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Abstract
We tested the causality between FDI and its determinants in Bangladesh in the 
presence of structural break harnessing Vector Autoregression (VAR) model and 
Granger causality test. Regressors such as GDP growth rate, inflation, interest, cor-
porate tax, exchange and wage rate, and trade openness (TO) have been used. VAR 
model finds that interest, tax, wage, and exchange rate do not affect inward FDI. 
However, the inflation rate and TO significantly impact the inward FDI in Bang-
ladesh. The Granger causality test reveals a bidirectional causality in the FDI–
inflation and FDI–TO nexus, whereas other explanatory variables do not cause 
the FDI granger. Variance decomposition (VDC) and impulse response function 
(IRF) assessment approve strong, moderate, and poor or no explanatory power of 
TO, inflation, and other explanatory variables, respectively. Regarding FDI–infla-
tion bidirectional causality, we observed both natural (inflation truly causes FDI) 
and fake causality (FDI does not necessarily cause inflation). Therefore, when infla-
tion causes FDI, then Bangladeshi Taka (BDT) becomes strong against USD, which 
increases import and reduces export (import > export). Due to the negative trade bal-
ance, this is true for Bangladesh. However, if FDI causes inflation, it will depreciate 
BDT; consequently, the export will surpass the total import, which is not the case 
in Bangladesh. Therefore, inflation causes FDI in Bangladesh, and this punch line 
ends the ongoing debate in the FDI–inflation–exchange rate nexus in Bangladesh. 
Finally, we recommend decreasing the lending interest rates to encourage further 
investment, adopting tax holidays, developing a skilled and semi-skilled workforce 
to harness the advantage of lower wage rates, and being more open to facilitating 
FDI-led development.
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Introduction

For many capital-poor nations, accumulating the desired amount of capital is not 
facile, and more often, these nations fall into long-term debt traps and predatory 
lending (Behuria 2018; Brautigam 2020). Moreover, apart from external funding 
(i.e., debt or foreign aid), a nation can also garner required capital from internal 
sources and portfolio investments. However, there is another type of capital, differ-
ent from foreign debt or aid, known as foreign direct investment (FDI). FDI estab-
lishes a symbiotic relationship between the donor and the host countries where both 
benefit from capital transfer, Research and Development (R&D), technology and 
knowledge transfer, cheap labor, and institutional development (Arel-Bundock 2017; 
Hu et al. 2021; Liu et al. 2016; Ning and Wang 2018; Temiz and Gökmen 2014). 
While investing, the Multinational Companies (MNCs) primarily focus on the eco-
nomic globalization, location determinants, infrastructural development, political 
environment, effective cross-border trade regulations, and institutional factors of the 
host economies (Alam et al. 2019; Contractor et al. 2020; Deseatnicov and Akiba 
2016; Kleineick et  al. 2020; Paul and Jadhav 2019). Apart from the said factors, 
some other country-specific determinants of FDI are deemed very influential. For 
instance, corruption, soundness of law and order, and democratic accountability 
have been identified as determinants of inward FDI for many developing nations 
(Osabutey and Okoro 2015). Other less assessed factors such as financial deepening 
(Liu et al. 2020) and soundness of the intellectual property rights in trade (Contrac-
tor et al. 2021; Zhang and Yang 2016) are also significant inward FDI parameters.

FDI’s inflow is also influenced by the social, political and institutional charac-
teristics of a country. Studies within the socio-political and political-institutional 
genres have identified that political soundness, effective governing, proper regula-
tions, voice and accountability, active start-up regulations, economic freedom, ease 
of doing business, government spending, improved one-stop services dedicated 
for international trade are the major determinants of FDI among world’s emerging 
economies (Alam et al. 2019; Contractor et al. 2021; Ibrahim et al. 2020; Kurtović 
et  al. 2020; Mourao 2018; Paul and Jadhav 2019; Rashid et  al. 2017). Numerous 
other studies have assessed determinants such as inflation, exchange, interest, and 
GDP growth rate, per capita GDP, export, import, gross national income and, exter-
nal debt (Asiamah et  al. 2019; Gupta 2018; Hossain 2021; Ibrahim and Abdel-
Gadir 2015; Jaiblai and Shenai 2019; Kishor and Singh 2015; Sabir et  al. 2019; 
Yimer 2017). In addition, some studies have analyzed the impact of foreign reserve 
on inward FDI, where Gupta (2018) found a positive connection between foreign 
reserves and FDI inflow in India, and Hossain (2021) found no impact of reserve 
on inward FDI in Bangladesh. Other determinants such as human resources, for-
eign and domestic agglomeration, industrial production index, stock market capi-
tal, stock exchange turnover ratio, currency value appreciation, globalization index, 
value of private consumption expenditure, current account balance, agricultural 
value addition have also been discussed in the FDI literature (Vi Dũng et al. 2018; 



SN Bus Econ (2022) 2:64	 Page 3 of 28  64

Hossain 2021; Kishor and Singh 2015; Sabir et al. 2019; Sharma and Kautish 2020). 
Besides, resource-rich nations have particular appeal in resource-based FDI (Alfalih 
and Hadj 2020; Chanegriha et al. 2017; Rjoub et al. 2017; Yimer 2017).

Bangladesh, a South Asian nation, has obtained jaw-dropping progress in infra-
structural development and GDP growth. Consequently, the nation’s appetite 
for FDI has grown significantly in the recent years. According to Asian Develop-
ment Bank (ADB), in the fiscal year of 2019, Bangladesh witnessed a record 8.2% 
growth, highest in South Asia (ADB 2021). Bangladesh’s GDP growth rate has been 
depicted in Fig. 1 (ADB 2020). Growth rate is an important determinant of FDI, and 
most studies have observed a positive association between GDP growth and FDI 
(Hossain 2021; Jaiblai and Shenai 2019; Kurtović et al. 2020; Saleem et al. 2020). 
However, given the surge of inward FDI in Bangladesh, the causality between GDP 
and FDI is yet to discover.

Apart from growth rate, this paper considers variables such as inflation rate, 
interest rate, corporate tax, wage rate, and two other variables with interna-
tional linkages, exchange rate, and trade openness. Inflation and interest rates are 
important determinants of inward FDI. However, the effects of these two vari-
ables have not been tested frequently on FDI. There are only a handful of stud-
ies on the effect of inflation on FDI, and all of them found negative connections 
(Agudze and Ibhagui 2021; Ibrahim and Abdel-Gadir 2015; Sabir et  al. 2019). 
In Bangladesh, there is no concrete study on the causal effect of inflation on 
FDI. Hence, we have added inflation in our model to accommodate the causality 
between FDI and inflation, which will help design better macroeconomic policies 
for the country. Moreover, it has been proved that the corporate tax reduction and 
provision of tax holidays positively affect MNC’s investment decisions (Du et al. 
2014). However, Bangladesh’s stand-in corporate taxation is quite the opposite 
of its Asian counterparts. According to a Bangladesh Investment Development 
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Fig. 1   Annual GDP growth rate of Bangladesh from 2018 to 2021. Source: Compilation by the authors 
harnessing data from Asian Development Outlook (ADO) of ADB (2020)
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Authority (BIDA 2022), the corporate tax rate for foreign investors in Bangla-
desh is 40–45%, whereas, in the case of Vietnam, Malaysia, and Indonesia, it is 
only 20, 24, and 25%, respectively. The high tax rate discourages potential invest-
ments; therefore, we have incorporated corporate tax in our model to assist with 
the modifications of government fiscal policies in Bangladesh.

