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Abstract 

 

This dissertation examines whether FDI is working for development in the Ethiopian setting. It 

does so by bringing together theoretical and empirical research. It is widely acknowledged in 

the theoretical literature that FDI positively contributes to a host country’s development 

through technology spillover, human capital formation, increasing employment opportunities 

and improving living standards. However, empirical investigations of the FDI- development 

nexus show that the positive contribution of FDI on development is not automatic and is instead 

shaped by certain preconditions. Based on the evaluation of these preconditions as 

intermediary factors that influence the FDI- development nexus, this study argues that FDI does 

not work in the same manner for developed and developing countries, as the economic and 

institutional capacity of these countries differ greatly. This study therefore contributes to the 

literature that challenges the one size fit all approach of FDI in development and emphasizes the 

need for FDI – its mechanisms and processes - to be approached and evaluated from country-

specific perspectives.  

Thus, focusing on formal institutions – the investment legal framework – as one of the 

intermediary factors that could shape the role that FDI plays in development discourse and 

based on the insights drawn from the literature, the study examined the mechanisms of the FDI-

development nexus in Ethiopia from two perspectives: the adequacy and implementation of 

mechanisms for attracting “quality FDI” and the transmission channels through which spillovers 

are captured. The latter was done by selecting two sub-sectors: mobile phones and textiles. The 

empirical research was composed of semi-structured interviews and data from government and 

international organizations. 

The main findings of this study are that the legal framework that regulates FDI attraction 

mechanisms is not integrated with the overall development goals that Ethiopia has set itself. 

This finding is confirmed by the case studies – i.e., the attraction mechanisms are not aligned 

with the development goals, in particular in targeting “quality FDI.” Similarly, there is little 

evidence that the channels of transmission through which spillovers materialize is working in 

Ethiopia. The case studies identify the main barriers here to be the lack of an integrated FDI 

strategy, the lack of human resource capacity in regulatory institutions, limited institutional 

capacity and a lack of synergized policy formulation.  
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Chapter One: Introduction 

1.1. Background of the Problem 

Economic interactions are at the core of almost any definition of globalization, and cross-border 

investment is at the core of these economic interactions. Accordingly, recent decades are 

marked by the growth of Foreign Direct Investment (FDI) by multinational companies. These 

cross-border investments, whether in the form of green field investment or mergers or 

acquisitions, are expected to play a great role in a host country’s development through 

technology spillover, human capital formation, and by creating a competitive environment, 

increasing employment opportunities and improving living standards.1 These stated benefits of 

FDI-assisted development takeoff have motivated many developing countries to liberalize their 

economies in order to attract Multinational Corporations (MNCs). Hence, the 1990s saw a surge 

in developing countries trying to attract FDI through different mechanisms including 

investment liberalization, investor protection and incentives. However, the developmental 

impacts of FDI remain a topic of debate, due to mixed conclusions in research investigating the 

impact of FDI on development, where development is in any case mainly understood as 

economic growth. Thus, while some researchers report positive outcomes in which some of the 

above-mentioned development impacts of FDI have materialized, others report negative 

outcomes such as the crowding out of domestic businesses.2 There is also no agreement on how 

to interpret these contrasting findings. Some argue that the impact of FDI on development is not 

an automatic process, but rather it is largely dependent on the status of the host states, both in 

terms of fulfilling the economic determinants of FDI as well as its institutional capacity (This 

                                                             
1 Theoretically, research and output by many international organizations such as OECD, WTO and 
UNCTAD show that FDI could have a wide impact on the economy of a host state. 
2 For positive impacts, see S. Ibi Ajayi, “Foreign Direct Investment and Economic Development in Africa,” 
Paper Presented at the ADB/AERC International Conference on Accelerating Africa’s Development Five 
Years into the Twenty-first Century, Tunis, 2006; Barry P. Bosworth and Susan M. Collins, Capital Flows to 
Developing Economies: Implications for Saving and Investment,” Brooking Papers on Economic Activity, 
1999: 143-180; Sanjaya Lall, “FDI and Development: Policy and Research Issues in the Emerging Context,” 
Working Paper no. 43, QEH Working Paper Series (2000). For negative impacts, see Brian Aitken and Ann 
Harrison, “Do Domestic Firms Benefit from Foreign Direct Investment? Evidence from Venezuela,” The 
American Economic Review 89 (1999): 605-618; Nabil Dabour, “The Role of Foreign Direct Investment in 
Development and Growth in OIC Member Countries,” Journal of Economic Cooperation 21, no. 3 (2002): 
27-55; Theodore Moran, Harnessing Foreign Direct Investment for Development: Policies for Developed and 
Developing Countries (Brookings Institution Press, 2006); Samuel Adams, “Can Foreign Direct Investment 
(FDI) Help to Promote Growth in Africa?” African Journal of Business Management 3, no. 5 (2009): 178-
183. 
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concept is further elaborated in Chapter Three).3 Others suggest that the alleged benefits of FDI 

are simply a mirage.4 

Studies of the FDI-development nexus, as illustrated above, not only suffer from mixed 

developmental impacts; they also suffer from a narrow understanding of “development” as 

economic growth. Mostly, the developmental impact of FDI is both empirically and theoretically 

investigated in terms of economic growth, with a resulting focus on the economic impacts of 

FDI. However, recent trends in conceptualizing the FDI-development nexus have shifted to 

include not only economic dimensions but also social and environmental dimensions, which call 

for a new approach to investigating the role of FDI in development based on a wider 

understanding of development. The shift follows the shift that came with the understanding of 

development as discussed in Chapter Two.  

The fact that the role of FDI in development has the potential to touch upon economic, social 

and environmental issues in positive and negative ways makes it necessary to define, measure 

and track its impacts as well as to search for ways to shape its activities and impacts.5 This 

especially holds true from the perspective of developing countries, which are increasing their 

efforts to attract FDI as a means to facilitate their development process, although there is no 

consensus on the FDI-development nexus. One such country is Ethiopia. Therefore, the aim of 

this study is to examine the state of the FDI-development nexus, both theoretically and 

practically, from a developing country context, taking Ethiopia as the focus of the study. The 

research investigates the integration of FDI within the understanding of development in 

Ethiopia and the adequacy of the policy and legal framework in shaping the impacts of FDI on 

the development process. This research bases its theoretical framework on the hypothesis that 

the FDI-development nexus is contingent on the relationship of development goals, investment 

projects and the host country’s economic and institutional framework. It further seeks to 

investigate whether policies and legal frameworks as part of formal institutions are understood 

by key actors within the institutional system for facilitating and shaping FDI in Ethiopia as 

playing a central role in facilitating/hindering the developmental impact of FDI. Put differently, 

how does the investment legal framework work to realize Ethiopia’s development goals? 

                                                             
3 See Eduardo Borenszstein, Jose De Gregorio and Jong-Wha Lee “How Does Foreign Direct Investment 
Affect Economic Growth?” Journal of International Economics 45 (1998): 115-135; John Dunning and 
Sarianna Lundan, Multinational Enterprises and the Global Economy (Cheltenham, UK: Edward Elgar 
Limited, 2008).  
4 For example, see Jorge Bermejo Carbonell and Richard A. Werner, “Does Foreign Direct Investment 
Generate Economic Growth? A New Empirical Approach Applied to Spain” Economic Geography 94, no. 4 
(2018): 425-456. 
5 United Nations Environment Programme, “Green Foreign Direct Investment in Developing Countries” 
2017, available at http://unepinquiry.org/publication/green-foreign-direct-investment-in-developing-
countries/ (accessed January 21, 2018). 

http://unepinquiry.org/publication/green-foreign-direct-investment-in-developing-countries/
http://unepinquiry.org/publication/green-foreign-direct-investment-in-developing-countries/
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Recently, new Ethiopian investment proclamation was issued in April, 2020 but this research 

analysis is explicitly based upon previous proclamation. 

1.2. FDI and Development 

FDI has come a long way from its traditional inception of being explained as a means of capital 

flow with firm-specific characteristics to include host country factors with a wide range of 

benefits. FDI refers to “cross-border investment by a resident entity in one economy with the 

objective of obtaining a lasting interest in an enterprise resident in another economy.”6 Hence, 

FDI takes place when a corporation in one country establishes business operations in another 

country, through setting up a newly wholly-owned affiliate (green field investment), acquiring a 

local company (acquisition) or forming a joint venture in the host economy.7 There are firm- 

and country-specific factors to account for a firm’s foreign involvement, as explained in 

Dunning’s eclectic paradigm. Dunning states that multinationals engage in cross-border 

investment by taking into consideration their comparative advantage. He argues that a firm 

needs to have ownership advantage in terms of technology, intangible assets and other related 

activities including manufacturing and distribution to consider foreign involvement. A firm’s 

interest in reducing its transaction costs is also taken as an internal factor that influences its 

decision.8  Moreover, country-specific factors such as natural resources, macroeconomic 

stability, human capital, market access, policy and legal frameworks are determinant factors for 

the involvement of multinational companies (MNCs).9 

Theoretically, FDI is expected to bring positive externalities to host economies. These 

externalities of FDI have the potential to impact not only economic growth but also social and 

environmental goals. Hence, FDI is recognized as an important tool for promoting and 

facilitating national and international development efforts by means of its potential to transfer 

knowledge and technology, create jobs, boost overall productivity, enhance competitiveness and 

eradicate poverty through economic growth and development.10 This sentiment has been also 

echoed by the 2015 Addis Ababa Action Agenda on Financing for Development, which identified 

FDI as a means to facilitate the achievement of Sustainable Development Goals.11 This agenda 

                                                             
6 OECD, “OECD Benchmark Definition of FDI,” 2008, available at 
https://www.oecd.org/daf/inv/investmentstatisticsandanalysis/40193734.pdf (accessed October, 2016), 
7 John Dunning, Multinational Enterprises and the Global Economy (Wokingham, UK: Addison Wesley, 
1993). 
8 Ibid., 140. 
9
 See Elizabeth Asiedu, “Foreign Direct Investment in Africa: The Role of Natural Resources, Market Size, 

Government Policy, Institutions and Political Instability,” The World Economy 29, no. 1 (2006): 63-77. 
10

 United Nations, “Monterrey Consensus of the International Conference on Financing for Development,” at 
International Conference on Financing for Development (Monterrey, Mexico, 18-22 March, 2003).  
11 United Nations, “Addis Ababa Action Agenda of the Third International Conference on Financing for 
Development” in Financing for Development (Addis Ababa, Ethiopia, 2015). 

https://www.oecd.org/daf/inv/investmentstatisticsandanalysis/40193734.pdf
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recognized the instrumentality of FDI in the development process (This concept is further 

discussed in Chapter Two) in terms of its growth effect (the economic dimension), its 

distribution effect (social dimension) and its role in promoting green technologies and reducing 

negative environmental impacts such as pollution (environmental dimensions).12 

However, some academic studies suggest that the developmental impact of FDI, paradoxically, 

materializes only when the host country reaches a certain level of development, i.e. one at which 

it can absorb the externalities that FDI offers.13 As a consequence, it has been argued that since 

FDI has the potential to impact development on a wider scale, policies and legal frameworks 

that regulate FDI need to be well integrated into national development plans and strategies.14 

Thus, the policy and legal framework of FDI needs to be comprehensive not only to attract FDI 

but also to benefit from it in all the dimensions of sustainable development. This policy 

framework is considered vital especially for developing countries that suffer from weak 

economic performance, institutional capacity, low capital accumulation and technological 

advancement, as a way of filling these gaps.15 

Therefore, developing countries such as Ethiopia, in their aspiration and effort to use FDI as a 

catalyst for their development, need to consider and understand the nature of FDI flows and 

their role in shaping their development process. Such an understanding needs to inform the 

structure of their policies and legal frameworks of FDI in its role of regulating the FDI-

development nexus. 

1.3. FDI and Development in Ethiopia 

1.3.1. Background 

Ethiopia, a country with a total population of around 99 million, is the second most populous 

country in Africa. It is a federal state composed of nine regional states – Amhara, Tigray, Oromia, 

Gambella, Afar, Benshangul-Gumz, Harari and the Southern Nations, Nationalities and Peoples 

                                                             
12 United Nations, “Foreign Direct Investment: Linkages to Trade, Growth and Sustainable Development,” 
in Asia-Pacific Trade and Investment Report, 2017, available at https://www.un-ilibrary.org/international-
trade-and-finance/asia-pacific-trade-and-investment-report-2017_b4e112c5-en (accessed February 1, 2018). 
13

 There are different studies arguing that the host country needs to reach some level of development in 
human capital, capable domestic industries and overall absorptive capacity to benefit from FDI. See 
Borenszstein, Gregorio and Lee, “How Does Foreign Direct Investment Affect Economic Growth?” 115-
135. 
14 See Theodore Moran, Beyond Sweat Shops: Foreign Direct Investment and Globalization in Developing 
Countries (Washington, D.C.: Brookings Institution Press, 2002). Also see Dabour, “The Role of FDI in 
Development and Growth in OIC Member Countries,” 27-55. 
15 Literature shows this is also where FDI is expected to help developing countries. This is a situation 
where these weak economic structures of developing countries need to improve to attract FDI, and only 
then is FDI expected to benefit the host states. Therefore, this low economic performance needs to be 
supported by a policy framework. See Adams, “Can Foreign Direct Investment (FDI) Help to Promote 
Growth in Africa,” 178-183. 

https://www.un-ilibrary.org/international-trade-and-finance/asia-pacific-trade-and-investment-report-2017_b4e112c5-en
https://www.un-ilibrary.org/international-trade-and-finance/asia-pacific-trade-and-investment-report-2017_b4e112c5-en
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Region (SNNPR) – along with two administrative states: Addis Ababa and Dire Dawa city 

administrations. The country has a long history, diverse cultural heritage and reasonably good 

resources for development, including a large working population and raw materials for leather 

and textile production. Yet the majority of people live in absolute poverty.16  

Over recent decades, Ethiopia has enjoyed improvements in its macroeconomic performance, 

averaging 9.3% GDP growth per year between the 2013/2014 and 2017/18 fiscal years.17 It has 

been one of the fastest-growing countries worldwide since 2003.18 Expansion of the service and 

agricultural sectors accounts for most of this growth, while manufacturing sector performance 

was relatively modest. Private consumption and public investment explain demand side growth, 

with the latter assuming an increasingly important role in recent years.19 Even though due 

attention was given to the manufacturing sector in the consecutive development plans of 

Ethiopia, its performance has lagged behind expectations and is still in its infancy stage. Its 

contribution to employment, productivity and exports is still limited compared to the 

agriculture and service sectors. Towards the end goals of having a flourishing manufacturing 

sector and making Ethiopia a hub for manufacturing industries in Africa, the government has 

taken initiatives to encourage private investment in the area, and it has recognized FDI as one 

important path.  

1.3.2. FDI as a Path to Development in Ethiopia 

The 1995 Ethiopian constitution recognized the right to development by stating that the 

Ethiopian people have the right to “improved living standards” and “sustainable development.”20 

In effect, the law mandates policies, laws and plans to be adopted by the government to take 

into consideration the development needs of society, as well as to ensure the Ethiopian people’s 

participation in the process. Accordingly, Ethiopia has issued different development plans based 

on the constitution to facilitate its development process and to identify its goals. These 

development plans recognize FDI as one means of development in Ethiopia. Hence, FDI policies 

and laws are held to the standards of working towards and fulfilling sustainable development 

and improved living standards for the Ethiopian people.21 

                                                             
16 MOFED, Growth and Transformation Plan, 2010/11-2014/15 (Mega Printing, 2010). 
17 National Bank of Ethiopia, “Annual Report 2017/2018,” available at www.nbe.gov.et/publication 
(accessed September 2019). 
18 Ibid. 
19World Bank, Country Profile, available at http://www.worldbank.org/en/country/ethiopia/overview 

(accessed June 20, 2015 and 2018). Furthermore, according to the UNCTAD (2011) annual report, about 

88.6% of the population lives in poverty and 39% of the population lives on less than $1.25 per day. 
20 See FDRE, Constitution of the Federal Democratic Republic of Ethiopia 1995, Article 43. 
 

http://www.nbe.gov.et/publication
http://www.worldbank.org/en/country/ethiopia/overview%20(accessed%20June%2020
http://www.worldbank.org/en/country/ethiopia/overview%20(accessed%20June%2020
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In recent times, Ethiopia has reported economic gains as well as success in attracting FDI from 

different countries.22 It has engaged in high-scale development projects, including hydro-

electric projects, national railway projects and industrial park projects that have successfully 

attracted MNCs.23 According to the Ethiopian Investment Commission (EIC) report, the FDI 

inflows in Ethiopia have quadrupled over the last five years, registering an increase from USD 

344 million in 2005-2007 to USD 3.3 and 4.2 billion in 2015/16 and 2016/17, respectively.24 

Hence, the arrival of this unprecedented amount of FDI to the country creates a cogent 

laboratory in which to investigate the role that FDI plays in the development process of the 

country. This research thus investigates the state of the FDI-development nexus in Ethiopia by 

focusing particularly on the existing FDI policy and legal framework, its practical role in 

facilitating FDI as a means of development and its impact.  

1.4. Research Questions 

1.4.1. Basic Research Question 

This study investigates the role of policies, laws and regulations within the framework of 

institutions in making FDI work for development. It is accepted here that host country policies 

and legal frameworks are determinant in making FDI work for development from two 

perspectives. The first relates to correcting the market failures that arise from “information and 

coordination failures in the investment process, which can lead a country to attract insufficient 

FDI or the wrong quality of FDI.”25 The second relates to regulating the divergence between the 

private interests of investors and the development needs of a country. Hence, the FDI-

development nexus should be “framed and approached on the basis of the adequacy of the 

investment project to the economic, political and social goals defined by the country where the 

investment project is hosted.”26 In this context, this study tries to answer the following general 

question: Is FDI working for development in Ethiopia? 

1.4.2. Specific Questions 

In light of the basic research question, this research deals with the following specific questions: 
                                                             
22 The report by the Ethiopian Investment Commission as well as the UNCTAD country fact sheet 2017 
show that FDI inflow to Ethiopia have increased within the past four years. See http://unctad.org/wir. 
23 See National Bank of Ethiopia Annual Report 2017/18 for more on the performance of different sectors 
and measurements. 
24

 See EIC, Ethiopian Investment Report 2017, Addis Ababa, Ethiopia. The latest report also showed that 
Ethiopia emerged the 8th largest FDI recipient in Africa in 2014 compared to its 14th-ranked position in 
2013. Furthermore, gross fixed capital formation also showed growth of 11.1% and 8.8% in 2014 and 
2015, respectively. 
25

 Sanjaya Lall, “FDI and Development: Policy and Research Issues in the Emerging Context,” Working 
Paper Number 43 (2000), 6. 
26 Carlos M. Macias, Olivié, Iliana, and Aitor Pérez, Opening the Black Box of FDI and Development (EADI, 
2011). 
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 Why is FDI seen as crucial within the development discourse? The aim of this specific 

question is to draw up a conceptual framework by reviewing and analyzing existing 

theories on the FDI-development nexus. By doing so, I aim to provide a theoretical basis 

for the role of FDI in development. 

 What are the elements that determine the FDI-development nexus? The aim of this specific 

question is to review the determinants of FDI and identify the basic elements that are 

considered vital for the FDI-development nexus. The goal here is to provide evaluation 

standards for investigating the FDI-development nexus from a developing country 

context. 

 Does the Ethiopian investment legal framework support the right FDI-development nexus 

in Ethiopia? Based on the theoretical insights and evaluation standards developed in the 

preceding questions, this question investigates the status of the Ethiopian investment 

regulatory frameworks in addressing the FDI-development nexus. 

 In what ways do FDI policies and regulatory frameworks contribute towards the 

realization of Ethiopia’s development goals? The aim of this research question is to 

provide practical insight into the FDI-development nexus by scrutinizing policies and 

regulatory frameworks that practically influence FDI as a means of development and its 

impacts. 

1.5. Contribution to Legal Scholarship and Practice 

This study of FDI and development from a developing country context is conducted based on 

the heterogeneous nature of FDI and the multidimensionality of development goals (which go 

far beyond taking only economic growth as the end of development). In this perspective, the 

FDI-development nexus is investigated based on the development goals chosen by a specific 

country, Ethiopia. In doing so, institutions are identified as the rules of the game that regulate 

the outcomes of the FDI-development nexus. Hence, this thesis contributes to our 

understanding of FDI theory by examining how one of the formal institutions – investment laws 

– in practice determines or influences the role of FDI in development. It does so by providing an 

in-depth study of a single country in the form of two case studies selected because of their 

stated importance in Ethiopia.27 

Methodologically, this study uses two different sub-sectors to investigate the role of FDI in 

development processes in Ethiopia. Hence, it contributes empirical evidence on the regulation 

                                                             
27 See Ethiopian Development Plans and section 1.6.1 of this chapter for more on the case studies. 
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of FDI in practice from a part of the world where little research has been done on the area of the 

role of investment legal frameworks on the FDI-development nexus. Therefore, it is hoped that 

the analysis here will not only help Ethiopia to understand better how the investment legal 

framework contributes to the country’s development goals, but also contribute to a better 

understanding of the practical working of FDI in developing countries more broadly. 

1.6. Research Approach and Methods 

The present research approaches the conceptualization of the FDI-development nexus as a 

heterogeneous phenomenon, involving many variables, many more stakeholders and different 

countries in various levels of development and, hence, is better captured if studied in a specific 

context. Accordingly, the theories on development as well as FDI have been analyzed in 

Chapters Two and Three, with the aim of identifying determinants for investigating the FDI-

development nexus from a legal point of view. Hence, two approaches were used to analyze the 

laws on FDI as formal institutions and their role in the FDI-development nexus. The first 

approach aimed to assess the law in and of itself, i.e. the “laws on the books,” which necessitated 

analyzing the state of investment regulatory laws vis-a-vis development objectives to see how 

the law as it is addressed the FDI-development nexus in Ethiopia. This is addressed in Chapter 

Four of this study. Secondly, the study also aimed to investigate the “law in context,” i.e., the role 

of laws in facilitating FDI for development in the context of specific cases through empirical 

investigations. It should be kept in mind that although the law could hinder or facilitate 

development agendas, it is not the only factor; rather, politics, economics and other issues also 

have their own place in facilitating development.  

Thus, in order to carefully examine the role of law in making FDI work for development, the 

study employed a socio-legal research method. The socio-legal research method has been 

recognized as a method of legal research that goes beyond “the law” and tries to incorporate 

different factors in its analysis. Hence, MacConville and Chui argue that adopting the socio-legal 

research method allows legal professionals to look beyond the legal rules and see how the law 

regulates the behavior of societies and whether such regulation is desirable or not.28 It has been 

further argued that the essence of socio-legal research relies upon the importance of 

understanding the gap between “law on the books” and “law in action” and the operation of law 

in society.29 

In this research, the socio-legal research method is employed with the aim of investigating the 

policies, laws and regulations of FDI in the context of bringing about the desired development of 

                                                             
28

 M. McConville and W.H. Chui, eds., Research Methods for Law (Edinburgh University Press, 2007). 
29 Reza Banakar and Max Travers, eds. Theory and Method in Socio-Legal Research (Hart Publishing, 2005). 
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the host country. Hence, the law is considered not only in and of itself but also in its interaction 

with different factors such as MNCs, domestic industries and FDI institutions. Therefore, it 

involves different actors in the form of multiple case studies of a qualitative nature. 

1.6.1. Case Study Selection 

In studying the law in action, case studies are taken as a common method of undertaking 

qualitative research. According to Yin, “A case study is an empirical enquiry that investigates a 

contemporary phenomenon within its real life context, especially when the boundaries between 

phenomenon and context are not clearly evident.”30 Bryman, in this respect, also argues that in 

case studies the researcher is concerned with clearly identifying the unique features of the case, 

and the case is an object of interest in its own right.31 Accordingly, the use of case studies in this 

research is justified by the fact that it allows “sectors” as a subject of interest in which the 

theories on the role of law in the FDI-development nexus could be applied in their own context. 

Furthermore, the use of a multiple case study format is important to investigate the role of law 

in different contexts.  

Selection of the case studies for the research was done by undertaking preliminary desk 

research to identify sectors that are the focus of Ethiopia’s development strategy as priority 

areas of FDI and classifying them into the type of FDI they will fall into. Through this, it was 

identified that the manufacturing sector is seen as a leading sector for Ethiopia’s 

industrialization and hence a priority area of FDI. In this respect, the Growth and 

Transformation Plan II (GTP II) aims to bring significant growth in the manufacturing industry 

so that it can play a leading role in job creation, bring a structural shift in Ethiopia’s exports and 

address trade imbalances,32 as well as to increase the productivity of the manufacturing 

industry. Furthermore, the plan also recognizes priority areas for investment in light 

manufacturing, which includes textile and apparel, leather, agro-industry and electronics. The 

Within the priority areas of the manufacturing sector, two sub-sectors were chosen based on 

the emphasis placed by the country’s industrial strategy as main focus of investment and based 

on type of FDI they fall into – the textile and garment sub-sector for resource-seeking FDI and 

the mobile assembly sector (within the framework of ICT) for market-seeking FDI.  

1.6.2. Data Source and Collection 

Data that are used in case studies can come from many sources of evidence. Yen identified six 

data sources that can be used in case studies, which include documentation, archival records, 

                                                             
30 Yin, Case Study Research: Design and Methods, 3rd ed. (SAGE publication, 2003): 13. 
31

 Alan Bryman, Social Research Methods, 4th ed. (Oxford University Press: 2012): 69.  
32 EIC, Ethiopian Investment Report (2017). 
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interviews, direct observations, participant observation and physical artifacts.33 For the purpose 

of this research, both primary and secondary data is employed. The three following sources 

were relied upon for the purpose of triangulation: documents, legal texts and interviews. 

Documents, which include administrative documents, newspaper clippings and other articles 

appearing in the mass media or in newsletters, are used in the study as one type of source. Such 

documents are used with the purpose of corroborating and augmenting evidence from other 

sources such as interviews and legal texts, making triangulation with the other data sources 

feasible and ensuring its validity. 

Primary data are collected by using interviews. A semi-structured interview guide was 

prepared. As explained by Patton, “Interviews will be used when the researcher wants to find 

out what is in and on someone else’s mind.”34 Yin also indicated that it is useful to incorporate 

certain facts so as to get detailed experiences of participants.35 The interview was designed to 

get detailed information from key informants. Key informants are usually taken as a critical 

factor to the success of a case study by not only providing insights into the matter but also 

suggesting other evidence that might have a corroborating or contradictive nature. For this 

study, key informants were selected by purposeful sampling methods. The rationale for 

purposive sampling is to acquire the most knowledgeable informants on the study area and to 

increase its validity.36 As Patton explained, purposive sampling is selecting information-rich 

respondents for an in-depth study.37 Samples were taken from textile and garment as well as 

mobile businesses located in different parts of Ethiopia, by first getting data from the Ethiopian 

Investment Commission and then choosing the first company based on convenience and 

geographical proximity to the location where the researcher resides. After choosing the first 

companies, a snowball sampling method was used to identify consequent informants. A 

snowball sampling method is “a technique for finding research subjects. One subject gives the 

researcher the name of another subject, who in turn provides the name of a third, and so on.”38   

All the interviews were conducted in person. Before each interview commenced, the purposes 

of the study were communicated briefly to the interviewee, the purpose of the research was 

explained to them, and their formal consent was sought. They were also informed that their 

personal identities and their positions in the organization remain concealed unless they 

consented otherwise. Most of the interviews were tape-recorded, with the exception of some 

                                                             
33

 Yin, Case Study Research, 85. 
34

 M. Q. Patton, Qualitative Research and Evaluation Methods, 3rd ed. (Sage Publications, 2002). 
35 Yin, Case Study Research, 85. 
36

 Bridget Somekh and Cathy Lewin, Research Methods in Social Science (Sage Publications, 2005). 
37 Patton, Qualitative Research Methods. 
38W. Paul Vogt, “Dictionary of Statistics and Methodology: A Nontechnical Guide for the Social Sciences” 
(London: Sage, 1999).  
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situations where such recordings were refused by the interviewee or the interviewee appeared 

uncomfortable. In such circumstances, contemporaneous notes were made, transcribed and 

sent to the interviewee for verification. The remaining interviews were translated and 

transcribed by the author. In the interview process, in addition to recordings, contemporaneous 

written notes were made in order to review the data at the later time whenever deemed 

necessary and to further establish contacts using the snowball sampling method. The data from 

this project, including coding books and a copy of the fieldwork diary, is stored at Tilburg 

University in accordance with the University’s data policy. 

Data from the legal texts, which includes proclamations, regulations and directives, are used in 

Chapter Four to analyze how the law in and of itself addresses FDI and its contribution to 

development. The substantive provisions of the law that regulated and addressed the FDI-

development nexus as discussed in Chapter Four were used to assess how they are being 

implemented/not implemented in the main institutions entrusted with this task, mainly the 

Ethiopian Investment Commission and affiliated organizations. The responses were then 

triangulated with the responses from MNCs and domestic businesses operating in similar areas 

when provided with related questions. 

1.6.3. Data Analysis Process 

1.6.3.1. Analytical Framework  

The theoretical framework for analyzing the role of institutions in making FDI work for 

development is based on the discussions presented in Chapters Two to Four of this study. It is 

also strengthened by the conceptual framework developed by Farole, Staritz and Winkler that 

illustrated the intermediary role of FDI institutions.39 They recognized investment laws, among 

others, as one of the institutions that determine or influence the role of FDI in development. 

Building on this theory of investment-related laws, rules and regulations being one of the 

institutional factors, this study further analyzed whether and how these laws contribute to 

making FDI work for development in Ethiopia. Therefore, the analytical framework is based on 

the premises that the realization of FDI’s contribution to development is conditioned on the 

interaction of direct benefits and spillovers from foreign companies and the absorptive capacity 

of local economy as well as their integration with the “development” need of the host states as 

defined therein. Such interactions and integrations are very well established by the institutional 

framework of the host state – specifically in this case, the laws, rules and regulations of 

                                                             
39 Thomas Farole, Cornelia Staritz, and Deborah Winkler, “Conceptual Framework,” in Making Foreign 
Direct Investment Work for Sub-Saharan Africa: Local Spillovers and Competitiveness in Global Value 
Chains, eds. T. Farole and D. Winkler (Washington, D.C., Oxford: Hart Publishing, 2014). 
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investment. Thus, these institutional factors have the potential to influence the characteristics of 

foreign and domestic firms and affect the channels through which spillovers are diffused from 

multinationals to local firms, in particular, and the economy in general to further contribute to 

development. 

Hence, the theoretical propositions for the case analysis are undertaken in the following three 

dimensions. First, by influencing the characteristics of foreign investors during their entry and 

increasing the potential for spillovers, host country institutional frameworks will increase the 

contribution of such investment to development (through investment promotion, incentives and 

protection). Second, institutional frameworks can enhance the absorptive capacity of domestic 

firms by influencing their characteristics and providing support (through training, facilitating 

locations and human resource development). Third, they influence the transmission channels 

from foreign to domestic firms (linkage, technology transfer and human resource development). 

The figure below shows the analytical framework within which the case studies are analyzed. 
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Figure 1.1: The analytical framework of the FDI-development nexus: Institutional perspective 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Prepared by the author based on various sources. 

 

1.6.3.2. Analytical Technique 

Qualitative data analysis consists of identifying, coding and categorizing patterns or themes 

found in the data. One such qualitative data analysis technique is thematic analysis. Thematic 

analysis is the analysis method that is employed by this study. The use of thematic analysis has 

been recognized for its flexibility in allowing “the researcher to determine precisely the 

relationship between concepts and compare them with replicated data.”40 Therefore, it makes it 

possible to link the theoretical concepts with the data collected. Thematic data analysis involves 

                                                             
40Mohammed Alhojailan, “Thematic Analysis: A Critical Review of its Process and Evaluation,” West East 
Journal of Social Science 1, no. 1 (2012): 40. 
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different stages that include reducing data, displaying the data and drawing the data to validate 

the themes identified.41 Accordingly, the data from the textile and garment businesses and from 

the mobile assembly factories was reduced by summarizing and paraphrasing in such a way to 

enable verification. Furthermore, concepts in the summaries were read and differentiated to 

relate them to the research objectives. This made it possible to reduce the entire data body into 

codes. As such, the data is organized into meaningful groups of codes. These codes were 

produced based on the theoretical propositions, thus following the “theory-driven” approach.42 

Hence, coding the data served as a base for identifying themes that appeared similar in a large 

segment of the data, which helped to assess the relationship between them as well as with the 

theory.43 

In general, as Neuman pointed out, qualitative analysis requires effort by an individual 

researcher to read and reread data notes, reflect on what is read, and make comparisons based 

on logic and judgments. Accordingly, the researcher analyzes the qualitative data collected 

thematically by categorizing and coding themes generated from interviews.44 The validity of the 

findings of the empirical study is enhanced by triangulating the legal framework, documents 

and interviews. 

1.7.  Limitations of the Study 

The assessment of the FDI-development nexus depends upon many factors, conditions and 

determinants, including both macroeconomic and institutional factors. These factors are further 

dependent on different variables and their interaction with the country involved and the sectors 

being studied. The complex nature of the role of FDI in development makes it impossible to 

grasp these concepts with a single study, and this is where the limitation of this study occurs. 

Due to limitations of time, space and the nature of the study, this study focused on the formal 

institutional perspective of FDI and its intermediary role in the FDI-development nexus. Thus, it 

falls short of fully understanding other intermediary factors such as the economic conditions of 

host states or global economic conditions. Further research could consider other intermediary 

factors and also some different sector-based analysis. However, in this study, an effort has been 

made to identify and incorporate theoretical concepts that relate to the FDI-development nexus 

vis-a-vis the understanding of “development.” It is also worth noting that part of the data 

collection process suffered due to the state of emergency declared in Ethiopia from October 

                                                             
41

 Ibid. 
42

The theory-driven approach of coding is an approach in which the data collection is conducted with 
specific questions in mind. For more on this, see V. Braun and V. Clarke, “Using Thematic Analysis in 
Psychology,” Qualitative Research in Psychology 3, no. 2 (2006): 89.  
43 See Annex II for coding books. 
44 Lawrence Neuman, Research Methods: Qualitative and Quantitative Application (2006). 
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2016 to August 2017, due to unrest in the country. This situation generated fear in the 

interviewees to discuss these topics, and the interviews in general took longer period of time. 

Thus, great effort was made to help the interviewees understand the purpose of the research 

and the confidential nature of their responses. 

A complete consideration of whether and how FDI impacts upon poverty reduction would also 

require the inclusion of employee’s perspective to the study. However, it was not possible to 

broaden out the study due to the social unrest in the country during the periods of the 

fieldwork. Therefore, the study has been forced to rely on secondary sources, such as World 

Bank studies and government data. While this can give an indication on poverty reduction, it 

cannot tell about the lived realities of people’s lives, such as whether their lives have been 

improved as a result of FDI and whether their capabilities have thereby been enhanced. This is 

another limitation of the study. A labour law expert was consulted in order to help contextualise 

the findings but I acknowledge that this is, at best, a partial mitigation. 

1.8. Structure of the Study 

With a view to addressing the main and specific questions of the study, the remaining part of the 

thesis is organized in the following manner. Chapter Two addresses the theoretical foundation 

of the role of FDI in “development” discourse by examining the different claims made for the 

importance of FDI in achieving development in the academic literature and within the global 

development discourse. Chapter Three further identifies and investigates the mechanisms and 

processes of the FDI-development nexus as illustrated through different literature by 

specifically focusing on the institutional determinants of the FDI-development nexus, thus 

building an evaluative framework through which legal frameworks can be investigated. 

Subsequently, Chapter Four examines the state of the legal framework of the FDI–development 

nexus in Ethiopia and compares it to the theoretical understanding of development and FDI as 

provided in Chapters Two and Three. Chapters Five and Six present case studies on the practice 

of the role of FDI in development. Where Chapter Five attempts to investigate and analyze FDI 

as a means of development and how that has been practiced in the selected sector, Chapter Six 

investigates and analyzes the impact of FDI on the ends of development. Chapter Seven 

concludes the thesis. 
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Chapter Two: FDI and Development: Theoretical Analysis 

2.1  Introduction 

 

Private international capital flows, particularly Foreign Direct Investment … 

are vital complements to national and international development efforts. 

Foreign Direct Investment contributes towards financing sustained 

economic growth over a long term. It is especially important for potential to 

transfer knowledge and technology, create jobs, boost overall productivity, 

enhance competitiveness and entrepreneurship and ultimately eradicate 

poverty through economic growth and development.45 

This statement forms part of the consensus reached at the United Nations (UN) conference on 

Financing for Development, which was held in Mexico in 2003. It reaffirms the role that FDI is 

understood to play in the development process of a nation. The “development” dimension of the 

role of FDI came, at Monterrey, with an evolving understanding of FDI and what it constitutes 

beyond simply being a source of capital, as it was understood to be in its earlier conceptions. 

Recognizing these potential benefits of FDI, numerous theoretical and empirical studies have 

been conducted to investigate the role of FDI in the development process. Theoretically, the 

benefits that FDI brings to the development process have been well documented. However, 

empirical studies have failed to provide a conclusive result as to whether and, if so, how FDI 

brings development.46 Moreover, many of these studies also fail to adequately conceptualize 

“development,” instead frequently using economic growth as its synonym to showcase the role 

of FDI in development. However, it is vital that we view the FDI-development nexus not simply 

from the perspective of FDI but also from the meaning given to “development” in the particular 

context. Hence, it is important to be clear about we mean by “development” in order to analyze 

the FDI-development nexus. 

Therefore, by adopting a descriptive and argumentative47 approach, this chapter tries to analyze 

theories on the FDI-development nexus to answer the question of why FDI is so prominent in 

the development discourse. In order to do so, the chapter first tries to address what 

                                                             
45 United Nations, Monterrey Consensus (2003). 
46 There are different studies that have empirically investigated the role of FDI in development, including 
technology, finance, sectors and spillovers. See the comprehensive list in Macias, Olive and Perez, 
“Opening the Black Box of FDI and Development,” 2. 
47 This chapter tries to paint a picture of the backgrounds of the concepts using a descriptive approach. It 
also draws on some points and develops the conceptual framework for the thesis through an 
argumentative approach. 
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development consists of and further situates the theories in the FDI-development nexus within 

this understanding of development.48 

2.2 The Idea of Development   

The idea of development, starting from the time it emerged in 18th century Europe, was 

associated with economic functions.49 The works of Adam Smith, which emphasized the role of 

the market in economic growth, and the “comparative advantage” concept of David Ricardo 

have played a major role in the conception of development. These works laid the foundation for 

relating the concept of development to economic growth, which later influenced the different 

theories of development that surfaced at the end of World War II.50 Hence, these theories 

equated development with economic growth and argued that in economic terms, development 

is the capacity of a nation to generate and sustain an increase in Gross National Product (GNP). 

Economic growth is taken as “an increase of the national income per capita and it involves the 

analysis, especially in quantitative terms”51 and the increase of GDP and GNP which increases 

the national wealth including the production capacity and structural modifications of economy. 

Further the increase in GNP is expected to have an impact on social and income inequalities.52 In 

this context, economic and social objectives are seen as complimentary to, if not the result of, 

increased GNP.53 In the policy front, policy makers as well as international organizations such as 

the World Bank and IMF were largely focused on the importance of growth and efficiency. 

Somehow the issues like income distribution and poverty alleviation were thought to be taken 

care of at a later date.54 Predominantly focusing on economic growth, different development 

strategies were adopted such as international aid in 1950s, public investment in 1970s to 

promotion of free market mechanisms in the 1980s. 

However, the conception that economic growth will generate socio-economic benefits and 

should thereby be taken as a synonym of development has faced scrutiny in recent years. 

Mainly, the criticism of economic growth as development emanates from the fact that although 

many developing countries have enjoyed high levels of economic growth, the living condition of 

the majority of the population has remained unchanged. This suggests that economic growth 

                                                             
48 The analysis made in this respect remains within the mainstream development discourse and does not 
draw on the critical literature. 
49 Michael P. Todaro and Stephen C. Smith, Economic Development, 11th ed. (Pearson, 2012). 
50 The post-World War II theories of development can be divided into these four categories (1) the linear 
stage theories, (2) theories of structural change, (3) dependency theory and (4) neo-classical or neo-
liberal theories. 
51 See Alina-Petronela Haller, “Concept of Economic Growth and Development: challenges of Crisis of 
Knowledge,” Economic Trans-disciplinary Cognition 15, (2012):1. 
52 Todaro and Smith (2012). 
53 Ibid. 
54  
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does not automatically lead to a reduction in poverty levels nor to a reduction in income 

inequalities. In fact, it leads to an increase in inequalities among the population. Hence, the 

economic growth approach to development has faced criticisms for its failure to bring many 

developing countries out of poverty.55 This raises a big question regarding economic growth as 

an end by itself. Therefore, there were attempts to include other elements to supplement 

economic growth. “Redistribution with growth” 56  and “basic need” approaches can be 

mentioned as major attempts to redefine economic growth. The redistribution with growth 

approach dealt with the redistribution of existing assets by investing in pro-poor policies such 

as poverty reduction. It tried to achieve this by redirecting attention towards “increasing the 

productivity of the small farmers and landless workers and making small-scale producers 

(mainly self-employed) in the informal urban sector more efficient.”57 Meanwhile, the basic 

need approach defined development from the perspective of the fulfillment of certain elements 

considered basic for living. These are adequate food, shelter and clothing (which are for private 

consumption) and essential services such as safe drinking water, sanitation, health and 

education. The basic need approach is more concerned with poverty minimization; hence, even 

though it supports productivity and raising income, it emphasizes the fact that this by itself is 

not sufficient.58 This kind of idea that economic growth indeed fails to capture the wide variety 

of human living conditions paved the way to conceptualize development as a multidimensional 

concept that goes beyond economic growth.59  

One such conception that has expanded the understanding of development from economic 

growth and expansion of real income is the “capability approach,” which is pioneered by 

Amartya Sen. The primary notion of the capability approach is that the achievement of a person 

(what he or she manages to do) is an important element of living, and the freedom to choose 

one’s way of living constitutes capability. Sen defines development as “a process of expanding 

the real freedoms that people enjoy.”60 The dual and intertwined role of the expansion of 

freedom as both “ends” and “means” of development is recognized under Sen’s conception of 

development. Hence, it argues that the focus of development analysis should be on people 

                                                             
55 Joyeeta Gupta, Nicky R. M. Pouw and Mirjam A. F. Ros- Tonen, “Towards an elaborated Theory of 
Inclusive Development,” European Journal of Development Research 27, (2015):541-559. 
56 See Hollis Chenery et al., Redistribution with Growth (Oxford: Oxford University Press, 1974). Here, the 
authors argue that as the economic growth approach is not bringing benefit to the poor, it should be 
complemented by redistribution objectives. Hence, they argue that policy making on development needs 
to include redistribution objectives. 
57 See Erik Thorbecke, “Multidimensional Poverty: Conceptual and Measurement Issues,” in The Many 
Dimensions of Poverty, ed. Nanak Kakwani and Jacques Silber. (Houndmills, UK: Palgrave Macmillan, 
2007), Part I. 
58Norman Hicks, “Growth vs. Basic Needs: Is There a Trade-off?” World Development 7 (1979): 985-994. 
59 See Sen, Development as Freedom, (Alfred A. Knopf, 1999) New York. 
60 See Sen, “Development as Capability Expansion: Human Development and International Development 
Strategy for the 1990s,” 1, (2003): 41-55. 
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rather than the economy, and evaluative weight should be given to what capability choices are 

made available to people rather than monetary value. In other words, what people can do 

within their capabilities should be a central idea of development.  

As Sen described, capability approach points out to “…development as a combination of distinct 

processes, rather than as the expansion of some apparently homogeneous magnitude such as 

real income or utility.”61 In describing the distinct processes of development, this approach 

views a person’s freedom to achieve various functioning combinations as one of its important 

elements and distances itself from traditional normative approaches of development that used 

different variables such as utility and income.  

Following the capability approach and based up on the Human Development Reports of the 

UNDP, a new set of development approach came into picture, the “human development 

approach.” The human development approach had recognized that the real wealth of a nation is 

its people and therefore, the goal of any development should relate to creating an enabling 

environment for the people to enjoy “long, healthy and creative lives.”62 In other words, the 

human development approach emphasizes that development should be geared towards creating 

capabilities and recognizes human beings as active participator as a means and end of 

development. This approach recognizes different aspects of development “whether economic 

growth or international trade, budget deficits or fiscal policy, saving or investment or 

technology, basic social services or safety nets for the poor”63 with reference to “widening of 

people’s choices.”64 

Hence, over the last decade, this approach has evolved in directions that pay more attention to 

political process, advocating equal rights for women and political and social reforms for 

democratic governance.65Theories that developed afterwards largely advocated to human 

centered approach that built up on pro- poor economic growth.  

Right based approach to development can be mentioned as one that is influenced by the shift in 

understanding of development more than economic growth. In this perspective, Peter Uvin 

argued that right based approach to development can be seen from two perspectives in its 

                                                             
61 Ibid: 54 
62 This refers to enlarged people’s option to lead a life style of their choice. 
63 Sabina Alkire & Severine Deneulin, “Introducing Human Development & Capability Approach,” in An 
introduction to the Human Development and Capability Approach: Freedom and Agency, ed. Deneulin & 
Shahani, (Earthscan Publishing,2009), 3. 
64 Sakiko Fukuda- Parr, “The Human Development Paradigm: Operationalizing Sen’s Idea on Capabilities” 
Feminist Economics, 9, (2003): 301-307. 
65 Daniel B. Magraw and Lisa D. Hawake, “Sustainable Development,” in The Oxford Handbook of 
International environmental Law, eds. Bodansky, Brunne & Hey, (Oxford University Press, 2008), 614-
638. 
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contribution to development. The first relates with its definition of the ‘problem’ which 

redefined ‘needs to rights’ and from ‘charities to duties’ creating accountability as right bearers 

and duty bearers. Second, relates with the fact that the process by which development aims are 

pursued should respect human rights. In this regard the approach dictates “any process of 

change that is being promoted through development assistance ought to be participatory, 

accountable and transparent”66 with equity and justice. Hence, the means to achieve the realistic 

integration between human rights and development activities relates with the creation of “both 

entitlements and the process of empowerment.”67 

Therefore, it can be argued that the rights based approach to development has incorporated the 

right to development and the human development approach and created accountability to 

international organizations, NGOs and governments towards the fulfillment of such rights or the 

least, the consideration of human rights in financing as well as undertaking development 

activities. If a right based approach, hence is about “empowering marginalized groups, 

challenging oppression and exclusion, and changing power relations, much of the this task lies 

outside the legal arena, falling squarely in the political realm”68 rendering its application 

difficult. However, it is important to note that there are areas where the convergence of the 

development activities and human rights can be detected, specifically on the “significance of 

governance in the process of change that emphasize socio- economic standards as part of the 

rights complex.”69 The concept of right by itself leads to empowerment which will have 

significant impact on policy making. For example, the rationale for poverty reduction does not 

merely emanate from moral obligations but also a legal obligation that recognizes that the poor 

have rights not only needs. The introduction of the legal obligation thus makes poverty 

reduction the primary goal of policy making both nationally and internationally. 

