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Abstract

The aim of this paper is to analyse influence of foreign direct investments (FDI) on
economic growth of Croatia in period between 1995.and 2011. According to economical
theory FDI have positive influence on economical growth of the country receiver of
investments. The question that this paper is trying to answer is. Is economical theory in
case of Croatia confirmed or are the circulation of chosen macroeconomic indicators of
economical growth contrary to the expectations. In the paper is analysed the influence of
the FDI on employment, GDP, export and investments.

The first part of paper describes economical theory and expected consequences of the
FDI, the second part of the paper describes movement of the FDI in Croatia, with
overview on the structure and short comparison with the transition countries. The third
part of the paper is the analysis of FDI relating to each of above mentioned economical
indicators of economical growth.

The analysis shows that foreign direct investments do not influence on chosen indicators
or that FDI do not influence significantly. Based on the given results that are opposite to
economical theory the conclusion is that problem is mainly in the structure of FDI with
special emphasis on small part of greenfield investments.
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1. ECONOMICAL THEORY AND EXPECTED CONSEQUENCES OF
THE FDI

“Foreign direct investment (FDI) is a category mfeéstment that reflects the objective of
establishing a lasting interest by a resident enigs in one economy in an enterprise that is
resident in an economy other than that of the dimeeestor. The lasting interest implies the
existence of a long-term relationship between tirect investor and the direct investment
enterprise and a significant degree of influencéhenmanagement of the enterprise. The direct or
indirect ownership of 10% or more of the voting movef an enterprise resident in one economy
by an investor resident in another economy is exgdeof such a relationship.“ (4th Edition of the
OECD Benchmark Definition of Foreign Direct Investn)

Economical theory explains the FDI through the mestiof receiver and giver. In theory,
expected consequences of the FDI are explainedritext of country, and not in the context of
specific company. Generally speaking, FDI is marigable channel for accumulation then credits
on international market. It is the best way forngfer the ideas, know-how and technology.
Receiver motive, as well as expected consequeigggneral social benefit through economical
growth, decreasing unemployment, positive influemee foreign trade, increasing of export,
increasing of labour productivity.

General social benefit directly follows from aspecuch as paid income taxes by
multinational companies to national budget, transfeknowledge and skills, raising qualification
of employees and quality of labour, increasing ahéstic products on foreign market, increasing
the efficiency of domestic manufacturing sectorsmgosing competition and consequences from
increasing efficiency of rest of the economy knoas ‘spillover’. According to theory and
economical intuition FDI should increase demand domestic row materials and domestic
products in generally, and FDI should contributélitersification of economy structure of country
receiver of the investments. Generally, FDI, actwydo economical theory, has positive effect in
national economy on macro as well as on micro level

Positive effect of FDI on export was proven by Baand Bradley(1997) on data from
Irish. Their conclusion was that increasing of expmas significantly influenced by foreign
manufacturers because the investment was mainlyséaton export. Similar positive connection
between export and foreign investments found J€B86R) in Poland. His analysis showed that
FDI influenced positive on technological intensity polish export. FDI can directly induce
commerce and economical activity for country reeeithrough increasing the efficiency of
domestic investments. According to Bosworth andli@s(1999) the FDI has positive effect on
investments in transitional countries. If the reee$ of the FDI are transitional countries the effe
of capital inflow can be covering the current aauadeficit and fiscal deficit.

Gruben and MclLeod(1998) analysing countries in bgment confirmed positive
connection between FDI and economical growth. Tdmaesyear Borensztein, De Gregorio and
Lee(1998.) confirmed the existing of positive riglatbetween increasing efficiency of domestic
investments and FDI using data from 69 countriedevelopment. Analysing data form transition
countries of Central and Eastern Europe Laeiic, Mari¢ and Mikulic(2005) confirmed
“crowding-in effect”, positive relation between FRind domestic investments. Verhon and
Vasarevc(2011) confirmed that both domestic capital FDI were statistically significant factors
in producing the economy growth in Central and &asEurope during the 1992 — 2007 time
period. Todaro and Smith(2003) state that the EDdffective instrument in covering differences
between planed government income and realised iacdfmaft and Galac(2000) analysed
increasing competitiveness trough inflow of foreignvestments and effect on competitive
environment in banking sector and concluded “Iblw/ious that arrival of foreign banks only
partly intensified competition.”

