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Abstract. The growing pace of the globalisation process has triggered economic
development, especially among developing nations. One of the immediate
responses to this phenomenon is the increasing trend of Foreign Direct Investment
flows among countries driven by some factors. This paper aimed at determining
the impact of tax incentives (tax holiday and custom duty exemption) on Foreign
Direct Investment inflow into Nigeria over the period 2008-2018. Using secondary
data obtained from the Nigerian Investment Promotion Commission, Central Bank
of Nigeria and Nigerian Customs Service, Driscoll-Kraay Standard Errors
regression analysis was used via STATA version 14 to test the research
hypothesis. The study's findings revealed that tax incentive has a positive and
significant impact on Foreign Direct Investment inflow. Specifically, tax holiday
has significant positive effect on FDI at 5% level of significance (8=0.1578; t=3.99;
p<0.05) while custom duties exemption reported significant positive effect on FDI
at 1% level of significance (8=0.2436; t=5.61; p<0.01). It is recommended that the
government maintain and strengthen its policies on tax holidays and customs
duties exemption to improve Foreign Direct Investment inflow, thereby developing
the national economy.
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INTODUCTION

Foreign Direct Investment (FDI) is widely re-
garded as a potential source of funding growth
and development for developed and developing
countries. Governments across the globe are
found to employ FDI strategies to accomplish
their goals heavily. Consequently, this attracts
researchers' attention, where many studies in-
vestigated the various strategies for effectively
attracting FDI [31, 32]. Findings from these stud-
ies indicated that one of the popular strategies
countries use in attracting FDI is tax incentives.
The tax incentive is regarded as a form of exemp-
tion or exclusion from tax liability granted to in-
vestors or enterprises to encourage attracting
investment in specific preferred sectors of the
economy over a certain period. In another per-
spective, authors [17, 18] defined tax incentives
as measures that provide for the more favourable
tax treatment of certain activities or sectors
compared to what is granted to the general in-
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dustry) tax incentives aid developed countries to
promote export, research, and development.

On the other hand, it allows developing countries
to attract FDI and improve economic conditions
such as stock market performance, manufactur-
ing, agriculture, and other vital sectors [25]. Au-
thor [20] submitted that the target of granting
tax incentives is to encourage investment oppor-
tunities, especially in a situation where the exist-
ing tax system proves to be a barrier. Beyond
economic benefits, tax incentives are also used to
improve social welfare in health and education.

Nigeria, one of the developing countries, is not
immune from the influences of internationalisa-
tion and globalisation engulfing the world. Over
the years, the Nigerian government have drafted
and implemented policies that affect various sec-
tors of the nation's socio-economic development.
One of such policies is the government's decision
to revolutionise the manufacturing industry as a
critical driver for economic growth through im-
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proved Gross Domestic Product (GDP) contribu-
tion. The policy introduced a new tax credit
scheme to attract FDI inflow [3].

However, a literature review on the link between
tax incentives and FDI flow reveals mixed results.
Whereas some studies established a positive re-
lationship between tax incentives and FDI flow
[18], others reported adverse effects [1, 9]. Simi-
larly, even though some studies explored the link
between tax incentives and FDI flow in the Nige-
rian context, most studies were silent on custom
duty exemption and tax holidays as a form of tax
incentives. Moreover, the existing studies did not
give much attention to the impact of tax holidays
and custom duties exemption on FDI flow in the
manufacturing sector of Nigeria [24]. Hence, this
study investigates the impact of tax holidays and
custom duty exemption on FDI flow in the listed
manufacturing companies in Nigeria.

Literature review

Foreign Direct Investment is defined as the
commitment of funds, resources, technology and
or skill in an enterprise of another country to ac-
quire a lasting interest and maximise profit in
enterprises operating outside of the economy of
the investor. In the development context, FDI is
seen as an essential catalyst to the economic
growth of developing countries. This follows
from the fact that FDI has been found to increase
technology and capital transfers, increase em-
ployment generation, and improve the economic
conditions of host countries. FDI is an essential
component for an effective international financial
system. According to [25], growth in the use of
FDI policies by both developed and developing
countries to attract FDI flow has triggered the
need for research to uncover the effectiveness of
FDI in improving economic productivity and
growth.