The other criticism emanates from an increased concern about the environmental consequences 

of economic growth. For a long time, there has been a concern that growing economic activities 

are harming the environment and hence negatively affecting human welfare at least for certain 
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people. Specifically, arguments have been put forth about overuse of the earth’s natural 

resources as well as the impacts of increased waste outputs on the environment. From another 

vantage point, environmental degradation by itself is seen as a factor that affects economic 

growth. The cost of environmental degradation is considered high, as it exposes human beings 

to polluted water and air, to a decrease in agriculture products and to natural disasters.70 The 

effect of such environmental degradation is prominent for developing countries, as they 

overwhelmingly rely on agriculture for their productivity and have limited capacity to respond 

appropriately to the effects of climate change. In the long run, there is concern about climate 

change that is caused by environmental degradation and its impact on growth. Accordingly, 

empirical studies have identified that climate change will have severe consequences on growth 

as it affects water quality, agricultural productivity, human health and affecting economic 

performance overall.71 

Therefore, as this analysis has taken shape, the conceptual framework of development has gone 

from being seen as a linear process of economic growth to a multidimensional concept 

encompassing different elements that are regarded as essential for human living conditions. The 

scope of development has thus effectively expanded from being only economic growth to 

including freedom or poverty reduction, sustainable development and inclusive growth. 

2.3 From Millennium Development Goals towards Sustainable Development Goals  

With the recognition that economic growth by itself is not sufficient to deal with multifaceted 

human development, international development actors started to add other parameters in their 

quest for development. Such efforts yielded what are considered as goals to eradicate poverty 

and bring about development, namely the MDGs, updated as the SDGs. The international 

consensus to adopt and fulfill the MDGs/SDGs demonstrates an important shift from the 

traditional concept and purpose of development towards a human-centered approach.72 Hence, 

these goals have shown that development is a multidimensional concept and cannot be 

explained only by income deprivation. As such, the MDGs and currently the SDGs posit a central 

idea that poverty should be eradicated.  
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With this understanding of poverty eradication as an important and multidimensional concept, 

the MDGs had set out different global targets. It has placed eradicating extreme poverty as one 

of the overreaching agendas, among others that aim to: achieve universal primary education; 

promote gender equality and empower women; reduce child mortality; improve maternal 

health; combat HIV/AIDS, malaria and other diseases; ensure environmental sustainability; and 

develop global partnerships for development.73 Hence, the MDGs, which were adopted by many 

international organizations as well as nation states, have brought a shift in the understanding of 

poverty. In this context, Sakiko Fukuda-Parr argues that the MDGs not only shifted the 

understanding of development but also the purpose of international cooperation for 

development towards “helping people or individuals out of dire poverty,”74 replacing the idea of 

“supporting countries that are historically disadvantaged in the global context.”75 She further 

argues that:  

“The MDGs have been a particularly powerful tool of communication, 

because it uses the power of numbers to simplify complex concepts like 

poverty, make concrete intangible aspirations like dignity and freedom, and 

abstract locally embedded challenges into universal objectives. Without 

such a tool, the normative shift in international development would not 

have happened.”76 

Although the MDGs were praised for simplifying the complex process of development, they are 

not free from criticism. The MDGs were criticized for not recognizing the linkage among the 

economic, social and environmental dimensions of sustainable development. They failed to 

establish that attaining some of the targets are pre requisite to progress in several of the other 

goals. It has been argued that neglecting the interconnectedness of different goals has resulted 

in fragmentation, gaps and incoherence in the MDGs framework.77 Moreover, the MDGs are 

criticized for leaving behind elements of participation, equality, and empowerment, which are 

essential to the human development and capabilities and other human-centered perspectives.78 

The replacement of MDGs by Sustainable Development Goals (SDGs) incorporated extended 

measurements that are included to address additional challenges of inclusiveness, equity, and 
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urbanization. Seventeen goals are presented in the SDGs, which are to be implemented from 

2015 to 2030.79 The SDGs consider the economic, social and environmental dimensions of 

sustainable development as intertwined and cutting across the entire agenda. For example, they 

aim to eliminate poverty in all its forms as the first goal. In doing so, they identify the 

importance of social protection and the need to ensure equality and increase environmental 

resilience, especially for vulnerable societies. In a similar manner, the goals are interlinked, as 

the fulfillment of one will have a significant impact on the other. For example, good health and 

well-being is interlinked with decent work and economic growth.80  

As can be seen from the goals, the SDGs take seriously the notion of sustainable development 

and encompass elements that deal with economic, social and environmental dimensions. 

Moreover, the integration and interrelation of the goals adopted under the SDGs shows that 

economic, social and environmental aspects of development are seen as interconnected and 

part of an integrated whole. Hence, the best way to deal with poverty reduction is by integrating 

sustainable development into development agenda. Within this framework and recognizing the 

need for global cooperation, investment is placed at the forefront as a means to support the 

goals. Hence, investigations on using FDI as one means to eradicate poverty have emerged 

among the areas of study in light of the global concern for poverty eradication (more discussion 

on this in section 2.4.2). 

However, SDGs are criticized for being too economic centered especially from ecological point of 

view. It has been argued that many of the underlying problems and solutions corresponding to 

the SDGs are prescribed in economic terms. The SDGS are also criticized for omitting issues of 

population dynamics and intergenerational equity as well as failure to take into account 

explicitly structural inequalities between or within countries.81 Recognizing the existence of the 

above gaps in the SDGs Lim, Jorgensen and Weborn stated that the effectiveness of the SDGs 

requires cross- scale and cross sectoral regulatory and institutional frameworks that embraces 

the complex interaction of components of sustainable development.82 

For many developing countries like Ethiopia that are integrating SDGs into their development 

planning, it shows that poverty eradication and sustainable development complement each 

other, and any planning needs to view development in a multi-faceted way. Thus, Ethiopia needs 

a clear definition of its vision of development that should include poverty reduction, 
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inclusiveness as well as empowerment. The country needs to understand sustainability and 

poverty reduction in an integrated manner, so that one is not sought at the expense of the other. 

Thus, it needs a clear plan for how to achieve all of this.   

2.4  Ethiopia’s Development Plans 

Ethiopia’s development planning is laid out in three basic five-year development plans that have 

been implemented since 2005. The first five-year development plan, the Plan for Accelerated 

and Sustained Development to End Poverty (PASDEP), was implemented from 2005-06 to 

2009-10. The PASDEP had a medium-term development perspective and was aimed at, at a 

minimum, achieving the MDGs. The main objectives of the PASDEP were illustrated as “ensuring 

accelerated, sustained and broad-based economic development as well as preparing the ground 

for the full achievement of Ethiopia’s MDG targets by 2015.” Hence, it could be argued that the 

inclusion of the MDGs into this plan shows that Ethiopia during the PASDEP period is aiming to 

incorporate economic, social and environmental goals.  

Accordingly, the PASDEP established eight pillars that form Ethiopia’s development strategies. 

These pillars, as can be seen from Table 2.1, covers the areas of capacity building, accelerating 

economic growth, infrastructural development, human resource development, creating 

employment opportunities, risk and volatility management and enhancing the potential of 

women.83 The PASDEP focused on the need to strengthen democratic institutions through 

training and public participation mechanisms as a vital component for its capacity building 

programs. In its strategy to push for accelerated growth, it placed agriculture at the center, with 

the private sector expected to play a leading role. Commercialization of agriculture and the 

involvement of private sectors, including FDI, were emphasized in the document. The 

government employed different elements for private sector development, including regularly 

reviewing and improving the environment for private investment and strengthening the 

complementary role of the state with greater domestic and foreign private participation. 

Furthermore, the plan included environmental objectives with clear targets and indicators. 

These environmental objectives are integrated and guided by the environmental policy of 

Ethiopia issued in 1997. The overall objective of the policy is to promote sustainable social and 

economic development through sound management and the use of natural, human made and 

cultural resources and the environment.84 Building on the policy, the PASDEP illustrates its 

objectives as: A) ensuring community-led environmental protection and sustainable use of 

environmental resources; B) rehabilitating the affected ecosystem; C) enhancing the capacity of 

                                                             
83 See MOFED, Ethiopia: Building on Progress: A Plan for Accelerated and Sustained Development to End 
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the ecosystem to deliver goods and services; D) removing the impacts of municipal waste; and 

E) preventing environmental pollution.85  

The above-mentioned concepts were also formulated in an integrated manner in the Five-Year 

Growth and Transformation Plan (GTP) for 2010/11 to 2014/15, which succeeded the PASDEP. 

The main development objectives of Ethiopia under the GTP consist of achieving sustained 

economic growth so as to eradicate poverty. Hence, it continued the PASDEP development goal 

of economic growth to address the issue of poverty. Although the GTP’s strategic pillars 

maintained agriculture as an engine of growth, the plan also recognized the role and importance 

of the industrial sector in the economy. It also gave the private sector a primary role in 

transforming the country towards industrialization. The plan has provided different targets 

including continuing rapid economic growth; expanding access to, and improving the quality of, 

social services; infrastructure development and meeting MDG Goals.86  

MDGs are therefore well incorporated in the national development context of the country. In 

line with the objective of poverty eradication and bringing about social development, the 

government of Ethiopia has recognized the importance of addressing the economic, social and 

environmental dimensions of the development process. Hence, these dimensions have been 

addressed in the GTP. However, the government maintains that its efforts towards poverty 

eradication are based on its objective of pursuing sustained, rapid and broad-based economic 

growth. In doing so, it has emphasized different economic and social strategic pillars, and it 

attempts to include how poverty eradication will be targeted within these strategies. For 

example, under the pillar of enhancing expansion and quality of infrastructure, it states that the 

goal of expanding economic infrastructure such as roads, power and water supply should be 

seen from the standpoint of sustaining pro-poor growth through job creation and promotion of 

industrial development, which will be vital for poverty eradication.  

Currently, the second phase of the GTP, called GTP II, is being implemented. The basis for GTP 

II’s formulation relates closely to the achievement of GTP I and the commitment to the SDGs, 

which have replaced the MDGs and are emphasized as an international development agenda to 

be achieved by 2030. GTP II mentions that it has given due consideration to the SDGs in 

formulating its national policies, but economic growth remains at the heart of the program. GTP 

II is focused on “ensuring rapid, sustainable and broad-based growth through enhancing 

productivity of agriculture and manufacturing, improving quality of production and stimulating 
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competition in the economy.”87 A closer look at GTP II shows that the government makes 

reference under its strategic pillars on economic growth to being inclusive and equitable. Unlike 

the first GTP, GTP II does not directly make a reference to poverty eradication; rather, it focuses 

on inclusive economic growth. Despite the changes in language, representing the changing 

language at the global level, inclusive growth places poverty eradication as one of the key goals 

of the development plan. As can be seen from the table below, the plan further includes social 

and environmental strategic pillars. In doing so, the plan has attempted to incorporate the SDGs 

in its strategic pillars. Though inadequately, the plan also attempts to inter-relate its strategic 

pillars recognizing the importance of one for the other. For example, in its strategy of 

accelerating human development and technological capacity building, it recognized the 

importance of providing quality healthcare services (SDGs 3) and increased water as well as 

sanitation services (SDGs 6) to build capable human resources in the country. Furthermore, in 

its strategy relating to building the capacity of the domestic construction industry, bridge 

critical infrastructure gaps, with a particular focus on ensuring the quality of infrastructure 

services through strengthening the implementation capacity of the construction sector, the plan 

mentions the inclusion and internalization of the infrastructure dimension of the SDGs.88  

Table 2.1: Development strategy in Ethiopia’s last three development plans 
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Development Plans Development Strategies 
 PASDEP 
 
 
 
 
 
 
 

 Building all-inclusive implementation capacity 
 Creating a balance between economic development and 

population growth 
 Unleashing the potential of Ethiopian women 
 Strengthening human resource development 
 Managing risk and volatility 
 Creating employment opportunities 

GTP I 

 

 

 

 Sustaining rapid and equitable economic growth 
 Maintaining agriculture as a major source of economic growth 
 Creating conditions for the industry to play a great role in the 

economy 
 Enhancing expansion and quality of infrastructural 

development 
 Enhancing expansion and quality of social development 
 Building capacity and deepening good governance 
 Promoting gender and youth employment and equality 
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Source: Consolidated from the PASDEP, GTP I and GTP II plans 

In general, as can be seen from the previous detailed analysis and the above table, Ethiopia’s 

development plans have emphasized the need for economic growth to achieve other goals, 

including poverty eradication. Hence, economic growth and poverty eradication have been 

interwoven in the plans. In line with this, the latest development plans have designed strategic 

pillars that will lead to economic growth and thereby eradication of poverty. To achieve these 

objectives of expanding employment and reducing poverty, the driving strategies to be 

undertaken are those related to development of the manufacturing industry, promotion of 

private investment, micro and small enterprise development, and natural resource conservation 

and development.89 As can be seen from both GTP I and GTP II, which mentioned the MDGs and 

SDGs respectively, was designed based on the conceptual shift of development towards the 

multidimensionality of poverty and poverty eradication rather than a sole focus on economic 

growth. In doing so, the plans recognized environment as one of cross cutting issues.90 

                                                             
89 GTP II, 113. 
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GTP II  Sustain the rapid, broad-based and equitable economic 
growth and development witnessed during the last decade;  

 Increase the productive capacity and efficiency to reach the 
economy’s production possibility frontier through 
concurrently improving quality, productivity and 
competitiveness of productive sectors (agriculture and 
manufacturing industries); 

 Speed up and catalyze transformation of the domestic private 
sector and render it a capable development force;  

 Build the capacity of the domestic construction industry, 
bridge critical infrastructure gaps, with a particular focus on 
ensuring the quality of infrastructure services through 
strengthening the implementation capacity of the 
construction sector; 

 Properly manage and administer the ongoing rapid 
urbanization to unlock its potential for sustaining growth and 
structural transformation of the economy;  

 Accelerate human development and technological capacity 
building and ensure its sustainability;  

 Establish democratic and developmental good governance 
through enhancing implementation capacity of the public 
sector and mobilization of public participation;  

 Promote women’s and youth’s empowerment, ensure their 
participation in the development process and enable them to 
equitably benefit from the outcomes of development;  

 Build a climate-resilient green economy.  
 



29 
 

Therefore, the question is what is the role of private investment, particularly that of FDI, in the 

Ethiopia’s development process? 

 

In pursuing development, the government recognizes the private sector, both domestic and 

foreign, as an engine towards industrialization with the government playing a regulatory role. 

This recognition of investment, specifically of foreign investment, in the development process is 

also emphasized under the country’s industrial development strategy. Hence, the role of 

investment in the development process is given due emphasis in the industrial strategies of the 

country. Thus, in industrial sector, development strategy focuses mainly on industries that are 

labor-intensive, have broad linkage with the rest of the economy, are export-oriented and 

import substituting and contribute to rapid technology transfer.91 Based on such a strategy, the 

plans as well as the industrial development strategy of Ethiopia have identified different sectors 

as priority sectors of development. These include the textile and garment industry, leather and 

leather products industry, metal and engineering industry, agro-processing industry and 

pharmaceutical industry.92 Furthermore, emphasizing the importance of foreign investment in 

the industrialization process, the plan illustrates different activities to be undertaken by the 

government including establishing FDI strategies for different sectors and the importance of FDI 

promotion activities.93 Although the strategy incorporate FDI as one means for development, as 

discussed in chapter four, the current development plan as well as sectoral policies falls short of 

recognizing the FDI-development nexus and establishing FDI strategies for different sectors.94 

2.5 FDI as a Means of Development 

2.4.1. Theoretical Overview of FDI 

Recent decades have been marked by an increased interest in both theoretical and empirical 

studies on FDI and what it constitutes for MNCs and host countries. So, what is FDI? What 

motivates MNCs to have foreign production, and what benefits does it bring to the host 

economies? This section attempts to provide an overview of these concepts in order to 

understand FDI and analyze it as a tool for development. 

Over the years, different theories have emerged to explain FDI. Unlike other traditional 

mechanisms of capital movement in different countries such as portfolio investment, loans or 

aid, theories recognized FDI as being relatively stable and bringing a wide range of benefits, as it 
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is controlled by the owners. Not only the capital but also the enterprises themselves are in the 

hands of the owners who are investing in it.95 Regardless of the differences in explaining FDI, all 

theories agree that firms move abroad to maximize their benefits. However, the most 

comprehensive theory of FDI was formulated by Dunning in his eclectic paradigm theory. 

Dunning uses three sets of paradigms to explain the foreign production of multinational 

companies (MNCs). The first relates to the “ownership”96 advantage of investing firms. “[T]he 

greater the comparative advantages of the investing firms relative to those of other firms, the 

more likely they will be able to engage in or increase their production.”97 The second relates to 

the “location”98 advantage of the host countries in terms of being attractive for MNCs. The third 

context relates to “internalization,”99 in which MNCs prefer foreign investment when there are 

greater net benefits of “internalizing cross-border intermediate product markets.”100 This can be 

done in various ways from the “buying and selling of goods and services through a variety of 

inter-firm non-equity agreements to the integration of intermediate product markets and an 

outright purchase of a foreign cooperation.” 101  This paradigm also recognizes that its 

parameters can differ in different company contexts and reflect the social economic 

characteristics of a host economy. Therefore, MNCs’ motivation to undertake FDI is believed to 

emanate from four basic economic determinants: market-seeking, resource-seeking, efficiency-

seeking and strategic asset-seeking FDI. 

In resource-seeking FDI, MNCs are motivated by the availability of natural resources such as oil 

and minerals. These companies are prompted to invest abroad to acquire particular and specific 

resources of a higher quality at a lower real cost than could be obtained in their home country, 

or those that do not exist in their home country.102 MNCs in such cases may seek physical 

resources, including primary products and manufacturing enterprises, supplies of cheap labor 

and organizational skills. This has remained a major source of FDI for many developing 

countries.103 

In market-seeking FDI, MNCs are attracted by the size and growth of host country markets or 

that of adjacent countries. Market-seeking investment may be undertaken to sustain or protect 

                                                             
95

 UNCTAD, Private Capital Flows: Foreign Direct Investment and Portfolio Investment (1999) at 
www.unctad.org 
96

 Dunning, “The Eclectic Paradigm as an Envelope for Economic and Business Theories of MNE Activity,” 
International Business Review 9, no. 2 (2000): 163-190. 
97

 Ibid. 
98

 Id. 
99

 Id. 
100 Id. 
101

 Id. 
102 Dunning and Lundan, Multinational Enterprises and the Global Economy. 
103 Peter Nunnenkamp, Foreign Direct Investment in Developing Countries: What Policy Makers Should Not 
Do and What Economists Don’t Know, Kieler Diskussionsbeitrage (2001). 



31 
 

existing markets, or to exploit or promote new markets. These investments have played a major 

role in the opening up of service industries.104 This kind of FDI is much more heavily attracted 

and strengthened within the context of regional integration; as such regional integration opens 

up wide market opportunities.  

Efficiency-seeking FDI is motivated by creating new sources of competitiveness for firms and by 

strengthening existing ones. The intention of the efficiency-seeking MNC is to take advantage of 

different factor endowments, cultures, cost differences between locations, institutional and 

infrastructure arrangements, demand patterns, economic policies and market structures, by 

concentrating production in limited locations to supply multiple markets.105 Countries wishing 

to attract this type of FDI need to facilitate their specialization in the production of specific 

products or services that can be used by MNCs for the further processing of goods. For example, 

countries like India have established ICT-centered cities to attract MNCs. Attracting this sort of 

FDI can strengthen domestic firms’ ability to produce such goods.106  

The motive for strategic asset-seeking is augmenting a firm’s global portfolio of physical assets 

and human competences, which they think will sustain or strengthen their ownership-specific 

advantages. This kind of FDI includes mergers and acquisitions that enable the MNC to have a 

wider presence in the global market.107 It is undertaken with the aim that in a merger or joint 

venture, the MNC will bring its technology and skills to the other organization. The benefits may 

include the opening up of new markets, the creation of R&D synergies or production economies, 

more buying market power, lower transaction costs and access to new organizational skills.108 

This can be used by the host country as a means of increasing their comparative advantage. 

As discussed above, the motives for MNCs to invest abroad emanate from different factors that 

maximize their benefits. These motives formulate the basis for the existence of FDI and its 

potential as a means for development. When analyzing FDI as a means for development, it is 

important to identify what FDI would bring to the host economies, be it purposefully or 

incidentally. In other words, why do countries seek and invite FDI to their economies? Although 

there are vast empirical studies investigating what FDI brings to the host economies, they are 

far from being conclusive. Theoretically, it has been argued that FDI positively contributes to 
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host economies as a means of development.109 The next section attempts to put in perspective 

the relationship of FDI with development from both theoretical and empirical standpoint.  

2.4.2. Current Orthodoxy of FDI and Development 

Most development studies that examined the role of FDI on development do so mainly by taking 

economic growth as the end objective of FDI. The theoretical base for relating FDI to economic 

growth emanates from the fact that FDI impacts economic growth through capital formation, 

technology transfer and employment opportunities and through other spillover effects which 

then can be used to achieve other development objectives. However, empirical investigations 

conducted by different researchers in this respect have reported mixed results. 

The earliest approaches to the relationship of FDI and economic growth took FDI to be a reliable 

source of capital through external financing. Ajayi stated that FDI, augmenting low domestic 

savings, will formulate capital, which in turn will be used to stimulate domestic investments.110 

Furthermore, Bosworth and Collins, in their study of different types of capital inflows such as 

FDI, portfolio investment and loans in 58 developing countries, found that the effect of FDI on 

domestic investment is stronger than other capital inflows.111  

FDI is also expected to enhance economic growth by providing much more than just capital. FDI 

offers access to internationally available technologies and management know-how. The host 

country is expected to benefit from exposure to new ideas, which include research and 

development, production processes, quality control procedures and marketing techniques 

known around the world.112 Romer has argued that as long as there is a technological gap 

between rich and poor countries, the need for technology transfer will arise and the best 

mechanism for this will be FDI.113 This view has also been reflected in the work of Cheng, Qiu 

and Tan. They argue that FDI serves as a bridge for technology transfer in the absence of 

imperfect competition in the product market, which results from a technological gap and the 

need to reduce it.114 In addition, FDI plays a great role in improving domestic labor skills and 

                                                             
109

 See, for example, studies that are conducted by UNCTAD, OECD on FDI and development. 
110 S. I. Ajayi, “FDI and Economic Development in Africa” ( Paper Presented at the ADB/AERC International 
Conference on Accelerating Africa's Development Five Years into the Twenty-first Century, Tunisia, 
2006). 
111 Borenszstein, Gregorio and Lee, “How does Foreign Direct Investment Affect Economic Growth?”115-
135. 
112 OECD, Foreign Direct Investment for Development: Maximizing Benefits, Minimizing Costs, 2002, 
OECD. 
113 Paul Romer, “Idea Gaps and Object Gaps in Economic Development,” Journal of Monetary Economics 32, 
no. 3. (1993):543-573. 
114 Qiu Cheng and Tan, “Technology Transfer, Foreign Direct Investment and International Trade” ( Paper 
presented at the Far Eastern Meeting of the Econometric Society 1999), at 
www.econometricssociety.org/meetings 

http://www.econometricssociety.org/meetings


33 
 

thereby improving human capital. Human capital may be enhanced further through training, 

education and on the job training. Cheng, Qiu and Tan suggested that MNCs tend to invest in 

human capital training more than their local counterparts do, tend to employ state-of-the art 

training materials and are familiar with what is needed in the global market.115 These 

improvements to domestic human capital will, in addition, have a knock-on effect on host 

country competitiveness, as these individuals will move to other (domestic) companies or start 

their own businesses. 

Yet, there are also studies arguing that FDI has a negative impact on economic growth. For 

example, Atken and Harrison, in their panel data study of Venezuelan firms, found that foreign 

investment negatively affects the productivity of domestically owned plants.116 Their research 

suggests that FDI may result in driving local competitors out of the market (crowding out), 

thereby increasing unemployment and inequality.117 Similarly, Moran argues that the dark side 

of FDI is that in imperfectly competitive international industries and host domestic markets, 

MNCs may lower domestic investment and savings by extracting rents and shipping off 

capital.118 Furthermore, the existence of stiff control of technologies, higher management 

functions and export channels prevents potential spillovers from occurring in practice.119 

The majority of the literature on FDI is, however, neither wholly negative nor wholly positive. 

Instead, these studies suggest that the positive or negative effect of FDI on the host country’s 

economy is dependent on certain key factors. These are, notably, sectoral composition and the 

host country’s economic conditions, such as its financial system, policies and legal frameworks. 

Sectorally, Alfaro evaluated the relationship of FDI and economic growth by examining different 

sectors, namely, primary, manufacturing and service sectors.120 This study suggests that the 

effect of FDI inflows on economic growth differs in different sectors. Accordingly, the study 

suggests that FDI inflows in the manufacturing sector have a positive effect, while in the service 

sector, that effect remains ambiguous. Khaliq and Nov also studied the impact of FDI on 

economic growth in Indonesia by employing different economic sectors and FDI inflow data for 

1997-2006. This study also found that the effect of FDI on economic growth varies across 
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sectors, with some sectors showing positive outcome while other sectors, such as the mining 

sector, showing a robust negative effect on economic growth.121  

However, other studies have concluded that the relationship between FDI and economic growth 

depends largely on the existence of economic and institutional preconditions. For example, 

Borensztein, De Grigorio and Lee, by using a cross-country regression framework and utilizing 

data on the FDI flows of 69 developing countries, suggested that where a host country had 

achieved a minimum threshold stock of human capital and absorptive capacity, FDI was an 

important vehicle for the transfer of technology and economic growth. Another study similarly 

suggests that the existence of a well-developed financial system, market competition and the 

host countries’ capacity to stimulate that competition are also important factors that affect the 

contribution of FDI to economic growth.122 

Generally, one can see that most studies on the impact of FDI on development focus on 

economic growth. Even then, the impact of FDI on economic growth, and hence indirectly on 

development, is not an automatic process that is guaranteed just by the arrival of MNCs. Rather, 

this relation is dependent on the economic and institutional capacity of the host country, as well 

as on the sectors targeted for investment.  

However, as discussed in the previous section, Ethiopia understands development not only from 

the perspective of economic growth but from broader objectives such as inclusive development, 

poverty reduction and with a nod to sustainability. Economic growth is thus understood as an 

important means to achieve inclusive development in a sustainable manner. Therefore, any 

analysis of FDI and development must be seen from these broader objectives of poverty 

eradication and sustainable development.  

Most studies conducted to study the relationship of FDI and poverty reduction argue that FDI 

could impact poverty in two ways: first, indirectly through enhancing economic growth, which 

will have a significant effect on poverty. The spillover effects of FDI through backward linkage 

with domestic suppliers and forward linkage with distributors directly enhances the capacity of 

domestic firms and increase competition. Other channels through which FDI is expected to 

contribute for poverty reduction by creating employment opportunities, human capital 

development and better wage conditions. However, the indirect channel through which FDI 

impacts poverty reduction are dependent on the type of FDI as well as the policy regime of host 

                                                             
121Abdul Khaliq and Ilan Noy, “Foreign Direct Investment and Economic Growth: Empirical Evidence from 
Sectoral Data in Indonesia,” Working Paper 200726 (2007) University of Hawaii. This study found that 
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countries that will redirect the benefits of inward FDI towards the poor. The policy regime likely 

need to address the type of FDI, infrastructure, human capital as well as the type of sectors 

towards which FDI inflows are attracted. In this respect te velde argues that for FDI to have a 

poverty reducing effect, “FDI needs to be attracted either to activities with clear trickle-down 

effects to the poorer segments of the population or to activities that are more directly relevant 

to the poorer segments,”123 

The empirical investigations conducted to analyze the direct impact of FDI on poverty 

eradication fall in the same vein as that of economic growth, i.e. there is no conclusive outcome. 

Hence, some studies have shown FDI to have a positive impact on poverty reduction, For 

example, Israel studied the impact of FDI on poverty reduction in Nigeria, using time series data 

between 1980 and 2009, and showed that FDI has had a positive impact on poverty reduction 

where poverty is measured by the head count poverty index.124 Similarly, Fowowe and Shuaibu, 

in their empirical investigation of the relationship between the flow of foreign direct investment 

(FDI) and poverty in a sample of 30 African countries, found that FDI had a positive impact on 

poverty reduction.125 Other studies have shown a negative relationship between FDI and 

poverty reduction. In their study of FDI, poverty reduction and environmental sustainability in 

Tunisia, Lazreg and Zouari concluded that FDI had a negative impact on poverty reduction. They 

measured poverty based on three perspectives: the GINI index, the poverty gap at $1.90/day 

and the poverty gap at $3.10/day and found that FDI had a negative impact on poverty 

reduction in these three measurements.126  

One could note that compared to studies on FDI and economic growth, there are not yet 

extensive studies on the direct relationship of FDI and poverty reduction that draw out the 

important factors in this relationship from a developing country perspective. Yet, from the 

studies cited above, it seems that it is not self-evident that FDI has a positive impact on poverty 

eradication.  

With respect to sustainable development127which has economic, social and ecological aspects at 

its core, investment is considered as one of the vital means for its attainment.128 In Rio in 1992, 
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the United Nations Conference on Environment and Development em-phasized the role of 

national states and international partnerships in achieving sustainable development. Agenda 21 

states that: 

Investment is critical to the ability of developing countries to achieve 

needed economic growth to improve the welfare of their populations and to 

meet their basic needs in a sustainable manner, all without deteriorating or 

depleting the resource base that underpins development. Sustainable 

development requires increased investment, for which domestic and 

external financial resources are needed. Foreign private investment and the 

return of flight capital, which depend on a healthy investment climate, are 

an important source of financial resources.129 

Hence, there is general recognition that investment plays an important role in enabling 

countries to achieve sustainable development. FDI, as part of international investment, is 

therefore considered to be an important factor that contributes to the sustainable development 

agenda of host countries.130 However, as discussed in the previous chapter, there is no 

conclusive agreement as to whether and how FDI will contribute to the development of the host 

states. This holds true and even becomes critical when development is considered not only as 

economic growth but also as sustainable development, encompassing a broader perspective. As 

a result, integrating the notion of sustainable development with that of investment regimes 

remains a challenge.131 The challenge, therefore, is “to ensure that the new international and 

domestic rules that are being developed to encourage investment … provide sufficient policy 

flexibility and incentives to encourage sustainability.”132 The ever increasing difficulty of 

bringing the policies and practices of sustainability in line with those of investment policies and 

laws has spurred different proposals for policy frameworks.133 The most comprehensive policy 

                                                                                                                                                                                              
concepts such as inclusive growth (which combines social aspects with the environment) as well as 
inclusive development (which focuses on social and ecological contexts.)  
128 See Perry Wallace, “International Investment Law and Arbitration, Sustainable Development, and 
Rio+20: Improving Corporate Institutional and State Governance,” Sustainable Development Law and 
Policy 12, no. 3 (2012): 22-28, 55-56. 
129 See Agenda 21, United Nations Conference on Environment and Development (1992), Rio Declaration, 
Forest Principles (United Nations, 1992), Section 2.23. 
130 Ibid. See also ESCAP, “Foreign Direct Investment and Sustainable Development in International 
Investment Governance,” Studies in Trade, Investment and Innovation 90 (2019), United Nations. 
131 Wallace, “International Investment Law and Arbitration.” 
132 Markus Gehring and Andrew Newcombe, “An Introduction to Sustainable Development in World 
Investment Law,” in Marie-Claire Cordonier Segger, Markus W. Gehring and Andrew Newcombe (eds), 
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tool to date comes from the UNCTAD’s Investment Policy Framework for Sustainable 

Development (IPFSD), which deals with the integration of sustainable development in national 

policy frameworks, as well as in international investment agreements, by providing core 

principles.134 These principles, as can be seen from the table below, cover areas that are taken as 

vital for investment policy making that aligns with the idea of sustainable development. 

Table-2.2. Core principles for investment policy making 

Policy coherence   

 

 

Public governance 

and institutions 

 

 

Dynamic policy 

making 

 

Balanced rights and 

obligations 

 

Right to regulate 

 

Investment policies should be grounded in a country’s overall 

development strategy. All policies that impact investment 

should be coherent and synergetic at both the national and 

international level. 

Investment policies should be developed involving all 

stakeholders and embedded in an institutional framework 

based on the rule of law that adheres to high standards of public 

governance and ensures predictable, efficient and transparent 

procedures for investors. 

Investment policies should be regularly reviewed for 

effectiveness and relevance and adapted to changing 

development dynamics. 

Investment policies should be balanced in setting out rights and 

obligations of States and investors in the interest of 

development for all. 

Each country has the sovereign right to establish entry and 

operational conditions for foreign investment, subject to 

international commitments, in the interest of the public good 

and to minimize potential negative effects. 

                                                                                                                                                                                              
economic, environmental, social and governance indicators.” See John Kline, “Guidance Paper on 
Evaluating Sustainable Foreign Direct Investment,” MCI Working Paper Series on Investment in the 
Millennum Cities, no. 12 (2012). 
134See UNCTAD, Investment Policy Making for Sustainable Development, United Nations, 2012. The 
document provides some 10 areas the core principles are focused on, which include policy coherence, 
policy governance and institutions, dynamic policy making, balanced rights and obligations, right to 
regulate, openness to investment, investment protection and treatment, investment promotion and 
facilitation, corporate governance and responsibility and international cooperation. The same core 
principles are reviewed in UNCTAD, Investment Policy Framework for Sustainable Development, United 
Nations, 2015. 
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Openness to 

investment 

Investment 

protection and 

treatment  

Investment 

promotion and 

facilitation 

Corporate 

governance and 

facilitation 

International 

cooperation 

 

In line with each country’s development strategy, investment 

policy should establish open, stable and predictable entry 

conditions for investment. 

Investment policies should provide adequate protection to 

established investors. The treatment of established investors 

should be non-discriminatory in nature. 

Policies for investment promotion and facilitation should be 

aligned with sustainable development goals and designed to 

minimize the risk of harmful competition for investment. 

Investment policies should promote and facilitate the adoption 

of and compliance with best international practices of corporate 

social responsibility and good corporate governance. 

The international community should cooperate to address 

shared investment for development policy challenges, 

particularly in least developed countries. 

Source: UNCTAD (2012) 

The core principles mainly deal with the policy framework that needs to be formulated by 

countries to make investment work for sustainable development. In doing so, the policy 

framework covers areas that influence the attraction of investment, absorption of benefits that 

accrue from these investments and also the role of international communities in making FDI 

work for sustainable development. 

With respect to investment attraction, the principles cover areas of investment promotion, 

facilitation, protection and treatment. Accordingly, they indicate the direction that investment 

attraction mechanisms should take when considering the development goals of host countries, 

at the same time ensuring that such investment is aligned with sustainable development. The 

principles further provide for the “right to regulate,” which has important implications for 

sustainable development. Host countries have the right to regulate not only the entry conditions 

of MNCs but also operational standards for the interest of the public good. This gives flexibility 

for host states to regulate investment projects towards their development objectives and 

minimize the negative effects that might emanate from FDI.  
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The principles also identify potential institutions that play a central role in the FDI-sustainable 

development area: host countries and the international community. Host countries through 

their governance and institutional structure are required to develop investment policies based 

on the rule of law that adheres to high standards of public governance and ensures predictable, 

efficient and transparent procedures for investors. In another context, host countries are 

expected to promote and facilitate corporate social responsibility programs. MNCs are expected 

to support sustainability of their investment projects. To do so, it emphasizes the role of 

international communities to support such efforts, especially for developing countries that lack 

resources and institutional capacity to implement such laws. Therefore, one can argue that 

these core principles require capacity both in human resource and institutional governance to 

develop an investment policy framework that is synergized with sustainable development. This 

will be challenging for developing countries that are recognized to have weak human resource 

development and institutional capacity. It seems that with the recognition of such challenges for 

developing countries the core principles seek international cooperation for these countries. 

These principles are thus provided as policy directions and guidelines to formulate good 

domestic investment policies.  

Thus, the formulation of good investment policies brings the idea of quality FDI in picture. 

Quality FDI refers to “investment that takes place within a policy framework that allows the FDI 

to make the largest possible contribution to broad-based inclusive and sustainable development 

within the host economy.”135 Quality FDI can be seen as FDI that contribute to employment 

creation, human resource development, technology transfer and enabling domestic firm’s 

competitiveness and meet the social and environmental responsibilities of the environment in 

which they operate in. Hence, quality FDI has a potential to touch upon the FDI- development 

nexus however the perspectives on development are viewed and framed by host countries. The 

FDI- development nexus requires proactive investment policy intervention to align the potential 

benefits that arise from FDI (spillovers), its attraction mechanisms and the development goals 

that host countries want to support through FDI.  

In general, it could be argued that achieving sustainable development in the context of FDI 

requires sustainability to inform some of the rules and regulations that govern investment. In 

doing so, host countries are required to work on maximizing the benefits of FDI by taking into 

consideration the likely contribution of FDI to the economic, social and environmental 

dimensions of development through quality FDI. However, it is also recognized that maximizing 

such benefits is not an automatic process; rather it is one that requires governance and 
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institutional quality to synergize FDI with development goals. In this respect, a study by 

Gallagher and Zarsky on FDI and sustainable development argues that FDI is by no means a 

miracle drug for achieving sustainable development. Instead, the existence of enabling domestic 

institutions is vital for achieving any development goals, be they economic growth, poverty 

eradication or sustainable development.136  

2.6  FDI for Developing Countries 

As can be inferred from previous discussions, the nexus between FDI and development is a 

complex one that is determined by institutional factors of the host countries as well as the type 

of FDI that is involved. Accordingly, the positive contribution of FDI to a country’s development  

goals depends heavily on the specific context of the host country. In addition to economic 

determinants, investment-friendly host country policies and regulations are taken as one of the 

elements for attracting FDI and maximizing the benefits from it. To this end, scholars repeatedly 

emphasize the need for a host country to have an efficient legal system and investment 

framework in promoting FDI.137 Alongside those that directly relate to investment such as 

investment promotion, incentives and investment protection, the broader host country 

institutional environment in which FDI operates is a major factor to consider. These 

institutional frameworks include rule of law, protection of property rights, bureaucratic 

conditions and basic market institutions. Since the institutional environments are captured 

within the national boundaries, host countries must establish good institutional structures to 

attract FDI.138 Institutions are taken as the rule of the game that influences the outcome of FDI in 

any development process.139 Therefore, the domestic institutions with which FDI interacts are 

vital to capture benefits from FDI. Focusing on the investment-related institutional framework 

that influences the mechanisms for making FDI work for development, this section attempts to 

illustrate what this framework means for developing countries. 

As discussed above, the role of institutional quality has been identified as an important 

intermediary factor for the FDI-development nexus. Bouchoucha and Benammou, by 

investigating the role of institutional quality in 41 African countries, argue that institutional 

quality such as governance practices of these African countries are significant in determining 
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the attractiveness of FDI.140 Similarly, Rodriguez-Pose and Cols state that the quality of 

governance plays an important role in the distribution of FDI in sub-Saharan Africa as well as in 

their capacity to attract FDI.141 

However, the institutional quality in most developing countries can be characterized as weak 

and inefficient. This means that for developing countries without such institutions, benefiting 

from FDI is not a likely process, or if it happens, it would take a very long time.  

In this context, Nunnenkamp states that: 

For FDI to help achieve the international development goals of reducing 

absolute poverty and raising average incomes, two conditions have to be 

met. First, developing countries need to be attractive to foreign investors. 

Second, the host country environment in which FDI operates must be 

conducive to favorable FDI effects with regard to overall investment, 

economic spillovers and income growth. To a certain extent, these two 

requirements involve similar policy challenges for developing countries. 

The driving forces of FDI include the development of local markets and 

institutions, an investment-friendly policy and administrative framework, 

as well as the availability of complementary factors of production.142 

Further, Nunnenkamp argues that since FDI is a heterogeneous phenomenon, further research 

should consider the interplay of host country conditions and the characteristics of industries in 

which FDI takes place.143 This approach was also proposed by Paz, as interpreted by Macias, 

Olive and Perez, who illustrated that the interaction of the economic and institutional features 

of host countries and the characteristics of MNCs are important in the FDI-development 

nexus.144 

Macias, Olive and Perez, in this perspective, argued that “factors defining the host country (both 

its economic structure and its institutional framework) combined with factors defining the 

investment project, can trigger economic, social and political mechanisms that ultimately have 

an impact on different development processes.”145 Further, these authors tried to provide an 

analytical framework by which the FDI-development nexus could be investigated by using the 

                                                             
140 N. Bouchoucha, S. Benammou, “Does Institutional Quality Matter Foreign Direct Investment? Evidence 
from African Countries,” J Knowl Econ 11, (2020), 390–404. 
141 A. Rodriguez-Pose and G. Cols, "The determinants of foreign direct investment in sub-Saharan Africa: 
what role for governance?" Regional Science Policy & Practice, 9 (2017), 63-81. 
142

Peter Nunnenkamp, To What Extent Can Foreign Direct Investment Help Achieve International 
Development Goals (Oxford: Blackwell Publishing Ltd, 2004): 673. 
143

 Ibid. 
144 See Macias, Olive and Perez, Opening the Black Box of FDI and Development. 
145 Ibid. Such mechanisms for example could be training, research and development and employment that 
ultimately impacts development. 



42 
 

structural change theory of development.146 Accordingly, they recognize that the “link between 

FDI and development is indirect and built across three main steps: factors, mechanisms and 

processes.” In their illustration, “factors” are the essential features of investment that include 

characteristics of MNCs and host countries.147 “Mechanisms” refer to a “typified sequence of 

events” that takes place due to the interaction of different factors. Hence, these mechanisms are 

expected to generate the last step, which is “processes.” “Processes” are the way FDI impacts 

development or, in some way, the way development is defined. Therefore, the conceptual 

framework to determine the nexus between FDI and development should be based on the 

causal relationship of factors from investment project and host country conditions as well as the 

relationship of these factors to development outcomes.148 In this causal relationship of FDI and 

development, mechanisms which may lead to development will arise from the interaction of 

factors. Even though Macias, Olive and Perez tried to provide an analytical framework that could 

potentially identify factors for some designated processes, they are keenly aware that this may 

depend on specific country situations. In this regard, they stated that the FDI-development 

nexus should be “framed and approached on the basis of the adequacy of the investment project 

to the economic, political and social goals defined by the country where the investment project 

is hosted.”149 Indeed, as can be seen from previous studies, making FDI work for development is 

dependent on so many factors, and the challenges posed are different for developing countries 

provided that the mechanisms and processes involved differ by country, given that a) different 

countries have development objectives, b) different countries have different institutional 

characteristics and c) different types of FDI affect development in different ways. This calls for 

country-specific analysis of the FDI-development nexus. Hence, the challenge for developing 

countries in making FDI work for development relates to reaching that level of institutional 
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quality that analyzes and creates synergy between development goals and the type of FDI that a 

country needs to achieve such goals. 

2.7 Conclusion 

Research on the FDI-development nexus has focused on two broad areas: how firms decide 

which country they want to invest in and how host countries can attract and maximize their 

benefits for their development. The large body of literature has tried to investigate the factors 

that determine whether FDI will work for development. The recent orthodoxy of the nexus 

shows that the broad interaction of host country characteristics both in terms of its economic 

structure as well as its institutional setup combined with the investment project and the 

development goal of the host country should be considered. Most studies on FDI and 

development are usually considered from the perspective of economic growth. However, there 

is a movement towards recognizing the fact that development goes far beyond economic growth 

towards a broad perspective of development such as inclusive growth and sustainable 

development. Hence, in this chapter, an attempt was made to conceptualize FDI within this 

broad perspective of development As such, FDI as a means of development has the potential to 

achieve different development objectives such as economic growth, poverty eradication and 

sustainable development, provided that certain preconditions are fulfilled. Accordingly, it has 

been argued that the casual relationship of FDI and development is not an automatic process; 

rather it is dependent on different factors within the host country mainly relating to capable 

domestic institutions. Over the years, Ethiopia, as one of the developing countries that are 

looking to benefit from FDI, has issued different development plans. The current development 

plan incorporates the inclusive growth concept and recognizes social and environmental 

strategic pillars. These strategic pillars thus have to inform the different polices rules and 

regulations that the country issues including with regard to FDI. Hence, it is important that the 

government of Ethiopia, in establishing FDI- development nexus, focus on its likely contribution 

to inclusive growth, social and environmental goals as set by its development plan. 

Some theorists on the FDI-development nexus argue that the studies of this nexus are highly 

contextualized to the specific country, as the processes and mechanisms of the FDI-development 

nexus and how FDI interacts with the development needs of a country differ. Furthermore, they 

argue that the challenges posed in making this relationship work are highly dependent on the 

economic and institutional conditions of the host states. Finally, based on the above analysis, 

this chapter argues that the FDI-development nexus, as well as its mechanism and processes, 

needs to be country-specific. For all these reasons, it is necessary to discuss and evaluate the 

economic and institutional conditions that are considered necessary to make FDI work for 
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development, especially in a developing country context. Hence, the next chapter deals with 

these concepts and sets the mechanisms and processes that can be used to evaluate Ethiopia’s 

understanding of the FDI- Development nexus.  
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Chapter Three: Mechanisms and Processes of the FDI-Development Nexus 

3.1  Introduction 

In the previous chapter an attempt was made to conceptualize “development” as well as identify 

the role that FDI could play in development discourse. Hence, it has been argued that FDI has  

the potential to affect a range of development processes, not only economic growth, as has 

mostly been envisioned. Further, it has been argued that even those studies that tried to 

investigate the role of FDI in economic growth did not agree on whether indeed FDI brings 

positive results to economic growth. However, I also argued that with the emergence of a broad 

definition of development that goes far beyond economic growth and encompass ideas like 

broad-based growth, poverty eradication and sustainable development, establishing the FDI-

development nexus would be challenging. In this light, it is stated in the previous chapter that 

FDI as a means of development should be investigated based on the understanding of 

development as enshrined within the specific country context. In this respect, it was argued that 

while FDI could indeed have a vital role to play in development discourse, the nexus between 

the two is not an automatic process. Rather, this nexus relies on various factors and mechanisms 

for its success. A number of studies have stated that a host country that seeks to use FDI in its 

development process is faced with two main tasks. The first one is that it needs to be able to 

attract it, and second, it needs to be able to benefit from it. They further argue that both these 

situations involve different processes and mechanisms. Accordingly, this chapter, by reviewing 

these studies, attempts to identify the factors and mechanisms that are important in making FDI 

work for development from a developing country’s perspective. In doing so, it largely focuses on 

mechanisms and processes that are covered by national and international investment legal 

frameworks.  