However, FDI can cause and negative effect on #eeivers economy. According to
Graham and Krugman(1995) one of the costs causedhfloww of the FDI is decreasing of
employment as a result of labour rationalisatiohe Thegative effect can be increasing of net
import as a result of higher import from centratmganies or through impact on income in balance



of payment because of insignificantly investmentpobfit in companies made by FDI. Some
authors are sceptical towards FDI due to the faat it makes good platform for monopoly, and
there by that it can have great influence on cguettonomical policy. One of the possible
disadvantages of FDI inflow is reducing manufactgrof domestic companies or reverse transfer
of knowledge, technology and know-how from countegeiver of investment to country that
invests. Barry and Bradley(1997) deal with negatingact of multinational companies on
domestic manufacturers by taking over part of tteeket. Furthermore, economical policy that is
too concentrated towards multinational companies cause economical instability in country
receiver of investments.

There are a large number of studies regardingioelatetween FDI and economical
growth and although most of them confirmed positmpact of FDI on economical growth, some
of the studies confirmed negative impact of FDlemonomical growth through monopoly and
instability of country on its developing path thgiudistracting country interests. Number of
studies that we can'’t neglect doesn't find sigmificimpact of FDI or even finds negative effects
(Gorg,Greenaway,2003)

2. FDI IN CROATIA

Inflow of FDI in Croatia (Figure 1) can be dividéuo three periods. First period lasted
up to 1998 with a minimum annual investment iwnflof 2 billion euro of which 79% are equity
investments. The second period is a result of pisaion of telecommunications, financial sector
and Greenfield investments in trade sector from8189 to 2009 in which 55% are equity
investments. The third period, in which Croatigdday, is a direct consequence of global crises
and major downfall of FDI.
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Figure 1. Inflow of FDI in Croatia (in million euyo

Source: Made by authors according to Croatian National Bank data

The latest data on foreign direct investments shdwn UNCTAD’s inward FDI
performance index (Figure 2.) shows that Croatmlbaest ranking in the 2010. Rank is covering
141 economies, and according to this indicator txaa ranked 112th place in 2010 which is the
lowest rank since 1993.(UNCTAD, 2011)

1993 1985 2000 2005 2008 2007 2008 2009

2010

Croatia 80 105 46 52 38 31 27 44

112

Figure 2. Inward FDI Performance index
Source: UNCTAD, World investment report 2011.



Cumulative overview of investments in Croatia (Fgu3) clearly justifies Inward
Performance Index. During the conflict period (1991995) average annual FDI inflow was only
189,2 million euro, with remark that data on FDIGnoatia are lead only from 1993. In period
from 1993 to 2000 Croatia generated 4.488,4 miléono, while in the following 8 years Croatia
generated 17.419,9 million euro of FDI inflow. Aftine war, FDI in Croatia took off, increasing
significantly on the annual basis. Therefore, dohfberiod and consequences of war in Croatia
lead to significantly FDI inflow not until 1996 whehe inflow of FDI was higher than the sum of
inflow from 1993 till 1995. Positive world investmieclimate, and a fact that significant number
of companies went through privatisation procesd teaapid increase of foreign capital.

In the late 1990s, major privatisations occurredhi@ banking and telecommunications
sector. Privatisation of service was particulartyaetive to foreign investors because it was an
easy market access and opportunity for the monopolyer. Export oriented manufacturing
wasn't so attractive as it had limited access ®Ehoropean market at the same time. In the 2000
the privatisation process slow down mainly dueh ¢oncerns of corruption. “In Croatia in 2012,
the State holds a minority stake in over 600 congsaand more than 50% of assets in over 60
companies. Seeking to leverage increased inventian on the back of its accession to the EU,
Croatia is set to reinvigorate its privatizationver” (UNCTAD, World investment report 2012)
Regarding to listed date this is one of the mostsssful result accomplished in Central and East
Europe. “Croatia compares favourably to its neighban terms of FDI attraction relative to the
size of economy.” (UNCTAD, World investment rep@012) But, by strengthening economical
and financial crises Croatia deals with huge desingeof FDI. In 2010 there was 4 billion euro of
FDI less than in 2008 which is fall of 94%. (Makti¥i¢,Vojak,Pozega,2012)