Besides, currency devaluation brings more FDI to the host nation (Mostafa 
2020; Xing 2006). Bangladeshi Taka (BDT) is strong against the USD, and it’s 
been a while since the government last devaluated the BDT. Therefore, we have 
explored the effect of the exchange rate on capital flow in Bangladesh. In addi-
tion, we have brought the empirical spotlight on the FDI–exchange rate–infla-
tion nexus in Bangladesh to unveil the existing policy gap in Bangladesh’s capi-
tal market. Furthermore, MNCs invest to those nations that offer lower wages, 
which significantly reduces the firm-level production cost. Besides, it is already 
established that FDI can influence the wage level of the local skilled labors in 
the host nations (Hou et al. 2021; Tomohara and Takii 2011). Labor cost is com-
paratively very low in Bangladesh; however, the FDI–wage causal nexus is still 
unknown and it is judicious to trace the relation whether wage rate influences the 
FDI inflow or it is the other way around in Bangladesh. The wage rate depends on 
the skills of the labors (i.e., high-skilled labors are paid handsomely than other 
manual labors). Therefore, it is also important to assess the effects of the vari-
ation in skills on the FDI inflow in Bangladesh. Furthermore, Bangladesh has 
been advocating trade liberalization since the 1990s and has been successful in 
the improvement of global and bilateral trade relations across the Indian sub-
continent, the European Union, and North America. This paper has given exclu-
sive consideration for measuring the effect of trade openness on inward FDI in 
Bangladesh.

The FDI literature is teeming with numerous research outcomes; however, there 
still exists mixed and, to some extent, misleading and inconclusive outcomes that 
can downplay the importance of FDI. The inconclusive outcomes may be due to 
the adoption of different methodologies that may create issues with smaller data-
sets. Moreover, some studies put less importance on the time-series properties of the 
datasets, which may render spurious regression and can influence the ultimate out-
comes (Oladipo 2013). Furthermore, the direction of causality between FDI and its 
regressors remains the most inconclusive in FDI literature. This paper is expected to 
explore the above-mentioned issues to contribute empirically to the FDI literature.

By addressing the above issues this paper is believed to make three significant 
contributions to the FDI literature of Bangladesh and alike nations. The first contri-
bution will be methodological. In our paper, we have harnessed a large time-series 
dataset spanning from 1975 to 2015 and employed a wide array of econometric 
methodologies. We harnessed the VAR model followed by the Granger causality 
test (Granger 1969). We furthered our analysis by applying the impulse response 
function (IRF), variance decomposition (VDC), and vector error correction model 
(VECM) to comment on the long-run coefficients and shock level between FDI and 
its regressors. Second, this is one of the first studies that has considered the struc-
tural break while dealing with the determinants of FDI in Bangladesh. We have har-
nessed the Zivot and Andrews (2002) test to check the dataset’s structural break.
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Third, this paper introduces some rarely tested macroeconomic parameters (i.e., 
inflation, corporate tax, interest rate, and TO) of inward FDI in the context of Bang-
ladesh. The inclusion of these regressors will help in formulating and adopting 
appropriate short and long-run regional and international policies to bait more FDI 
in the future. Regarding the parameters, we have asked three questions. (1) Does 
inward FDI cause inflation in Bangladesh or inflation cause FDI? This question is 
interesting because if FDI causes inflation in Bangladesh then ultimately the total 
volume of FDI will get dwindled in Bangladesh to control the economy’s infla-
tionary pressure. Moreover, high inflation makes the business expensive for the 
MNCs, and they will look for other potential hosts. (2) What is happening in the 
FDI–exchange rate–inflation nexus in Bangladesh? Bangladesh has been pioneer-
ing the exchange rate appreciation policy, which makes import cheaper in Bangla-
desh. Moreover, Hossain (2021) observed that FDI and export are substitutionary in 
Bangladesh, and if this is the case, then exchange rate appreciation will undoubtedly 
help Bangladesh’s FDI-led development. (3) Do interest, corporate tax, and wage 
rate, and TO affect the FDI significantly in Bangladesh? If not, what policies can be 
adopted to fix the inactivity of these variables? What kind of causality is running 
between TO and inward FDI in Bangladesh?

The remaining paper is structured as follows: “Trends in inward FDI in Bangla-
desh” section discusses the history of FDI inflow in Bangladesh, “Theoretical and 
empirical literature review” section delineates the existing literature and their limita-
tions, “Methodology” section features the statistical techniques that this paper has 
used, “Results and discussion” section elaborates the obtained outcomes with scien-
tific logic, and “Conclusion and policy recommendation” section wraps this empiri-
cal endeavor with some suggestions for policy modifications.

Trends in inward FDI in Bangladesh

It is impossible for capital-poor nations like Bangladesh to implement mega projects 
that require billions of dollars only from internal funding. However, Bangladesh has 
created an example in daring to initiate one of the most expensive projects in its his-
tory, known as the “Padma Multipurpose Bridge” project. According to The Busi-
ness Standard (2020), an estimated USD 3.6 billion will be required to accomplish 
this dream project. However, currently, several other mega projects (i.e., Matarbari 
Power Plant, Metro Rail Project, Rooppur Nuclear Power Plant, Karnaphuli Under-
water Tunnel, Payra Deep Sea Port and so on) are ongoing in Bangladesh relying on 
external funding. The punch line here is that foreign investment is the key to Bang-
ladesh’s ultimate development, and without it, the nation will perform poorly in the 
long run.

Bangladesh has achieved remarkable eye-catching improvements in various 
socio-economic indicators. Consequently, in the fiscal year of 2018–2019, Bang-
ladesh received a record USD 3.88 billion FDI from foreign MNCs, whereas she 
gained USD 2.58 billion in 2017–2018 (Bangladesh Bank 2019, 2018). However, 
due to the Covid-19 pandemic, Bangladesh, including other nations, have witnessed 
a slump in the FDI inflow. According to United Nations Economic and Social 
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Commission for the Asia and Pacific (ESCAP) (ESCAP 2020), the international 
flow of FDI has dropped by 49% (a fall from USD 1.5 trillion to USD 859 billion) in 
the first half of 2020. Following the trend, Bangladesh has also observed a downfall 
in the inflow of FDI, and according to a report of Dhaka Tribune (2020), Bangla-
desh has experienced a 32% fall in the inflow of FDI in the first half of 2020.

