Foreign Direct Investment (FDI)
2.4.1 main concepts and definition of FDI

OECD (2013) defines FDI as:
“A cross-border investment by a resident entitpine economy with the objective of
obtaining a lasting interest in an enterprise resitlin another economy(OECD, 2013).

World has become a centre of variety of multinaglotrading. The interdependence among
countries has been strengthening itself due tcateeleration of international capital flow and
wider spread of ICT. As the FDI of MNCs continuepay a vital role in the world economy,
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worldwide investment has become the main factoecéifig the global economy. In this
globalization era, no countries could bring an @toic growth by their own effort. The
interconnection among countries has encourages mBhyvhether it is from MNCs or private
investors to build a network for productivity ancbeomic growth.

Nowadays, due to the different kinds of spill-ovéiBlI is being paid more attention both national
and international level. As several empirical fimgh shows, there is a positive linkage of FDI and
economic development. FDI is not just about capit@vement but it can be regarded as a
generator of employment, higher productivity, cotitpeness in addition to technology
spillovers. As stated in (Faeth, 2009), especid#lyeloping economies can use FDI to access
international markets and currencies since it igngportant source of financing and substituting
bank loans. Moreover, Cellino and Soci (2012) dbscFDI as an indicator of competitiveness,
because the FDI inflows can act as an extra-erigimiae growth of the host country.

Over the past few decades, FDI has been playingrafisant role in both developed and
developing world; with a growing number of emerge@pnomies attracting a substantial amount
of it (Burger et al, 2012). Various studies idertif that FDI has a number of channels through
which recipient countries can benefit in the longd ashort term. For example, green field
investments which involve a new project implemaataaind expansion of industries would bring
job opportunity (Wall, 2010). In addition, FDI prates human capital development (knowledge,
talent, skills, experience etc.), implementationmérnationally accepted codes of employment
practice, transferring of technology for domestimg for their future productivity (Li and Liu,
2005), catalysing the local industrial developmékitarkusen and Venables, 1999) can be
mentioned.

However, there are also different authors thatngiisodisagree with the positive view of FDI.
According to Todaro (1992), FDI might inhibit thadigenous skill development due to the
dominance of domestic enterprise. In addition, OE@DO02) stated that, initially MNCs may
improve the capital account of the recipient copunBut, in the long run, the foreign exchange
position of the host county may be affected dubécsubstantial import of intermediate and capital
goods, repatriation of profit, interest, royaltaasl management fees.

MNCs contribute to close the gap between localljlected tax and targeted revenue.
Nevertheless, host countries often enter in touskeé agreements with MNCs and provide
different kinds of incentives such as tax holidagsiff protections, and investment allowances.
Due to these reasons, the taxes that can be @allbetome quite small. Furthermore, these firms
can avoid local taxation by transfer pricing tecfugs -a method used to reduce local profit level
by paying artificially inflated prices to the inteediate products purchased from abroad
subsidiaries (Thomas A. and Peter H. 2000).

As mentioned above, even though FDI can createrbpputies for the host country, understanding
the pros and cons of FDI is very important to folaeli a sound policy. Even if, in recent times,
the policy that favours FDI dominates, looking ke tdrawbacks of FDI is very important.
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Therefore, host countries should establish thegsarg pre-conditions such as sound policy, trade
openness (Li and Liu, 2005) and well developedrana sectors (Alfaro et al., 2004), labor cost
and regional distance or proximity (Jordaan, 2CGi®) lowering levels of corruption (Brouthers,
et al., 2008) to benefit and gain the highest |@¥¢iDI.

2.4.2 FDI Inflows and its determinants in Africa

According to Onyeiwu and Shrestha (2004), the tutinal framework, in addition to economic
reforms that African countries introduced overplast decades, has made the flow of FDI towards
the region uneven. Although the continent is ricdglowed with resources, the average inflow of
FDI towards Africa is quite small in comparisonhvdther regions. This is due, among others, to
the perception that the region is a risky placeotoduct business. Wall and Van Der Knaap (2011)
in their research asserted that, although 10 parafethe global population resides in SSA, the
region claims only 1 per cent of MNCs connectivithis implies that the region is to a large extent
excluded from crucial economic processes of thddveconomy. This raises the question why
Africa receives less FDI than other regions.

A number of factors can be mentioned why Africad$ a major recipient of FDI. Based on the
panel data analysis from 1980-2007, The Africanddgwyment Bank Group (2011) declared that
market size, trade openness, agglomeration andrahatesources positively influence FDI
attraction while lack of higher financial institatis and development negatively determines the
inflow FDI towards the region. Moreover, stable mzonomic environment, the efficiency of
labor and local markets, infrastructures, highdlaiion rates, the regulatory legal systems for
investments, corruption and political stability sk major determinants of FDI inflow to the
continent (Asiedu, 2002: Asiedu, 2006). Some ofdhwpirical literature about the determinants
of FDI in Africa is summarized as follows:

Asiedu (2002), used a dataset of 71 developingtaesnwhich comprised of almost half of SSA
countries, and focused on three main variablegetajn on investment, b) trade openness and c)
infrastructure. Asiedu concluded that trade opesmnesthe most significant factor for the
promotion of FDI in Africa. Asiedu (2002) added ther variables such as political risk,
institutions and policies to see their impact onl K#lows over the period of 1984-2000. Based
on her analysis, macroeconomic stability, institodl efficiency coupled with political stability
and a well-designed regulatory framework have aigesmpact on attracting FDI.

Naude and Krugell (2003) analysed data from 197@01® establish whether institutions and

geography determine FDI towards Africa. Based eir findings geography does not have a direct
influence on FDI. However, efficient institutionstiain good policy context and a stable political

environment are significant factors in FDI attranti

Akinkugbe (2005) included 53 countries using datai1970-2000 and concluded that higher per
capita incomes, openness to trade, infrastructncehdgh return on investment determine the
attraction of FDI towards Africa.
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Rojid et al. (2009) used 20 African countries asample, covering the period 1990-2005, and
concluded that natural resources, trade openrtessjze of the domestic market and the human
capital stock contribute positively, while politidastability and labor cost negatively affect the
decisions of potential investors.

To sum up, all these sets of studies share in comiimat the factors such as trade openness,
regulatory legal framework, natural resources, @ggration, infrastructure, stable
macroeconomic environment, market size, efficieoichkabour market, human capital and size of
domestic market have a positive relationship will.FVhile political instability, corruption,
labour cost and lack of higher financial instituisoand development and the like negatively affect
the entry of FDI towards Africa.

2.4.2 FDI Inflows and its determinants in Ethiopia

Since 1992, Ethiopia transformed from command ecgnand implemented a market -oriented
policy such as devolution of power, privatizatioleyvaluation of currency and the like after the
new regime (Ethiopian Peoples Revolutionary Dentocfaront led by the prime minister) took
the power. These reforms have encouraged macroetorsiability in addition to creating
conducive environment for the inflow of FDI and regafogress towards the ultimate objective of
poverty eradication and a better standard of fifthe country (Teka, 2014).

As stated in UNCTAD (2002), All these major chantggsto MNCs attitudes towards investing

in Ethiopia since and then (UNCTAD 2002). MoreovEmge Ethiopia government launched GTP
(Growth and Transformation Plan) that aimed atedhg the Millennium Development Goals

(MDGs) and joining the country to the middle incoomuntries. Nevertheless, the low domestic
savings as percentage of Gross Domestic Produgtite low, and questionable to achieve
Ethiopian short and long run objectives by mohilgzthe insufficient domestic savings (17.6 %
in 2013) according to world bank.

The government realizes the positive spill-over&bt to sustain the economic growth and has
tried to create and encouraging foreign investromiate by taking various investment incentives
such as tax holidays, tax free imports and othécymeasures. Even if the progressive changes
have opened a conducive business environmenttfactihg FDI in different sectors, Ethiopia is
still only receiving limited amounts of FDI in sp&c sectors.

Researchers such as Getinet and Hirut (2006) usedseries data (1974-2001) to analyse which
factors are critical to attracting FDI towards Bipia. And based on their findings, they concluded
that the growth of real GDP, liberalization, infrasture, stable macroeconomic and political
environments, among others, are essential detentsifa FDI attraction towards Ethiopia (Haile
and Assefa, 2006). Moreover, The findings by Tek@14) identified strategic location,
investment incentives (tax holidays, import conmass subsides/cash payments, reduction of
land rents/utilities), political and social statyiliexchange rate volatility, level of corruptiadhg
regional and domestic market opportunity and inftecsure as the main driving factors that
determine the FDI inflow to Ethiopia (Teka,2014).
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2.5 FDI in Services Sector

The global economy comprises four main sectorsngmy (agriculture and mining/extraction),
secondary (manufacturing) and tertiary (servicetms. The developmental progression that
economies tend to follow pass from primary to teeedopment of secondary sectors and to the
tertiary (service) sectors (Notes and Session, 2808 quaternary(knowledge base) sector . The
shrinkage of the manufacturing sector might expléu@ growth and reliance on the services
industry. Services is the largest and fastest-grgwector, lifeline for the social economic growth
of a country. (Kirkegaard, 2012). It is today tlerglest and fastest growing sector globally
contributing more to the global output and emplgymore people than any other sector. Singh
and Kaur (2014) argue that rapid urbanization rgtgsatization and the growth in demand for
intermediate and final consumer services are the reasons for tertiary sector growth worldwide
(Singh and Kaur, 2014).

According to Kim (2006), the growth and competitiess of the primary and secondary sectors
are highly dependent on the productivity, avaii@pilquality and performance of services. The
services sector determines the production facidmsrland capital that generate knowledge, goods,
and other services (Kim, 2006). Accordingly, theantribution towards GDP and employment
generation has a positive impact besides playirguaial role in determining the investment
climate necessary for economic growth (Sheehang)20therefore, the availability of quality
services accelerates the well-being of the economy.

To improve the efficiency of the services sectasilles stimulating the competitiveness of
domestic firms’ productivity, attracting serviceBIRs crucial. Since 1992, according to the WIR
(2004), FDI is increasing towards services sedMCTAD (2004), cited by Ramasamy and
Yeung (2010), mentioned several reasons for therttyrof services FDI. The main reason is that,
since service FDI is a market seeking, it shoulgtoeluced in a place of consumption. Secondly,
the rise in privatization of government-owned eptises and liberalization of services sector
(including foreign ownership) has motivated growthservices FDI. However, services FDI, if
compared to other sectors, has distinct charatitsti®Ramasamy and Yeung (2010) identified the
following four characteristics for services FDI..

a) Services FDI is more restrictive than other @msctThe level of restriction becomes

especially higher in services like transportatitaiecommunications and power generation,
but to some extent also in hotels, restaurant,niessi services. This is mainly due to host
countries’ rules and regulation that reserve sosmgice sectors exclusively for domestic

investors.

b) Services FDI needs to consider the culturallanguage specificities of the host country to
meet the local demands.

c) Unlike other sectors, services are location-llowith face-to-face interaction equired with

customers. This forces MNCs to establish a loaalif@in the host country.
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d) Lack of technological specification, couplediwigégal protection (i.e. patents) is the main
distinctive characteristics in services FDI andé@ases difficulties for MNCs/TNCs to choose
the right countries to invest (Ramasamy and Yeg0g0).

2.6 Conceptual framework

Since MNCs/TNCs often entail advanced technologghdr productivity, innovation and
customer networks, they assess investment locatiotesms of both market opportunities and
obstacles to reducing risk. According to the litera, the motives for locating their firms are
determined by location factors (factor driven,@éncy driven and innovation).

Therefore, identifying the significant location faxs to attract more services FDI at global and
regional levels will be important. Considering ttmain objective of this research - identifying
which location factors are critical in this respeutill allow for appropriate decisions to enhance
those factors so that the competitiveness of tiyéregion will be improved.