Determinants of FDI. Researchers and economists
have widely studied the determinants of FDI
flows, such as [2, 4, 20]. These studies found that
FDI flows are influenced by market size, tax holi-
day, customs duty exemption, Inflation rate, In-
terest rate, openness rate, and political stability.
Author [22] explained significant Spearman cor-
relations between flows of FDI and market size,
years of schooling, international trading flexibil-
ity, corporate governance, the distance between
home and countries, and cost factors, including
tax burden. Finding by [14] presented that the
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market size and trade openness as significant fac-
tors of FDI flows into Eastern and Central Europe

According to [30], the determinants of FDI can
broadly be categorised into four different deter-
minants: economic, social, political and policy
determinants. The economic determinants in-
clude market size, GDP, per capita and purchas-
ing power of the currency. The social determi-
nants relate to human capital skills and overall
host country development. The political deter-
minants include frequency of government
changes by type and period, number of internal
armed attacks per period, degree of administra-
tive efficiency and nationalism. The policy factors
include legislative restrictiveness towards for-
eign companies and issues related to taxa-
tion [30].

Authors [5], using corporate tax rate, withhold-
ing tax, tax holiday and tax concessions as prox-
ies of tax incentives and Random Effect econo-
metric model as a tool of analysis, the study ana-
lysed a panel data covering the period 2000-
2018 from forty African economies. It was found
that lower corporate tax (f=-0.784; t=-0.69;
p=0.011) significantly affect FDI. The result fur-
ther revealed that countries with longer tax holi-
days ($=0.254; t=2.41; p=0.017) and withholding
tax ($=0.116; t=1.11; p=0.012) attract more FDI
than those with shorter tax holidays and higher
withholding tax. This implies that countries with
lower corporate tax, more extended tax holidays,
and lower withholding tax will attract high FDI
flow.

Using data from twenty-two countries covering
1999 to 2018, authors [6] investigated the im-
pact of tax incentives on FDI in Indonesia. The
study used Fixed-effect, and Least Squares dum-
my variable analysis to determine and measure
the direction and significance of the correlation
between the tax incentives and other determi-
nants with FDI. The results revealed that corpo-
rate income tax (used as a proxy of tax incentive)
had a significant negative relationship with FDI
flow at a 95% confidence interval in the fixed-
effect and Least Squares models. This suggests
that lower corporate income tax regimes can at-
tract investors to invest in a country, hence in-
creasing FDI flow.

Authors [5] investigated the implication of taxa-
tion in FDI inflows in Pakistan. The study used
Time Series data covering the period from 1985
to 2020 obtained from the World Development
Indicator and the Economic Survey of Pakistan.
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The data analysis was conducted using Auto-
Regressive Distributed Lag (ARDL) and Error
Correction Model (ECM) techniques. The result
revealed that a higher tax rate had a significant
adverse effect on FDI flow ($=-0.17; t=-2.11;
p=0.04).

Author [23] adopted an Error Correction Model
to analyse the effect of FDI determinants on FDI
flow for 39 years. The finding revealed that past
investment flows significantly stimulate the cur-
rent investment inflows. Exchange rate and in-
frastructure were found to have a significant pos-
itive effect on FDI in Nigeria.

Conceptual framework. Many researchers re-
searched the impact of a tax incentive on foreign
direct investment, such as [6, 8, 11, 12, 15, 26].
These studies used corporate tax rate, company
income tax, capital allowances and nominal tax
rate as the proxies for the tax incentive. However,
only a few studies used tax holidays and custom
duties exemption as proxies of tax incentives [2].
Hence, this study adopts tax holiday and customs
duties exemption as proxies of tax incentive and
the following hypotheses are postulated:

HO1: tax holiday has no significant effect on for-
eign direct investment flow.

HO2: custom duty exemption has no significant
effect on foreign direct investment flow.

The research framework of the study is given in
Figure 1.