According to the Bangladesh Bank data, in the fiscal year of 2019–2020, the 
manufacturing sector received the highest FDI in Bangladesh, totalling an amount 
of USD 688.77 million (of which USD 271.17 million, USD 157.14 million and 
USD 142.48 million went to textiles and wearing, food products and other manufac-
turing industries, respectively), then the power sector received the second-highest 
amount of FDI totalling an amount of USD 632.15 million (of which power sector 
received USD 520.47 million and gas and petroleum received USD 111.68 million). 
The third, fourth, and fifth-highest positions were obtained by trade and commerce, 
transport, storage and communication and construction, totalling USD 447.40, USD 
277.86 and USD 144.59 million, respectively (Bangladesh Bank 2020). The values 
are also graphically represented in Fig. 2.

Moreover, before the Covid-19 pandemic, South Asia observed a surge in the 
inflow of FDI from developed nations. According to Bangladesh Bank (2020), the 
United Kingdom remains the topmost nation that has invested a total of USD 435.36 
million as FDI in Bangladesh in the fiscal year of 2019–2020, and this amount is 
tantamount to almost 19% of the total FDI that Bangladesh received at that time. 
Besides, the USA, Norway, Singapore, UAE and the Netherlands remain the top 
investors in Bangladesh in the fiscal year of 2019–2020 (see Fig. 3).

Furthermore, the total amount of direct investment at a given point of time, com-
monly known as FDI stock, has been increasing in Bangladesh since 2014 (Fig. 4). 
According to the Bangladesh Bank (2020) report, at the end of June 2020, the stock 
position of inward FDI in Bangladesh hit USD 18,721.69 million, which was at least 
0.2% higher than what Bangladesh received in June 2019. The USA has been ranked 
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as the top country in terms of FDI stock (USD 3905.90 million) provider in Bangla-
desh in the fiscal year of 2020.

Theoretical and empirical literature review

We conducted the literature review focusing mostly the causality domain of FDI. 
The causality outcomes in the literature between FDI and GDP growth can be 
segregated into three categories. Studies either have identified a unidirectional 
causality (Abdouli and Hammami 2017; Sothan 2017; Sunde 2017) or a bidi-
rectional causality (Ahmad et  al. 2018; Omri et  al. 2014; Peng et  al. 2016) or 
no causality at all (Asheghian 2016; Yalta 2013). Very few studies analyzed 
the FDI–GDP growth nexus in Bangladesh (Hossain 2021; Hussain and Haque 
2016; Sarker and Khan 2020); however, none has adopted the causality analysis 
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between FDI–GDP growth nexus. A study conducted long ago found no causality 
in the FDI–GDP growth nexus in Bangladesh (Shimul et al. 2009). Therefore, the 
literature gap is evident, and our thorough literature review demands a fresh cau-
sality analysis in the FDI–GDP growth nexus in Bangladesh.

Moreover, most studies focusing on FDI–exchange rate nexus have assessed 
the effect of exchange rate and exchange rate volatility on the capital flow into 
host nations. Regarding the exchange rate volatility, studies have considered the 
appreciation or depreciation of the local currencies. However, these studies have 
shown mixed outcomes about the relationship between FDI and exchange rate. 
Some studies concluded that the appreciation of local currency helps to attain 
more FDI (Ullah et  al. 2012), some found that the fixed exchange rate regimes 
are more powerful in obtaining FDI than the floating exchange rates (Ambaw and 
Sim 2018; Cushman and Vita 2017). Contrarily, few studies found that currency 
devaluation brings more FDI to the host nations (Xing 2006). Furthermore, stud-
ies on the exchange rate volatility demonstrated mixed outcomes as well: some 
unveiled positive association between exchange rate volatility and FDI (Ullah 
et  al. 2012; Mensah et  al. 2017), some unearthed negative association (Latief 
and Lefen 2018), and some notified no effect at all (Polat and Payaslıoğlu 2016). 
Bangladesh pioneers the floating exchange rate policy, and there are not too many 
studies focusing Bangladesh that dealt with the FDI–exchange rate nexus. So 
far Qamruzzaman et  al. (2019) and Mostafa (2020) found that appreciation of 
exchange rate decreases FDI inflow in Bangladesh where Qamruzzaman et  al. 
(2019) further observed a bidirectional causality in FDI–exchange rate nexus.

The literature on the FDI–inflation rate nexus has observed mixed outcomes 
too. For example, some studies disclosed a negative relationship (Agudze and 
Ibhagui 2021; Boateng et al. 2015; Rashid et al. 2017; Sabir et al. 2019) and some 
revealed a positive relationship (Bano et al. 2019; Boateng et al. 2017) between 
FDI–inflation nexus. Few other studies noted the existence of a significant rela-
tionship between FDI and inflation rate; however, these studies did not confirm 
the nature of the associations (Cavusoglu and Alsabr 2017; Çeviş and Camurdan, 
2007). Moreover, the direction of causality between FDI and inflation has not 
been tested in the above-mentioned studies, and no such work has been conducted 
in the context of Bangladesh. Furthermore, there is still controversy regarding the 
effect of interest rate on FDI. Studies observed either a positive impact of inter-
est rate on FDI (Mahmood 2018; Mishra and Jena 2019) or a negative impact 
(de Angelo et al. 2010; Chen 2018) or no effect at all (Hossain 2021). Regarding 
the studies in Bangladesh, Hossain (2021) observed no impact of interest rate on 
inward FDI; however, Mahmood (2018) observed a positive effect between FDI 
and interest rate in Bangladesh.

In addition, many papers in the FDI–TO nexus revealed a positive connection 
between FDI and TO (Asongu et  al. 2018; Aziz and Mishra 2016; Okafor et  al. 
2017; Rjoub et al. 2017; Saleem et al. 2020). However, there are studies that claimed 
that TO does not play a significant role (Blonigen and Piger 2014) in drawing FDI. 
Against this backdrop, the FDI–TO nexus has not been assessed extensively in the 
context of Bangladesh. Among a handful of studies, Saleem et  al. (2020) did not 
find any long-run cointegration between FDI and TO whereas Mahmood (2018) 



SN Bus Econ (2022) 2:64	 Page 9 of 28  64

observed a negative association in the nexus. Moreover, there is no causality study 
so far in the FDI–TO nexus in Bangladesh.

