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DOMESTIC INVESTMENT CLIMATE AND
FOREIGN DIRECT INVESTMENT IN SOUTH

ASIA: A PANEL DATA EVIDENCE

Purpose - Developing countries have welcomed foreign direct
investment (FDI), since they realized its manifold advantages i.e.
capital provision, technological and skills transfer, etc. In the extant
literature numerous economic and institutional factors have been
identified as potential determinants of FDI, however, domestic
investment climate, being a major determinant, has escaped literature
on account of unavailability of its reliable data. In this study an
endeavor has been made to fill the gap by using index of economic
freedom as proxy for domestic investment climate.
Methodology/Sample - The study focuses on four South Asian
economies (India, Pakistan, Bangladesh & Srilanka) for the period
1995-2013, employing panel data regression with random effect.
Findings - Results indicate the presence of significant positive
relationship between economic freedom and foreign direct investment
inflows. The study concludes that economic freedom is a robust and
significant determinant of FDI in these South Asian countries.
Practical Implications - Policy makers will have to take measures
which can improve the level of economic freedom for attracting more
FDI to the region. Thus a plan of action is required to create more
friendly investment and corruption free environment with high level
of trade openness, and to craft efficient monetary and fiscal policies.
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1. INTRODUCTION

Over the past few decades foreign direct investment has attained more importance
owing to growth in international commerce and integration of world economies. FDI
does not generate principle or interest repayment which it its most salient feature. FDI
plays the role of an anchor, since it enhances the economic growth and restructures the
developing economies (Wang 2009). Developing countries can alleviate the poverty
evil through FDI (Brooks et al., 2010). FDI in developing countries can fill at least
three gaps i.e. ‘Investment gap’ (provision of capital for domestic investment), ‘foreign
exchange gap’ (initial investments providing foreign currency) and finally the ‘tax
revenue gap’ (creating additional economic activities which generates handsome amount
of tax revenue) Smith (1997). FDI also assists in the transfer of technological knowledge,
managerial skills, creation of job opportunities, enhancement of local competition etc.,
thereby ultimately improves the economic growth of the host countries.

South Asian economies have realized that inward foreign direct investment is a vital
source for capital creation, technology spillover, and knowledge know how, and access
to the international markets. That is why most of the countries in South Asian region
have taken crucial steps to create a more conducive environment for investment climate.
Import substitution policy was pursued by South Asian economies since 1950s. Srilanka
launched macroeconomic reforms in 1977 and the rest of South Asian economies
followed. To attract FDI, Pakistan and India have made concerted efforts to liberalize
their economies. They made obvious changes in their macro-economic, trade and FDI
policies. The process of liberalization was speed up in early 1990s in the region.

It’s worth mentioning that despite of liberalization, South Asian economies have not
realized their growth potential. It may be because, that multinational Corporation’s still
considers this region to be overly regulated and are hesitant to invest. South Asian
countries further need to open their economies through privatization, liberalization and
deregulation for enticing more foreign investors. In this way they would become more
integrated to the globalized world and ultimately will achieve competitiveness. Put it
in other way, in order to promote investment they need more economic freedom. Thus
for encouragement of more foreign investors and for the achievement of sustainable
economic growth economic freedom is a vital source. Economic freedom is regarded
against the government control and centralized planning. This philosophy is in favor
of decentralization of economic power and entrepreneurship. In 1996 Gwartney et al
termed economic freedom for an individual as “the right to acquire and use his property
for trade and any other purpose without any fraud, theft or coercion provided his actions
are legal”. The importance of foreign direct investment to the economic growth has
developed significant interest among the development economists and a notable empirical
literature has been evolved regarding the determinants of FDI. These empirical studies
have explored the role of numerous variables independently as well as jointly. However
in the context South Asia on the relationship between FDI and economic freedom no
significant study has captured the joint effect through an index. The main motive of
this study is to explore whether, along with other conventional variables used in the
literature, economic freedom too is a prime determinant of foreign direct investment
in South Asia.
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The rest of the paper is organized as follows. Theoretical background has been presented
in the next section. A review of literature comes after. Model has been described in the
section next to the review of literature. Data and methodology has been discussed in
section 5. Results are presented in sixth section and finally seventh section exhibits
conclusion and policy implications.