Independent Variable:
Tax Incentive
» Tax holiday
» Custom duties

L Dependent Variable:
Foreign Direct
Investment

Control Variables:
» Transparency
# Political

stability

Figure 1 — Research Framework

METHODOLOGY

A survey research strategy using ex-post factor
design was adopted in examining the impact of
the explanatory variables in the study. Secondary
data covering the period 2008-2018 obtained
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from the Nigerian Investment Promotion Com-
mission, Central Bank of Nigeria and Nigerian
Customs Service was used in the analysis. For-
eign direct investment flow was used as the de-
pendent variable in the study. FDI was measured
using the value of Naira (N) accrued to the sec-
tors under review as [35]. Tax incentives were
used as the independent variable. Tax holidays
and custom duties exemption are used as proxies
of the independent variables and are measured
in line with the approach adopted in [2, 7, 18, 29,
35].

Transparency and political stability were used as
control variables in the study. Transparency was
measured using the transparency index based on
CPI information package 2016, where countries
are profiled on an index 0-10 with 0 representing
highly corrupt status and 10 representing highly
transparent status [27]. On the other hand, polit-
ical stability was measured by a proxy of the av-
erage political freedom and civil liberty based on
a range of 1-7, where 1 and 7 indicate good and
weak political stability, respectively.

Data analysis was conducted using the Driscoll-
Kraay Standard Errors regression. STATA ver-
sion 14 was used for the analysis. Justification for
the use of this variant of regression emanates
from the fact that the data violates some of the
assumptions of the conventional multiple regres-
sion. The model was operationalised as follows:

FDI = o + B1THit+ B2CDEit + B3Tit +P4PSit+eit

where FDI - Foreign direct investment, TH - Tax
holidays, CDE - Custom duties exemptions, T -
Transparency, PS - Political Stability, fo - Re-
gression intercept, 1, 52 - Parameters to be esti-
mated, e - Error term.

RESULTS AND DISCUSSION

Descriptive Statistics. Descriptive statistics usual-
ly describe samples of subjects in terms of varia-
tion or combination of variables [28]. A descrip-
tive statistic is the first step of the data screening
process as it provides a description and sum-
mary statistic of the data to be analysed. Table 1
shows the mean, standard deviation, minimum,
maximum, skewness and kurtosis of the varia-
bles in this study.
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Table 1 - Descriptive Statistics

Variables Mean Std. Dev. Min. Max. Skewness Kurtosis
FDI 0.2140 0.31 0.0005 1.4302 1.23 6.3
Tax Holiday 0.6667 0.48 0 1.0000 -0.71 1.50
Custom Du_Exe 0.9290 0.30 0.2570 1.2980 -0.83 2.95
Transparency 2.5000 0.24 2.0000 2.9000 -0.43 2.72
Political Stability 4.5454 0.51 4.0000 5.0000 -0.18 1.03

Notes: FDI - Foreign Direct Investment; Custom Du_Exe - Custom Duties Exempted.

The reported mean and standard deviation of
FDI (M=0.2140; SD=0.31) indicated that, on av-
erage, the value of FDI flow into the country dur-
ing the period wunder review was
N214,000,000.00 (conversion rate in 100 mil-
lion) with a variation of N31,000,000.00 across
the sectors. The descriptive statistics for tax holi-
day reported mean and standard deviation of
(M=0.6667; SD=0.4800) with a minimum value
of 0 (no tax holiday) and a maximum weight of '1’
(tax holiday present). This implies that about
67 % of the studied sectors enjoyed tax holidays
under review. Moreover, descriptive statistics
show that custom duties exemption reported a
mean and standard deviation of (M=0.9290;
SD=0.2570). This implies that custom duties ex-
emption over the period under review amounted
to an average of N92,900,000,000.00 (conversion
rate in 100 billion).

Concerning the control variables used in the
study, the descriptive statistics result showed
that transparency has a mean and standard devi-
ation of (M=2.5; SD=0.24) with minimum and
maximum values of 2 and 2.9, respectively. This
implies that Nigeria was rated low in the trans-
parency index during the review. The descriptive
statistics for political stability reported a mean
and standard deviation of (M=4.5454;
SD=0.5100). In contrast to the transparency in-
dex, the political stability index portrays that Ni-
geria was rated well over review.