Regarding the effect of the corporate tax rate on FDI, most of the scholarly 
attempts unveiled that corporate tax rate discourages the FDI inflow in host nations 
(Andersen et al. 2017; Du et al. 2014; Nazir et al. 2020; Tang et al. 2014). However, 
there are some conflicting outcomes as well. For example, Jones and Temouri (2016) 
observed very minimal impact of the tax rate on FDI among the OECD nations, and 
others found no effect at all (Hunady and Orviska 2014; Kinda 2018). A substantial 
number of studies on the FDI–corporate tax nexus unearthed a negative relationship 
in Bangladesh (Alam and Quazi 2003; Mahbub and Jongwanich 2019). However, 
none has conducted a causality analysis in the nexus. Besides, research within the 
FDI–wage rate nexus have mostly claimed that low wage rate attracts more FDI and 
persuades the foreign firms to mobilize their production units where the labor cost 
is minimum (Bilgili et al. 2012; Blanc-Brude et al. 2014; Economou 2019; Hunady 
and Orviska 2014). Few studies in Bangladesh have found labor cost as an impor-
tant determinant of inward FDI; however, the dataset for these studies is not large 
(Nasrin et al. 2010; Sadekin et al. 2015). Moreover, none of these papers mentioned 
above has done a causality analysis in the FDI–wage rate nexus.

From the above discussion, it is evident that there is an insufficient number of 
studies focusing on FDI determinants in Bangladesh. No study conducted the cau-
sality analysis considering the economic determinants of FDI using a large dataset. 
In addition, there is no study that tested the determinants considering the structural 
break issue in the dataset. Besides, the FDI literature is teeming with conflicting out-
comes; therefore, the findings of this study will help to evaluate the macroeconomic 
determinants from a different angle in the context of Bangladesh.

Methodology

Data and description of variables

This study has used the yearly time-series data of the dependent and independent 
variables spanning from 1975 to 2015. The inflation rate and wage rate data were 
collected from the Bangladesh Bureau of Statistics (BBS), corporate tax rate data 
were collected from the National Board of Revenue (NBR) and data on other vari-
ables (FDI data, GDP growth, interest rate, exchange rate and TO data) were col-
lected from the World Development Indicators (WDI) of World Bank (2018). The 
descriptions of the variables have been incorporated in Table 1.

Unit root test and structural break

Non-stationary dataset may produce spurious regressions (Granger and Newbold 
1974); hence, we applied several unit root tests to check the stationarity of our data-
set. Initially, the Augmented Dickey–Fuller (ADF) test propounded by Dickey and 
Fuller (1979) is applied. However, with a structural break, this test performs poorly 
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(Perron 1989). Therefore, another powerful test known as the KPSS test proposed 
by Kwiatkowski et al. (1992) has been used to test stationarity. Besides, the results 
have been cross-checked by Phillips–Perron (PP) test suggested by Phillips and Per-
ron (1988). The Dickey–Fuller test can take the following format:

where δ = 1 represents the unit root, t is the deterministic time trend where t = 1, 
2… T and Ɛt is the white noise error term. The testing procedure for the Augmented 
Dickey–Fuller (ADF) test is

Here, ΔYt−1 = (Yt−1 − Yt−2) , ΔYt−2 =
(

Yt−2 − Yt−3
)

, etc. The lag order is selected 
based on Akaike Information Criterion (AIC) or Schwarz Bayesian Information Cri-
terion (BIC). The KPSS test can be written as

where rt = rt−1 + ut is a random walk, � serves as an intercept, t is the time index, 
and ut is stationary error which is identically distributed (0, �2u ). To identify any 
major fluctuation in the FDI inflow in Bangladesh, this study has employed the 
Zivot and Andrews (2002) test to identify the presence of any structural break in the 
FDI dataset.

The VAR econometric model and Granger causality analysis

The basic model for this study is as follows:

(1)Yt = � + �t + �Yt−1 + �t

(2)ΔYt = � + �t + �Yt−1 +

m
∑

i=1

�iΔYt−i + �t

(3)Yt = �t + rt + �t

Table 1   Description and labels of the selected variables

Variable name Notation Description

Foreign direct 
Investment

Fdi FDI as a percentage of GDP has been taken as the dependent vari-
able

GDP growth rate Gdp Annual GDP growth rate is used in percentage form
Inflation rate Infla Historical data of Consumer Price index (CPI) is being used
Interest rate Interest Lending interest rate of lending is being used
Corporate tax Tax Corporate tax rate of Bangladesh is used
Exchange rate Exchange The average buying and selling of Bangladeshi Taka to US dollar 

is used
Wage rate Wage The manufacturing wage rate is used
Openness Open The ratio of trade which is the summation of exports and imports to 

GDP (Trade divided by GDP) is used as a proxy for trade open-
ness
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Therefore, the empirical model can be written as follows:

where α is the constant and β’s are the regression parameter of the independent 
variables, Xjt is the jth number of explanatory variables and �t is the error term of 
the overall period.

The vector autoregression (VAR) model has been applied to trace the causality 
between FDI and other independent variables. We have harnessed this model for 
the following reasons. First, it enables both forecasting and estimation of the pos-
sible effects of the parameters on the dependent variable (Kennedy 2008). Sec-
ond, this is a straightforward model where all the variables are treated as endoge-
nous; therefore, there will be no exogenous and endogenous complexity (Gujarati 
2003). The exogeneity condition is an important condition that needs to be met 
and if incorrectly specified it will generate erroneous outcomes. Third, this model 
provides all the necessary tools to describe the dynamic characteristics economic 
and financial time-series. Fourth, this model assists in estimating and predicting 
multiple time-series parameters in one single model. Fifth, VAR model allows 
other extensions like the usage of VECM model, IRF and VDC, which jointly 
assists in accurate estimation and forecasting. The VAR model including the 
matrix notation for k can be expressed as follows:

where Xt = ( X1t,X2t ………… ,Xkt),A1,A2,………… .Ap are k × k matrices 
and Ut is k dimensional vector of disturbance (Maddala and Kim 1998). In terms 
of the lag length selection, Akaike Information Criterion (AIC) (Akaike 1974) 
and Schwarz Bayesian Information Criterion (BIC) (Schwarz 1978) have been 
used.

We have further assessed the relationship between FDI and independent variables 
harnessing the Granger causality test proposed by Granger (1969). The Granger cau-
sality test for two stationary variables Xt and Yt involve the estimation of following 
equation:

where �yt and �xt are uncorrelated white noise error terms. The null hypothesis is 
tested using F-test. When the p value is significant, the null hypothesis of the F-sta-
tistic is rejected, which implies that the first series Granger causes the second series 
and vice versa (Enders 1995).

(4)FDI = f (tax, wage, interest, infla, gdp, open, exchn).