2. THEORITICAL BACKGROUND

The determinants of foreign direct investment have been essayed by many theories.
These theories have played vital role in the development of a framework for the egression
of foreign direct investment. Hecksher-Ohlin (1933), and Macdougall (1964) were the
first two models being developed regarding the determinants of foreign direct investment.
According to both models, for the attraction of foreign direct investment low wage
rates, high profit margins, and minimum exchange rate risk are necessary. Likewise
theories have been developed concerning the multinational companies investment
behavior. The one mostly cited by the researchers, working on foreign direct investment,
is John Dunning Eclectic Paradigm theory. Dunning (1993) categorized foreign direct
investment into three classes. He termed the first class of FDI as market-seeking FDI.
The main motive of market-seeking FDI is to fulfill the needs of local market. In the
host country, this type FDI replicates the production facilities, thereby also called
horizontal FDI. Market size or market growth plays very important role in the attraction
of this type of FDI. Significant amount of market-size FDI can be attracted by countries
having large market size. Obstacles like transportation cost or tariffs also attract such
type of FDI. The second type of FDI according to Dunning is resource-seeking FDI.
Here the firm wants to utilize resources of other countries which are not available in
their home country, such as input materials like natural resources, cheap labor etc. Low
labor cost is the main driver for resource-seeking or vertical FDI. Vertical FDI is
attracted to countries with enough natural endowments. In the third type of FDI which
is efficiency seeking, firm wants to gain from special economic zones, tax breaks or
subsidized land etc.

3. LITERATURE REVIEW

The literature regarding FDI in developing countries can be categorized in two ways.
The focus of the first category is to examine the impact of foreign direct investment
on various macro-economic variables like market size growth, productivity of labor,
and technology. A general consensus has been derived from this category of research
that, through its effects of technological spillover, foreign direct investment has significant
positive impact on labor productivity and economic growth (Rameriz 2000; Zhang
2001).

The focus of the second category is to identify the determinants of FDI by employing
panel data for cross countries. The results of this category of research have been found
to be controversial. For instance Aseidu (2006) concluded that the relationship between
quality infrastructure and FDI is positive. But Mohamed & Sidropolous (2010) founded
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no significant relationship between quality infrastructure and FDI. Vijayakumar et al.,
(2010) determined that size of the market strongly encourages foreign direct investment,
while on the other hand Mohamed & Sidropolous, (2010) observed insignificant
relationship between FDI and size of the market. In defiance of such differences, the
literature of foreign direct investment is thickening day by day and has captured the
attention of development economists.

Foreign direct investment is mostly pull in by those developing countries having quality
infrastructure, (Sahoo et al., 2014). The expected relationship of FDI with this variable
is positive. Majority of the authors have found significant positive relationship between
quality infrastructure and foreign direct investment in developing countries (Ngowi,
2001; Asieudu, 2002; Aseidu 2006; Vijayakumar et al., 2010; Srinivasan, 2011). While
on the other hand some of the authors have found no significant evidence that quality
infrastructure encourages FDI (Cleeve, 2008; Mohamed & Sidropolous, 2010).

Foreign direct investment will be more inclined to those developing countries having
sound financial and economic condition. Balance of payments equilibrium, full
employment sustenance, and stability in the level of general price are preconditions to
sound financial and economic system. A developing country will attract handsome
amount of FDI inflows if it enjoys all the above prerequisites (Cleeve, 2008). For the
measurement of economic & financial soundness, many indicators have been used. The
most widely used measure is the rate of inflation, since it gauges the general level of
price stability, which in turn is a pre-requisite to economic equilibrium. High or unstable
rate of inflation is a vivid sign of instability of economic system and can hinder FDI
(Calvo, et al 1994; Buckley et al., 2007). Likewise deficits in the balance of payments
too can curtail the free capital mobility, thereby leads to profits repatriation impediment
(Schneider and Frey, 1985).

The focus of development economics literature has been shifted towards institutional
quality factors in the later year of 1990s. Variables like political instability, poor
institutional quality, and corruption were included in the dimension of institutional
quality factors. Their expected relationships with foreign direct investment inflows
were found to be negative. Countries having corruption-free environment have greater
prosperity thereby attract more FDI (Benassy-Quere et al., 2007). Investors feel secure
when there is more transparency and low level of corruption. In this regard institutional
reforms play a very vital role (Benassy-Quere et al., 2007). Research work of (Aseidu
2006; Mohamed & Sidropolous, 2010) founded the impact of corruption on FDI inflows
significantly negative. In these studies corruption was measured through the index of
international country risk guide (ICRG). Likewise result has been obtained by (Cleeve,
2008), through utilizing corruption perceptions index (CPI) of transparency international.

