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THE EXTENT TO WHICH FOREIGN DIRECT
INVESTMENT (FDI) CONTRIBUTE TO THE GROWTH
OF HOST ECONOMIES: EVIDENCE FROM
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ABSTRACT

The classical assertion that inward Foreign Direcivestment (FDI) spurs
growth of the host economy has led Tanzania intsigdeng and offering
lucrative investment incentive packages to attfat. As a result, a big number
of such FDI undertakings have been flowing into tdwauntry for decades.
However, it is unclear to what extent such hugéows of FDI contribute to
Tanzania’s economic growth. This article examires éxtent to which inward
foreign direct investment contributes to the ecoiesagnowth of Tanzania. Using
Ordinary Least Square (OLS) estimation techniquég, 1990-2013 period
macroeconomic time series data on appropriately seno dependent and
independent variables were regressed. Findings sihewFDI has positive but
insignificant contribution towards the country’scgmmic growth for the period
under consideration. This is contrary to the FDitHlgrowth conventional
thinking. Nevertheless, higher FDI concentrationniming and manufacturing
sectors but least in agriculture and tourism sestéhat bear wide linkages
across sectors of the economy may be an explan&diosuch overall weak
contribution. Other variables included in the regsed model appear to behave
variously towards economic growth. Human capitabckt has the most
significant positive coefficient. Domestic capitébrmation and financial
system/capital market efficiency have positivefeneit but not as significant as
human capital stock. Inflation rate and governmerpenditure are found to
have negative impact on the economy. The findimgdyi that a country has to
consider human capital stock as central to all @sonomic growth and
development strategies. Also, there must be delibexffort to improve policies
and other necessary measures to attract, target eimahnel FDI to sectors
bearing higher potential for growth and trickle-doweffects, preferably
agriculture and tourism.
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INTRODUCTION

Over decades, economic growth and developmentdweeldping countries has
been a concern worldwide following the long-lastimgpr living standards and
huge discrepancy between the poor and the worldls €conomies (Kumar,
2007; Crespo & Fontoura, 2005; Bende-Nabende, 20018 reasons for this
remarkable gap and its implications are still bedepated. Among other reasons,
differences in financial and physical assets tmaate wealth play key roles in
explaining such a discrepancy; that is, developeoh@mies possess more of this
capital and translate and/or incorporate such a&bpit more advanced
technologies (Kumar, 2007; Bende-Nabende, 2001)s Timplies that the
capacity of developing economies to acquire morgitalh and modern
technology is a key aspect to the growth and dewveémt of their economies. In
the endeavour to ensure much more financial andsiphly capital supply,
developing countries undertook internal capitahfation initiatives in the late
1980s (Kumar, 2007; Crespo & Fontoura, 2005; BagacH 992). However,
results have never been impressive and thus effodttract more foreign capital
are increasingly gaining much more attention rasylinto more inflows from
developed economies mainly in form of Foreign Dilewestment (FDI), and a
few in Portfolio Equity and Debt Investment (Kuma607; Bagachwa, 1992).

FDI is a cross-border movement of capital/prodectigssets, long-lasting
ownership and control of capital/productive asdstsan investor in a country
other than his/her home country; that is, the osniprof productive assets by a
home entity in another nation, but excluding thechase of foreign stock or the
lending of funds to foreign companies and goverrtséor they are not FDI but
other forms of investment known as portfolio invesht (Cypher & Dietz,
2009). FDI is widely asserted to have potentialsl¢biver enormous benefits to
developing/least developed economies such as hgdbe gap between savings
and investment, modern technology and promotioa obbust financial sector
(Cypher & Dietz, 2009; Jones & Wren, 2006; CrespbBdatoura, 2005; Findlay,
1978). It is probably for this reasons most govegnts of developing economies
have since the late 1980s been struggling to atisabig FDI as possible mainly
from developed economies (Jones & Wren, 2006; Bagac1992). From 1990s
to late 2000s, total FDI flows to developing coiegrskyrocketed from USD
1,414,394 to around USD 22,985,697 which was 26.28%e world inward
FDI totals (UN/WIR, 1995; 2000; 2005; 2007; 201012; 2013; 2014).

Nevertheless, empirical tests on FDI-growth cladsi&ssertions have resulted
into mixed findings. Balasubramanyam, Salisu andsfad (1996) and
Borensztein, Gregorio and Lee (1998) studies orctimtribution of FDI inflows
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to economic growth of the host country confirmegngicant positive impacts;
meanwhile, some studies have drawn different imiege (significant,
insignificant, no effect, and sometimes negativepanots). For example,
Bende-Nabende’s (2001) study in Indonesia, Malayesia Philippines for the
period 1970-1996 revealed a significant positiva tatistic; yet, the same test
by Bende-Nabende (2001) resulted into negativeioalship for Singapore and
Thailand. Also, Alfaro (2003), Blomstrom and KokK@003), Crespo and
Fontoura (2005) studies on FDI-driven growth irfetént developing economies
altogether concluded that FDI associated beneftis, they direct or
indirect/spillovers, do not automatically accrughe host economies; rather they
are potentials whose realisation depends on vagoesonditions. These pre-
conditions/determinants relate to both foreign steeent (Multinational
Enterprises), and host country’s macro and firneleharacteristics (Crespo &
Fontoura, 2005; Alfaro, 2003; Blomstrom & Kokko,@). Specifically, such
pre-conditions include but not limited to host ctyis human capital stock,
macro- and micro-economic development leve@gmestic firms' absorptive
capacity and technological gap influence, FDI's rgnimodes, sectoral
concentration and market focus/orientation (Cre&pontoura, 2005; Alfaro,
2003; Blomstrom & Kokko, 2003). The said pre-coimfiis do not seem to be
possessed at a satisfactory level in many devedopimd/or least developed
economies (Crespo & Fontoura, 2005) Tanzania noghken exception.

