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Summary

Taking into account theory of foreign direct investment (FDI) with neoclassical
and endogenous theories of economic growth, FDI has been identified as a factor which
directly (capital accumulation) and indirectly (technology transfer) positively influences
economic growth. However, empirical findings regarding this matter are quite diverse.
Hence, the purpose of the paper is to take a critical view of the current state of empirical
research regarding the impact of FDI on the recipient country's economic growth. In
doing so, this research will inevitably take a view of the total global FDI inflows from
1970 until present time. The general finding is that there exists no unanimous conclusion
as to the impact of capital inflow on the host country’s economic growth due to a variety
of reasons sometimes not properly treated within the empirical analytical models. More
specifically, this impact varies from being very positive to neutral, at best, or even
negative. The reasons for such ambiguous findings arise from analytical weaknesses (the
way in which analytical samples are created) and the lack of better understanding of
theoretical and empirical aspects of the contribution of foreign capital to the host
country's economic growth (no differentiation between short- and long-term effects).
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1. INTRODUCTION

Economic growth represents an undisputed economic phenomenon and an ultimate
policy objective, irrespective of the prevailing economic doctrine. It makes possible for
nations to achieve higher level of development and for individuals to improve their
economic status on a sustainable manner. As such, economic growth is usually modelled
as a result of the interaction of labour, capital, and technology. For countries scarce in
their own capital and savings, FDI comes as a valuable resource in securing economic
growth, yet without creating additional debt burden. In this context, FDI has a multiplying
effect on economic growth. On one hand the inflow of foreign capital increases local
capital base and employment, while on the other it ensures transfer of modern technology
and know-how, and improves local labour skills, what can be ultimately identified in
higher productivity growth. At the company level, FDI shows an immediate effect on
business performance (direct short-term effects), while later it creates the spillover
effects, which spread across sectors and time spans. These effects can be identified in the
improved productivity level, as well as in the general efficiency of the economy (indirect
long-term effects).

In the recent two decades cross-border capital flows became an important source of
capital for the developing and emerging economies. In 1990 FDI inflow on global scale
reached 207 bn USD, while in 2018 it went beyond 1.500 bn USD (UNCTAD, 2019).
The peak in global FDI flows was realized in 2007, when international capital flows
reached 2.002 bn USD. These figures suggest that FDI is an important factor in the global
economy. Since 2011, more than half of the global FDI flows has been realized in the
developing countries'® where the profitability of investment is estimated at about 8,4%,
while that of the developed countries ranged slightly below 5%!°. As far as foreign capital
is concerned, two thirds of global FDI flows was realized in form of greenfield
investment, while the remaining one third took the form of mergers and acquisitions
(M&A).

Most of empirical researches use total amount of FDI in analysis while ignoring the
fact that greenfield FDI and M&A are two different types of investments by their nature
and as such it is hardly to believe that both will have identical influence of economic
growth. As the former involves mainly new capital assets, the latter is just a transfer of
ownership on existing ones, greenfield would seem more likely to affect growth via
increased physical investment, while M&A would be more likely to do so via enhanced

18 According to the UNCTAD World Investment Report 2019, the top 5 FDI recipient
countries in 2018 were USA, China, Hong Kong, Singapore and Netherlands.
19 UNCTAD World Investment Report 2013.
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productivity growth (Calderén et al., 2004). The lack of distinction between greenfield
FDI and M&A could result in distorted picture of FDI influence on growth.

The paper consists of four parts. After the introduction, the second part presents the
main theoretical aspects of FDI and economic growth. The third part gives a thorough
critical overview of the main findings of the empirical research about the impact of FDI
on economic growth, and identifies the main weaknesses and shortcomings of these
studies. Finally, part four is reserved for conclusion and discussion.

2. MAIN THEORETICAL ASPECTS OF FDI AND ECONOMIC GROWTH

FDI? refers to an investment made to acquire lasting interest in enterprises operating
outside of the economy of the investor. Further, in cases of FDI, the investor’s purpose is
to gain an effective voice in the management of the enterprise. The foreign entity or a
group of associated entities that makes the investment is termed the "direct investor". The
unincorporated or incorporated enterprise’s branch or subsidiary, respectively, in which
direct investment is made is referred to as a "direct investment enterprise". Some degree
of equity ownership is almost always considered to be associated with an effective voice
in the management of an enterprise; IMF and OECD suggest a threshold of 10 per cent
of equity ownership to qualify an investor as a foreign direct investor. An effective voice
in management only implies that direct investors are able to influence the management of
an enterprise and does not imply that they have absolute control. The most important
characteristic of FDI, which distinguishes it from foreign portfolio investment, is that it
is undertaken with the intention of exercising control over an enterprise.