Figure 4. Conceptual Framework

FDH [MITCs)

INWARD-FDI |
|
| In zervice sector |
. |

Determinants to Competitiveness

enhance Service FDI
Dreterminants at Global level Determinants at Africa lewel
|
= GCI = CGCI

> Location factors #» Location factors

Enhancement to attract
service FDI

In East Africa, Ethiopia

Source: Author,2016 based on (Dicken,2011,Ismaitmssof,2003,Porter,2008)
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Chapter 3: Research Design and Methods

The general aim of this chapter is to illustrate thethodological framework applied to the
research. To make it more specific, the researmimiques and the data collection methods that
are used for answering the main research questomddition to the revised question,
operationalization, research type, approach artthtgue, sample size, data collection methods,
validity, reliability and data analysis method isalissed.

3.1 Revised research question

The central question of the study is “What arerttwest determining factors for the growth of FDI
inflow in the service sector towards East AfricthiBpia?” To answer the main research question,
the research addresses the following three sultiqgoes

* What are the determinants of service FDI in coestand cities at the global level?
* What are the determinants of service FDI in Africaantries?
* What are the determinants of service FDI in EasicAf Ethiopia?

3.2 Conceptualization and Operationalization

3.2.1 Conceptualization

Competitiveness is one of the processes of aclgekagional, national and local economic
development by attracting FDI towards regions, ¢oes and cities and attaining positive spill-
over such as technological transfer, employmertticne and enhancement of productivity through
three major functional instruments: factors, pdieand institutions. Moreover, cities, countries
and regions compete to increase their attractigemeserms of international market, labor and
capital (Burger, et al., 2012, Kitson, et al., 20@artin, et al., 2004, Schwab, 2013; Storper, 1997).

FDI has been defined in many ways (see Table 1bhsically entails transfer of knowledge,
skills, capital and technologies from one countryahother and that could make the recipient
country more competitive at the regional and glddeatls in terms of capital inflow, productivity,
job opportunities and economic development (Buegeal, 2012, Dwivedi and Badge, 2013,Li
and Cellino and Soci,2012).

Location factors are determinants that are importarMNCs and other investors in deciding
where to invest and gain the highest returns. lioodactors determine competitiveness and FDI
inflow and, in turn, development of host countrgtsonomy. (Ramirez-Alesén and Fleta-Asin,
2016, p. 31; WEF, 2013).
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Table 1: - Definition and concepts based on literate review

Source

Definition

Burger, et al., 2017

> A tool that boosts regional and local developmanttiracting foreign investmen
in different sectors that would bring a substantiatease in economic growth of
host country

aite

ic

=

ent

=

|

0 Kitson, et al., 2004 ...can be described in terms of regions in which feapd companies desire to loca
3 and invest in.

3

2 Martin, et al., 2004 Primary units that are important to attract investt so as to bring econom
k) development in a globalized economy.

o

g Schwab, 2013 | ..... “The set of Institutions, Policies, and Factdhst determine the level ¢
o productivity of a country”

Storper, 1997 The competition among cities and regions to plagsubstantial role in differen
perspectives such as technology transfer, emplogreation and an enhanceme
of productivity.

Burger et al, 2012| ...plays a significant role in creating a number af ppportunities, transferring ¢
knowledge, skills, capitals and technologies.

Dwivedi and| An important tool for domestic markets to be coritpet in the global and regiona

_ Badge, 2013 level.
@]
L

Cellino and Soci An indicator of competitiveness in terms of capitaflow, productivity, job

(2012) opportunities so as to bring economic development

Ramirez-Alesén | Location factors are determinants that are impof@anMNCs to decide where t

= and  Fleta-Asin| invest and gain the highest return on investment.
2 5 | 2016, p. 31;

O +

o O

o8

Source: Author, 2016 based on literature review

3.2.2 Operationalization: Variables and Indicators

At country level

Dependent Variable Y = Service FDI inflow

The research has one dependent variable (Y) wheiglesent$ DI inflows towards the services
sector.
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Independent Variables X = selected GCI pillars (forcountry level)

The research used independent variables, callestidoc factors, extracted from the Global
Competitiveness Index, based on Porter's approdtis index comprises the micro- and
macroeconomic foundations of national competitigsniat are grouped in to three major sub
categories as: factor driven, efficiency driven amabvation driven. From these categories the
research has used 9 indicators suitable for thay sitea.

Independent variables =urban location factors (Xs)

Urban location factors are a set of potential deileant variables that might influence the location
choice of FDI in services in cities. These locatiactors described by different of indicators and
mentioned in table 1.

Table 2: Overview of ResearchQuestions Variables, and Indicators

Sub Research | Concept Main Variables Indicators Analysis Data source
Question
Macroeconomic Inflation rate Explanatory| GCI /Global
What are the environment Regression | Competitiveness
i - ——1 analysis Index/
dete_rmlnant_s of Goods market Intensity of local competition usiné
service FDI in efficiency i i : STATA
countries at the Business impact o
global level? " rules on FDI
n
@ Financial market Total tax rate
What are the o
dete_rmlnant.s of % labor market Flexibility of wage
service FDI in g | efficiency determination
African countries? o i : i
O Market size Domestic market size
Foreign market size
What are the _ _
determinants of Business Extent of marketing
service FDI in East ietinati
Africa? Sophistication Venture Capital
Real GDP Explanatory FDI passport
. . Regression | database
Thg determinants gt Urban location Service GVA analysis
a city level ” factors using
. @] i
(Research question I Consumer expenditure STATA
I
1,2) g Unemployment rate
§e) -
§ Inflation
S GDP purchasing power
Economically active
population
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3.3 Research strategy and Methodology

3.3.1 Research strategy

Research strategy is the most significant tookfmstructing a coherent body of the research to
be undertaken. It facilitates understanding andvariag the main research question in a valid
way so that the objective of the study will be aeleid ¥an Thiel, 2014)

As described in Chapterl, the main aim of thisaedeis to identify the determinants that are
significant for attracting services FDI towards €Ea&drica: Ethiopia, and to propose the
recommendations for enhancing and increasing theceeFDI inflow of Ethiopia. To attain the
research objectives and answer the central queshenresearch has analysed determinants of
services FDI at the global and Africa regional lswte establish which factors are critical or non-
critical and comparing these to East African sesid=DI determinants. This to the end of
establishing where the region is situated in ses/ieDI, and what could be done to improve the
competitiveness of the Ethiopian services secttteategional and global level.

Since the scope of the research is broad andttiédentify andunderstand the determinants
(location factors) that are significant for attiagtservice FDI aglobal, regional and country
levels, a quantitative research strategy usingrekany data has been applied.

As stated byBabbie (1998)using secondary quantitative research is preferabkn the research
aims to study global and country level phenomenalogn covers a large geographical scale in
addition to explaining/testing the general (causaljtionship of the dependent and independent
variables(Babbie,1998). The research has conducted thenktautest to see which model is best
suited to the analysis, based on the availableafdtee inward services FDI market.

In this case,services FDI and its determinantgthe location factors from the Global
Competitiveness Index and passport databasegre used aslependent and independent
variables, respectively. Furthermore, the resebhashused EXCEL to analyze the top cities and
countries, and STATA as statistical software todmeand estimate the relationship of the
dependent and independent variables.

3.4 Data Collection Method

As mentioned above, the main purpose of this rebearto analyse the main location factors to

attract services FDI in East Africa: Ethiopia andptopose recommendations by benchmarking
the top global and African service FDI destinatbmuntries/cities. Therefore, to explore the data
from global to Africa countries and for the lastpk East Africa: Ethiopia, the research has used
secondary data from the following existing database

FDiMarkets database

A database developed by Financial Times Ltd. camtgiinformation on worldwide investment
projects. It is a central bank of information andiatal for MNCs, consultants, economic
development and academic institutions that givesileel information about worldwide FDI in an
integrated, authoritative and accurate @yancial Times Ltd., 2014).
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The FDiMarkets database is a commercial comprevewnsiline database which provides detailed
worldwide cross border investments information.c8ithe databaseomprises different data on
investment projects with source company, investmsoirce cities, destination cities and
countries, industrial activity and investment cabin different sectors, using the FDi markets
database for this research is unquestionable.

As described in Chapter 1, one of the sub objestfehis research is to identify the services FDI
inflow globally and the regions of Africa from ye@003-2014. Therefore, theDiMarkets
database has been used to determine the trenelsszioes FDI, whether increasing or decreasing,
which of the services FDI elements is booming amitlvare declining, besides analysis of the
cities and countries that are the top receiversastices FDI at global and regional levels
throughout the given time range.

The Global Competitiveness Index (GCl)

The GClcontains the detailed profiles of 144 economie$ it extensive section of data tables
with 12 main pillars and more than 100 internatitynaccepted socioeconomic indicators. The
statistical data, used in this index was obtaimechfinternationally-recognized and authoritative
organizations such as the World Bank (WB), Unitedidbhs Educational, Scientific and Cultural
Organization (UNESCO), the International Monetam & (IMF), the World Health Organization
(WHO), the Organizations for Economic Co-operat@md Development (OECD) and the
International Telecommunication Union (ITU). In @teh, GCI uses data from World Economic
ForumAnnual Survey Repofbr qualitative assessment.

Due to the high quality of these data, the GCI [saae for providing insight on how countries
adopt holistic and integrated frameworks to undedtthe complex phenomenon of world
socioeconomic aspects. Since one of the aims ®fdisiearch is to identify the significant factors
of services FDI inflow into countries, knowing teesountries’ competitiveness in terms of
productivity (which determines rate of investmestiurn) is very important. As stated by Ismail
and Yussof (2003), there is a two-way relationg#fipDI and competitiveness whereby one can
improve the other andce-versalsmail and Yussof, 2003).

Passport database

This database provides detailed analysis of glolaaket research by analysing consumer lifestyle,
socioeconomic analysis, population trends, indaistnarkets etc. of cities and countries that create
favourable conditions for cross-country economienparability since 1997The available
passport data for this research contains 107 wibamidicators for 120 global cities (7 of them
in Africa) between 2005 -2014.

For the purpose of analysing services FDI at thentty level, data extracted from the GCI have
been used. However, GCI data have been used antpfmtry level, as far as the objective of the
research is concerned. For the analysis of thecesr¥DI at the city level, urban location factor
indicators from the passport database have beehassedependent variables. However, not all
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107 urban indicators have been used for the asaly$ierefore, indicators have been selected
based on the review of theories and literature ootedl in Chapter 2.

Below are the URLs where the mentioned databasebefound.

» World Economic Forum - http://www.weforum.org/isstglobal-competitiveness
» FDI market -http://fdimarkets.com

» Passport datahitp://euromonitor.com

3.5 Validity and Reliability

When dealing with secondary data, one has to censiat the data may come from different
sources in addition to different year ranges ariterdint methodologies. To avoid errors and
measure both the dependent (services FDI) anchttependent variables (location factors) in a
measurable and comparable way, the research ussgpampriate statistical method and trustful
data sources. Since the research used a secondanyitgtive research strategy, regression
analysis by using STATA was undertaken to deterrtieecasual relationship of dependent and
independent variables. However, some data can diffeeent attributes or contradict each other
while merging them might be problematic due toetiht dataset measurements. Therefore, to
avoid distorted results and to get valid and rédiabsults on the regression analysis the following
assumptions had been made:

a) The occurrence of skewness/hetroskedacityhis refers to the degree of asymmetry of the
statistical distribution of values around the mdarhis case, the curve will be distorted to the
left or the right. To adjust this error, the dataswransformed into log which made the error
variance normally (evenly) distributed (Williamsdabame, 2015).

b) The occurrence of multicollinearity. Multicollinearity occurs when variables are cdated
so that it will be difficult to make estimation anrealizable way. To address this error VIF
(Variance Inflation Error) test has been used e the independent variables that cause
overlap and variables with VIF values of less th@rwere used (Jesshim, 2003).

c) Existence of outliers Outliers are data that have a distance from thersmumerical data and
impact on the final outcome of the result. If skahd of limitation occurs, the reliability of
the research will be in a question. Therefore, @ingioutliers by drawing a trend line has been
used (Williams and Dame, 2015).