3.2 Attracting FDI for Development 

As discussed in Chapter Two, FDI offers unique advantages compared with other traditional 

development mechanisms that mainly involve financial transfers.150 These advantages, which 

are expected to be generated by MNCs, are the base for most developing countries in seeing FDI 

as an important means of their development efforts. Given the widely promoted role of FDI in 

development, there has been an intense race to attract foreign investment. With this view, 

developing countries are upgrading their FDI attraction efforts by employing different 

strategies, including liberalizing FDI policies and opening up sectors and industries.151 However, 

economic liberalization alone is not enough to attract FDI and ensure its sustained contribution 
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to development.152 Alongside economic liberalization, there are firm-specific and location-

specific factors that need to be considered in attracting FDI. In this context, Dunning in his 

Eclectic theory argues that location-related factors, which determine where MNCs want to 

invest, are important in analyzing FDI.153  Traditionally, this location-related advantage 

concentrated on the availability of natural resources or cheap labor. Although these factors are 

still taken as location-related advantages for developing countries, internationally the focus has 

changed in recent years towards the distinctive nature of the location in terms of its 

institutional capacity. Dunning, in this perspective, argues that:  

Contemporary economic events are suggesting that the nature and 
composition of a country or region’s comparative advantage, which has 
been traditionally based on its possession of a unique set of immobile 
natural resources and capabilities, is now more geared to its ability to offer 
a distinctive and non-imitable set of location bound created assets, 
including the presence of indigenous firms with which foreign MNEs might 
form alliances to complement their own core competencies.154 

Therefore, over the years, the location factors that determine the attraction of FDI have been 

expanding and have come to include host country economic and institutional situations that 

motivate foreign investments.155 The institutional framework of the host country, in its formal 

and informal context, as well as its macroeconomic condition underpins the development of any 

country and hence is recognized as affecting FDI role’s in development.  

Even though the scope of this thesis is much more related to the institutional determinants of 

FDI, particularly of formal institutions that relate to FDI, it also tries to raise some general 

points about host country economic determinants of FDI. The following table (Table 1) provides 

a comprehensive but not necessarily exhaustive list of determinants from host country 

perspectives. 
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Table 3.1: Host country determinants of FDI 
Host Country Determinants of FDI156 

General Policy 
Framework 

Policies Specific to FDI Economic Determinants by Type of 
Investment 

 Economic, political 
and social stability 

 Good governance 
(transparent and 
credible policies and 
their enforcement) 

 Policies on 
functioning and 
structure of markets 
(especially 
competition and 
M&A policies) 

 Private property 
protection 
(including IPR) 

 Industrial and 
regional policies; 
development of 
competitive clusters 

 Trade policy (tariffs 
and non-tariff 
barriers) and stable 
exchange rates 

 Bilateral international 
investment 
agreements  

 Investment incentives 
and performance 
requirements (pre- 
and post-entry) 

 Pre- and post-
investment services 
(e.g., one-stop 
shopping) 

 

a) Market-seeking investment 
 Market size and per capita income 
 Market growth 
 Country-specific consumer preferences 
 Structure of markets 
 Access to regional and global markets 
b) Resource-seeking investment 
 Land and building costs: rents and rates 
 Cost of raw materials, components, parts 
 Low-cost unskilled labor 
  Availability and cost of skilled labor 
c) Efficiency-seeking investment 
 Costs of resources and capabilities for 

productivity of labor inputs  
 Other input costs, e.g., transport and 

communication costs to, from and within 
host economy 

 Quality of market-facilitating institutions 
(d) Asset-seeking/asset-augmenting 
investment 
 Competition policy (including M&As) 
 Technological, managerial, relational and 

other created assets 
 Physical infrastructure (ports, roads, 

power, telecommunications) 
 Macro-innovatory, entrepreneurial and 

educational capacity 
 Environment 

Source: Dunning and Lundan (2008) 

3.2.1 Host Country Economic Determinants for Attracting FDI 

The attractiveness of a country as a destination of FDI has been argued to depend on the general 

development level of a country and its resources.157 As can be inferred from FDI theories, MNCs 

are looking for countries that offer the best and different types of facilities for the least cost.158 

As discussed in Chapter Two, MNCs’ motivation to undertake FDI emanates from four basic 

economic determinants: market-seeking, resource-seeking, efficiency-seeking FDI and strategic 

                                                             
156 Host country determinants relate to the economic and institutional environment that is considered are 
in the hands of host government. Therefore, Dunning and Lundan argued that “the recipient country must 
itself be prepared to offer the institutions and institutional support which the foreign firms need if they 
are to engage in that kind of production – and to do so in an effective and timely manner.” 
157 See Dunning, “The Eclectic Paradigm as an Envelope for Economic and Business Theories of MNE 
Activity.”  
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asset seeking.159 Hence, as can be inferred from Table 3.1, different factors like natural 

resources, the size and growth of markets and cost factors such as the availability of qualified 

labor and cheap labor costs are taken as important economic determinants for attracting FDI.160 

Traditionally, the availability of natural resources has been taken as one of the economic 

determinants for attracting FDI. In this regard, “investment took place when resource abundant 

countries either lacked the large amount of capital typically required for resource extraction or 

did not have technical skills needed to extract or sell raw materials to the rest of the world.”161 

Studies that empirically investigated the role of natural resources in attracting FDI in 

developing countries also found that there exists a positive relation between the existence of 

natural resources in the host country and FDI.162 However, natural resource endowments as a 

determinant factor for FDI attraction have shown a decline as a result of the creation of state-

owned enterprises in host countries for utilizing the natural resources, which renders much of 

the need for FDI moot.163 This decline is not only a result of state involvement in markets; it is 

also attributed to “the change in location-specific assets which MNEs perceive they need to add 

value to the competitive advantages they are exporting (via FDI)”164 to more knowledge-

intensive activities. Despite the decline as an FDI determinant, developing countries still heavily 

rely on their natural resources and use it as a determinant factor in attracting FDI.165 

Furthermore, the availability and size of markets has been recognized as an important factor in 

attracting and adding more FDI in the host economy. Markets are vital for MNCs that are looking 

to expand their presence in large domestic markets or adjacent markets. Hence, it has been 

stated that “from a host country perspective, the relevant economic determinants for attracting 

market-seeking FDI include market size, in absolute terms as well as in relation to the size and 

income of its population and market growth.”166 This connection is demonstrated in most of the 

empirical studies that have analyzed the role of market size in attracting FDI. In this perspective, 

Asiedu, in analyzing the role of markets in Africa, argues that countries that are endowed with 

natural resources or have large markets are in a better position to attract more FDI.167 
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Chakrabarti also argues that the empirical investigation of market size and FDI shows that there 

is a strong relation between market size of a host country and FDI, as measured by per capita 

GDP.168 Other than the domestic markets, MNCs are also attracted to markets that are created 

through preferential trade agreements or regional markets. For example, market access created 

through duty-free access to the European Union (EU) and U.S. markets through the African 

Growth and Opportunity Act (AGOA) is seen as vital by Ethiopian government in attracting 

MNCs in the textile sector in Ethiopia (See Chapter Five for more on this practice in Ethiopia).  

The other economic determinant for the attraction of FDI is the availability of labor. The 

importance of labor has been preached since early economic theories of growth and extends to 

the current analysis of its role as a determinant factor for attracting FDI. It has been argued that 

depending on the type or purpose of FDI, “labor market conditions including the cost of labor, 

degree of unionization, the unemployment rate and the availability of skilled and unskilled 

labors”169 is important in attracting MNCs. Here, it is vital to note that not only the availability of 

cheap labor but also the quality of the labor force is considered as a determinant factor, thus 

pointing to the need for human capital development in developing countries. 

Therefore, in the context of identifying the host country economic determinants, the motives of 

MNCs play a large role. This usually has to do with “spatially-related decisions, especially in 

respect of what and how much to produce, and to whom and where to sell end products…”170 

Thus, the economic determinants of FDI relate to three basic determinants: locational resources 

and assets, which include natural resources and the availability of labor and infrastructure; 

market factors, which concern the availability of domestic markets or markets created through 

regional agreements; and efficiency factors, which include the cost of raw materials and 

inputs.171 Hence, identifying these motives of MNCs is important when developing country 

governments make policy decisions to attract FDI. The importance of identifying the type of 

MNCs to attract can be seen from two perspectives. In the first instance, it will give developing 

country policy makers and regulatory institutions a chance to identify and strengthen their 

economic conditions based on the type of FDI they want to attract. Second, it will give the host 
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country a chance to design investment policy and legal frameworks that will best supplement 

the economic conditions for FDI attraction. 

3.2.2 Host Country Policy and Legal Framework for FDI Attraction 

As discussed above, in addition to the economic determinants, institutional factors constitute an 

important element of locational advantage for host countries to attract FDI. In his well-known 

definition of institutions, North states that institutions “are the rules of the game in a society, or, 

more formally, are the human devised constraints that shape human interaction.”172 These 

institutions, therefore, can be formal, informal and involve the enforcement characteristics of 

both. Formal institutions relate to rules that human beings devise (which includes laws and 

regulations), whereas informal institutions are conventions, codes of behavior or norms that 

govern human activities.173 The role that institutions play in establishing incentives for 

economic activity in general and for investment in particular has been emphasized since the 

1990s.174 The formal institutions (policies, laws, regulations) have been given particular 

attention as factors that influence not only how MNCs enter into host countries but also the 

decision about where to invest. In this context, Bevian et al. argue that “the specific features of 

formal institutions shape the influence faced by private business, and in consequence have been 

found to influence the extent of FDI….”175 Hence, Dunning and Lundan argue that in host country 

institutions and MNCs interactions, “it is the ability and willingness to adapt these institutions to 

the demands of globalization that is one of the critical determinants of the extent and content of 

MNE activity in these countries….”176 As emphasized by these studies, the regulatory framework 

of developing countries forms a key part of the location factor, as investors simply cannot enter 

into, and operate in a country if national laws prohibit or impede foreign investments.177 

Therefore, it is important for developing countries to identify which formal institutions will be 

vital for successful FDI attraction. 

The formal institutions that are identified both through theoretical and empirical investigations 

as important factors for FDI attraction include but are not limited to good governance, 

protection of property rights, enforcement of contracts, rules regarding entry and operations of 
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MNCs, bilateral and multilateral agreements on FDI, FDI promotion and FDI incentives.178 For 

the purpose of this study and based on Table 1, we can classify these factors as general policy 

frameworks that includes governance, property rights, trade-related policies and policies 

particular to FDI, such as investment laws on FDI promotion, FDI entry and exit, bilateral and 

multilateral investment agreements and FDI incentive regulations. Therefore, the focus of this 

research will be limited to studying those institutional frameworks that are specific to FDI. 

3.2.2.1 FDI Promotion 

FDI promotion is one of the mechanisms employed by developing countries in introducing their 

country as an investment destination. A report by UNCTAD suggests that developing countries 

indeed increased their effort to attract FDI by undertaking investment promotion measures.179 

Considering this wide attention given to investment promotion, this section looks into why FDI 

promotion is particularly important for developing countries as well as the challenges they face 

for effective use of these promotion activities. 

Investment promotion involves different activities that governments undertake to attract FDI. 

These promotion activities are mainly expected to fill the information gaps or correct 

perception gaps created by wrong information about the host country.180 Kyaw, in this context, 

argues that there needs to be investment promotion strategy that is geared towards image-

building and investment generating activities that target specific sectors and industries.181 

Harding and Javorick have identified four areas where FDI promotion is considered vital. These 

are national image-building, investment generation, investor servicing and policy advocacy.  

Image-building FDI promotion involves providing adequate information about the host country 

as an investment destination. It is recognized that potential investors face information 

asymmetry regarding what is classified as “low cost information or high cost information.”182 In 

this regard, it has been argued that for investors: 

some information regarding traditional location factors such as manpower, raw 
materials, market areas, and transport cost, can be acquired at zero (or very low) cost 
since extensive statistical data are available. In contrast, high-cost information is needed 
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to reduce uncertainty in the quality of available location factors, the workings of the 
local market in terms of consumer behavior, institutional framework, and so on.183  

Thus, the role of investment promotion becomes an important factor for developing countries 

that are affected by high information asymmetries.  

Investment generation relates to a targeting approach of investment promotion in which 

potential investors are identified. Hence, it “involves identifying potential investors who may be 

interested in establishing a presence in the country, developing a strategy to contact them and 

starting a dialogue with the purpose of having them commit to an investment project.”184 In this 

respect, the OECD states that: 

… proactive strategies based on sound analysis of the comparative 
advantages and market opportunities of a particular market or country, 
perhaps even taking into consideration the specific needs of different types 
of investors (e.g. market seeking, efficiency seeking and natural resource 
seeking) remains an important policy option, especially for countries that 
have particular advantages that the broader international investment 
community might not be aware of.185 

It could be argued that investment generation through a targeted approach is one of the areas 

developing countries could benefit from. However, using such a strategy will require developing 

countries to have financial, human and institutional capacity that could initiate investment 

generation activities and engage in matchmaking between the motives of FDI and the host 

country’s comparative advantage. The challenge for most developing countries, therefore, is not 

having these capacities to engage in investment generation activities.  

Side by side with investment generation, investment service facilitation can be used to attract 

FDI and reduce administrative hurdles. The type of administrative hurdles could relate to the 

time and cost required for general investment approval, approval of incentives, tax registration, 

company formation, work permits and business licenses. Measured on 10 different doing 

business parameters by the World Bank, low income countries including Ethiopia has ranked 

the lowest in ease of doing business, occupying 110-190th place. 186  Therefore, these 

administrative procedures can be a significant barrier to FDI inflows for developing countries. 

This is where investment service facilitation becomes vital. Investor servicing involves 

“assisting committed investors in analyzing business opportunities, obtaining permits and 
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approvals for establishing a business in the host country and maintaining business 

operations.”187 This may be achieved by establishing a one-stop investment promotion agency 

that assists with entry and operations of FDI and reduces administrative delays and associated 

costs. Policy advocacy is also the other aim of FDI promotion, which “encompasses initiatives 

aiming to improve the quality of the investment climate and identifying the views of private 

sector in this area.”188  

The importance of investment promotion activities for developing countries is also supported 

by empirical studies. Wells and Wint, in their study of the effect of Investment Promotion 

Agencies (IPAs) on FDI inflow in 50 countries, suggest that investment promotion has a 

significant effect on FDI per capita. Similarly, Harding and Javorick, in their study of investment 

promotion efforts in 124 countries, argue that investment promotion, by reducing information 

asymmetries and decreasing the burden of bureaucratic procedures, leads to higher FDI flows 

to developing counties. They further argue that investment promotion is an “inexpensive and 

effective option available to emerging country governments wishing to stimulate economic 

development.” Hence, based on this theoretical and empirical evidence, it could be argued that 

investment promotion can be used by developing countries to attract FDI. In light of this, it is 

important to investigate how investment promotion activities could be used to attract “quality 

FDI” that has the potential to impact the development efforts of developing countries. 

In the context of attracting FDI for development, therefore, investment promotion activities are 

considered vital, specifically in targeting MNCs that will enhance the broad development 

objectives of the host country, which might take in consideration the economic, social and 

environmental dimensions. Thus, Kline states that 

Target sectors for promoting sustainable FDI can be determined by 
matching the strongest national and regional areas of comparative 
advantage for FDI with corresponding priority development goals that FDI 
projects would advance. This process balances feasibility with desirability, 
based on the tradeoff between a country’s relative attractiveness for 
particular types of FDI and its preferred regional and local development 
objectives.189 

Therefore, countries need to adopt promotion strategies that conduct matchmaking between 

the country’s comparative advantage and the end policy objectives that they need to achieve 

through FDI. This could be done via their promotion agencies. IPAs, which usually are entrusted 
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with FDI promotion functions, need to address their countries’ development objectives in 

pursuing MNCs and designing mechanisms for FDI attraction.190 An IPA is expected to act as a 

catalyzer for the domestic economy, prompting it to provide infrastructure, skilled works, 

technicians and managers. In this respect, one could argue that the task of establishing capable 

IPAs that are likely to play a key role in advancing development objectives will be vital for 

developing countries. However, the effective use of investment promotion in most developing 

countries is constrained by a lack of capable human resources in the IPAs as well as a lack of 

governance structure in the institutions entrusted with this task. 

The effect of investment promotion on FDI inflows is found to be significant for countries with 

information asymmetries and those that are considered to be less developed.191 Thus, 

developing countries must strengthen their IPAs to attract FDI investments that assist in their 

quest for development. 

3.2.2.2 FDI Incentives 

As discussed under section 3.2.2 of this chapter, investment incentives are recognized as one of 

the formal institutions that are vital for FDI attraction. Many developing counties have used 

investment incentives as one mechanism to enhance the attractiveness of their countries to FDI. 

However, designing effective investment incentives that work best in attracting as well as 

shaping the impacts of FDI involves complex tasks. These tasks get even more complicated 

when one considers that ineffective investment incentives will incur costs to developing 

countries that otherwise would have been used to enhance their development objectives. Thus, 

by asking why and how investment incentives are used to attract FDI, this section investigates 

the challenges that developing country may face in effectively using investment incentives as an 

attraction mechanism as well as maximizing its benefit-inducing effect. 

Investment incentives are defined as “targeted measures designed to influence the size, location, 

impact, behavior or sector of an investment project – be it a new project or an expansion or 

relocation of an existing operation.”192 As can be inferred from this definition, investment 

incentives are grounded in the promotion of investment so as to influence how, how much and 

where investment projects are undertaken as well as to influence their likely impact. The 
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rationale for investment incentives can be seen from distribution- or allocation-related 

justifications or arguments.193  

Distribution-related arguments focus on the need for incentives to divert investment projects 

towards locations or regions within a country that are considered to be economically 

disadvantaged. This aims to influence MNCs in making location decisions within a country by 

providing different incentives so as to distribute the positive externalities of FDI (See Chapter 

Four for investment incentives employed for this purpose in Ethiopia).  

In allocation-related arguments, investment incentives are used with the aim of correcting 

market failures. These market failures could relate to too few market transactions due to 

information asymmetries, large gaps between social and private returns created as a result of 

spillover effects as well as host country policy considerations that are biased against MNCs. 

Referring to one such scenarios, Blomstorm and Kokko argue that “the most obvious distortions 

occur if rules and regulations are biased against foreign owners – in such cases, FDI incentives 

may well be needed to overcome the various obstacles faced by foreign investors.”194 Munongo, 

Akanbi and Robinson, taking tax incentives as the focus of their study, argue that most tax 

incentives in developing countries are “used to counterweight the effects of poor 

macroeconomics, poor infrastructure and a lack of effective institutions in developing nations, 

which increase the cost of doing business.”195 Hence, the use of investment incentives could be 

justified as compensation for high transaction costs that MNCs would face in case of market 

failures. 

Although the dominant arguments for investment incentives are tied to economic justifications 

that are intended to influence the location decision of FDI, Bellack and Leibrecht argue that that 

is not always the case. They argue that investment incentives could purely be designed for non-

economic related reasons such as political economy gains.196 Political economy gains like rent 

seeking behavior of interest groups or desire of decision makers to receive political income by 

maximizing private welfare shows that investment incentives may be used when there are no 

economic justification for it.197 The other non-economic related rationale would be the use of 

incentives to enhance some policy objectives that host countries wants to pursue such as 

                                                             
193 Christian Bellack and Markus Leibrecht, “The Use of Investment Incentives: The Case of R&D Related 
Incentives and International Investment Agreements” in Rethinking Investment Incentives: Trends and 
Policy Options, eds., Tavares-Lehman et al. (New York: Colombia University Press: 2016), Chapter 4. 
194

 Magnus Blomstrom and Ari Kokko, “The Economics of Foreign Direct Investment Incentives,” NBER 
Working Paper no. 9489 (2003). 
195

 Simon Munongo, Olusegun Ayo Akanbi, Zurika Robinson, “Do Tax Incentives Matter for Investment? A 
Literature Review,” Business and Economic Horizons 13, no. 2 (2017): 152-168. 
196

 Christian Bellack and Markus Leibrecht, “The Use of Investment Incentives.”  
197 Ibid. 



57 
 

environmental protection or social benefits. Such rationale for use of investment incentives thus 

focuses on attracting quality FDI that contributes to the achievement of certain policy 

orientations.198 

Whether the justification related to economic conditions or political economy gains, many 

developing countries are using different types of incentives and other concessionary measures 

to attract FDI. The type of incentives a country may employ could vary between fiscal or tax 

incentives, financial incentives, regulatory measures and other incentives, such as technical or 

business support incentives. Fiscal or tax incentives are designed by reducing the tax burdens of 

firms investing in specific sectors. This takes the form of forgoing fiscal revenue through some 

measures, including reduced tax rates on profits, tax holidays, accounting rules such as 

accelerated depreciation and loss carryforwards and reduced tariffs on imported equipment. 

The other types of incentives are financial incentives designed by providing financial options 

through grants, loans, subsidized training programs and reduced rates on the provision of land 

and public utilities for specific investments.199 The third type of investment incentives concern 

regulatory incentives. These are incentives provided through regulatory means that offer 

derogations from rules and regulations at the national or sub-national level. This might be 

connected to the enactment of investment agreements “…that can provide covered investors 

and investments substantive and procedural rights that go beyond what is available in the 

general domestic legal framework where the investment is made,”200 as well as double taxation 

avoidance agreements. Furthermore, business support services, which are usually covered by 

investment facilitation services and establishment of industrial parks, could also be seen as a 

form of investment incentives. 

The use of investment incentives by developing countries carries potential costs. Such costs 

mainly relate to direct payments (in case of financial incentives), decreased revenue (due to tax 

breaks or tax holidays) and administrative costs of managing incentive schemes. Naturally thus 

providing investment incentives as an FDI attraction mechanism involves a cost-benefit 

analysis; i.e., it is based on the premise that the rise in revenue and social benefit from increased 

investment will be greater than the revenue loss from investments that would have been made 
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anyway as well as the indirect cost incurred in providing these incentives.201 If countries are not 

successful in attracting FDI and maximizing their benefits, it means that they risk their potential 

capacity in public finances, reducing their ability to provide public services. For example, 

governments that provide financial grants as investment incentives are shifting funds towards 

FDI that would have been used to finance infrastructure, education or other public services. In 

addition to this risk of loss and uncompensated costs, many developing countries are following 

the road of providing investment incentives, which triggers competitions among them. These 

competitions have led countries to compete for FDI attraction by underbidding each other. This 

has resulted in what is known as a “race to the bottom” as countries compete to get the same 

investors by boldly providing incentives to attract FDI.202 

However, to what extent investment incentives help countries to be attractive as investment 

destinations remains controversial. Theoretical arguments such as the one suggested by 

UNCTAD show that investment incentives play only a secondary role in attracting FDI; i.e., 

investment incentives become an important vehicle only after countries have been screened on 

the basic determinants (which are mostly economic determinants).203 This suggestion that 

investment incentives are less crucial than host country economic determinants has also been 

endorsed by different researchers.204 In this respect, Chudnovsky and Lopez argue that if 

“fundamentals” (which are economic and institutional elements) are lacking, investment 

incentives will not attract a significant amount of FDI.205 Following the same line of argument, in 

their study of the use of R&D investment incentives, Bellack and Leibrecht conclude that host 

countries must “acquire and/or maintain the relevant threshold level of technological as well as 

infrastructure- and institution-related capabilities to be considered for MNEs’ R&D activities.”206  

Empirical research on the role of incentives in promoting the host country as an FDI destination 

is also far from conclusive. This is because, depending on the studies, some reported a positive 

effect of investment incentives as a mechanism to attract FDI (particularly of fiscal 

incentives)207, whereas others, like Wells and Allen in their study focused on Indonesia, 
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reported that FDI incentives, especially tax incentives, did not play any significant role in 

attracting FDI.208 In this respect, Stausholm, by analyzing data from 51 developing countries for 

the period of 1985-2014 on tax rates and tax holidays, argues that tax incentives are not an 

effective tool for developing countries, as their effect on FDI attraction is too small. This 

particularly holds true in situations where economic and institutional conditions209 of the host 

states are unattractive. Blomstorm and Kokko argue that even when developing countries are 

successful in attracting FDI mainly driven by fiscal and financial incentives, such investments 

are probably “footloose” FDI that has invested little capital in host states and can easily move. 

However, the above mentioned studies also argue that once the institutional and economic 

fundamentals reach a certain level, investment incentives can be used not only as an attraction 

mechanism but also as part of a broader development strategy.210 Thus, based on the above 

discussed theoretical and empirical studies, one could argue that achieving a certain threshold 

of “economical and institutional development” is a precondition for effective use of incentives as 

an FDI attraction mechanism. Although this threshold cannot be quantified, it refers to a 

situation where host countries attain enough economical and institutional development to 

internalize the benefits from FDI. 

The same preconditions are also needed to make use of investment incentives to achieve 

development objectives from FDI. In this perspective, Blomstorm and Kokko argue that:  

The use of investment incentives focusing exclusively on foreign firms … is 
generally not an efficient way to raise national welfare. The main reason is 
that the strongest theoretical motive for financial subsidies to inward FDI – 
spillovers of foreign technology and skills to local industry – is not an 
automatic consequence of foreign investment. The potential spillover 
benefits are realized only if local firms have the ability and motivation to 
invest in absorbing foreign technologies and skills. To motivate 
subsidization of foreign investment, it is therefore necessary, at the same 
time, to support learning and investment in local firms as well.211 

This argument provides two crucial points. First, it argues that providing investment incentives 

for inward FDI does not automatically achieve social welfare, thus signaling the need to consider 

other intermediary factors such as macroeconomic and institutional conditions. Second, it 
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shows the need to adopt incentive mechanisms to enhance local firms’ absorptive capacity as 

well, particularly in areas that encourage linkage and promotion of spillover effects. Therefore, 

for effective use of investment incentives, host countries, besides working on improving their 

economic and institutional settings, should also improve their absorptive capacity to benefit 

from the presence of FDI212 and integrate it into their development objectives. 

Thus, it is important to ask here how investment incentives could be used to attract FDI that 

feeds into the broader development strategy of host countries. In this regard, it could be argued 

that incentives need to be designed by assessing FDI projects in terms of their likely impact on 

the host country’s economic, social and environmental interests. This might be done through 

different types of incentives, which might include subsidies, fiscal and financial incentives that 

are given to MNCs to facilitate their contribution to the environment and social and economic 

objectives of the host country. For example, the recent Environmental Goods Agreement 

initiation, which is aimed at reducing tariffs on products that relate to access to environmental 

goods and services, such as wind turbines, water treatment filters and solar water heaters, can 

be seen as a good example in trade-related areas. Same analogy could be used in introducing 

incentives to attract sustainable FDI. In what Lim labels as the “policy objective-means fit”213 

approach, he argues that host countries may be successful in attaining economic externalities 

(spillovers) if they devise investment incentives that fit with the strategic aim of potential 

investors. Hence, recognizing the strong correlation between policy objectives and a particular 

incentive, host countries can maximize the achievement of their policy objectives by means of 

particular investment incentives.214 Thus, one could argue that incentives could be designed by 

assessing FDI projects in terms of their likely impact on the host country’s economic, social and 

environmental interests. However, it is also important to note that doing so requires a strong 

institutional framework equipped with knowledgeable civil servants that can correlate 

investment incentives with particular FDI objectives. For example, if a host country is seeking to 

advance economic development, then its FDI policy goals need to reflect that by selecting 

specific industrial sectors for such purposes and targeting FDI projects and then to maximize 

the result by supplementing it with incentives. This strengthens the above discussed idea that 

investment incentives play a role only after a certain level of institutional and economic 

development has been attained.  
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The idea that institutional and economic settings of the host states are not only the primary 

focus of MNCs in making location decision but also fundamental for the effectiveness of 

investment incentives suggests that investment incentives as a mechanism to attract FDI does 

not work in the same manner for developed and developing countries. As the macroeconomic 

conditions as well as institutions differ among these countries, the analysis of how investment 

incentives can be used should also be made in their specific context. One could argue that for 

developing countries, using investment incentives as a mechanism to successfully attract FDI 

poses so many challenges. The first challenge relates to what has been discussed above, i.e., “the 

need for certain level of economic and institutional settings.” Many developing countries have a 

poor level of macroeconomic performance as well as institutional settings. The improvements of 

such settings are the basic things that they want to enhance through FDI (Economic growth, 

social welfare). However, somehow these factors are also expected to be at “certain level of 

development” to make effective use of FDI incentives as a successful mechanism for attracting 

FDI.  

Moreover, developing countries are expected to make cost-benefit analyses of investment 

incentives by taking into consideration both the costs/ losses that the host country will incur 

due to incentives and the benefits that the country will receive from FDI projects. Doing so, as 

discussed above, requires capable institutions. Institutions, playing a moderator role between 

investment incentives, FDI projects and development objectives, are expected to have capable 

human resources as well as governance structure. Weak institutional structure is thus a 

constraint to making effective use of FDI incentives for developing countries. 

Overall, it could be argued that the role of incentives in attracting FDI is determined by the 

economic and institutional conditions of the host states. Investment incentives can by no means 

be used as a substitute for the macroeconomic or institutional settings of the host states, nor do 

they work effectively in poor economic and institutional structures. Effective use of investment 

incentives in attracting FDI in developing countries thus requires unilateral actions to improve 

the economic and institutional settings in which FDI operates and to target FDI that meets 

countries’ development objectives. 

3.2.2.3 Investment Protection 

In cross border investments, investors will likely face different risks, such as political risks, as 

they enter into an economy with which they are not familiar. Such risks become a major barrier 

for developing countries in their attempt to attract FDI. Hence, investment protection at the 

national and international level is seen as vital for attracting FDI, as it reduces or guarantees 
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against political risks. Building on an understanding of what political risk is and its dimensions, 

this section deals with why investment protection matters for developing countries.  

Political risks have been defined in different ways by different authors; however, there is a 

general understanding that it relates to any “government interference with the business 

operations”215 as well as political factors that interfere with the normal functioning of a 

business. Hence, the types of risks identified by researchers include expropriation, war, 

revolution, exchange controls, devaluation and other related factors. Therefore, the level of risks 

associated with government policy change as well as other conditions that affect a country’s 

political stability are vital in choosing the location of FDI. In this context, it has been argued that 

“government policies and laws are strictly linked to the political system of each country, and the 

risk of international investment depends above all on the political environment involved.”216 

Generally, political risks can be seen from three dimensions. The first dimension relates to 

nationalization and expropriation of foreign assets; the second to policy instability and arbitrary 

regulation in FDI related policies; and the third, to war and political violence. These risks are 

found to be a major barrier for FDI attraction in developing countries.  

Empirical studies evaluating the effect of political risks such as political instability and unstable 

FDI policy and legal framework have shown that countries with good rule of law, a stable 

investment legal framework and absence of internal conflict and ethnic tensions attract more 

FDI.217 In their study of political risks in various European countries, Benacek et al. argued that: 

With regard to political risk, the most frequent positive and significant 

relationship was between FDI and price stability, absence of price controls 

and low inflation (i.e. the “monetary freedom indicator”) and investment 

policies indicator. Though less frequent, the indicators of low regulation, 

low corruption, and effective public administration always had a positive 

sign. This indicates that countries with more transparent and efficient 

institutions tend to experience higher levels of FDI and prosperity.218 

Although one can argue that these risks exist everywhere, including developed countries, 

political risks are more prevalent in developing countries due to their weak institutional 

                                                             
215 José António Filipe et. al., “FDI Political Risks: The New International Context,” International Journal of 
Latest Trends in Finance & Economic Sciences 2, no. 2 (2012). 
216

 Ibid, 118. 
217 See Matthias Busse and Carsten Hefeker, “Political Risk, Institutions and Foreign Direct Investment,” 
HWWA Discussion Paper, no. 315 (2005). See also Hayakawa et al., “How Does Country Risk Matter for 
Foreign Direct Investment?” Institute of Economic Development (JETRO) (2011). 
218 Vladimir Benacek et al., “Political Risk, Institutions and Foreign Direct Investment: How Do They Relate 
in Various European Countries?” The World Economy (2014) doi: 10.1111/twec.12112. 



63 
 

framework and policy and political instability. This makes investment protection measures vital 

for developing countries in attracting FDI. 

Hence, developing countries need to provide a comprehensive investment protection 

framework that guarantees against any non-commercial risks such as expropriations and other 

incidents. Investment protection is most frequently covered by national or international legal 

frameworks. Nationally, investment protection could be guaranteed through different legal 

frameworks including constitutional protections and administrative laws. Investors are 

interested to know how investment protection is guaranteed in domestic legal frameworks of 

host states as part of the commitment of the host state to not intervene. Moreover, variables 

such as the establishment of rule of law, the existence of judicial independence and impartial 

courts as national institutional frameworks are considered important in investment 

protection.219 The challenge for developing countries in establishing national investment 

protection measures is not only providing the legal framework per se, but rather establishing 

international trust in its framework. Weak institutional frameworks such as a lack of impartial 

courts, weak regulatory bodies as well as weak domestic protection measures have resulted in 

the need to create international measures for investment protection. 

Internationally, investment protection could be covered through investment guarantees and 

bilateral investment treaties. One such framework established to facilitate the flow of 

investment by guaranteeing non-commercial risks is the Multilateral Investment Guarantee 

Agency (MIGA).220 Thus in addition to national protection measures, there is an international 

agency established to provide guarantees for such kinds of risks, providing investment 

protection options for developing countries that are vulnerable to political risks. Additionally, 

Bilateral Investment Treaties (BITs) are considered an important framework for attracting FDI, 

leading many developing countries to enter into these treaties. As a result of the importance 

given to BITs as an international instrument for investment attraction and thus development, it 

is important to look closely into this tool. Hence, the following section will analyze theories on 

BITs in the development discourse. 
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3.2.3  Bilateral Investment Treaties in the Context of Development 

The purpose in signing BITs from the perspective of developing countries is to attract FDI and 

thereby spur their development efforts. As discussed in the previous sections of this chapter, 

FDI is expected to provide host countries with a wide range of benefits, from direct effects to 

indirect effects also known as “spillovers.” Therefore, with this aim in mind, developing 

countries have entered into different BITs with developed countries. However, to what extent 

BITs have helped in attracting FDI and whether BITs by themselves are flexible enough to 

encompass the development efforts of the host country remains a topic of debate. 

 In the context of FDI attraction, it has been argued that BITs could serve as a mechanism for 

MNC attraction as a result of their effect in augmenting the weak institutional framework of the 

host countries that might otherwise scare investors.221 Therefore, BITs may impact the flow of 

FDI by improving the host country investment climate, including its FDI policy and institutions, 

and reducing the risks that an investor does not want to take, such as arbitrary expropriations. 

Furthermore, BITs are expected to increase investors’ confidence by providing a means for 

dispute settlements. UNCTAD argues that BITs may “contribute to more transparency, 

predictability and stability of investment framework of host countries, and may to some extent 

serve as a substitute for weak institutional quality in the host country concerning protection of 

property rights.”222 Hence, BITs may promote the host country as an investment destination and 

attract FDIs.  

However, the empirical studies undertaken to evaluate the effect of BITs on FDI flows are far 

from conclusive, reporting a mixed result.223 Some show that BITs do not have a significant 

effect on attracting FDI,224 while others show that there is a positive correlation between BITs 

and FDI inflows. A study conducted by UNCTAD examining 200 BITs before and after their 

conclusion found a weak correlation between BITs and FDI inflows.225 In the same way, other 

cross-sectional analysis has shown that a higher number of BITs does not bring higher FDI 

                                                             
221

 UNCTAD, The Role of International Investment Agreements in Attracting Foreign Direct Investment to 
Developing Countries, UNCTAD Series on International Investment Policies for Development (2009). 
222Ibid. 
223 The earlier studies such as Rashmi Banga, “Impact of Government Policies and Investment Agreements 
on FDI Inflows,” Indian Council for Research on International Economic Relations Working Paper, no. 116 
(2003); Jennifer Tobin and Susan Rose-Ackerman, “Foreign Direct Investment and the Business 
Environmental in Developing Countries: the Impact of Bilateral Investment Treaties,” William Davidson 
Institute Working Papers Series 587 (2003); and also the UNCTAD studies found little evidence of BITs 
influencing FDI flows, whereas the more recent studies of Jeswald Salacuse and Nicholas Sullivan, “Do 
BITs Really Work?: An Evaluation of Bilateral Investment Treaties and their Grand Bargain,” Harvard 
International Law Journal 46, no. 1 (2005) found a positive contribution of BITs towards FDI inflows. 
224Mary Hallward-Driemeier, “Do Bilateral Investment Treaties Attract FDI? Only a Bit… and It Might 
Bite,” World Bank Policy Research Working Paper Series 3121(2003). 
225 UNCTAD, Bilateral Investment Treaties in the Mid-1990s (United Nations, 1998). 



65 
 

flows. Hallward-Driemeier, who analyzed 20 years of BITs and FDI flows from OECD countries 

to developing countries, argued that there is little evidence that BITs have stimulated additional 

investment. Furthermore, she argued that in the countries with weak institutional frameworks, 

BITs have not acted as a substitute and thus not provided any additional benefits; rather, 

countries with a good standard of domestic institutions might benefit more by adding BITs.226 

In contrast, Neumayer and Spess, claiming the no significance effect was the result of samples 

being too small, reported that the effects of BITs on FDI inflows are positive. They argue that 

“developing countries that sign more BITs with developed countries receive more FDI 

inflows.”227 Gallagher and Birch, in their study of determinants of FDI to Latin America and the 

Caribbean, argue that the total number of BITs that a country signs has a positive effect on FDI 

inflows.228  

Even though there are contrasting views in empirical studies on the effect of BITs as factors that 

facilitate investment attraction, countries are still entering into the treaties, which strengthens 

their role as part of the institutional framework for FDI. Irrespective of the empirical evidence, 

BITs, particularly “old generation” BITs, have been criticized as one-sided treaties that diminish 

the capacity of host countries to regulate MNCs and therefore, leave no space for a country to 

pursue its development agenda or public policy agenda.229 It has been argued that as a result of 

the nature of BITs which are aimed at investor protection and hence, promotion of FDI, their 

“development” contribution can be considered as minimal, if any at all. Moreover, these BITs are 

not conducive to promoting development-inducing FDIs. In most BITs, “development” is only 

mentioned in its preamble as an objective by stating that the agreement is expected to stimulate 

the parties’ economic development. For example, US BITs make reference to economic 

development. However, apart from the general understanding that by attracting more FDI, BITs 

will help in “development,” the concept of the right to “development” is less recognized in BITs 

compared to its protection clauses.230 Furthermore, the provision of BITs that relates to national 

treatment if not accompanied by exceptions has been recognized as creating a constraint in 
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adopting policy measures by host states with a view toward their development. For example, 

South Africa’s Black Economic Empowerment programme (BEE) in Piero Foresti et al. v. South 

Africa231 shows the challenge that host countries may face in adopting development policy 

measures. 

The recent developments in the international investment agreements, however, have 

recognized the need to strike a balance between the protection and promotion of foreign direct 

investment and the “development” dimensions of the host countries.232 Hence, recognizing the 

need for a dynamic approach towards investment policy making in general, and BITs in 

particular, UNCTAD provided a comprehensive policy guide towards the need to integrate 

investment policies and sustainable development. In this context, UNCTAD identified challenges 

in BITs, which include strengthening the development dimension of the investment policy 

regime and ensuring sufficient policy space for host countries by balancing public and private 

interests.233 Faced with such challenges, both home and host countries need to function 

collectively to bring about a new dimension of BITs that works for both perspectives’ interests. 

This can be achieved by committing to create a balance between investor protection and 

development objectives of the host country and integrating the investment polices with the 

sustainable development goals. 

Furthermore it has been argued that in the recent trends in negotiating BITs or in preparing 

model BITs, states are recognizing the need to address sustainable development issues.234 In 

this regard, it is argued that investment treaties are showing significant change by including 

preambular language that puts sustainable development at the center of BITs.235 The change 

created with these inclusions could be argued from the context that preambles are an integral 

part of treaties and could serve to elucidate the object and purpose of the treaty for balanced 

interpretation. 236  Furthermore, general exception clauses can be used to address the 

developmental dimensions of host states. These clauses “…aim at reaffirming and preserving the 
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right of States to adopt measures necessary to protect environmental, health, safety, human and 

labour standards.”237 This gives host states a regulatory space for development purposes.  

Generally, one could argue that the current trend in preparing model BITs has moved towards 

the inclusion of the development dimension in contrast to the traditional practice of using BITs 

exclusively for investment protection. However, one may wonder if this could work in a 

developing countries context, as most are recipients of investment and have less bargaining 

power than developed countries.  

3.3 FDI and Capturing Spillovers 

3.3.1  Types of Spillovers 

The need to attract FDI is highly motivated by a strong belief that some of the firm-specific 

advantages possessed by MNCs will spill over to indigenous firms. This is also the main reason 

for the increased interest of developing countries in using FDI as one means for development. 

As discussed in Chapter Two, FDI has been seen as one means of development due to not only 

its effect on economic growth but also its contribution to the social and environmental 

conditions of the host states. These ambitions to benefit from FDI, therefore, have motivated 

many developing countries to turn towards attracting FDI and seeking to benefit from it. In the 

previous section, elements that are vital in attracting FDI for development have been discussed. 

Therefore, the questions to be addressed in this section are: What are the basic benefits that 

accrue from FDI? And what mechanisms are available for developing countries to benefit from 

the arrival of MNCs? 

MNCs are expected to bring two types of effects to the host country, direct and indirect. Direct 

effects of MNCs’ operations on the host economy include effects on the structure of trade and 

balance of payments, on technology transfer, on local market structure, on the level of 

employment and on human resource development.238 Indirect effects, meanwhile, relate to 

those “spillovers” that emanate from the presence of MNCs in the host economies, particularly 

for domestic firms and mostly relating to unintentional transfers of benefits, which might 

include product imitation, competition and skill transfer.239 Spillovers are those benefits that 

“leak” from MNCs as a result of their operation without being compensated for. Spillovers are 
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therefore considered to be the positive externalities that are made available to the host 

economy and domestic firms by the participation of MNCs in their economy.240  

Studies have identified several different types of spillovers: technological spillovers, human 

resource development and institutional development. According to Gorg and Greenway, there 

are four channels through which the host country can boost its productivity: imitation, skills 

acquisition, competition and enhanced export propensity.241 Through imitation, domestic 

industries may adopt new production methods and new management practices that increase 

their productivity. Furthermore, adoption of new technologies may increase competition and 

thereby expose local firms to a new export technology frontier. With the introduction and 

adoption of new knowledge and technologies, human capital will be improved through 

education and training.242 

Nguyen et al. have identified two levels at which benefits of FDI could be transferred into local 

economies. These are at the macro level, which takes into consideration national level factors, 

and the micro level, which is firm-specific. At the macro level, benefits could be transferred by 

technology through competition, imitation and linkage and by the labor force through training. 

This is the means through which the overall benefits of FDI affect the country’s development. At 

the micro level, domestic firms receive the benefits involving vertical and horizontal spillover 

effects, skill acquisition and labor turnover.243 This will enhance the productivity of domestic 

firms, leading to enhanced absorptive capacity.  

In general, spillovers, which are considered to be vital for the host economies, can be seen from 

three perspectives: increased productivity, technology transfer and human capital development. 

These are expected to be transferred through different channels, including linkage, 

demonstration effect and employee turnover. 

3.3.1.1 Technology Transfer  

The acquisition and employment of technology is widely viewed as critical to development 

efforts.244 The existence of technological capacity is seen as an important factor for the 

economic growth and welfare of a country. As discussed above, the global shift towards a 
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knowledge-based economy – in variation from the traditional view that concentrated on the 

resource endowments –has put technology at the forefront of development discussions. 

Technology is known to increase economic efficiencies through new and/or improved products 

or production processes. Hence, it can include not only the ‘‘hard’’ aspects of production, like the 

specifications of goods and the details of their manufacture, but other ‘‘soft’’ aspects of business 

processes, such as organizational, marketing and other managerial knowledge and skills. These 

technological capabilities, due to the costs and technical skills necessary, are found in the hands 

of developed countries and most commonly wielded by large MNCs.245 Therefore, most 

developing countries are interested in the process of adopting and adapting technologies from 

abroad, as their capabilities in terms of generating new technologies are low.246 This is why 

technology transfer is viewed as a crucial factor for building domestic technological capabilities 

for developing countries. 

The concept of technology transfer has been defined in so many literature sources. Rossener 

defines technology transfer as “the movement of know-how, technical knowledge or technology 

from one organizational setting to another.”247 Maskus also defines technology transfer as “a 

mechanism for the shifting of information across borders and its effective diffusion into 

recipient economies.”248 This kind of technology transfer occurs through different means. One of 

the ways in which technology transfer is facilitated is through FDI. Therefore, the involvement 

of MNCs in investment is a key tool to access and transfer advanced technologies in developing 

countries. In this respect, UNCTAD reports that the most benefit for developing countries in 

terms of FDI emanates from technological spillover. MNCs generally have more capacity to 

speed up their innovation process and adopt up-to-date technologies than local firms. These 

capacities result in technology transfer as one of the important spillovers.249 Therefore, it is 

important to evaluate factors that determine technology transfer from MNCs as well as to 

identify mechanisms that are available for developing countries to make use of it. 

The impact of MNC-related activities on the host country’s technological capability is not an 

automatic process. It depends on the willingness of MNCs to adopt their technologies in their 

production process and their policy and strategies that fund R&D efforts.250 Dunning and 
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Lundan argue that the willingness of MNCs to adopt their technologies in a different country 

context depends on three main factors. These are:  

 The availability of inputs and materials,  

 Size and characteristics of market served and 

 Differences in cross-border institutions and organizational methods.251 

The availability of inputs and materials in the host country shapes the type of technology as well 

as the adaptation process that is undertaken by MNCs. In any given scenario, MNCs work to 

minimize their production costs, leading them to adopt technology that will help them do so. For 

example, if the cost of labor is high, the technologies adopted by MNCs most probably would be 

labor saving. In a similar line of argument, if the host country’s demand standards are high and 

there is a sophisticated supply capability of raw materials and component parts, MNCs will 

pursue a production process that is more technology-intensive than it would have been in the 

absence of these conditions. Therefore one could argue that what developing countries can offer 

as inputs and materials for MNCs’ production likely determines the type of technologies that 

MNCs come up with. This in turn will critically impact the technological capability of these 

countries. 

The same is true for market structures as an influencing factor in the adoption and/or transfer 

of technologies. Consumer demand shapes not only the hardware technologies but also software 

technologies that MNCs adopt when entering into new markets. It is important to note that 

MNCs are constantly updating their technologies based on consumer demands. Thus, one could 

argue that the market structure of developing countries, in terms of its demand patterns, 

influences the type of technology that MNCs will be willing to adopt and its transfer. For 

example, mobile handsets that are developed for the Chinese market may not meet the needs of 

Ethiopian consumers. In this case, the demand of Ethiopian consumers shapes the adoption of 

technologies by MNCs. In Chapter Six, I discuss how demand patterns indeed force MNCs to 

adapt to consumers’ need in Ethiopia and how that affects technology transfer.  

Finally, Dunning and Lundan argue that the willingness and ability of MNCs to transfer soft 

technologies are affected by institutional and organizational differences. Due to their global 

nature, MNCs are expected to be exposed to different management methods and management 

practices that work best for their industries. The differences between these organizational and 

management practices of MNCs and those of developing countries create the opportunity for 

transfer of these practices to domestic industries. However, when these differences are wide, it 
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is often difficult to transfer their strategies across borders. It is argued that the willingness and 

ability of developing countries to adopt their corporate culture to the global market increase its 

competitive advantage and thus influence the transfer of these technologies. In other words, the 

working culture, institutional composition and managerial practices of domestic firms 

determine the success of technology transfer.  