Driscoll-Kraay Regression Results. Driscoll-Kraay
regression was used to measure the impact of tax
incentives on FDI inflow in Nigeria during the
study timeline. The use of Driscoll-Kraay regres-
sion is on the premise that the data in this study
suffer from heteroscedasticity and serial correla-
tion problems (results not shown here). Accord-
ing to [13], Driscoll-Kraay regression is a non-
parametric covariance matrix estimator that
produces heteroscedasticity consistent standard
errors robust to very general forms of spatial and
temporal dependence. Hence, Stata has a long

Section “Economics”

tradition of providing the option to estimate
common mistakes that are "robust" to specific
violations of the underlying econometric model.
STATA version 14 was used in executing Driscoll-
Kraay Standard Errors regression, and the result
is presented in Table 2.

Table 2 - Driscoll-Kraay Standard Errors Regression

Driscoll-Kraay
Variables $ t-stat. |p>t
Intercept 0.3506 2.25 10.0482
Tax Holiday 0.1578 3.99 10.0033
Custom Duties 0.2436 561 |0.0003
Exemption
Transparency 0.0082 0.24 10.817
Political Stability |-0.1075 -3.80 [0.0033
Observations Observations |33
F(4, 28) Group 3
Prob >F F(4,10) 11.62
R2 Prob >F 0.00093
Adj. R? R2 0.1362

Notes: 2 and 3 imply statistical significance on the 5 %
and 10 % level, respectively

The result shows that the model has an R? value
of 0.1362. This portrays that the explanatory var-
iables in this study explain 13.62 % of the varia-
tions in FDI inflow during the period under re-
view. Equally important, the model is significant-
ly based on F(4, 10); p<0.01), thus indicating the
validity and goodness of fit. Specifically, the re-
gression result demonstrates that Tax Holiday
has a significant positive effect on foreign direct
investment at 5% level of significance ($=0.1578;
t=3.99; p<0.05). This specifies that any increase
in tax holiday by one would increase foreign di-
rect investment by 0.1578 (N157,800,000).
However, this result has contradicted the null
hypothesis of this study, which states that "tax
holiday does not have a significant impact on FDI
inflow into the Nigerian economy. Hence, the null
hypothesis one (HO1) of this study is not sup-
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ported. The result agrees with previous studies
such as [24], which found that tax incentives
(capital allowances incentives, value-added tax
incentives, capital gains tax incentives) among
others had a significant relationship with FDI in-
flow. However, the result contradicts studies like
that of [10], who found that tax incentives had no
significant effect on FDI inflow.

Similarly, Table 2 shows that custom duties ex-
emption significantly impacts foreign direct in-
vestment at a 1% level of significance (=0.2436;
t=5.61; p<0.01). This means that a unit change in
customs duties exemption would increase
0.2436 (N24.360 billion) in FDI flow. Thus, the
null hypothesis two of that stated that custom
duties exemptions do not have a significant im-
pact on foreign direct investment inflow into the
Nigerian economy is not supported. The result
confirms the findings of previous studies such as
[2, 16, 24], who all established that tax incentives
have a significant positive impact on FDI flow. On
the other hand, this result contradicts that of [10,
21]. Their separate studies found no significant
relationship between tax incentives and FDI flow.

Transparency reported a positive but insignifi-
cant effect on foreign direct investment
(B=0.0082; t=0.24; p>0.10). In contrast, however,
political stability reported a negative but statisti-
cally significant effect on foreign direct invest-
ment at a 1% significance level (=-0.1075; t=-
3.80; p<0.01). This implies that a unit decrease in

political stability would result in a decrease in
FDI flow. However, this result is odd but is in line
with the findings of [10].

Robustness Test. A robustness test is usually con-
ducted to examine the consistency of statistical
results obtained. Therefore, a robustness test
was performed to investigate the surface of this
study's regression result and findings. To this
end, the sample was divided based on three
groups of sectors used in this study; (1) the Man-
ufacturing sector, (2) the Agricultural sector, and
the Construction sector. Table 3 shows the result
of Driscoll-Kraay Standard Errors regression un-
der the three groups.

