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Abstract          

This study examined the effect of financial development on foreign direct investment (FDI) in Tanzania, 

focusing on three aspects: the depth of financial institutions, the depth of financial markets, and access to 

financial markets. Annual time-series data for the period 1990-2021 were applied, and the analysis used 

regression models with Newey-West standard errors to adjust against heteroscedasticity and 

autocorrelation. The findings revealed that depth of the financial institutions was found to have a 

statistically significant adverse effect on FDI, indicating potential inefficiencies or structural issues in the 

industry that repels foreign investment. Conversely, financial market depth and access to financial markets 

had positive but statistically insignificant effects on FDI, such that while these areas can attract investment 

flows, the level of development of these areas seemed to be not high enough to attract meaningful foreign 

capital. Trade openness of the control variables had positive and significant effects on FDI, while lending 

interest rates had marginally significant negative effects. These findings underscore the need for policy 

reforms aimed at institutional deepening, increasing the depth and efficiency of financial markets, and 

ensuring access to finance in a bid to enhance the support for FDI inflows in the country.  
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1. Introducton 

The global net foreign direct investment has been rising since the 1970’s. However, since 2010, the global 

net foreign direct investment has been increasing at a decreasing rate. The global pandemic COVID 19 has 

also accelerated the decline of this flow. For example, in 2022, global foreign direct investment (FDI) fell 

by 12% to $1.3 trillion and in 2023 it fell by 7% to USD 1364 billion from 1.6 trillion in 2022 (UNCTAD, 

2023). Foreign direct investment (FDI) contributes significantly in the development of any economy 

through its contribution in various sectors by providing capital, creating employment, transferring 

technology, development of human capital, transfer of managerial and entrepreneurial skills, by boosting 

export potential and the stimulation of competition and innovation (World Bank, 2020; Blomstrom & 

Kokko, 2003 and OECD, 2002). Financial development has a significant contribution in attracting foreign 

direct investment. Alfaro et al, (2004) found that countries with more open and developed financial markets 

attracts higher FDI inflows. This is because financial openness simplifies the movements of profits, 

improves risk sharing and leads to efficient capital allocations (Kose et al, 2009). In addition, a well-

http://www.saut.ac/
mailto:edward.wandela1979@gmail.com


The Effects of Financial Development on Foreign Direct Investment in Tanzania 

2 
 

developed financial sector provide access to capital and offer risk management services leading into 

reduction of transaction costs and investment uncertainties (Levine, 2005). Studies found that financial 

development influences FDI positively only when a certain threshold is surpassed (Tsaurai & Makina, 2019; 

Kouassi, 2019). Nguyen (2024) found that financial market has positive effect on FDI. 
----------------------------- 

(*) Master Candidate, (**) Staf Department of Economics, SAUT Malimbe, Mwanza, Tanzania 

They found that long run financial markets have a positive significant influence on country’s FDI. Given 

the above background, the aim of this study was to examined the effect of financial development on foreign 

direct investment (FDI) in Tanzania, focusing on three aspects: the depth of financial institutions, the depth 

of financial markets, and access to financial markets, using annual time-series data from 1990-2021. 
 

 1.1 The problem 

The banking subsector remains the cornerstone of the banking system of every country. Tanzania accounts 

for over 70% of the total assets of the banking sector. In 2023, the total banking assets in the country reached 

at about TZS 54,396 billion, suggesting an increase of about 17.8% from 2022. The deposits also saw a rise 

of about 16.9%, totaling about TZS 38,076.5 billion for the country. This growth reflects heightened public 

confidence and effective deposit mobilization strategies. Profitability surged by 63.5%, with pre-tax profits 

climbing to TZS 1,527.9 billion, driven by improved operational efficiency and an expanding loan portfolio. 

FinScope (2023), argued that access to formal financial services increased to 89% in 2023 from 86% in 

2017, while the usage rose to 76% from 65% over the same period. Tanzania has experienced a significant 

surge in Foreign Direct Investment (FDI) in recent years, reflecting its growing appeal as a prime 

investment destination in Africa. In 2024, the Tanzania Investment Centre (TIC) registered 842 projects 

valued at about $7.7 billion, marking the highest investment registration in the country since 1991. The 

manufacturing sector led with 377 projects worth $3.1 billion, followed by transport sector with 138 

projects valued at $1.2 billion. These investments were anticipated to create approximately 248,078 direct 

jobs (TIC, 2024). As of December 2024, TIC had registered 901 projects valued at $9.31 billion, indicating 

significant progress toward the target of 1500 projects valued at $15 billion by December 2025. Mosenda, 

2025). Tanzania's proactive approach and strategic initiatives have positioned it as an increasingly attractive 

destination for foreign direct investment, with a positive outlook for continued growth in the coming years. 