Once a direct investment enterprise has been identified, it is necessary to define
which capital flows between the enterprise and entities in other economies should be
classified as FDI. Since the main feature of FDI is taken to be the lasting interest of a
direct investor in an enterprise, only capital that is provided by the direct investor either
directly or through other enterprises related to the investor should be classified as FDI.
The forms of investment by the direct investor which are classified as FDI are equity
capital, the reinvestment of earnings and the provision of long-term and short-term intra-
company loans (between parent and affiliate enterprises).

Foreign investment can be divided (Julius, 1991) into:

20 Definitions of FDI are contained in the Balance of Payments Manual: Fifth Edition
(BPM5) (Washington, D.C., International Monetary Fund, 1993) and the Detailed
Benchmark Definition of Foreign Direct Investment: Third Edition (BD3) (Paris,
Organisation for Economic Co-operation and Development, 1996).

181



POSLOVNA IZVRSNOST ZAGREB, GOD. XIll (2019) BR. 2 Horvatin D.: Foreign direct investment and economic growth: taking stock of the current...

1. Portfolio investment — which means acquiring securities up to 10% of voting rights
in a foreign company. Investment horizon in this case is a short term, and investor’s
motive is an increase in the securities market value;

2. Foreign direct investment — incorporate acquiring at least 10% of voting rights in a
foreign company with a long term investment horizon. In doing so investor’s motive
is to participate in control and management of the company with and active role in
creation and realisation of the company’s business policy. Further, FDI can be
divided into:

2.1. Greenfield investment — which means setting up a new company abroad. For
the host economy it means: an increase in capital base, new jobs and technology
transfer;

2.2. Brownfield investment — usually means acquiring of the existing companies
abroad, followed by wide restructuring, which sometimes incorporates negative
short term effects in form of layoffs and a decrease in output. In most cases it
is linked to privatization projects, as it was the case with the European
transitional countries during the 1990's. Received capital is often used for
government spending and covering of public deficits, instead of being directed
to new investments;

2.3. mergers and acquisition — are related to a process in which a foreign company
merges with, or take over the control over local company in order to acquire
some strategic asset in that way (technology, licence, market share, etc.). M&A
generally take place between developed countries with sound business
environment and efficient capital markets.

It is generally considered that foreign direct investment represents an important
means of economic growth and development for all countries and for developing
economies in particular. Nowadays, FDI is considered to be the primary form of
international capital flows in the global economy and as such, have a strong impact on
the economies of recipient countries. From the standpoint of host economy, FDI is
considered as an acceptable source of international capital and technology. Moreover, for
less developed countries FDI is a way to participate in the global production chain. In the
case of countries with a low level of capital, FDI is often the main source of capital
necessary for sustainable development. The impact on the domestic economy, however,
is not always the same because it is subject to various factors such as the level of
development and resource availability. New technologies have an important role in the
modern world, especially in the context of economic growth. The economies of smaller
countries and less industrialized regions are trying to attract foreign investment and thus
participate in the global production chain.

182



POSLOVNA IZVRSNOST ZAGREB, GOD. XIll (2019) BR. 2 Horvatin D.: Foreign direct investment and economic growth: taking stock of the current...

Analysis of FDI influence on host country is relevant because of its importance on
total economy, which is in most cases reflected through: inflow of fresh capital,
technological and organisational improvement of production process, stronger
competitive pressure on local companies, employment increase and improvement of
working skills, productivity increase, export growth, positive influence on balance of
payment, increase of tax revenues, macroeconomic stability, integration of local economy
into global economic flows.