(5)fdit = � + �Xjt + �t

(6)Xt = A1Yt−1 +…………⋯ + ApYt−p + Ut

(7)Yt = �1 +

k
∑

i=1

�iΔXt−i +

j
∑

i=1

YjΔYt−j + �yt

(8)Xt = �1 +

k
∑

i=1

�iΔXt−i +

j
∑

i=1

YjΔYt−j + �xt
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Empirical model’s shock and robustness analysis

The impulse response function (IRF) has been used to identify the level of shock in 
the VAR model coming from the regressors to the FDI in Bangladesh. A more robust 
and extended response in the IRF in FDI due to the shock from one variable reveals 
that this particular variable causes FDI. Besides, IRF will also help to trace alternative 
shock between variables (in this case, from FDI to another regressor) (Enders 1995). 
This study has also exploited the variance decomposition (VDC) from an estimated 
VAR model. The VDC is bit different from the IRF. VDC determines the causality 
between two variables based on the relative contribution. Therefore, VDC is the way 
through which we can identify the most influential variable that affects FDI inflow the 
most in the case of Bangladesh.

To analyze the robustness of the VAR model, we have employed the vector error 
correction model (VECM). This model will help to find out the presence of a long-run 
relationship among different time-series data. To run the VECM model, we have first 
tested the existence of any co-integration relationship among the variables. Although 
the Engle and Granger (1987) test is popular for co-integration analysis; however, it can 
identify only a single co-integration; whereas the Johansen (1988) test permits more 
than one co-integration and considers all variables as endogenous (Koççat, 2008). The 
Johansen test is a combination of two tests; the maximum eigenvalue test and the trace 
test. For both cases, the null hypothesis is  the r number of co-integration against an 
alternative hypothesis of more than r number of co-integrations. To execute the VECM 
model, an error correction model (ECM) constituting an error correction term (ECT) 
has been constructed. The ECT can be written as follows:

where � stands as cointegrating coefficient and �t is the error derived from a regres-
sion of Yt on Xt . Therefore, the ECM can be written as follows:

where Ut is independent and identically distributed, �t−1 is the equilibrium error of 
the previous period and if it is non-zero then the model is out of equilibrium and vice 
versa, � is the long-run parameter, � and � are short-run parameters. Furthermore, the 
model reliability has also been tested. The Jarque–Bera test is applied to test the nor-
mality of the main econometric model (Bera and Jarque 1981), the Breusch–Pagan test 
is applied to test the heteroskedasticity in the model (Breusch and Pagan 1979) and 
the Breusch–Godfrey Lagrange Multiplier (LM) test (Breusch 1978; Godfrey 1978) is 
applied to test the serial autocorrelation in the model.

(9)�t = Yt − �Xt,

(10)ΔYt = ��t−1 + �ΔXt + Ut,
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Results and discussion

Unit root and structural break test results

We took advantage of three-unit root tests (ADF, KPSS and PP tests) to detect the 
unit root issues. The test outcomes (Table 2) delineate that all the time-series have 
unit root issues at the level confirmed by the ADF test. However, after the first dif-
ference, all the time-series become stationary at 1% level of significance (except for 
interest rate and wage, which are stationary at 10 and 5% level, respectively) shown 
by the ADF test. Similar outcomes have also been observed through the KPSS test 
and PP test (Table 2). Therefore, we can conclude that there is no unit root issue 
among the time-series after the first difference.

Regarding the structural break in the dataset, the Zivot–Andrew test identifies a 
break in 1995 among 21 observations. The break is portrayed in Fig. 5. From the 
figure, it is evident that in 1995, the inward FDI in Bangladesh experienced a shock 
and therefore, the total inflow reduced than the anterior and posterior years. The 
sudden fall in the FDI inflow in Bangladesh in 1995 was due to political unrest as 
the opposition parties called around 200 days of strikes. Due to the strikes, the busi-
ness environment became so hostile that the MNCs and other foreign nations with-
drew their investment from Bangladesh. However, in 1996 when a new democratic 
government came into power, the inflow jumped again.

Analysis of VAR results and Granger causality test

As the variables are stationary at their first difference; therefore, we can now run 
the VAR model. Here, we have applied the first difference data to avoid any spuri-
ous regression among the variables. The optimal lag length selected by BIC is zero, 

Table 2   ADF, KPSS and PP 
unit root tests in both level and 
first difference

Source Derived by the authors using Stata software
***, ** and * represent 1, 5 and 10% level of significance, respec-
tively

Variables ADF test KPSS test PP test

Test statistics

At level First differ-
ence with 
trend

First differ-
ence with 
trend

First differ-
ence with 
trend

Fdi 1.136 −6.728*** 0.046*** −10.461***
Gdp −1.434 −6.064*** 0.083*** −19.197***
Infla −1.864 −4.015*** 0.101*** −29.676***
Interest −1.978 −3.360* 0.069*** −4.204***
Tax −2.247 −5.010*** 0.051*** −6.483***
Exchange −2.773 −5.169*** 0.044*** −5.834***
Wage −2.611 −3.730** 0.138** −5.124***
Open −0.224 −4.809*** 0.076*** −8.463***
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whereas by AIC it is three. The AIC has the minimum value, so we choose lag three 
for our model. However, at lag three, there exists autocorrelation, which has been 
identified by the LM test (the discussion will follow in the model reliability section); 
hence, we have chosen lag two for our VAR model. At lag two, there is no autocor-
relation problem.

The VAR model outcomes (Table 3) delineate that FDI is influenced by its own 
lag in Bangladesh. In contrast, interest rate (dinterest), corporate tax rate (dtax), 
exchange rate (dexchange) and wage rate (dwage) have no effect on inward FDI in 
Bangladesh. The findings of our paper contradict with the outcomes of other empiri-
cal endeavors. For instance, Boateng et al. (2015) observed that the exchange rate 
and interest rate significantly affect the inward FDI in Norway. Similar outcomes 
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Fig. 5   Presence of structural break in the FDI inflow in Bangladesh in 1995. Source: World Bank Data 
(2018)

Table 3   Outcomes of the VAR 
model

Source: Obtained by the authors from Stata software
***, ** and * denote 1, 5 and 10% level of significance, respectively

Variables Coefficients of the VAR model under lag 2

Coefficients z-statistics p value

Dfdi −0.3090** −2.12 0.034
Dgdp 4.3069** 2.00 0.046
Dinfla 1.4847*** 2.77 0.006
Dinterest −5.3089 −0.97 0.333
Dtax −1.1241 −0.82 0.414
Dexchange 0.8428 0.93 0.355
Dwage 0.5346 0.71 0.480
Dopen 2.5188* 1.90 0.057
Constant 0.1258 1.13 0.260
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were also reported by Kumari and Sharma (2017), Mahmood (2018), and Mishra 
and Jena (2019). However, our finding regarding interest rate is in line with Hos-
sain (2021). Interest rate in Bangladesh is not playing any crucial role in attracting 
foreign investment because of two major reasons. First, the deposit interest rate in 
Bangladesh’s financial institutions is not very attractive, and therefore investors feel 
reluctant to deposit their money (Hossain 2021). Second, the lending interest rate in 
Bangladesh is very high (a double-digit figure), which discourages potential inves-
tors to borrow money from banks in Bangladesh.