However, to what extent and which mechanism of influence of financial development on foreign direct 

investment is a subject to be studied.  In a developing economy like Tanzania, improved depth and 

efficiency of financial institutions (banks, microfinance) and financial markets (bonds, equity, FX markets) 

can make the country more attractive to foreign investors. The main objective of this study was to examine 

the effect of financial development on foreign direct investment (FDI) in the country. The study is divided 

into the following five sections: section 2 provided the literature review, section 3 discusses methodology, 

section 4 presents results and discussion, section 5 concludes. 

 

2. Literature Review 

The Financial Intermediation Theory explains the role of financial intermediaries (e.g., banks, financial 

markets, non-bank institutions) is the bridging of the gap between savers and borrowers. This theory posits 

that intermediaries reduce the frictions and inefficiencies present in direct finance by addressing problems 

such as information asymmetry, transaction costs, and risk diversification. Formally introduced by Gurley 

and Shaw (1960) as ‘Money in a Theory of Finance’, the emphasis was the transformation role of financial 

intermediaries in the economy. The financial intermediaries exist because they can reduce the costs of 

channeling funds between borrowers and lenders, thus improving the efficiency of the financial system 

(Gurley & Shaw, 1960). A well-developed financial system lowers the cost of capital for investors by 

reducing investment risk via insurance and hedging instruments. It increases access to credit for 

multinational enterprises (MNEs) and enhances the location attractiveness of host countries by improving 

financial infrastructure.  
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Alfaro, et al. (2004) commented that financial development facilitates the external financing of firms and 

encourages investment activities, including FDI. Dung, et al. (2025) examined the impact of financial 

development on FDI and domestic investment on Asian nations using time series data from 2000 to 2020.  

Panel regression results using STATA 14 found that financial market depth, financial institution efficiency 

and financial market accessibility contributed to financial development and investments. Gokceli (2023) 

examined the impact of foreign direct investment on financial development in the OECD by analysing time 

series data from 1990 to 2020 and employing the system GMM model. The regression analysis revealed 

that FDI inflows exerted a larger positive significant effect on financial market index comparing to financial 

institution index. Pandey et al, (2024) determined the interplay among financial development, foreign direct 

investment and economic growth in Nepal using an ARDL bound testing model and Error Correction model.  

The study used annual time series data from the World Bank and the International Monetary Fund from 

1980 to 2020. The study found that there was a robust positive link between financial development and FDI 

inflows in enhancing economic growth of Nepal both in the short run and in the long run. Tajudeen & 

Adesina (2024) examined the effect of monetary policy and financial development on foreign direct 

investment (FDI) inflow in Nigeria using ARDL model. Data were from UNCTAD, World Bank and the 

Central Bank of Nigeria and covered the period from 1980 to 2021. The study found that financial 

development had a long run positive significant influence on FDI inflows but had a negative significant 

influence in the short run. The findings suggested that strong financial institutions attract more FDI inflows 

into the country.  

 

Raphael (2024) investigated the causal relationship between financial development and FDI in Tanzania 

from 1990 to 2020 using VECM in the analysis. The study found no significant evidence of causality 

between FDI inflows and financial development, suggesting that during this period, FDI did not 

significantly influence financial development, and vice versa. Hungu (2024) examined the impact of 

financial liberalization on economic growth in Tanzania. The study found that financial liberalization had 

not yet exerted the expected effect on the Tanzanian economy. This suggests that while financial 

liberalization is intended to enhance financial development and attract FDI, its impact on economic growth 

may be limited in the short term. 

 

3.  Methodology 

This study employed an explanatory research design as it seeks to establish the relationship between 

financial development and foreign direct investment. Annual time series data covering the period 1990 to 

2021 were used. A quantitative approach was used to analyze the mechanism of influence of financial sector 

development on foreign direct investment in Tanzania.  A deductive reasoning approach was used since it 

seeks to move from theory to empirical testing. The hypotheses were developed based on Financial 

Intermediation Theory and then tested using real-world data from the country.  A positivism research 

philosophy was utilized because it employed an explanatory research design, based on quantitative research 

approach and a deductive reasoning approach. Table 1 summarizes the data type and their sources. 
 

Table 1: Variable Description 

 

Serial 

No. 