Figure 3. Total Fdi and FDI by cumulation

Total Cumulation

1993, 101 101
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Figure 2 Total FDI and FDI by cumulation

Source: Croatian National Bank

Privatisation process can easily be followed bioinfof FDI (Figure 3). For example, in
2004 in Croatia data show decrease of FDI, andishaertainly consequence of lack of bigger
privatisation project. Up to 1998 about 70% of isiveent was in processing industry, while in
1999 that percentage is only 20%. (Sisek,2005)

Major fall of investments in 2010, 2011 even in 20dan certainly be justified on
grounds of crises. Negative and significant infeemf crises in transitional country was proven
by Globan(2011) But, when speaking of Croatia weeht® mention bad rating as a country with
high risk what most certainly is a great barrier feDI inflow. When analysing Croatia’s
investment climate, the World Bank, the Europeanobrand different commercial services all
conclude that Croatia needs to improve businessatdi and deal with problems like corruption,
bureaucratic procedures and high cost of doingnessi

According to the World Bank Doing Business raki@@43 Croatia is at $4place among
the 185 economies. In 2010 Croatia was G8nong 183 economies. The country stands
particularly low in “dealing with construction peitst (143%) and “protecting investors” (139,
(World Bank, Doing business 2013 data for Croatia)

2.1.  Structure of FDI in Croatia

Analysing data on FDI inflow in Croatia one mightnclude that Croatia (looking from
prospective of positive influence of FDI mentioneatlier) is at enviable position towards other
transitional countries. But, influence of the inteekcapital can not be judged only by its quantity.
The structure and composition of the invested edp# of the greater importance than the
quantity.

Most of the FDI in Croatia is a result of privatimsm processes and went into already
existing companies. Although foreign capital thaflaws trough privatisation could have same
effects as greenfield investments, in Croatia pisation process was based on acquitition of
companies that were already successful even withouatisation therefore privatisation didn't
influence as increase of the competetives of exqantor.

The greenfield investments (investments into congsamstablished only by foreign
capital) are almost negligible. Besides that, moftthe investments weren’t in export or
manufacturing sector. In period 1993-2004 less 8@ of total FDI inflows has been related to
new investments. (Sohinger,Galinec and Skudar,2005)

In period 1993-2012 "% quarter 33,7% were investments in financial intedmtion,
insurance and pension funds, 10,1% in wholesatketeaad commission trade, 6,8% in real estate
activities and 6,6% in post and telecommunicati@%% in manufacture of coke and petroleum
products while 5,1% went into manufacture of chexnand chemical products and 4,9% in retail
trade. Manufacture of other non-metallic minerabgurcts had inflow of 3%, as well as other
business activities. Real estate are at 2,5%, Aratheer activities are 18,2% of total investment
inflow up to third quarter of 2012.
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Figure 3 FDI by sector form 1993 to 2012
Source: Croatian National Bank

When reviewing structure of FDI in Croatia it isvidiusly that most of invested capital
primarily went into service sector and has largdgused on serving the domestic market.
Structure of service FDI is primarily to bankingdatelecommunications privatisation in late
1990s. Although the manufacturing sector attraatedligible part of investments it was an
important recipient of foreign direct investmentthe immediate after war period. The banking
sector has been the largest recipient of FDI andoupO00 the number of State owned banks
dropped from 26 to 3, while nhumber of privately-@gnbanks rose from 18 to 40. By 2000,
foreign banks made up to 90% of total banking asq&iraft,Stika 2002) The wholesale trade
and commission trade and retail trade has recdivedecond most FDI. The third largest sector
for FDI inflows has been chemical and pharmaceuimdustry. The petroleum refining sector
only began receiving FDI in 2003 when privatisatmiINA began, but since then has become
fourth largest industry. The ICT sector has alseedr FDI inflow by privatisation. FDI has also
gone in real estate activities mostly because wigm.