3.6 Data Analysis and Technique

The research has used explanatory analysis tosalyd determine which of the factors are
significant to attract services FDI at global aadional levels and in Ethiopia. To point out which
location factors are critical, panel data regressoalysis has been undertaken. This analysis
attempted to find the relationship of the existimgasurable indicators with their dependent
variable (FDI on service sector) over the givenqzkof time. Based on the analysis, the following
models have been adopted and an estimating eqsdtambeen formulated to show the value of
dependent variable from the known independent bkria
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Fixed effect model - This model allows individuality characterist@asiong the observations (for
this research case countries and cities) by givitegr own intercept value. Each individual
characteristic may or may not affect the dependantble (services FDI). Moreover, each unit
has its own intercept (Subscript i in the intercgpiw that the units may have different intercepts)
There will be heterogeneity among the unit duentbvidual intercepts (Raghothama, 2012).

Yit = B1Xit + ai + uit (Equation 1.1)

i=1...Nt=1...T

Where:

—ai (i=1.... n) is the unknown intercept for each gntit entity-specific intercepts).
—Yit is the dependent variable (DV) where i = gnéind t = time.

— Xit represents one independent variable,

—B1 is the coefficient for that independent variaples

— uit is the error term

Random effect model

Unlike the fixed effect model, the random effectdabassumes the variation across entities. This
entities is assumed to be random and uncorrelaitddtive predictor or independent variables. In
this model the cross section units will have random@rcept, instead of fixed intercept. Equation
1.2 is a random effect regression model (Raghoth20R).

Yit = BXit + a + uit +eit (Equation 1.2)
Where: -

uit is Between-entity error

eit IS Within-entity error

Both the fixed and random models consider the 8arees and cross sections, thereby controlling
the heterogeneity among predictor variables anahtci@s. Consequently, the random and fixed
effect models was tested using the Hausman tegtetttify the model most suitable for the
interpretation of the results.
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Chapter 4: Research Findings

Sub question 1: -What are the determinants of service FDI at global countriesand
cities?
4.1 Descriptive Analysis

4.1.1 Service FDI inflow at the global countries athcities

The data used in this analysis comprises the FDk&ta Database for the whole world categorized
under West Europe, Rest of Europe, North Americaldl East, Latin America, Asian & Pacific
and Africa regions for the period 2003-2014, wittotal of 30,773 entries of FDI from source
region to destination region.

According to the data, the number of investmenthkiwithe period attracted by the regions reveal
a unique pattern as shown in Fig. 5. Empiricallyestérn Europe registered a higher number of
FDI investments (10,156), followed by Asia/Pacifiend Rest of Europe (8,691 and 3,317
respectively) by 2014. The Middle East, Latin Anoarand Africa within the same period recorded
lower FDI investments. The graph shows two extreofdsghly competitive segments (Europe
and Asia/Pacific) and less competitive parts (Latinerica, Middle East and Africa).

Figure 5: The Number of service FDI investments peglobal region from 2003-2014
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Author, 2016 based on (FDI Markets database, 2014)

In comparing the selected study regions with oti@td areas, West Europe holds an outstanding
capacity of FDI investments. The Middle East, Lafimerica and Africa are in the less
competitive segment, as shown in Fig. 6. In thvedosegment, the Middle East leads with 8 per
cent followed by Latin America (6 per cent) andiédr (3 per cent). In essence, Europe takes the
first position, while Middle East, Latin America d@frica acquire the fifth to seventh positions
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respectively. Accordingly, Europe belongs to thesated economies segment while Middle East
lies within emerging economies and Africa in thealeping economies portion.

Figure 6. Regional distribution of Service FDI from2003 to 2014
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Many MNCs prefer making intra-FDI investments ire thdvanced economies due to their
competitive advantages that enable MNCs to maximizprofits and for ease of knowledge and

innovation spill-over. Others make investmentshia ¢merging economy countries, attracted by
their economic efficiency to add value to goods leshto a certain extent, the developing

economies may be preferred as locations for a fexa-FDI investments due to their low labor

costs and avoidance of restrictive regulation inaaded economies. The sources of inward
investment towards Africa are mainly from the higheme countries in Europe, North America

and East Asia.

When considering country level comparisons, itviglent that China (East Asia) attracts a large
number of foreign investors, as compared with ottemtries, with a total FDI value of USD
81,225.92 million. Even with the UK and India incead and the third position in terms of
attracting the higher FDI values, respectively, @ena inward FDI value is greater than that of
the UK and India combined. China and the UK arénlohovation-driven economies operating
within an economic environment of competitive adeges that attract both intra-regional and
inter-regional foreign investors in services FOQ.F and Table 3 show the top-30 services FDI
receiving countries by FDI value. The top-50 ciileservices FDI are listed #innex 1.
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Figure 7. Top 30 service FDI receiver countries ahe global level from year 2003-2014
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Table 3. Top 30 services FDI receiver countries wittheir total FDI value
No. Country Total_FDI_Value No. Country Total_FDI_Value
1 China 81,225.92 16 Japan 5,065.961
2 UK 33,191.87 17 Netherlands 4,994.14
3 India 28,903.62 18 Romania 4,953.734
4 Brazil 27,273.79 19 Ireland 4,636.669
5 France 19,531.1 20 Ukraine 4,451.2
6 United States| 15,920.3 21 Mexico 4,442.186
7 Singapore 15,080.96 22 Turkey 4,366.12
8 Hong Kong 13,743.81 23 Italy 4,221.604
9 Australia 10,934.2 24 Canada 4,120.63
10 Russia 10,304.51 25 Czech Republic | 3,952.001
11 Spain 9,101.435 26 Belgium 3,470.66
12 UAE 8,646.159 27 Indonesia 3,283.5
13 Switzerland 6,831.281 28 South Korea 2,556.37
14 Vietham 6,447.68 29 Sweden 2,129.28
15 Germany 6,349.99 30 Hungary 2,082.458

Author, 2016 based on (FDI Markets database, 2014)
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Figure 8. Top 30 service FDI receiver countries disbution from year 2003-2014
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As shown in figure 8, services FDI is mostly cortcated in Western Europe and Asian countries.
The availability of market access with conduciveestment polices that focus on long term
investment to economic growth, generating a stameloyment, and free flow of capital
movement in addition to a stable, predictable, &aid properly regulated environment has made
Europe one of the top services FDI destinationaresg)i

Moreover, the capital availability, the level of mation of infrastructure, resource availability
(physical and labor), productivity & workforce dkil and the development of the business chain
has made Asian countries such as China and Indie the outstanding services FDI attractive
countries of the world next to western Europe coest
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4.1.2 Service FDI growth and sectoral division atite global level

Fig. 9 shows the growth and distribution of sersi¢e®l from 2003 to 2014. Throughout this
period, a total number of 30,773 services FDI migjevere registered. Between these years, the
total FDI towards this sector have shown both gsamd falling trends. From 2003 to 2008, the
number of services FDI was increasing and totalbemof 13,448 projects were registered. The
increasing trend of service FDI from year 2003Q@0&is, due to the higher demand of services as
an intermediate good in the production processafyrsectors. Moreover, the development and
diffusion of ICT, resulted in to increase the seevcontent of many manufacturing activities
according to Maza (2015).

While service FDI in 2009 and 2010 showed a deangdsend but it started to rise once more in
2011. The growth of equity capital and reinvesteatnmgs coupled with the continual
restructuring of financial industries has made isenFDI to rebounded in 2011 after falling
sharply in 2009 and 2010 (UNCTAD, 2012). Basednananalysis, 2008, 2011 and 2012 were the
top years, registering the highest number of sesvi€DI.

Figure 9. The growth of service FDI from year 20032014 at the global level
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Figure 10. Types of service FDI from year 2003 to(44 at the global level
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Fig. 10 shows the number of services FDI projesgsstered by sub-sector. The financial markets
database divides services into 12 sub-sectorsvaEt& IT, financial, business, transportation,

communication, hotel & tourism, real estate, indaktmachinery, warehousing and storage,
leisure & entertainment, health care and beverd&gsed on the analysis, from year 2003 to 2014
a number of projects were registered in each sestdtware & IT services took first place, scoring

9,732 projects worldwide. Financial and businessises are in second and third place scoring
6,293 and 5938, respectively. Beverages took steplace with only 13 projects.

Figure 11. Top 5 service FDI sectors growth at thglobal level
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As shown in fig. 11, the number of services FDIsefected sub-sectors at the global level.
Software & IT services, financial services, bustmesrvices, transportation and communication
are the top-performing (growing) services FDI sebters from 2003 to 2014. The higher increase
in FDI investments in the year 2008 was attributecthe introduction of the Internet and
Communication Technologies through globalizationgderpinning development of such sectors
as finance, business and information services. intpsovement was experienced throughout the
world, making information sharing in real time dahie through the Internet and enabling other
sectors (including the services sector) to regisign performances.

4.2 Inferential Analysis

4.2.1The determinants Services FDI inflow for top servies FDI recipient countries
and global cities

In determining the factors of competitiveness, dixeffect and random effect regression analyses
in STATA,; for FDI value were conducted on the vales obtained from GCI database for 30 top
service receiving countries that are mentionedahld 3. The fit variables selected for the study
were: inflation rate, intensity of local competitioflexibility of wage determination, domestic
market size, foreign market size, venture capiuallability, rules on FDI & extent of marketing.
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The regression result is shown in Table 4. Durirgrulticollinearity test none of the indicators
Variance Inflation Factor (VIF) value was greatsart 10, so all variables were included as if VIF
was less than 10. To choose the best model (fifedteor random effect) in STATA and to
determine the significant factors of service FDihat global level, a Hausman test was conducted
and random effect model chos¢see Annex 2)

Table 4: The determinants of service FDI for top swices FDI recipient countries in the world

30 Top service FDI receiver countries

(Model fit: Random effect) FDI_VALUE
Inflation -0.01™
(0.00)
Intensity of local competition 0.06™
(0.02)
Business rules on FDI 0.25
(0.09)
Flexibility of wage determination 0.84
(0.40)
Domestic market size index 0.25
(0.19)
Foreign market size index 0.48"
(0.16)
Extent of marketing -0.44
(0.17)
Total tax rate 0.01"
(0.00)
Venture capital availability 0.20°
(0.10)
Constant 0.80
(1.39)
Observations 269
AdjustedR? 48.19

Standarcbesrin parentheses p < 0.05,» p< 0.01,+ p < 0.001:

Author, 2016 based on (FDI Markets database, 2014)

The results for the random regression analysigtop-30 services FDI receiver countries shows
that there is a positive relationship with intepstf local competition, flexibility of wage
determination, domestic market size, foreign maskag, rules on FDI, total tax rate and venture
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capital availability. In addition, inflation has sln a negative effect on services FDI with
expected sign on coefficient. The adjustéddr this analysis claims that the mentioned vdeab
described the dependent variable (service FDligwahse) by 48.19 per cent. This means that there
are factors which will explain service FDI by 5p&r cent other than these variables.