2.1. Theories of FDI

There is no unique theory that can explain the phenomenon of FDI. Multidisciplinary
view on economy, international business, organization and management is needed, while
seeking to an answer to the question of what causes and drives foreign direct investment.
The theory of international trade cannot explain the emergence of multinational
companies because of its focus on international trade and not on setting up a business
abroad. Therefore, the theory of FDI can be viewed from different perspectives, while
there is some overlap of factors referred to in some theories, or spread across a number
of different theories. According to Nayak and Choudhury (2014) FDI theories can be
divided into:
1. theories of FDI based on perfect competition;
2. theories of FDI based on imperfect markets;
2.1. industrial organization approach;
2.2. FDI based on monopolistic power;
2.3. internalization theory of FDI;
2.4. oligopolistic theory explaining FDI;
2.5. eclectic Paradigm to FDI;
FDI theory based on strength of currency;
FDI theories related international trade;
linkages between FDI and regional integration agreements;
FDI theories explaining investment from developing countries.

SN

This paper will not go deeper into the explanation of all FDI theories. The emphasis
will be put on theories based on imperfect markets, especially on ownership and
monopolistic power theories as they are complementary to endogenous model of
economic growth, which recognises technological progress as a key element for sustained
economic growth. The essence of industrial organization approach (Hymer, 1960, 1976)
is that companies operating abroad have to compete with local companies that have
advantage in terms of culture, language, knowledge of legal system and consumer
preferences. These disadvantages have to be offset by some form of market power of
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investing company in order to make investment abroad profitable. The source of market
power come in form of patent-protected superior technology, brand names, marketing and
management skills, economies of scale and cheaper source of finance. Hymer considered
technological superiority as the most important advantage, while Kindleberger (1969)
extended the work of Hymer and put forward his theory of FDI on the basis of
monopolistic power. According to this theory, specific advantage appears in form of
superior technology, managerial expertise, patents etc. Such advantages generally
encourage company to invest abroad in order to economically fully exploit them, instead
of having them shared with potential competitors in the foreign market. The bigger the
chance of earning monopoly profits, the higher will be the motive among companies to
invest directly abroad.

Buckley and Casson (1976) explained FDI by stressing the role of intermediate
inputs and technology in a theory known as internalization theory. According to it a
company engaged in research and development may develop a new technology or
process. Instead of selling it to competitors, company may choose to internalize it within
the same organization by using the backward and forward linkages. If the process of
internalization involves business operations in different countries, then the resulting
effect can be summarized as the FDI.

Oligopolistic theory explaining FDI (Knickerbocker, 1973) differentiates between
two main motives of a company when choosing a country as a potential location for
setting up a new facility. On one hand, a company may seek to improve market access of
the FDI host country (Derado, 2013), while on the other company may want to utilize the
relatively abundant production factors available in this country. In addition, there exists
a third motive as a company may invest abroad to match the rival’s (strategic) move.
Under oligopolistic market conditions, companies in an industry tend to follow each
other’s location decision. Knickerbocker (1973) suggests that oligopolistic reaction is
related to the level of concentration and decreases with product diversity. When trying to
explain why companies set up a subsidiary abroad Dunning (1973, 1980, 1988)
synthesized the main theoretical inferences of imperfect markets — the monopolistic and
internalization theories — and added a third, location theory. According to him, a company
would engage in FDI only in case when all three conditions are fulfilled:

L. company should have ownership advantage (eg. advanced technology);

2. it is beneficial to internalize these advantages (instead of marketing them to
competitors);

3. there must be some location advantages to use ownership advantages in foreign

location (abundance with production factors — raw materials, cheap labour force,
country is member of regional integrations, etc.).
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Ownership advantages appearing in the form of tangible and intangible assets
(patents, technical knowledge, management skills, and superior technology) are specific
to a certain company and may be enjoyed over local and foreign competitors. It is more
beneficial to internalize production as it is more profitable then to depend on external
markets. Location advantages of different countries have an important role in final
decision which country will become host to the activities of multinational corporations
(access to protected market, lower production costs, lower political, legal and cultural
risk).

2.2. Theory of economic growth

Economists have always tried to understand and explain the sources of economic
growth in order to help policymakers create an optimal macroeconomic framework which
would make possible GDP growth and full employment in a sustainable manner. All
theories and models of economic growth recognize three key elements — capital, labour
and technical progress. Result of their interaction is long term sustainable economic
growth.