The success of technology transfer, besides the above-mentioned factors that influence MNCs to 

come up with their technologies, also depends on the characteristics of developing countries to 

absorb such technologies. This mainly relates to domestic technological capability. One way in 

which the local firms could benefit through technology transfer is the wide spread of a new 

process or product innovation in the market. Hence, the technology transfer happens when 

potential local adopters “come in contact with existing users, e.g. MNC affiliates, information  

about the technology is diffused, the uncertainty regarding the pros and cons of the innovation 

is reduced, and the likelihood of imitation or adoption increases.”252 Here, it is important to note 

that there needs to be a general local condition or a local firm with the capacity to internalize 

technological spillovers from MNCs. However, as most developing countries lag behind in 

technological advancement,253 the challenge would be to have or to reach that level of 

absorptive capacity to internalize the effects. Besides the need for the host country to have that 

capacity, they are also expected to have general macroeconomic policies and institutional 

arrangements that motivate MNCs to engage in technological capability creation in host 

economies. The challenge for developing countries is not only technological advancement but 

also the lack of a governance structure that can effectively approach macroeconomic and 

institutional policies in a holistic manner. 

In such cases, developing countries will have two policy options to make successful use of 

technology transfer. The first one is to use a “targeted” approach in which specific type of 

investors are targeted. The targeted approach requires developing countries to have “close 

coordination of different macro-organizational strategies, so that they – and the institutions 

they give rise to – not only work together, but also address the specific needs of foreign 

investors.”254 In using a targeted approach, developing countries should prepare human 

resource strategies, location strategies such as clustering, infrastructures and institutional 

arrangements that could facilitate the coordination of these elements. Alternatively, another 

option would be to focus on building domestic technological capacity. In this situation, 

developing countries would likely face high costs in a short term as they work to upgrade their 
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human skills and innovatory capacity as well as communications infrastructure. However, doing 

so not only builds their technological capability but also attracts MNCs that see these factors as 

sine qua non for investing. 

3.3.1.2 Human Resource Development  

As discussed in Chapter Two, one of the direct benefits expected from the existence of MNCs in 

developing countries is employment creation. This direct employment creation will also yield 

indirect benefits of human resource development through training. MNCs that employ local 

workers in their organizations are expected to introduce their employees through training in 

their productions processes and technologies. Different types of training could be employed by 

MNCs affiliates, ranging “from on-the-job training to seminars and more formal schooling to 

overseas education, perhaps at the parent company, depending on the skills needed.”255 This 

will upgrade the skills of the domestic employees, which will enhance their capacity in the area 

that they are working and, hence, foster their innovatory capacity. Furthermore, it is expected 

that MNCs will have “a distinctive impact on the level and structure of employment training, 

wages and working conditions, labor recruitment, the work ethic and industrial relations,”256 

which will have an impact on the overall human development of the host country. These 

developed human resources could positively affect the domestic economy in two ways, through 

creating their own businesses and hence becoming entrepreneurs or through the employee 

turnover towards domestic firms. In this regard, it has been argued that “when employees from 

foreign firms take jobs in domestic firms, details about the foreign firm’s technologies and 

management practices can diffuse to domestic firms, creating positive spillover effects.”257 

Empirical research on the effect of FDI and human resource development show that the positive 

effect of FDI on human development depends on the availability of a capable labor force that can 

engage with MNCs and capable domestic industries that could benefit from these types of 

spillovers.258 For example, to use human capital development spillovers, there is a need to have 

adequate labor available to engage in MNCs through labor market regulations. Moreover, there 

is a need to have capable domestic firms that could internalize the labor turnover from MNCs. 

As the labor markets of most developing countries are imperfect and graded as a low skill level, 

it will be a challenge for them to make use of it. Furthermore, domestic firms in developing 

countries are not in a position to redirect skill and talents away from MNCs as they simply don’t 
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have the ownership advantage.259 Thus, the question is what can developing countries do to 

benefit from human resource development spillovers? 

It has been argued that developing countries could use their policy and legal framework to 

influence human resource development spillovers. This can be done in two different but 

mutually reinforcing ways. First, they need to understand their labor markets and identify the 

problems with it, then decide on an education and training program that can enhance their 

human capital development. These human resource development strategies should not be 

considered in isolation from the other economic strategies; rather, they need to be integrated. 

The end result of these strategies will be reaching domestic absorptive capacity that is sufficient 

for the countries to both attract foreign firms and to benefit fully from what they have to offer. 

Second, they need to adopt different policy measures that directly influence MNCs to engage in 

training their labor force once they arrived. These measures include providing incentives 

focused on training, arranging training facilities and creating linkages with the country’s general 

public policy of education and training. 

3.3.1.3 Increased Productivity 

One of the spillover benefits that are expected from FDI is its capacity to increase the 

productivity of local firms, hence significantly contributing to economic growth. This increased 

productivity within the host economy may be the result of increased technological spillovers, 

increased human capital development spillovers and managerial practices as well as production 

spillovers through opened supply chains. Hence, it could be argued that productivity spillover is 

the result of the combined effect of both technology transfer and human resource development 

as well as related effects. Such spillovers will reach the host economy in general and domestic 

firms in particular through different transmission channels. These channels are recognized to be 

increased competition, linkages, demonstration effect and labor turnover. 

A. Increased Competition  

The arrival of MNCs in the domestic economy may lead to increased competition with similar 

domestic businesses. This assumes the existence of competitive domestic businesses that will be 

able to function within the market in a manner similar to their MNC counterparts. According to 

Dunning and Lundan, this can happen from the viewpoint of “an industry’s innovatory capacity 

and from that of market structure.”260 Hence, the availability of capable indigenous firms being a 

determinant factor, the arrival of MNCs is “likely to stimulate innovatory capacity and 

encourage market structure in the host country conducive to the promotion of dynamic 
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comparative advantage.”261 In conformity with this view, Zhang et al. argue that the existence of 

MNCs will stimulate and oblige domestic industries to increase their productivity and therefore 

increase their competitiveness in their domestic markets.262 The other channel through which 

MNCs drive increased competition is through their effect on the suppliers. Domestic suppliers 

may compete with each other to supply the MNCs and domestic firms, which enhances the 

quality and reliability of inputs and, therefore, increases the comparative advantage of the host 

country.263 

However, some argue that sometimes MNCs might create crowd out local businesses that could 

not survive the competition created because of their lack of capacity.264 One situation in which 

crowding out occurs is when demand for the domestic businesses’ products declines in the 

market. The other situation is when the price of raw materials and inputs become high due to 

the demand by MNCs and becomes unaffordable for the domestic businesses. Therefore, it could 

be argued that increased competition might lead to productivity in a developing country when 

there are domestic businesses capable enough to survive the market changes that come with the 

involvement of MNCs. Otherwise, the result would be negative, as domestic investors would be 

driven out of the market. Empirical studies show that increased competition has resulted in a 

negative consequence in the short run, with one reason being the weak structure of domestic 

firms in developing countries.265 Hence, developing countries face the task of designing 

mechanisms that will increase the capacity of their domestic industries, thereby increasing their 

absorptive capacity. 

In this context, developing countries could use different measures to build domestic firms’ 

capacity to compete and to internalize FDI spillovers. This includes creating access to finance 

and establishing local learning and innovation infrastructure. By providing access to finance for 

credit constrained domestic firms, developing countries could increase their absorptive capacity 

through increased productivity and size. Moreover, the share of workers with basic and higher 

education, the interaction of education and training institutes with the private sector and the 

existence of R&D institutions all play a role in formulating local learning and innovation 

structures.266 The existence of infrastructure that supports the education and innovation 
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capacity thus becomes vital in increasing the capacity of domestic firms. Therefore, developing 

countries should work on augmenting their domestic industries so as to make them 

competitive.  

B. Demonstration Effects 

The demonstration spillover effect relates to the ability of local firms to observe and imitate the 

technological, managerial and strategical functions of MNCs. MNCs can be expected to employ 

state-of-the-art knowledge in their functions. Hence, local firms who have exposures to MNCs’ 

activities could imitate this knowledge and increase their productivity. In this regard, Spencer 

argues that “when the managers of a local firm gain exposure to basic aspects of an MNE’s 

product and service offerings, technologies, organizational practices and strategies, they may be 

able to improve their own firm’s productivity by imitating the MNE’s approach.”267 

However, Blomstrom and Kokko argued that since demonstration effect occurs unconsciously, it 

is difficult to measure whether the changes in the domestic firm’s production process are 

related to the existence of MNCs or not. They further argue that the close tie between 

demonstration effects and increased competition also hindered getting conclusive results with 

respect to empirical investigations.268 Even though investigating the demonstration effect has 

sometimes been difficult, some empirical studies investigating both competition and 

demonstration effects show that over time, they both have positive effects on the host country 

development.269 

Similar to the effect of increased competition, a positive contribution of the demonstration 

effect requires capable domestic firms that could able to imitate knowledge that spills from 

MNCs. Here, the challenge posed for developing countries would be the same as above, i.e., 

creating capable domestic firms. As can be inferred from the previous section’s discussion, 

developing countries should adopt different measures to increase the capacity of their domestic 

firms. 

C.  Linkage Effects 

Linkages refer to the relationships created between MNCs and local firms, which can be 

suppliers or customers. In this perspective, spillovers occur “when local firms benefit from the 

MNCs affiliate’s superior knowledge of product or process technologies or markets, without 
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incurring a cost that exhausts the whole gain from the improvements”270 Hence, MNCs may 

decide to engage with local firms in backward and forward linkages.  

In deciding to engage in backward linkages, MNCs may focus on two important points. These are 

to what extent it wants to make or purchase “raw materials, intermediate or finished products 

from outside suppliers rather than producing it”271 and where to buy such products: local 

markets or using imports. Backward linkages with local firms occur when MNCs decide to 

engage with local suppliers in terms of getting their products. In backward linkages, MNCs 

activities can be expected to generate spillovers through helping prospective suppliers to set up 

production facilities, providing technical assistance in upgrading the quality of supplies, 

providing training to help in management practices and support in the diversification of raw 

materials and other inputs. 272 

Meanwhile, forward linkage happens when MNCs use local firms to distribute their products or 

employ them in further secondary processing facilities or marketing outlets.273 These linkages 

may provide a wide range of spillovers to local firms, including information transfer about the 

product to distribution firms, technical and financial assistance to local firms and other 

managerial assistance.274 Through these linkages, spillovers are expected to enhance the 

capacity of domestic firms in terms of production and management and therefore increase their 

productivity, which ultimately contributes to the economic growth of the host country. 

As can be deduced from the above discussion, linkages happen when there is some kind of 

relationship between domestic businesses and foreign affiliates such as supplying raw materials 

or distributing MNCs’ products. However, creating such relationships is not an easy task. It 

requires an understanding of MNCs’ strategy in sourcing and marketing their products as well 

as the availability of dynamic domestic firms that fulfill the demands of MNCs. For most 

developing countries, due to a lack of governance structure, identifying the sourcing and 

marketing strategies of MNCs and deciding on the policy options is a very long process and 

sometimes nonexistent. However, for effective use of linkage as a mechanism to internalize 

spillovers, developing countries need to work on number of factors. Besides working on 

supporting domestic firms, developing countries in their attraction mechanisms needs to 

consider the potential of the creation of linkages and work to create them. This can be done by 

targeting investors that have a potential linkage strategy with domestic firms. For example, if 

developing countries identify that their domestic firms have the capacity to supply certain raw 
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materials, then the next step would be to target foreign investors that would likely use such raw 

materials in their production process. In addition, through their promotion agencies, developing 

countries have to provide assistance and information to promote partnerships with domestic 

firms at the entry phase of FDI.  

In general, the effects of MNCs might be positive for developing countries if they reach a certain 

level of capabilities to internalize those spillovers, in what is known by economists as 

“absorptive capacity.” In the next section, the concept of absorptive capacity and what it means 

for developing countries will be discussed.  

3.3.2 Absorptive Capacity 

As mentioned earlier, FDI in its nature carries some benefits that might relate to the firms’ 

ownership advantage and the spillovers that emanate from that. These spillovers, which are 

created by MNCs involvement in the domestic economy, are expected to contribute to the host 

countries’ development efforts. However, their contribution to development heavily relies on 

the ability of the host country to internalize externalities created by the arrival of MNCs. In this 

perspective, it is generally accepted that the internalization of the benefits, and hence their 

contribution to development, paradoxically depends on the level of development of the host 

country. Hence, it is argued that the host country needs to reach a certain level of development, 

which includes capable domestic firms, trained human capital, a certain level of financial and 

physical infrastructure, technology and R&D and related institutional developments, in order to 

be able to benefit from FDI.275 In other words, a host country needs to have adequate absorptive 

capacity to internalize, through channels of spillovers, the benefits from FDI for their 

development. 

Absorptive capacity is recognized as involving “diverse and complementary stages or 

dimensions: acquisition, assimilation, transformation, and exploitation. It requires a business to 

evaluate, assimilate, and apply knowledge transmitted from another.”276 In the context of FDI at 

the national level, absorptive capacity is needed in two circumstances: The first one relates to 

FDI attraction, which requires the availability of some economic and institutional development 
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of the host state.277 As discussed in an earlier part of this chapter, the attraction of FDI is 

dependent on the availability of economic and institutional development of the host states. 

Those, therefore, determine the absorptive capacity of countries at the attraction level. The 

second relates to the absorptive process that happens when MNCs start operation in the host 

states through what are known as channels of spillovers.278  

Even though absorptive capacity is mostly researched in terms of technology, there are other 

factors identified as being necessary for making FDI work for development. These factors are 

the existence of a minimum threshold of human capital and financial development as well as 

host countries’ institutional structures.279 

Narula and Marine argue that “human development plays a crucial role in the dissemination of 

knowledge from multinational enterprises to domestic economy.”280 Thus, host countries could 

benefit from MNCs by the direct employment opportunities created as well as technology 

diffusion that occurs with labor mobility or through increased innovative practice of those 

employees as a result of their exposure to new technologies.281 However, this requires a labor 

force that is capable of assimilating the knowledge, making the need for qualified human capital 

(through education and training) a sin qua non for the buildup of absorptive capacity and 

therefore development.  

Moreover, R&D factors, which concern a firm’s ability to exploit external knowledge; the 

availability of a developed financial system, which positively contributes to the process of 

technological diffusion associated with FDI; and well established FDI institutions, which 

determine whether or not policies and the administration framework are investment friendly, 

are vital in establishing absorptive capacity.282 Arguing that absorptive capacity pertains to a 

wide variety of policy contexts, Nguyen et al. called for improved “… financial and physical 

infrastructure as well as the institutional development to [enable] the absorption process to 

take place smoothly.”283 They further argue that the: 

…host government should have a promotion policy aimed at closing the 
technological gap between the home and host country. On the other hand, 
policies directed towards improvement of firm’s absorptive capacity and 
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competitiveness must be formulated and issued. The government should 
support firms in their R&D investments, in their efforts to increase their 
science and technology’s level (new technological process/equipment), and 
in training human capital. This process requires a large amount of capital 
and takes a long time to recoup the investments; therefore, firms really 
need financial support from the government in these fields.284 

Therefore, the host country government’s involvement by designing a policy framework that 

goes as far as providing direct financial assistance to domestic firms is considered an important 

factor in any investment process. So the question is: What does this mean for developing 

countries which do not have financial capacity, with low skilled labor markets and with weak 

institutional governance? In light of what has been discussed in this chapter, one could argue 

that for developing countries, making FDI work for their development is not feasible. Hence, the 

success of accruing benefits of FDI as discussed in Chapter Two and its processes and 

mechanisms, as discussed in this chapter, could not work with a one-size-fits-all approach. 

Rather, the need to reach a certain level of absorptive capacity requires developing countries to 

focus on their institutional governance, human resource development, education and R&D 

activities. This will enable them not only to benefit from FDI but also to be able to attract 

development inducing FDIs. 

3.4 Policy Framework for Capturing Spillovers 

As discussed in the above sections the host country government is expected to play a 

determinant role by initiating, encouraging and steering the MNCs towards contributing to a 

wide variety of development goals. Indeed, presuming that MNCs bring direct and indirect 

benefits to the host economy, their role is only partial; the other part is to be played by the host 

country’s policy framework. Thus, it is vital to understand how developing countries could use 

their policy framework to capture spillovers that emanate from MNCs. 

In this context, the host country policy framework is expected to have a dual role; in attracting 

the right kind of FDI, i.e., FDI that integrates with the development objectives of the host 

country, and in enhancing the absorptive capacity of the economy in general and domestic firms 

in particular. Thus, the policy framework needs to combine elements of investment promotion, 

regulation and transparent rules of entry and operation of foreign investors and regulation to 

minimize any risks associated with investment.285 Furthermore, investment policy needs to 

have coherence with a broad range of other policies such as trade, taxation, intellectual 

property, competition, labor market regulation, environmental policies and access to land. 
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According to Te Velde, successful FDI strategies are likely to follow an integrated approach, 

containing FDI policies relating to FDI attraction, FDI upgrading and MNC linkage promotion. 

The mix of policies depends on pre-existing conditions, the objective of the FDI strategy and the 

type of investment that fits into the strategy.286 

It could be argued that policy frameworks to capture the spillovers cannot be exclusive and 

isolated but rather should be considered in combination with a range of economic and 

institutional policy frameworks. For example, as discussed before, to use human capital 

development spillovers, there is a need to have adequate labor available to engage with MNCs 

through labor market regulations. Moreover, there is a need to have capable domestic firms that 

could internalize the labor turnover from MNCs. Developing country governments are thus 

faced with multitasking in preparing their policy framework for FDI. In this regard, a country 

that has identified its need for FDI as a catalyst for its development efforts is expected to 

undertake different policy measures to attract FDI extending from FDI promotion to 

liberalization.287 The policy framework for investments, on the one hand, needs to identify its 

objectives based on the development plans that the country is pursuing.288 The measures 

employed to attract FDI, therefore, need to be geared towards targeting FDIs that will promote 

these development dimensions that the country is targeting. These require integration of 

different laws including those on entry and exist of FDI, incentives and promotion with 

development goals that the developing country wants to achieve. Furthermore, BITs that a 

country enters into need to take in consideration and integrate with the overall development 

objectives of the host country.289 However, this policy framework for attracting FDI should be 

formulated hand in hand with a policy framework to capture spillovers. As has been mentioned 

in this chapter, capturing spillovers for developing countries are linked with the level of 

absorptive capacity that the country has reached. The policy framework to capture spillovers is 

the cumulative effect of macroeconomic policies that deal with education, finance, investment, 

infrastructure development and related institutional frameworks. Investment policy making is 

closely related to these macroeconomic policies as well as development plans. Generally, it 

could be argued that enhancing absorptive capacity to capture spillovers from FDI could only be 

achieved with recognition that the FDI-development nexus is contingent on combining 

mechanisms for FDI attraction and mechanisms for capturing spillovers. Moreover, there is a 

need to consider FDI in formulating other macroeconomic policies. This mandates developing 

countries to consider these mechanisms for FDI not in isolation but rather in an integrated 
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manner. The role of national policy and legal frameworks in making FDI work for development 

is then ensured when they can devise an overarching coherent strategy that does not look at 

these mechanisms separately but brings them together.  

3.5 Conclusion 

As discussed above, the success of the FDI-development nexus is determined by different 

mechanisms and processes that are identified from two perspectives: FDI attraction and the 

absorption of spillovers. Focusing on the legal frameworks for FDI attraction, this study 

identified investment promotion, investment service facilitation, investment incentives and 

investment protection as mechanisms that could play pivotal roles in attracting the “right” type 

of FDI. Furthermore, building the absorptive capacity of host countries is also considered 

important for the internalization of FDI spillovers. However, from a developing country context, 

the effective use of these mechanisms means dealing with multiple issues.  

As noted above, the effectiveness of FDI attraction mechanisms is not an automatic process but 

is rather conditioned on the achievement of a certain level of macroeconomic conditions and 

institutional structures. These factors include the availability of an institutional governance that 

identifies the cost of employing attraction mechanisms and the benefits derived from it; capable 

regulatory institutions that could perform matchmaking between FDI motives and host country 

comparative advantage as well as a threshold of macroeconomic development that could serve 

as a base for the success of attraction mechanisms.  

The same holds true when one considers FDI spillovers and their benefits to development. As 

discussed above, there needs to be a certain level of development in terms of technology, human 

resources and domestic industry for host countries to be able to benefit from FDI. This requires 

a well-functioning education and health system, financial system and developed domestic 

industry base with up-to-date technologies. This could be a barrier for developing countries, 

which are most frequently challenged by low levels of literacy, low labor productivity, a lack of 

an adequate domestic industrial base and weak institutional frameworks. For developing 

countries, fulfilling these conditions will be a tall order. Hence, one could argue that these 

mechanisms and processes for making FDI work for development could not be adopted in this 

form by developing countries, especially considering the different interests and needs of 

developing countries. Therefore one cannot approach the FDI-development nexus from a one-

size-fits-all perspective but should rather consider the characteristics and goals of developing 

countries. Based on these narratives, one could argue that FDI does not work in the same way 

for developed and developing countries. 
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Moreover, it has been argued that legal and policy measures as part of formal institutions play 

an important role to ensure the advantage of developing countries in using these mechanisms 

and processes. For example, governments could employ different legal and policy measures 

such as establishing incentives to minimize regional inequalities in terms of FDI distribution, 

designing special incentives to FDI projects that employ green technologies, enforcing the 

environmental protection laws of the host country, establish minimum wage for FDI companies, 

incentives for FDI companies that create large employment opportunities and for those engaged 

in R&D activities. 

Although developing countries face institutional governance challenges in doing so, it is 

important to adopt measures to mitigate the challenges and use these mechanisms to the 

advantage of developing countries. By taking Ethiopia as a case study, the next chapters 

evaluate how the FDI-development nexus is framed in a specific country context and identify the 

barriers that Ethiopia faces in trying to use FDI as a means to enhance its development efforts. 
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Chapter Four: FDI and Development Nexus in Ethiopia (Law on the Books) 

4.1 Introduction 

Developing countries, in pursuing FDI, envisage benefits that arise with the arrival of MNCs, 

including up-to-date technologies, human resource development, employment creation and 

other benefits, thereby bringing about “development.” However, reaping the fruits of FDI has 

not been an easy job for these countries. Hence, different theories have been developed to 

investigate and suggest the best possible solution to make FDI work for development, as 

discussed in the previous chapters. These theories show that FDI benefits are only likely to 

materialize when a country is able to identify what constitutes “development” in that specific 

country context and then design policies both to attract FDI and to capture spillovers that best 

fit with its development goals. In this context, this chapter tries to address whether and how 

these policy frameworks, as discussed in Chapter Two and Three, have been put into place in 

Ethiopia. 

Ethiopia is no exception to the developing country rush to benefit from FDI. Yet over the years, 

the country’s development plans have given different levels of emphasis to FDI. This chapter 

seeks to describe and analyze the Ethiopian investment legal framework in an attempt to 

identify the strategy that the country is following for attracting FDI and for integrating FDI with 

its development goals. Moreover, the policy framework to capture the benefits of FDI and 

whether such policy promotes the development plans of the country are also examined. 

 

4.2 Legal Framework of FDI in Ethiopia 

4.2.1 General Rules on Investment 

i. Investment objectives 

The role of investment, particularly of FDI, in “development,” however debatable it is, has 

served as a basis for the formulation of investment policies and legal frameworks in many 

countries. To the same end, Ethiopia has been formulating and modifying its investment legal 

framework in recent decades. Currently in Ethiopia, there is no separate policy instrument that 

governs FDI, and the present regulatory regime governing FDI is part of national investment 

law. This Ethiopian investment legal framework has been amended several times over the past 

years in an attempt to liberalize different economic sectors and promote the inflow of foreign 

investment. The current investment legal framework, Investment Proclamation no. 769/2012290 

                                                             
290 It is important to know that on April, 2020 Ethiopia issued a new investment proclamation1180/2020. 
However, the arguments and gaps identified here remains the same. 
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(hereafter referred to as the “investment proclamation”), provides the overall rules governing 

both domestic and foreign investment. What Ethiopia wants to achieve in promoting investment 

can be found when reading the preamble of the proclamation in conjunction with Article 5 of 

the same proclamation. Accordingly, the expansion and promotion of investment in Ethiopia is 

“… necessary so as to strengthen the domestic production capacity and thereby accelerate the 

economic development of the country and improve the living standard of its people.”291 The 

preamble further states that investment is necessary to increase the inflow of capital, to speed 

up the transfer of technology into the country, and to enhance and promote equitable 

distribution of investment among regions. It also emphasizes the need to establish industrial 

development zones to create enabling and competitive conditions to inter-relate manufacturing 

sectors based on value creation as well as to attract and expand investment.292 These objectives 

are echoed by Article 5 of the proclamation, which reads as follows: 

The investment objectives of the Federal Democratic Republic of Ethiopia 
are designed to improve the living standards of the peoples of Ethiopia 
through the realization of sustainable economic and social development, the 
particulars of which are the following:  

- to accelerate the country’s economic development;  
- to exploit and develop the immense natural resources of the country;  
- to develop the domestic market through the growth of production, 

productivity and services; 
- to increase foreign exchange earnings by encouraging expansion in 

volume, variety and quality of the country’s export products and 
services as well as to save foreign exchange through production of 
import substituting products locally;  

- to encourage balanced development and integrated economic activity 
among the regions and to strengthen the inter-sectoral linkages of the 
economy;  

- to enhance the role of the private sector in the acceleration of the 
country’s economic development; 

- to enable foreign investment to play its role in the country’s economic 
development;  

- to create ample employment opportunities for Ethiopians and to 
advance the transfer of technology required for the development of the 
country.293  

Hence, the investment activities in Ethiopia are informed by two related pillars: “economic and 

social development” and “improving the living standards of the people.” The close reading of 

these objectives seems to assume that the living standard of the people will be improved 

through the economic and social development of the country. However, Article 4, in illustrating 

                                                             
291 Investment Proclamation no. 769/2012, Preamble. 
292 Ibid. 
293 Id., Article 5. 
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the specific objectives, falls short of mentioning the social development objectives, with the 

exception of mentioning “creating employment opportunities.” Therefore, more emphasis is 

given to the economic development objectives of investment in the proclamation.  

As discussed in Chapter Two, the Ethiopian constitution provides for the consideration of 

sustainable development in issuing the policies and laws of the country. However, upon 

analyzing the investment objectives alongside the development plans of the country vis a vis the 

constitution, one may argue that the investment objectives of the country do not sufficiently 

address the social and environmental dimensions of sustainable development. With the 

exception of briefly mentioning the duty to observe the laws of the country including the 

environmental protection under Article 38 of the investment proclamation, the environmental 

dimension of sustainable development is not covered under the investment objectives.294 Hence, 

it seems that this part is left to be addressed by other laws of the country. It is also important to 

note that nowhere in the Ethiopian investment law has “sustainable development” been taken 

as an objective to be addressed through investment. Thus, it could be argued that the Ethiopian 

investment objectives fall short of addressing sustainable development and hence are focused 

on promoting the economic development of the country and thereby improving the living 

standards of the people at least in an economic sense. This therefore calls into question the 

integration of the investment objectives with the overall development plans of the country. 

Furthermore, the law assumes the existence of “immense natural resources,” the exploitation 

and development of which is taken as one of the objectives of investment. This tends to focus on 

attracting investments that are resource seeking and are willing to exploit and develop the 

natural resources of the country. In this context, therefore, the law signals that one type of FDI 

that is identified by the investment objectives is resource-seeking FDI.  

ii. Economic Sectors Open for FDI 

As stated above, the Ethiopian investment law has been amended several times with the 

objective of opening up more sectors to investors and reducing the areas of investment that are 

exclusively reserved for the government.295 Hence, in the current legal framework foreign 

investors are encouraged to invest in all economic sectors except those currently reserved for 

domestic private and state investment, with the domestic private investor category including 

                                                             
294 Article 38 of the investment proclamation reads as follows, “Any investor shall have the obligation to 
observe the laws of the country in carrying out his investment activities. In particular, he shall give due 
regard to environmental protection.” This is the only place where environmental protection is provided 
under the investment law.  
295 The investment law has been amended several times, including as recently as 2014. Since 2000, the 
investment law has been amended or replaced four to five times. 
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foreign nationals who are permanent residents in Ethiopia. It is important to note that the 

frequent amendment of these investment legal frameworks has decreased the relative stability 

and predictability of the investment law. However, these amendments are initiated as a result of 

the perceived need to open more sectors and other necessary measures to improve the 

investment climate, thereby increasing the inflow of FDI to the country. Accordingly, compared 

to the previous laws, the current legal framework opens more sectors to involvement by foreign 

nationals. The list of areas reserved for domestic investors is regulated by Investment 

Incentives and Investment Areas Reserved for Domestic Investors, Council of Ministers 

Regulation no. 270/2012 and its Amendment Regulation no. 312/2014.296 Except those 

mentioned in the regulation, other economic sectors are open to both domestic and foreign 

investors. 

Table 4.1: Economic sectors reserved for domestic investors and government 

Investment Areas Reserved for Domestic Investors 

The following areas of investment are exclusively reserved for Ethiopian nationals: 

A) Banking, insurance and micro-credit and saving services; 

B) Packaging, forwarding and shipping services; 

C) Broadcasting services; 

D) Mass media services; 

E) Attorney and legal consultancy services 

F) Preparation of indigenous traditional medicines; 

G) Advertisement, promotion and translation works; 

H) Air transport services using aircraft with a seating capacity up to 50 passengers. 

 

Investment Areas Exclusively Reserved for the Government 

1. The following areas of investment shall exclusively be reserved for the government:  

A) Transmission and distribution of electrical energy through the integrated national grid 

system;  

B)  Postal services with the exception of courier services;  

C) Air transport services using aircraft with a seating capacity of more than 50 passengers.  

2. Investors shall be allowed to invest in the following areas only jointly with the government:  

       A)   Manufacturing of weapons and ammunition;  

                                                             
296 See Investment Proclamation no. 769/2012, Articles 6-9 and Investment Regulation no. 270/2012, 
Article 3. 
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       B)   Telecom services.  

Source: Ethiopian Investment Proclamation no. 769/2012, Investment Regulation no. 270/2012 

Hence, the law tries to adopt the “positive list” approach297 by mentioning the areas reserved for 

the domestic investors and the state rather than providing areas that exclude foreign investors. 

In this context, one can argue that the reservation of these sectors to domestic investment 

emanates from the policy of encouraging investment by domestic investors who otherwise may 

not enter or survive in the economy. In Investment (Amendment) Proclamation no. 849/2014, 

the law further gives the investment board298 the power to authorize the opening to foreign 

investors of investment areas that otherwise are exclusively reserved for domestic investors 

when the board deems it necessary. This gives the board the power to decide when it is 

necessary, and the law does not provide for how this discretion is to be managed.299 That means 

the law provides flexibility in determining whether sectors can be opened for investors without 

defining the circumstances through which the board could exercise such powers. 

iii. Forms of Investment and Capital Requirement for Foreign Investors 

In Ethiopia, FDI can be carried out in the form of a sole proprietorship, a business organization 

incorporated in Ethiopia or abroad, a public enterprise established in accordance with the 

relevant law or a cooperative society formed in accordance with the law.300 Any investor who is 

looking to invest in the form of a sole proprietorship is required to be registered in accordance 

with the commercial code or other applicable law. Besides the requirement to register and get 

prior approval for an investment permit from the Ethiopian Investment Commission (EIC) or 

regional authorities to invest, foreign investors are required to have minimum entry capital for 

both wholly-owned foreign operations and joint ventures with domestic companies. According 

to Article 11 of Investment Proclamation no. 769/2012, foreign nationals are required to 

allocate USD 200,000 for a single investment; however, if it is jointly with a domestic investor, 

the capital requirement is reduced to USD 150,000. This capital requirement differs for a foreign 

investor investing in architectural or engineering works; in a related technical consultancy 

service, technical testing and analysis; or in publishing work. In such cases, for wholly foreign 

                                                             
297 Patrick Low and Aaditya Mattoo, “Is There a Better Way? Alternative Approaches to Liberalization 
under GATs” at https://pdfs.semanticscholar.org/e8c8/68af3e3dc8d0427c9cfabc47478b674014b4.pdf 
298

 The investment board is established based on the Ethiopia Investment Board and the Ethiopian 
Investment Commission Establishment Council of Ministers Regulation no. 313/2014. The Ethiopian 
Investment Board comprises the prime minister as a chairperson and other government officials as 
appointed by the prime minister. 
299

 See Investment (Amendment) Proclamation no. 849/2014, Article 4(7).  
300 See Investment Proclamation no. 769/2012, Article 10. 
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owned investment, it is USD 100, 000 and USD 50,000 if the investment is made jointly with a 

domestic investor. Furthermore, the requirement for the allocations of this capital helps avoid a 

situation where a foreign investor is re-investing his profits or dividends generated from the 

existing enterprises in Ethiopia. 

Compared to the previous laws, the current investment law increased the capital requirement 

for foreign investors. This approach of taking FDI as a source of capital has been criticized for its 

lack of consideration for foreign small and medium enterprises. Considering that the Ethiopian 

development strategy emphasized and encouraged the development of local Small and Medium 

Enterprises (SMEs)301 as a means to achieve development, it is a paradox that these capital 

requirements effectively exclude foreign SMEs. In this regard, one can argue that by targeting 

foreign SMEs, the country could maximize its advantage, first as a hub for infant industries and 

second by creating better linkage opportunities with the local SMEs, the development of which 

is encouraged under the development plan. 

4.2.2 Ethiopia’s Legal Framework for FDI Attraction 

One of the purposes of the investment legal framework is to create a sound investment climate 

that serve as a base for the attraction of FDI. These purposes of the legal framework extend from 

promoting the country as an FDI destination to making FDI work for development. As discussed 

in Chapter Three, focusing on those laws that directly relate to FDI, the investment legal 

framework for FDI attraction covers investment promotion, incentives for FDI and investment 

protection. Hence, how these investment attraction methods are employed under the Ethiopian 

investment laws and their integration with the overall development needs of the country is the 

main focus of this section. 

4.2.2.1 Investment Promotion 

Developing countries employ investment promotion strategies with a view toward closing the 

information gap that exists among potential investors. The objective of investment promotion is 

usually to attract more FDI that will contribute to the development activities of these host 

countries. Therefore, articulation of an appropriate FDI promotion strategy that works towards 

attracting not only more FDI but also quality FDI that integrates within the development 

objectives of the host states is vital.302 In Chapter Three, it is argued that developing countries 

need to adopt promotion strategies that play matchmaking between their comparative 

                                                             
301

 In this regard, the GTP gave emphasis to SMEs as engines of growth, and the expansion and 
encouragement of SME development was seen as part of its strategy to achieve development. 
302 More on investment promotion as an engine of FDI attraction can be found in Chapter Three of this 
dissertation. 
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advantage and the end policy objectives that they need to achieve through FDI. The challenge 

for developing countries is thus establishing capable institutions that can understand and adopt 

promotion strategies that integrate with the comparative advantages of the country as well as 

those strategies for building domestic capacity, motivating domestic investment and also linking 

domestic enterprises within the global production network. More frequently than not, the 

development of promotion strategies as well as the implementation of promotion activities are 

usually undertaken by a government institution established for such purposes. In Ethiopia, the 

institution that is responsible for undertaking such functions and also other investment 

administration functions is the Ethiopian Investment Commission (EIC). Article 27 of the 

investment proclamation and its amendment establishes the EIC, the Investment Board and 

other regional investment organs as institutions responsible for investment administration. The 

investment board supervises and follows up on the implementation of the proclamation and the 

activities of the commission. It could be taken as the highest of the institutions involved in 

investment-related activities. However, the major task of investment promotion is left for the 

EIC, and hence the responsibilities of the institution in terms of investment promotion as 

provided under section 28 of the investment proclamation are as follows: 

 Serve as a nucleus for matters of investment and promote, coordinate and enhance 

related activities; 

 initiate policy and implementation measures needed to create a conducive and 

competitive investment climate and follow up the implementation of the same upon 

approval;  

 collect, compile, analyze, update and disseminate any investment-related information;  

 prepare and promote concrete investment opportunity profiles, and provide 

matchmaking service for possible joint investment partners upon request; 

 negotiate bilateral investment promotion and protection treaties with other countries 

where potential investment is likely to flow into the country; 

 prepare and distribute pamphlets, brochures, films and other materials, and organize 

such activities as exhibitions, workshops and seminars locally or abroad as may be 

appropriate, participate in similar activities and conduct training with a view to 

encourage and promote investment and build the country’s image. 

Furthermore, the commission is also empowered to provide investment facilitation services 

through the implementation of one-stop shop services in accordance with the relevant law for 

investors engaged in manufacturing. This one-stop service includes a wide variety of activities 

the investors might need to conduct their investment in Ethiopia, which otherwise is conducted 
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by other governmental institutions. This includes but is not limited to notarization of 

memoranda and articles of association, effecting commercial registration and renewal, 

amendment, replacement or cancellation of the same, issuance of work permit and other 

activities illustrated under Article 30 of the investment proclamation.303 This one-stop service is 

intended to create a conducive environment for investors by assuring the facilitation of 

investment services. Moreover, the commission also facilitates investment by representing the 

investor in other government agencies. In this perspective, studies argue that investment 

service facilitation, which reduces the administrative hurdles one may encounter when 

investing in host states, is an important means to attract investment.304 Therefore, it is always 

important to facilitate investment services to reduce the number of investors that are 

discouraged as a result of bureaucracies. In this regard, it could be clearly seen that the 

investment law provides for investment facilitation by providing one-stop shop services 

through its institution. However, it is important to note that the article makes reference to 

“investors in the manufacturing sector,” which indicates that investors in the other sectors 

might be ignored. It is not clear from the wording of the law whether it is intended to give this 

service exclusively to investors in the manufacturing sector.  

Furthermore, the investment facilitation services that the EIC is empowered to conduct also 

includes providing information and services that will reduce the cost of doing business in the 

country. Yet despite the EIC’s establishment in 2012 as an agency and later on as a commission 

in 2014305, Ethiopia continues to rank 146 out of 189 economies in the World Bank’s ranking of 

countries based on the overall ease of doing business,.306 Even though the country upgraded its 

ranking from 148 in 2015 to 146 in 2016, it has slipped downwards in a majority of indicators, 

including starting a business and registering property. 

The overall argument, as discussed in Chapter Three, is that, investment promotion activities 

are regarded as effective if they adopt strategies that target investors based on the national 

development plans and integrate that FDI with domestic investment opportunities and 

investors. Such activity first requires identifying the type of investors that the host country 

seeks among the following options: resource-seeking FDI, market-seeking FDI, strategic asset-

seeking FDI and efficiency-seeking FDI. In this regard, Ethiopia does not lay out any explicit 

provision towards the type of FDI that the country is seeking. However, it could be argued that a 

                                                             
303

 Investment Proclamation no. 769/2012, Article 30. 
304

 UNCTAD, Investment Facilitation: The Perfect Match for Investment Promotion, 6 (2017). See more also 
in Chapter Three of this study. 
305 See Council of Ministers Investment Regulation no. 269/2012 and Ethiopian Investment Board and the 
Ethiopian Investment Commission Establishment Council of Ministers Regulation no. 313/2014. 
306 See World Bank Rankings at http://www.doingbusiness.org/data/exploreeconomies/ethiopia 

http://www.doingbusiness.org/data/exploreeconomies/ethiopia
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close look at the investment guide issued to promote the country makes reference specifically to 

the availability of abundant natural resources and markets as opportunities for investors.307 It 

states that Ethiopia has a large population and is potentially the largest domestic market in 

Africa. Furthermore, its membership in the Common Market for Eastern and Southern Africa 

(COMESA) and its qualification for preferential market access to the European Union market 

under the EU’s Everything But Arms (EBA) initiative, as well as to the US market under the 

African Growth and Opportunities Act (AGOA) and the Generalized System of Preference, make 

it a country with potential for market seeking FDIs. Therefore, it seems that the country is more 

focused towards resource-seeking and market-seeking FDIs. Nevertheless, the lack of a clear 

promotion strategy that identifies the targeted investors and their contribution to the national 

development agenda and the overall integration of such with other policy objectives by the EIC 

may result in gaps in terms of identifying and attracting the “right” kind of FDI.  

Furthermore, as discussed in Chapter Three, the focus of promotion activities should be 

attracting “quality FDI,” with quality measured in terms of the contribution of FDI to developing 

countries’ development goals. Hence, an IPA’s mandate should not consist exclusively of 

attracting FDI but rather should also give due attention to development goals in identifying 

investors and approving investment projects and should initiate contingent policy issues such 

as human resource development, linkages and infrastructure. However, the investment 

proclamation in illustrating activities that are to be undertaken by the EIC does not give 

consideration to these development dimensions. This creates a gap in the commission with 

respect to preparing and promoting policies, incentive laws and other regulations that integrate 

with the sustainable development goals that Ethiopia is pursuing. 

In general, it could be argued that the investment promotion activities fail to integrate with the 

development plan of the country, which calls upon FDI to promote the economic, social and 

environmental dimensions. 308  Moreover, the investment proclamation does not give 

development consideration to investment promotion activities nor to activities mentioned as a 

mandate of the EIC. Hence, Ethiopia as a developing country fails to establish an effective 

institutional framework for governance of FDI promotion with its development goals. 

4.2.2.2 Investment Incentives 

Incentives as a means to attract FDI have been employed by different countries, although the 

effectiveness of such incentives as an attraction mechanism has created big questions among 
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 See Ethiopian Investment Guide, 2017. 
308 It is important to note that the EIC is authorized to propose policies and laws regarding investment, 
giving it the opportunity to integrate the investment legal framework with the development plans of the 
country.  
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scholars. Ethiopia, like so many countries looking for more FDI, has employed incentive 

mechanisms as a means to promote and encourage investments under its investment legal 

framework. Over the years, these incentive schemes have been modified and adopted in 

accordance with the changes that the country has been introducing to its investment legal 

framework. These investment incentives are primarily designed to be effective through fiscal 

incentives such as the reduction or exemptions of custom duties and income tax as well as non-

fiscal incentives such as export incentives and loss carryforwards. These investment incentives 

are primarily regulated by Investment Regulation no. 270/2012 and its amendment, Investment 

(Amendment) Regulation no. 312/2014. Accordingly, in Article 3 of Investment Regulation no. 

270/2012, both domestic and foreign investors engaged in eligible new enterprises or 

expansion projects in manufacturing, agriculture, agro-industries, generation, transmission and 

supply of electric energy, Information and Communication Technology Development (ICT), 

tourism, construction contracting, education and training, star-designated hotels, specialized 

restaurants, architectural and engineering consultancy works, technical testing and analysis, 

capital good leasing and importation of LPG and Bitumen will enjoy the following benefits: 

 They are exempted 100% from the payment of custom duties and other taxes levied on 

imports for all capital goods such as plant, machinery and equipment and construction 

materials necessary for the establishment of the new enterprise or the expansion or 

upgrading of an existing enterprise. 

 They can import spare parts worth up to 15% of the total value of the imported 

investment capital goods provided that the goods are also exempt from the payment of 

custom duties within five years from the date of commissioning of the project. 

 An investor granted a custom duty exemption will be allowed to import capital goods 

duty free indefinitely if investment is made in manufacture and agriculture and five 

years from the date of acquiring a business license or other appropriate license if 

investment is in other areas. In such case, the investment incentives and investment 

areas reserved for domestic investors in Amendment Regulation no. 312/2014 imposes 

two cumulative requirements, the requirement of at least investing USD 200,000 and 

the creation of permanent employment opportunity for at least 50 Ethiopian nationals. 

Furthermore, an investor entitled to a duty free privilege who buys capital goods and 

construction materials from local manufacturing industries will be refunded the custom duty 

paid for raw materials or components used as inputs for the production of such goods.309 

                                                             
309 See Investment Incentives and Investment Areas Reserved for Domestic Investors Council of Ministers 
Regulation no. 270/2012 Article 13(3). 
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In addition to exemptions from custom duties, investors engaged in manufacturing; 

agribusiness; generation, transmission and supply of electrical energy; and ICT are entitled to 

income tax exemptions ranging between one and nine years, depending on the specific activity 

or the location of the investment. Hence, an investor who invests in the least developed regions 

mentioned in the regulation under Article 5(2) enjoys a 30% income tax deduction for the 

consecutive three years after the expiration of the income tax exemption period. In addition, for 

an investor who expands or upgrades his existing enterprise and increases by at least 50% its 

production or service capacity, or who introduces a new production or service line, at least 

100% of the existing enterprise is entitled to income tax exemptions for the period specified 

under the law. Two years’ additional income tax exemption also applies to investors who export 

60% of their product and services or to those who supply the same to exporters. This exemption 

from income tax extends from 10 to 15 years for investors who invest within the industrial 

development zones established or to be established by the government or in joint ventures with 

or by the private sector. Hence, investors are encouraged to invest within the industrial 

development zones further with an increased income tax exemption period based on the 

location of their investment and their level of export.310 

Furthermore, fiscal incentives available as export incentives include the following: 

 With the exception of a few products such as semi-processed skin hides and skin, no 

export tax is levied on Ethiopian export products. 

 Duty Drawback Scheme – this scheme offers investors an exemption from the payment 

of custom duties and other taxes levied on imported and locally purchased raw 

materials used in the production of export goods; duties and other taxes paid are drawn 

back 100% at the time of the export of the finished goods. 

 Voucher Scheme – a voucher is a printed document having monetary value, which is 

used in lieu of duties and taxes payable on imported raw materials. The beneficiaries in 

this case are also the exporters. 

 Bonded Factory and Warehouse Schemes – products not eligible for the voucher scheme 

but having a bonded licensed are entitled to operate such factory or warehouse in the 

importing of raw materials duty free.311 

In addition to the above-mentioned fiscal incentives, the legal framework also allows other non-

fiscal incentives for investors and also for those specifically engaged in exporting products. 

These incentives include: 
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 See Investment (Amendment) Proclamation no. 849/2014. 
311 See Export Trade Duty Incentive Schemes Proclamation no. 768/2012. 



95 
 

 Loss Carryforward: Business enterprises that suffer losses during the income tax 

exemption period can carry forward such losses, following the expiration of the income 

tax exemption period, for half of the tax exemption period. Any losses incurred during 

the income tax exemption period are not allowed to carry forward for more than five 

income tax periods. 

 A foreign investor has the right to remit out of Ethiopia in convertible foreign currency 

his profits and dividends, principals and interest payments on external loans, payments 

related to technology transfer agreements, proceeds from the sale or liquidation of an 

enterprise, compensation paid to an investor and proceeds from the sale or transfer of 

shares or partial ownership of an enterprise to a domestic investor.312 

 No export price control, as exporters are allowed to retain and deposit in a bank up to 

20% of their foreign exchange earnings for future use. 

 An export credit guarantee scheme that is presently in place in order to ensure an 

exporter receives payment for goods shipped overseas in the event the customer 

defaults, reducing the risk to the exporter’s business and allowing it to keep its price 

competitive. 

 Franco valuta import of raw materials is allowed for enterprises engaged in export 

processing. 