Table 5: The determinants of top 50 service FDI rapient cities at global level

Global cities
(Model fit: Random effect) FDI_VALUE
Inflation 0.05™
(0.02)
GDP measured by purchasir 0.03
power parity
(0.17)
GDP real growth 0.0
(0.01)
Service GVA 1.62™
(0.46)
Consumer expenditure -1.25
(0.35)
unemployment rate -0.02
(0.01)
Economically active 0.00
Population
(0.00)
Constant 3.75
(2.89)
Observations 410
AdjustedR? 43.5

Standardbrs in parentheses p < 0.05,» p< 0.01,» p < 0.001:

Author, 2016 based on (FDI Markets database, 2014)

The results for the random regression analysishiervalue of FDI investment shows a positive
relationship with Real GDP growth, services GVAldahon, GDP measured by purchasing power
parity and size of economically active populatiomart, while unemployment rate and consumer
expenditure scored negativity. This means that MNIEsrder to invest in a city, must consider
real GDP growth and services Gross Value Added (IdfAcities in addition to GDP measured
by purchasing power Parity and the number of ecocaliy active population in a given city.
However, consumer expenditure has shown a negagjuevith expected positive coefficie(gee
annex 3).From the findings of the above analysis, real Gjp&wvth plays a significant role for
services FDI attraction by cities. This is so besestlne positive spillover that FDI brings will have
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a greater impact on economic growth and produgtofittities and countries. The other finding of
the analysis at city level was the positive relatd services GVA with services FDI. As expected,
they have shown a positive significant correlatomong each other.

Sub question 2: -what are the determinants of services FDI in African countries
and cities?

4.3 Descriptive analysis
4.3.1 Services FDI inflow in the African regions ad cities

Africa is divided into five main parts namely, NoriVest, East, Middle and Southern which differ
considerably in attracting services FDI investmehtoking at the FDI pattern in these parts in
2003 to 2014, a total of 3,018 entries of servieBs with a total capital investment of USD
145,692.50 million has been registered. The unppteern of the number of investments within
this period attracted to the African regions iswghdn Fig. 12. Empirically, North Africa registered
a higher capital investment (USD 59,027.32 milliofollowed by West Africa and Southern
Africa each registering a total of USD 31,734.95 ddSD 29,359.31 million investment
respectively by 2014. East Africa and Central Adraver the same period recorded lower FDI
investments, scoring USD 21,397.24 and USD 4,17&\illion capital investment, respectively.

Figure 12: Service FDI investments in Africa regios in the period 2003-2014
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Author, 2016 based on (FDI Markets database, 2014)

Looking at the FDI pattern in these five parts @2 to 2014, Northern Africa has gained the 40
per cent of the capital investment by attracting pfbjects, followed by West Africa (22 per cent),
South Africa (20 per cent), East Africa (15 perty@md central Africa (3 per cent). This implies

that North Africa is the highest services FDI rgeeiof the continent, while Central Africa the

lowest. The list of countries that constitute tespective segments is appendediasex 8.
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Figure 13. Distribution of services FDI in Region®f Africa from year 2003 to 2014
based on investment value(USD mil)
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Author, 2016 based on (FDI Markets database, 2014)

Based on the analysis, the share of Northern arstéfferegions of Africa aggregated take 2/3 of
the total FDI investments in Africa. The pattersaaleveals that these two regions compete in
attracting foreign investors, having received alimbs same number of FDI investments over the
2003- 2014 period (938 and 906 projects, respdgjivaut with a higher capital investment
difference as shown in Table 6. Accordingly, a gmegrovement was registered in the year 2011
and 2013 in East and West regions. While North o&frexceptionally has shown a massive
improvement in 2008.

Table 6. Total service FDI inflow from 2003 to 2014n African regions

No | World region Total investment Total FDI
capital (in mil. $) Projects

1 Northern Africe 59,027.7. 90¢€

2 Western Africi 31,734.9! 44~

3 Southern Afric. 29,027.7. 93¢

4 Eastern Afric. 21,397.2. 65%

5 Central Africe 4173.2¢ 76

Author, 2016 based on (FDI Markets database, 2014)

Although the growing markets, deregulation and oegi orientation of financial firms has
improved the intra African development, service EKDdoncentrated in few countries. Thus, North
African countries received the highest capital stugent as shown Table 6. According to the
UNCTAD (2015), Morocco has become the service Huberegion through its efforts to position
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itself as a gateway to the continent. The kind rafentives offered, the high investment in
infrastructures (especially ICT), a strong skil&sé and proximity to Europe make the Northern
Africa region well-placed to attract services FDligeria, however, is leading the inflow of

services FDI in value with highest capital investings a result of African banks advancing into

Nigeria’s retail banking sector according to the@HRAD (2015).

Table 7. Top 10 service FDI in Africa with their taal FDI value from 2003 to 2014

No. Country Total_FDI_Value (USD mil) No. Country Total_FDI_Value (USD mil)
1 Nigeria 20,681.03 Tunisia 10,711.9

2 | Egypt 18,119.48 Angole 6,528.9:

3 Moroccc 16,546.15 Kenye 5,662.5:

4 | South Africe | 14,001.04 Ghani 5,321.7.

5 | Algeria 10,871.55 10 | Mozambiqu: | 4,949.4(

Author, 2016 based on (FDI Markets database, 2014)

Figure.14 shows the top 10 services FDI receivemtes in Africa from year 2003 to 2014.
When considering country level comparisons, itvglent that Nigeria (West Africa) attracts a
large number of foreign investors, as compared otitler countries, with a total FDI value of USD
20,681.03 million. Egypt and Morocco took the set@md third place with a total of USD
18,119.49 and USD 16,546.15 million capital respett. The service sector in Nigeria has
becoming increasingly important particularly indircial sector. According to UNCTAD (2015),
transport and communication are also attracting Mid&rticularly from private equity. Moreover,
the growing middle class and size of economy hagea a vital role for the continual growth of
services FDI inflow to Nigeria.

Figure 14. Top-10 Services FDI receiver counties iAfrica from 2003 to 2014
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Figure 15: The overall services FDI network in to Arica from year 2003 to 2014
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As shown in fig 15, Nigeria, Egypt, Morocco, Soutfrica, Algeria, Tunisia, Angola, Kenya,
Ghana and Mozambique are the top services FDIvexceountries of Africa. When we see the
overall network structure, the inflow of serviceBIRo Africa is mostly came from Western
Europe and USA from year 2003 to 2014. The ememehexport platforms in addition to low
cost advantage (in terms of labour) and consumekets&have played a role for US and Western
Europe to come Africa for investment.
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Figure 16: The overall services FDI distribution inAfrica from year 2003 to 2014 based on
investment value (USD mil)
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4.3.2 Service FDI growth and sectoral division in Kica

Figure. 17 shows the growth and distribution ofvees FDI from 2003 to 2014. During this
period, a total of 3,018 projects were registeRBmtween these years, the total FDI towards this
sector have shown both increasing and decreasemglsr From 2003 to 2008 the number of
services FDI projects was increasing and a totdl,@®7 projects were registered. But, 2009 and
2010 showed a decreasing trend which startedecagain in 2011. Based on the analysis, 2008,
2011 and 2013 were top years with the highest nuoftservices FDI registered in Africa. Despite
the global financial crisis in 2008, services FBlows increased more than doubling their level
of 2007.

According to UNCTAD (2009), the growth of FDI in@®was mainly due to the favourable global
commodity market (at least during the first haltlué year) and good returns on investment related
to commodity prices. This helped MNCS to take aveathge of the situation and open variety of
projects in new location such as Africa (UNCTAD,2D(However, as indicated in fig.17 service
FDI has declined in 2014. The tension and conflictsorth Africa in addition to Ebola, security
issues and falling commodity prices in West Afregan be mentioned for the decreasing of service
FDI inflow in Africa in year 2014.

Figure 17: The growth of service FDI from year 20032014 in Africa
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Figure 18. Types of service FDI from year 2003 to024 in Africa
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Fig. 18 shows the type of service FDI projects steged by sub-sector. From 2003 to 2014,
financial services took the first place, scoringj2ll, projects in Africa. Business and software &
IT services held second and third place, scorirgyaid 395 projects, respectively. Leisure and
entertainment are in the last place with a mengracts. According to financial times LTD 2016,
the local development and growth, entrepreneurstigund big data, analytics and cloud
computing is making Africa to get a big investmantelecom services, high tech, business and
financial services.

Figure 19. Top 5 service FDI sectors growth in Afica
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As shown in Fig. 19, based on the analysis, firelre@rvices, business services, software & IT
services, communication and transportation arémeervices FDI sub-sectors from 2003 to 2014
in Africa. Literature review shows that the higltiease in FDI investments in 2008 can be
attributed to the introduction of Internet and Commication Technologies through globalization,
underpinning development of such sub-sectors asdé@, business and information services. The
financial services sub-sector significantly leadsradhe other sub-sectors because the continent is
now showing good growth potential in all aspectsclwhresults in massive demand for liquidity
and capital. In addition, most African countriee amending their rules and regulation towards
FDI which promotes MNCs directing more of their italinflows to Africa, stimulating economic
growth through increasing numbers of business &eens that put financial sectors in high
demand.

4.4 Inferential analysis

4.4.1 The determinants of Service FDI inflow in Afrcan countries

In determining the factors of competitiveness of/iee FDI in Africa, fixed effect and random
effect regression analysis in STATA, for FDI valuere conducted on the variables obtained from
GCI and passport database for 36 African count@&asilar variables were selected as that of
global level. To choose the best model (Fixed ¢ffec Random effect) in STATA to determine
the significant factors of service in Africa, a lawan test was also conducted and random effect
model is chosensée annex 4)

Table 8: The determinants of service FDI in Africancountries

(1)

FDI_VALUE

Inflation -0.00

(0.00)
Intensity of local 0.58
competition

(0.28)
Total tax rate -0.00

(0.00)
Business rules on FDI 0.38

(0.20)
Flexibility of wage -1.06
determination

(0.92)
Domestic market size -0.16

(0.63)
Foreign market size 0.88™

(0.23)
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Marketing extent -0.40

(1.22)
Venture capital availability 0.08

(0.31)
Constant -0.62

(1.89)
Observations 225
AdjustedR? 55.20

Standard errors in parenthesgs< 0.05,~+ p < 0.01,» p < 0.001
Author, 2016 based on (FDI Markets database, 2014)

The results of random regression analysis for 3tcah countries shows that there is a positive
relationship with intensity of local competitiomgréign market size and rules on FDI. Inflation,
total tax rate, flexibility of wage determinatiashgmestic market size and the extent of marketing
has shown a negative effect on services FDI incAfrThe adjusted?Ror this analysis claims that
the mentioned variables described the dependeiatobar(services FDI in this case) by 55.20 per
cent.

Table 9: The determinants of service FDI for top 1&ervice FDI receivers in Africa

(1)
FDI_VALUE
Inflation -0.06
(0.03)
Intensity of local competition 1.42°
(0.38)
Total tax rate -0.05™
(0.01)
Business rules on FDI -0.45
(0.29)
Flexibility of wage determination -0.17
(0.22)
Venture capital availability 0.98
(0.46)
Domestic market size index 0.29
(0.44)
Foreign market size index 0.21
(0.37)
Extent of marketing -1.247
(0.48)
Constant 5.40™
(0.44)
Observations 90
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AdjustedR? 86.13

Standard errors in parenthesgs< 0.05,~+ p < 0.01,» p < 0.001
Author, 2016 based on (FDI Markets database, 2014)

The research also included a regression analysishéo top-10 services investment receiver
countries of Africa. A similar procedure has beedertaken to identify the significant variables.
The analysis showed that intensity of local comjetiand venture capital availability have a
positive relation with services FDI, while the miibn and total tax rates negatively affect the
dependent variable. In addition, the constant wilignificant value indicates that, if there is no
strive to those significant variables, the inwdaihfof services FDI would be diminished by 5.40
value of investment.