In the context of developing countires majority of the studies backed up negative
relationship between FDI and political instability (Corbo and Schmidt-Hebbel 1991;
Clarke and Loghan 2008). The institutional quality of a country has been influenced
by political instability and the country risk to a great extent. Because, both of them lead
to insurrection when the distribution of the resources take place unevenly (Sahu,2008).
Notwithstanding, by utilizing the indexes of political & civil freedom, inconclusive
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outcomes has been obtained by Cleeve (2008) & Mhlanga et al., (2010). Such sort of
results may be probably attributed to the size of the samples which were relatively
small in both studies.

Usually the relationship between foreign direct investment inflows and the size of the
market is a positive one. Studies which have found positive relationship are Scaperlanda
& Mauer (1969); Root & Ahmed (1979);Wheeler & Mody (1992); Tsai (1994); Sahoo
(2006). By using the proxy of total number of population Botric and Skuflic (2006)
observed significantly negative effect, while on the other hand the outcomes of the
research of Mhlanga et al., (2010) and Vijayakumar et al., (2010) come out to be
inconclusive. Besides the size of the market, positive relation has been backed up
between FDI and economic growth rate in the literature (Ramirez 2000; Chakrabarti,
2001). Countries having sustainable growth rate attract more FDI flows than volatile
economies.

Official development funds have been termed as development indicator. In developing
countries official development assistance funds are very essential for the improvement
of domestic investment climate (Luger and Shetty 1985; McGillivrary, 2009; Mottaleb
and Kalirajan 2010). These funds can be channeled for development of infrastructure,
social sector and for the acceleration of liberalization and regional integration. For the
growth of Global Investment Exchange ODA funds are critical. Intermediary organization
can be identified through this way, which in turn can attract projects of foreign direct
investment for commercial viability and sustainability.

Higher flow of foreign direct investment will be inclined towards a country if its degree
of openness is higher, since by and large most of the multinational corporations are
export-oriented. Developing countries can attract more foreign direct investment inflows
if they undergo through reforms to open their economies. Majority of the studies have
confirmed significant positive relationship between FDI and open economies (Kravis
and Lipsey 1982; Aseidu 2006; Choong and Lam, 2010;Vijayakumar et al., 2010;
Mhlanga et al., 2010). However Mohamed and Sidiropoulos (2010) have found no
statistical significant relationship between foreign direct investment and openness to
economy.

When large amount of the budget is kept aside for the expenditures of defense, it entails
that minimum amount will be assigned to developmental projects, which is a kind of
resources wastage. The mood of the foreign investors is shifted towards those countries
who allocate minimum amount for their defense related activities. Hence, the influence
of military expenditure on FDI is said to have a negative one. Furthermore, foreign
relations may be adversely affected by such kind of practices i.e. the accumulation of
weapons. Developing countries regard defense sector as a strategic tool, and relate it
to the sovereignty or national defense, thereby allocate fair amount of their budget to
this sector. Such policies tend to garble private returns on capital, hence cut down
proportion of foreign direct investment De Mello (1999). For the attraction of FDI, the
maintenance of the budgetary discipline is a vital condition (Jensen 2003; Choi and
Samy 2008).



In the literature mix results have been observed regarding foreign direct investment
and exchange rate. Depreciation of currency of the host country appreciates the currency
of the home country, which enables the foreign company to hire additional labor and
to buy more raw materials (Lim 2001). This phenomenon lures more foreign investors
to the host country. Froot and Stien (1991) also concluded their findings in the same
way as Lim (2001). However on the other hand the frequent depreciation in the currency
of the host country lead towards uncertainty thereby discourages direct foreign investment.

A panoptic literature has been evolved regarding FDI in developing countries, identifying
a number of variables such as, market size, trade openness, exchange rate, inflation
rate, political risk etc. The empirical studies in the literature have explored the role of
numerous variables independently as well as jointly. However in the context of South
Asia on the relationship between FDI and economic freedom no significant study has
captured the joint effect through an index. With this background an endeavor has been
made in this study by using the index of economic freedom as proxy for domestic
investment climate to check it as a determinant of FDI in south Asia.