Variable Name Abbreviation Measurement Variable 

Category 

Source 

1 Foreign Direct 

Investment 

FDI Net Inflows (% of 

GDP) 

Dependent World Bank 

(WDI) 

2 Financial Institution 

Depth 

FID Index Independent  World Bank 

(WDI) 

3 Financial Market 

Depth 

FMD Index Independent World Bank 

(WDI) 

4 Financial Market 

Access 

FMA Index Independent World Bank 

(WDI) 
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5 Gross Domestic 

Product 

GDP Growth Rate Control  World Bank 

(WDI) 

6 Lending Rate LENDR Interest rate on Loans 

(%) 

Control World Data 

7 Exchange Rate EXR TZS/USD Control Penn World 

Tables 

8 Financial 

Development 

FDE Index Control World Bank 

(WDI) 

9 Capital Formation CAPF Percentage of GDP Control World Bank 

(WDI) 

10 Trade Openness TO Index Control World Bank 

(WDI) 

Source: Author, 2025 

 

In positivist research, hypotheses are derived from theory and tested through empirical, often numerical, 

data that are perfectly suited to the investigation of the influence of financial development on FDI. Tanzania 

is in an emerging economy whose institutional and financial structures are under transformation (World 

Bank, 2020).  Figure 1 the conceptual framework for the study. The independent variables are indicated by 

financial development indicators were represented by the depth of financial institution, the depth of 

financial market and the access of financial market. The control variables were included to isolate the true 

effect of financial development on foreign direct investment. Control variables included GDP Growth rate, 

Lending rate, Exchange rate, Capital formation, Financial development and Trade openness. The overall 

economic performance as measured by the GDP growth influences the inflow of FDI, whereas 

macroeconomic stability of the country in addition, attracts FDI inflows.  Institutional quality and investor’s 

confidence is enhanced by the political stability while the exchange rate dynamics accounts for currency 

risks and competitiveness. These control variables were included in order to make sure that the relationship 

between financial development and FDI is not confounded by broader macroeconomic or institutional 

factors.  

 

Descriptive, correlation and unit root analysis were conducted in order to analyse the behavior of data so 

as to be able to choose the best model.  To ensure that the regression model is statistically valid, the study 

checked serial correlation using Breusch-Godgrey LM test, tested for heteroskedasticity using White or 

Breusch-Pagan test, and checked for multicollinearity by using VIF test (Variance Inflation Factor). The 

study used linear- log regression analysis model to estimate variables.  

 

𝑦𝑡  =  𝛽0  +  𝛽1 𝑋1𝑡  + . . . + 𝛽𝑘 𝑋𝑘𝑡   + 𝜖𝑡 ……………………………………………………..………(1) 

 

where; 𝑦𝑡   is the dependent variable, 𝑋𝑗𝑡(𝑗 = 1, . . . , 𝑘)  areexplanatory variables, 𝛽𝑗  are the parameters to 

be estimated, and 𝜖𝑡 is the error term. The study estimated the following linear regression model: 

𝐹𝐷𝐼𝑡  =  𝛽0  +  𝛽1 𝐹𝐼𝐷𝑡   +  𝛽2 𝐹𝑀𝐷𝑡  +  𝛽3 𝐹𝑀𝐴𝑡   +  𝛾𝑍𝑡  + 𝜖𝑡   ……………..……………………..(2) 
 

where; 𝐹𝐷𝐼𝑡 = net foreign direct investment inflows (% of GDP) in year t, 𝐹𝐼𝐷𝑡 = financial institutions 

depth index in year t, 𝐹𝑀𝐷𝑡  = financial markets depth index in year t, 𝐹𝑀𝐴𝑡 = Financial market access 

index in year t, 𝑍𝑡 = vector of control variables (GDP growth rate, exchange rate, trade openness, lending 

interest rate, capital formation, financial development index), 𝛽0  = intercept term , 𝛽1 , 𝛽2 , 𝛽3  = 

coefficients corresponding to the specific objectives, 𝛾 = coefficients for the control variables, 𝜖𝑡  = error 

term, The full equation is written as 
 

𝐹𝐷𝐼𝑡 =  𝛽0  +  𝛽1𝐹𝐼𝐷𝑡  +  𝛽2𝐹𝑀𝐷𝑡  +   𝛽3𝐹𝑀𝐴𝑡  +  𝛽4𝐺𝐷𝑃𝑡  +  𝛽5𝐿𝐸𝑁𝐷𝑅𝑡  +  𝛽6𝐸𝑋𝑅𝑡   +  𝛽7𝐶𝐴𝑃𝐹𝑡  +
𝛽8𝐹𝐷𝐸𝐼𝑡  + 𝛽9𝑇𝑂𝑡 +  𝜖𝑡 ..………………………………………………………………………….… (3) 

 

Econometric analysis of the data was performed by means of STATA 15.0 version. 
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4. Results 

The key characteristics of the variables used in this study were analysed in table 2 below. 