Table 10: The determinants of service FDI in Africa cities

1)
Modelfit: random
Factors FDI_Value
Inflation rate 0.09
(0.27)
GDP Measured at Purchasing -0.00
Power Parity
(0.00)
Economically Active Populatior 0.00
(0.00)
Service GVA 3.30
(1.57)
GDP real growth -0.04
(0.06)
Unemployment rate -0.07
(0.03)
Constant -7.65
(6.52)
Observations 63
AdjustedR? 79.6

Standartbes in parenthesesp*< 0.05,+ p < 0.01,» p < 0.001
Author, 2016 based on (FDI Markets database, 2014)
Table 10 shows, the regression result of servicef&®ors for African cities. During collinearitgst
consumer expenditure which have a VIF value abdvevdre excluded from the analysis. For this
analysis the Hausman test (Hausman fixed randosmpean conducted and the result indicated that
the random effect model explains the variables.sheawn by Table 10, services GVA and the

45



unemployment rate are significant factors with etpé sign to determine services FDI inflow towards
African cities.

Sub question 3: -What are the determinants of services FDI in East Africa?
4.5 Descriptive analysis
4.4.1 Services FDI inflow in East African countries

For the analysis of service FDI inflow, only 12 atnies of the region namely, Comoros, Djibouti,
Ethiopia, Kenya, Madagascar, Mauritius, Rwanda, iteu Seychelles, Somalia, South Sudan,
Uganda, United Republic of Tanzania which diffemsiderably in attracting services FDI

investments are used. Looking at the FDI pattethigiregion, over the 2003-2014 period, a total
of 653 entries of services FDI with a total capitalestment of USD 21,397.24 million was

registered.

Figure 20: Service FDI investments in East Africaegion in the period 2003-2014
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According to the data, the number of investmentiiwithe period attracted to the region shows
a different form as shown in Fig. 20. Kenya registiea higher capital investment (USD 5,662.53
million), followed by Tanzania and Uganda with US[350.64 million and USD 2,525.3 million

in investments respectively by 2014. Ethiopia, otlee same period, recorded lower FDI

investments, scoring USD 2,174.50 million in capitaestment as compared to Kenya, Tanzania
and Uganda. Based on the analysis, the growthrates FDI in East Africa has sharply decreased
in year 2014 after showing an increasing trend fy@ar 2003 to 2009 & 2011 and 2012. The
political tensions and security issues between Sasal South Sudan since 2013 in addition to
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frequent terrorist attacks in Kenya may have plagedle for the decline of investment towards
the region in the year.

Figure 21. Distribution of service FDI in East African countries from year 2003 to 2014
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Looking at the 2003-2014 pattern of services FRipient countries in East Africa, Kenya has
gained the 30 per cent of the total number senkd@isinflow towards the region, followed by
Tanzania (17 per cent), Uganda (14 per cent). gihiattracted only 5 percent of the total number
of projects which is quite small as compared toyeJganda and Tanzania. Kenya has attracted
a higher project because the country’s market eogrand functions have made it the commercial,
economic and logistic hub of East Africa with aosty industrial base and comparatively well-
developed infrastructure. In addition, Kenya alae & large economically active population, well-
educated and English-speaking population that nitakenore favourable investment destination
for MNCs than other East African countries. Morgaortantly, the country has signed 14 bilateral
investment conventions for effective cross bordeestment.

4.5.2Service FDI growth and sectoral division in East Afica

Fig. 22 shows the growth and annual distributioseivices FDI projects from 2003 to 2014 in
East Africa region. Throughout this period, a taiflb53 service FDI projects were registered.
Within this period, the total services FDI towatls region showed an increasing and decreasing
trends. From 2003 to 2009 the number of servicdgFdjects increased and a total of 171 projects
were registered while 2014 showed a decreasingl.t/&dil 1, 2012 and 2013 were the top years
where highest number of service FDI were registelre@008, A highest services FDI projects
were registered as compared to the previous y2a63(2007). According to UNCTAD (2009),
East Africa countries such as, Kenya, Mozambiquek ldganda registered higher FDI inflow in
infrastructure development and service industnehé mentioned year.
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As stated in the report, the macroeconomic staibn, deregulation of economies as introduction
of business facilitation measures and revision/oued legal framework for FDI in most East
Africa countries has played a major role for thevgh of services FDI in East Africa since 2008.

Figure 22. The growth of service FDI from year 2002014 in East Africa
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Fig. 23 shows the type of services FDI projectssteged for the East Africa region by sub-sector.
Based on the analysis, financial services takesadlace, with 324 projects. Communications and
business services are in second and third plack 90t and 61 respectively. Leisure and
entertainment hold the last place with only 3 petge In East Africa, the financial services FDI is
expanding due to the income level growth of citgg@ncreased urbanization rate and imperatives
of financial inclusion in the region. In additiaine rise of internet users has increased, duesto th
infrastructure development of undersea data calies are currently being laid at an
unprecedented rate, providing exponential bandwgdtiwth which drive communication sector
development and internet access, particularly tiinanobile devices in the region.

Figure 23. Sub-sectors of services FDI, East Afiac 2003-2014
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Figure 24. Top-5 services FDI sub-sector growth dhe East Africa 2003-2014
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As shown in Fig. 24, financial services, businessises, software & IT services, communications
and transportation are the top service FDI sedtors year 2003 to 2014 in the region. Based on
the data analysis, the financial service has shavdownward trend. The number of financial
services projects into the region has decreaseadfisantly from 65 in 2013 to 59 in 2014.
According to financial times Ltd, 2016, this dowmdidrend has also continued during 2016. The
report stated that financial service FDI has shawlecrease of 8.33% in 2016 for the same period
in 2015 and the lowest number of investments fimsaquarter in nine years.

4.5.3 A comparison of Kenya and Ethiopia

Comparison of the two countries in East Africaamts of FDI acquiring, it is evident that, Kenya
attracts a larger number of foreign investors tEtmopia (see also Fig. 25). Looking at the number
of annual investments received by Kenya, it is mdalale that the total number FDI investments
registered is five times higher than that of Etmopver the research period (193 and 35 Projects
respectively). According to Lanka (2015), Kenya @sctcapital Nairobi are a central East Africa
investing hub with at least 48 impact fund managegdace with local offices in the country.

Despite the government of Ethiopia has committedifferent investment incentives and reforms,
it continues to control the services sector, witktate monopoly on the telecom market and
virtually full control by local banks in the finalat sector. Moreover, poor conditions of
infrastructure, higher transaction costs and waeaktutions has made Ethiopia to receive a very
quite small services FDI capital investment compaoeKenya and other African countries.
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Figure 25. Comparison of the FDI value (in USD Milf Kenya and Ethiopia from year 2003-
2014
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4.6 Inferential analysis
4.6.1 The determinants of Services FDI inflow in Est Africa: Ethiopia

In determining the factors of competitiveness atiees FDI in East Africa, similar procedure as
that of top service FDI recipient countries atglabal level and in Africa, fixed effect and random
effect regression analysis in STATA for FDI valuerer conducted on the variables obtained from
GCI for East African countries. For the regressamalysis, Inflation rate, Intensity of local
competition, Tax rate, FDI rule, Flexibility of wagletermination, Domestic market size, Foreign
market size, Extent of marketing and Venture capitailability are used as independent variables.
During the multicollinearity test none of the ingiors VIF value was greater than 10, so all
variables were included as their Variance Inflati@actor (VIF) was less than 10. To choose the
best model (Fixed effect and Random effect) in SAA® determine the significant factors of
service in East Africa, a Hausman test was conduatel the random effect model was chosen.
(see Annex 3)
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Table 11: The determinants of services FDI in EasAfrican countries, 2003-2014

Model fit: Random (2)
FDI_VALUE
Inflation rate -0.06
(0.03)
Intensity of local competition 1.04
(1.22)
Tax rate 1.97"
(0.72)
FDI rule 1.21
(1.41)
Flexibility of wage determination -0.30
(0.49)
Domestic market size 1.13
(2.35)
Foreign market size 2.74
(2.35)
Marketing extent -1.83
(0.84)
venture capital 1.33
(0.92)
Constant -8.62"
(2.46)
Observations 57
Adjustedr? 95.25

Standard esno parenthesespg*< 0.05,~+ p< 0.01,~ p < 0.001
Author, 2016 based on (FDI Markets database, 2014)

The results of random regression analysis for T Afgan countries show that there is a positive
relationship with intensity of local competitiorgréign market size, domestic market size, rules
on FDI and venture capital availability. Inflatioate, flexibility of wage determination and extent
of marketing showed a negative effect on servidgisdf East African countries. The adjustedl R
for this analysis claims that the mentioned vagalulescribed the dependent variable (service FDI
in this case) by 95.25%.
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Table 12: Summary of results: The determinants ofeyvices FDI at Global, top-10 African

countries and East Africa

Factors Top 30 services FDI Top-10 African East Africa
receiver countries in the countries (Model fit:
world (Model fit: Random) Random)
(Model fit: Random)
Inflation rate -0.01™ -0.0¢€ -0.06
(0.00) (0.03 (0.03)
Intensity of local competition 0.06™ 1.42%** 1.04
(0.02) (0.38) (1.22)
Tax rate 0.01" - 0.05*** 1.97**
(0.00) (0.01) (0.72)
FDI rule 0.25" -0.4F 1.21
(0.09) (0.29 (1.41)
Domestic market size index 0.2t 0.2¢ 1.13
(0.19 (0.44 (2.35)
Foreign market size index 0.48" 0.21 2.74
(0.16) (0.37 (2.35)
Flexibility of wage 0.84" -0.17 -0.30
determination
(0.40) (0.22 (0.49)
Extent of marketing -0.44 -1.24%** -1.83
(0.17) (0.48) (0.84)
Venture capital availability 0.20 0.98* 1.33
(0.10) (0.46) (0.92)
Constant 0.80 5.40*** -8.62***
(1.39) (0.44) (2.46)
Observations 269 90 57
AdjustedR? 48.19 86.14 95.25

Standard errors in parenthesgs< 0.05,~ p < 0.01,» p < 0.001
Author, 2016 based on (FDI Markets database, 2014)
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Table 13: Summary of results: The determinants ofexvice FDI at Global and
African cities

Factors Top 50 services FDI | African cities (Model
recipient cities(Model  fit: Random)
fit: Random)
Real GDP growth 0.02 -0.04
(0.12) (0.06)
Service GVA(log) 1.62™ 3.30
(0.46) (1.57)
Consumer expenditure(log) 1.25%*=* Kicked out(VIF>10)
(0.35)
Unemployment rate -0.02 -0.07**
(0.01) (0.03)
Inflation 0.05" 0.09
(0.02) (0.27)
GDP measured by purchasing power 0.03 -0.00
(0.17) (0.00)
Economically active population 0.00 0.00
(0.00) (0.00)
Constant 3.75 -7.65
(2.89) (6.52)
Observations 410 63
AdjustedR? 43.05 76.3

Standard errors in parenthesgs< 0.05,~ p< 0.01,~ p < 0.001

Author, 2016 based on (FDI Markets database, 2014)

4.7 Lessons learnt from research questions 1 to 3he country level

From the findings of the above analysis (see TaB)e a number of independent variables have
been shown to be significant factors of services$ &fyaction. Based on the analysis, inflation
rate is a highly significant factor with a negato@efficient worldwide and also in East African
countries. This is because the inflation rate Igls impact on the purchasing power of consumers.
Its increment strongly affects growth of the ecogand the standard of living in nations.