3. MODE

Based on discussion above, we propose the following main model for empirical
specification:

FDI it =  f (INFRit , MEXPit, EXRit , DICit ,LAWit , ODAit ,PRit,GDPit ,INFLit)
The general form of the equation can be written as:

FDIit = ß0 + ß1 Log INFRit+ ß2 Log MEXPit+ ß3 Log EXRit+ ß4 Log DICit+ ß5
LogLAWit+
      ß6 LogODAit+ ß7 Log PRit+ ß8 LogGDPit+ ß9 LogINFLit………………………(1)

Where FDI it is the dependent variable, Country has been represented by the subscript
“i” and time period by the subscript “t”.

Where,
FDI = Foreign Direct investment ( Million US Dollars)
INFR = No of internet users (per 100 people) being used as aproxy for Infrastructure.
MEXP = Military expenditure as a percentage of GDP
EXR = Exchange rate ( Rupee/US dollar)
DIC= domestic investment climate being proxied by Index of economic freedom
LAW= Law and order situation index being taken from International Country Risk
Guide(ICRG)
ODA = Official development Assistance (Current US $)
PR = Political risk (Government Stability) index being taken from ICRG
GDP = Growth rate in GDP ( Annual Percentage)
INFL= Inflation Rate ( Annual percentage change in Consumer price Index)
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4. DATA AND ESTIMATION TECHNIQUE

A sample of four South Asian economies for the period 1995-2013, has been taken into
consideration in this study. The data for foreign direct investment in US (Million
Dollars) and inflation rates i.e. (annual percentage change in consumer price index),
has been taken from the annual reports of the central banks official website of Pakistan,
India, Bangladesh and Srilanka respectively. Law and order situation and political risk
(Government stability) index data has been taken from the International country risk
Guide (ICRG). Exchange rate data is taken from the source of International Monetary
Fund direction of trade statistics CD-ROM, May 2014. The data of internet users per
100 people (proxy for infrastructure), growth rate in GDP, Military expenditure as a
percentage of GDP, and Official development Assistance (Current US $) has been
collected from World Bank online database. Finally the data for Domestic investment
climate being measured through the index of economic freedom has been obtained
from the Heritage Foundation (2013 estimations). Index of economic freedom consists
of wide array of set of policy parameters including freedom of trade, freedom of
business, property rights, freedom from corruption and labor and financial freedom.
The components have been scaled from 0-100. High score signals Conducive economic
environment. In this index equal weights have been assigned to each policy parameter
in order to avoid the biasness.

The methodology of panel data regression is employed in the study, so that the
dependency of FDI on economic freedom can be explored along with other conventional
variables such as growth in the size of market, exchange rate, inflation rate etc.

Constant coefficient model assume that all entities are unvarying and is therefore quite
restrictive. The method of estimation in fixed and random effect setting can give more
insights. Different constants have been allowed for each section in fixed effect model.
Random effect model takes into account that constants are random and are not fixed.
According to fixed effect model, the intercept term differs for each country, while
random effect model is of the view that there is difference in error term for each country.
Both the time series as well as the cross-sectional behavior can be observed simultaneously
in random effect setting.

In order to take decision between fixed and random effect Models, Hausman test has
been conducted. The result of the test, P-Value (0.683) reveals that random effect is
the suitable choice. For the selection between the random effects and pooled OLS,
Bruesh-Pagan Lagrange Multiplies test has been conducted. The result of this test, P-
Value (0.000<0.05) depicts that random effects is the best modeled choice for the data,
due to no individual effects. Furthermore the data has been tested for heteroskdasticity
and serial auto correlation, which were found not to be present. The Wooldridge test,
results the probability value (0.240) > 0.05, hence depicting no sign of serial auto
correlation.

Domestic Investment Climate and Foreign Direct Investment in South Asia: A Panel Data Evidence
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5. RESULTS AND DISCUSSION

Table 5 shows the results when equation (1) is estimated using Random effect method.
Before proceeding to the main regression results, the descriptive analysis (Table 2),
correlation results (table 3) and VIF test (table 4) are discussed first.