Based on mixed findings from extant studies andcpralitions as pointed out
earlier, it is important to find out whether or rebl inflows into developing
economies, Tanzania in particular, do contributgnificantly to economic
growth as well as widely asserted in standard EdI¢rowth literature. This
article therefore set out to empirically examine #xtent to which FDI inflows
have contributed to the economic growth of Africauntries, using Tanzania as
the unit of analysis for the 1990-2013 period. Pleeiod so chosen is backed by
the fact that it is the very period that Tanzanigezienced the highest FDI
inflow levels (Bank of Tanzania, Tanzania Investin€entre, National Bureau
of Statistics, 1996; 2003; 2007; 2010; 2012; 2QA®t4). The rest of the article
is organised as follows: literature review; methodg; findings presentation
and discussion; and conclusion and policy implaati

LITERATURE REVIEW

Overview of Foreign Direct Investment (FDI) InfloimsTanzania

Since independence, the main sources of extersaliree flows into Tanzania

have been official development assistance (ODAdferred to as foreign aid and

non-concessionary loans from bilateral as well adtilateral regional and

international entities (Mans, 1993; Bagachwa, 19R®&eyemamu, 1973). The

interest to foreign capital inflows, FDI in partlag has varied with the changing

perceptions with which foreign investment has bgmwed at the respective

time (Mans, 1993; Bagachwa, 1992). Three distinstohical phases in which
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the FDI regime has gone through in Tanzania sindependence and the general
economic performance thereof are the 1961-1967epHe68-1985 phase, and
1985-to present phase (Mans, 1993; Bagachwa, Fa®8yemamu, 1973).

The 1961-1967 phaseas the liberal period in which foreign investmevds
regarded as the major player in the growth of tbenemy and development
(Mans, 1993; Rweyemamu, 1973). This phase recosidgaificant improvement
of the economy as opposed to the time before intpee (Rweyemamu 1973).
Next in line was the nationalism and/or Arusha Restion phase (1967-1985).
Arusha Declaration put to an end foreign investnuitcies, nationalised all
foreign owned enterprises, and all major meansroflyction were declared to
be under effective control of the state (Mans, 19B&8gachwa, 1992). This
strategy brought about the expected payoff, bua ishort run. For example,
between 1967 and 1976, an average economic graewelof 5.4% and an annual
rate of inflation of a single digit (Bagachwa, 199®ere recorded; gross
investment rose to more than 20% of GDP, and dassistance increased
rapidly during this period (Mans, 1993) despite thstriction of private sector
activities. However, such benefits proved to bertslived in the late 1977 to
1984/1985 when the country experienced a seriesrisés ranging from the
collapse of East Africa Community in 1977, war witlganda (1978-1979),
world oil shock in 1980, and world recessions iry&980s (Mans, 1993). This
situation called for an urgent need of policy reswms (refer NESP, 1980/81-
1981/82; and SAPs, 1982/83 to 1984/85) to redresh £conomic shocks
(Mans, 1993; Bagachwa, 1992).

Despite the efforts through NESP and SAPs, suaniantions did not work as
effectively as expected (Mans, 1993; Bagachwa, 19BRe real GDP growth

declined from 6.73% in 1972 to -2.38% in 1983 (Mat393). The inflation rate
increased from 12.8% in 1977 to 36.1% in 1984 (Bhge, 1992), while foreign

reserves dropped from US$ 112 million in 1976 &t juS$ 26.9 million in 1984

(Mans, 1993). Budgetary resources gradually faitedcover the financial

requirements for the social infrastructure and stdal capacity created in the
1970s, so trade balance steadily deteriorated (M&83).

The 1985-present phase (liberalisation phase) datoebeing as a function of
efforts to intervene against the continuous declimeeconomic performance
together with pressure from the International MangetFund (IMF), World
Bank, and donor countries (Mans, 1993; Bagachw@®2)19These altogether
forced the government to rethink about its inwaroking economic policy. As a
result, Tanzania decided to pursue diverse econoefitidms in 1986 onwards
(ERP I, 1986/87-1988/89 and ERP I, 1989/90-19911f8red to liberalisation
and transformation of the country’s economy anddras one aspect (Mans,
1993). These series of reforms, among others, sedethe discouraging signals
that had been sent to investors following the prigation of the Arusha
Declaration. The elimination of price and exchanggte controls and
4



liberalisation of the various sectors (agricultutegade, finance) provided a
conducive environment for both local and foreigrivate investment (Mans,
1993; Bagachwa, 1992).

Since 1986 to-date, the Government of Tanzania reasgnised and hence
promoted the role of the private sector in the toim development process.
This recognition has been manifested or seen irptbmotion and/or attraction
of foreign direct investment (FDI) through designiand offering lucrative
incentive packages via the Tanzania Investmentr€diiC); progressive and
massive restructuring and privatisation of the Btatal Sector under the
Parastatal Sector Reform Commission (PSRC); limat@bn of various sectors
of the economy including private foreign banks/t@mking financial
institutions and deregulation of exchange and @#erates. In addition, Tanzania
joined the International Centre for Settlement Disg (ICSSID) and the
Multilateral Investment Guarantee Agency (MIGA) ¢onsolidate guarantees
and to give confidence to private investors, andldished the Dar es Salaam
Stock Exchange (DSE) in 1996 to improve the mabditinvestible resources in
the country.

Drawing from all these reforms and incentive padsaghere have been relative
improvement with respect to macro- and micro-ecapoenvironment that,
among other things, has to a great extent led garge in FDI inflows mainly
from the Republic of South Africa (RSA), Canada, ,(Netherlands, Mauritius,
Australia, Kenya Italy, USA, China and Switzerla(BOT NBS & TIC/TIR,
2003; 2007; 2012; 2013; 2014). For example, duril@p5-2000 Tanzania
received a total of $1 billion of FDI compared wlgss than $2 million during
1986-1991 (BOT, 1995; 1998; 2000; UN/WIR, 1990; 20From 2001 to 2004,
total FDI inflows were $1494 million while from 28Go 2007 total FDI inflows
were $1718 million (UN/WIR, 2003; 2005; 2008). mfls rose from $582
million in 2007 to $1702 million in 2012 (UN/WIR0D8; 2010; 2013). Between
2011 and 2012, FDI inflows to the country registeem increase of $ 476.6
million; this recorded an increase in her sharéhm African Region from 2.6%
in 2011/12 to 3.4% 2012/13 and a relatively cortsséiare of 27% in East Africa
Region (BOT, NBS & TIC/TIR, 2012, 2014; UN/WIR, 2812014).