As far as the services sector is concerned, MN@g&eptto invest in localities with a stable
macroeconomic environment, such as a stable omfdation rate. Therefore, where the inflation
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rate is unstable, investors may shy away becaesalierent decline in the standard of living and
lower consumer demand (Shafi et al. ,2015).

The analysis has shown that the intensity of looatpetition is highly significant with a positive
sign, in both top 30 service FDI countries at tlobogl level and in Africa. The main reason is that
the advanced technologies and processes that MN@s tb the host country, has the power to
improve the processes and services of domestitfioces to stay (or become more) competitive
in the market. This will attract more and more stees to the host countries.

In addition to inflation rate and intensity of léceompetition, tax rate has shown positive
significance with expected negative sign at thébglaand east Africa regions. Here, we can
conclude that, at the global level, even if thertte is high, MNCs may come and invest. Because,
they may be attracted by the long term profitapif the project, marketing access, profit
opportunities, predictable and legal and framewogkskilled labour market or well-developed
infrastructures (Kent et al. ,2013). But for thesEAfrica region, the result seems questionable
and needs further explanation.

The other independent variable which was taken f@&@i indicator for the analysis of services
FDI determinant is business rule of FDI. The vdadias shown positive significant value towards
the values of the top-30 service FDI receiver coestworldwide and East Africa. Here we can
argue that effective rules, regulation and policdaa have a positive effect by offering MNCs
higher protection and benefit from the absencenokgessarily restrictive services that can act as
barriers to FDI andice versaWyk and Lal, 2010).

Another important finding of the analysis is thespiwity relationship of foreign market size with
services FDI. A foreign market of sizable populatand with capacity to support the anticipated
demand based on investments value, attracts mueigifio(market oriented) investors in a region.
Firms will be attracted to areas that have a p@kfur creativity rather than primitively endowed
with competitive advantages - a pull factor foi@éincy seeking FDIs investments (Akin ,2009).

Furthermore, flexibility of wage determination alsas a positive relation with services FDI at the
global level while it shows a negative relatioboth Africa and the East Africa region. Flexibility
of wage determination as part of labor market efficy would be achieved when workers are
ensured access to employment and attain the maxipnoductivity. This, in turn, has a positive
efficient labor performance to attract more investin according to Ismail and Yussof (2003).

Last but not least, venture capital availabilitg Ishown a positive significance in services FDI at
all scales (global, African countries and the Edsta region). This is so because venture capital
has the great advantage of helping in a varietyusiness decision (both financial and resource
management) for business growth. Moreover, sinoéuve capitalist are typically well connected,
their availability could bring tremendous benefEscap, 2009).

Based on the analysis, | have learned that allalsées have shown an expected sign with a
significant value, Nevertheless, the extent of ra@ing has shown a negative negative effect with
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expected positive sign on coefficient. This resully acknowledge that countries with more
competence in their marketing strategy will attractre services FDI andce versa

4.8 Lessons learnt from research questions 1 to 3he city level

From the findings of the above analysis (see taBleat city level, real GDP is registered as a
significant factor with a positive coefficient iities worldwide while it shows a negative relation
in African cities. The positive correlation of GI2d service FDI at the global level shows that
cities can get the positive spill-over of FDI swhcapital, technology or management skills that
would create economies of scale and linkages & maroductivity (Dwivedi and Badge 2013).
Cities in developing nations, like some Africaniest cannot attract much more services FDI
because their GDPs are too low and their main dpwme¢nt agenda may be stronger focused on
attracting primary and secondary sector FDI fomecoic growth.

Other important findings of the city level analysisre the positive relation of services GVA in
both worldwide and African cities. The main diffaoe, however, is that significant value is
registered at the worldwide cities but no significeelationship in African cities. Here we can
conclude that increment of services GVA in topedtincreases services FDI because these cities’
inhabitants have high incomes and higher purchgsovgers and, consequently generate higher
demand for services than other sectors’ outputsis@mers in African cities may lag behind
because their comparatively low purchasing poweorhpared to the wealthier cities around the
world. Higher unemployment rate scored a significaatation with services FDI in both city
categories (global and Africa) with a significaalwe in African cities.
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Chapter 5: Conclusions and recommendations

5.1 Introduction

There is a two-way relationship between FDI and petitiveness. On the one hand, FDI
can improve competitiveness of the host counttypibthe other hand, the competitiveness
of the host country’s economy is also importarmtinacting substantial amounts of FDI
in the first place” (Ismail and Yussof 2003, p. 395

A competitive economy is the one that attractanlost foreign investors and with the potential to
grow at a faster rate over time. Consequently, aditigeness determines the level of development
of a region or a country which, in return, ascerdhe prosperity of rates of return on investments
that drives a particular economy. Thus the econamevth of a region is evaluated upon the
returns on investments obtained (Schwab, 2014).g@titive advantages differ among the world
regions; an effect that influences how MNCs aneifpr investors locate themselves and perform
in the world economies (Porter,1990). Indeed, mpore or country is competitive in all aspects;
however regional economies develop in phases,feramlce to the capacity of a country, with
those at an advanced stage of development takenfirit positions while those still crawling at
the basic stages scoring poor in their growtligifieanu, 2008).

According to World Economic Forum report, the ecores of developing nations are at the
factorial driven stage, the emerging economiebairivestments and innovation stage while the
advanced economies are amassing at the innovatthgational wealth stage. In this study, much
focus was given to Africa, especially eastern pad Ethiopia, a developing region gifted with
massive resources and such potential that, if taplbed over time, can compete highly in the
global economies. Empirically, East Africa is leslvanced and positioned at the lower ranks of
the global economic competitive hierarchy. Foreigwestors prefer other regions due to this
position. This limits its ability to compete sa#istorily in the world economies with the advanced
regions that attract most foreign investments hNiketh and South Africa.

5.2 Retrospect: Research Objective

Reviewing the research objective of this study, riémearch aimed for the identification of the
determinants of services FDI inflows at both coyrand city scale based on the data extracted
from GCI and passport database. For the countrie staalysis, 30 top services FDI receiver
countries in the world and 37 African countries evarcluded. In addition, 50 top service FDI
receiver cities at the globe and 7 cities from édrivere selected for the city scale analysis. Based
on the analyses, the research has provided recodatens what East Africa: Ethiopia should
consider for attraction of service FDI towards tégion.

56



5.3. The Determinants of Inward Services Sector FDI

5.3.1 The Determinants of Inward Services Sector At the country level

With regard to the three sub-research questiorsséthected indicators regression analysis by
random effect model indicated that, at the gloloales business rules of FDI, market size (both
domestic and foreign), flexibility of wage determiion, intensity of local competition, venture
capital and tax rate all positively affect the imd/dlow of services FDI, while the extent of
marketing and inflation have a negative impact.

Business rules of FDI

The rules and regulations that govern FDI are tlstraignificant factor preventing or at least
minimizing risk to the economy and resources of F&dipient countries. Therefore, countries
should pay higher attention to this particular éact hese rules and regulations can be expressed
in terms of countries’ attitudes and polices towsalitieralization of international capital flows.
Since free capital movements raise concerns alosutg sovereignty and other consequences,
countries are likely to impose restrictions on indveDI towards different sectors, especially the
services sector.

According to Kim (2006), countries with advancedmamies are generally open to FDI inflows,
specially the EU member states. Since 1992, b ©f FDI into the EU has been almost
unrestricted with favorable conditions availableféoeign investors in that region. Regulatory
practices such as fiscal incentives (tax holidalgg)n guarantees and subsides, improved market
access, investment guarantees, insurance, supmbth@ promotion of linkage programs among
other factors have made these advanced economieslfde localities for foreign investors
(Nations,2003).

If one compares African nations, their rules tovgasdrvices FDI are more restrictive than those
of countries with more advanced economies becaudseaA countries believed that, due to
economic reasons and tendencies towards naturabpobes, the services sector is highly
sensitive to national security and sovereigntyasSWNCTAD,2004). These restrictions, one way
or the other, have had impact on both market earid/post-entry operations in Africa.

The exclusion of MNCs from certain services, quatitie limitations in the form of quota,
stipulations regarding nationality and citizenslkdpd similar restrictive regulations can be
mentioned as main barriers to foreign investmemtthé African services sectors, according to
UNCTAD (2004).

Ethiopia has, since 1992, commenced the implementaf a free market economy. Since then,
the country has been working hard to attract m@eif various sectors. Notwithstanding these
efforts, a number of service sub-sectors remaisedlao foreign investors due to regulations
concerning “national interests”, according to thki&pian Investment Agency. Financial services
(commercial banking and insurance), telecommurdgoa#ind postal services, transport services
(i.e. air craft with a capacity of more than 50g®E®gers) and the like remain exclusive investment
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areas reserved for the government and domestistionge Such restrictions have a negative impact
on the enhancement of services FDI inflow in Etlaop

Market Size

Market size is one of the key motivational factbfaseign investors. Asiedu (2006), in her studies
stated that it is the most dynamic and vital deteamt of FDI and investors give it higher priority
than other incentives due to its pivotal role immamies of scale, tariff reduction and market
penetration. Several authors, including Yin (20a4gued that MNCs are highly attracted by large
markets to internalize high profits within host otnies.

Since FDI is a long term commitment, a promisintufe of recipient countries would attract
MNCs and foreign investors. In a region with a éargarket size, like that of advanced economy
countries, both the domestic and foreign marked aiz likely to attract more FDI. In financial,
communication and ICT services, among others, maike is a particularly significant driver of
FDI inflows. Based on the analysis conducted ing@é&afour of this report, market size has shown
a positive relationship with services FDI, bothtive world’s top-30 services FDI receiving
countries and in Africa. However, a negative relaship evident in domestic market size and
service FDI in Africa (see Table 8), mainly dueldav incomes in East African countries as
compared to other African countries (Aseidu,2002).

Flexibility of wage determination

According to Yin (2014), the empirical relationstuplabor market and FDI is not conclusive. the
main reason is that labor markets can be measyrbdth labor market standards and regulation.
As stated in Ismail and Yussof 2003, regulatiomdtads may decrease FDI inflow through
channel cost, while they increase inflow thoughdpiaivity channel.

Inflation rate

The inflation rate can be defined as a continus im the price index of goods and services in the
economy and a good economic indicator of a courdrfferent authors argue that the rate of
inflation has both a positive and a negative refatvith FDI. Authors such as Awan (2010) and
Zaman et al. (2006) find a significant positive aapof inflation on FDI inflows. While Anyanwu
(2011) argued that since inflation is an indicatbeconomic instability it is negatively related to
FDI inflows. Based on the analysis in chapter flation rate has shown a negative relationship
with services FDI, both in the world’s top-30 sees FDI receiving countries and in East Africa.
Other African countries, however, showed a positeation. This may be due an outcome of
increasing FDI flows creating pressure on the |lacal negatively affecting exporting industries
that, in turn, creates the possibility of increas#ltion (Enu et al. 2013).

Venture capital availability

Some stylized facts of venture capital indicatead thviting MNCs as venture capital is one of the
best strategies for investment because it has dpactty to offer large return on investment.
According to Ptacek et al (2015), the main gaiv@ffrom the angle of investment is that it can
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provide a source of financing to facilitate rapicgth. Countries use it as a potent tool, for
instance to develop a business idea when the budggtectively bring it to market before any
other competitors is not available.