 

Table 2: Variable Description 
 

Variable FDI FIDI FMDI FMAI FDEI GDP EXR TO LENDR CAPF 

Mean 2.627 0.066 0.017 0.005 0.099 5.116 1253.720 34.128 19.916 28.565 

Std. Dev. 1.444 0.020 0.009 0.000 0.019 2.004 655.616 8.763 6.591 7.964 

Variance 2.084 0.000 0.000 0.000 0.000 4.017 429831.798 76.794 43.441 63.418 

CV (%) 54.944 30.111 53.158 9.936 19.193 39.174 52.294 25.678 33.094 27.878 

Median 2.310 0.071 0.015 0.005 0.101 5.686 1196.900 34.510 16.398 30.324 

Min 0.000 0.034 0.006 0.002 0.048 0.584 219.160 18.660 14.140 14.900 

Max 5.664 0.120 0.041 0.005 0.157 7.672 2298.000 56.170 37.805 39.726 

Skewness 0.264 0.213 1.070 -4.554 0.454 -0.770 0.288 0.349 1.360 -0.192 

Kurtosis 2.414 3.037 3.509 24.128 5.466 2.532 1.931 2.898 3.723 1.666 

JB Chi2 0.766 0.654 6.812 43.650 6.744 3.943 4.175 1.022 9.155 8.156 

p-value 0.682 0.721 0.033 0.000 0.034 0.139 0.124 0.600 0.010 0.017 

Sum 81.444 2.055 0.542 0.150 3.065 158.608 38865.330 1057.960 617.403 885.522 

SSD 62.511 0.012 0.003 0.000 0.011 120.518 12894953.946 2303.819 1303.238 1902.542 

N 31 31 31 31 31 31 31 31 31 31 

Source: Author, 2025 

 

The average value of Foreign Direct Investment (FDI) was 2.627% with moderate variability (CV = 

54.94%). The distribution was slightly right-skewed (0.264) and approximately mesokurtic (2.414). Values 

range from 0.000% (years with no inflows) to 5.664%. The Jarque–Bera test (p = 0.682) does not reject 

normality. Over the sample, FDI totals 81.444% of GDP, with an SSD of 62.511, corresponding to a 

variance of 2.084 and a standard deviation of 1.444. The mean FIDI was 0.066, with variability (CV = 

30.11%). It is mildly right-skewed (0.213) with kurtosis near normality (3.037). Values range from 0.034 

to 0.120 and the normality was not rejected (p = 0.721). The sum FIDI over the sample is 2.055, with an 

SSD of 0.012, indicated low dispersion (variance ≈ 0.000, SD = 0.020). The mean FMDI was 0.017, with 

the variability (CV = 53.16%). The distribution is positively skewed (1.070) and slightly leptokurtic (3.509). 

Values range from 0.006 to 0.041 and the normality was rejected (p = 0.033) at 5% level of significance. 

The sum of FMDI value was 0.542, with an SSD of 0.003; this produced a variance close to 0.000 and an 

SD of 0.009. 

 

The mean FMAI was 0.005, with low variability of (CV = 9.94%). The distribution was highly left-skewed 

(-4.554) and extremely leptokurtic (24.128). this shows that there is a concentration of values with outliers 

with the range of 0.002–0.005. Normality was strongly rejected (p = 0.000). The total FMAI over the period 

is 0.150, with a minimal SSD of 0.000. The financial development index (FDEI) had a mean of 0.099, with 

moderate variability (CV = 19.19%). The distribution was slightly right-skewed (0.454) and moderately 

leptokurtic (5.466). ranging from 0.048 to 0.157 and the normality was rejected (p = 0.034) at 5% level. 

The cumulative FDEI was 3.065, with an SSD of 0.011, giving a variance close to 0.000 and SD = 0.019. 

The mean (GDP growth) was 5.116, with moderate variability (CV = 39.17%). It was slightly left-skewed 

(-0.770) with kurtosis close to normality (2.532). the range was 0.584–7.672 and the normality was not 

rejected (p = 0.139) at 5% level of significance. The total GDP growth was 158.608 percent, with an SSD 

of 120.518, giving a variance of 4.017 and an SD of 2.004. 