However, the largest portion of this FDI seemséabannelled into the avenues
viable and more profitable to the investors, rekatio the economy as a whole.
For example, from 2007 to 2012/2013, Tanzania wied FDI inflows upsurge
in mineral and manufacturing sectors to the tune$®f317.63 million and
$1,540.5 million respectively, whereas the seotdithe economy bearing higher
potential for inclusive development, that is, agltiere and tourism received only
$12.5 million and $364.4 million respectively (BORBS & TIC/TIR, 2008;
2012; 2013; 2014).Yet, over the same period, manwfeag and mining sectors
contributions to the overall GDP averaged as 3.8% a8% respectively (BOT
& NBS, 2008; 2009; 2010; 2011; 2012; 2013; 2014)ctscontributions are
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insignificant relative to agriculture and tourisrectors whose contributions
averaged 25.8% and 19.3% respectively and thusbab45.1% contribution to
the overall GDP (BOT & NBS, 2008; 2009; 2010; 2014012; 2013;
2014).Therefore, agriculture, the largest sectahéeconomy with the greatest
economic growth potential, employing about 80%lef total population, leave
alone the largest contributions to overall GDP (BODIBS & TIC, 2014), is in
this case the least FDI attracting sector. Als@ tburism sector which is
increasingly gaining popularity as one of Tanzanigr'owing foreign exchange
earners as well as the major contributor to thentrgis GDP (BOT, NBS &
TIC, 2010; 2014) is receiving few FDI inflows.

The fact that sectors bearing the large potentialgfowth are marginalised in
terms of FDI inflows raises a question as to whethrenot FDI inflows into
Tanzania contribute substantially to the growttihaf economy, whether directly
or indirectly. Therefore, there was a need to find the actual contribution of
FDI in the country’s economy.

FDI-Led Growth Theory and Empirics

Literature classifies inward FDI benefits that etsatly lead to growth of the
host economy in two major categories — direct beneind indirect benefits —
commonly known as spillovers (Cypher & Dietz, 2009he commonly
mentioned FDI direct benefits to the host county that FDI brings financial
capital to bridge the host country’s savings gageth physical capital goods
and production processes, and modern manageridk/styles. They also
increase national output, employment opportunitées] government revenues
via taxes, among other things (Cypher & Dietz, 2008nes & Wren, 2006;
Blomstrom & Kokko, 2003; Findlay, 1978). Indirectrtefits include transfer or
upgrade of technology, modern managerial knowlealye skills, forward and
backward linkages, employment opportunities, anchymmore spillovers to
domestic firms, which in turn may improve their guativity and therefore spur
the country’s overall economic growth (Cypher & 2ie2009; Jones & Wren,
2006; Blomstrém & Kokko, 2003).

The mechanisms/channels through which the saidecdbenefits spillover to
domestic firms and the host economy as a wholénararious forms as explored
by several FDI literature. Jones and Wren (2006¢s@o and Fontoura (2005),
Blomstrom and Kokko (2003), Wang and Blomstrom @)9and Lall (1980)
altogether identify and/or establish about five rafels: linkages between the
foreign investors and domestic firms, both backwérdages towards the
suppliers and forward linkages towards the purahdabour mobility between
domestic firms and foreign firms, technology initafdemonstration by
domestic firms, and domestic market competition exgort activity. However,
such channels work better or more effectively i€ thost country has the
minimum threshold economic, technological, and humaapital/skill
development levels (Alfaro, Chanda, Kalemli-Ozca®s&yek, 2004; Borensztein
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et al, 1998; Barro, 1999) and economy openness, finhegs&em, government
expenditures level deemed necessary for spurringldeDgrowth (Hermes &
Lensink, 2003; Nguyen, 2002; OECD, 2002; De Meli@97; Bulasubramanyam
et al, 1996).

The minimum threshold of stable economic develognpoxied by multiple
measures namely inflation and government experatitis hypothesised to have
positive significant influence on FDI-led growth @situation of low inflation
and government expenditures, and negative impagsituation of high inflation
and government expenditures (Alfaed al, 2004; Hermes & Lensink, 2003;
Nguyen, 2002; OECD, 2002; Borensztahal, 1998; De Mello, 1997). Low
inflation is presumed to lower production costs ancdrease the purchasing
power and consumption of various actors in the eospntherefore increasing
economic growth as opposed to high inflation (Adfat al, 2004; Borenszteiat
al., 1998). The basic argument with regard to govemntragpenditure is that any
fiscal adjustment to the extent of lowering goveemmexpenditure reduces the
level of distortionary taxation and may also hetpreduce crowding-out of
private investments, and thus bring positive impact economic growth as
opposed to higher ones (Alfaat al, 2004; Hermes & Lensink, 2003; Nguyen,
2002; OECD, 2002; Borenszted@t al, 1998). Likewise, the minimum threshold
of human capital stock proxied by the level of ettion development is
hypothesised to promote FDI-led growth for it easa&bsorption of modern
technologies, managerial skills and employment dppdies brought in by FDI
as compared to limited and/or poor human capitadks{Nguyen, 2002; OECD,
2002; Barro, 1999; De Mello, 1997; Bulasubramanyamal, 1996).

Furthermore, literature takes the hypothesis thatdpen economy and sound
financial system proxied by trade liberalisatiordopess policy and capital
market presence respectively have positive impadil-led growth as opposed
to closed economy and unsound financial systemniidsr& Lensink, 2003;
Nguyen, 2002; OECD, 2002). Trade openness and rdsfimancial system are
said to enable enhance efficiency in exchange ofigoservices as well as in
allocating capital among actors of the economy #na attracting more and
more FDI inflows which in turn may result into higheconomic growth
(Hermes & Lensink, 2003; Nguyen, 2002; OECD, 2002).

There is a number of empirical works that haveetkshe theories/hypotheses
underlying FDI and economic growth relationship.m&o empirical studies
support the theory that FDI through trade functismshe engine of economic
growth, while other studies draw different conotuns. Bulasubramanyaet al
(1996) employed an endogenous growth frameworkxéanine the relationship
between FDI and economic growth in the context dfeknt trade policy
regimes, that is, export promoting and import sititsng countries. Using cross
section data to analyse forty-six developing caaatover the period 1970-1985,
they found that FDI will increase growth in couafi which adopt export
7
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promotion policy. Borenszteint al (1998) applied a cross-country regression
framework utilising time series data on FDI flowsrh industrial countries to 69
developing countries for 1970-1989 to analyse thpaict of FDI on economic
growth. The results of the analysis suggest that Rilows are in fact an
important vehicle for the transfer of technologydaa bigger contributor to
growth than domestic investment. Further, it wamfbout that there is a strong
complementary effect between FDI and human cayitat;is, the contribution of
FDI to the growth of the host economy is enhancegdtsd interaction with the
level of human skills capital stock therein. MoregvBorenszteiret al (1998)
opined that FDI inflows are more productive tharmméstic investment only
when the host country has a minimum threshold stdakilled human capital.