Already mentioned absence of greenfield investmeatsl adverse structure of
investments with mainly inflows in service industsyprobably main reason for lack of stronger
effects on macro economical indicators. Studiesl @04 confirm thesis that investments in
processing sector didn’t cause bigger effect onufature, productivity or export as it was case
in some other transitional countries. (Skudar,2004test Croatian National Bank report in 2012
it is clearly stated that only half of total FDI mteinto new projects. New projects are mostly in
real estates, tourism and trade. Unfortunatelgrettare no major investments in manufacturing
sector in 2012. (Report CNB, 187, 2012) It is adbwiously that unsatisfactory structurally trend
is continued in first quarter of 2013. The begimnof 2013 is characterized, next to global risk
aversion and global decreasing of investments, digribrated perception of risk in Croatia in
regard to most of comparable countries. (Report G8B, 2013)

Reviewing data on structure of FDI in Croatia itolsviously that Croatia has too little
Greenfield investments and that the investment® weaiinly focused on privatisation of already
existing more or less successful companies. Althptite world greenfield investments 2009 and
2010 had decline in values terms they held steady®(11 and developing and transition
economies hosted more than two third of the tadhler of greenfield investments in 2011.

2.2. Comparison of Croatia and the transitional countries

When speaking about the significance of FDI in ttamsition countries two effects are
usually mentioned: effect on economic growth aridatfon export performance.

Effect of FDI on transition economic was object sdveral studies. Kinoshita and
Campos(2003) did the research for the period 1¥8BIincluding 25 Central and East European
countries. The result of study confirms the hypsth¢hat FDI have significant positive effect on
the economy growth. Lovréevi¢, Mikuli¢ i Mari¢(2004) studied efficiency of investments and
FDI in eleven transitional countries in period frol894 to 2002. Lovritevi¢, Buturac and
Mari¢(2004) analysed impact of FDI on domestic investsiem transitional countries.
Bogdan(2010) analysed relation between foreignstments and economic growth in Europe’s
post-transitional countries but he didn't find giv& relation between analysed variables.



According to the data from UNCTAD world Investmarport for 2012 in South-East
Europe, manufacturing FDI increased, buoyed by aditipe production costs and open access to
EU markets. Also, FDI to the transition economigzréased by 25 per cent in 2011. FDI flows to
transition economies are expected to grow furthe2012 and exceed the 2007 peak in 2014.
(UNCTAD World investment report 2012)

When comparing inflow of FDI in Croatia with neighlr countries in South-east Europe,
statistic is more than satisfying. In 2006 outai&l FDI gone into South-east Europe 35,9% went
into Croatia, in 2007 39,8%, in 2008 48,8, in 28@47%. The lowest inflow compared to other
South-east European economies was in 2010 only 02011 inflow rose again to 22,46%.

According to UNCTAD Investment report FDI to tharsition economies of South-East
Europe recovered strongly in 2011. In South-Easbfe, competitive production costs and access
to European Union markets drove FDI and inflowstremsition economies are expected to
continue to grow in the medium term reflecting arenimvestor-friendly environment.

Although Croatia because of the war wasn't in gquukition compared to other
transitional countries, if GDP per capita is congghin some of transitional economies in period
1993 — 2012 conclusion is very interesting. Betten Croatia were only Czech Republic,
Hungary and Estonia. The data given in Figure dkdovery encouraging, but the impression is
changed by looking at the structure of FDI and edusnsequences.
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Figure 4 FDI per capita for selected transitionrexuies, 1993 - 2012

Source: Croatian National Bank

3. ANALYSIS OF RELATIONS BETWEEN FDI AND SELECTED
MACROECONOMIC INDICATORS

Considering the fact that capital in modern timealmost completely free to move
between economies it is very interesting to seethéhnehere is relation between FDI and some of
the indicator of economic growth. For purpose @ flaper we will try to determine whether there
is relationship between FDI and employment, GDppeixand gross fixed-capital formation using
linear regression. It is important to emphasizé thast of the similar analysis didn’t confirm FDI
theory of positive impact on economy receiver ol .FD

3.1. Model and Data

FDI data was retrieved from Croatian National Bamkile employment, GDP per capita,
export and gross fixed-capital formation data wegaved from Croatian Bureau of Statistic. Data
used in analysis is for period 1995 — 2012. Datanisual which means that there are eighteen
observations.



The regression analysis was done using a modeimfies linear regression. Dependent
variable (Y) are export, GDP per capita, grossdigapital formation and employment, while
independent variable is (X) foreign direct investimeDetermining the characteristics of
relationships between variables in Croatia starith vecatter diagram, and finishes with
interpretation of results.