The mean EXR was Tshs. 1,253.72, with high variability (CV = 52.29%). The distribution was slightly 

right-skewed (0.288) and platykurtic (1.931), ranging from 219.16 to 2,298.00. However, normality was 
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not rejected (p = 0.124). at 5% level of significance. The cumulative sum of EXR was 38,865.33, with a 

large SSD of 12,894,953.946. The mean Trade Openness (TO) was 34.128%, with moderate variability (CV 

= 25.68%). The distribution was slightly right-skewed (0.349) and mesokurtic (2.898) ranging from 18.660 

to 56.170% and normality not rejected (p = 0.600) at 5% level of significance. The total TO was 1,057.96%, 

with an SSD of 2,303.819, producing a variance of 76.794 and an SD of 8.763. The mean is LENDR was 

19.916%, with moderate variability (CV = 33.09%). The distribution of LENDR was positively skewed 

(1.360) and slightly leptokurtic (3.723) with a range of 14.140 to 37.805%. however, normality was rejected 

(p = 0.010) at 5% level of significance. The cumulative LENDR was 617.403%, with an SSD of 1,303.238, 

which corresponds to a variance of 43.441 and an SD of 6.591. The mean CAPF was 28.565%, with 

moderate variability (CV = 27.88%). Slightly left-skewed (-0.192) and platykurtic (1.666). Ranging from 

14.900 to 39.726% and normality was rejected (p = 0.017). The cumulative CAPF was 885.522%, with an 

SSD of 1,902.542, giving a variance of 63.418 and an SD of 7.964. The results of the Jarque–Bera normality 

test indicate that FMDI, FMAI, FDEI, LENDR, and CAPF deviate significantly from the normal 

distribution at the 5% significance level. The estimation techniques applied were robust to departures from 

normality, the variables were retained in their original form for the baseline analysis. Nevertheless, the 

robustness checks employing appropriate transformations of some variables into logarithmic were 

conducted to ensure that the empirical findings were not driven by distributional irregularities. Table 3 

provides the correlation Analysis. 
Table 3: Correlation Analysis 

 

 FDI FIDI FMDI FMAI FDEI LNGDP DCAPF LENDR TO LNEXR 

FDI 1          
FIDI -0.4034 1         
FMDI -0.5092 0.706 1        
FMAI 0.1008 -0.0492 0.1343 1       
FDEI -0.3861 0.7878 0.7892 0.2051 1      
LNGDP 0.6347 -0.3854 -0.7358 -0.1446 -0.5066 1     
DCAPF 0.0164 -0.0913 -0.2792 -0.0316 -0.0519 0.2149 1    
LENDR -0.4648 0.0385 0.4983 0.1264 0.2772 -0.632 -0.4198 1   
TO 0.4378 -0.2325 -0.1425 0.2229 -0.2419 0.187 -0.1295 -0.0009 1  
LNEXR 0.3632 0.0117 -0.4376 -0.3846 -0.397 0.6526 0.1844 -0.7438 0.045 1 

Source: Aouthor,2025 

 

The correlation matrix reveals several notable relationships among the study variables. Foreign Direct 

Investment (FDI) shows a strong positive correlation with economic size (LNGDP, 0.6347) and trade 

openness (TO, 0.4378), suggesting that larger and more open economies tend to attract more FDI as 

negatively correlated with financial depth indicators such as FIDI (–0.4034), FMDI (–0.5092), and FDEI 

(–0.3861), suggesting that higher domestic financial sector depth does not necessarily coincide with 

increased FDI inflows in the sample period. The financial development sub-indices exhibited strong internal 

linkages, with particularly high positive correlations between FIDI and FMDI (0.706), FIDI and FDEI 

(0.7878), and FMDI and FDEI (0.7892). This reflects their conceptual and measurement overlap in 

capturing different aspects of financial development. In contrast, FMAI (financial market access) had 

generally weak correlations with other indices, suggesting that access does not necessarily move in tandem 

with depth or efficiency. GDP size (LNGDP) was negatively associated with FMDI (–0.7358) and FDEI (–

0.5066), implying that larger economies in the sample may not have proportionally deeper or more efficient 

financial markets. LNGDP is positively correlated with exchange rate levels (LNEXR, 0.6526), consistent 

with scale effects in currency valuation. Lending rates (LENDR) exhibit a negative correlation with GDP 

size (–0.632) and exchange rates (–0.7438), suggesting that stronger currencies and larger economies tend 

to have lower borrowing costs. LENDR also shows a positive association with financial depth in markets 

(FMDI, 0.4983) and financial development (FDEI, 0.2772). Trade openness (TO) is modestly correlated 

with FDI (0.4378) and FMAI (0.2229) but show little connection to other macro-financial indicators. 