Bengoa and Sanchez-Robles (2003) estimated th#orelhip between FDI and
economic growth using panel data for eighteen Lafimerican countries over
the period 1970-1999. Their results show that F&d positive and significant
impact on economic growth in the host countriesaddition, they found out that
the benefit to the host country requires adequataam capital, political and
economic stability and a liberalised market envinent. Also Nguyen (2002)
studied the contribution of FDI to poverty reduatio Vietham using panel data
covering 61 provinces for the 1990-2000 period. $tend out that FDI
contribution to growth estimated coefficient wasgnsiicantly positive.
Furthermore, the results showed positive interacti@tween FDI and local
human capital in affecting economic growth.

Marwah and Tavakoli (2004) tested the effects of BB economic growth in

Indonesia, Malaysia, Philippines, and Thailand.ngsiime series annual data
over the period 1970-1998, they found out that R&d positive correlation with

economic growth for all four countries, whereby Rmcapital stock and

financial system coefficients were positive andngigantly higher, whereas

inflation’s coefficient was negative. Also, TianjnLand Lo (2004) conducted
FDI-growth empirical tests across Chinese provings confirmed that

provinces with higher FDI ratio, low inflation, aholw government expenditure
had experienced rapid economic growth. They comauthat developing and
less developed economies should encourage FDMisfland lower government
expenditure to accelerate economic growth.

Although such empirics support the theory that Fiflows have significant
positive contribution to economic growth, this mat be the case always and/or
everywhere. Some studies have drawn different émiegs. For example,
Bende-Nabende (2001) studied the impact of FDI ecvo growth of the
ASEAN-5 for the period 1970-1996. The results shbweat the impact of FDI
on economic growth was positively signed and sigaift for Indonesia,
Malaysia, and Philippines, but with a negative tiefeship for Singapore and
Thailand. Also, Carkovic and Levine (2005) in theiork titled ‘Does FDI
accelerate economic growth?’ utilised General Méthd Moment (GMM) to
8



observe the relationship between FDI inflows anoheenic growth covering the
1960-1995 period for a large cross-country dataofedeveloping countries.
Their findings indicated that FDI inflows did noxert influence on economic
growth directly or through their effect on humanpital. In summary, past
studies on the impact of FDI inflows on economiovgth have produced mixed
results and therefore there was a need to teshiine in the context of Tanzania.

METHODOLOGY

Model Formulation

Although extant FDI-led growth literature positaithDI inflows have a positive
impact on the growth of the host economy, such ghgannot be taken as a
guarantee. Literature (see, for example, Alfat@l 2004; Hermes & Lensink,
2003; Nguyen,2002; OECD’ 2002; Borensztaih al,1998; DeMello, 1997,
Bulasubramanyamet al,1996) indicates that the FDI-economic growth
relationship is likely to prevail in the host cogntvith the minimum threshold
economic, technological, and human capital/skiledepment levels; economy
openness; sound financial system; and reasonabygtivernment expenditures
as opposed to a host country without such pre-ségsi

Tanzania has for years been receiving FDI yet mfdion about the extent to
which such FDI inflows contribute to her economiowth is limited. To test
statistically the extent to which FDI inflows cobtite to the economic growth of
Tanzania, macro time series data covering a 23{yeaod from 1990 has been
multi-regressed using the Ordinary Least SquareS)Cdstimation techniques.
As noted earlier in the introduction section, tleeipd so chosen is backed by the
fact that it is the very period that Tanzania eigared the highest FDI inflow
levels (BOT, TIC & NBS, 1995; 2000; 2003; 2007; 202012; 2013; 2014).

Generally, a multiple regression model is expressed
V=a+b101+b2K2+ B3X3 4+ BRXN i e s e v e e s s v e e e

OLS has been picked because it is widely usedtaslao establish the degree
and type of causal relationships among endogertmpefdent) and exogenous (
explanatory/independent) variables). The analytitamework employed is
closely related to new growth model used by Balemmlanyam and colleagues
in 1996; that is, the basic endogenous growth nliodelframework. The
endogenous growth models assume that technicatgemgknowledge capital,
and knowledge spillovers contributing to growth anelogenously determined in
the production process (Balasubramanyatral, 1996). In addition, unlike the
traditional Solow-type models, endogenous growthdet® allow for the
possibility of increasing returns. The models swjgehat knowledge
accumulated through R&D, learning by doing, andesiment in education,
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create externalities that result in increasing rreswat the aggregate level of the
economy (Balasubramanyaghal, 1996).

The model linking economic growth as a function kDl can therefore be
derived from a conventional production functionush

¥ = FA LK) oo o e e oo e oo s e s e s e s

Where: Y is the output (Gross Domestic Produdf),represents capital stock
(summation of domestic and foreign owned capital)s labour andA is total
factor productivity that explains the output grovitfat is not accounted for by
the increase in the factors of production specified

Thereafter, we modify equation (2) to formulate thedel for establishing the
statistical relationship between FDI and growth, teat economic growth
proxied by total GDP as a dependent variable wiseFdal flanked with other
economic growth enhancing factors/variables: doimestpital stock/formation,
macroeconomic environment stability, trade libes@ion/openness, government
consumption/spending, human skills capital stookl, fficient financial systems
and capital markets (Alfaret al, 2004; Hermes & Lensink, 2003; Nguyen,
2002; OECD, 2002; Borenszteit, al, 1998; De Mello, 1997; Bulasubramanya-
m et al, 1996).