Table 2 depicts descriptive statistics. In the above table variables such FDI and official
development assistance are highly skewed towards their respective maximum value.
Significant improvement is observed in the values of the variables. In the region the
mean value of FDI can be observed to be moderate hinting towards reasonable rise in
FDI. Amid all variables the mean value of official development assistance displays
higher inclination towards the maximum, thereby indicating that this might be cardinal
variable to pull in FDI towards South Asian region. The average values of exchange
rate and economic freedom also give indication that both of variables have enough
potential to attract FDI inflows. Highest spread value has been demonstrated by political
risk (Govt Stability) as indicated by its standard deviation. The rest of variables have
levelheaded description.

Correlation analysis of all variables being taken into consideration in the study of four
South Asian nations i.e. Pakistan, India, Srilanka, and Bangladesh has been given in
table 2. It has been revealed from the results of the study that the relationship between
FDI, infrastructure, law and order situation and official development assistance is
significant and positive. Thus it has been observed that most of the variables included
in the study have the expected directions. Also the variables in the model have found
to be not strongly correlated; hence the collinearity problem in the model does not exist.

In table 4 the variance inflation factor (VIF) results and the tolerance level have been
depicted. The individual variance inflation factor value is less than 10% in the analysis,
while the mean value of VIF is 2.37, which indicates that overall data is depicting a
meaningful picture and is thereby satisfactory for the estimation. It also indicates that
no multi-collinearity issues have been found in the data while estimating the models.

Table 5 exhibits the regression results. Nine models have been constructed. Subsequent
inclusion of explanatory variables provides broader picture and their association with
the explained variable (FDI). The R-square value shows improvement when the impulses
are added one by one which depicts improvement in the value of the response variable.

Across all the nine models, the coefficient of infrastructure has been found significant
at the level of 1%, depicting a well-knit positive relationship with FDI. This result is
in conformity with findings of Srinivasan, (2011) and Sahoo et al., (2014) in the
literature. Transportation cost is a vital variable for multi-national companies especially
operating outside their home country. An improved infrastructure has been observed
in the region of South Asia and considerable decline in the transportation cost has been
witnessed during the last decade according to the report of (World Bank 2009).
Furthermore, reduction in trade costs assists MNEs to extend their production operations
in various locations and affiliates, known as vertical integration.
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As expected, negative sign has been observed for the coefficient of military expenditure.
Less amount of FDI is attracted by a country having high military expenditures. Large
amount of military expenditure is an indication that South Asian economies have little
space for development, lesser macro-economic stability, thereby adversely affect the
inflows of FDI. For the attraction of FDI, the maintenance of the budgetary discipline
is a vital condition (Jensen 2003; Choi and Samy 2008).

The relationship of exchange rate with foreign direct investment has been found to be
negative and significant as expected. In the literature Ahmed and Malik (2009) also
found likewise results. Negative coefficient of exchange rate is an indication that
currency depreciation makes the prices of the goods relatively cheaper and more
affordable for the host companies to build up their production operations in the host
country. Exchange rate depreciation makes exports more competitive in international
markets thereby enabling the multinational firms to use those countries as platform for
their exports. Currency depreciation of the host country enables the investors of home
country to purchase additional raw materials and to hire cheap labor with the same
amount of currency; hence they are willing to invest more directly in the host country.

A positive and significant association is witnessed between FDI and domestic investment
climate in selected countries of South Asian region. There is an economic rationale
behind this association as economic freedom consists of wide array of set of policy
parameters including freedom of trade, freedom of business, property rights, freedom
from corruption and labor and financial freedom. A country will lure more flows of
foreign direct investment having low level of interference in the affairs of the businesses
and giving them the right to open and close operations hence, allowing them to use
their wealth, the way they want. In the same way corruption free environment of the
country will give more confidence to foreign investors to invest there without any
hesitation.

FDI is attracted by a country having sound law and order situation. Foreign investors
always keep this factor at utmost priority while scanning countries for direct investment.
For investors the security pursuit is second to none than the profit pursuit when they
are taking decision about the place of investment. Foreign investors perceive that
countries having maximum sectarian violence and other security issues are not suitable
for investment and try to remain all aloof from investing in their territories. The respect
for rule of law and property rights makes the environment more conducive for foreign
direct investment (Clarke & Logan 2008). Thus foreign investors tend to invest in
countries having proper arrangement for their security. An expected positive sign has
been obtained for the coefficient of law and order from the results of the study.