As shown above, Ethiopia provides extensive investment incentives for investors who are 

participating in different sectors in the economy. In this regard, it has been argued that 

countries may be successful in attain economic externalities from FDI if they recognize the 

strong correlation between policy objectives and particular incentives. Hence, countries could 

devise a targeted approach to promote their policy objectives by using incentive mechanisms. A 

close look at the incentives provided by the country shows that the fiscal and non-fiscal 

incentives focus on three objectives: promoted sectors, investment locations and export-

centered investments. Therefore, manufacturing and agricultural sectors are given priority in 

incentives as promoted sectors. Nevertheless, the provision of such incentives is conditional on 

the fulfillment of capital and employment requirements as added by Investment (Amendment) 

Regulation no. 312/2014 on the exemption of custom duties. However, what policy objectives 

the legal framework wants to achieve by adding these requirements is not clear. It could be 

argued that the introduction of these requirements hinders investment rather than attracting it, 

based on two arguments. First, the introduction of the capital requirement in the amount of USD 

200,000 to benefit from incentives puts domestic investors in the category of foreign investors, 

which might crowd out domestic investors, as they cannot benefit from the incentive scheme. 

                                                             
312 See Investment Proclamation no. 769/2012, Articles 24 and 25. 
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This requirement might not affect foreign wholly owned enterprises, as this capital is their entry 

condition. But the entry capital for domestic investors, as discussed above, is USD 150,000, and 

introducing such a capital requirement effectively puts domestic investors under the same 

category as foreign investors. Second, the basis for setting a cumulative employment 

requirement of 50 Ethiopian nationals is not clear. Even though it could be argued that it creates 

some employment opportunities, the question remains as to why the number 50 was chosen 

and whether it is of any particular significance. 

The other policy objective that the incentive scheme promotes is location. Investors who invest 

in the least developed regions will get additional investment incentives over those investing in 

the capital, Addis Ababa, and surrounding regions. Thus, the law tries to promote the 

distribution of investment in different regions by providing incentives and attracting investors 

towards those specified regions for the purpose of ensuring the equitable distribution of 

investment among regions.313 It also aims to spread the benefits of economic development 

around the country. The same is true for export-oriented investments, which enjoy a wide 

variety of incentive schemes, implying that the country is searching for export earnings. 

Looking at the policy objective in introducing these investment incentives and conditions of 

investment in Ethiopia, it is clear that the primary focus is on economic development, and 

incentives are not tied to social or environmental policy objectives. It has been argued in 

Chapter Three that effective use of investment incentives for development purposes could be 

achieved by way of evaluating FDI projects for their likely impact on the development gains of 

developing countries and providing incentives based on their likely contribution to 

development goals. This might be through granting incentives based on their contribution to 

human development, training, promotion of clean technologies, research and development, and 

other objectives that the country wants to achieve.314 These types of investment incentives are 

not adopted in Ethiopia. In this context, it could be argued that the Ethiopian investment 

incentives fall short of addressing a wide variety of policy objectives and remain focused on the 

economic dimensions. 

4.2.2.3 Investment Protection 

As discussed in Chapter Three, investment protection against any governmental and political 

interference is seen as another part of attracting FDI by giving investors a feeling of security. 

Hence, protection against certain commercial risks such as expropriation, political instability, 
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foreign exchange volatility and sudden policy changes is considered vital in seeking FDI. To this 

end, Ethiopian investment law provides a guarantee against expropriation or nationalization 

with the exception of public interests. Article 25 of Investment Proclamation no. 769/2012 

states that: 

1. No investment may be expropriated or nationalized except for public 

interest and then, only in conformity with the requirement of the law. 

2. Adequate compensation, corresponding to the prevailing market value, 

shall be paid in advance in case of expropriation or nationalization of an 

investment for public purposes. 

3. For the purpose of this article, the word “nationalization” shall be used 

interchangeably with the word “expropriation” and results in the 

payment of appropriate or adequate compensation. 315 

Hence, in a situation where expropriation or nationalization of an investment occurs for public 

interest, adequate compensation corresponding to the prevailing market value will be paid in 

advance. Thus, the law protects investors from any kind of arbitrary expropriations or 

nationalizations with the exception of “public interest,” even though what constitutes public 

interest is not specifically mentioned or defined therein. However, it is clear that “public 

interest” is a broad concept, which means Ethiopia has autonomy in deciding which constitutes 

public interest. 

Procedurally, the investment proclamation establishes an administrative procedure for lodging 

a complaint relating to investment. Accordingly, Article 32 reads: 

1. Any investor shall have the right to lodge complaints related to his investment with the 

appropriate investment organ. 

2. An investor who has a grievance against the decision of the appropriate investment 

organ may, within 30 days from receipt of the decision, appeal to the Investment Board 

or to the concerned regional organ, as may be appropriate. 

This provision provides a procedural guarantee to investors to lodge a complaint to the 

“appropriate investment organ.” Article 2 (16) of the investment proclamation defines 

“appropriate investment organ” as “the Agency or the executive organ of a region empowered to 

issue investment permits.” As discussed above, “the Agency” as investment organ was 

reestablished as “commission” by Investment (Amendment) Proclamation no. 849/2014. Hence, 
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the Ethiopian Investment Commission or executive organs of a region are given the duty of 

handling complaints by investors. However, in defining the powers and duties of the 

commission, the law does not illustrate “dispute settlement” as one of its functions. 

Furthermore, the law does not mandate the establishment of a separate department for 

handling such complaints within the commission. Without this, it seems that an investor who 

has a complaint about the actions of the commission, such as the revocation of a license, would 

have to go back to the same agency for dispute settlement. This poses a question of impartiality 

in these institutional setups. In this particular setting, it creates a barrier in establishing and 

building a trusted domestic institutional framework to protect investors.  

In addition to the above legal framework on investment protection, based on Article 40 of the 

Ethiopian constitution, the right to own and administer private property has been protected. 

The constitution defines private property as “any tangible or intangible product produced by 

the labor, creativity, enterprise or capital of an individual citizen or association of citizens which 

enjoy juridical personality under the law… ”316 That said, the law confers the right of ownership 

of rural and urban land, as well as natural resources, exclusively to the state and the peoples of 

Ethiopia and says it shall not be subject to sale or other means of transfer. However, the 

constitution authorizes the government to grant use of land to private investors on the basis of 

payment arrangements established by law.317 Once investors have usage rights for the land, they 

are given the right to the immovable property they build and to any permanent improvements 

they make on the land by their labor and capital. These rights also include the right to alienate, 

bequeath and, where the right of use expires, to remove their property, transfer their title or 

claim compensation for it.318 These private properties, however, can be subject to expropriation 

for public interest with payment of appropriate compensation. The constitution also protects 

intellectual properties by entrusting the task of patenting inventions and protecting copyrights 

to the federal government. It further imposes a duty on the government to support the 

development of science, technology and the arts.  

Even though the constitution does not specifically mention foreign investors (although it could 

be argued that foreign investors are included in the term “private investors”), the right to 

private property is extended to foreign nationals by the Ethiopian investment law. Therefore, 

regardless of the Ethiopian civil code provision that prohibits the ownership of immovable 

property by foreign nationals, the Ethiopian investment law, explicitly overriding these 

provisions, grants foreign nationals the right to own immovable property – in this case, those 
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foreign individuals or entities that meet the minimum threshold of investment. Under Article 24, 

the investment proclamation states that “Notwithstanding the provisions from Article 390 to 

Article 393 of the Civil Code, a foreign investor or a foreign national treated as a domestic 

investor shall have the right to own a dwelling house and other immovable property requisite 

for his investment.”319 Hence, Ethiopia provides investment protection through its constitution 

and investment law against expropriation and protects private properties established for the 

purpose of investment. 

In addition to the above-mentioned national framework for investment protection, Ethiopia also 

offers protection through the framework of the Multilateral Investment Guarantee Agency 

(MIGA), which provides protection for investors from any non-commercial risks, and also 

through its investment protection and promotion BITs. All of Ethiopia’s BITs provide a 

guarantee against expropriations except in the case of public interest and through due process 

of law. For example, the BIT between Ethiopia and Sweden states that:   

1) Neither Contracting Party shall take any measure depriving, directly or 
indirectly, an investor of the other Contracting Party of an investment 
(hereafter referred to as “expropriation”) unless the following conditions 
are complied with:  

a. the measures are taken in the public interest and under due process of 
law;  

b. the measures are distinct and not discriminatory; and  

c. the measures are accompanied by provisions for the payment of prompt, 
adequate and effective compensation. 

A similar tone is used in other BITs signed by Ethiopia. Hence, investors are protected from 

arbitrary expropriation in Ethiopia both through its domestic laws as well as through 

investment treaties. Moreover, these BITs provide investors with procedural guarantees in case 

of disputes by providing alternatives of accesses to domestic courts, arbitral tribunals and the 

ICSID. Providing such alternatives is fundamental for developing countries in attracting FDI by 

reducing some of the barriers. As discussed in Chapter Three, developing countries face 

different barriers including weak domestic institutional frameworks, inspiring a lack of trust by 

investors in the existence of judicial independence. Ethiopia, through its BITs, thus has 

attempted to minimize some of those barriers by committing to use alternative institutional 

frameworks besides its domestic ones. 
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4.3 Ethiopia’s Bilateral Investment Treaties: Implications for Development 

Foreign investors, when investing in a different country than their home country, are exposed to 

a less known environment in terms of culture, political system, legal frameworks and the overall 

economic, social and legal environment of the host country.320 This less known environment, 

therefore, always carries risks for investors, who thus present a need for investment protection 

from any kind of non-commercial risks that may exist in the host countries. As discussed in 

Chapter Three, one of the investment protection methods that have been introduced throughout 

the past decades are BITs. BITs are believed to be instruments that increase the confidence of 

investors by augmenting the institutional framework that exists in the host countries, thereby 

playing the dual role of protecting investment and also attracting investment to countries that 

otherwise might be less interesting to foreign investors. Hence, developing countries enter into 

BITs with the aim of attracting FDI, which in turn is believed will contribute to meeting the 

development needs of the host country. However, it was argued in Chapter Three that most BITs 

are criticized for limiting regulatory space in which host states can promote the development 

needs of their country.321 In this regard, it has been argued that current BITs impose obligations 

almost exclusively upon host states and grant rights almost exclusively to foreign investors, 

leaving little to no room for the host states to regulate such activities in terms of their 

development needs.322 As a recipient of FDI, a host state, especially a developing country, lacks 

regulatory space to manage foreign investments. However, as discussed in Chapter Three, the 

importance of such regulatory space that will empower host states to regulate investment 

activities to fit their development objectives is gaining momentum in recent years.323 BITs give 

the host states a chance to introduce these measures in their investment activities. Therefore, 

BITs go beyond investment protection and address the need of the host states within the treaty 

framework rather than merely benefiting the developed nations. There has been some 

movement by countries like Indonesia324 which is terminating many of its BITs with the aim of 

modifying the BITs’ terms within their development context. Such activities could be an 

example for many developing countries like Ethiopia that have signed BITs with the aim of 

investment attraction (with even that effect of BITs being in question) and thereby conceded 

their regulatory space.  
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321 See Chapter Three, section 3.2.3. 
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Ethiopia signed BITs with 31 different countries within the period of 1996-2009.325 These BITs 

contain provisions on MFN treatment, fair and equitable treatment, promotion and protection of 

investment, expropriation and compensation, repatriation and transfer and dispute settlement 

clauses. It would require many pages to investigate each clause of these agreements; therefore, 

in this section an attempt will be made to investigate selected agreements in the context of the 

Ethiopian government’s goal to promote the sustainable development of its citizens as provided 

under the Ethiopian development plans.  

Most BITs signed by Ethiopia, not surprisingly, mention achieving reciprocal investment 

protection and hence contributing to the economic development of member states as the 

objective of their agreement in the preamble.326 This economic development objective is 

replaced with “promotion of prosperity among contracting parties” in some of the agreements 

that the country has concluded.327 In contrast, the preamble of the Ethiopia-Finland BIT 

provides for elaborate objectives that go beyond economic development to include the need to 

promote respect for internationally recognized labor rights, to contribute to and increase the 

effective utilization of economic resources and hence improve living standards, as well as the 

need to achieve such objectives without relaxing health, safety and environmental measures. 328 

Therefore, these objectives seem to support the right to include some regulatory measures that 

will not compromise host states’ quest for economic, social and economic development. 

However, the agreement in its substantive provisions does not address such regulatory 

provisions, and it bears a striking resemblance to most of the BITs signed by Ethiopia. Thus, 

with the exception of the above-mentioned objectives in an agreement with Finland, nowhere in 

Ethiopia’s BITs is there a reference to sustainable development, either in the preamble or in the 

substantive provisions.  

Additionally, it has been argued that the development dimensions of foreign investment 

provisions become apparent with the introduction of provisions for investors’ behavior, 

maintenance of standards and general exceptions.329 In this context, the substantive provisions 

in the Ethiopia’s bilateral agreements fail to leave any policy space for the country to promote 
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its sustainable development objectives or to provide for maintenance of standards. This 

standard has been the trend in recent BITs, including model BITs prepared by individual states 

incorporating provisions aimed at preventing contracting parties from relaxing their own 

environmental and social standards in order to attract foreign investment. However, such 

provisions do not exist in any of Ethiopia’s BITs. Moreover, the agreements do not have any 

clauses that deal with investors’ behavior with regard to their involvement in the host states.  

In general, the bilateral agreements that Ethiopia has signed do not integrate with the 

sustainable development objectives that the county is pursuing. However, there is an 

opportunity for Ethiopia to change such practices and integrate some of its development 

objectives. This is due to the fact that since most of the BITs are “old generation BITs” and also 

as most of the treaties are near their lapsing period, Ethiopia needs to consider renegotiating 

these BITs within the current trends of promoting the country’s development efforts. This 

seems to be the reason that, in recent years, Ethiopia prepared a model BIT to be negotiated 

with other countries. The model BIT of Ethiopia recognized and tried to incorporate 

developmental objectives that go far beyond investor protection. Hence, the preamble of the 

model BIT incorporated the concept of sustainable development, including poverty reduction, 

increased productivity, economic growth, technology transfer and the furtherance of human 

rights and development. Among the points mentioned in the preamble, the following two points 

stand out: 

1.  It seeks to promote, encourage and increase investment opportunities that enhance 

sustainable development within the territories of both contracting parties; 

2. Desiring to achieve these objectives in a manner consistent with the protection of health, 

safety and the environment, the promotion and protection of internationally and 

domestically recognized human rights and labor standards.330 

In addition to the preamble, the substantive provisions of the BIT also support regulatory 

spaces to further some policy objectives by providing exceptions as well as providing the need 

for minimum standards. For example, Article 14 of the model BIT provides for environmental 

protection and labor protections based on both domestic and international standards between 

the contracting parties. Hence, one can argue that the Ethiopian model BIT is following the 

experience of other countries in recognizing the need for regulatory space to further 

development objectives. However, Ethiopia has yet to use this model BIT. In this respect, 

although this model BIT is communicated to different countries, it has not yet been used. As it is 

still in process, the success of such a model agreement is yet to be seen. 
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4.4 Investment Policy Making: What is Missing? 

The promotion of FDI, as stated time and again, relates to the assumption that FDI will support 

the development efforts of the host states directly or indirectly. The correctness of such 

assumptions, however, has been debated by many studies conducted to investigate such links, 

leading to mixed results. However, as discussed in Chapters Two and Three, there is a general 

understanding that FDI indeed supports the development efforts of developing countries, once 

these countries reach a certain level of development in both its macroeconomic settings as well 

as policy and legal frameworks. Hence, it could be argued that the FDI-development nexus is 

contingent on a number of policy frameworks of host states, including FDI policy framework, 

human resource development, infrastructure, the availability of domestic industries and the 

existence of absorptive capacity. The integration of such policies, therefore, is necessary to 

extend the benefits of FDI to the local economy of developing countries. Within this context, as 

discussed in the previous section, the Ethiopian investment legal framework introduced 

different measures that arose with the need to attract FDI. This section, therefore, investigates 

whether and how the FDI legal frameworks encourage foreign investments to transfer their 

benefits to the local economy within the context of sustainable development. As discussed in 

Chapter Three, the spillovers that are expected to enhance the development effort of developing 

countries include technology transfer, human resource development and increased productivity 

through increased competition, demonstration and linkage effects. 

4.4.1 Technology Transfer 

Technology transfer is taken as one of the benefits that may accrue from FDI directly or 

indirectly. It has been argued that such technologies are important for the development take-off 

of developing countries. These technologies, specifically clean technologies, have also been 

considered as vital instruments in pursuing sustainable development goals. However, such 

technologies are usually produced within developed countries and their MNCs, making it 

difficult for developing countries to access them owing to their protections through intellectual 

property rights331 However, some policy considerations from developing countries, including 

tying technology transfer agreements and research and development efforts to the incentives 
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conceded by the countries, are considered important in motivating MNCs to transfer their 

technology to the local economy. On the other side, the host states should also work on the 

formation of domestic industries that are capable enough to absorb the technologies that they 

come in contact with. Hence, there are two directions in which the policy and legal framework of 

developing countries could be used to enhance technology transfer from MNCs: promoting 

technology transfer from FDI through a “targeted” approach as well as forming strong domestic 

industries. For countries like Ethiopia that are pursuing sustainable development, this means 

that they should not merely look for general technologies but rather target those technologies 

that will support their development goals. Further, their science and technology policies should 

also focus on creating synergies with FDI laws. 

The Ethiopian investment law addresses technology transfer agreements and export-oriented 

non-equity based foreign enterprise collaboration agreements that foreign investors might 

conclude with domestic investors. The proclamation defines transfer of technology as: 

The transfer of systematic knowledge for the manufacture of a product, for 

the application or improvement of a process or for the rendering of a 

service, including management and technical know-how as well as 

marketing technologies, but may not extend to transactions involving the 

mere sale or lease of goods.332  

Such technology transfer agreements are required to be registered by the Ethiopian Investment 

Commission. In such cases, the investor is allowed to remit all payments effected based on the 

technology transfer agreement out of Ethiopia in convertible currency. 333  Besides this 

protection, there is no incentive scheme designed to promote technology transfer nor are these 

objectives attached to the sustainable development dimensions that the country is pursuing. 

However, without such encouragement coupled with developing the absorptive capacity of 

domestic industries, it is not likely that MNCs would willingly relinquish their technologies to 

the domestic industries. In this regard, it has been argued that there cannot be sustained 

development without technology; hence countries that are pursuing technology to promote 

their development need to not only deal with incentive structures but to also consider policies 

to promote domestic industries.  

Regarding technology transfer, the national Science, Technology and Innovation (STI) policy334 

that was issued in 2012 states that the primary focus of the country is to devise a system of 
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learning, adapting and utilizing imported technologies for national demand. Even though this is 

the objective, it further states that the technology transfer that is currently carried out in the 

country is not in line with the envisaged technology demands of the development programs.335 

Therefore, the government accepts that the national capacity to learn, adopt and utilize foreign 

technology is at a very low stage.336 To correct this situation, the policy adopts five strategies 

aimed at creating effective use of foreign technologies to support development needs. These 

strategies are: 

1. Import effective and appropriate foreign technologies and create capabilities of 

adaptation and utilization of these technologies in manufacturing and service 

providing enterprises; 

2. A system to search, select, adapt, utilize and dispose [sic] imported technologies 

should be established and implemented; 

3. Establish and implement a system to use foreign direct investment (FDI) and other 

ways of supporting technology transfer; 

4. Strengthen technology transfer among and between various manufacturing and 

service providing enterprises; 

5. Strengthen wide use of intellectual propriety, standards and other related 

information in support of technology transfer.337 

Such strategies, in principle, will establish the direction that the country should follow in 

technology transfer. Moreover, the policy advocates for the need both to establish and 

encourage domestic small and medium enterprises to become focal points for searching, 

learning, transferring and adopting foreign technologies. In doing so, it recognizes the need to 

strengthen Technical and Vocational Education and Training (TVET) institutions’ contribution 

in building the capacity of micro and small enterprises. It further recognizes the need to 

establish an incentive structure for the medium and large enterprises that will be involved in 

searching for, learning about, adapting and utilizing foreign technologies in line with the 

national investment policy. 

The policy also affirms its position in terms of the need to ensure that science and technology 

activities consider environmental protection. Hence, it states that “environmental protection 

and development is crucial to maintain continual and sustainable economic growth,” thereby 
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initiating the call for clean technologies. It establishes the necessity to adopt technologies 

without polluting the environment and the need to create local capabilities to learn and adopt 

green technologies.  

Understandably, the national STI policy advocates for building a domestic human resource 

capability and establishing research institutions and industries with the capacity to adopt and 

utilize foreign technologies. In this regard, it could be argued that the policy provides for a 

holistic approach for technology transfer by recognizing that creating domestic capability in all 

aspects to make use of technologies from FDI is a primary focus. However, in identifying 

stakeholder institutions for the implementation of these policies, it fails to name the EIC as one 

of its strategic partners. Since the EIC is the main actor in investment-related policy decisions, it 

is not clear why it is not included in this policy.  

Generally, one can argue that the country in its STI policy addressed what kind of technology it 

is seeking, what kind of strategies it is following and the important role of FDI in promoting 

foreign technology. Accordingly, the STI policies encourage both domestic companies and MNCs 

by devising incentive schemes in line with the investment law of the country. However, the 

policy does not include the EIC as its strategic partner. Moreover, a look at the investment law of 

the country shows that there remain weak points in integrating such policy. The investment law 

of the country, as discussed in this chapter, does not provide incentives specifically tied to 

neither technology transfer nor promotion of green technologies. Thus, there is a gap in the 

investment legal framework in capturing foreign technologies in line with sustainable 

development. 

4.4.2 Human Resource Development 

Human resources development (HRD), defined as the development and utilization of human 

potential for social and economic progress, essentially through education, training and 

employment,338 has been considered as vital for both attracting FDI as well as capturing the 

benefits from it. In this century where global economies are defined by their creativity and 

innovation through exploiting human ideas, building human resource becomes a sine qua non 

condition for sustainable development. Hence, countries are required to reach some level of 

human resource development to make use of the opportunities that stem from the existence of 

MNCs in their economies.  

Ethiopia recognized the need for human resource development in its consecutive development 

plans and made considerable progress in terms of education. The country has achieved an 
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incredible enrollment rate for primary and secondary education as well as expanded its 

university level education by establishing more government universities and TVET institutions 

in different parts of the country.339 Even though such an achievement in expanding access to 

education plays a great role in terms of human resource development, the quality of education 

as well as the alignment of the education system with the actual needs of the country has been 

criticized a lot.340 To correct the problem in education quality, the government has established a 

General Education Quality Improvement Programme as well as a Quality Assurance Agency that 

controls and monitors the quality of education, especially at the university level. Furthermore, 

the GTP also recognized the need to create linkages of human resource development to 

industrial development, specifically of manufacturing industries.341 However, nowhere in the 

plan nor in the country’s education policy has the need to integrate human resource 

development with the need for FDI or as a potential attraction for FDI been mentioned.  

Such a gap could also be noticed in the FDI legal framework of the country, which failed to 

integrate the human resource development aspect of FDI through training and research and 

development with the incentive scheme or the performance requirements. In this perspective, it 

has been argued that the policy framework in developing countries could play a dual role: first, 

in terms of enhancing the human development levels of the country to meet MNCs’ need 

through its overall human resource development policy and second, by encouraging MNCs to 

engage in domestic capability creation through different measures such as incentives. In both 

these perspectives, the Ethiopian policy framework fails to achieve the objectives by 

jeopardizing the potential spillovers the country might get from FDI through human resource 

development. In general, as important as human resource development is in its dual role of FDI 

attraction as well as capturing spillovers from FDI, there is a failure to design strategies to 

promote the relationship between human resource development efforts and FDI. 
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4.4.3 Increased Linkage 

Backward and forward linkages of MNCs and domestic industries are recognized as being one of 

the important factors in capturing the superior technological and managerial knowledge as well 

as market access of MNCs. Therefore, countries could maximize such benefits by building 

domestic suppliers as well as distributors that are effective in imitating foreign technologies and 

products to which they are exposed. In such a perspective, the establishment of industrial zones 

could play an important role in terms of creating opportunities where potential suppliers of raw 

materials or distributors could come in contact with MNCs. This has been envisaged by the 

Ethiopian investment law, which considered that the establishment of industrial development 

zones helps by creating enabling and competitive conditions for interrelating manufacturing 

sectors based on value creation and hence attracting and expanding investment.342 Therefore, 

the establishment of the industrial zones creates an opportunity for forward and backward 

linkage of domestic industries with MNCs. 

Moreover, the creation of linkages through joint ventures or by creating an opportunity with a 

potential domestic partnership, as discussed in section 4.4.2.2, is also promoted by the 

Ethiopian Investment Commission, which provides information regarding domestic industries 

as well as a forum343 for meetings between MNCs and their domestic counterparts. Such 

activities could yield some fruit with regards to potential spillovers that may be created through 

the linkage opportunities between domestic industries and MNCs.  

Generally, it can be argued that the policy initiatives to capture spillovers from FDI are 

important to guide FDI for development. However, such policy frameworks need to be 

supported by institutional arrangements that affect both the attraction as well as the spillover 

benefits of FDI. It has been argued by researches that institutional quality has a positive 

correlation with the attraction as well as internalization of potential spillovers from FDI.344  

As discussed in Chapter Three, institutional quality relating to better political stability, lack of 

corruption, government effectiveness and regulatory quality and better protection of property 

rights are considered vital in both attracting FDI as well as capturing the benefits from it.  

Hence, as discussed in the previous sections of this chapter, Ethiopia has tried to establish both 

legal and regulatory institutions to enhance the attraction of FDI and also has taken some 

measures to facilitate the capturing of benefits from FDI. However, it could be seen that the 
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integration of both the legal and regulatory framework to bring about the spillover benefits 

from FDI remains very weak. Furthermore, the regulatory institutions, as discussed in Chapter 

Five, lack capability (both in terms of human resource as well as broad knowledge of the area) 

to handle the different requests of investors. Overall, it could be argued that Ethiopia’s 

institutional framework remains weak in terms of facilitating the attraction of FDI, which will 

directly affect the type of spillovers that come to the country. For example, Ethiopia’s rank in 

terms of doing business remains low over the years.  

Figure 4.1: Problematic areas of doing business in Ethiopia 

 

Source: World Economic Forum, the Global Competitiveness Report (2015/16) as reported by Ministry of 

Finance and Economic Cooperation (2017). 

As can be seen from the above figure, according to a global assessment by the World Economic 

Forum, regulatory ineffectiveness and corruption ranked high in terms of problematic areas of 

doing business in Ethiopia whereas government instability ranked low among the indicators. As 

discussed in Chapter Three, weak institutional framework affects FDI inflow as well as the 

potential benefits that the host country will have the opportunity to internalize. Ethiopia 

therefore faces a challenge in reforming its institutional frameworks and strengthening the 

regulatory institutions specifically to be able to benefit from the arrival of MNCs. 

The institutional framework for the FDI is largely entrusted to the EIC as a regulatory 

institution; however, due to its nature, there is a chance that the EIC may have to interact with 

other government institutions in conducting its work – for example, in facilitating a one-stop 
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shop. As can be seen in Chapter Five of this study, these interactions among the institutions 

remain challenging for different reasons, including lack of capacity.  

4.5 Conclusion 

Ethiopia, like so many developing countries, has recognized FDI as one means of its 

development endeavors. However, as the development contribution of FDI is not an automatic 

process and involves complex mechanisms and processes, Ethiopia faces the challenge of 

harmonizing these mechanisms and processes with its development goals. As discussed in detail 

in this chapter, although Ethiopia recognizes the sustainable development as one of its 

objectives, the Ethiopian investment legal framework fails to integrate such concepts. The lack 

of integration of these legal frameworks has also manifested itself in attraction of FDI and 

furthermore, in the benefits that accrue from it.  

With respect to investment attraction, Ethiopia has provided a variety of different mechanisms, 

including investment promotion, facilitation and incentives. However, as discussed, these 

mechanisms fall short of fully grasping the development objectives as provided under the 

constitution. Within this context, it could be argued that the investment legal framework needs 

to include sustainable development goals in its objectives and substantive procedures so as to 

guide regulatory institutions that are entrusted with the task of investment attraction. Training 

to enhance the capacity of regulatory institutions and improve the governance structure should 

be a short-term focus for Ethiopia. Furthermore, the investment strategies need to be developed 

so as to identify the type of FDI the country is seeking and to harmonize not only the attraction 

methods but also the end goal for Ethiopia, i.e. catching the benefits (spillovers) from the arrival 

of MNCs. 

The spillover effect of MNCs is considered the most important benefit of FDI that a host country 

needs to internalize in their quest for development. In this respect, although Ethiopia managed 

to provide some policy frameworks, still one can see that the lack of the integration of the 

development target with that of the attraction mechanisms has led to a failure to capture the 

benefits of MNCs. A focus should be provided in the institutional framework as well as the 

development of domestic businesses, including SMEs, so as to enable the absorption of the 

benefits; working more on creating the transmission channels such as linkage is another area 

that need improvements. Furthermore, the investment legal framework needs to be enhanced 

to harmonize the economic, social and ecological  objectives into the mechanisms and processes 

of FDI attraction as well as to capture the benefits of FDI. 
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The overall conclusion drawn from the discussion and analysis of the Ethiopian investment legal 

framework and different mechanisms and processes of FDI adopted by Ethiopia is that although 

there are different mechanisms adopted by the law for FDI attraction as well as capturing the 

benefits from it, it remains far from adequate for fulfilling the development objectives envisaged 

by the country. Hence, the subsequent chapter attempts to understand how such mechanisms 

work in practice by employing qualitative data gathered from two different sectors.  
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Chapter Five: Exploring the Practice of FDI as a Means of Development in Ethiopia: A Case Study 

of the Textile and Garment and Mobile Assembly Sub-sectors 

5.1 Introduction 

In the previous sections, the theoretical justification for FDI as a means of development and the 

ways in which it could impact development has been discussed. As argued in Chapter Three, FDI 

as a means of development is determined by different economic as well as institutional (policy 

and legal framework) mechanisms that are adopted by countries and their integration with 

development goals. These mechanisms can be considered as instruments that are vital in 

enabling FDI to contribute to development. The instrumental role of these mechanisms could be 

seen from the perspective of their potential to enable attraction of the right kind of FDI on one 

hand and absorption of spillovers on the other.  

Focusing on institutional mechanisms of the FDI-development nexus, this thesis has thus far 

identified different factors (framework of analysis) that could establish FDI as a means of 

development. These include investment promotion, investment service facilitation, investment 

incentives, investment protection and absorptive capacity. In light of these frameworks of 

analysis, it further tried to investigate the status of the investment legal framework in Ethiopia 

in addressing the FDI-development nexus in Chapter Four. Building on that and recognizing the 

drawbacks of the legal framework, this chapter tries to explore the practice of FDI as means of 

development in Ethiopia in light of the frameworks of analysis that have been identified, taking 

the two sub-sectors that are chosen as case studies (as elaborated in Chapter One).  

The qualitative data were gathered through semi-structured interviews by preparing an 

interview guide (Appendix I). The interview guide was prepared based on the framework 

analysis identified and by modifying it with each respective group of companies. Moreover, the 

guide for regulatory institutions was also restructured during the interview process in line with 

the functions of the departments. As discussed in Chapter One, the discussion and analysis of 

this section is done based on thematic analysis. Hence, a codebook was prepared to identify data 

that falls within similar themes (Appendix II). 

Interviews were conducted with institutions that supervise and regulate the investment process 

in general and foreign and domestic businesses in particular. In order to maintain the 

confidentiality of the interviewees, each interview subject was coded and is expressed by these 

codes throughout the discussion (Appendix III). In total, 10 interviews were conducted with 

people in the Ethiopian Investment Commission (EIC), Ethiopian Industrial Park Development 

Corporation (EIPDC), Ethiopian Textile Industry Development Institute (ETIDI) and Ministry of 

Communication and Information Technology (MCIT) and nine with investors in both sub-
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sectors. These regulatory institutions, as discussed in Chapter One, were selected based on a 

purposive sampling method. Hence, from the EIC, data were collected from different 

departments including the investment promotion department, investment aftercare directorate, 

legal department, investment incentive department, textile and garment investment facilitation 

team and mobile assembly industry team. Furthermore, departments such as the technology 

transfer department and marketing department were included in the interview with ETIDI. The 

ICT private sector development coordination directorate as well as two regional investment 

offices were also part of the interview. In addition to the regulatory organization, domestic and 

foreign companies in both sub-sectors are also part of the study. Hence, from the mobile 

assembly sub-sector, one domestic company and three foreign companies were chosen, while 

from the textile and garment sub-sector, three domestic and two foreign companies were 

included through a snowball sampling method. The data were collected during the periods of 

July-September 2016 and August-September 2017. 

Generally, by first introducing the case studies, this chapter further structures its analysis based 

on the framework of analysis designed to explore FDI as a means of development. Hence, with 

each framework of analysis, data from the regulatory organizations and from domestic and 

foreign companies in both sub-sectors are included in the presentation and analysis as 

appropriate. 

5.2 Overview of the Textile Industry: The Case of Ethiopia 

5.2.1 Textile and Clothing Industry and Development 

The textile industry has been recognized as one of the largest and oldest industries in the global 

arena. For long, it has been preferred by many developing countries as a starting industry in 

their quest for industrialization and thereby development. More recently, countries like 

Bangladesh, Taiwan and Cambodia have been using the textile and clothing industry to upgrade 

their export performance.345 This has been attributed to its characteristics of being a labor-

intensive industry that provides entry level jobs for unskilled labor. It has been argued that the 

textile industry plays major roles in development, especially for developing countries, as it 

absorbs a large number of unskilled workers, creating a move from rural agriculture household 

to urban and rural locations.346 Furthermore, its relatively low investment costs and low capital 

intensity create a good opportunity for countries that are engaged in export-oriented 

                                                             
345 Ratnakar Adhikari and Yumiko Yamamato, The Textile and Clothing Industry: Adjusting to the Post-
quota World at www.un.org/esa/sustdev/publications/industrial_development/2_2.pdf (accessed June, 
2018). 
346 Jodie Keane and Dirk William Te Velde, The Role of Textile and Clothing Industries in Growth and 
Development Strategies, Investment and Growth Programme, ODI (2008): 8. 

http://www.un.org/esa/sustdev/publications/industrial_development/2_2.pdf
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industrialization to accumulate capital for developing other sectors.347 In this respect, Hayashi 

stated that: 

For many developing countries and LDCs, the textiles and clothing sector is 

of major importance to their economies. The sector plays a vital role in 

these countries, offering the possibility of absorbing large pools of labour, 

generating foreign exchange and diversifying economic activities and 

exports. Moreover, the sector has important implications for socio-

economic issues such as employment opportunities for women, 

development of small and medium-sized enterprises, integration of remote 

regions into the global economy, promotion of rural development, and 

poverty alleviation.348 

The textile and garment industry, as stated above, plays an important role in poverty alleviation, 

as it offers employment opportunities for unskilled workers, especially women employees 

which otherwise would not have the opportunity to work. This can be expected to have a 

positive impact on poverty alleviation for many developing countries.349 

Furthermore, the industry is thought to have wider effects on development as an 

industrialization ladder through different spillovers including skills and technology. Textile and 

clothing businesses, which participate in the global production network and global value chains 

through trade with developed and developing countries, are poised with the opportunity to 

learn through international knowledge spillovers. The existence of skill and technological 

differences between countries provides firms with low technological capacities the chance to 

exploit new technologies and skills that are available in the global networks basically through 

learning by doing.350 However, in order to do so, countries must create a national environment 

in which potential benefits from such internationalization can be captured for the benefit of the 

wider economy. For example, governments must formulate industrial policy that facilitates the 

harnessing of benefits from the export of textile and clothing businesses by encouraging 

linkages between companies within the value chain and establishing industrial zones as a venue 

to facilitate such linkages.351 The establishment of Industrial Processing Zones is recognized as 

one policy measure in which developing countries could attract FDI and promote linkage. 

However, the success of such industrial zones depends on a number of factors such as the 

                                                             
347 Paul Brenton and Mombert Hoppe, “Clothing and Export Diversification: Still a Route to Growth for 
Low Income Countries?” World Bank Policy Research Working Paper 4343 (2007). 
348

 Michiko Hayashi, Trade in Textiles And Clothing Assuring Development Gains in a Rapidly Changing 
Environment, United Nations (2007): 1. 
349 Ibid. 
350 Ibid, p.13. Also see Clara Alderin (2014), Made in Ethiopia: Challenges and Opportunities in the 
Emerging Textile Industry in Ethiopia, Uppsala University (2014): 6. 
351 See more on linkages in Chapter Three. 
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availability of infrastructure, labor and a conducive investment climate.352 Therefore, one can 

argue that the establishment of industrial zones should be accompanied by consideration of 

these factors. 

The development of local linkage through horizontal and vertical value added activities is also 

considered to be one of the means by which knowledge, skill and technology is transferred 

among different firms leading to industrial upgrading and improved economic performance. 

This is the case when different actors or companies within the textile industry are engaged in 

different processes of textile manufacturing. According to Cao et al., textile production consists 

of four levels of processing which includes fiber and yarn processing, fabric manufacturing, 

garment manufacturing and retailing.353 In a situation where these activities are conducted by 

one parent company with different businesses, a vertical integrated chain is created. Hence, the 

transfer of spillovers happens within the value chain and through labor mobility. In another 

circumstance, these processes might be conducted by independent factories that create a form 

of buyer and supplier relationship by which a horizontal relationship with different suppliers 

happens. Such a case increases productivity spillovers among supplier factories as they try to 

capture the market share. 

Figure 5.1: Textile and clothing sector supply chain 
 

 

 

 

 
          : Flow of goods within the supply chain  
         :  Information flow in the supply chain, i.e. Information that relates to demand 
Source: Hildegunn Kyvik Nordås (2004)354 
 

As shown in Figure 5.1 above, several companies are involved in the supply chain. In such a 

case, the transfer of technology, knowledge and skill becomes smooth as lead firms within the 

chain are expected to determine the quality of the textile and clothing products. In doing so, 

they are expected to share their information, including their demands, with the local suppliers 

                                                             
352 Alebel B. Weldesilassie et al., Study on Industrial Parks Development: Issues, World Experience and 
Lessons to Ethiopia (2017), DOI:10.13140/RG2.2.25254.63045. 
353 E. Cao et al. (2008), “How are Supply Chains Coordinated? Journal of Fashion Marketing and 
Management 12, no. 3 (2008): 384-397. 
354 See more on this in Hildegunn Kyvik Nordås, The Global Textile and Clothing Industry Post the  
Agreement on Textiles and Clothing, Discussion Paper no. 5, WTO. In the chart, the information flow starts 
with the customer and forms the basis of what is being produced and when. 
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in each chain. However, creating such backward linkages in this sector has proven to be difficult 

for most low income countries, as they fail to upgrade their production process.355 Lack of 

participation within the global production network by textile businesses of developing 

countries due to lack of capacity to compete has been the major challenge in upgrading textile 

production. Specifically, most textile and garment companies in developing countries do not 

have the financial, technological and institutional capacity to compete in and penetrate the 

international market. Therefore, the existence of FDI has been recognized as a route to create 

local spillovers as well as to pave the way for domestic businesses to participate in the global 

value chain. In this perspective, it has been argued that in the textile and garment sectors, “FDI 

can provide market access for developing country producers to developed country markets and 

the opportunity to upgrade and add additional value through knowledge spillovers and 

technological transfer, similar to being part of a global value chain.”356 Hence, the existence of 

MNCs in the textile and clothing industry is considered vital for creating employment as well as 

for transferring spillovers to domestic businesses of host countries. 

In addition to the contribution by the textile and clothing industry to economic development, 

the industry is also expected to have an influence on the social and environmental development. 

In the social aspect, the better wages and training opportunities created by the textile and 

clothing industry, thereby contributing to poverty reduction, are taken as its major 

contributions. This especially holds true for multinational companies that are involved in this 

industry, as they are usually presumed to employ up-to-date technologies and have better wage 

conditions and working environments.357 Hence, the strategy of using this labor-intensive 

industry has been envisaged by many poverty reduction strategic papers as one way to reduce 

poverty in society. One example is Ethiopia, which considers the textile and garment industry to 

be a priority sector for its development goal, eradication of poverty, as discussed in Chapter 

Two.358 

Ethiopia in its previous and current development plans, GTP I and GTP II respectively, has 

considered the textile and garment sub-sectors359 to be priorities among manufacturing sectors. 

In GTP II, the government aims to manufacture USD 2.18 billion worth of production and earn 

USD 779 million by the end of 2019/20. In addition, the government aims to create 174,000 job 

opportunities in the sub-sector by the end of the GTP II implementation period. A closer look 
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 Hayashi (2007). 
356

 Jodie Keane and William te Velde (2008), 15. 
357

 Ibid, 17. 
358 See the Ethiopian Development Plans, GTP I (2010/2011-2015) and GTP II. 
359 The Ethiopian textile and garment industry has some 130 medium and small enterprises and employs 
around 57,432 people. See more in Central Statistics Agency (2015). 
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into the development plan in conjunction with investment guidelines gives a glimpse of 

justifications for selecting the sub-sector. Mainly, such justification could be seen from: 

A.  Its potential to generate hard currency through export earnings. Since Ethiopia is a 

beneficiary to European and U.S. markets through the Everything But Arms (EBA) and 

Africa Growth and Opportunities Act (AGOA), it aims to maximize such opportunities to 

increase exports of textile and garment products, thereby increasing its foreign 

exchange earnings. 

B. It is considered to have the potential to create a large number of employment 

opportunities. Due to the large amount of unskilled labor available in Ethiopia, this 

sub-sector is seen as a means to absorb a large portion of this labor force, as it is a 

labor-intensive industry.  

C. It is an industry that can use locally produced inputs such as cotton. Ethiopia has large 

potential for producing cotton, which is used as a raw material for textile products. 

According to data provided by the Textile Industry Development Institute (ETIDI), there 

are seven ginning operations with a collective capacity of at least 276,000 bales (60,000 

metric tons).360 Although this is a big achievement, it has yet to achieve the full 

potential of the country in cotton production as well as in supplying the growing 

demand.361 

Based on such justifications, the sub-sector is also identified as a priority sector for investment 

for Ethiopia. With the aim of attracting investment in this sub-sector, the government has 

engaged in different activities such as providing incentives and establishing industrial parks 

exclusively for such industries. 

5.2.2 FDI in the Textile and Garment Industry in Ethiopia 

The government of Ethiopia has been attempting to emulate successful East Asian economies in 

catalyzing investments, both FDI and domestic, through different measures including improving 

the investment climate and establishing industrial parks.362 Such efforts have been successful, as 

the country attracted some USD 4.2 billion in 2017, with the majority of FDI being attributed to 

the manufacturing sectors. According to the World Bank, the manufacturing sector accounts for 

41% of new FDI projects under implementation and 70% of FDI capital accumulation.363 Hence, 

the textile and garment industry, being identified as a priority manufacturing industry for which 
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 See GTP II. 
361 EIC, Investment Opportunities Profile for Cotton Spinning Mill in Ethiopia (2014). 
362 World Bank, Fourth Ethiopian Economic Update: Overcoming Constraints in the Manufacturing Sector 
(Washington, D.C.: World Bank Group, 2015): 45. 
363 Ibid. 
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Ethiopia is actively seeking FDI, is one of the sectors that have shown improvements in FDI 

performance. Such performance is attributed to the arrival of international investors from 

Turkey, India and Bangladesh. Furthermore, retailers such as H&M, Primark and Tesco have 

established offices in Ethiopia and are buying products from Ethiopian manufacturers.364 

Ethiopia’s comparative advantages in terms of cheap labor, raw materials and preferential 

market access have also played a major role in FDI performance. According to the EIC, over 65 

textile investment projects from international investors have been licensed since 1992.365 

Hence, the sector has grown an average of 51% over the last 6 years. The major countries to 

which Ethiopia exports garment and apparel products includes the UK (10%), countries in the 

rest of Europe (50%) and the US (40%).366 This seems to show that Ethiopia has had some 

success in leveraging its access to the European and U.S. markets through the EBA and AGOA, 

respectively, which provide preferential trade access to Ethiopian goods in these markets.367 

5.3 Overview of the Ethiopian ICT Sector: Particular Emphasis on Mobile Phone Assembly 

5.3.1 Conceptualizing ICT for “Development” 

In the current globalized world, the role ICT plays in the development process has long been 

accepted and promoted by different countries and development agencies.368 Researchers in this 

area also have assumed the development potential of ICT. They argue that ICT could play a great 

role in improving the socio-economic conditions of a country.369 These roles of ICT in particular 

have been emphasized based on its capacity to integrate with all sectors of the economy, 

including trade and investment, communications, banking, transport, education and other 

related service sectors. It has been argued that the use of ICT has created employment 

opportunities, increased the efficiency of enterprises and transformed the global market.370 

Overall, the use of ICT has provided countries with the opportunity and means to pursue their 

development by creating a venue to compete in the global markets through improving their 

productivity. Furthermore, the importance of ICT for development can be seen from two 

                                                             
364 Ethiopian Investment Commission at http://www.investethiopia.gov.et/index.php/investment-
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perspectives: first, its contribution at the macro level, evident from the “significant positive 

impact on GDP from information technology, telecommunications and mobile 

telecommunication investment.”371 On the other hand, the firm-level contribution relates to the 

fact that firms that employ ICT in their production have seen faster sales growth and 

employment growth as well as higher productivity.372 

Theoretically for developing countries, the use of ICT means eliminating or reducing some of the 

obstacles to economic growth such as a lack of information, lack of knowledge, lack of 

competition and other related problems. ICT offers an opportunity for countries to free 

themselves from these obstacles and their competitive advantages by creating new markets, 

products and ways of organizing how society functions.373 The recognition by developing 

countries concerning the use of ICT for their development efforts has resulted in a movement 

towards investing in ICT products and services.374 It has been argued that for effective use of ICT 

for development, there is a need to integrate the sector with other sectors of the economy and 

the overall policy objectives. Therefore, for ICT to fulfill its potential, it must be part of a mix of 

sound government policies and it requires “a robust, accessible and affordable connectivity 

network, technical literacy, skilled users and support systems, functional markets and 

supportive regulatory and policy framework.”375 

However, with the recognition of the impacts of ICT on the development process, there remains 

the question of how ICT could be conceptualized within the specific country understanding of 

development or what “development” constitutes when one discusses ICT for development. It 

has been argued throughout this thesis that when it comes to development and constructing 

and analyzing the policy and legal framework for development, consideration needs to be given 

to the understanding of “development” within the context of the specific country, avoiding a 

one-size-fits-all approach. This is the same in the case of ICT for development. Thus, it becomes 

important to understand how ICT is conceptualized in Ethiopia’s development context. 

Over the last decade, ICT has become an integral part of Ethiopia’s development goals through 

its successive development plans. Hence, the current development plan gives due attention to 

ICT in pursuing the national ICT demand, coping with the ever growing world economy, 
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emerging competitive in the global market and accelerating technology transfer.376 Therefore, 

recognizing such benefits of ICT as a tool for development and ICT as a sector or industry, the 

government of Ethiopia has formulated an ICT policy. The broad objectives of the ICT policy are 

provided as: 

· Develop ICT as a globally competitive industry and as an engine of growth. 

· Create the necessary conditions for the rapid development of ICT within the economy and 

society to accelerate Ethiopia’s socio-economic development process. 

· Promote and facilitate the extensive use of ICT in support of key sectors of the economy, 

including agriculture, industry and the services sectors. 

· Transform Ethiopia into a knowledge- and information-based society and economy. 