Note that at this point, K (capital stock) in edoat(2) is replaced by the
economy’s total capital formation which for the pose of establishing the
extent to which FDI contributes to the economicvgiy we separate it (total
capital stock) into FDI and Domestic capital. Herg@ation (2) becomes:

¥ = f(FDI,DIN,HSCS, GEX,FSCME,MES,TLB] e e i e eet ceeree s e e e e wee e 3

Where: ¥ means total Gross Domestic Product representingagaic growth
measured by GDP% with respect to tirk&! is total foreign direct investment
inflow in a given year. FDI/GDP ratio is taken agpmxy for FDI impact on
economic growth.DIN stands for domestic investments (summation of both
private and government domestic owned investmenatfipd by total domestic
capital formation to GDP ratidi§ C5 represents human skills capital stock and

is measured by school enrolment growth rate peumnrzEX stands for
government expenditures; this explanatory variald&asures the extent of fiscal
adjustment. The basic argument is that a reduétiogovernment expenditure
(current) reduces the level of distortionary taxatand may also help to reduce
crowding-out of private investment, and thus bnugitive impact on economic
growth (Alfaroet al, 2004; Hermes & Lensink, 2003). This variablensasured
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as a proportion of government expenditure to GD.r&fr'SCME stands for
sound financial system/capital markets efficienogasured by dummy values 0
and 1, where 0 stands for the period before capi@lket initiatives, and 1

stands for the period aftedES represents macroeconomic environment

stability measured by inflation ratd'LE is trade liberalisation and/or trade
openness measured by total trade (total exports imupdrts) to GDP ratio
whereas “f’ symbolises the mathematical denotatidnthe word function.
Taking into account the variable proxies, equat®ncan now be transformed,
thus becoming:
FO! DCF GEX TR ]
u

& = = EGR,  ——,  FSOME, NFR,  —=.,
DPGR f(GDP 0P SSEGR 0P SCME,  INFR, £DP

WhereasG DP R is GDP growth rate per annufiDI/GDP is net FDI stock to
GDP ratio;DCF/GDPF is domestic capital formation to GDP ratiS EGR is
secondary school enrolment growth rat§EX/GDP is the government
expenditure to GDP ratiof SCME is financial systems and capital markets

efficiency; andIINFR is the annual inflation rateTR/GDP is total trade
(imports and exports) to GDP ratio; apds a disturbance term which captures
the effects of all other variables not explicithciuded in the model.

Equation (4) can further assume a log-linear foorstabilise the linearity of the
model; the dummy variable (FSCME) bears no nafoggltherefore:

LNGDPGR = 0y + LNoyFDI/GDP + LNi,DCF/GDP + LNiSSEGR +
LNa,GEX/GDP + asFSCME + LNgINFR +  Ino;TR/GDP  +

Where,0g, 1, 2... n represent coefficients of exogenous variables. LiNtaral log.
Note that the variable L (labour) is dropped frdra model in equations 3, 4 and
5 because labour in its own right (excluding skijldoes not foster inward FDI-
led growth (Barro, 1999).

Data, Estimation Techniques and/or Regression Asislyf the Model

Data on FDI inflows, GDP growth rate, FDI/GDP, Datie Capital Formation,
and DCF/GDP have been collected from the World $stment Reports of 1990,
1995, 2000, 2003, 2005, 2007, 2008, 2010, 20123,26hd 2014; Bank of
Tanzania (BOT); National Bureau of Statistics, Mtny of Finance and
Economic Planning; and Tanzania Investment Cenifr@nZania Investment
Reports). Secondary school enrolment growth rata des obtained from the
Ministry of Education and Vocational Training, whitlata on inflation rate, and
total trade (exports and imports) was obtained ftbenBank of Tanzania, and
National Bureau of Statistics.
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The over-parameterised multiple regression modekgjuation (5) are estimated
by OLS analysis technique using STATA econometoiftveare. The choice of
OLS estimation technique was due to its simpliaitynvenience and because it
has been successfully used by other related stadidshad given meaningful
results (Koutsoyiannis, 1973). However, parametshtained using this OLS
technique are best, linear and unbiased.

To avoid the problems related to regressing timgesedata, descriptive
statistics, unit root tests and relevant co-integnatests were performed. To
ensure that both short- and long-run forecast/egtim produce economically
meaningful results, the error correction model \Wwhis an alternative to the
General Method of Moment (GMM) test was adopted siant with
Bulasubramanyam'set al. (1996) analysis. Also, to bring about a meaningful
model, all variables with insignificant coefficisnivere dropped except for FDI
and Domestic Capital because these variables ttarhrust of the study.

FINDINGS PRESENTATION AND DISCUSSION

Tables 1, 2, 3 and 4 show a detailed normality test root tests (at levels and in
the first difference), and the Johansen (1988)ntegration test. Table 1 shows
that to a large extent data met the normality tibst:degree of closeness of their
mean and median statistics, as well as the Jarqua-Probability for each
variable justify this. Only a few variables stidlifed the normality test even after
the transformation procedure (of natural logarithmi)ich usually attempts to
distribute the variables normally.

Tablel: Descriptive Statistics of Data (1990-2013)
LNGDPG LNFDI/GDP LNDCF/GDP LNSSEGR

R
Mean 4.482353 22.27493 1..958824 12.72353
Median 4.461370 21.62949 1.873931 12.91588
Maximum 7.81823 47.88547 5.483893 51.34894
Minimum 0.6009 7.36486 0.16848 0.69563
Std. Dev. 2.171473 14.03678 1.34261 12.77094
Skewness 0.76369 -0.70372 -0.36507 1.078647
Kurtosis 3.7105 2.4169 2.09775 1.86438
Jarque-Bera  1.774567 1.45175 0.842483 3.71547
Probability 0.41198 0.48418 0.65538 0.15610
Observations 23 23 23 23
LNGEX/ FSCME LNINFR LNTR/GDP
GDP
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Mean 14.23529 0.6470588 15.50588 50.50021

Median 14.19659 0.6793492 15.48374 51.038473
Maximum 20.5274 1.00000 38.195325 66.053794
Minimum 8.32896 0 67.540267 40.86653
Std. Dev. 4,131123 0.4925922 4.40953 8.860023
Skewness -0.74252 -1.22661 11.53801 -1.60447
Kurtosis 1.938195 3.051285 0.09065 3.05044
Jarque-Bera  2.083748 3.76393 3.0882 6.43709
Probability 0.35291 0.15236 0.02523 0.04002
Observations 23 23 23 23

Source: Derived from data analysis

Table 2 shows results for the Augmented DickeydfUIADF) test for presence
of unit roots of the variables in the model. Thet unot test results at levels
(Table 2) show that only one variable (LNSSEGR) Imas unit root (it is
stationary), while the rest seven variables haveronts, implying that they are
non-stationary, and therefore accepting the nupoliyesis of unit root. (see
Table 3).