The regression equation is

yi=a+pBx;+eg, i=12..,n
1)

where o and 3 are unknown parameters, and variabie error term in model. Model with
estimated parameters is

y=a+px.
(2)
The regression value is calculated by using theesgion

y= c?+,l§’xi, i=12..,n.
3)

The regression value is estimation of dependerialviarY with real value of independent variable
X, and difference between the regression valueraatvalue of dependent variable is error term
&l

3.2. FDI and export

The impact of foreign direct investments on Craatizanufacturing exports was analysed
by Vuksi (2005). Vukst concluded that foreign direct investment had pasiand statistically
significant impact on export, but that this impagts very weak. Kersan-Sk&kand Orlé (2009)
tried to determine whether there is a relationghgween trade and FDI inflow in Croatian
economy and in what direction. They came to comgtuthat FDI have no direct link with trade.
Kersan-Skaldi and Zubin (2009) determined that FDI inflow do¢dmave effect on the GDP
growth and export.

Scatter diagram in Figure 5 is showing correlabetween dependent variable export and
independent variable foreign direct investment.ekindetermination coefficient i$=0.633855,
and corelation coefficient is r=0,79615. This igemsonably large value, and indicates a real
relatioship. The correlation is reasonably strong positive between variables in period from
1995 to 2012 in Croatia.
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Figure 5 Scatter diagram and regression line faakées export and FDI in Croatia in period
1995-2012

In analysis we used log-log model so that variabkes] in analysis were

LOGEXPORT = log(EXPORT) LOGFDI = log (FDI)
(4)

Equation of regression model with estimated pararsgs
Vrocexporr = 12.6630252289 + 0546025389079, 0¢rp:
)

The linear regression result interpretation is:
If direct foreign investments increase by 1%, expoll average increase by 0,546025%

Average deviation of empirical values of dependeariable from line of regression is
shown by estimation of standard deviatiér0.419233 According to F-test and signification of
regression for export, p-value is 0,0001 and with,05, null hypothesis of this test, that says that
regression is not significant, is rejected. In nlodlk assumptions that justify use of linear
regression model have met.

3.3. FDI and employment

Already mentioned Kersan-Sk&band Zubin (2009) determined that impulse in fomeig
direct investment significantly influence on rech@iemployment in country, before as well as
after takeover of company.

Scatter diagram in Figure 6 is showing correlatibatween dependent variable
employment and independent variable foreign dimeetstment. Linear determination coefficient
is ”=0.416686 what means that FDI explains little & thariation in employmenthe correlation
coefficient is r=0,645512 which means thhetcorrelation is relatively week and positive bedw
variables in period from 1995 to 2012 in Croatia.



—— LOGEMPL=12 87+0.05353"LOGFDI

14.25

14.20 w

14.15 4 g

LOGEMPL

14.10 "
&

14.05 e

14004,

13.95 4 . T . ‘ i
20 21 2 23 24 25

LOGFDI

Figure 6 Scatter diagram and regression line faalées employment and FDI in Croatia in
period 1995-2012

In analysis we used log-log model so that variabkes] in analysis were

LOGEMPL = log (EMPL) LOGFDI = log (FDI)
(6)

Equation of regression model with estimated pararegs
(7

The linear regression result interpretation is:
If direct foreign investments increase by 1%, empient will average increase by 0,053528%

Average deviation of empirical values of dependeatiable from regression line is
shown by estimation of standard deviatigr0.063979 According to F-test and signification of
regression for export, p-value is 0,0038 and with,05, null hypothesis of this test, that says that
regression is not significant, is rejected. In nlodlk assumptions that justify use of linear
regression model have met, accept for assumptioaubacorrelation. Referring to the Durbin-
Watson test for the 5% significance level we refaetnull hypothesis of no autocorrelation.

3.4. FDI and gross fixed-capital formation

Lovrin¢evi¢, Buturac and Maéi (2004) analysed impact of FDI on domestic invesiisie
using regression analysis and data of transitiooahtries. They confirmed hypothesis that inflow
of foreign direct investments in period 1993-2002wverage stimulated domestic investments.