Regarding the effect of corporate tax rate, the findings of this paper are in line 
with several other studies (Hunady and Orviska 2014; Kinda 2018). The effect of 
corporate tax is insignificant in Bangladesh because the nation has failed to pre-
sent an attractive tax, VAT, and customs policy. Consequently, venture capitalists 
and investor giants are less interested in investing in Bangladesh (at least up until 
2015). Besides, due to the less attractive corporate taxation policy Bangladesh has 
been performing poorly in the ease of doing business index. Therefore, we recom-
mend that the NBR should take meaningful initiatives to relax Bangladesh’s existing 
corporate tax policy to attract the MNCs that are looking for alternative homes for 
investment.

Furthermore, the wage rate does not have any effect on the inward FDI in Bang-
ladesh (Table 3). Our finding contradicts with the findings of Fan et al. (2018), and 
Seetanah and Rojid (2011). This outcome is unacceptable given that Bangladesh is 
the world’s cheapest labor supplier. On an average, the wage rate in Bangladesh is 
below USD 100/month (The Guardian 2019). Contrarily, Bangladesh’s main com-
petitors such as China, Vietnam, Indonesia and Cambodia provide labor for USD 
150–260, 125–180, 110–180 and 180, respectively (The Financial Express 2020a); 
however, these nations are still the chosen destinations to MNCs for investment. 
Based on our observation, we can claim that domestic wage rate does not determine 
FDI in Bangladesh. Conversely, many studies unveiled that FDI can influence the 
wage rate among the host nations (Pandya 2010; Saucedo et al. 2020), and also FDI 
can enhance wage inequality (Te Velde and Morrissey 2004). The wage inequal-
ity is an effect of the differences of skill level of the domestic labors where highly 
skilled labors are paid handsomely by the MNCs. The issue with Bangladesh’s labor 
market is that most of the labors are unskilled who are apt for low-end manual jobs. 
As MNCs require skilled labors; hence, Bangladesh should focus more on the qual-
ity of the labor rather than the wage level. Therefore, policymakers must focus on 
developing skilled and semi-skilled labors through institutional and vocational train-
ing to build a more competitive labor market. Regarding the effect of exchange rate 
on inward FDI, we found no impact at all. One reason could be the unwillingness 
of currency devaluation (as BDT is gaining strength against USD) by the mon-
etary policymakers. Bangladesh is still going through a negative Balance of Trade 
(BOT) (import > export); therefore, currency devaluation could bring a negative 
impact on Bangladesh’s international trade by making import even dearer. Another 
issue of currency devaluation would be high inflation. However, the devaluation 
can make the export more competitive and can increase the volume of total export. 
The export–FDI–exchange rate nexus in Bangladesh is very complex. For instance, 
Hossain (2021) observed that export and FDI are substitutes. For this reason, he 
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suggested the FDI-led development as an intermediary solution until export can sur-
pass the total import. In other words, strong export growth may decrease inward FDI 
in Bangladesh. Therefore, for an FDI-led development, this study suggests keeping 
up with the exchange rate appreciation policy.

Findings also delineate that the GDP growth rate, inflation rate and trade open-
ness have a significant positive effect on inward FDI in Bangladesh. Our findings are 
also analogous with others (Aziz and Mishra 2016; Hossain 2021; Izadi et al. 2021). 
Although several studies (Agudze and Ibhagui 2021; Boateng et  al. 2015; Rashid 
et al. 2017; Sabir et al. 2019) witnessed negative effect of inflation on FDI, we pre-
sent a positive effect in the context of Bangladesh. The findings are also consistent 
with the findings of Bangladesh Bank and BBS. Bangladesh’s average inflation rates 
in 2018 and 2019 were 5.55 and 5.6%, respectively (The Daily Star 2020). During 
these years, Bangladesh received USD 2.58 and 3.89 billion as FDI, respectively 
(The Financial Express 2020b). Furthermore, we reveal that economic growth is a 
boon for attaining FDI in Bangladesh (Table 3). Bangladesh has been maintaining 
a steady growth rate of 7% or so since the last couple of years. Thus, the upward 
trend of inward FDI (Fig. 4) and high growth rate are perfectly compatible. Besides, 
Bangladesh liberalized its trade rules since the 1990s, and after that, has established 
many bilateral and multilateral trade relationships with other nations. Being open 
now, Bangladesh is more transparent to the MNCs, which opens new windows of 
international cooperation along with international fund transfer.

To put credibility on the outcomes in Table 3, we performed the Granger causality 
test to detect the direction of causation between FDI and other regressors (Table 4). 
It is obvious from the outcomes that the GDP growth rate does not Granger cause 
the FDI inflow in Bangladesh. This finding is completely different from what Hos-
sain (2021) found in the case of Bangladesh. However, other studies have reported 
similar outcomes (Asheghian 2016; Temiz and Gökmen 2014). Further, the Granger 
causality test establishes that it is not the growth rate but the inflation and open-
ness that cause FDI inflow in Bangladesh. The FDI–inflation–exchange rate nexus in 
Bangladesh is very complex. The bidirectional causality between FDI and inflation 
means both can cause each other. However, one causality is natural and the other one 
is superficial. For instance, as inflation soars, FDI inflow gets upsurged. Bangladesh 

Table 4   Outcomes of the 
Granger causality test

Source: Obtained by the authors from Stata software

Granger causality Wald tests

Equation Excluded Chi2 Prob > Chi2

Dfdi Dgdp 4.457 0.108
Dfdi dinfla 7.6922 0.021
Dfdi dinterest 1.2502 0.535
Dfdi dtax 0.75085 0.687
Dfdi dexchange 1.2857 0.526
Dfdi dwage 2.7397 0.254
Dfdi dopen 6.7071 0.035
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receives FDI in the form of USD making BDT stronger against USD, which makes 
the import cheaper and the export dearer. Bangladesh is still experiencing a negative 
trade balance (import > export) and as long as this is the case, FDI-led development 
will be feasible for Bangladesh. Therefore, we claim that inflation causes FDI in 
Bangladesh and it is the natural causality.