Exchange rates (LNEXR) have a strong negative correlation with lending rates (–0.7438). Overall, the 
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correlation structure suggests potential multicollinearity risks among the financial development indices 

(FIDI, FMDI, FDEI) and between macroeconomic aggregates (LNGDP, LNEXR, LENDR). These 

relationships were considered in specifying regression models to avoid biased coefficient estimates. To test 

for statioarity, the following ADF test results were obtained which show that the variables were stationary. 
 

Table 4: ADF Unit Root Test  
ADF_Zt p_value 

FDI -2.2193 0.017529 

FIDI -2.93633 0.003356 

FMDI -2.65108 0.00663 

FMAI -3.33987 0.00123 

FDEI -3.74268 0.000435 

LNGDP -2.49101 0.009592 

DCAPF -3.53057 0.000785 

LENDR -1.84767 0.037817 

TO -2.58965 0.007648 

LNEXR -3.01186 0.002791 

Source Author, 2025 

 

4.1 Model Estimation 

The study used the linear regression estimated using Ordinary Least Squares (OLS) and standard errors 

calculated using the Newey & West (1987) Heteroscedasticity and Autocorrelation Consistent (HAC) 

estimator. This has been done so as to get the uniform estimates of the variance-covariance matrix of in the 

event of heteroscedasticity as well as autocorrelation of unknown form. This will guarantee that the 

statistical inference (t-tests, F-tests, confidence intervals) is valid even when the classical OLS assumptions 

of homoscedasticity and autocorrelation are not met (Newey & West 1987).  
 

Table 5 Model Estimation 

 

 
Source: Author, 2025 

 

The estimates of the regression analysis with the application of Newey-West standard errors in case of 

possible autocorrelation and heteroscedasticity show that the joint explanatory power of the independent 

variables on the levels of FDI inflows is statistically significant, which is demonstrated in the high F-statistic 

(F (9, 21) = 30.3, p < 0.001). The findings indicate that, financial indices depth index (FIDI) has negative 

and statistically significant data on FDI at the 5 percent mark. This implies that the tighter domestic financial 
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institutions can lead to increased domestic financing capability that can save on the inflow of foreign capital. 

The study model has established that Trade openness (TO) was positive and significant at 5 percent and 

above indicating that the more open a country is to the global markets, the more it is capable of receiving 

FDI inflows. There is marginal significance of Lending rates (LENDR) and the size of GDP (LNGDP) with 

LENDR having an inverse correlation and GDP having a positive correlation indicating that more expensive 

it is to borrow money may reduce FDI, and a bigger domestic economy will stimulate FDI. The impacts of 

financial market depth index (FMDI), financial market access index (FMAI), financial development index 

(FDEI), exchange rate (LNEXR) and domestic capital formation (dcapf) are statistically negligible. It 

implies that in this model, these variables play a minimal direct role on a short-term basis. On the whole, 

the findings suggest the significance of the financial sector structure in determining FDI inflows, with other 

macro-financial indicators possibly having threshold or lagged impacts. 

 

The adverse and significant coefficient on FIDI (-30.88, p = 0.037) implies that more financial institutions 

can decrease FDI. This agrees with the dependency theory that points out the potentials of inefficiency or 

the crowding-out effect due to overly dominant domestic financial systems, especially in the setting that 

lacks appropriate regulatory and absorption speediness (Demirguc-Kunt and Levine, 2001; Ndikumana, 

2003). Greater domestic financial systems can reduce dependence on foreign capital, because local 

financing can become more available (Demirguc-Kunt and Levine, 2001). In addition to this, 

institutionalized financial systems can create regulatory inefficiencies or structural inflexibilities that 

discourage FDI. The coefficient of FMDI is not negative (1.95) but of very little significance (p = 0.967), 

in general, financial depth contributes to FDI, particularly in financial developed economies, but the effect 

may be conditional or nonlinear, positive up to a point but negative when it is too high (Desbordes and Wei, 

2017; Doan and Bui, 2021). The weak but significant estimate of FMAI (135.05, p = 0.392) reflects the 

lack of agreement in the empirical studies. 

 

Financial Development Index (FDEI) has a positive yet statistically inconsequential effect. This weighted 

index measures general financial development (depth, access, and efficiency), which tends to facilitate FDI 

inflows, particularly in the presence of effective institutions and markets (Doan and Bui, 2021). Trade 

openness is significant and positive (0.050, p = 0.014), which is consistent with a lot of empirical data in 

Ghana, Bangladesh, and China. These researches prove the advantageous role of liberalized trade policies 

in increasing FDI inflows through better market-integration, access, and investment climate. The empirical 

literature backs the observation that an increase in the trade openness is associated with an improvement in 

the FDI inflows. An example here is in Ghana, where trade openness increased by 1 percent and the FDI 

inflows increased by 2.2 percent as the liberalization brought in a good environment where multinational 

investments can be made (Asiendu, 2013). The same trends are witnessed in Bangladesh, where financial 

development augments the positive impact of trade openness on FDI and economic growth. The results are 

congruent with classical theories of trade-growth, according to which openness enhances productivity, 

technology, and an ideal investment climate (Rodrik, 2008). 