Table2: Resultsfor Unit Root Test at Levels

Variables ADF Test Statistics _ Order pf
integration

LNGDPGR -1.473 1(2)
LNFDI/GDP -0.221 1(2)
LNDCF/GDP 2.625 (1)
LNSSEGR -2.670 [(0)***
LNGEX/GDP -1.085 (1)
FSCME -1.323 1(2)
LNINFR -0.822 1(1)
LNTR/GDP -1.381 (1)

Source: Derived from data analysis

Note: (i) McKinnon (1980) critical values are uded rejection of the null of the
Unit root (ii) 1(0) indicates variable is statioyafiii) | (1) = a variable is
integrated of order one (v) Critical values for ADL% = -3.750; ** 5% = -

3.000; **10% = -2.630

Acceptance of the null hypothesis of unit root tastevels for the remaining
seven variables, as it appears in Table 2, tellshat at levels only variable
(LNSSEGR) is ideal for regression analysis. Thiggasted for the next test for

13
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non-stationarity of the variables (first differejc&@he test results (ADF test in
the first difference), rejected the unit root nhilpothesis; that is, in the first
difference all variables are stationary/have nd roots (see Table 3).

Table3: Resultsfor Unit Root Test in First Difference

Variables ADF Test Statistics _Orderof_
integration

d.LNGDPGR -3.449 1(0)**
d.LNFDI/GDP -4.450 1(0) *
d.LNDCF/GDP -4.552 1(0) *
d.LNSSEGR -9.747 1(0) *
d.LNGEX/GDP -2.947 1(0)***
d.FSCME -3.873 [(0)*
d.LNINFR -4.765 1(0)*
d. LNTR/GDP -2.913 1(0)***

Source: Derived from data analysis

Note: (i) McKinnon (1980) critical values are uded rejection of the null of the
Unit root; (ii) 1(0) indicates variable is statiawya(iii) and Critical values for
ADT: * 1% = -3.750; ** 5% = -3.000; ***10% = 2.630

Table 3 shows that all variables have no unit they are stationary in the first
difference. This implies that the first differerisédeal in the regression analysis.
The critical values have been used for acceptagjeetion of the null hypothesis
of the unit root.

Having established the order of integration, antegration test was done using
the Johnsen procedure (Johansen, 1988; Johansesetiu$ (1990) to establish
whether the non-stationary variables are co-integralin the study, maximum
eingen-valued statistics were computed as suggbgtddhansen to test different
rank hypotheses. Precisely, a co-integration testarried out to establish
whether the non-stationary exogenous variablesdrach other and also if they
have a bearing on the endogenous variable. Iniaddihe test is done to find
out whether the endogenous variable has a longralationship with its
determinants. The co-integration test summary ibldd indicates the presence
of long-run equilibrium among the time series data.

14



Tabled: Johansen Co-integration Test

Series: LNGDPGR LNFDI/GDPLNDCF/GDPLNSSEGRLNGEX/GDP
FSCMELNINFRFSCME LNTR/GDPLagsinterval: 1to 1

Eingen Likelihood 5 Percent 1 Percent Hypothesised

value Ratio Critical Critical No. of CE(s)
0.984203 223.639 126.21 138.60 None**
0.835271 138.7782 96.18 105.39 At most 1**
0.704508 92.41781 66.91 78.09 At most 2**
0.575153 59.60255 46.33 53.49 At most 3**
0.492816 37.66125 28.79 36.74 At most 4**
0.346521 19.39163 16.09 21.07 At most 5*
0.300175 16.26003 11.29 17. 32 At most 6*
0.239755 0.6.921785 3.87 7.94 At most 7**

Source: Derived from data analysis

The implication of Johansen’s (1988) co-integratiest (Table 4) results is that
even if individual variables are non-stationaryitHinear combination may be
stationary. The test results show that economiavtir@and all of its explanatory
variables are co-integrated. However, it is worthting that differencing to
achieve stationarity leads to loss of long-runtrefeships among the variables.
To re-establish these long-run relationship proeertthe Engel Granger two-
step procedure was used. This was done by gergrasidual/error correlation
model (ECM) from long-run equations on non-statignavariables. The
residual/ECM so generated was then tested foostaity using ADF test and it
was found to be stationary at first difference. rEfiere, the ECM lagged once
becomes part of the estimated final equation witieiovariables. Thus Johansen
(1988) co-integration test led to the formulatidriree long-run equation (6)

d.LNGDPGR =ag + d.LNo;FDI/GDP + d.LNy,DCF/GDP + d.LNSSEGR +
d.LNo,GEX/GDP + dusFSCME + d.LNigINFR + d.Ini; TR/GDP +0gECM,; +

Being extensive with a number of variables, the rgpaameterised model
becomes difficult to interpret in any economic nmagful way. To minimise this
possibility and so be able to arrive at a meaninghd manageable equation,
insignificant variables with lower t-statistic valiare dropped out. This is meant
to improve the goodness of fit reflected in theueabf an adjusted R- squared,
with a smaller number of variables. Equation (5)ésspecified to include a
lagged once error term (EGM) as shown in equation (6). The empirical results
of the over-parameterised model with variablesudirig the lagged once error
term (ECM.,), are summarised in Table 5.
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Table5: General M odel, Modelling of d.L NGDPGR by OL S (1990-2013)

Variables Coefficient  Std. Error t-Statistic t-Prob.
C (constant) 0.09938255 0.058985 2.14026 0.0140
d.LNFDI/GDP 0.05122335 0.169323 1.50431 0.1836
d.LNDCF/GDP 0.0311255 0.1773901 1.29137 0.2492
d.LNSSEGR 0.6416377 0.1466463 3.50339 0.0017
d.LNGEX/GDP -0.3191731 0.1723248 -2.21004 0.0151
d.FSCME 0.0485182 0.6542107 0.07375 0.94301
d.LNINFR -0.2556161 0.122036 -2.09118 0.07496
d.TR/GDP 0.0853014 0.8027746 0.11912 0.91811
ECM.; -0.6751761 0.2175178  -4.43957 0.0003

Source: Derived from data analysis

Diagnostic tests: R-squared: 0.8749; Adjusted Raseph 0.7320; F-statistic:
5.926467; Prob (F-statistic): 0.0009; Durbin-Watg@W-statistic): 2.348831;
*=Significant at 1% level; **=Significant at 5% lel;, *** Significant at 10%
level, and coefficient of the ECM, measures the speed of adjustment of the
variables from short-run behaviour to long-run éqcum.