The entry of MNCs as VC, aside from financial suppoan also provide a start up of investments
with valuable financial and human resource managemeidance and consultation. Since VC
providers are typically well-connected in the inwvesnt world, tapping into these connections
could have tremendous benefits (Ptacek et al. )2015

Intensity of local competition

FDI is considered a major source of positive apiérs to the domestic firms of the recipient
country. The main idea is that the entry or presefdVINCs (which are among the world’s most
technologically advanced firms) enable the transfeknow-how such as technological and
business experiences. Consequently, this know-hegfier may spread to the entire economy of
the host country and lead to productivity gaindemestic or local firms (Lenaerts and Merlevede
n.d.). As stated in Kolasa (2008), if MNCs are uedb realise the mentioned positive spillover,
domestic firms can still raise their productivigvels and better compete on the market. According
to Markusen (1999), the entry of MNCs in local neskthus can make domestic firms both better
competing and producing more efficiently by intdgrg more advanced technologies in their
production process (Markusen, 1999).

5.3.2 The Determinants of Inward FDI on the Serviceg Sector at the city level

Based on analysis at the global level, real GDRvtitrpservices GVA, the inflation rate, GDP

measured by purchasing power parity and economiealive populations positively affect the

inflow of services FDI towards cities, while consemexpenditure and the unemployment rate
impact negatively. This means that MNCs, in ordemtest in a city, must consider real GDP
growth and services Gross Value Added (GVA) ofesitin addition to GDP measured by
purchasing power Parity and the number of econdiyiaative population in a given city.

Real GDP growth

Strong evidence exists towards a positive relakignbetween FDI and real GDP growth. Since
the GDP of nations reflects their purchasing poamt also signifies market capability, GDP is
expected to have a positive correlation to FDI @dmand Yussof 2003). Since countries are
striving for economic growth, they are promotinglanviting more and more investment inflows
by allowing foreign entities to invest in their cdty and attain more investment capital. Ogutcu
(2002) as cited in Argawal (2011) argued that D& imajor catalyst of development and acts as
a tool for integrating developing countries to thebal economy. According to Argawal (2011)
one convincing argument for the positive relatiopsf FDI and GDP growth is that FDI is a
package of positive spillovers such as capitahretogy, management skills that would create
economies of scale and linkages that help raisdygtority. Moreover, FDI builds confidence
within host countries and can help to create aious cycle that positively affect both local and
foreign investment in addition to foreign trade gmdduction (Argawal,2011).
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Service GVA (Gross Value Added)

Services GVA has a significant positive relatiopshith services FDI. This is due to the fact that,
recently, the services sector has become a moreriant component in domestic economies. Its
direct and significant contribution towards GDP golalcreation - in addition to the crucial inputs
on the remainder of the economy - has made ser@vd@sto be a significant factor for investment
attraction towards countries.

Services FDI, in addition to the economic growtkytistimulate, also provides a high contribution
to social development objectives. According to {?614) services FDI is a key part of investment
climate that can bring wider impacts on the ovemalsiness performance of a country. The
performance improvement that a wide entry of sexvi€DI brings, will create greater competition,
international best practices and management skilsldition to technologies and capital. These
all have a wide impact on the overall businessgoerance, and economic growth and productivity
in the economy.

Higher Unemployment rate

The unemployment rate has two perceptions fronpéinspective of MNCs. The first is that higher
unemployment means an indication of higher labg@pguthat would attract firms in different
sectors. In the other hand, it can also be perdeagea signal of a rigid labor market that would
discourage MNCs.

GDP measured by purchasing power

As stated in Yin (2014), MNCs are highly attractesvards markets with plenty of affluent
consumers. Any increment of purchasing power inoantry has the advantage of product
differentiation to occur that may result in localimn of services. Cities or countries with a highe
purchasing powers will have the tendency to consarmmigher proportion of services. As a result,
MNCs come and invest in different service sectorsuch countries because it is obvious that if
the per capita income increases, people’s purctpgmmwer for services will increase, as well as
services FDI (Porter, 1990; Dunning, 1998).

5.4 Recommendation for enhancing services FDI in BaAfrica: Ethiopia

Nowadays the inflow of FDI is increasing in manyid&an countries which have started using this
as a means to bridge their investment gaps anitipate more in the global economy.

East African countries have been trying to boosirtmward FDI by liberalizing the investment
regimes and by providing incentives. However, tm@ant of FDI coming to the region, especially
in Ethiopia, is still quite small as compared tbest African countries — notably so in services
sector. Policy restrictions, investment climate stomints (such as market size), human capital,
marketing extent and high inflation rates are amtvegmain hindrances.
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Any substantial effort to attract more investmenEast Africa and Ethiopia should, by necessity,
include measures targeted at making the servicdsramore attractive to FDI. Key intervention
areas would include the following.

Managing development and instability

Ethiopia has gone through great lengths to incateahe MDGs into her national policy, enforced
by the ruling party -Ethiopian People RevolutionBxmocratic Front (EPRDF), that has been in
power for the last 25 years. Although, the couhtag made progress in terms of economic growth
and development, those who do not feel the benaffikEonomic growth are rising to perpetuate
social unrest and a potentially serious risk. Ther@ased frequency of protests and crackdowns
due to negligence of civil and political rightsaddition to, not allowing a space for civil society
and political opposition are of the main causesatfial un-reset of the country in recent years.
Therefore, the government’'s continued managemensoofal unrest is very important for
determining its long-term stability (in both sotyahnd economically). Otherwise, it may put
Ethiopia at risk on the progressive economic grofwttevelopment in both short & long term and
MNCs may be deterred in an attempt to avoid repartat risks, and begin to pull back to other
countries.

Mitigating political risk

Based on the survey of the World Bank Multinatiolmsestment Agency (MIGA), political risk
is the top priority that MNCs concerned to locateit company followed by macroeconomic
stability and access to finance. It is a key coma#rMNCs which increases transaction costs in
addition to deterring factor whether investmenésraade or not. Moreover, Political risk may lead
foreign investors to cancel the existing investraeot withdraw their planned investments.
According to African Development Bank Report (2Q1B33st African countries Somalia followed
by South Sudan, Sudan, Eretria, Ethiopia and Djibexe expected to work on risk mitigation
since there is a high political instability in tresgion.

The civil wars as well as terrorist attacks by Basab in East African countries, in addition to
many of whom challenged their countries’ constitntito serve their long term consecutive
presidential terms are, currently, creating a palitrisk that can result in the total fear of lads
investor’s assets in the region. Furthermorefdilere of institutions such as African Union and
African governments to address the political riskse severely hinder the continent’s ability to
attract sustainable FDI. Therefore, African cowdrincluding Ethiopia need to strengthen their
union and the continent needs more African leattestand up for sound governance practices
and effective institutions.
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Working towards institutional quality

According to International Country Risk Guide (ICR@uality of institution is measured by rule
of law, expropriation risk; repudiation of contratly government; level of corruption; and quality
of bureaucracy. Most African countries take an egt@ time and cost to accomplish all
procedures necessary to establish and operateelsgsior MNCs. This may make foreign
investors to lose their money and decide to dieeother places or cancel their investment projects
in Africa. In addition to the level of bureaucracgyruption level (lack of good governance) is the
main deterring factor for the inflow FDI in Africa.

According to the corruption perception index in 30Ethiopia was ranked 111 out of 177
countries by scoring 33 out of 100 in corruptionele Moreover, the transparency international
index (2015) indicated Ethiopia, as one of hightyrapted and suffering from highest level of
bribery like most of African countries. Since seevFDI is influenced by political economic

variables (institutional qualities, democracy, lesecorruption etc.), MNCs consider the quality
of these factors to invest in the host country.

Therefore, a serious commitment is needed to asldhesexcessive bureaucracy, the weak legal
& regulatory framework and corruption. Creating arailsing the quality of institutions by
implementing participatory and transparent polimegards corruption reduction, property rights
and legal frameworks with citizens would diminidie tmentioned hindrances and may help
Ethiopia to induce FDI and gain higher GDP.

Image Building

Investors perceive Africa as a home for civil wapsjitical instability, poverty, disease and
generally unfriendly for FDI destination. As stated Aseidu (2002) even being the African
country by itself has a negative impact on FDlanf] because MNCs and foreign investors has a
perception of risky continent. Therefore, workimmgvards changing the image of Africa would
encourage MNCs to locate themselves in Africa. This be done by strengthening the media to
portray a true reflection of what is happening ba ground recently in Africa. African medias
should drive their own agenda because the contisesaf resourceful and has got a wealth in its
hands and under its control. It is true that thepoverty, famine, diseases and the like. But,esom
countries for example Brazil, a poor country withigher criminal rate has the image of successful
and progressive country in the world. This is beeaall Brazilians taken the agenda of their
positive sides to promote it. So, African countireduding Ethiopia have to promote the positive
side of the continent (a full of natural resourgesjng and educated people etc.) so as to drive the
image of the continent.
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Building competitiveness in the service sector arkeeping up the growth momentum

The growth performance of Ethiopia specially fa thst 10 years has shown a high rate of Gross
Domestic Product which signals a country’s economiospects and encourages MNCs.
Therefore, Ethiopia should keep the growth momenamd ensure the sustainability is very
important to attract more FDI. Moreover, Ethiopiosgld better develop its domestic productive
capacities through human capital development, @apdcumulation, innovation and promoting
local competition among firms to maximize the pesitspillover of FDI across all sectors, and in
the services sector in particular.

Increasing liberalization measures and marketing sategy

The national governments of East African natioregably the government of Ethiopia, should
more widely liberalize their economic sectors ieyhwish to attract the most international
competitive firms as investors in their countridglost importantly, the financial and
communication sectors should be opened up to MN€sitments for two major reason: Firstly,
interventions in these two sectors will create signal that the government is taking serious
measures to provide a conducive business environr8enondly, the involvement of MNCs in
these two sectors can significantly improve therenity poor infrastructures that discourage
multinational investment entry.

Maintaining macroeconomic environment

The macroeconomic environment is one of cornerstafecountries’ economic growth and

development. Without macroeconomic stability bodmestic enterprises and MNCs will not

invest and divert their focus on other locationserehthe environment is stable. Since macro-
economic stability is significant for the overatipetitiveness of any country, Ethiopia and the
other East African nations have to take urgentoactd prevent macroeconomic instability —

especially high inflation rates - that would bringpsustainable economic development and
financial crisis.

Creating healthy and efficient goods markets

Healthy and efficient goods markets are necessargduntries to better position themselves and
produce the right mix of goods and services onpplsademand basis. To attain this objective,
Ethiopia and the other East African countries sti@rsure that goods and services are traded in
the economy with minimal government interventiorney should take appropriate action to
remove distortionary or burdensome taxes whichtIMNCs and/or international trade.

Strengthening the financial sectors

East African countries should develop well-functibrfinancial sectors for their economic
activities and transactions. An efficient finangalctor helps to distribute and allocate resources
and wealth by citizens in addition to those MNCattanter into the economy of the country.
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Therefore, host countries should establish and taainwell-regulated, transparent and
trustworthy financial markets that protect investand other actors in the economy at large.

Strengthening regional integration

Ethiopia, as a member various regional economieldgment organization (i.e. COMESA),
should develop an adequate policy for its regiontgration and make African countries more
attractive to investment by making them a parheflarger global markets.