· Promote the use of ICT for modernizing the civil and public service to enhance its efficiency 

and effectiveness for service delivery, to promote good governance and reduce wastage of 

scarce resources.377 

Therefore, the ICT policy emphasizes the need for ICT in the socio-economic development of the 

country and the role the private sector plays in the development and distribution of ICT 

products and services.378 Hence, the government places ICT as “the key driver and facilitator for 

transforming Ethiopia's predominantly subsistence-agriculture economy to an information and 

knowledge-based economy and society, effectively integrated into the global economy.”379 It 

further states that: 

“…proactive ICT policy will provide the framework for the exploitation and 
application of ICT aimed at addressing the numerous challenges facing the 
country. The policy will support government efforts towards accelerated socio-
economic development as well as efforts towards state transformation including 
the modernization of the civil and public service by enhancing efficiency and 
effectiveness in service delivery.”380 

Therefore, the policy focuses on the transformative role of ICT in socio-economic development 

and emphasizes ICT as a tool to improve the country’s socio-economic performance. In doing so, 

the policy has identified different areas of intervention in which ICT is expected to play a role. 

These areas include human resource development, physical and ICT infrastructure 
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development, ICT for governance/e-government, electronic commerce, community access and 

service delivery, ICT for research and development, ICT systems security and standards, 

promotion of ICT in education, use of ICT in health and ICT for agricultural modernization.381 

The government has also institutionalized the national ICT framework by establishing the 

Ministry of Communication and Information Technology (MCIT), which is given the 

responsibility to coordinate and supervise ICT development initiatives and ICT policies. 

It can be seen from the above-mentioned policy consideration that sustainable development 

dimensions, particularly environmental dimensions, are not included in the framework. The 

role of ICT in promoting environmentally friendly technologies and fostering innovation for 

these purposes is not taken into consideration under the policy framework. Furthermore, a 

closer look at the policy shows that the policy is more focused on ICT as a tool to solve the socio-

economic problems that the country is facing. Hence, it could be argued that ICT within the 

context of development is conceptualized as a tool to facilitate the transformation of Ethiopia 

from a largely subsistence agricultural society towards a knowledge- and information-based 

economy and society. ICT, as a tool for socio-economic development in Ethiopia, is expected to 

have a wider impact on sustainable development and poverty eradication.382 The ICT policy 

goes as far as enumerating what it calls “socio-economic problems,” including an economy 

dominated by backward agriculture with low output and productivity aggravated by global 

declines in commodity prices, erratic GDP growth arising from extreme variations in weather 

conditions, low per capita income and near-endemic poverty, low health service coverage and 

life expectancy aggravated by the prevalence of HIV/AIDS, rapid rate of population growth with 

a large and youthful population, low human resource base arising from limited access to 

educational opportunities, poorly developed physical, communications and telecommunications 

infrastructure and fledgling democratic and governance system. 

If so, the question is: What are the enabling factors to use ICT for socio-economic 

transformation? 

It has been stated that the main enabling factor in using ICT for socio-economic transformation 

is the existence of technological infrastructure. Therefore, the ICT4D framework383 could be 

seen from two technological dimensions: The first is physical infrastructure, which includes but 

is not limited to hardware and telecommunication networks, fixed phone lines, mobile phones 

and other hardware access equipment, and the second relates to intangible services, which 

includes software. Hence, the application of these technological infrastructures (both hardware 
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and software) to different sectors of the economy becomes the base for socio-economic 

transformation. However, the mere existence of these technologies does not automatically make 

them a tool for development. This is where policies and legal frameworks become vital in 

spurring this technological progress towards substantive “development.” Hence, ICT policies 

and institutional setups are needed to minimize negative effects and bottlenecks through 

regulation and promote desired results through positive actions such as incentives and the 

buildup of human capital. Furthermore, these institutional and regulatory setups become 

important in designing what role FDI could play in the “ICT for Development” initiatives.384 

Hence, the interplay of FDI in physical infrastructure as a means of development is also the 

focus of this chapter. But first, it is important to investigate the relationship of FDI in relation to 

ICT4D initiatives in developing countries in general and Ethiopia in particular. 

One of the means by which technology is transferred and diffused from large ICT companies to 

the markets of developing countries is through investment. These investments from large ICT 

companies undertaken through their value chain or through their local partners are recognized 

as vital for the growth of the sector in developing countries, thereby facilitating their 

development efforts.385 As a result, many developing countries are encouraging investment in 

the ICT sector, including hardware and software products and services. Therefore, FDI in the 

ICT sector is pursued with the view that the growth of the sector provides countries with the 

opportunity to pursue their “development” goals. In turn, the development of the sector itself 

serves as a base for FDI attraction. In this perspective, it has been stated that a modern 

telecommunication infrastructure not only contributes to economic growth at the national level, 

but it is also a prerequisite for participating in global competition as well as investment 

attraction.386 However, this creates a paradoxical situation in which the fulfillment of one 

depends on the other and vice versa. Hence, FDI and ICT can stimulate each other in such a way 

that the development of ICT can harness FDI activities in many other sectors and ICT can be 

considered an important sector for FDI attraction. Developing countries like Ethiopia could use 

the presence of MNCs investing in their ICT sector for their economic growth and further FDI 

attraction.387 

Under the Ethiopian ICT policy, the role foreign investment could play within the development 

of the ICT sector is articulated in different sections. These provisions show that foreign 
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investment is mainly needed for the development of the ICT sector as well as for participating in 

research and development. As a result, the policy states that the government takes the 

responsibility to create “an enabling legal, regulatory and institutional framework as well as to 

create a conducive investment environment to attract financial and technological resources 

through foreign direct investment.”388 This also extends to providing incentives to encourage 

the participation of foreign and domestic investors in different ICT products, including hard and 

software manufacturing and assembly, repair and maintenance. 

5.3.2 Ethiopia’s ICT Sector as a Subject for FDI Inflows: Particular Emphasis on Mobile 

Assembly 

In Ethiopia, the recognition of the ICT sector as an enabler of development is a recent 

phenomenon. The government has undertaken different initiatives to introduce the usage and 

penetration of ICT services in different sectors of the economy such as expanding 

telecommunication infrastructure, introducing different Internet services and expanding the 

use of ICT services in government offices. Besides these initiatives, the current status of the ICT 

sector in terms of access and usage in Ethiopia is considered low even by African standards (and 

as compared to countries like Kenya and South Africa).389 However, with the aim of expanding 

the usage of ICT, the government has invested greatly390 in telecommunication infrastructures 

to increase the accessibility of telecom services, along with introducing different policy 

measures as discussed in the previous section. 

Ethiopia’s telecommunication service sector is monopolized by the government through its 

national operator, Ethio Telecom, which provides a range of telecom services. Beside 

telecommunication, there are some areas in the ICT sector that are open to private investors 

including foreigners. GTP I and II and the Ethiopian Investment Commission identified different 

areas such as software, content, application and database development; system integration; and 

manufacturing of ICT equipment for the domestic market as well as export as preferred areas of 

investment. Furthermore, the government has also been building a national “ICT Park” with the 

aim of attracting multinational ICT companies, including those that are involved in the 

manufacturing and assembly of ICT products.391 The ICT park named “Ethio ICT Village” opened 

in 2015.392 

                                                             
388 See the ICT policy of Ethiopia. 
389 Ibid. 
390 Ethiopia has invested some USD 15 billion in the last decade in telecommunications. See more in 
Dominique Baron, The Impact of Telecommunications Services on Doing Business in Ethiopia, Addis Ababa 
Chamber of Commerce and Sectoral Associations (2010). 
391 See http://www.mcit.gov.et/web/english/ict-sector-development-in-ethiopia accessed in June 2016. 
392 According to the official EIC website, 22 companies have moved into the park, while 170 more are on 
the way. 
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The development of ICT in general and the involvement of foreign investment in particular in 

the ICT sector nonetheless remains very low compared to other manufacturing industries such 

as textiles and garments in Ethiopia. In the ICT policy, this is attributed to the backward 

infrastructure of ICT, the lack of sufficient human resources skilled in ICT and the existing 

digital divide between the few in cities and the majority in rural areas. Moreover, other studies 

have identified that a lack of competition in the telecommunication sector has also limited the 

usage of, for example, mobile phones in most areas.393 Even though monopolization of the sector 

is justified by the government as necessary due to expanding access to rural areas through 

revenue generated, the high cost involved in telecom services has been mentioned as a 

hindrance to its usage. 

Although telecommunication service is monopolized and the penetration of the service has 

shown gradual growth, there are some mobile apparatus assembly companies that are 

established by foreign manufacturers as well as through joint ventures.394 This is one of the 

investment opportunities in the Ethiopian ICT sector with promising potential, as the use of 

mobile phone services has shown a large increase from time to time. The introduction of mobile 

phone services in Ethiopia dates back to 1999. At the time, mobile phone services, which at first 

had the network capacity to accommodate 36,000 subscribers, had only 6700 customers. 

However, as can be seen from the table below, this has increased to 58 million mobile phone 

subscribers. 

 

 

 

 

 

 

 

 
                                                             
393

 See Lishan Adam, “Ethiopia ICT Sector Performance Review 2009/2010”; also see Aman Assefa, 
Information and Communication Technology in Ethiopia: Challenges and Prospects from an A2K Perspective, 
Unpublished (2010). 
394 USAID, Ethiopia Private Sector Opportunity Analysis for the Information Communication Technology 
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Table 5.1: Ethiopian mobile and Internet subscribers 

 

 

 

 

 

 

 

 

Source: Ministry of Finance and Economic Cooperation (2017) 

Therefore, Ethiopia has attracted a number of mobile assembly companies395 from different 

countries that are now assembling mobile handsets and even exporting to other African 

countries. 

5.4 Case Studies in Textile and Garment and Mobile Assembly Sub-sectors: Investment 

Attraction 

5.4.1 Investment Promotion 

As discussed in Chapter Three, investment promotion as a mechanism to address areas of 

national image building, investment generation, investor servicing and policy advocacy is seen 

as a vital factor in attracting FDI. Hence, to be effective, these promotion activities must address 

the development goals of the host country that in the first place initiated the need for FDI. 

Theories suggest that countries need to aim for “quality FDI”396 rather than quantity to address 

their interests. One mechanism to do so has been identified as “targeting” – i.e., matchmaking 

between the countries’ comparative advantage and that of the development goals needing to be 

                                                             
395 There are eight mobile assembly investments; however, there are companies that have obtained 
licenses but did not start operations. 
396 According to Moran and Seric, “Quality foreign direct investment is investment that takes place within 
a policy framework that allows the FDI to make the largest possible contribution to broad-based inclusive 
and sustainable development within the host economy. In policy terms, quality FDI may be characterized 
as investments that contribute to creation of decent and value-adding jobs, enhance the skill base of host 
economies, facilitate transfer of technology, knowledge and know-how, boost competitiveness of 
domestic firms and enable their access to markets, as well as operate in a socially and environmentally 
responsible manner.” 



127 
 

achieved through FDI.397 In the context of sustainable development, this means that investment 

promotion activities need to consider all the dimensions of sustainable development, which 

include economic, social and environmental factors, although as discussed in Chapter Two, the 

weight given to each dimension might differ. In Chapter Four, it was discussed that Ethiopia 

recognized investment promotion as one of the mechanisms for FDI attraction. However, it has 

been argued that investment activities that are illustrated under the law failed to take into 

consideration and direct these promotional activities towards the country’s development goals; 

inclusive growth and SDGs. Based on this theoretical analysis, the interviewees from both from 

the EIC and regional offices were asked to identify mechanisms that they use in conducting their 

promotional activities and whether such mechanisms have taken into consideration the 

country’s development objectives. 

As illustrated in Chapter Four, the Ethiopian investment legal framework entrusts the task of 

investment promotion to the EIC as well as regional investment offices and further enumerates 

some of the promotional activities to be conducted by these institutions.398 The EIC and regional 

investment offices are responsible for conducting promotion activities in all sectors, including 

that of textiles and garments as well as the mobile assembly industry. According to Article 4(4) 

of Investment Proclamation no. 769/2012, regional offices have jurisdiction over all 

investments with the exception of wholly foreign-owned investment; joint investment made by 

domestic and foreign investors; investment made by a foreign national, not Ethiopian by origin, 

treated as a domestic investor pursuant to Article 2(5) of this proclamation and investment 

made, in areas eligible for incentives, by a domestic investor who is required to obtain a 

business license from the concerned federal organ. Thus, it can be seen that the federal organ, 

the EIC, is the one that is responsible for foreign investors, whereas regional investment offices 

are responsible for domestic investors that are investing in their regions.  

Under the structure of the EIC, promotion activities are conducted by the Investment Promotion 

Directorate. According to an interviewee, the Investment Promotion Directorate conducts two 

main functions in relation to investment promotion. First, it provides information about 

Ethiopia as an investment destination by introducing its comparative advantage through 

publications, brochures and forums. Second, it provides support for investors in every aspect 

until they get investment licenses.399 However, these activities are not conducted based on a 

comprehensive promotion strategy that is integrated with the development plan of the country, 

but rather based on the annual plan of the directorate, which is drawn up based on the 
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 This is about goal-related targeted sectors in which the sectors are chosen based on the development 
goals and then they are matched with what the country has to offer. 
398

 See Chapter Four for the legal provisions of investment promotion in Ethiopia. 
399 Interview EICG06. 
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achievement of the previous year and which enumerates yearly targets.400 Furthermore, the 

promotional activities are not only conducted by the EIC. Other institutions such as the Ministry 

of Foreign Affairs through its embassies abroad, government ministers including the prime 

minister in conducting official visits and other local institutions, specifically sector institutions, 

are also involved in such activities. The challenge with the involvement of different institutions 

without a comprehensive promotion strategy is that different types of information are 

conveyed, which creates uncertainties for investors. In this respect, one interviewee from the 

promotion directorate argues that the practical problems that arise from the dissemination of 

uncoordinated information is that it has given “space for the these institutions to provide any 

general information about the country which mostly can be classified as ‘exaggerated 

information’ and hence, creates problems when investors arrive in the country and get the real 

picture.”401 Based on his observation, the number of investors that visit the country for 

investment purposes and those that actually start operation differ greatly. Therefore, a lack of 

uniform strategy and the difference in information conveyed by different actors have rendered 

the promotion activities uncoordinated.  

The implication of a lack of promotional strategies is not limited to providing varying 

information to investors but rather also includes identifying the type of investment that the 

country is looking for vis a vis its development goals. Hence, it is difficult to understand how the 

development goals are integrated and reflected in the promotional activities undertaken by the 

EIC. According to the interviewee from the investment promotion directorate of the EIC, 

“sectors” are the criteria that they are following in promoting the country as a destination for 

FDI. However, in identifying the economic, social and environmental contribution of FDI to the 

country, there are no specific preconditions that are set to evaluate foreign investments in this 

respect or to evaluate their potential contribution in those dimensions. For example, according 

to the interviewee, more often than not, investors are required to submit their environmental 

impact assessment after they are issued investment licenses. The interviewee explained this as 

a general belief that foreign investors come with new technologies, capital, employment 

opportunities and managerial skills, and these will benefit the country.402 He further states that 

they evaluate the success of their activities based on the number of investors that came to the 

country, i.e., success is measured in a purely quantitative way rather than qualitative.403 

Focusing on the quality of FDI rather than the quantity has been advocated as a factor that 

facilitates FDI as a means of development. According to theories discussed in Chapter Three, 
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401 Id. 
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this will help host countries to attract FDI that will assist them in their quest for development. 

Ways of targeting quality FDI emanates from understanding what a country expects in the first 

place to get from the arrival of FDI and which type of FDI will help achieve such results and 

designing means to promote the country to attract such FDI. However, as can be seen from the 

promotional activities mentioned above, in general terms, such mechanisms are not used in 

Ethiopia. 

One exception from the general practice is for the purpose of industrial park exclusively 

designed for the textile and garment industry. Promotion activities for FDI in this sector for the 

purpose of the newly established industrial park are done through “targeting,” i.e. by targeting 

investors who are taken as anchor investors who might be followed by others and also can 

support the development goals of the country. This is different from previous strategies that 

were limited to sporadic promotion activities through preparing forums in different countries. 

Therefore, it is a recent development that the promotional activities are designed to use a 

targeting approach, and this has only been applied for the purpose of the newly established 

Hawassa industrial park. According to one of the interviewees, it is during the process of 

building the park that investors were identified and approached, those who agreed to be part of 

the industrial park have been heavily involved in the design and implementation of the 

industrial park. This approach has been effective in getting anchor investors, as most of the 

sheds in the industrial park are leased and some of the factories have started their 

production.404  

Furthermore, another interviewee argues that within the framework of the new investment 

direction of establishing industrial parks, considerations are given to economic, social and 

environmental factors.405 Accordingly, most of the sheds in the industrial park are marked for 

export-oriented textile and garment businesses, with the exception of some (one or two) for 

import substitution businesses to enhance exports in the textile and garment industry. 

Moreover, the interviewee states that the park is designed to be an eco-industrial park, which 

tries to control the pollution effect of the businesses based on a well-researched geological 

impact analysis. In building the industrial park, the government also discussed with the local 

community and assessed the direct and indirect employment opportunities, residence benefits, 

training opportunities and better working conditions. Therefore, according to the interviewee, 

learning from the previous experiences, the government in the Hawassa Industrial Park406 tried 
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 Interview EIPDCG01. 
406 Hawassa Industrial Park is specifically designed for the textile and garment sub-sector. 
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to attract companies that support the overall development efforts of the country.407 It is 

important to note here that the regulatory institution that is responsible for industrial parks is 

known as the Ethiopian Industrial Parks Development Corporation (EIPDC), which is different 

from the EIC. The EIC is responsible for overall investment activities in Ethiopia but works 

closely with the EIPDC, which is responsible for industrial parks development. 

With the exception of investors for the purpose of industrial parks, one could understand from 

the interviews that a targeting approach has not been used as a main strategy of promotion. 

Even within the parks, the question could be raised: targeting who and for what purpose? As the 

practice shows that targeting for the purpose of industrial parks is made by choosing what is 

regarded as “anchor investors,” the criteria being well known companies that might be followed 

by others in coming to Ethiopia. Although this might be seen as a good beginning, this does not 

show if any consideration has been made towards the characteristics of these MNCs. 

Classification and identification of foreign companies in terms of resource-seeking FDI, market-

seeking FDI, efficiency-seeking FDI or strategic asset-seeking FDI is not considered in 

conducting promotion activities. Therefore, there is no practice of identifying the need of 

foreign companies and designing promotion activities with respect to that need and hence 

influencing their characteristics. In a way, there is no method applied to identify the spillover 

capacity of MNCs and design the promotional activities in that respect. In this regard, the 

interviewee concedes that there is no practice of identifying the potential spillover capacity of 

MNCs. The practice is based on the belief that any MNC that comes into the economy comes with 

employment opportunities, technology and know-how – i.e., any FDI is good FDI. The extent of 

such direct and indirect benefits has never been considered in promotional activities and 

supported with studies. There is clear awareness within the EIC of the problematic nature of 

their approach. According to another interviewee, “the approach of welcoming MNCs with the 

belief that they will contribute something to the country has done more damage than good in 

some circumstances. I think we need to improve our system of investment promotion.”408 It is 

thus important to ask if there is awareness by the EIC, what the main challenges are for not 

practicing the “quality FDI” approach. Answering this question basically relates to the 

challenges that developing countries face to exercise such promotional activities as discussed in 

Chapter Three: lack of capable human resources and lack of governance structure to adopt and 

implement such strategies. Targeting quality FDI requires a capable institutional framework, 

both in its human resource composition and structure that identifies and interrelate the types of 
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FDI with development goals and then informs policy decisions in this regard. This is not yet 

practiced by the EIC. 

Unlike the textile and garment sub-sector in the industrial parks, the promotional activity in the 

mobile assembly industry has consisted of a general introduction of the country as an 

investment destination. Hence, all the general promotional activities also apply to the mobile 

assembly sector. According to interviewee, although the government is building an “ICT park” 

with a view to increasing investment in ICT products and services, promotional activities within 

this sector have not gone beyond the general introduction of the country as a desirable 

investment destination.409 Hence, there is no clearly established strategy relating to what the 

“ICT park” would promote in terms of manufacturing of ICT equipment and investment 

facilitation services. A report by ICT ET, an association of ICT companies in Ethiopia, shares this 

concern and further states that: 

“Investors were highly encouraged to take plots in the park and build their 

factories, but due to the delay in the lease price and unsettled issues 

regarding eligibility to take part in the Village, assemblers are unable to 

expand production. This is affecting the sector since assemblers waiting to 

get into the park and expand their production are forced to instead rent 

warehouses or build elsewhere.”410 

Thus, one can see that the lack of these strategies as to the type of investors that are needed in 

the park, i.e., whether all ICT equipment or mobile assemblers are supposed to enter the park, 

as well as a failure to identify the likely outcome of establishing such a park creates a gap in fully 

grasping how investment promotion in this sector is integrated with the development goals of 

the country. 

The study also attempted to get the view of foreign companies on how much the investment 

promotion activities undertaken have influenced their decision to invest in Ethiopia. In this 

respect, investors in both sectors state different reasons as their motivation to invest in Ethiopia 

depending on the sub-sectors they are involved in. Although they agree that information about 

the host country is important in any investment process, they don’t feel that promotional 

activities are the main elements in their decision to invest. 

According to one interviewee: 
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410 ICT-ET Hardware Working Group, Gap Analysis, Clarity and Understanding of ICT and Electronics 
Manufacturing,(2016) Addis Ababa, Ethiopia. 
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The decision to invest in Ethiopia came with the interest to distribute our 

products (mobile handset) within local and African markets. The relative 

political stability of the country, the market size and attractive investment 

incentives provided by the government were the main pull factors. 

However, it is difficult to pinpoint specific promotional activities that 

influenced our decision to come.411 

Another interviewee working within the mobile assembly sector also stated that: 

We came to Ethiopia with a Chinese delegation that has already established 

factories in Ethiopia in different sectors. Our visit at that time was 

important to assess the market size and the political stability and to observe 

experiences of other multinational companies. We saw that there is a 

potential to introduce our product to the emerging Ethiopian market in the 

use of mobile communications.412 

Another interviewee in the textile and garment sub-sector states the reason for their choosing 

Ethiopia as the availability of a labor force with low cost, and similarly as the above interviewee, 

they came with a Chinese delegation.413 Therefore, the views of foreign companies show that the 

role that promotion activities influenced their decision to invest is low. This shows that the 

major influencing factor for investors is the information they get from other anchor investors or 

information they gather upon arriving in the country rather than the general information that 

the investment promotion agency forwards. 

Moreover, in Chapter Three it has been argued that the availability of domestic industries is 

taken as one of the elements that enable the absorption of spillovers from MNCs. Hence, it is 

appropriate to ask how investments in these sectors are promoted for domestic investors. In 

this respect, an interviewee from EIPDC working in Operations and Industrial Parks 

Management, argues that the performance of domestic businesses in the manufacturing sector 

in Ethiopia is low compared to, for example, the service sector. According to the interviewee, 

this is attributed to different factors, the main one being based on the profit making nature of 

private investors and the fact that in Ethiopia profit making is quicker in the service sector than 

in the manufacturing sector.414 Hence, most domestic investors are engaged in the service sector 

rather than establishing domestic industries. However, an interviewee from the EIC’s 

Investment Service Facilitation Directorate argues that it cannot be said that the manufacturing 
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sector is promoted adequately to domestic investors.415 There is no integrated approach to 

promoting manufacturing sectors for domestic investors in Ethiopia. This is in part due to the 

fact that domestic industries are licensed by regional states and handled by those regional 

investment offices. However, it can be argued that since the EIC and regional investment offices 

are not functioning with similar capacity, this is a barrier for the country to establish absorptive 

capacity by expanding the presence of domestic industries. The interviewee argues that due to 

the lack of timely communication and information-sharing mechanisms between the EIC and 

regional investment offices, investment promotion and facilitation for domestic industries are 

weak.416 However, one could argue that as the EIC has more resources in terms of human capital 

as well as more information on MNCs that arrive in the country, it could have played a major 

role in enhancing the absorptive capacity of the country. The same concern is shared by regional 

investment offices. According to a key informant in Amhara regional state,  

… the task of identifying potential domestic investors who will be willing to 

invest in these sectors and promoting it in such a way has not been done 

until now. There is no system of targeting specific investors and hence, we 

have low involvement of domestic sectors in these two sectors, and also the 

number of investors that actually implement their projects after they got the 

license is very low.417   

This shows that domestic businesses that are involved in the two sub-sectors are very 

low. Even when domestic businesses get licenses, those that get into operation are also 

considered few. Although the interviewee could not say for sure the reason for their 

failure to go into operation, he guesses that the reason might relate to the procedural 

burden of entering into business.418 

Generally, the role of investment promotion with respect to domestic businesses is in its 

infant stage and has not gained any momentum towards pursuing potential domestic 

investors, which in turn affects absorptive capacity. 

5.4.2 Investment Service Facilitation 

As discussed in Chapter Four, investment service facilitation based on one-stop shop service is 

recognized as a means to reduce bureaucratic bottlenecks that are faced by investors. As argued 

in Chapter Three, this mechanism is important from the perspective of developing countries as 

they suffer from weak institutional arrangements and capacity that hinder the implementation 
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of investment. Thus, investment service facilitation based on one-stop shop service has been 

adopted by different countries as a means to facilitate both foreign and domestic investments. 

As illustrated in Chapter Four, the Ethiopian investment legal framework entrusts this task to 

the EIC. Accordingly, the EIC has established the investment aftercare directorate to facilitate 

investment services for investors who secured their investment permits in manufacturing 

sectors. Here it is important to recall the discussion in Chapter Four in which it was argued that 

the law only mentions the manufacturing sector as a beneficiary of the EIC’s one-stop shop 

service, excluding other sectors. Based on the mandate of the law, the EIC has the responsibility 

to provide investment facilitation service both on behalf of other government executive organs 

as well as on behalf of investors.419  

As both the textile and garment and mobile assembly sub-sectors fall within the category of the 

manufacturing sector, investors that are interested in investing in these sectors benefit from the 

one-stop shop service. According to one interviewee, the usual requests of the investors relate 

to the availability of infrastructure such as electricity, water lines and land.  

Fulfilling such infrastructure needs is not an easy task, argues the interviewee, mainly for two 

basic reasons. The first is that a lack of capable human resources working in the government’s 

executive organs as well as the regional states that are responsible for the provision of such 

infrastructures hinders any understanding between the EIC and these government organs. The 

second relates to a lack of infrastructure with the quality that investors demand, which usually 

takes on average two years to fulfill.420 The key informant gives a very good example in this 

regard; identification of land for investment is usually done by regional states before any 

request for investment is made. However more frequently than not, these lands do not have 

basic infrastructure facilities such as roads, electricity or water lines, creating problems in the 

implementation of investment projects. Further, the interviewee stated that lack of institutional 

capacity in terms of qualified manpower to handle MNCs with a lot of international exposure in 

service delivery is creating problems in investment service facilitation. Hence, even though 

there has been improvement, doing business –from licensing to custom clearance procedures – 

remains bureaucratic.421 According to another interviewee from the EIC’s legal department, one 

solution adopted by the government to reduce such hurdles in both sub-sectors, especially 

relating to land in regional states, is to establish industrial parks that have basic infrastructures 

to start investment.422 
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On the other hand, this one-stop shop service is not similarly applied to domestic companies, 

which are usually licensed by regional states. According to one interviewee from Oromia 

regional state, regional states license domestic businesses and assist the EIC in its request for 

investment in the regional state concerned.423 An interviewee in one regional state mentioned 

that the investment service facilitation in the region goes as far as forwarding the request of 

investors on behalf of the investor to the executive organ where service is required and does not 

practice one-stop shop service to domestic investors. In this regard the interviewee argues that: 

“… our basic problem to make domestic investors who secured license to 

start its operation relates to infrastructure such as electricity. Since it takes 

more time to provide such services they generally do not start their 

operation. We did not start providing one-stop shop service to domestic 

investors and hence, it is usually that they will face some difficulty in getting 

services from different service providing institutions”424  

Hence, the practice with regard to investment service facilitation by regulatory bodies based on 

one-stop shop service shows that at the federal level, there is an understanding with regard to 

what investment service facilitation means, and the department in the EIC is exercising its 

duties to provide investors the best service possible even though normally it takes more time 

than targeted by the institution. This might be the reason that the perception of foreign 

companies working in both sectors in terms of investment service facilitation is positive, in that 

even though it takes time to get the services, they feel that the EIC is always ready to help. One 

interviewee states that “In Ethiopia, entry is relatively easy as one can get help from the EIC; it is 

staying in business that is difficult, as rules and regulations change frequently on different 

issues such as export earnings.”425 However, the same positive perception is not there in 

domestic companies, mostly those that use the service of regional states, as one interviewee 

from a domestic company states that “the help that they get in their investment project is simply 

non-existent.”426 

In general, it could be argued that investment service facilitation – although it is in its beginning 

stage in terms of its structural organization and institutional integration – is one step forward in 

the right direction for investment attraction. However, the same cannot be said for regional 

offices427 that are behind in the implementation of investment service facilitation activities such 
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as the one-stop shop services. As domestic businesses are the ones that heavily use regional 

investment offices, lack of these services coupled by low institutional capacity in terms of 

human capacity and knowledge will have a negative impact on the involvement of domestic 

businesses. For example, the EIC recently established a “doing business” department, which is 

entrusted with the task of identifying the doing business parameters that the World Bank uses 

and suggesting ways to improve such parameters.428 While this is a very good start, the EIC 

needs to include regional states in such studies.  

5.4.3 Investment Incentives 

Investment incentives as a policy option to facilitate FDI, as discussed in Chapter Three, have 

been subject to argument among scholars. Nevertheless, many countries, including Ethiopia, 

have adopted investment incentives as a policy option for attracting FDI in different sectors. 

Theories show that incentives could take a form of fiscal incentives, financial incentives and 

regulatory incentives. As discussed in Chapter Four, the Ethiopian legal framework mainly 

provides fiscal and financial incentives based on three objectives: promoted sectors, investment 

locations and export-centered investments. Hence, looking at the policy objective in introducing 

these investment incentives in Ethiopia, it is clear that the primary focus is on economic 

development, and the policy does not adequately promote the social as well as environmental 

dimensions. Thus, it has been argued in Chapter Four that in terms of the country’s 

development strategy of sustainability and inclusive growth, this might create a gap. 

The practice in the two sub-sectors studied here is no different; the provision of incentives is 

mostly tied to economic objectives. However, both foreign and domestic investors in these sub-

sectors feel that investment incentives are very generous and are vital for their production and 

have encouraged them to invest.429 Even though the investors felt that incentives were 

important in their decision to invest, some domestic investors stated their doubt with respect to 

monitoring mechanisms in ensuring that the incentives are indeed used for the purposes that 

they have been provided for and do not result in market distortion. According to one 

interviewee from the domestic textile and garment sub-sector: 

Domestic textile and garment factories get the same incentives as the 

foreign ones. The problem lies in that some foreign companies use their 

incentives for other purposes. For example, they distribute to the market 

their duty free imported raw materials for least cost; they use their duty 

free imported cars and other materials for purposes other than investment 
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projects. I don’t think there is a monitoring mechanism to ensure that these 

incentives are indeed used for the intended investment projects.430 

The same concern is shared by the EIC. According to one interviewee from the Investment 

Incentive Directorate of the EIC, they have come across investors – mostly foreigners but some 

domestic – that have used their incentive privilege and have participated in illegal trade of raw 

materials, imported equipment and even use of the land for some purposes other than the 

investment project.431 The commission has, according to the interviewee, revoked licenses of 

those investors involved in such activities as soon as it becomes aware of them pursuant to the 

law. However, the interviewee from the EIC admits that the institution is not doing enough to 

monitor such activities and with the existing lack of capable human resources in regulatory 

institutions; controlling such illegal use of incentives is very difficult. However, the interviewee 

from the EIC argues that the commission tries to control such activities as much as it can.432 This 

is an important barrier to ensuring that investment incentives are used for the intended 

purposes, which ultimately would affect the benefits that are expected from these investments. 

In terms of using incentives to pursue other non-economic development objectives such as 

promoting corporate social responsibilities, research and development and other 

environmental objectives, the interviewee from the EIC states that the commission has failed to 

tie the incentives with such purposes. The interviewee further states that: 

There has not been a study that was conducted to see if what we lose 

through investment incentives is compensated by the presence of these 

investors. There has not been a study to see the cost-benefit analysis of 

investment incentives, or at least I have not come across such a study in this 

department. Hence, we only provide incentives with the belief that it will 

attract more investments and not specifically of “development” objectives. 

Of course, we have here and there provisions that are tied to employment 

opportunities, but in practice, most investors leave after the end of the 

exemptions period.433 

Nevertheless, foreign investors engaged in both sub-sectors stated that they enjoy a wide 

variety of incentives while investing in Ethiopia and that has been encouraging in terms of 

sustaining their business.434  

                                                             
430 Interview DTGC01. 
431 Interview ETIDIG08. 
432 Interview EICG07. 
433 Ibid. 
434 Interview FMAC01, 02, Interview FTGC01. 
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As can be seen from the practice in the sub-sectors, the incentives are tied to starting business 

in Ethiopia; hence, there are no investment incentives specifically conferred based on investors’ 

capacity to contribute to a wide variety of sustainable development goals, including social and 

environmental goals. However, as discussed in Chapter Three, with respect to making FDI work 

for sustainable development, incentives could be attached to not only economic goals but also 

the social and environmental goals of a country. This approach is one of the policy options that 

Ethiopia should follow to make sure that it is attracting the right kind of FDI that contributes to 

its development goals. And employees within the EIC are aware of this. 

5.4.4 Investment Protection 

Investment protection as a means of attracting FDI can be seen from two perspectives. The first 

relates to risks associated with political conditions of the host states, and the second emanates 

from risks associated with instability of the legal environment governing FDI. As discussed in 

Chapter Four, the Ethiopian legal framework provides property protection against non-

commercial risks, including expropriation. Hence, the question arises of whether there has been 

any case of investment protection against Ethiopia and how investors see investment protection 

as a means of attracting FDI in the selected sub-sectors. 

According to one interviewee from the legal department of the EIC, investment protection cases 

that have come to the commission are usually solved by negotiations. Although the interviewee 

did not want to go into the details of the cases, he states that, for example, due to unrest in some 

parts of the country,435 there were investors who lost their investment in part or as a whole. 

These situations have been solved by the government through negotiation, and compensations 

were paid according to the law.436 Hence, states another interviewee, the investors do not lose 

much of their confidence in the protection of their investment. This sentiment is also shared by 

foreign investors. According to one interviewee,  

Even though we understand that there are risks associated with investing in 

different country than our home states, that is a risk we think could happen 

anywhere. Thus we are not so much worried about it as long as there is a 

compensation mechanism. What troubles us in our work in Ethiopia is the 

frequent change of policies that the government adopts from time to time.437 

                                                             
435 There were reports by different media outlets on the damage that foreign investments have suffered 
due to unrest in different part of the country, mainly in Oromia regional state in 2016. See 
https://www.washingtonpost.com/world/africa/investors-shy-away-from-ethiopia-in-the-wake-of-
violent-protests/2016/11/01/2d998788-9cae-11e6-b552-
b1f85e484086_story.html?noredirect=on&utm_term=.b4555ab6fd97 
436 Interview EICG04. 
437 Interview FMAC02. 
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For example, this interviewee argues that they were only targeting the local market when they 

started business in Ethiopia. However, the government has currently mandated that they have 

to start to export to other countries in its quest to increase export earnings. Since this is not part 

of their business strategy, he further argues, it put their investment in jeopardy and makes it 

difficult for the company to stay in business.438 Hence, ensuring stability of policies and avoiding 

frequent changes to the legal frameworks are more important than political risk guarantees. 

Furthermore, during the course of the field work, there was political unrest in different parts of 

the country, and foreign investments in different sectors were targeted by the popular uprising, 

resulting in destruction of their properties.439 However, in one particular area, there were some 

investments untouched. According to one interviewee, the reason for survival of those investors 

is because they were protected by the local elders in the community. This case puts the role of 

local communities at the center of investment protection. Hence, the relationship of government 

as well as the local communities where the investment is situated appeared to be important. 

This means that participation and awareness by local communities where an investment is 

located are vital for investment protection.  

In sum, it could be seen from these case studies that protection against political risks as well as 

stability of the policy and legal framework of the host states matter in practice not only for 

investment attraction but also to ensure the long-term duration of investment projects. 

5.4.5 Do the Mechanisms Work to Attract the “Right” Kind of FDI? 

The “right” kind of FDI, as discussed in Chapter Three, is FDI that contributes to the 

development needs of a country, or development that is framed within the context of the 

specific developing country. Hence, the “right” kind of FDI means quality FDI that has the 

potential to contribute to the development needs of the country, as opposed to merely focusing 

on quantity. Obtaining this FDI requires aligning investment attraction legal frameworks with 

the development needs of the country. Accordingly, in the previous sections, investment 

attraction mechanisms in Ethiopia were investigated in practice in the selected sub-sectors. 

Hence, the question remains as to whether they work to attract the right kind of FDI – or in 

other words, are they sufficient to attract the right kind of FDI? In this section, an attempt is 

made to consolidate the practice of investment attraction mechanisms to investigate whether 

these mechanisms are working towards attracting the right kind of FDI. 

                                                             
438 Ibid. 
439 See Reuters report entitled “Ethiopian Protestors Attack Factories in Africa’s Rising Economic Star” at 
reuters.com October 7, 2016. 
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Investment promotion 

Within the insight of the theoretical justification that investment attraction is a mechanism for 

making FDI work for development (as discussed in Chapters Three and Four), the first attempt 

was made to investigate whether investment promotion activities bring quality FDI to the 

country. As discussed in section 5.4.1 of this chapter, in practice, the success of investment 

promotion activities is evaluated on the basis of the number of investment projects licensed 

rather than the quality of FDI. As shown by the interview, the investment promotion activities in 

the EIC did not take into consideration the potential benefits of FDI based on the development 

goals of the country. However, targeting quality FDI has been done for the purpose of newly 

established industrial parks, and consideration has been made to the economic, social and 

environmental issues. It is important to note here that in the case of investment promotion for 

the purpose of industrial parks, the EIPDC takes the lion share. It appears that the two 

institutions, the EIC and EIPDC, take different approaches to investment promotion. The EIPDC, 

as an institution that deals with industrial parks, takes a targeted approach to investment 

promotion by identifying potential investors and approaching them not only to participate in 

the country but also going as far as designing sheds within the industrial parks based on the 

interest of MNCs. Meanwhile, as discussed above, the EIC takes more of a general approach of 

introducing the country as an investment destination and does not practice a targeted approach. 

However, the EIC could use the experience and success of EIPDC to design a comprehensive 

promotional strategy that will enable the country to attract quality FDI. Moreover, regional 

states that are responsible for domestic investors need to perform with equal capacity with the 

federal government in promoting investment, and the governance structure between these two 

institutions needs to be coordinated. 

Furthermore, investors in both sub-sectors stated that there are no specific promotion activities 

that they could think of that influenced them to invest; rather, the market access and investment 

incentives are their main pull factors. Interestingly, the institutions entrusted with the task of 

investment promotion could have used these pull factors and designed a strategy to attract 

investment projects with the potential to enhance the development goals (as discussed in 

Chapter Three). Additionally, such strategies designed for investment attraction need to be 

stable enough for a good length of time to create confidence among investors. 

Moreover, as discussed in Chapter Four, the lack of a legal base to direct promotional activities 

towards inclusive development goals under the Ethiopian investment legal framework is also 

evident in practice. In general, investment promotion activities that are undertaken by the EIC 
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are not working towards attracting the right kind of FDI, evaluated on the basis of the 

development goals enshrined in the development plans. 

Investment service facilitation 

With regard to investment service facilitation, as discussed under section 5.4.2, the department 

is facing challenges in terms of providing infrastructure to investors in a timely manner, and 

they advocate for the establishment of industrial parks as a mechanism to solve such problems. 

According to the interview, since the service is provided for those investors who secured their 

licenses, the consideration of the quality of FDI is not considered to be part of the functions of 

the department. However, it is important to emphasize that domestic investors are not 

benefiting from one-stop shop services, as regional states do not practice one-stop shop 

services. This will have a negative effect on internalizing the benefits that are externalized by 

the existence of FDI, as domestic investors will be discouraged from investing (This is 

elaborated further in the next chapter). Hence, one can argue that since not only are domestic 

businesses important for absorption of benefits but they are also much more likely to stay in 

their country supporting development efforts, it is important to treat domestic businesses the 

same as foreign ones. In general, it can be seen that foreign investors in both sectors have 

positive opinions of the services they get from the EIC with respect to one-stop shop services. 

However, the same cannot be said for domestic businesses that are not benefiting from one-stop 

shop services. 

Investment incentives 

As seen in the theoretical justifications, incentives are seen as the main mechanism that 

countries can employ to attract FDI. In particular, this factor is seen as important for developing 

countries as a way of augmenting their weak institutional arrangements through investment. 

Following this justification, as discussed in section 5.4.3, Ethiopia also employs both fiscal and 

financial incentives with the purpose of attracting FDI. Actual practice shows that both foreign 

and domestic investors enjoy a wide variety of investment incentives in the sub-sectors studied. 

Foreign investors in these two key sectors also identified incentives as one of their pull factors 

to invest in Ethiopia. The question is then whether such incentives are used to bring quality FDI 

that contributes to the overall development goals of the country and that has economic, social 

and environmental dimensions. In this regard, actual practice shows that besides economic 

reasons, the social and environment goals are not addressed in the incentive scheme. This is in 

line with the gaps identified in Chapter Four in which the Ethiopian investment legal framework 

in general and the investment scheme provided by the law in particular do not give attention to 

social and environmental issues. According to an interviewee in the department established for 
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implementing investment incentives, using the incentive scheme to attract quality FDI has never 

been employed; the focus is rather on bringing more FDI. Furthermore, the regulatory 

institution, the EIC, also recognizes that investors are keen to use these incentives. Since 

investors have a positive attitude toward investment incentives, these could have been used to 

promote the country’s development goals. This is in line with the theory that investment 

incentives could be used to promote the economic, social and environmental goals of a country. 

In sum, it could be argued that the investment incentives, in their current form, do not work 

towards attracting the right kind of FDI.  

5.5 Conclusion 

This chapter has analyzed the qualitative data gathered based on the framework of analysis 

identified regarding the practice of FDI as a means of development. The study found that 

investment promotion as a mechanism to facilitate FDI as a means of development suffers from 

a lack of promotional strategies that consider and incorporate the development goals of the 

county. Furthermore, a lack of institutional integration among the regulatory bodies of 

investment in conducting investment promotion activities is also one of the reasons for the 

failure of the promotional activities to attract the right kind of FDI. The study further found that 

investment promotion is not seen as a pull factor, as foreign investors who have established 

their investment in both sub-sectors did not regard it as important in their decisions to come to 

Ethiopia. One of the policy measures Ethiopia could use to benefit from promotional activities is 

to use a targeted approach by identifying the type of investors it wants to attract and identifying 

the likely contribution of such investors to its inclusive growth and SDGs. However, Ethiopia as 

a developing country will have to first tackle the challenges with respect to creating capable 

institutional frameworks that have the potential to interrelate such concepts. 

Moreover, the study found that investment service facilitation is not exercised uniformly, 

neither in federal nor regional investment offices. Although the federal investment commission 

is relatively well established compared to regional offices, interviews showed that there is a lack 

of capacity to handle investor requests. Foreign investors in this regard stated that investment 

service facilitation is important in establishing their business and they have a positive attitude 

towards the one-stop shop services. However, domestic investors that are licensed by regional 

offices are not using such services. Therefore, there is a need to adopt a policy measure that 

treats domestic investors the same as foreign ones to capture the benefits of FDI.  

Furthermore, investment incentives are identified by investors, both domestic and foreign, as a 

main mechanism for attracting FDI. In its current form, investment incentives are attached to 

economic issues and lack consideration for the social and environmental goals of the country. As 
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stated in Chapter Three, the right kind of FDI could be attracted by means of investment 

incentives. However, the practice shows that Ethiopia is missing the opportunity to do so by 

devising investment incentives that are not integrated with the development goals of the 

country, as discussed in Chapter Three. Hence, the country needs to adopt and attach 

investment incentives with some performance requirements based on its development goals. 

In addition, investment protection is provided for investors through the national legal 

framework and through MIGA. Actual practice, in this regard, shows that Ethiopia has provided 

protection to investors against non-commercial risks. What’s more, local communities have 

been playing a vital role in protecting investment projects. Such protection by local 

communities emanated from the relationship created between investment projects and the 

communities in which they are located. Hence, where investors build a relationship with local 

communities and provide socio-economic development, they acquire greater stability.  

In sum, as can be seen above, although Ethiopia recognizes and incorporates mechanisms that 

facilitate FDI as a means of development both in its legal framework and in practice, it is not 

sufficient to attract the right kind of FDI in particular and to use FDI as a means of development 

in practice. A couple of factors are responsible for this gap, including a lack of coherent and 

inter-connected promotional strategies, a lack of integration of development objectives in 

addressing FDI as a means of development, a lack of integration among institutions in 

conducting their respective functions such as investment promotion and facilitation and a lack 

of knowledge and training to understand and evaluate investment projects and their capacity to 

contribute to development. And all this is a result of a lack of institutional capacity at all levels of 

government, from designing policy to coordinating and monitoring implementation.  
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Chapter Six: Impacts of FDI on Ethiopia’s Development: A Case Study of the Textile and Garment 

and Mobile Assembly Sub-sectors 

6.1 Introduction 

Having presented and analyzed in the previous chapter the qualitative data obtained from 

interviews to explore the practice of FDI as a means of development in Ethiopia considering its 

development of poverty eradication, this chapter will analyze whether and how FDI has 

contributed to Ethiopia’s development goals by undertaking a similar qualitative study in the 

selected sub-sectors. This discussion uses the framework of analysis identified in Chapter Three 

to look at the contribution of what is regarded as quality FDI to development through different 

spillovers and its direct impact on poverty eradication. For the purpose of the chapter, 

spillovers are categorized in three parts and include increased productivity, technology transfer 

and human capital development. 

The methodology employed to evaluate and analyze the contribution of FDI to development in 

Ethiopia is similar to the previous chapter in which semi-structured interviews were prepared 

based on the framework of analysis. Thus, all of the interviewees involved in the previous 

chapter’s study were also part of the discussion in this chapter, as appropriate. The primary 

data were collected from July-September 2016 as well as August-September 2017 through 

interviews. A labor law expert was consulted in 2020. Such data were analyzed using thematic 

analysis, which involved identifying, coding and categorizing patterns or themes found in the 

data (See annex II). Furthermore, this chapter also relied on secondary data sources including 

reports, documents and publications to triangulate the empirical data. 

6.2 Spillovers 

Theoretically, the importance of spillovers for achieving economic growth has been widely 

recognized.440 As discussed in Chapter Three, spillovers are positive externalities or indirect 

benefits that are made available to the host economy in general and to domestic industries in 

particular by the presence of MNCs. These spillovers are seen as the main contributions of MNCs 

to economic growth and the reason for active pursuit of FDI by developing countries. 