Using Hendry’'s (1996) general-to-specific procesmly variables with
significant parameters are selected to generatera sensible model (preferred
model) from the over-parameterised formulation. ldeer, since FDI and of
course domestic investments variables are of grgatest in this study, they
have been added to the preferred model despiténgeasignificant parameters
in the general model (refer Table 5 results). Rretemodel results are presented
in Table 6.

Table 6: Preferred Model, Modelling of d.LNGDPGR by OL S (1990-2013)

Variable Coefficient Std. Error t-Statistic t-Prob.

C (constant) 0.1013925 0.053836 2.13916** 0.01194
d.LNFDI/GDP 0.0802908 0.1700391 1.83492 0.15028
d.LNDCF/GDP 0.0402904 0.1897275 1.53905 0.17950
d.LNSSEGR 0.6521501 0.1677019 4,0038*** 0.00102
d.LNGEX/GDP -0.3191731 0.1823248 -2.71002** 0.03311
d.LNINFR -0.2533919 0.1026727 -2.47138* 0.03692
ECM.1 -0. 9654769  0.1782817 -3.99542**  (0.00132

Source: Derived from data analysis

Diagnostic tests: R-squared: 0.8744; Adjusted &ased: 0.7907; F-statistic:
4.738547; Prob (F-statistic): 0.00012; Durbin-Wats(D-W statistic): 2.08;

*=Significant at 1% level; *=Significant at 5% lel; and *** Significant at

10% level
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DISCUSSION

Using Ordinary Least Square (OLS), the study ed@théhe general results from
the model. The process involved one lag for eachabke and the error
correction model (ECM) and then proceeded to the simplification of there
parameterised error correction model by droppihgaiables with insignificant
t- values. However, as shown earlier, despite hgarisignificant t-values, FDI
(d.LNFDI/GDP) and domestic investment (d.LNDCF/GD#% included in the
preferred model as they carry the thrust of thdystu

Drawing from the analysis of descriptive statistit3able 1, data transformation
was essential in order to test the normality ofduels for the estimated model.
When some variables failed this test of normalitgsrelation analysis was
applied and the variables appeared to have strosgiye correlation, except
government expenditure (LNGEX/GDP), inflation rgieNINFR), and trade
openness (LNTR/GDP) variables. This supports tleevvthat a rise in each of
the positive correlated variables leads to an am@ein economic growth.
However, this information does not enable us toudedthe problem of
multicollinearity in the series between economicovgth and other variables
because one is a dependent variable while othersegplanatory variables.
Multicollinearity is an observable fact which is mmon in most of
macroeconomic variables and thus reduction of sean@bles depends on the
significance of the correlation between the vagalduring the model estimation
process. The formulation of errors correction t€EE€M) and lagging it once
was necessary to confirm the validity of co-intdigira obtained in Table 4. This
was calculated by estimating the long-run statizatign at levels where only the
non-stationary variables were involved. One lagdach variable and the error
correction model (ECM) as well as dropping of all variables with insigzant

t- values with the exception of the FDI (d.LNFDI/@Pand domestic investment
(d.LNDCF/GDP) from the general model, lead to afgmred model as indicated
in Table 6.

The error collection term lagged once has the riigm and it was significant at
1% level. This confirms the earlier results in gtady that the variables in the
model are co-integrated. It is important to notat tthe long-run relationship
between economic growth and explanatory varialidbé model is reflected by
the coefficient of the ECM variable. Technically, the preceding evaluation
indicates that there is no serious weakness inntbdel. The basic statistical
requirements have to a large extent been satidlfiethn therefore be inferred
that the empirical results of the model are sigaifitly reliable.

The comparison between the general and the prdfen@dels shows that the

reduction process has eliminated most of the infsigimt variables without

losing important details. However, failure of FOA.(NFDI/GDP) t-value to

enter automatically in the preferred model sigrihks insignificance of foreign

direct investments impact on Tanzania’s econommatt and development.
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This observation is consistent with the finding<Cairkovic and Levine’s (2005)
study of developing countries for the 1960-1995iquer The results of the
preferred model (Table 6) show that the goodnesditofs satisfactory, as
indicated by the adjusted R- squared = 0.7907,\imglthat variations in the
model regressors explain about 79% of variationsdanomic growth over the
1990-2013 period. Therefore, variations of up td%2in economic growth
remain unexplained, hence captured by the prefpedisturbance term. The
F- statistics of 4.75 with the probability of 0.d@implies a rejection of the null
hypothesis that all the right hand variables excdm@ constant have zero
parameter coefficients. This implies that the maddignificantly explained by
the explanatory variables on its right hand sidende acceptable in overall
terms. Similarly, there is no indication of anyisas autocorrelation problem
considering the information given by the Durbin-Wat (D-W) statistic of 2.08,
being just greater than the conventional mark 0f 2.

The coefficient of the FDI (d.LNFDI/GDP) has pos#isign, but insignificant. A
unit increase in the FDI stock results in a propodte 8% increase in economic
growth rate. This is inconsistency to the generigl-led growth literature’s
assertion that that FDI inflows have significantsitive impact on the host
country’s economic growth (Cypher & Dietz, 2009nds & Wren, 2006; Crespo
& Fontoura, 2005, Findlay, 1978). Therefore, thiggests that, overall, FDI has
neither significant impact on Tanzania's econonrizwgh nor on backward and
forward linkages with key sectors. This observati®mpartly supported by the
fact that there have been less than proportionate Fecorded in agriculture and
tourism sectors despite their remarkable signifieanin terms of GDP
contribution and so economic growth (BOT, NBS & TT@R, 2008, 2012 ,2013,
2014). Regarding domestic investment (d.LNDCF/GD#g coefficient is
positive (0.04) but weaker than that of FDI (0.08his is consistent with
empirical literature that the contribution of FI €conomic growth is in most
cases larger than the contribution of domestic stment (Borenszteiet al,
1998). This implies that higher economic growthl wé registered in Tanzania if
her government puts in place mechanisms or incestiiat attract FDI towards
key economic sectors such as agriculture and touas opposed to the current
situation whereby domestic investments dominateicaliure and tourism
sectors.