Conversely, “FDI causes inflation” is less feasible for Bangladesh. Because, if 
FDI brings inflation, then the currency gets devalued (which is not the case in Bang-
ladesh now) and as a consequence the export will increase and it will surpass the 
total import (export > import) (which is still not the case in Bangladesh) and most 
importantly, it will increase the wage rate which completely contradicts with the pre-
sent labor cost of Bangladesh. Therefore, we can label this causation as superficial 
or fake at least for now. Hence, as long as the FDI-led development of Bangladesh 
holds true, “inflation causes FDI” will also hold true. Thus, this empirical finding 
will be one of the pioneering outcomes of this paper and will assist in mitigating the 
ongoing debate in the FDI–inflation–exchange rate nexus.

A unidirectional causality exists between interest rate and FDI in Bangladesh, but 
the direction goes from FDI to interest rate, not from interest rate to FDI. Hence, 
the interest rate is not an influential factor for FDI in Bangladesh (the reasons are 
mentioned above). Qamruzzaman et  al. (2019)witnessed a bidirectional causality 
between FDI and exchange rate in Bangladesh using a non-linear ARDL framework. 
However, we have found no evidence of causality between FDI and exchange rate 
in Bangladesh. Besides, Rai and Sharma (2020) observed a bidirectional causality 
between FDI and corporate tax in Bangladesh and other South Asian nations; how-
ever, this paper did not find any such causality. Furthermore, wage rate Granger does 
not cause FDI inflow in Bangladesh which is dissimilar from other findings. For 
instance, Saleem et al. (2018) found bidirectional causality between labor cost and 
FDI in China. Lastly, this paper reveals bidirectional causality between FDI and TO 
in Bangladesh, which is consistent with Rathnayaka Mudiyanselage et al. (2021) in 
the case of Romania but different from Saleem et al. (2020) in the case of Bangla-
desh. Moreover, “TO causes FDI” and “FDI causes TO” both are natural relation-
ships. Thus, the VAR-Granger endorses that inflation and TO are responsible for 
inward FDI in Bangladesh.

Impulse response function (IRF) and variance decomposition (VDC) findings 
analysis

The findings of the IRF are depicted in Fig. 6. In the IRF, for a dependent variable, 
any shock on explanatory variables causes the impulse response dies out to zero, 
which explains the stability of the VAR model. The response of FDI inflow due to 
the shock in the exchange rate is almost zero (a slight variation in the path initially 
and after that, there is no change in the time path). Same conclusion is valid for GDP 
growth, interest and wage rate, which discloses the poor explanatory power of these 
regressors. In the case of tax rate, we observe a negative trend, and immediately the 
trend moves into a positive shock which is around 5% at the early stage, and after 
year four, the shock dies out to zero. But in the case of shock in interest, exchange 
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and wage rate, their innovations on FDI inflow are around zero for the whole period. 
Furthermore, the response of FDI inflow due to inflation shock is relatively trivial, 
and we found the impact only at the early stage. After year two, the impact of the 
shock is reduced to zero, and we do not observe any other influence throughout the 
whole period. In the case of openness, the result is quite clear. The innovation of 
openness influences the inflow of FDI up to year four by around 10%. After that, 
the shock reduces, and it dies out at year six. Therefore, the impulse response func-
tion summarizes that the impact on the inflow of FDI due to shock in openness lasts 
longer compared to the other explanatory variables. Thus, the result is very similar 
to the Granger causality test, where we found the bidirectional relationship between 
FDI and openness.

The findings of the VDC are posted in Table 5. The VDC is calculated over a 
10-year forecast horizon to determine how much of the forecast error variance for 
the variables in the model can be explained by innovations to each explanatory vari-
able. From Table 5, FDI inflow is influenced by its own shock, which is 94.45% in 
year two, which gets reduced to 77.12 and 74.29% in year six and ten, respectively. 
Thus, in the long run, the influence of the own shock reduces. The VDC outcomes 
also unveil the explanatory power of the explanatory variables. In a 2-year time 
period (short-run), variables GDP, inflation, interest, tax, exchange and wage rate, 
and openness can explain 0.6, 1.0, 0.08, 0.03, 0.002, 0.02 and 3.5% of the varia-
tion of FDI inflow. Therefore, in the short run, the variation in the FDI inflow can 
be explained better by openness and inflation. However, openness has a more acute 
effect than inflation (in 6  years, the contribution of openness is 10.48%, whereas 
inflation is 0.8%). Again, for 10 years (long run), the contributions of GDP, infla-
tion, interest, tax, exchange and wage rate, and openness to explain the variation of 
FDI inflow are 2.26, 1.06, 2.37, 6.41, 1.00, 2.41 and 10.16%, respectively. There-
fore, from Table 5, we can conclude that openness has the maximum explanatory 
power to define FDI inflow in Bangladesh in both the short and long runs. It is also 
evident that inflation has better explanatory power in the short run and tax rate has 
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Fig. 6   Impulse response function (IRF) analysis
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better explanatory power than inflation in the long run to describe FDI inflow varia-
tion in Bangladesh.

Model reliability and robustness analysis

To test the model reliability, we have employed the Breusch–Godfrey Lagrange 
Multiplier (LM) autocorrelation test, Breusch–Pagan heteroskedasticity test and 
Jarque–Bera normality test. The outcome of the LM test is shown in Table 6. The 
Chi-squared value of the LM test at lag-2 is 79.28, and it proves that there is no 
autocorrelation in the model. The Breusch–Pagan test that holds a null hypothesis 
of no heteroskedasticity in the model shows a Chi-squared value of 0.14 where the 
probability of accepting the null is 71.33%. Therefore, we can establish that there 
is no heteroskedasticity in the model. Jarque–Bera test for normality of the model 
states that the residuals are normally distributed (see Table S1, appendix), and the 
probability of accepting the null in case of FDI, inflation, interest, exchange and 
wage rate, and openness are very high which are 18.52, 22.49, 28.68, 69.80, 79.16 
and 58.54%, respectively. Lastly, the eigenvalue stability test results show (Table S2, 
appendix) that all the eigenvalues lie inside the unit circle, which satisfies the 

Table 5   Variance decomposition (VDC) findings

Source Computed by the authors using Stata software

Period ∂fdi ∂gdp ∂infla ∂interest ∂tax ∂lnexchange ∂lnwage ∂open

VDC of FDI
 1 1 0 0 0 0 0 0 0
 2 0.944505 0.006202 0.010046 0.000825 0.000322 0.000027 0.002913 0.03516
 3 0.829954 0.008138 0.008622 0.013943 0.03186 0.003151 0.004028 0.100304
 4 0.801529 0.010335 0.009021 0.014978 0.057117 0.003062 0.012432 0.091527
 5 0.77785 0.01142 0.00872 0.017847 0.060556 0.003743 0.014105 0.105758
 6 0.77121 0.017601 0.008915 0.017718 0.060221 0.004807 0.014672 0.104855
 7 0.752109 0.018382 0.009765 0.022873 0.06229 0.009215 0.023817 0.10155
 8 0.746667 0.021829 0.009778 0.023805 0.06313 0.009502 0.02402 0.10127
 9 0.744204 0.022736 0.010302 0.023739 0.064039 0.009822 0.024221 0.100937
 10 0.742906 0.022693 0.010674 0.02371 0.064119 0.010025 0.024197 0.101676

Table 6   Breusch–Godfrey 
autocorrelation test outcomes

Source: Derived by the authors from Stata software

Breusch–Godfrey LM test

Lag Chi-squared statistics df Prob > Chi2

1 64.5010 64 0.45894
2 79.2852 64 0.09438
Ho: no autocorrelation at lag order
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stability condition of the VAR. Therefore, we can say that the VAR model is stable 
and normal.