The negative coefficient of LENDR (-0.087, p = 0.082) is found to be marginally significant and in line 

with empirical results that higher cost of borrowing may discourage FDI raising operation costs and creating 

signals of macroeconomic risks. The cost of capital is also high because of high domestic lending rates that 

may discourage FDI. The well-established effect of market size in drawing FDI has been substantiated by 

the positive value (0.895) and the percentage closeness (p = 0.068) of LNGDP. The larger the economy, the 

larger the consumer base and the infrastructure, and hence, these markets are more attractive to the investor, 

bigger the economy, the more FDI it is likely to get as a result of having larger markets, better infrastructure 

and more opportunities to invest. It has also been established that the growth of the GDP in Bangladesh has 

a positive impact on the FDI inflows whereas in Ghana, the same has been identified (Asiendu, 2013). The 

positive and influential impact of GDP in attracting foreign capital is also observed in the literature of cross-

country analyses between BRICS and other emerging economies. The weak and insignificant coefficient of 

EXR (-0.025, p = 0.963) indicates the theoretical and empirical uncertainty in the relationship between the 

exchange rates and the FDI. Depreciation can either accelerate investment by reducing the cost depending 
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on the expectations and volatility or discourage it by increasing the risk (Tiwari and Mutascu, 2011). The 

coefficient of domestic capital formation is negative (-0.107) and it is not significant (p = 0.205), the 

literature indicates the dynamics of both mixed FDI and local investment dynamics. Crowding-out effects 

are recorded in some studies; especially in cases in which capital market is dominated by foreign companies 

whereas complementarities are recorded in others through the mediation of institutional factors (Kilicarslan, 

2018).   

 
Post Estimation Analysis 

Table 6 Multicollinearity Test 

 
Source: Author, 2025 

 

To investigate the potential multicollinearity among the explanatory variables in the regression model, the 

Variance Inflation Factor (VIF) was computed for all of the independent variables. VIF quantifies the extent 

to which the variance of a regression coefficient estimate is inflated due to multicollinearity. FDEI 

(Financial Development Index) having the highest VIF of 6.65, indicates a moderate level of 

multicollinearity but still acceptable since it is below the commonly accepted threshold value of 10. The 

corresponding tolerance (1/VIF) is 0.15, suggesting some correlation with the other variables. FMDI 

(Financial Market Depth) and FIDI (Financial Institution Depth) also show relatively high VIF values of 

6.05 and 5.40, respectively, indicating moderate correlation among financial sector indicators. LNEXR 

(Log Exchange Rate) and LNGDP (Log GDP) both show VIF figures of 4.87 and 3.82, respectively, 

pointing to moderate multicollinearity but not at harmful levels. Variables such as LENDR (Lending Rate), 

FMAI (Financial Market Access), dcapf (Domestic Capital Formation), and TO (Trade Openness) exhibit 

lower VIF values, ranging from 3.42 down to 1.24, indicating minimal multicollinearity concerns. The VIF 

mean of 3.81 overall shows that multicollinearity exists but is not so extreme as to seriously distort inference 

or coefficient estimation. Although some multicollinearity among the financial development variables is 

evident, the VIF diagnostics indicate that it is within acceptable limits and trustworthy interpretation of 

regression coefficients can be achieved without excessive bias or inflated standard errors.  

 

Table 7: Heteroscedasticity Test 

 

 
Source: Author, 2025 

 

The researcher conducted the Breusch-Pagan / Cook-Weisberg test to investigate whether there is a presence 

of heteroscedasticity in the regression model residuals. The null hypothesis (H₀) states that the variance of 

the errors is constant (homoscedasticity). Our test statistic is chi-square (χ²) = 2.80 with 1 degree of freedom 

and associated p-value of p = 0.0945. Since the p-value is greater than the conventional significance level 
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of α = 0.05, we cannot reject the null hypothesis at the 5 percent significance level. This suggests that we 

do not have strong evidence of heteroscedasticity in the residuals. Nonetheless, based on the p-value slightly 

above 0.05, there is a borderline case. Therefore, it is reasonable to apply robust standard errors to protect 

inference if there was a moderate form of heteroscedasticity. 