The human skills capital stock proxied by secondatyool enrolment growth
rate (d.LNSSEGR) has a fairly strong positive deoafht, significant at 1%

level. That is, a unit increase in human skillsiedstock leads to proportionate
65% increase in economic growth rate. This is «test with the empirically

backed literature that human capital stock hadfgegnt positive impact on FDI-

led growth (Marwah & Tavakoli, 2004; Bengoa & SaeziRobles, 2003;

Nguyen, 2002). This suggests that human capitatksidrives Tanzania’'s

economic growth most than other forms of capitallig for the need to give it
top priority across all her development agenda.
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On the other hand, government expenditure (d.LN@&D® has a negative
coefficient but significant at 5% level. This meatisat a unit increase in
government expenditure results in a proportionate9% fall in economic
growth. The sign tallies with the expectation thavernment expenditure exerts
downward pressure on FDI-led growth (Marwah & Tagk?004; Tianet al,
2004). Likewise, the inflation rate (d.LNINFR) bginthe proxy of
macroeconomic environment stability has negativeffanent, significant at 5%
level. This is in line with what is found in litdtae — that raising inflation
negates economic growth of the host country (Mar&aravakoli, 2004; Tiaret
al.,, 2004). This suggests that the raising inflatiate has been exerting
downward pressure on Tanzania's economic growth tneeperiod.

CONCLUSION AND POLICY IMPLICATIONS

Conclusion

The overall objective of the study was to analysedxtent to which FDI inflows
have contributed to Tanzania’s economic growthtfa period between 1990
and 2013. Using the error correction model (ECM)l andinary least square
(OLS) estimation techniques powered by STATA, timelihgs show that FDI
has had an overall weak positive contribution talsathe country’s economic
growth for the period, contrary to what is avaitalih standard literature about
FDI-led growth. Other variables included in the mabdppear to behave
variously towards economic growth. While humanlskilapital stock, domestic
capital formation, financial system and capital kearefficiency (all lagged one
period/year) have positive contribution towardsremraic growth, the inflation
rate and government expenditure are found to hagative impact. The human
skills capital stock variable (lagged one periodfyehas proved to have strong
influence on economic growth. Therefore, the counén take advantage of this
variable in collaboration with others to promotewth and development.

FDI inflows trend reveals that mining and manufaicty sectors hold first place
in FDI inflows, yet the sectors register the loweshtribution to overall GDP.

Meanwhile, there has been less than proportionBler&écorded in agricultural

and tourism sectors, despite their importance andnpial for foreign exchange
earnings, economic growth and development. In shei as an engine for

economic growth of the host countries should nottddeen as a guarantee;
instead, host countries should put in place appatgipolicies and institutions
that will guide and/or direct FDIs in areas whete tcountries can draw
maximum sustainable benefits.

Policy Implications

With reference to the discussion on the empirigatifgs of this article,

deliberate actions need to be taken on FDI in tesfmgolicy formulation and

implementation, particularly in monitoring and axation. Precisely, for FDI to

bring about significant positive effects in Tanzgrpolicies and other necessary
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measures should be put in place to attract, tamggtchannel the same to sectors
with trickle down effects to most Tanzanians lilggieulture and tourism.

Although the rationale for FDI remains apparentlyursd, the applicable
processes in attracting such investment have neh very ideal in terms of
targeting, transparency, accountability and otlesr &spects of good governance.
Foreign investment in the mining sector, manufanturindustry, and others
seems to have spearheaded foreign rather than tonmserests. For instance,
the gains received to-date from the mineral sedtafuding employment,
government tax and non-tax revenues remain neggigip any measure, relative
to what Tanzania would potentially have realisedd hthere been better
agreements or contracts with multinational compani® this end, Tanzania still
lacks good and comprehensive investment laws thatdahelp derive maximum
benefits from FDI. Therefore, there is a need foorgy institutions (armed with
checks and balances) for managing and administé&firign the country. These
should prioritise national interests before evanghelse and should be guided
by the principles of global best practices, inchgdgood governance.

Among the challenges facing Tanzania and otherldpirgy African countries is
how to strategically capture and exploit growth amting FDI in order to
improve economic performance and maximise socicamin benefits.
Incentives to attract FDI should aim at buildingphust lead in economic growth
and ensuring sustainable socioeconomic developrbemhestic policies on FDI
should also be designated to create capacity &orabon and diffusion of skills,
knowledge and technology to domestic firms. This t® achieved through
human capital development (through strategic edutatand technological
competency of local labour force (through shortd dang-term but focused
training) and through research and development (R &entres.

As noted earlier, FDI is not evenly distributedp@dally among sectors with the
highest potential for growth. Agriculture and tam sectors relative to their
importance have been marginalised in terms of Fiflows. Inadequacy of

investment in these sectors is partly due to ldcépecific incentives as well as
absence of domestic and international promotioffatte that would strengthen
the sectors’ comparative advantages, especiakly #fe enactment of the Land
(Amendment) Act in 2004. Therefore, there is areatgneed for identification of

all potentials in specific areas e.g. agricultured gourism sectors for new
investment ventures that will create linkages waither sectors of the economy,
especially value addition through agro-processifgw constructions and
improvements in existing infrastructure such asdspaailways, airways and
utilities (electricity, water, telecommunicationtcg would be a positive step
towards attracting investment in these sectors.

Again Tanzania needs to rethink about its policy=@1 in minerals. The issues
of ownership and employment therein should be refdated so that mineral
20



benefits can proportionately accrue to the invastord the economy as a whole.
Tanzania can borrow from the success story of Baisw According to
Investment Policy Review—Botswana (UN/WIR, 2003 £60-50% Debswana
joint venture between DeBeers and the governmeBot§wana played a critical
role in enabling the local economy share the gaiesved from the mineral
investment. If assimilated in Tanzania, the measwvald result into long-run
domestic capital formation which is key to stimiigt sustainable
socioeconomic development.
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