Moreover, we also conducted the Johansen test for our model. Johansen test 
assumes  r  number of cointegration as the null hypothesis where the alternative 
hypothesis is more than r number cointegration. The results (see Table A, additional 
file1) show that at level five, we cannot reject the null hypothesis for both the maxi-
mum eigenvalue test and the trace test. Therefore, we can conclude that both the 
eigenvalue and trace tests show five cointegrations among the variables.

Furthermore, the robustness of the baseline results of the VAR model is fur-
ther assessed by the vector error correction model (VECM), and the outcomes are 
presented in Table 7. It is evident from Table 7 that the ECT is negative (−0.86) 
and influential as the short-run shock gets adjusted in the long run. The value lies 
between 0 and −1, which implies that the error correction process satisfies the equi-
librium condition at an advanced rate, and a deviation of the FDI inflow from the 
equilibrium point in the previous period will be adjusted and fixed by 86.35% rate 
in the current period. The findings of the VECM debunk that short-run relationships 
exist between FDI–openness and FDI–inflation nexus. In contrast, GDP growth, tax, 
exchange and interest rates have no effect on inward FDI in Bangladesh. Moreover, 
the wage rate, to some extent, can influence FDI inflow in the short-run. Therefore, 
we can conclude that the outcomes of the VECM are reliable (although the level of 
significance is different) and mostly represent the outcomes of the main VAR model.

Conclusion and policy recommendation

This paper intends to unveil the uncharted causality between FDI and its macro-
economic determinants in Bangladesh, harnessing a secondary dataset from 1975 
to 2015 and employing the vector autoregression (VAR) approach and Granger 

Table 7   Outcomes of the vector 
error correction model

Source Computed by the authors using Stata software
***, ** and * represent 1, 5 and 10% level of significance

Regressors Coefficient Standard Error Z-ratio p-Value

GDP 5.243514 3.646487 −1.44 0.150
Inflation 1.81928** 0.8501781 −2.14 0.032
Interest −6.156866 7.924338 0.78 0.437
Tax −1.025312 1.590973 0.64 0.519
Exchange 1.159381 1.263435 −0.92 0.359
Wage 2.172538* 1.145722 −1.90 0.058
Open 3.830244*** 1.53331 −2.50 0.012
ECM (−1) −0.8635073*** 0.2485686 −3.47 0.001

1  Table A from Additional File constitutes the Johansen test cointegration outcomes.
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causality test. Besides, impulse response function (IRF) and variance decomposi-
tion (VDC) methods have been used to capture the response of FDI after a given 
shock on an explanatory variable. Furthermore, we have tested the stability of our 
empirical model through different tests and checked the robustness of the core VAR 
model by applying the VECM approach. Based on the VAR outcomes, only the 
GDP growth rate, inflation, and openness are the determinants of FDI in Bangla-
desh, whereas interest, exchange, tax and wage rate do not affect the inward FDI 
in Bangladesh. However, the Granger causality test further filters the determinants. 
According to the Granger causality test outcomes, GDP growth rate granger does 
not cause FDI in Bangladesh, and it’s only the openness and inflation rate that cause 
FDI in Bangladesh.

Regarding openness and inflation, we observed a bidirectional causality. How-
ever, we observed a natural causality (inflation granger definitely causes FDI) and a 
superficial causality (FDI granger does not necessarily cause FDI) between FDI and 
inflation rate. As inflation causes FDI in Bangladesh, BDT becomes strong against 
USD (exchange rate gets appreciated) which makes the import cheaper and export 
dearer and this results the negative BOP (import > export). However, FDI does not 
necessarily cause inflation in Bangladesh, because if FDI causes inflation, then BDT 
gets depreciated which will ultimately bring a positive balance of payment (mean-
ing the export will surpass the import), which is undoubtedly impossible for Bang-
ladesh. In addition, if FDI would cause inflation then the labor cost would go up 
which is not a common labor market picture of Bangladesh. Moreover, the FDI-led 
development is not possible if FDI causes inflation. Therefore, “FDI causes infla-
tion” is a superficial causality for Bangladesh and this is one of the pioneering find-
ings of this paper which is not explored by any other work in Bangladesh so far.

Our findings also indicate that interest rate, corporate tax rate and wage rate do 
not play any role in obtaining FDI in Bangladesh. In case of interest rate, we have 
identified that the lending interest rate is very high in Bangladesh which discourages 
further investment; therefore, we recommend decreasing the lending interest rate so 
that people do not feel reluctant in borrowing from banks. Bangladesh has not yet 
officially declared any tax holidays or tax incentives for the MNCs regarding the 
corporate tax rate. Therefore, this macro-level determinant is still insignificant. We 
recommend the National Board of Revenue (NBR) to launch tax incentives and tax 
holidays for the MNCs so that they can feel that investment in Bangladesh is not a 
burden. Furthermore, we found that the wage rate does not draw foreign investment 
in Bangladesh, and it is very unlikely given that Bangladesh is the world’s cheap-
est labor supplier. We also claim that labor quality is more important that the wage 
rate of the domestic workers. Therefore, we propose developing a semi-skilled and 
skilled workforce through technical and vocational training to earn the confidence of 
the MNCs.

Furthermore, IRF results delineate that openness has the most explanatory power 
on the inward FDI in Bangladesh. Besides, the VDC outcomes also endorse that in 
the short-run, openness and inflation have the most explanatory power, whereas, in 
the long run, openness has the most and tax rate has even better explanatory power 
than inflation in Bangladesh. We have further checked the robustness of the base-
line results of the VAR model through the VECM methodology, and we have found 
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moderately similar outcomes that reveal that both openness and inflation are the 
major determinants of inward FDI in Bangladesh.

This paper particularly focused on the causality between FDI and its selected 
determinants in Bangladesh. In doing so, we only observed the structural break 
(SB) only on FDI in our model; however, we did not incorporate any effect of the 
SB in our main model, which is a limitation of this empirical endeavor. We will 
try to incorporate this in our future studies. Moreover, the availability of data was 
another important constraint for this study, which is why the true effect of the IRF 
was unclear. However, we have accommodated the effects of IRF through the VDC 
analysis.
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