To this end, Ethiopia needs to prioritize its seegi sector towards tackling the remaining entry
barriers and other constraints related to its itnaest climate as a whole. Such efforts would
include unilateral and multilateral (regional) lfaBzation of FDI in the services sector, coupled
with appropriate regulation to enhance the benefitservices FDI for the country and trans-
boundary investors alike and towards attaining mewustained and sustainable economic
development.
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Annex 1: Top 50 services FDI receiver cities at gbal level from
year 2003 to 2014

Rank City_Name Investment_Capital | Rank City_Name Capital_investment
(USD mil) (USD mil)

1 Shanghai 82,302.61652 = Melbourne 8,589.49627

2 | London 53,239.1837 27 Istanbul 8,388.977692
3 Dubai 46,084.16564 28 Montreal 8,252.28
4 Beijing 42,356.81 29 New Delhi 8,222.35
5 Sao Paulo 28,547.96523 30 Kuala Lumpur | 8,048.449
6 Sydney 22,313.106 31 Mexico City 7,994.915628
7 Paris 18,865.43597 32 Tunis 7,509.3
8 Dublin 18,495.12619 33 Rio de Janeiro | 7,219.244706
9 Bangalore 16,895.85458 34 St. Petersburg 7,215.96
1C Mumbai 16,330.91685 35 Seoul 6,705.156179
11 Moscow 15,142.22364 36 Budapest 6,460.776802
12 Tianjin 14,529.90192 37 Milan 6,348.61
13 Tokyo 13,831.77277 38 Prague 6,106.960076
14 Doha 13,259.58 39 Riyadh 5,980.5
15 Toronto 12,971.25 4C Cairo 5,959.487692
16 Ho Chi Minh City | 12,801.53815 41 Vancouver 5,924.07
17 New York 12,035.10493 42 Johannesburg 5,773.81
18 Madrid 11,758.11077 43 Bangkok 5,720.47
19 Amsterdam 11,736.2 44 Lagos 5,623.83
2C Shenzhen 11,288.01905 45 Berlin 5,518.50408
21 Guangzhou 10,890.7 46 Kiev 5,441.15
22 Manila 10,581.00741 47 Vienna 5,376.573571
23 Abu Dhabi 10,437.27 48 Warsaw 5,330.294482
24 Barcelona 10,020.53786 49 Stockholm 5,255.685
e Bucharest 8,963.906086 5C | zurich 5,125.253077
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Annex 2: Random effect model for the top 30 servicéDI receiver

countries at the global level

Random ef fects GLS regression Nunber of obs = 269
Group variable: country_id Nunber of groups = 30
R-sq: Cbs per group
within = 0.0678 mn = 8
bet ween = 0.4819 avg = 9.0
overall = 0.3919 mex = 9
Val d chi 2(9) = 55. 27
corr(u_i, X = 0 (assuned) Prob > chi2 = 0. 0000
(Std. Err. adjusted for 30 clusters in country_id)
Robust
| ogf di Coef . Std. Err. z P>| z| [95% Conf. Interval]
bl_inflation -.0097706 .0028032 -3.49 0.000 -.0152647 -.0042766
| ocal _conpetition . 0648433 . 0189892 3.41 0.001 . 0276252 . 1020614
FDI _rule . 2454421 . 0883577 2.78 0.005 . 0722642 . 41862
| ogwage . 8383822  .4012792 2.09 0.037 . 0518894 1.624875
domest i c_mkt . 2461743 . 1870298 1.32 0.188 -.1203973 . 6127459
forei gn_nkt . 4768589 . 1601229 2.98 0.003 . 1630239 . 790694
mar ket i n_ext ent -. 4380647 . 173571 -2.52 0.012 -.7782577  -.0978717
total _taxrate .0120516 . 0045659 2.64 0.008 . 0031025 . 0210006
venture_capital . 1975748 . 098241 2.01 0.044 . 0050259 . 3901237
_cons . 8027175  1.389327 0.58 0.563 -1.920313 3.525748
sigma_u . 64381589
sigma_e . 47643806
rho . 64614807 (fraction of variance due to u_i)
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Annex 3: Random effect model for global cities

Random ef fects GLS regression Nunber of obs = 410
Group variable: city_id Nunber of groups = 41
R-sq: Obs per group:

within = 0.0508 mn = 10

bet ween = 0. 4305 avg = 10.0

overall = 0.2556 max = 10

wal d chi 2(7) 45. 07

corr(u_i, X) = 0 (assuned) Prob > chi 2 = 0. 0000
(Std. Err. adjusted for 41 clusters in city_id)

Robust
| ogf di val Coef . Std. Err. z P>| z| [ 95% Conf. I nterval]
I nflation . 0527864 . 0176658 2.99 0. 003 . 0181621 . 0874106
| ogGDPPP . 0301924 . 1740979 0.17 0. 862 -.3110332 . 3714181
GDPr eal gr owt h . 0226116 . 007936 2.85 0. 004 . 0070573 . 0381659
| ogservi cegva 1.616313 . 4640442 3.48 0. 000 . 706803 2.525823
| ogconsuner exp -1.247845 . 3501114 -3.56 0. 000 -1.93405 -.561639
unenpl oynentr at e -.0196724 . 0137341 -1.43 0. 152 -.0465908 . 0072461
Econom cal | yActi vePopul at ~n . 000056 . 0000314 1.78 0. 074 -5.54e-06 . 0001176
_cons 3. 754502 2.894781 1.30 0. 195 -1.919165 9. 42817
signma_u . 51607083
signa_e . 70493754
rho . 34893352 (fraction of variance due to u_i)

71



Annex 4: Random effect model for all African countres

Random ef fects GLS regression Nunber of obs = 225
Group variable: country_id Nunber of groups = 36
R-sq: Cbs per group
within = 0.0770 mn = 1
bet ween = 0. 5520 avg = 6.3
overal | = 0.3841 max = 9
Val d chi 2(9) = 52. 89
corr(u_i, X = 0 (assuned) Prob > chi 2 = 0. 0000
| ogf di Coef . Std. Err. z P>| z| [95% Conf. Interval]
bl_inflation -1.35e-07 1.37e-06 -0.10 0.921 -2.81e-06 2.54e-06
| ocal _conp . 5726697 . 2793017 2.05 0. 040 . 0252485 1.120091
taxrate -.000871 . 0035445 -0.25 0. 806 -.0078181 . 0060762
FDI _rul e . 352887 . 1993899 1.77 0.077 -.03791 . 743684
wge_det ermi nati on -.1640484 . 2176018 -0.75 0. 451 -.5905401 . 2624433
| ogdomestic -.1670791 . 6298391 -0.27 0.791 -1.401541 1.067383
forei gn_nkt . 8866814 . 2283483 3.88 0. 000 . 4391269 1. 334236
| ognkti ng -. 2950675 1.224517 -0.24 0. 810 -2.695077 2.104942
venture_Capital . 0841003 . 3110951 0. 27 0.787 -.5256349 . 6938355
_cons -1.449965 1.641187 -0.88 0.377 -4.666632 1.766702
sigma_u . 90141202
signma_e 1.2216743
rho . 35250866 (fraction of variance due to u_i)
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Annex 5: Random effect model for top 10 services HDeceiver
African countries

Random ef fects GLS regression Nunber of obs = 90
Group variable: country_id Nunber of groups = 10
R-sq: Cbs per group
within = 0.1661 mn = 9
bet ween = 0.8613 avg = 9.0
overall = 0.3775 mex = 9
Val d chi 2(9) = 48.51
corr(u_i, X = 0 (assuned) Prob > chi2 = 0. 0000
| ogf di Coef . Std. Err. z P>| z| [95% Conf. Interval]
bl_inflation -.0622752 . 0349872 -1.78 0.075 -.1308489 . 0062985
| ocal _conp 1.422259 . 3772747 3.77 0.000 . 6828144 2.161704
TOTAL_TAX -.0489761 .0111169 -4.41  0.000 -.0707647  -.0271875
rul e_FDI -. 451895 . 286432 -1.58 0.115 -1.013291 . 1095015
wage_det ermi nation -.1653104 . 2166499 -0.76 0. 445 -.5899363 . 2593155
venture_capital . 9805645 . 4552761 2.15 0.031 . 0882398 1.872889
domet i c_mkt . 292202 . 4374153 0.67 0.504 -.5651163 1.14952
forei gn_nmarket . 2058006 . 3724244 0.55 0.581 -.5241378 . 935739
ext ent _mar ket -1.24461 . 478522 -2.60 0.009 -2.182496  -.3067245
_cons 5.401871 . 438204 12.33 0.000 4.543007 6.260735
sigma_u 0
sigma_e 1.1770518
rho 0 (fraction of variance due to u_i)
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Annex 6: Random effect model for African cities

Random ef fects GLS regression Nunmber of obs = 63
Group variable: city_id Nunmber of groups = 7
R-sq: Obs per group:
within = 0.1101 mn = 9
bet ween = 0. 7996 avg = 9.0
overall = 0.1580 max = 9
Wal d chi 2(6) = 10. 51
corr(u_i, X = 0 (assuned) Prob > chi 2 = 0. 1049
| ogf di Coef . Std. Err. z P>| z| [95% Conf. Interval]
Inflation . 039637 . 045101 0. 88 0. 379 -.0487593 . 1280334
GDPMeasur edat Pur chasi ngPo~r -.0000153 . 0000122 -1.25 0.211 -.0000393 8. 70e- 06
Econoni cal | yActi vePopul at ~n . 0008555 . 0006611 1.29 0. 196 -.0004402 . 0021512
| ogservi cegva 3. 379028 1.560657 2.17 0. 030 . 3201967 6. 437858
GDPr eal growt h -.041031 . 0591294 -0.69 0. 488 -.1569225 . 0748605
unenpl oynmentrate -.0660976 . 0267301 -2.47 0.013 -.1184877 -.0137076
_cons -7.956015 6. 49264 -1.23 0. 220 -20. 68136 4.769326
si gma_u 0
si gma_e 1.1441288
rho 0 (fraction of variance due to u_i)
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Annex 7: Random effect model East African countries

Random ef fects GLS regression Number of obs = 57
Group variable: country_id Number of groups = 7
R-sq: Obs per group
within = 0.0860 mn = 5
bet ween = 0. 9525 avg = 8.1
overall = 0.3928 mx = 9
Wal d chi 2(6) =
corr(u_i, X = 0 (assuned) Prob > chi2 =
(Std. Err. adjusted for 7 clusters in country_id)
Robust
| ogf di val Coef . Std. Err. z P>| z| [95% Conf. Interval]
bl_inflation -. 062321 . 0291005 -2.14 0.032 -. 1193569 -. 0052851
| ocal _conp 1.039214 1.217878 0.85 0.393 -1.347783 3.42621
| ogtax_rate 1.967102 . 7157377 2.75 0. 006 . 564282 3. 369922
| ogfdirule 1.209308 1. 409922 0. 86 0.391 -1.554088 3.972703
wage_det er m nati on -.3013295 . 4878521 -0.62 0. 537 -1.257502 . 6548431
| ogdonestic 1.129602 2.352977 0.48 0.631 -3.482148 5.741351
| ogf orei gn 2.737682 2.345582 1.17 0.243 -1.859574 7.334939
ext ent of mar ket i ng -1.8329 . 8425595 -2.18 0. 030 -3.484286 -.1815138
vent ure_capital 1.325013 . 9222868 1.44 0.151 -. 4826356 3.132662
_cons -8.623967 2. 459127 -3.51 0. 000 -13. 44377 -3.804167
sigma_u 0
signa_e 1.1630778
rho 0 (fraction of variance due to u_i)
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Annex 8: List of African countries based on regions

East Africa West Africa North Africa | Middle Africa South Africa

Burundi Benin Algeria Angola Botswana

Comoros Burkina Faso Egypt Cameroon Lesotho

Cabo Verde Central African

Djibouti Libya Republic Namibia

Eritrea Céte d'lvoire Morocco Chad South Africa

Ethiopia Gambia Sudan Congo Swaziland
Democratic Republig

Kenya Ghana Tunisia of the Congo

Madagascar Guinea Western Sahara Equatorial Guinea

Malawi Guinea-Bissau Gabon

Mauritius Liberia Sao Tome and Principe

Mayotte Mali

Mozambique Mauritania

Réunion Niger

Rwanda Nigeria

Seychelles Saint Helena

Somalia Senegal

South Sudan

Uganda

United Republic of

Tanzania

Zambia

Zimbabwe
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