Scatter diagram in Figure 7 is showing correlatimiween dependent variable gross
fixed-capital formation (CAPITAL) and independerdriable foreign direct investment (FDI).
Linear correlation coefficient i€¥0.579225 what means that fdi explains littel & thariation in
gross fixed-capital formation. r=0,76106 what methwt the correlation is relatively week and
positive between variables in period from 1995Q@@22in Croatia.
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Figure 7 Scatter diagram and regression line faakées gross fixed-capital formation and FDI in
Croatia in period 1995-2012

In analysis we used log-log model so that variabkes] in analysis were

LOGCAPITAL = log (CAPITAL) LOGFDI = log (FDI)
(8)

Equation of regression model with estimated pararsds

j}LOGCAPIT(SS = 1581583 + 0'385587XLOGFD1

The linear regression result interpretation is:

If direct foreign investments increase by 1%, grfssd-capital formation will average increase
by 0,385587%

Average deviation of empirical values of dependeatiable from regression line is
shown by estimation of standard deviatiér0.331997.According to F-test and signification of
regression for gross fixed-capital formation, peeals 0,0002 and with=0,05, null hypothesis of
this test, that says that regression is not sicgnifi, is rejected. In model all assumptions that
justify use of linear regression model have metept for assumption on autocorrelation.
Referring to the Durbin-Watson test for the 5% Higance level we reject the null hypothesis of
no autocorrelation.

3.5. FDl and GDP

This linear regression was made by using data ft885 to 2011 on annual bases which
means that there were 17 observations. Scatteradieip Figure 8 is showing correlation between
dependent variable GDP and independent variableigiordirect investment. Coefficient of
determination is%0.431204 what means that FDI explains little of thariation in GDP. The
correlation is relatively week and positive betweariables in period from 1995 to 2011 in
Croatia.
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Figure 8 Scatter diagram and regression line faalées employment and FDI in Croatia in
period 1995-2011

In analysis we used log-log model so that variabkes] in analysis were

LOGGDP = log(GDP) LOGFDI = log (FDI)
(10)

Equation of regression model with estimated pararsgs
Vrocepp = 20.74644 + 0.235908%, 06 rp;
(11

The linear regression result interpretation is:
If direct foreign investments increase by 1%, GDPaverage increase by 0,235908%

Average deviation of empirical values of dependeatiable from regression line is
shown by estimation of standard deviatiér0.393284.According to F-test and signification of
regression for GDP, p-value is 0,0042 and witf),05, null hypothesis of this test, that says that
regression is not significant, is rejected. Modas$ Iproblem with autocorrelation referring to the
Durbin-Watson test for the 5% significance level weject the null hypothesis of no
autocorrelation.

According to linear regression analysis three oufooir models have problem with
autocorrelation. That means that deviations fromrassion line are unexplained changes of
dependent variable in different time correlated anat they were impact by similar factors.
Autocorrelation has negative effects on resultd, inimplicates possible neglecting of significant
variables in model. The only model without the aotoelation problem is model with export.
Second problem with models is in their low repréatwve. Again, the only model that has
relatively strong representation is model with expas dependent variable. The only
representative model, with all assumptions met ésleh with FDI as independent and export as
dependent variable.



4. CONCLUSION

According to economic theory, the effect of the Fibl economic of receiver should be
positive regarding economic growth, employment, cekplabour productivity and almost all
macroeconomic indicators. Although there are soom@mists that are warning about possible
negative effect of FDI, most of them agree that RBd positive effect on economy in long term.

Indicators for Croatia, as transition country, &3 inflows could lead to conclusion that
Croatia is very successful at attracting foreigmestments but reviewing FDI structure one can
instantly come to conclusion that Croatia has undaable structure of FDI inflow. Most of the
inflow was directed into already successful comeahrough privatisation process, and there was
very little of Greenfield investments that are nmypshe main generator of positive effect on
receiver economy.

Most of studies show that positive effect of FDIGnoatia wasn't accomplished in way
that economic theory assumes. Also, studies thafiram economic theory are usually confirming
that influence of FDI is not significant. To comfirtheory, analysis of FDI and its impact on GDP,
employment, export and fixed gross-capital fornratieas made using linear regression. After
analysis three out of four models were ignored bseaf problem in assumptions of model. But,
model with export as dependent variable shows Fiidthas positive effect on export what is a
confirmation of economic theory. This simplifiedadysis that is considering only the export is not
enough to make general conclusion about impactDdfdh economic growth. Based on the given
results of studies, that are opposite to econoh@orty the conclusion is that problem is mainly in
the structure of FDI with special emphasis on sipait of Greenfield investments.
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