Theoretically, these spillovers augment the performance of domestic industries in particular 

and the overall economy in general through different means, including technology transfer, 

human capital development and increased productivity of domestic firms. The positivity of FDI 

on host country development, therefore, is mainly tied to the existence of these externalities and 

the internalization of such externalities by the host countries. It has been argued that the 

                                                             
440 See Chapter Three for details on spillovers and their likely impacts for host countries.  
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internalization of such spillovers is not an automatic process but rather depends on the 

absorptive capacity of the host state.441 These absorptive capacities have been identified as 

relating to the availability of qualified human capital, the availability of capable domestic firms 

and the institutional capacity to internalize the spillovers.  

Having discussed the policy and legal framework that determine the absorptive capacity of 

Ethiopia in Chapter Four, it is now important to shed light on the impacts of these spillovers in 

Ethiopia by focusing on the transmission channels through which they are internalized.  

6.2.1 Increased Productivity 

One of the spillovers that emanates from the presence of MNCs, as elaborated in Chapter Three, 

is increased productivity of domestic firms. Theories in this respect argue that the improvement 

in productivity of domestic firms can occur through transmission channels that include linkages, 

demonstration effect and labor turnovers. Taking these parameters as enabling factors for the 

productivity increase of domestic firms from the presence of MNCs, the study investigated the 

ways that the productivity of domestic companies are affected by the presence of MNCs in the 

two selected two sub-sectors by taking firm-level qualitative data and identifying institutional 

frameworks that could influence such relations. 

A. Linkages 

Linkage as a concept for capturing spillover refers to a situation where some degree of 

relationship created between MNCs and local firms results in benefits to local firms from the 

knowledge of product, process, technologies or markets of MNC affiliates. As discussed in 

Chapter Four, the Ethiopian investment legal framework recognizes linkage as one channel of 

capturing spillovers. Hence, investigating whether such linkages exist becomes vital in analyzing 

the impacts of FDI. 

It was stated in the previous chapter that the Ethiopian textile and garment sub-sector is a 

traditional sector that has long established a value chain within the local market. As a result of 

its long presence as well as the great attention accorded to the sector as a path to Ethiopia’s 

industrialization, one can find a wide presence of both foreign and domestic textile and garment 

industries, making the linkage potential of the sub-sector relatively high.442 Hence, whether 

there exists any linkage between foreign and domestic investors in the selected sectors was the 

base of the empirical inquiry. Accordingly, the empirical investigation shows that there exists 

some vertical linkage between foreign and domestic companies. The study found that while a 

                                                             
441

 See Chapter Three on absorptive capacity. 
442 See Chapter Five for details on the textile and garment sector in Ethiopia. 
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vertical linkage between supplier domestic companies and MNCs exists, horizontal linkages 

with similar domestic businesses are very low, if not non-existent. The existence of vertical 

linkages could be explained based on the fact that many MNCs, including foreign retail 

companies, are sourcing their products from the local garment factories.443 According to one 

interviewee from the domestic textile and garment sub-sector,444 these backward linkages have 

created the opportunity to upgrade their production process as suppliers of garments to foreign 

companies. He further stated that: 

“We supply garments to foreign companies. These retail companies require 
us to deliver a specific quality of garments. Hence, they opted to train our 
staff on the use of technologies and the production process. This has 
benefited our company, as we now supply better quality products and we 
expanded our domestic production lines. Moreover, they have introduced 
our company to a system in which we could safely manage waste 
disposal.”445 

The same is shared by another interviewee from a domestic textile and garment company. He 

argues that the linkage created with foreign companies created a positive outlook in the 

company’s long-term strategy. He further stated that: 

… (we) didn’t know how to access the global market and hence, even with a 
lot of potential, we were confined to the local market. Not because of lack of 
potential but rather not knowing how to break the barriers and be 
competitive in the global arena. But with this opportunity of supplying 
international retailers, we are getting experience that will make us a better 
competitor.446 

Hence, it could be argued that backward linkage, even if created in smaller amounts compared 

to the size of the sub-sector, has the potential to increase the productivity of domestic 

businesses by facilitating and opening supply chain channels both domestically and 

internationally. This has also been supported by quantitative empirical studies such as the one 

conducted by Abebe et al.447 By employing data from the manufacturing sector from 1997-2013, 

they argued that the entry of FDI into Ethiopia has a positive productivity effect on domestic 

firms through backward and forward linkages.448 Thus, according to their research, the entry of 

a large FDI plant in a locality increases the total factor productivity of domestic plants. As 

discussed in Chapter Three, increased productivity is explained in terms of increased outputs 

                                                             
443 The coming of the internationally known retail company H&M to source its products from Ethiopia 
could be seen as one example. The company started its operation in Ethiopia in 2012. 
444 See Annex IV for more on the profile of companies. 
445 Interview DTGC01. 
446 Ibid. 
447 Girum Abebe, Margaret McMillan, Michael Serafinelli and Ingio Verduzco, “Identifying the Local Effects 
of FDI: Evidence from Ethiopia,” CEPR- PEDL Research Workshop, (2016), Addis Ababa. 
448 Ibid. 
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through adopting new technologies and management practices, as well as through labor 

turnover, which in turn will have a positive impact on economic growth. 

Through the course of the fieldwork, it has become clearer that companies that have created 

backward linkages with MNCs are companies that have long been present in the local market 

and are considered sizable in their production capacity.449 These types of domestic businesses 

with larger production capacity are smaller in number, and most are government-affiliated. In 

contrast, many domestic companies in this sub-sector have small production capacity and thus 

lack linkage potential. One interviewee from ETIDI stated that domestic companies with small 

production processes are struggling to create such linkage.450 Hence, further investigation was 

conducted to understand the reason behind this distinction. In this respect, one interviewee 

argues that the chance to create linkages with foreign companies is minimal for smaller 

domestic companies as they lack the logistics and capacity to supply the foreign companies. He 

argues that this might be the reason that some foreign companies opt to invest and establish 

sister companies that supply them with raw materials such as textile products rather than to 

source from domestic suppliers.451 However, the establishment of sister companies or sourcing 

from other non-domestic companies could also be based on the strategy of the parent company. 

For example, a World Bank study on PVH Corp., the world’s second largest garment company, 

shows that the company came to Ethiopia to establish a vertically integrated supply chain with 

its suppliers. Hence, the company’s interest in terms of its vertical chain is to source from a 

global supplier that is located in Ethiopia in the same industrial park and not a local one.452 In 

this respect, one may argue that linkage is better achieved when domestic companies reach 

some level of capacity in their production process and enter into a global value chain. However, 

as discussed in Chapter Five, the problem for domestic companies that exists in developing 

countries in general and particularly in Ethiopia is their lack of capacity to integrate into a 

global value chain. Hence, building the capacity of domestic companies to enter into a global 

value chain is vital to strengthen the benefits from MNCs through linkage. Hence, as the current 

linkages created are small, it is important to question whether there are initiations by the 

regulatory institution to help domestic industries to upgrade their capacities and be part of the 

global value chain. 

In this respect, one interviewee from the EIC argues:  

                                                             
449 The Almeda textile factory, which was established in 1998, could be taken as an example. 
450

 Interview ETIDIG09. 
451Ibid. 
452 Mamo Mihretu and Gabriela Llobet, Looking Beyond the Horizon: A Case Study of PVH’s Commitment to 
Hawassa Industrial Park, World Bank Group (2017). 
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We have low involvement of companies in the manufacturing sector in 
general. Domestic investors are not interested in investing in the 
manufacturing sector. They prefer the service sector, in which they believe 
they will make a quick profit. Hence, there is a large presence of domestic 
investors in the service sector and a very small number in the 
manufacturing sector. Hence, there are efforts that are being undertaken to 
change this.453 

To change this low participation of domestic businesses in the manufacturing sector as 

compared to other sectors and to build their capacity, the government has provided incentives 

aimed at domestic businesses within industrial parks.454 The interviewee from the EIC further 

argues that such an approach of designing special incentives is adopted with the purpose of 

clustering and encouraging linkage within the sectors.455 Accordingly, the directive provides for 

some financial incentives to encourage domestic businesses to invest within industrial parks. As 

can be seen from the below table, there are a variety of incentives provided for domestic 

investors. To continue to benefit from such incentives, however, they need to work on 

increasing their productivity. For example, in the first year, the domestic firm should reach at 

least 75% of the productivity of a foreign firm in Hawassa Industrial Park and reach 100 % at 

the third year. 
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455 Ibid. 
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Table 6.1: Incentives for domestic businesses within industrial parks 

 
Source: Interview 

 
The issuance of these directives can be seen as an encouraging step towards capturing 

spillovers by providing support for domestic industries to increase their capacity. However, one 

may wonder, since such a limited amount of sheds are reserved for domestic investors, whether 

this mechanism would bring change to the overall domestic manufacturing base for the 

economy. In this respect, the interviewee from the EIC expressed his doubt about the adequacy 

of the current approach of leaving some sheds to domestic companies bring any meaningful 

change to the overall domestic manufacturing base. He further explained that the incentives and 

the strategy of reserving some sheds for domestic companies are adopted based on two facts: 

first, to encourage and enable participation of domestic businesses in the park and second, to 

expose such domestic companies to practices of international companies in the park. For 

example, he says, all MNCS in the textile and garment sub-sector that have directly established 

their investment in Ethiopia are required to be export-oriented, which means they have 

technology, knowledge and information relating to the global value chain.457 Hence, the 

spillovers that emanate from such companies could be easily accessed by the domestic ones if 

                                                             
456

 See “Directive, Incentives for Domestic Investors in Industrial Parks,” 2016 (Amharic version). 
457 Interview EICG02. 

Incentives for domestic businesses within industrial parks 

 85% capital loan from Development Bank of Ethiopia that should be provided 
within two months for the investor. Hence, domestic investors are required to 
come up with only 15% of their capital investment. 

 Priority to domestic investors in allowing foreign currency from banks. 
 Support in capacity building, which includes training for employees of domestic 

businesses by covering training costs in the following manner: 
 In 1st year, 85% of training costs 
 In 2nd year, 75% of training costs 
 In 3rd year, 50% of training costs 
 In 4th year, 25% of training costs 
 In 5th year, full coverage by the investor. 

 Covering the cost of expatriate staff of domestic investors in the following 
manner: 

 1st year, 85% of the cost of employing expatriate staff 
 2nd year, 75% of the cost of employing expatriate staff 
 3rd year, 50 % of the cost of employing expatriate staff 
 4th year, 25% of the cost of employing expatriate staff 
 5th year, all coverage by domestic investor. Furthermore, these expatriate 

staff is exempted from income tax for two years.456 
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they are operating within the same industrial parks. Furthermore, it would be easier for these 

companies to create linkages among themselves as they will be in proximity to meet up and 

share experiences. 

In sum, one can argue that in the textile and garment sub-sector there are some vertical linkages 

created that are benefiting some domestic companies through increased productivity. Such 

linkages are being created with companies that have reached a certain level of capacity in their 

production process. Although details are scarce on the number of companies that have reached 

a certain level of capacity, those companies that have substantial employment and large 

production size are the ones that have the opportunity to form linkages. Hence, this mandates 

the need to give attention to building domestic businesses’ capacity to benefit from increased 

productivity in particular and to enter into a global value chain by learning from the experience 

of these MNCs. 

Unlike the textile and garment sub-sector, mobile assembly companies in Ethiopia are mainly 

market-seeking investments that are targeting a wide population of Ethiopia in need of 

telecommunication services. With the existence of a small number of foreign and domestic 

mobile assembly businesses in this sub-sector, one could argue that the linkage potential in this 

sub-sector is modest. However, it is a sector that the government is focusing on as a means to 

transform the Ethiopian society into a knowledge-based society. Hence, mobile assembly 

businesses are taking the leading role in providing cheap mobile handsets for the broader 

Ethiopian population. This study’s data suggests that there are some vertical linkages in the 

mobile assembly sub-sector. The linkage seen in this sector is forward vertical linkage, in which 

distributors of the products are linked with both MNCs as well as domestic mobile assembly 

companies. These distributors can be both in-house distributors (that are affiliates of the parent 

company) and/or local vendors. According to one interviewee from a foreign mobile assembly 

company, the only linkage they have within the Ethiopian market is with distributors of their 

product. He further states that: 

Our company uses mostly in-house distributors and some local vendors. 
Our in-house distributors get training on regular basis on the features of our 
product that they are selling. We are aware that our products are also sold 
by local vendors, although until now, we did not prepare and provide any 
training for them.458 

Similar remarks have been forwarded by another interviewee from a foreign mobile assembly 

company in which they prefer to have in-house distributors of their product, and any 

introduction on how the product works is given through training to these distributors.  
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Moreover, there has not been horizontal linkage created between local and foreign mobile 

assembly companies. Rather one can find that the companies share information through 

informal channels such as associations. According to one interviewee in a domestic mobile 

assembly company: 

We are in competition, so I don’t think there is a chance for linkage that can 
be created, at least horizontally. However, our sharing of ideas, knowledge 
or market opportunities come from our informal meetings, mainly through 
our association ICT ET.459 These meetings through the association provide 
an informal way of communication between foreign and domestic 
companies.460 

He further argues that domestic companies in this sub-sector face many challenges, the main 

one being a shortage of foreign exchange to import raw materials, resulting in halting their 

production for a period of time. He argues that “… for linkages to exist there need to be a vibrant 

domestic mobile assembly companies, and such is not the reality right now.”461 In addition to 

such constraints, a study conducted by ICT-ET (Information and Communication Technology 

Association-Ethiopia) identified contraband as one of the challenges for domestic businesses. 

The availability of mobile handsets in the market that came into the country through 

contraband, and their cheap price, has discouraged domestic companies. The study further 

states that the contraband mobile handsets, which came into the country through illegal routes, 

took 61.2% of the market share in 2016, showing the gravity of the illegal activities. Thus, they 

argue that the small number of domestic businesses in this sub-sector cannot compete with the 

low price set by the contraband, putting them in danger.462 The table below shows the price 

difference at which contraband products are sold compared to those that are imported legally 

by paying taxes and those that are assembled in Ethiopia.  
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Table 6.2: Price difference estimation between contraband, imported and assembled phones 

Factor Contraband Import Assembly 

Device Price ETB2500 ETB2500 ETB2500 

Duties ETB0 ETB575 ETB125 

VAT ETB0 ETB461.25 ETB393.75 

Total Price ETB2500 ETB3,536.25 ETB3,018.75 

Delta - +ETB1036.25 +ETB518.75 

Percentage  - 41.45% more +20.75% more 

Source: ICT ET report 

Furthermore, in terms of using the locally produced inputs, while hardware products are not 

available and have to be imported, software (specifically of those that introduced local 

languages and other local applications) can be found in the local software development 

companies. This domestic IT service companies are small in terms of the number of employees 

they have and are usually focused on providing IT services domestically.463 However, none of 

the foreign companies visited have outsourced such software development to these domestic IT 

service companies; instead, they employ “in-house” experts or software developers to create 

such applications.464 Moreover, the overall linkage with the wider ICT service sector such as 

software development is limited due to the business strategies adopted by foreign companies. 

In general, as can be inferred from the above interviews, in a situation where both foreign and 

domestic producers are targeting the same market access, it will be difficult to create horizontal 

linkage; even vertical linkage is rarely undertaken. Rather, the informal means created through 

business associations and relationships created between companies in these association 

meetings functions as a means to share ideas. However, one can argue that such informal means 

will not be sufficient enough to create productivity spillover. Hence, there needs to be a policy 

framework that encourages linkage in the sub-sector. Encouraging linkages in the first instance 

requires creating strong domestic companies that could deal horizontally or vertically with 

foreign companies. The identified problems, including foreign exchange shortages and the 

widespread contraband products, are areas that need to be addressed by the government to 

encourage the participation of domestic businesses in this sub-sector. Furthermore, adopting a 

mechanism in which the structure of linkage inclines towards backward linkage, where 

investments in the supply of raw materials for mobile assemblers are considered, is also one of 

the policy options that the government could employ to correct the constraints of domestic 

businesses. In the long run, such a policy option would also reduce the need to exchange foreign 
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currency to buy raw materials from abroad. Such mechanisms could involve incentives and 

targeted promotions. 

Demonstration Effect 

Demonstration effect is one of the channels in which spillovers could be internalized by 

domestic firms. As discussed in Chapter Three, demonstration effect is expected to bring a 

positive outcome in a situation where a local firm gains exposure to basic aspects of an MNC’s 

product and service offering, technologies, organizational practices and strategies and is able to 

improve their own firm’s productivity by imitating the MNC’s approach.465 Hence, domestic 

firms that are exposed to these MNCs could benefit from demonstration effect. In this respect, 

the question is whether demonstration effect is functioning as one channel of transmission of 

productivity spillovers from foreign to domestic businesses in the selected sub-sectors. 

Demonstration effect in the textile and garment sub-sector is expected to be strong as a result of 

the presence of a large pool of foreign as well as domestic companies. As discussed in Chapter 

Five, Ethiopia has licensed some 65 foreign companies in this sector. Nevertheless, for 

demonstration effect to materialize there needs to be access to the MNC’s product or services or 

organizational practices. Since in Ethiopia, foreign and domestic textile and garment companies 

more often than not are situated in different regions, the exposure of domestic companies to 

foreign skills is very rare.466 One can see that textile and garment companies are distributed in 

different regional states such as Tigray, Amhara, around Addis Ababa and in Southern Nation 

and Nationalities. Moreover, foreign and domestic textile and garment companies do not share 

the same market access due to the fact that foreign companies are required to export their 

products fully. Hence, the chance for domestic companies to be exposed to MNCs’ products is 

also low. One interviewee from a domestic garment and textile company states in this respect 

that despite the presence of large foreign textile and garment factories, the domestic companies 

have not had the opportunity to benefit from their international practice such as management 

style or technologies.467 Thus, the measures adopted to protect domestic businesses from 

competition actually harm them with respect to utilizing a demonstration effect. This shows the 

policy dilemma countries face between protecting domestic companies from competition to 

avoid crowding out and the focus on the demonstration effect. Thus, this shows that building a 

coherent strategy for FDI is a difficult task for any country but becomes more complicated for 

developing countries that lack the institutional capacity to analyze such dilemmas. 
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In contrast, another interviewee from the domestic textile and garment sub-sector argues that 

demonstration effect or imitation occurs not from foreign to domestic but rather from domestic 

to foreign companies. The interviewee further argues that: 

Even though foreign companies are required to export their products, some 
foreign companies still share the local market with domestic companies by 
supplying their products. However, the worst is when they started to 
imitate our design and started selling products identical to our products in 
the local market. We never patented our designs or products. Mostly this is 
as a result of a poor practice of intellectual property rights in Ethiopia and 
lack of initiatives on our part. As a result, our products are freely imitated 
by foreign companies.468 

The existence of this problem is also acknowledged by one interviewee in the EIC. Accordingly, 

he argues that even though they are not aware of this specific case of product imitation by 

foreign companies, there might be situations where a foreign company has not fully exported its 

products and that they were involved in domestic trade. Moreover, he argues that the 

regulatory institutions lack monitoring capacity to follow up on the activities of MNCs.469 

However, whenever the EIC gets the information and finds it to be true, the interviewee says, it 

then may go as far as revoking licenses.470 However, the researcher’s investigation into such 

revocations did not bear any fruit due to a lack of public information.  

According to interviewees from the EIC and EIPDC, recognition of drawbacks such as the lack of 

a means for domestic companies to learn best practices from MNCs and difficulty in monitoring 

activities conducted by MNCs were among the reasons for the establishment of industrial parks 

that are meant only for the textile and garment sector, with both foreign and domestic 

companies participating.471 Hence, such actions, on the one hand, make it easier for the 

regulatory institutions to monitor and ensure that the products of MNCs are destined for export 

and not sold in domestic markets. On the other hand, it would address the negative effect of 

foreign companies imitating local innovations. Hence, this calls for regulatory institutions to 

consider intellectual property protections for local innovations and to extend a helping hand to 

domestic businesses to exercise such protections. 

The researcher has found that there is less knowledge particularly in regional states about the 

channels of transmission compared to regulatory institutions at federal level. As discussed in 

Chapters Two and Three, it is through these channels of transmission that FDI contributes to the 

end of development, in the Ethiopian case to poverty eradication and SDGs. Hence, one may 
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wonder if indeed there are ways in which regional states get any capacity building training from 

federal institutions about the direct and indirect benefits of foreign investment and how that 

can be maximized. One interviewee in Amhara regional state argued that, albeit imperfect, there 

are some training opportunities provided by the EIC on investment practices. However, she 

feels that the connection between regional state investment offices and the EIC is loose. This 

shows that even if investments, both foreign and domestic, are spread across regional states, the 

level of their capacity and the level of activities conducted to increase their capacity in regional 

states are low.472 

Generally, based on the responses, one could argue that the demonstration effect in the textile 

and garment sub-sector is negatively affected by different factors. Accordingly, location, lack of a 

monitoring mechanism and poor knowledge of transmission channels in general and the 

demonstration effect in particular have a negative effect on enabling domestic companies to 

increase their productivity through demonstration. Although regional distribution of FDI in 

Ethiopia is done to “enhance and promote the equitable distribution of investments among 

regions and benefit the society by ensuring competitiveness among investments made by 

investors,”473 as can be inferred from the above analysis, it has a negative effect on enabling 

increased productivity through demonstration. Although it remains to be seen, the current 

government initiation to build industrial parks and to distribute such parks in different regions 

is the best way the government could access demonstration effect. 

Similar to businesses in the textile and garment sub-sector, mobile assembly businesses are 

dispersed in different regions. Unlike the textile and garment sub-sector, foreign and domestic 

companies in the mobile assembly sub-sector share the same Ethiopian market. It seems that 

the competition created to penetrate the local market has resulted in some kind of 

demonstration effect in the industry. One interviewee from a domestic mobile assembly 

company stated that: 

Both foreign and domestic mobile assemblers supply the local market, 
although some foreign companies recently started to export their products. 
Hence, we are competing to win in the same market structure. This has 
created the need to improve products based on the other products that are 
in the market.474 

This is not limited to only the hardware improvement but also the improvement in software 

applications. For example, argues the interviewee, the need to address the local market in their 
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own local language was addressed first by one company and then followed by most of both the 

domestic and foreign companies. The same happened with upgrading the hardware functions of 

mobile handsets.475  

However, another interviewee from a domestic mobile assembler argues: 

Unlike foreign assemblers, domestic assemblers face a problem in terms of 
importing raw materials, mainly as a result of a lack of knowledge or access 
to the global suppliers of raw materials. For example, when we started our 
company we entered into a contract with a Chinese supplier of raw 
materials, and when that contract expired we couldn’t get a supplier and 
hence, we had to suspend production for some time. Such a problem is not 
faced by foreign mobile assemblers, which are almost all from China and 
have a better chance of dealing with such issues.476 

In this respect, one can argue that unless due attention is given to these challenges of domestic 

businesses; it could be the case that in time domestic businesses will be crowded out of the 

market. Hence, this requires policy options and strategies that would minimize the challenges 

that domestic businesses face. As discussed in Chapter Three, there are some options for 

developing countries to establish the capacity of domestic industries such as access to finance, 

learning and innovation structure as well as market access. However, it is important to note that 

addressing such challenges will not be an easy task for developing countries, as they lack the 

financial and institutional capacity to do so. That is why it is a long road for developing 

countries to benefit from FDI. 

In general, it can be seen that the demonstration effect is better realized when both foreign and 

domestic companies target the same market structure. Hence, market-seeking FDI easily 

influences the production of domestic companies through the technologies the investors adopt. 

The case studies conducted also show that domestic companies that are almost at a similar level 

of production as foreign companies are best poised to benefit from such exposure, confirming 

the theories that emphasize the importance of having capable domestic businesses, as discussed 

in Chapter Three. That is, domestic companies that have developed some kind of capability, such 

as in terms of their human resource composition and access to finance, are in a better position 

to share the market as well as improve their production process.477 As observed from the case 

studies, the domestic companies that are functioning with some kind of capability are those 

companies that are owned by government-affiliated parent companies. These companies are in 
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a better position to compete in the local market as well as to get support in accessing suppliers 

of raw materials.  

In sum, the study found that in a situation where domestic companies are exposed to the 

products of foreign companies in the same market structure, demonstration effect can help 

increase the productivity of domestic companies. However, as can be seen from the responses, 

there are two basic problems that are faced by domestic companies. The first relates to 

accessing the global supply chain in terms of raw materials, which has a crowding out effect, and 

the second relates to creating capable domestic businesses that can internalize the benefits 

from the products and processes of foreign companies.  

Labor Turnover 

Labor or employee turnover is one of the channels through which spillovers occur. It has been 

argued, in this respect, that when employees from foreign firms take employment in domestic 

firms, details regarding technologies and management practices of foreign firms will diffuse to 

domestic firms, creating a positive spillover.478 Hence, the question is whether such spillover is 

happening within Ethiopia’s textile and garment sub-sector and its mobile assembly sub-sector. 

According to interviewees from domestic companies in both sub-sectors, they did not have a 

chance to employ a person coming out of a foreign firm. 

One interviewee from a domestic mobile assembly company argued that in his opinion “it is 

unlikely that employees from foreign companies would come to domestic companies, as it is 

frequently observed that they pay better than the domestic ones.”479 In contrast, somehow 

paradoxically, one interviewee from TIDI argued that when the institute investigated the 

challenges of foreign textile and garment companies in Ethiopia, it found labor turnover to be 

one of their challenges.480 Although the interviewee stated that labor turnover is one of the 

challenges for foreign companies, he argues that it is not actually known or studied where these 

workers go.481 In this regard, a local newspaper, Capital Ethiopia, cited a TIDI source when 

reporting that for the 2016 fiscal year, out of over 80,000 workers in the textile sector, nearly 

8,000 left their jobs to find a better salary in the manufacturing, agriculture and service 

sectors.482 This indicates that while there is labor turnover, the fact that they leave the sector 

means the learning is being lost. 
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Therefore, this shows that labor turnover as a channel to increase productivity of domestic 

firms in these sub-sectors is not functioning in Ethiopia. As can be seen from the above points, 

one can argue that labor turnover is not happening between foreign and domestic textile and 

garment companies but rather across sectors, such as turnover towards the service sector. The 

lack of adequate evidence on labor turnover has made it difficult to investigate if it is indeed 

functioning as one mechanism for internalizing the benefits from FDI. But from the case studies, 

one could argue that it is not yet a mechanism that influences the FDI-development nexus in 

Ethiopia. 

6.2.2 Technology Transfer 

Technology transfer is seen as the main spillover that the host states could get from the 

presence of MNCs. As discussed in Chapter Three, theories show that MNCs are equipped with 

advanced technology more frequently than domestic firms. One of the reasons for this move is 

considered to be an attempt to increase their competitive advantage by offsetting the advantage 

of domestic firms who have superior information on the local business practices. Technology 

transfer from MNCs to the local economy can happen through two main means. The first is 

through adaptation, imitation or direct introduction of technologies that domestic firms come in 

contact with. The second relates to labor productivity that emanates from employment 

opportunities created in the MNCs with advanced technology.483 As discussed in Chapter Four, 

besides recognizing technology transfer as one of the main objectives in encouraging 

investment, Ethiopia provides certain legal provisions meant to ensure technology transfer. 

Hence, the question remains of whether technology transfer in the means mentioned above 

materializes in the sub-sectors studied. 

The first means, as discussed above, is that of transfer through technological exposure, which 

may happen directly or indirectly. In this respect, one may argue that the discussion mentioned 

above regarding increased productivity of domestic firms, is happening in some circumstances 

due to technology transfer. For example, training given by MNCs on the production process for 

suppliers of raw materials in the textile and garment sub-sector to ensure the quality of 

products could be regarded as one form of technology transfer. The other relates to training on 

ways of waste management for domestic suppliers. In relation to this, the study has found that 

in some circumstances in the textile and garment sub-sector where there is backward linkage, 

foreign companies sourcing their product from domestic companies are requiring appropriate 

waste management practices as part of their company strategy of doing business.484 Thus, 
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argues one interviewee from a domestic textile and garment company, “our company is 

updating its waste treating technologies and the disposal process.”485 

However, the same cannot be said for the mobile assembly sub-sector, especially with respect to 

the direct influence of foreign MNCs on the environmental management practices of domestic 

mobile assemblers. One interviewee from a domestic company in the mobile assembly sub-

sector emphasized that they did not get a chance to learn from the environmental management 

practices of foreign investors as there was no direct relation created. On the other hand, as 

discussed earlier, the technology orientation that local distributors get from MNCs in the mobile 

assembly sub-sector could also be taken as one form of technology transfer. However, the 

effectiveness of this technology transfer only materializes when there is evidence that these 

local distributors either used the knowledge to become entrepreneurs or shared their 

knowledge through employment in domestic companies, and there is no evidence to this effect. 

This confirms the theory that technology transfer could only be facilitated when there is a 

vibrant domestic industry that can internalize such effects as well as create linkages with the 

foreign companies. Without such a domestic industry, as shown in the mobile assembly sub-

sector, technology transfer is hard to achieve.  

Furthermore, in Chapter Four, it was discussed that technology transfer agreements are 

considered as one means of transferring technology, including know-how. With respect to the 

direct method of technology transfer conducted through technology transfer agreements, one 

interviewee from the EIC stated that “Technology transfer agreements are not being actively 

sought, and the directorate has only registered some four technology transfer agreements until 

today.”486 Although one cannot identify for certain the reason behind the lack of technology 

transfer agreements, the interviewee admits that the institution did not give attention to it and 

had not adequately worked on technology transfer agreements. 

Hence, technology transfer contracts are not effectively functioning as a channel for 

transmission of technology from foreign companies.  

The second means relates to labor productivity that emanates from employment opportunities 

in MNCs. The employees who are exposed to foreign technologies through the employment 

process may upgrade their knowledge and thereby benefit from it. However, the study found 

that both in the textile and garment sub-sector and the mobile assembly sub-sector, the 

managerial as well as higher technical positions are filled by expatriate staff. According to one 

interviewee from ETDI, a large presence of domestic employees is found in the areas that 
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require low technical knowledge – for example, simply operating machines.487 The same 

observation was made by foreign companies in both sub-sectors. For example, one interviewee 

from a foreign mobile assembly company argued that positions that are regarded as technology-

intensive, which require technical knowledge, are mostly filled by expatriate staff from China, in 

the case of his company.488 Another interviewee from the textile and garment sub-sector also 

say that they have a large presence of expatriate staff in quality control and other monitoring 

positions. However, he argues that whenever there is qualified manpower available, they also 

use Ethiopians in some of their production processes.489   

It is important to recall here that under the Ethiopian investment legal framework, as analyzed 

in Chapter Four, there are some legal provisions meant to ensure technology transfer from 

MNCs by limiting the term for employing expatriate staff. Hence, further investigation was made 

with regulatory bodies on the implementation of such legal limits. 

According to the investment proclamation, an investor who employees expatriate staff is 

required within a limited period of time to replace them with Ethiopian staff by providing the 

necessary training. This “limited period of time” is considered to be two years. Every expatriate 

staff member is required to renew their work permit every two years in order to monitor the 

foreign company’s compliance with the legal provisions, according to one interviewee from 

ETDI. But the study has found that in both sub-sectors the expatriate staff members are working 

for an unlimited period of time and no substitution has been made. This was described by one 

interviewee from a foreign mobile assembly company: 

We have brought Chinese experts especially in the areas where expertise is 
needed. Most have worked for over five years. We have not had any request 
to substitute such expertise with Ethiopians, and we have not practiced 
such substitutions.490 

Similar information was shared by textile and garment companies who have employed foreign 

experts in many areas for a long period of time. A key informant in the regulatory institution 

also states that: 

“Even though the legal provision is there, we have never implemented it for 
fear of losing foreign companies. We know that the provision is meant to 
ensure the transfer of knowledge for domestic employees; however, no 
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foreign company has done that, and we never implemented it and denied a 
work permit.”491 

In this respect, one could argue that the lack of implementation of the legal provisions emanates 

from the challenges that developing countries face in their governance structure. As discussed 

in Chapter Three, the availability of a governance structure and institutions that approach 

technology transfer from both the macroeconomic conditions of the country as well as the 

institutional frameworks in a holistic manner is important for its success. However, this 

theoretical formulation for developing country institutions regulating FDI in the interest of their 

countries is challenged by the likelihood that MNCs would move to another country with less 

stringent regulation if they strictly implement such laws, leading to a catch-22 situation.  

Furthermore, technology transfer is also challenged by the fact that the machines that are being 

used by foreign companies have their operation manuals in a foreign language. According to a 

key informant, the machines that are being operated have, for example, Chinese language 

manuals and Chinese descriptions of the machine features, and this has been a challenge to 

understanding by Ethiopian employees.492 This shows that, practically, technology transfer is 

difficult, as it is easily obstructed by something as basic as operation manuals being in a foreign 

language.  

In sum, as can be seen from case studies, technology transfer is more successful in resource-

seeking FDI through the channel of backward linkage. The domestic textile and garment 

factories in Ethiopia have benefited from technology transfer in backward linkages. The same 

could not be said for the mobile assembly sub-sector, which is dominated by market-seeking 

FDI. Moreover, linkage is almost nonexistent in a formal way to facilitate technology transfer in 

the mobile assembly sub-sector; rather, demonstration and increased competitions are the 

channels that are facilitating transfer of technology in this sub-sector. Furthermore, the legal 

provisions that are meant to ensure technology transfer are not working to facilitate technology 

transfer in the sub-sectors studied.  

6.2.3 Human Capital Development 

Human capital development is seen as one of the positive externalities emanating from FDI. It is 

important to recall the discussion in Chapter Three in which upgrading of human capital in 

MNCs can occur through improving the quality of domestic employees by providing training or 

learning by doing. Such training provided by MNCs increases labor productivity and has an 

important effect on domestic firms through labor mobility and the host economy in general 
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through entrepreneurship. Therefore, the study seeks to investigate whether training was 

conducted within the two sectors, thereby upgrading the quality of human capital. 

In this respect, it was found that foreign companies in both sub-sectors have provided training 

for their staff. According to one interviewee from a foreign textile and garment company, their 

company has provided training to its staff on a regular basis by identifying training needs within 

the company.493 The interviewee further stated that the first batch of employees in the company 

was facilitated by ETIDI and they received some training on the production process and 

working culture. The interviewee notes the importance of such training by ETIDI for starting a 

business in the unknown investment climate they entered. However, after that the company 

also has undertaken different training opportunities to familiarize the workers with the 

technologies and increase their productivity.494 In addition to foreign companies, ETIDI also 

gives training to upgrade the skill levels of the labor force. One interviewee from ETIDI states 

that: 

“…the institute arranges and gives training based on different requests by 
regional states and companies. For example, if one regional state requires 
training for a specified number of people that are going to be employed by 
foreign MNCs, we provide such training.”495 

Hence, one can argue that human capital development within the textile and garment sub-sector 

exists through training provided by foreign companies. These companies give training based on 

their needs and on the skills they require to increase their productivity. For example, the World 

Bank report on PVH shows that the company gives training to the local labor force in industrial 

engineering and planning to fill management positions, as it does not have garment 

management practice elsewhere. 496  Furthermore, in this sub-sector the existence of a 

specialized public institute, the Ethiopian Textile Industry Development Institute, also assists in 

human capital development through its labor force training. Accordingly, the institute prepares 

a labor pool from which textile and garment companies could hire by giving training and using a 

ranking system; i.e., these workers are graded on their performance and ranked. These training 

sessions usually relate to basic sewing operation, embroidery designing and machine operation, 

cutting and spreading operation, garment supervision, garment finishing operation and fabric 

inspection and quality control, as well as basic training such as time management and industrial 
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norms. Although such training is given, the institute has not conducted a comprehensive survey 

on its effect on productivity of businesses. 

Similar to the textile and garment sub-sector, the study found that foreign mobile assembly 

companies also give training to their local staff. One interviewee, a representative, from a 

foreign mobile assembly company stated that “The Company provides training for its staff. The 

training might be conducted in Ethiopia or in China, depending on the type of training, and this 

has helped in the productivity of our company.”497 This is manifested through the improvement 

in individual performance and output. The increased productivity thus enables these companies 

to adjust their wage scales; i.e., as productivity increases, companies will have the capacity to 

pay more.498 A similar remark was made by a representative of another foreign company in the 

sub-sector, indicating that training is given to local staff.499 Thus, it could be argued that this 

training will enable local employees to upgrade their skills in assembly plants. However, 

another interviewee, an expert in labor law questions the trainings given by foreign companies 

and their likely impact on human capital development. He believes that as majority of local 

employees are working on low skilled positions, the trainings given might not make a difference 

seen from the overall condition of the country.500 The lack of labor turnover from foreign 

companies to domestic counterparts in both sub-sectors also makes it difficult to materialize the 

productivity spillover if any that might emanate from human capital development to domestic 

companies in a similar sector in particular. Generally, one can argue there are different trainings 

with the aim of developing the capacity of employees are conducted by the companies as well as 

the government. However, the significance of these trainings to the overall human capital is yet 

to be understood.  

In addition to this training conducted by the companies, the government also has formulated a 

human resource plan for manufacturing businesses in Ethiopia that will help to increase the 

competitiveness of the country in the global markets.501 In this respect, a study was conducted 

on human resource planning for the years 2016-2025, and respondents said the reasons for 

such planning were: 

 To attract FDI based on a workforce pool with diversified knowledge and skills 
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 To ensure that training and education offered by the higher institutions and TVET are 

driven by demand  

 To enhance labor productivity in the manufacturing sector and 

 To enhance human resources for technology transfer. 

Based on these objectives, the government is trying to enhance the competitiveness of the 

country by developing the human capital needed for the manufacturing sector. However, as this 

has only been initiated fairly recently, its impacts will be difficult to analyze here. 

6.3 Poverty Reduction 

The role of FDI in poverty reduction, as discussed in Chapter Two, is expected to materialize in 

two circumstances. First, it contributes by directly creating employment opportunities with 

better wages, especially in developing countries that are entangled in large-scale poverty. 

Second, it indirectly impacts poverty reduction through its contribution to economic growth, 

thereby increasing living standards. Further, it has been argued in the same chapter that the 

role of FDI in poverty reduction can be construed from the perspective that FDI can be an 

instrument that reduces income poverty.502 The improvement in income poverty then increases 

the capability of individuals in fulfilling what they value the most.  

The 10 percent average growth in real GDP in Ethiopia has contributed to significant gains in 

poverty reduction. According to UNDP data, Ethiopia’s poverty was reduced from 38.7% in 

2005 to 29.6% in 2011, and it is estimated to have decreased further to 23.4% in 2015.503 Even 

though such gains are reported, Ethiopia still remains one of the most poverty-stricken 

countries in the world. With this understanding, an attempt was made to investigate the 

number of employment opportunities created by FDI and wage conditions and what these mean 

for poverty reduction.  

Accordingly, data from National Bank of Ethiopia (NBE) as provided in the table below shows 

that in the year 2016/2017, 2,882 permanent and 724 temporary employment opportunities 

were created by foreign investment, slowing from the performance of the previous years. 

 
Table 6.3: Investment projects and employment opportunities created 
 

Number of 
Projects  

Items  2014/15  2015/16 2016/17 Percentage change  

A  B  C  Share  C/A  C/B  

                                                             
502

 See Chapter Two on FDI and poverty reduction. 
503 UNDP Country Profile. 
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Total 
Private  

Number  407 852 467 99.8 14.7 -45.2 

Capital  4,135.0 6,708.6 3,896.9 43.8 -5.8 -41.9 

Permanent 
Workers  

11,227 12,724 20,692 99.9 84.3 62.6 

Temporary 
Workers  

10,505 12,710 9,775 100.0 -6.9 -23.1 

Domestic  Number  362 772 424 90.6 17.1 -45.1 

Capital  1,530.3 5,463.7 3,295.0 37.0 115.3 -39.7 

Permanent 
Workers  

3,467 5,869 17,810 86.0 413.7 203.5 

Temporary 
Workers  

9,278 8,993 9,051 92.6 -2.4 0.6 

Foreign  Number  45 80 43 9.2 -4.4 -46.3 

Capital  2,604.7 1,244.9 602.0 6.8 -76.9 -51.6 

Permanent 
Workers  

7,760 6,855 2,882 13.9 -62.9 -58.0 

Temporary 
Workers  

1,227 3,717 724 7.4 -41.0 -80.5 

(Capital in millions of Birr) 

Source NBE, 2016/2017 annual report 
However, it can be seen that although the number of employment opportunities created 

decreased from the previous years, it still is higher than domestic investments in terms of 

average employment created per project. This shows that foreign investments are playing a 

vital role in employment creation. This role of foreign investments is also shared in the 

interviews conducted with regulatory bodies. In this respect, one interviewee from EITDI states 

that: 

“We see employment opportunities created with FDI from two directions. 
First are the direct employment opportunities created for low-skilled part 
of the population. This specifically works in the textile and garment sub-
sector. Second are the indirect jobs created because of the setting up of such 
projects. For example, around Hawassa Industrial Park, the communities 
living around the park with low to no income started to set up small-scale 
local coffee shops and sell meals, coffee and tea for workers and started to 
earn income.”504 

This interviewee further argues that the employment opportunities are far more than the direct 

employment that we see from the setting up of the projects, and this is also considered by the 

                                                             
504 Interview EIPDCCG01. 
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government as one of the benefits accrued from the presence of FDI.505 Another interviewee 

from ETDI also states that substantial requests for training by foreign investors are sent to the 

institute, and the institute gives training to potential employees of textile and garment 

companies by upgrading their skills to make them fit for employment in foreign companies.506 

These skill upgrading efforts will open more employment opportunities for the work force in 

foreign companies. Thus, it can be seen that foreign companies in textile and garment 

companies are creating employment opportunities directly and indirectly. 

With respect to the mobile assembly sub-sector, it has been found that the employment 

opportunities created are at a medium skill level (not so much low-skill labor), whereby training 

is given to the employees abroad and within the country. One interviewee, representative of a 

foreign mobile assembly company stated that the company created a substantial amount of 

employment in its assembly factory as well as its main marketing departments and further 

provides training for employees.507 Another interviewee, a sales director, from the foreign 

mobile assembly sub-sector also shares the idea that their company has created job 

opportunities in the country in the hardware assembly process as well as software 

developments.508 

Hence, from the above data, one can argue that foreign investments are creating employment 

opportunities in Ethiopia, thereby increasing the income of those employees. Specifically in the 

textile and mobile assembly sub-sectors, as the sectors by nature are labor-intensive, it has been 

seen that the beneficiaries of the employment opportunities are low skilled workers with 

minimum educational background as well as those profiting from the indirect income 

generating activities conducted in communities where the investment is located. This will make 

its own contribution to poverty reduction by providing income through employment as well as 

other connected subsidiary activities. As Ethiopia does not have a minimum wage for labor, the 

wage conditions are determined by the market force. Hence, data from the International Labour 

Organization (ILO) shows that the average monthly wage of a person working in the 

manufacturing sector is 1,113 birr, which amounts to around USD 41 per month. However, in 

the textile and garment sub-sector, the wages that are paid by foreign textile companies might 

go lower than this, as reported by the Guardian newspaper.509 This has been also reported by an 

English language newspaper in Ethiopia, Addis Standard, which stated that the wage condition 

                                                             
505

 Ibid. 
506Interview ETIDIG08. 
507

 Interview FMAC01. 
508 Interview FMAC02. 
509 https://www.theguardian.com/global-development/2017/dec/05/ethiopia-industrial-park-
government-investment-boost-economy-low-wages 
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in Ethiopia is so low that it does not cover the cost of living.510 The same argument is shared by 

one of the interviewee who is a labor law expert. He stated that “except the very few who have 

the chance to work in managerial positions, the wage is not that different from local 

employment.”511 The main reason that is mentioned for low wages is productivity of the labor 

force. According to the World Bank Group report on PVH, it has been argued that while there 

are affordable workers, their productivity is low.512 A study by Kidanemariam (2017) as well as 

the World Bank Report on the Ethiopian economy (2016) affirmed that wages increase as 

productivity of the labor force increases as well as when the education level of the labor force 

goes higher.513  

Based on the analysis above, one could argue that although employment opportunities are 

created by the arrival of MNCs, the wages paid are too low to make ends meet. Hence, they are 

not adequate to lift the employees out of poverty. However, the employees are getting some 

income that they otherwise would not be able to get, showing that there is some gain although 

not enough to bring significant impact on  reducing poverty.  

With low productivity of the labor force being the main challenge identified for low wages, 

working on human capital development is found to be important. The initiatives that are being 

undertaken by the government, as discussed in section 6.2.3 of this chapter, could be the right 

direction in addressing the challenge if implemented adequately. 

6.4 Sector-based Differences and Policy Implications 

As shown above, case studies were conducted by taking two sub-sectors among manufacturing 

sectors in Ethiopia; textile and garment sub-sector as one priority area that aims to attract 

resource seeking FDI and mobile assembly sub-sector as one of the areas for market seeking 

FDI’s. Accordingly, under this chapter, the ways in which FDI in these sectors are influencing the 

channels of spillover transmission has been investigated. Based on such investigation and 

analysis, one may wonder if there are sector-based differences observed in the case studies on 

the ways in which FDI impacts development goals. 

In this respect, the study has found that indeed there are differences in which the spillover 

transmission channels affect the sub-sectors in Ethiopia. Thus, it has been found that linkage, 

                                                             
510 See http://addisstandard.com/economic-commentary-ethiopias-low-wage-is-a-curse-not-a-blessing/ 
511

 Interview ALL01 
512 Mihretu and Llobet, Looking Beyond the Horizon. 
513 See Kidanemariam B. Hailu, Wage-labor Productivity Nexus in the Ethiopian Manufacturing: A 
Literature Review, EDRI-GRIPS-JICA High level Forum (2017). See World Bank Group, 5th Ethiopian 
Economic Update: Why So Idle? Wages and Employment in a Crowded Labor Market (Washington, D.C.: 
World Bank Group: 2016). 
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specifically of backward linkage in textile and garment sub-sector is strong for spillovers 

whereas such linkage does not exist in mobile assembly sub-sectors. The linkage that exists in 

mobile assembly sub-sector is forward linkage and even when such is done by in house 

distributors the linkage potential as a means of productivity spillover becomes weak. 

Demonstration effect is found to be the strongest among the transmission channels for the 

mobile assembly sub-sector, whereas such an effect is not happening in the textile and garment 

sub-sector. One explanation for such a difference is that as both domestic and foreign companies 

in mobile assembly are market-seeking investments, they can easily access the products of 

others and upgrade their own products. This is not the case for textile and garment companies, 

as foreign companies are required to be export-oriented. Hence, a lack of location proximity to 

foreign companies and lack of exposure to products of foreign companies has caused the 

demonstration effect to be negative as a channel for transmitting spillovers to domestic 

companies. Furthermore, labor turnover as a channel of transmission of spillovers is negative 

for both sub-sectors. The study found that the likelihood of workers transferring from foreign 

companies to local ones is very low, as foreign companies pay better wages. This also affects 

technology transfer among the sub-sectors selected. 

Moreover, the impact of FDI in the case of poverty reduction is more visible for textile and 

garment companies, which are creating employment opportunities for a low-skilled labor force 

and employs large pool of the work force which otherwise were not employed, while the 

employment opportunities created in the mobile assembly sub-sector is for medium-skilled 

laborers with some educational background.  