 
Table 8: Autocorrelation Test 

 
Source: Author, 2025 

 

The Breusch-Godfrey Lagrange Multiplier test was conducted to check for serial correlation in the 

regression’s residuals up to lag 3. The null hypothesis (H₀) posits that there is no serial correlation up to lag 

3. The hypothesis test statistic (χ²) is 2.202 with 3 degrees of freedom and the p-value is 0.5315. Since the 

p-value is substantially above the significance level of 0.05, we do not reject the null hypothesis. This means 

that there are no statistically significant grounds for asserting the existence of autocorrelation in the 

residuals up to lag 3, suggesting no bias from serial correlation undermining the regression results. 

 
Table 9: Ramsey RESET Test 

 

 
Source: Author, 2025 

The Ramsey Regression Equation Specification Error Test (RESET) was performed to assess whether there 

was any omitted variable bias or model misspecification. The test's null hypothesis (H₀) is that the model is 

correctly specified, or in other words, there is no omitted variable. The resulting F-statistic is 0.25 with (3, 

18) degrees of freedom. The p-value associated with this test is 0.8589. Since the p-value is considerably 

larger than the conventional cut-off of 0.05, we fail to reject the null hypothesis. This means that there is 

no evidence of omitted variable bias and the model is seemingly correctly specified based on the RESET 

test. 

 

5. Conclusion and Recommendation 

This study aimed to examine the effects of various dimensions of financial development on Foreign Direct 

Investment (FDI) in Tanzania, with a particular focus on the depth of financial institutions, the depth of 

financial markets, and financial markets access. In terms of the effect of Financial Institution Depth (FIDI) 

on FDI, the evidence shows that Financial Institution Depth (FIDI) statistically significantly and negatively 

affects FDI at the 5% level (coefficient = -30.88, p = 0.037). The implication is that more profound financial 

institutions in Tanzania may be associated with low foreign direct investment inflows. These may be due 

to the fact that well-developed domestic financial institutions may reduce dependence on foreign capital, 

or the fact that institutional complexities may deter foreign investors. Moreover, structural or regulatory 

inefficiencies in these financial institutions can also deter foreign investors. These findings are in line with 

some theoretical schools of financial development studies that caution that widening financial institutions 

alone without improving institutional quality and efficiency will fail to attract foreign capital (Demirgüç-

Kunt & Levine, 2001; Ndikumana, 2003). In terms of the Impact of Financial Market Depth (FMDI) on 

FDI, the coefficient of FMDI is positive (1.95) but statistically insignificant (p = 0.967). This implies that 

while there is a positive correlation between the size of financial markets and FDI, there is no sufficient 



Journal of Economics & Development 

11 
 

evidence to indicate a statistically significant effect in terms of the study period. Insignificance could result 

from the underdevelopment status of Tanzania's capital markets, which have poor market liquidity, low 

participation levels, and a small investor base that could stifle the capacity of financial markets to attract 

foreign investment.  

 

This is consistent with the empirical results in such similar developing economies where capital market 

development is still at an infancy stage and exerts negligible effects on foreign capital inflows (Desbordes 

& Wei, 2017; Doan & Bui, 2021). About the Influence of Financial Market Access (FMAI) on FDI, 

Financial Market Access (FMAI) was positive but not statistically significant related to FDI (coefficient = 

135.05, p = 0.392).  It indicates that financial market access raises foreign investment in Tanzania 

throughout the given period without being distinctly quantifiable.  Perhaps because of structural constraints 

in Tanzania's financial system, for instance, the reach of financial institutions geographically, infrastructure, 

or informational asymmetries that restrict effective market access even if financial products are available. 

The study finds a statistically significant and positive influence of trade openness on FDI inflows 

(coefficient = 0.05, p = 0.014), which confirms that greater trade liberalization and globalization promote 

foreign investment to a greater extent by reducing trade barriers and increasing market potential. The 

negative coefficient (-0.087) with borderline significance (p = 0.082) reveals that an increased domestic 

borrowing cost repels FDI since expensive credit raises the operation costs of foreign investors. A positive 

and borderline-significant coefficient (0.895, p = 0.068) both support the argument that greater FDI flows 

to larger economies is due to bigger markets and better infrastructure. The study recommends that thorough 

reforms should be initiated to improve the efficiency of the financial institutions. This includes applying 

international best practices in banking supervision and encouraging competition to bring about institutional 

development. Also, capital markets should be deepened through facilitation issuance of bonds, improving 

regulatory frameworks, and developing new innovative financial products that lure domestic as well as 

international investors. 
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