In the results the coefficient of official development assistance is found to be significant
at 5% level throughout all the designed models of the study, portraying a significant
positive relation with foreign direct investment. In the literature these results confirm
the findings of (McGillivrary, 2009; Mottaleb and Kalirajan 2010). Their results
suggested that official development assistance funds are indispensable for the betterment
of domestic investment climate in third world countries. Such kind of development
funds shape infrastructure and also highlights a nation’s good terms with international
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Foreign investors do not consider countries which are vulnerable to sudden political
changes. Political factor is vital component in attracting FDI especially in developing
countries. MNEs are inclined towards those nations where government is stable and
where ethnic tension and the number of conflicts are at minimum. Foreign investors
are highly sensitive to political changes (Busse and Hefeker, 2003). In comparison to
autocratic governments democratic governments which are politically stable lure large
part of FDI inflows Schneider and Frey (1985). The respect of rule of law and property
rights makes the environment more conducive for foreign direct investment (Clarke
& Logan 2008). An expected negative coefficient for political risk (Government stability)
has been noticed from the results of the study. This result is in concordance with the
finding of Corbo and Schmidt-Hebbel (1991); Barro (1991); Buckley et al., (2007) and
Sahu (2008). They too backed up negative relationship of political instability with FDI.

The current demand is presented by the size of the market, whereas the growth exhibits
the prospective demand. The higher the level of economic growth, higher will be the
market opportunities. Market growth is considered to be a significant factor for the
enhancement of foreign direct investment flows. The growth rate in GDP is found to
have positive impact over the inflows of FDI but, insignificant. Our result is in conformity
with Mhlanga et al., (2010) and Vijayakumar et al., (2010) in the literature. Limited
support exists regarding this determinant of FDI in the previous empirical studies in
contrast to the market size variable Goldberg (1972); Root & Ahmed (1979); Tsai
(1994) and Mohamed and Sidiropoulos (2010).

Negative coefficient has been obtained for the inflation variable in the study which is
aligned with the literature. Since inflation measures the general level of price stability,
it is considered to be a pre-requisite to economic equilibrium. High or unstable rate of
inflation is vivid sign of instability of economic system and can hinder foreign direct
investment (Botric and Skuflic, 2006; Buckley et al., 2007). Cost of capital of the user
increases when there is hike in the rate of inflation, thus influences the profitability of
FDI negatively. Higher rate of inflation exhibits indiscreet monitory and fiscal policies
like continual deficits in budget, inordinate supply of money, and badly managed
exchange rate regime (Calvo, et al 1996). Such indicators discourage foreign investors.
In order to gauge the macro-economic instability the proxy of inflation is used, which
in turn has a strong relationship with political instability.

6. CONCLUSION AND POLICY IMPLICATIONS

It is has been acknowledged in the literature of development economics that, in the
perspective of developing countries foreign direct investment acts as a vital component
for their growth dynamics. The motive behind this study is to investigate the determinants
of FDI by employing panel regression model for four South Asian developing countries
for the period 1995-2013. This study makes a noteworthy contribution to the literature
of foreign direct investment, as it has explored the domestic investment climate as a
robust determinant of FDI in South Asia, which escaped the literature for the unavailability
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of its reliable data.

The outcome of the study proposes that a finer domestic investment climate, developed
infrastructure and considerable official development assistance funds have significant
contribution to boost the inflows of FDI, while the influence of exchange rate, military
expenditures, and inflation on the inflows of FDI is negative. Variables such as law and
order, political risk (Government stability), GDP growth and inflation turned out to be
insignificant in the study, but all of them have obtained their correct signs in association
to foreign direct investment.

This study discovered that domestic investment climate which is not causative to
economic freedom will probably affect negatively other positive determinants of FDI.
As a result, policy makers will have to chalk out policies that can improve the level
of economic freedom. This implies that the policy makers are required to create a
climate that is more investment friendly, design efficient monetary and fiscal policies,
makes trade more open and ensure corruption-free environment. By doing so, a sound
economic environment will likely to be fostered, thereby attracting more inflows of
FDI to the region.
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