Table 6.4: Sector differences and policy implications 

Transmission 
Channels through 
which FDI Impacts 
Development 

 

Textile and Garment 
Sub-sector 

Mobile Assembly Sub-
sector 

Policy Implications 

Linkages Backward linkages 
are observed between 
domestic and foreign 
companies.  

 

Forward linkages 
with suppliers are 
observed but not 
backward linkages. 

Policy to expand 
domestic industry 
base to facilitate 
backward linkage in 
the textile and 
garment sub-sector. 
Public-private 
partnership with 
domestic businesses 
could be one example. 
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In mobile assembly, 
since there are no 
backward linkages, 
the government has 
to attract both 
domestic and foreign 
companies that will 
participate in 
supplying raw 
materials to investors, 
using different 
mechanisms (as 
discussed in Chapter 
Three). 

 

Demonstration effect Negative – as 
domestic investors 
are not benefiting 
from the presence of 
MNCs due to their 
location. 

 

Due to sharing the 
same market, there is 
evidence of crowding 
out of domestic 
businesses. 

 

Positive outcome, as 
domestic and foreign 
companies share the 
same market. 

Policy to support the 
capacity of domestic 
companies. 

Policy to create 
location proximity, 
especially between 
same supplier 
companies. 

Implement rules and 
set up strong 
regulatory 
institutions to 
monitor export-
oriented companies. 
 

Labor turnover No evidence of labor 
turnover from foreign 
to domestic 
companies is 
observed. However, 
there is turnover to 
the service sector. 

No evidence of labor 
turnover from foreign 
to domestic 
companies is 
observed. 

Policy to support the 
capacity of domestic 
companies. 

Establish a human 
resource 
development strategy 
that integrates with 
the development 
goals of the country. 

Implement provisions 
of the law that are 
meant to ensure the 
transfer of technology 
to local labor. E.g., 
limit the number 
expatriate staff and 
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duration of 
employment. 
 

Source: Researcher 

As can be seen from the table above, generally the transmission channels through which FDI 

impacts Ethiopian development goals work differently in the two sub-sectors. This shows that 

policies that need to be adopted to maximize benefits from FDI cannot be approached with a 

one-size-fits-all principle but rather should also identify which mechanisms and processes work 

for the type of FDI that comes into the country. Accordingly, policy and legal frameworks need 

to be informed by the facts on the ground and vice versa. In other words, FDI policy making is 

complicated, as it needs to be done on a sector by sector, region by region level. Doing this will 

be especially challenging for developing countries, as these functions take a serious level of 

institutional capacity in collecting data, processing data and understanding what to do with it to 

further formulate policies.  

Out of these two sub-sectors, it can be seen that one policy approach appears common – i.e., 

building domestic capability. The existence of capable domestic industries is one vital element 

that will facilitate the impacts of FDI on Ethiopia’s development efforts. However, as discussed 

in Chapters Four and Five, neither the investment legal framework nor actual practice indicate 

that adequate attention is given to building domestic capability or to supporting existing 

domestic industries. 

6.5 Conclusion 

This chapter, based on the framework of analysis developed in Chapter Three, set about 

analyzing the impacts of FDI on the end of development. Spillovers, poverty reduction and 

environmental sustainability were analyzed accordingly with respect to the selected sub-

sectors. The study on spillovers was conducted from three perspectives: increased productivity, 

technology transfer and human capital development.  

From these perspectives, the study has found that in both sub-sectors productivity spillovers 

existed but through different channels of transmission, such as backward linkage for the textile 

and garment sub-sector and demonstration for the mobile assembly sub-sector. Such channels 

were also seen as influencing technology transfer in both sectors. However, technology transfer 

is negatively affected due to failure to implement legal provisions that mandate foreign 

companies to replace their expatriate staff members with local staff by upgrading local 

employees. This has resulted in high technical positions being filled with expatriate staff. 

Moreover, with respect to human capital development, it has been found that both sub-sectors 
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contribute to human capital development by providing training to their employees. In the textile 

and garment sub-sector, the government also participates extensively in providing training; the 

same cannot be said for the mobile assembly sub-sector. 

In addition, the impacts of FDI on poverty reduction have been investigated based on the 

number of employment opportunities created. The study has found that employment 

opportunities per project created are higher for foreign companies compared to the domestic 

ones. The presence of foreign companies has also created indirect employment opportunities 

for local communities, specifically in case of industrial parks. Additionally, some impacts are 

seen in transferring best environmental management practices through backward linkage in the 

textile and garment sub-sector. 

 

 

 

 



173 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



174 
 

Chapter Seven: Conclusion 

7.1. Introduction 

In order to understand the role FDI plays in the development process in a developing country 

context, this study attempted to present and analyze theories on the FDI-development nexus as 

well as investigate the practical implication of this relationship in Ethiopia. The study began by 

posing a general research question on whether FDI works for development in Ethiopia. In light 

of this general question, four specific research questions were designed. The first specific 

research question on why FDI is seen as prominent in development discourse, which aims to 

investigate and analyze different theories on the FDI-development nexus, is covered in Chapter 

Two. Based on the insights from Chapter Two, Chapter Three attempted to identify the 

processes and mechanisms that are vital in making FDI work for development, with a focus on 

developing countries. It touched upon theoretical and empirical literature to draw out those 

mechanisms that matter most to make FDI work for development, especially those relating to 

the host country’s policy and legal framework. The fourth chapter attempted to address the FDI-

development nexus in Ethiopia by investigating whether the investment legal framework 

adequately addressed this nexus, doing so by examining mechanisms involved and the country’s 

development goals. The practical side of the FDI-development nexus in Ethiopia was studied in 

Chapters Five and Six based on the qualitative data obtained from interviews. The practice was 

investigated by selecting two sub-sectors: the textile and garment sub-sector and the mobile 

assembly sub-sector. 

This chapter ties together the main findings of the study and provides their implications relating 

to the extant literature. In doing so, it presents conclusions reached with regard to the specific 

research questions. 

7.2. Summary of Main Findings 

7.2.1 On the Question of Why FDI Matters in Development Discourse 

In order to answer this question, the study relied on a variety of theoretical and empirical 

literature that attempted to establish the relationship between FDI and development. Although 

most studies on this nexus are usually framed narrowly, there were recently efforts to 

encompass the broader understanding of development that goes beyond economic growth 

towards inclusive growth and sustainable development. Theoretical arguments on the role of 

FDI in development have not only praised FDI as a source of capital, technology transfer and 

employment opportunities that impacts economic growth but also pointed to the direct impact 

it has on poverty eradication by directly influencing the wage conditions of the host states and 
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having positive environmental impact through the introduction of green technologies and 

environmental management practices. However, empirical studies that attempted to establish 

such a nexus reported mixed results. Some show the positive role of FDI in development, while 

others establish negative outcomes, but the majority of the literature argues that the positive or 

negative impact of FDI on development depends on certain preconditions, notably the economic 

and institutional capacity of host countries as well as the development goals that the host 

countries pursue.  

Paradoxically, most studies suggest that for countries to use FDI for their development, they 

have to have reached a certain level of development. This “certain level of development” touches 

upon the economic institutional capacity or quality of host countries as intermediary factors 

that make FDI work for their development. However, such formulations lead to a conclusion 

that FDI does not work in the same manner for developed and developing countries, as the 

economic conditions, institutional characteristics and development goals differ among 

countries. Hence, for developing countries, which are characterized by weak economic 

conditions and weak institutional capacity, to reap the positive impact of FDI, they must contend 

with different challenges than those of developed countries and cannot be approached with a 

one-size-fits-all principle. Therefore, the study argued that although the positive contribution of 

FDI on development discourse is well established theoretically, the preconditions set for its 

materialization call into question whether developing countries would ever benefit from it, 

suggesting that if it ever happens, it may take a very long time. Hence, there is a need to 

approach it and evaluate it from country-specific perspectives, as the mechanisms and 

processes and their interaction with both foreign investments as well as development goals are 

country-dependent.  

7.2.2 On the Questions of Identifying the Elements (Factors and Mechanisms) that are 

Important to Make FDI Work for Development 

Insights drawn from Chapter Two show that while FDI could indeed play a vital role in 

development discourse, their nexus is not an automatic process. Rather, the nexus for its 

success relies on various factors and mechanisms. A number of studies have stated that a host 

country that seeks to use FDI in its development process is faced with two main tasks. The first 

one is that it needs to be able to attract it, and second is that they need be able to benefit from it. 

These studies further argue that both these situations involve different processes and 

mechanisms. These mechanisms and processes have been classified for the purpose of the study 

as economic determinants and policy and legal frameworks forming part of formal institutions. 

Focusing on the latter institutions, various theoretical and empirical literatures was analyzed to 

identify which investment policy and legal frameworks are important to make FDI work for 
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development and the challenges that developing countries need to overcome. Accordingly, in 

terms of important FDI related legal mechanisms that attract the “right” kind of FDI specifically 

for developing countries, the literature identified investment promotion, investment incentives, 

investment protection and BITs. Accordingly, the study found that most of these mechanisms 

are vital for developing countries in making FDI work for development by augmenting the weak 

institutional capacity that exists within these countries. For example, most frequently, the effect 

of investment promotion on FDI inflows is found to be significant for countries with information 

asymmetries and those that are considered to be less developed. This shows that through their 

promotion agencies, developing countries could correct the information gap that exists for 

potential investors and influence FDI attraction. In addition, they could also maximize the 

opportunity to match the type of FDI that comes into the country to fit their development 

objectives. Doing so requires the existence of strong Investment Promotion Agencies (IPAs).  

Furthermore, investment incentives are also considered to be vital for developing countries to 

attract FDI by providing motivation for investors. Similarly, by no means can incentives be used 

as a substitute for macroeconomic or institutional settings of the host states, nor do they work 

effectively in poor economic and institutional structures. Effective use of investment incentives 

in attracting FDI to developing countries has a secondary role after the screening of the basic 

economic and institutional frameworks of a country. This mandates that developing countries 

take unilateral actions to improve the economic and institutional settings in which FDI operates 

and design incentives accordingly. 

In addition, investment protections through national legal instruments as well as international 

investment agreements are found to be vital for developing countries. Although establishing an 

investment protection legal framework against political risks is a concept that exists 

internationally, it is particularly significant for developing countries, which are prone to 

political risks due to political instability and lack of trust in the countries’ regulatory 

institutions, including the impartiality of courts. This scenario also gives rise to the need to have 

Bilateral Investment Treaties (BITs) in addition to the national protection measures. Thus, this 

mechanism is also found to be important for developing countries that are attempting to attract 

FDI. However, the use of BITs exclusively for investment protection is called into question in 

light of recent trends and movements of developing countries to include development measures 

under such treaties. This is important for developing countries, as it will allow them to 

simultaneously deal with investment attraction as well as potentially regulating such 

investments for their development. It is worth noting that such efforts by African Countries have 

yielded a non-binding investment code, the Pan-African Investment Code (PAIC). The PAIC is 

designed to serve as model investment treaty for the member states of the African Union in 
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negotiating their investment treaties. The investment code contains unique substantive 

provisions that reserve the right of host countries to regulate investments for their 

development goals. It is an important initiative that will allow the African states to renegotiate 

the old generation BITs in their own terms. Furthermore, the PAIC is serving as a base for the 

negotiations on the Investment Protocol to the Agreement establishing an African Continental 

Free Trade Area (AfCFTA).514 Beyond the national and interregional investment agreements, 

having continental investment regulation (AfCFTA) will enable the host countries to make 

international investment agreements based on their priorities and development goals. 

In general, through the investigation into mechanisms of attracting FDI, the study established 

that these mechanisms cannot be considered exclusively and in isolation but rather should be 

considered in terms of a combination of mechanisms that are vital for benefiting from FDI.  

In line with this, the study covered the benefits that arise from FDI in the form of spillovers and 

the mechanisms involved to make them materialize for developing countries. Accordingly, three 

main spillovers were discussed: increased productivity, technology transfer and human 

resource development, as well as the transmission channels through which such spillovers 

contribute to development. The result shows that capturing spillovers for developing countries 

is linked to the level of absorptive capacity that the country has reached. The policy framework 

to capture spillovers is the cumulative effect of macroeconomic policies that deal with 

education, finance, investment, infrastructure development and related institutional 

frameworks. Investment policy making thus needs to be closely related with these 

macroeconomic policies as well as development plans. Generally, it could be argued that 

enhancing absorptive capacity to capture spillovers from FDI can only be achieved with a 

recognition that the FDI-development nexus is contingent on combining mechanisms for FDI 

attraction as well as mechanisms for capturing spillovers. Moreover, there is a need to consider 

FDI in formulating other macroeconomic policies. This mandates that developing countries 

should consider these mechanisms for FDI not in isolation but rather in integrated manner. The 

role of national policy and legal frameworks in making FDI work for development is then 

ensured when they can devise an overreaching coherent strategy that does not look into these 

mechanisms separately, but brings them together. When that integration is ensured, the 

investment legal framework can then be specifically designed to influence the transmission 

channels also by ensuring the existence of linkage, demonstration effect and labor turnover.  

                                                             
514 For more on this see Makane Moise Mbengue, “Africa’s Voice in the Formation, Shaping and Redesign of 
International Investment Law,” ICSID Review 34 (2019), 455-481.  Makane Moise Mbengue and Stefanie 
Schacherer, “The ‘Africanization’ of International Investment Law: The pan- African Investment Code and the 
Reform of the International Investment Regime,” Journal of World Investment and Trade 18 (2017), 414-448. 
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In general, the study concludes that the different mechanisms and processes involved in 

attracting as well as capturing the benefits of FDI are vital in making FDI work for development. 

However, the nature of such a relationship is circular; i.e., processes and mechanisms that are 

important for investment attraction are also important to capture spillovers, and the 

frameworks to capture spillovers also influence the attraction mechanisms. The figure below 

shows the nature of these relationships. 

 

As can be seen from the above figure, investment attraction mechanisms as well as mechanisms 

to capture spillovers reinforce each other through attracting quality FDI and by influencing their 

contribution to development objectives. However, the study also identified the barriers that 

developing countries could face to implementing such mechanisms. The identified barriers 

relate to lack of capacity in establishing regulatory institutions, lack of capable human resources 

that could conduct matchmaking between FDI attraction mechanisms and development 

objectives in the regulatory institutions, low level of literacy, low labor productivity and lack of 

an adequate domestic industrial base. Hence, developing countries should mitigate such 

challenges in order to be able to make FDI work for development. Therefore, the next research 

question tries to identify the role of FDI legal frameworks towards the realization of Ethiopia’s 

development goals. 

7.2.3 On the Question of Whether the Ethiopian Investment Legal Framework Supports 

the Right FDI-development Nexus in Ethiopia 

As shown in Chapter Two of this study, Ethiopia’s development goals mainly focus on poverty 

eradication through economic growth and integrate the concept of SDGs. Accordingly, the focus 

Development objectives 

Mechanisms to capture 
spillovers 

- Transmission channels 

- Technology transfer   

 -Human resource development  

 

Attracting quality FDI 

Investment attraction 
mechanisms 

- Investment promotion 

- Investment incentives 

- Investment protection 

- BITS 
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of the study was to analyze the Ethiopian FDI legal framework with respect to its support for the 

development goals of the country. The Ethiopian FDI regulatory framework is part of the 

general investment legal framework of the country that governs both domestic and foreign 

investments. Investment Proclamation no. 769/2012, Investment (Amendment) Proclamation 

no. 849/2014, Investment Regulation no. 270/2012 and Investment (Amendment) Regulation 

no. 312/2014 are the major investment-related laws in Ethiopia. Looking at the objectives of the 

investment in Ethiopia, the investment proclamation provides two ideas: “ensuring economic 

and social development” and “improving the living standards of its citizens.” Based on these 

general objectives, the law covers some specific objectives of the investment law. Closer looks at 

these objectives show that the emphasis of the investment legal framework is on economic 

development of the country. Consequently, it created a gap in integrating the investment legal 

framework with other development objectives. For example, it fails short of enumerating the 

social and environmental goals that it wants to pursue, against which investment projects could 

be evaluated. However, it is important to note that, albeit imperfect, the Ethiopian legal 

framework has incorporated mechanisms and processes that are identified as vital in attracting 

FDI. Investment promotion, investment incentives, investment protection and BITs are all 

recognized under the Ethiopian investment legal framework.  

The first question the study wants to answer is whether these mechanisms of attraction as 

provided under the investment legal framework are adequate to enhance the contribution of 

FDI for development in the Ethiopian context. From this perspective, the study has established 

that although the investment legal framework incorporated these mechanisms, when evaluated 

from the perspective of Ethiopia’s development goals, they fail to influence the contribution of 

FDI to development. The failure can be attributed, first, to a lack of integration between 

investment promotion functions to be conducted by the EIC, as enumerated under the 

proclamation, and the development objectives that the country has designed. For example, the 

function of EIC as promotion organ does not include the role that it could play to attract “quality 

FDI” by identifying and evaluating FDI projects in terms of their contribution to the 

development objectives. Furthermore, the role that this organ plays in terms of initiating 

contingent policy issues such as human resource development, technology transfer through 

channels of transmission and infrastructure development is overlooked by the legislation. 

Second, Ethiopia provides extensive investment incentives as a mechanism to attract FDI. The 

purpose of these incentives is mainly meant to ensure distribution of investment towards 

different regions (location aspect), export-oriented investment incentives (export earnings) and 

incentives attached to priority sectors as identified by the country’s industrial strategy (sector-

oriented). However, the investment schemes fail to attach the incentives to any of the social and 
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environmental goals that the country has established in its development plans. Accordingly, 

there are no incentives granted based on their contribution to human development training, 

promotion of clean technologies or research and development. The lack of these performance 

requirements under the Ethiopian legal framework show that the country is missing the 

opportunity to make FDI work for its development by using incentives as one mechanism in the 

FDI-development nexus (discussed in Chapter Three). 

With respect to investment protection, the study established that there is a broad legal 

grounding. Ethiopia provides investment protection both through its national legal instruments 

as well as international agreements. Accordingly, the constitution and the investment legal 

framework as national instruments as well as BITs and MIGA as international frameworks are 

recognized as investment protection instruments in Ethiopia. These instruments provide 

guarantees for investments against expropriation or nationalization except for purposes of 

public interest. Although the national substantive procedures are adequately covered, there is 

some ambivalence towards the procedural guarantees and institutional setup. For example, the 

fact that the EIC is established as an organ that decides on investors in terms of investment 

permits, revocations and other related issues and that it is this same organ that the investors 

have to go to for resolving complaints calls in question the impartiality of such procedures. 

The second question that the study wanted to answer is whether and how the FDI legal 

frameworks encourage foreign investments to transfer their benefits to the local economy 

within the context of poverty eradication and SD. It was argued in Chapter Three that spillovers 

are seen as the main contribution of foreign investments that impact development. However, 

these impacts don’t materialize merely through the arrival of FDI; rather, there are some 

mechanisms that need to be established to make them work. These mechanisms mainly relate to 

the host country’s absorptive capacity and the existence of channels of transmission. By 

synergizing the investment legal framework with other macro-economic policies as well as by 

focusing on the ways to capture the benefits from FDI, a country could both establish its 

absorptive capacity and affect the transmission channels. With this in mind, the study has 

established that investment policy making in Ethiopia has focused on attraction and has ignored 

its role in establishing absorptive capacity as well as the facilitating channels of transmission. 

This is manifested mainly by a lack of interaction among concerned institutions so as to enable 

the absorption of benefits, failure of the investment legal framework to encourage foreign 

investments through incentives to contribute to development and also a lack of policy 

coherence among different institutions.  
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7.2.4 On the Case Studies Towards the Practical Effectiveness of FDI policies and 

Regulatory Frameworks for the Realization of Ethiopia’s Development Goals 

Against the framework of analysis (mechanisms and processes) identified in Chapter Three both 

for FDI attraction and absorption of benefits from FDI , Chapters Five and Six discussed the 

practical effectiveness of these mechanisms by looking at two manufacturing sub-sectors, the 

textile and garment sub-sector and the mobile assembly sub-sector. While Chapter Five focused 

on those attraction mechanisms that establish FDI as a means of development, Chapter Six 

investigated if there is any impact from FDI by looking into channels of transmission that 

captured its benefits. In order to get qualitative data, interviews were conducted with 

institutions that supervise and regulate the investment process in general and foreign and 

domestic industries in particular. In total 10 interviews were conducted with representative 

from the Ethiopian Investment Commission (EIC), the Ethiopian Industrial Parks Development 

Corporation (EIPDC), the Ethiopian Textile Industry Development Institute (ETIDI) and the 

Ministry of Communication and Information Technology (MCIT), along with nine investors in 

both sub-sectors. The major findings from both chapters are summarized as follows: 

Investment promotion. Looking into the practice of investment promotion in the two sub-

sectors, the EIC is the main organ that conducts investment-related promotional activities. The 

type of promotional activity that the EIC conducted in the two sub-sectors follows a general type 

of the introduction of Ethiopia as an investment destination. However, as identified in Chapter 

Three, effective promotional activity follows a “targeting” approach that targets investors and 

investment projects based on their likely contribution to development goals. This is not 

practiced in the EIC; rather, the qualitative data shows the focus is on the quantity of FDI rather 

than the quality. Hence, with regard to enabling FDI to contribute to development, the current 

practice of investment promotion clearly has failed to do so. In contrast, the study found that the 

EIPDC, albeit imperfect, exercised a targeting approach for industry parks by targeting anchor 

investors. Hence, there is a clear difference in these institutions with respect to investment 

promotion. The study further established that there are no promotional activities conducted for 

domestic industries in either of the sub-sectors, putting in jeopardy the likelihood of creating 

absorptive capacity. The lack of promotional activities for domestic investors is due to two 

interconnected reasons; i.e., the fact that domestic investors are licensed by regional 

governments and those regional government investment organs do not function with a similar 

capacity as the federal one. Furthermore, the relevance of the promotional activities conducted 

by the EIC in terms of attracting FDI is also questionable, as investors in both sub-sectors failed 

to identify investment promotion as a pull factor. 



182 
 

Investment incentives. Based on the qualitative data both from regulatory institutions and the 

investors in both sub-sectors, incentives are recognized as the main mechanism serving as a 

major pull factor for the attraction of investment to the country. However, similar to the gap 

identified in the legal framework, the regulatory institutions have neither practiced using 

incentives to attract “quality FDI” based on the development goals nor have they attempted to 

influence channels of transmission through which FDI benefits are captured. Hence, the study 

established that although investment incentives have a lot of potential, they have yet to be 

effective in ensuring the role of FDI in Ethiopia’s development goals.  

Investment protection. As discussed in Chapter Four, Ethiopia has established a broad legal 

framework for investor protection. The qualitative data shows that the regulatory institution 

has solved most of the cases relating to expropriation or damage due to political unrest through 

negotiation with investors by paying appropriate compensation based on the procedures 

established under the law. Similarly, foreign investors in both sub-sectors feel that investment 

protection measures are adequately provided. However, they mention the lack of stability in the 

policies and laws relating to investment as a major constraint for continuing their investment. 

Hence, the study established that keeping the relative stability of investment laws is not only 

important for attracting FDI but also for making investments stay longer to extract their 

benefits. Furthermore, the formal institution is not the only mechanism identified as relevant 

for investment protection; the informal relations created between investors and local 

communities are also found to be vital for investment protection. These local community 

relations protect investments better than the formal institutions. 

 The study examined the potential impact of FDI on Ethiopian development by examining major 

spillovers relating to increased productivity, technology transfer and human resource 

development and the direct impact of FDI on poverty eradication. Channels of transmission 

through which spillovers are materialized were the specific focus of the practical analysis of the 

sub-sectors in the study. Accordingly, the study found out that the ways the transmission 

channel impacts development differs across the two sub-sectors. For example, in the textile and 

garment sub-sector, backward linkage was identified as the major mechanism in which 

increased productivity and technology transfer was positively affected, whereas for the mobile 

assembly sub-sector, there was some evidence of forward linkage that affected technology 

transfer and productivity. However, in both sub-sectors there was no horizontal linkage 

observed from the case studies. 

Concerning demonstration effect, the study has established that in a situation where both 

domestic and foreign investors target the same market, demonstration effect has a positive 
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outcome. Hence, demonstration effect is positive for the mobile assembly sub-sector 

irrespective of the location of investments. In contrast, demonstration effect is negative for the 

mobile assembly sub-sector. As discussed in Chapter Six in detail, foreign textile and garment 

companies are export-oriented, whereas the domestic textile and garment companies supply 

mainly local markets. Hence, there is no demonstration effect observed. However, illegal activity 

by some foreign companies that imitate the products of domestic companies and sell within the 

local market is identified as one of the main barriers for the expansion of domestic companies in 

this sector.  

Labor turnover. On the theoretical framework, it has been suggested that the positive 

contribution of FDI on development could be influenced by the existence of labor turnover. The 

qualitative data in this respect shows that labor turnover from foreign companies to the local 

ones is not materializing. Hence, in the case studies, no labor turnover is observed. It was 

suggested in the interviews that this may be due to the fact that usually domestic companies pay 

lower wages than foreign companies.  

In addition to specifically assessing the transmission channels and their effect, the study also 

further analyzed the impact of the arrival of FDI on human resource development, technology 

transfer and the overall impact on Ethiopia’s development goal, i.e. poverty eradication. 

Accordingly, it was found that human resource development in both sub-sectors is happening 

through training. Foreign and domestic companies in both sub-sectors confirmed that their 

companies have given training to the employees that relates to their work. However, the 

government also plays an important role on human resource development through training for 

the textile and garment sub-sector. Through the special institution designed for the promotion 

of the textile and garment sub-sector, the ETIDI, the government gives training to a pool of 

potential employees. Hence, many foreign companies opt to employ graduates of this 

institution’s training programs. In contrast, the lack of a similar institution in the mobile 

assembly sector has left human resource development dependent on training by the companies.  

Concerning technology transfer, the study found that although the government promotes direct 

technology transfer agreements, the number of technology agreements registered by the EIC are 

very low (some four technology transfer agreements). According to one of the interviews, this is 

due to a lack of active participation through promotion or other means by the regulatory body 

to encourage technology transfer agreements. However, technology transfer through 

transmission channels occurs as discussed above. 

Relating to the direct impact of FDI on poverty eradication, the study has investigated the role of 

FDI in poverty reduction from two perspectives: employment creation and better wage 
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conditions. In line with this, the study found that the number of jobs created by foreign 

companies per project is greater than for their domestic counterparts. Hence, there are 

employment opportunities created by foreign companies in the sub-sectors studied. However, 

the wage conditions in these foreign companies have been a point of complaint by most of their 

employees. Based on secondary data, the study found that the wages in these companies are too 

low to make ends meet. The low wage conditions are usually related with low productivity of 

the labor force. Hence, working on the productivity of the labor force is one policy option that 

the government should undertake to increase the role of FDI for poverty eradication efforts. 

7.3 Overall Conclusions 

The aim of the research was to scrutinize whether FDI is working for development in the 

Ethiopian setting from theoretical and practical points of view. To do so, the study first 

evaluated FDI theories and their implication for developing countries like Ethiopia. Although the 

dominant part of the theoretical literature supports the positive contribution of FDI, the 

empirical literature classifies the FDI-development as nexus either positive, negative or 

conditioned upon fulfillment of certain factors or preconditions. These preconditions mainly 

relate to the economic and institutional framework of the host countries. Based on the analysis 

of such preconditions as intermediary factors that would influence the FDI-development nexus, 

the study argued that FDI does not work in the same manner for developed and developing 

countries, as the economic conditions, institutional characteristics and development goals differ 

among countries. Hence, the challenges posed for developing countries, which are characterized 

by weak economic conditions and weak institutional capacity, to reap the positive impact of FDI 

indeed differ from those of developed countries and are not conducive to a one-size-fits-all 

approach. Therefore, the study argued that although the positive contribution of FDI on 

development discourse is theoretically well established, the preconditions set for its 

materialization calls in question whether developing countries would ever benefit from it, 

suggesting that if it ever happens, it may take them a very long time. Hence, there is a need for 

FDI to be approached and evaluated from country-specific perspectives as the mechanisms and 

processes and their interaction with both foreign investments as well as development goals are 

country-dependent.  

Focusing on formal institutions – the investment legal framework – as one of the intermediary 

factors that could shape the role that FDI plays in development discourse, this research 

attempted to identify and analyze different mechanisms that are important to make FDI work 

for development and analyze them in the Ethiopian context. The study recognized that the FDI-

development nexus is multidimensional and reaches beyond economic growth. Hence, it has 
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taken Ethiopia’s development goals as the criteria to analyze the FDI-development nexus. 

Although the Ethiopian investment legal framework has recognized and adopted the 

mechanisms identified in the literature, its adequacy and implementation with respect to 

making FDI work for poverty eradication as well as its influence on the SDGs remains 

questionable. Overall, the theoretical as well as the practical analysis of the FDI-development 

nexus in Ethiopia shows that although sometimes the country is doing well in attracting and 

benefiting from FDI, often times the country has failed to benefit from it.  

Based on the insights drawn from the literature, the study examined the mechanisms of the FDI-

development nexus in Ethiopia from two perspectives: the adequacy and implementation of 

mechanisms for attracting “quality FDI” and the transmission channels through which spillovers 

are captured. Thus, in analyzing different mechanisms Ethiopia has employed to attract FDI, the 

study found that theoretically, the legal framework that is regulating the attraction mechanisms 

is not integrated with the overall development goals that the country has envisaged. This is also 

manifested through the practical investigation in the case studies – i.e., the attraction 

mechanisms are not aligned with the development goals specifically regarding targeting what is 

known as “quality FDI.” The main reason for such a gap is identified to be the lack of an 

integrated FDI strategy as well as the lack of human resource capacity in regulatory institutions 

to interrelate and understand the role that these institutions could play as a matchmaker 

between the country’s development goals and the attraction mechanisms that they employ 

(such as investment promotion and investment incentives.) Moreover, the regulatory institution 

approach of “any FDI that comes to the country is good FDI” also shows that the country is not 

in a position to evaluate the type of FDI that it needs vis a vis its development goals. In some 

circumstances, like investment protection, the informal institutions such as informal relation 

between foreign companies and local communities have served as the main mechanism for 

investment protection. These informal institutions thus provide a new perspective for 

investment attraction. 

Similarly, there is little evidence that the channels of transmission through which spillovers 

materialize are working in Ethiopia. A lack of understanding that the FDI-development nexus is 

contingent upon different macroeconomic policies and a lack of synergized policy formulation 

(such as relating STI policy and human resource development issues with investment laws) 

have likewise affected the spillover process.  

Thus, the main barriers that the country faces in making FDI contribute to its development goals 

include a lack of capable regulatory institutions, a lack of comprehensive and integrated FDI 

strategies, a lack of domestic capacity to capture benefits and a lack of productive human 
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resources. The findings of this study show that unless the country deals with these barriers both 

in its attraction mechanisms as well as in capturing the benefits from FDI, its objective of 

making FDI contribute to development is simply not going to happen. Hence, the study concurs 

with the idea that the role of positive contribution of FDI on development is conditioned upon 

the fulfillment of domestic capability. 

The study also found that in some circumstances Ethiopia has managed to capture some 

benefits from FDI. The common factor that is identified in both sub-sectors investigated for the 

positive contribution of FDI is the involvement of government both in its engagement with the 

companies (government-affiliated companies) and in terms of its emphasis and facilitation for 

some investment sectors (for example, in textile and garment) that include training employees, 

one-stop shop, etc. This shows that government can play a vital role in the FDI-development 

nexus by shaping the domestic capability that need to be addressed, by regulating the 

investment climate and by correcting the parameters for doing business. Hence, one could argue 

that for countries like Ethiopia with weak economic and institutional capacity, the role that the 

government could play by correcting the failures that arise from the nature of its economy is 

clear. Moreover, the study shows that government-affiliated companies are in much better 

positions than other domestic companies in terms of their human resources, financial capacity 

and managerial composition and are much more engaged with MNCs. This shows that in a 

situation where domestic absorptive capacity is low, governments will have a vital role to play 

in making FDI work for their development efforts. 

In general, the case study shows that although the limited institutional capacity of developing 

countries seriously hampers their ability to benefit from FDI, there are small steps that 

developing countries can take to get more benefit. It is therefore important for policy makers to 

collect empirical evidence of what is working and where they can make small, but key 

coordination improvements to gain more benefit. In conjunction with taking these small steps, 

governments should focus on the big picture in their policy formulation, i.e. on what they want 

to gain from FDI. 

7.4  Suggestions for Further Research 

This research attempted to investigate the contribution of FDI to development in Ethiopia, 

mainly focusing on the investment legal framework and its role in the attraction and absorption 

of benefits from FDI. To do so, it examined different mechanisms of the FDI-development nexus 

and investigated the practical effects. However, due to the limited scope of this research, caution 

is required for generalizing about whether FDI is impacting Ethiopian development goals, as the 

study did not cover the economic preconditions that determine the nexus nor the interplay of 
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the relationship in the other sectors. Hence, future empirical researches should look into which 

economic preconditions are significant in the FDI-development nexus and the implications 

thereof for developing countries like Ethiopia.  
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Appendices 

 

Appendix I: Interview Guide 

A. Institutional actors (government and other related institutions) 

 What type of activity does the institution undertake in relation to FDI? 

 Policy formulation 

 Investment promotion 

 Investment protection 

 Investor aftercare 

 Other support for investment: Please specify 

 What type of strategies do you employ to conduct your activities in relation to FDI, if 

any? How does it relate to the development goals of the country? 

 Is there an FDI attraction policy, strategy or guideline that the country employs? If so, 

what are the main strategies the institution employs to attract FDI? 

 Do you think the strategies being implemented are effective in attracting FDI? How do 

you evaluate their effectiveness? 

 Do you give support to domestic businesses that are investing in these sectors? If so, 

what kind of support? 

 How do you relate FDI projects with the development goals Ethiopia is pursuing? i.e., 
what indicators/ measures/ preconditions do you implement to make sure FDI 

contributes to the country’s development? 

 Does your institution, in relation with other concerned offices, try to identify the 

absorptive capacity of the country for specific sectors? 

 Availability of human resources 

 Support for domestic businesses 

 Linkage opportunities 

 R&D 

 What initiatives are undertaken by your institution to encourage foreign investors to 
contribute to enhancing domestic development efforts through information, knowledge 

and technology transfer? 

 Do you think the national investment regulatory frameworks (policy and legal 

frameworks) are adequate to attract as well as capture the benefits from FDI? 

 How do you evaluate Ethiopia’s Bilateral Investment Treaties (BITs) in terms of 

attracting foreign investment to the country? 

 How do you evaluate Ethiopia’s BITs in terms of protecting Ethiopia’s regulatory rights 

to pursue its development efforts? 
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Specific questions for the textile and garment and mobile assembly areas  

 Are there any sector-specific FDI attraction methods that the institution employs in 

attracting FDI in these sectors? 

 Do you think these attraction methods are effective? How do you evaluate their 

effectiveness? 

 Is the regulatory framework adequate in attracting FDI in these sectors? What, if 

anything, needs to improve? 

 What kind of support does your institution give to foreign companies to enhance the 
development efforts of the country? e.g., through training, employment 

opportunities or other related activities? 

 What kind of support does your institution give to domestic companies to enhance 

their capacity in these sectors? 

 Do you think there is a national regulatory framework in terms of capturing the 

spillovers from FDI? 

 Human resource development specific to the sectors 

 Domestic industry support 

 Investment incentives 

B. Foreign companies (MNCs) in the chosen sectors 

 What factors motivate your investment in Ethiopia? 

 What kind of support did you get from government institutions in establishing your 

investment in Ethiopia? 

 What challenges did you face in establishing your business in Ethiopia? 

 What is your company’s policy in terms of supporting Ethiopian development 

efforts: social, economic and environmental contributions? 

 Have you ever received any motivation through government support or incentives 

to undertake such activities that support the development efforts of the country? 

 Do you have linkages with domestic businesses? If so, how were these linkages 

created?  

 How do you evaluate the Ethiopian investment regulatory framework in terms of 

attracting and capturing benefits from FDI? 

 Have you come across any legal or institutional incentives/ frameworks that 
effectively motivate foreign companies to engage in supporting the development 

efforts of host states? 

 

C. Domestic businesses   

 What kind of support do you get from the government in conducting your 

investment? 
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 What do you think is the advantage/disadvantage that you get from the presence of 

MNCs in the sector? 

 Have you ever received any kind of support from MNCs directly or indirectly?  

 Are there any incentives that your company enjoys as a domestic investment? 

 How do you evaluate government support in enhancing your capacity to absorb 

spillovers from MNCs? 

 Is there any policy/law/strategy you’ve come across that benefit and supports the 

absorption of spillovers from MNCs? 

 How do you evaluate the support of government (in terms of finance, capacity 

development, incentives) for domestic businesses? 

 

Modified Interview Questions 

 How long should expatriate staff be employed within a foreign or domestic company? 

 Do you have a monitoring strategy to check that expatriate staff are replaced by local 

people in due time or the time framework provided? 

 Do you have a monitoring mechanism to check whether export-oriented companies 

export their product fully? 

Foreign companies (both sectors) 

 What factors motivated you to invest in Ethiopia? 

 What was your mode of entry? Greenfield, joint venture, acquisition? 

 Did you get any support from government institutions in establishing your business? 

If so, what kind of support? 

 How do you evaluate the process of starting an investment in Ethiopia? 

 Did you face challenges in establishing your investment in Ethiopia? If so, what are 

the challenges? 

 Is your company export-oriented or do you supply the local market? 

 What is your company’s position in terms of contributing to the development of 

Ethiopia? Any Corporate Social Responsibility framework? 

 Have you ever received any support/incentives from the government to participate 

in activities that will benefit the development of the country? 

 Have you ever partnered with domestic businesses (vertically or horizontally) in the 

course of your investment? 

 Have you ever provided support for domestic businesses? In what way? 
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 If you have linked with domestic businesses, how has such linkage occurred? 

 If you have never linked with domestic businesses, what will be the motivational 

factor for your company to create such linkages? 

 Are there any ties between your company and educational institutions? 

 Do you have any expatriate staff working in the company? In what position? How 

long have they worked in the company? 

 Have you provided training for the employees? 

 How do you evaluate the labor turnover in your company? 

 Have you employed workers coming from other foreign or domestic companies? 

 Are you aware of the investment laws in Ethiopia? 

 Have you come across any legal provisions or investment incentives that motivate 

you to engage in activities like training and research and development? 

 How do you evaluate the changes in investment law, including entry, investment 

incentives and other factors, in terms of your business? Do you think the changes in 

laws are bringing any new perspectives in doing business in Ethiopia? 

 What do you think needs to improve in terms of the regulatory and institutional 

framework to increase the performance of the country in attracting investment? 

Domestic companies (both sectors) 

 What is the legal status of your company? Sole proprietorship, share company, other? 

 Did you get any support from government institutions in establishing your business? If 

so, what kind of support? 

 How do you evaluate the process of starting a business in Ethiopia? 

 Did you face any challenges in establishing your business? If so, what are the challenges? 

 Have you ever partnered with foreign businesses (vertically or horizontally) in the 

course of your investment? 

 If you have linked with foreign businesses, how has such linkage occurred? 

 Did you receive any support from foreign companies you have linkages with? If so, what 

kind of support? 

 Are there any ties between your company and educational institutions? 

 Do you have any expatriate staff working in the company? In what position? How long 

have they worked in the company? 

 Have you provided training for the employees? 

 How do you evaluate the labor turnover in your company? 

 Have you employed workers coming from other foreign or domestic companies? 
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 Have you received any kind of support from the government in terms of supporting 

training, technology transfer or research and development? 

 Are you aware of the investment laws in Ethiopia? 

 Have you come across any legal provisions or investment incentives that motivate you 

to engage in activities like training and research and development? 
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Appendix II: Interview Codebooks 

Section one: Regulatory institutions thematic analysis code 

Theme one: Investment attraction and development 

1.1 Investment promotion 

- Understanding of development as mainly economic development, based on 

Ethiopia’s industrial development strategy 

- No specific definition followed on development 

- No specific strategy in relating investment attraction and development 

- Investment attraction based on priority sectors 

- Industrial parks are the current strategy 

- No specific strategy on investment promotion but rather a general approach 

- A smaller change for industrial parks development and participation 

- No investigation of the effectiveness of attraction methods 

- No investigation of the relationship of promotion and development activities, 

hence no particular intention besides capital and employment 

- Promotes Ethiopia to foreign firms but then accepts firms with no identification 

of their characteristics 

- Similar promotion strategy for domestic businesses 

- Low presence of domestic businesses 

1.2 Investment service facilitation 

- Conducted mainly by the EIC with the exception of domestic businesses 

- One-stop shop service especially at the federal level, not in regions studied 

- Hindered mainly by lack of adequate human resources, lack of infrastructure 

- More focus on foreign companies than domestic ones 

- No focus on development objectives with the exception of industrial parks and 

clusters 

1.3 Investment incentives 

- Mainly tied with economic development 

- Less attention to specific investment incentives designed for development 

objectives other than economic ones 

- No study on the effects of investment incentives on development 
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- Main reason for incentives is to attract as much foreign investment as possible 

for the purpose of technology, capital, employment 

- Heavily utilized mechanism for promoting the country 

- Mostly abused by investors due to lack of a monitoring mechanism 

 

Theme two: Capturing Spillovers 

2.1 Linkages 

- Linkages understood by respondents to be mainly joint ventures 

- Recognized as important, but little understanding and effort to create them 

- No strategy in the previous times on how linkage could be created; this changed 

with the establishment of industrial parks 

- More on vertical linkage than horizontal linkage 

- Easier for companies with long history in the domestic market. 

2.2 Demonstration effect 

- Not considered much by the regulatory institutions 

- Could be achieved by the establishment of industrial parks, though it has yet to 

be assessed 

2.3 Technology transfer 

- Main benefit from FDI that is considered by regulatory institutions 

- Only four technology transfer agreements are registered by the EIC 

- Technology transfer through industrial parks 

- Technology transfer through employee turnover is not observed much 

- Understanding of technology transfer by regulatory institutions is low 

Section two: Textile and garment thematic analysis code 

Theme one: Investment attraction 

1.1 Investment promotion 

- Respondents feel that investment promotion is low for domestic businesses 

- Discouraging factors include low profit-making capacity of the sector, 

administrative bureaucracy, lack of raw materials, lack of interest (domestic) 

- Not aware of special incentives for domestic companies in industrial parks 

1.2 Investment service facilitation 
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- Respondents feel that once a license is issued, there is an effort by the offices to 

facilitate. However, it is time-consuming 

- Government involvement, especially in the ownership of the company, makes it 

relatively easy to do business 

- Regional offices do not practice one-stop shop services 

- Regional offices are responsible for domestic businesses that are investing in 

their specific areas 

1.3 Investment incentives 

- Used widely by both foreign and domestic businesses  

- May consider development objectives indirectly but has not directly been 

associated 

- Positive attitude towards the incentives 

- Domestic businesses feel that these incentives are abused by their foreign 

counterparts. 

Theme two: Capturing spillovers 

2.1 Linkages 

- Vertical linkage is the most widely used linkage of domestic companies for both 

domestic and foreign companies 

- Transfer of knowledge, training, production functions and market access 

- Some horizontal linkage, industrial parks 

- Efforts by regulatory body to create such linkages  

2.2 Demonstration effect 

- Respondents feel that demonstration effect exists  

- The 100% export-oriented policy of foreign companies is providing little 

opportunity for domestic companies 

- Lack of monitoring mechanism 

- Lack of skills in managing location 

- Low turnover 

2.3 Technology transfer 

- Respondents feel that technology transfer is low, as most domestic employees 

work at a basic operational level 

- Expatriate staff in areas that are considered important by foreign companies 

- Low employee turnover 
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- Lack of mandatory legal provisions that promote technology transfer 

- Some foreign companies voluntary give training to domestic suppliers 

 

Mobile assembly sub-sector thematic analysis 

Theme one: Investment attraction 

1.1.  Investment promotion 

- Respondents felt that investment promotion needs more improvement 

- Domestic businesses states that promotion has yet to include the wide potential 

of the sector 

- ICT park is good initiative but the legal framework for entry is not clear 

1.2.  Investment service facilitation 

- Respondents feel that investment service facilitation is positive. 

- Time consuming 

- Main challenges include disorganization among institutions, lack of human 

resources and little understanding of spillovers 

1.3.  Investment incentives 

- A wide variety of incentives for the sector, incentives associated with starting 

business, no recollection of incentives that promote sustainable development 

goals 

- Lack of foreign currency 

 

Theme two: Capturing spillover 

2.1. Spillover 

- Low linkage potential due to low investment in the sector 

- Forward linkage seen in the sector 

- No horizontal linkage 

- Competition among companies 

- Low understanding of intellectual property rights 

2.2. Demonstration effect 

- Same market access and market share 

- Existence of competition leads to demonstration effect 

- Product imitation 
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- Lack of supplier companies 

- Foreign exchange 

 

2.3. Technology transfer 

- Mostly expatriate staff in foreign mobile assemblers 

- Foreign language manuals 

- Lack of mandatory legal provisions 

- Lack of implementation of existing laws 

- Some entrepreneurs 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



210 
 

Appendix III: List of Interviewees 

Number Organization Name  Position 

EIPDCCG01 Ethiopian Industrial Parks 
Development Corporation 
(EIPDC) 

Shiferaw Solomon Deputy CEO 
Operations and 
Industrial Parks 
Management 

EICG02 Ethiopian Investment 
Commission 

Dr. Belachew Mekuria Deputy 
Commissioner, 
Industrial Parks 
Division 

EICG03 Ethiopian Investment 
Commission 

Ato Anwar Expert in Industrial 
Parks Division 

EICG04 Ethiopian Investment 
Commission 

Ato Yohannes Director of Legal 
Affairs Department 

EICG05 Ethiopian Investment 
Commission 

Anonymous Expert in Investment 
Service Facilitation 
and After Care 
Department 

EICG06 Ethiopian Investment 
Commission 

Akililu W/Selassie Director in 
Investment 
Promotion 
Directorate 

EICG07 Ethiopian Investment 
Commission 

Anonymous Director in 
Investment Incentives 
Directorate 

ETIDIG08 Ethiopian Textile Development 
Institute 

Ato Eshetu Shanko 
 

Expert in Marketing 
Department/ 
Directorate 

ETIDIG09 Ethiopian Textile Development 
Institute 

Anonymous Technology Transfer 
Directorate 

DMAC01 Tana Communications 
(domestic) 

Ato Derb Assefa General Manager  

FMAC02 Tecno Mobile Technologies 
(foreign) 

Mr. Levi Representative 

FMAC01 
 

SMADL Communication 
(foreign) 

Hugh Huang 

 

Sales Director 

FMAC03 Oking Electronics Trading 
(foreign) 

Anonymous Expert, mobile 
assembly 
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DTGC01 Bahir Dar Textile Share 
Company (domestic) 

Ato Metalem Vice president 

DTGC02 Almeda Textile (domestic) Anonymous Expert 

DTGC03 Ambassador Garment 
(domestic) 

Anonymous Salesperson 

FTGC01 PBH Manufacturers (foreign) Anonymous Manager 

EICR01 
 
 

Amhara Regional State Anonymous Head, Investment 
Service Facilitation 
Department 

 
EICR02 

Oromia Regional State Anonymous Expert 

ALL01 Acadamician Binnyam Idris Labor law expert 

 

 

 

 