From Table 3, the model is said to be fit and valid
since the probability values under the three sec-
tors are significant. The model is explicitly signif-
icant at a 1% level of significance under the man-
ufacturing and construction sectors, while at a
5% level of significance under the agricultural
sector. This result is consistent with that of the
main regression result, and as such, the model is
considered good and valid. Moreover, the R? val-
ues are 0.5776 (57.76 %), 0.1783 (17.83 %), and
0.5116 (51.16 %) for manufacturing, agricultural,
and construction sectors respectively. Meaning
that the explanatory variables accounted for
57.76 %, 17.83 %, and 51.16% of the variation in
foreign direct investment under manufacturing,
agriculture, and construction sectors, respective-

ly.

Table 3 - Driscoll-Kraay Standard Errors Regression for three groups

Manufacturing sector Agricultural Construction
Variables sector sector

Coef. t-stat Coef. t-stat Coef. t-stat
Constant 0.7637 1.89* 0.0989 0.94 0.4330 1.744*
Tax Holiday 0.4277 2.79** -0.0005 -0.01 0.0844 3.44**
Custom Du_Exe 0.6374 4.01%** 0.0937 1.47* 0.1685 4.79%**
Transparency 0.1415 0.71 -0.0271 -0.31 -0.2032 -4.94***
Political Stability -0.3318 -5.33*** -0.0108 -0.21 -0.0163 -0.43
Observations 11 11 11
Groups 1 1 1
F(4,10) 12.28 411 48.45
Prob>F 0.0007 0.0319 0.0000
R? 0.5776 0.1783 0.5116
Notes: *, **, and *** implies statistical significance on 10 %, 5 % and 1 % level, respectively

t=2.79; p<0.10) and construction sectors

Additionally, the result from Table 3 depicts that
tax holiday has a significant positive effect on FDI
at 10% and 5% in manufacturing ($=0.7637;
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(8=0.04330; t=3.44; p<0.05) respectively. This
result is consistent with that of the main regres-
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sion result. However, the tax holiday is found to
have an insignificant negative effect on foreign
direct investment in the agricultural sector
(B=0.0989; t=-0.01; p>0.10). Furthermore, cus-
tom duties exemption has a significant positive
effect on foreign direct investment at 1% level of
significance in the manufacturing ($=0.6374;
t=4.01; p<0.05) and construction (£=0.1685;
t=4.79; p<0.10) sectors respectively and 10%
statistical significance in the agricultural sector
(B=0.0937; t=1.47; p<0.10). These results are
consistent with the main result of the Driscoll-
Kraay Standard Errors regression presented in
Table 2.

The sectoral Driscoll-Kraay regression results in
Table 3 indicate that for the control variables in
this study, transparency has an insignificant posi-
tive effect on foreign direct investment
(B=0.1415; t=0.71; p>0.10) under manufacturing
sector, insignificant negative effect on FDI (p= -
0.0271; t=-0.31; p>0.10) under agricultural sec-
tor, while having a significant negative effect on
FDI (B= -0.2032; t=-4.94; p<0.01) under con-
struction sector.

On the other hand, political stability has a signifi-
cant negative effect on FDI (5=-0.3318; t=-5.33;
p<0.01). However, it shows an insignificant nega-
tive impact on FDI under agricultural sector (f=-
0.0108; t=-0.21; p>0.10) and construction sector
($=-0.0163; t=-0.43; p>0.10) as well. Arguably, it
can then be concluded that based on the sectoral
Driscoll-Kraay regression result in Table 3, the
main regression is consistent, except the explan-
atory variables under the agricultural sector,
which showed inconsistency.

The objective of this study was to examine the
impact of tax incentives on foreign direct invest-
ment (FDI) in Nigeria. Under attaining this objec-
tive, Driscoll-Kraay regression was utilised
where the study found that tax holiday and cus-
tom duty exemption have a significant positive
effect on FDI. Specifically, tax holiday as a proxy
of tax incentive positively and significantly im-
pacted FDI, which goes in line with the [2]. This
indicates that tax holiday is an essential determi-
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