It is generally considered that modern theory of economic growth began with the
neoclassical model, formulated by Solow (1956). He was one of the first economists who
developed growth model which made distinction between old and new capital. According
to Solow, the new capital is more valuable as it is produced by modern technology. Hence,
it will be more productive than the old one. Solow considered that capital, labour and
technology are main contributors to the long term economic growth. According to him,
growth is primarily explained by the accumulation of physical capital and labour, with
diminishing returns on invested capital. All other growth which cannot be attributed to
these factors is assigned to “technological progress”. The sources of technological
progress are not explained by the neoclassical growth model — therefore, it is called
unexplained or exogenous technological progress. It is also known as “Solow residual”
or “Total factor productivity”.

In the 1980-ies, several new economic growth models appeared that tried to explain
technological progress, which are known as endogenous growth models. In the first group
of endogenous models (Romer, 1986; Scott, 1991; Aghion and Howitt, 1992, Lucas,
1993) growth is induced by externalities where one company creates new knowledge
what has positive external effect on production possibilities of other companies as
knowledge, according to this model, cannot be perfectly protected by patent or stayed
secret. The main representative of the endogenous growth theory is Romer whose growth
model is based on innovation. His theory suggests that innovation in the economy creates
new products and technology, which in turn will impact on aggregate productivity growth
throughout the economy. The authors that represent the second group of endogenous
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models (Romer, 1990; Grossman and Helpman 1990; King and Rebelo, 1990, Helpman,
1992.) put more attention to research and development. In these models the rate of growth
depends on the amount of resources that are intended to innovation activities R&D),
degree to which new technologies can be used privately (on the degree of monopoly
power) and the time horizon of investors. Countries (or better said multinational
companies) with advanced research and development bring new technology through the
transition channels and through foreign direct investments in other countries. This leads
to spillover effects and ultimately, through productivity growth, resulting in overall
economic growth. The third group of endogenous models (Becker, Murphy and Tamura,
1990; Jones and Manuelli, 1990; King and Rebelo, 1993) put attention on constant returns
on wide defined capital concept (capital includes human capital) where capital becomes
the main mean of generating endogenous growth. Accumulation of physical capital will
lead to accumulation of human and intellectual capital as well. In other words, AK model
does not make an explicit distinction between capital accumulation and technological
progress. More formally AK model is actually a neoclassical model without diminishing
returns.

2.3. Complementarity of FDI and economic growth theories

FDI is a strong vehicle for capital accumulation and technological change. As both
of these inputs are essential for economic growth, it is expected that the influence of FDI
on economic growth is significant. Such investments are mostly carried out by
multinationals who are leaders in R&D and technology. Hence, FDI is seen not only as a
flow of capital but also as a channel through which technology transfers between
countries can take place. This potential of FDI to serve as a channel of technology transfer
where technology is within endogenous growth models recognised as crucial element for
long term economic growth is a main reason why it has generated a lot of interest to
researchers. According to FDI theory based on monopolistic power, the company has the
exclusive ownership over certain technology (resulting from investment in R&D) and
instead of selling it to foreign competitors, the company decides to enter into the foreign
market either through setting up a new company (greenfield FDI) or through takeover of
existing company (M&A). Both modes of FDI entry contribute to the economic growth
but on different manner and not within the same period.

There are three basic transmission channels through which FDI affects
technological change, improves the physical capital stock and generates economic growth
(Neuhaus, 2006). Greenfield immediately improves the physical capital stock, what,
according to neoclassical model, positively affects economic growth - in short run. If such
company uses a new production technology it will result in increased productivity and
higher economic growth. This channel is called “direct transmission”. The level of the
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impact on economic growth through ownership transfer from local to foreign company
(M&A) will depend on the amount of knowledge transfer (technology, managerial skill,
know-how, marketing) from the investing foreign companies to the local ones. This is
“indirect channel”. In addition to these two basic transmission channels, FDI lead to
second round effects. The presence of foreign companies (especially in developing
countries) makes it easier for domestic companies to adopt new technologies and raise
productivity through technology diffusion and knowledge spillover effects. It is called
“second round transmission”, happens with time lag and has a long term influence on
economic growth.

Theoretically, FDI can influence economic growth in different ways. On the one
hand, the neoclassical model of economic growth (Solow, 1957) suggests that FDI
increases capital base and acts as a source for financing future investment projects
(Brems, 1970). In such a model with diminishing returns, FDI can achieve only short-
term growth effects, what makes the difference between domestic and foreign investment
irrelevant because FDI is treated just as pure capital inflow. Long-term effects could only
be achieved by exogenous, unexplained technological progress. According to this model
the influence from FDI on economic growth were also transitory, not permanent. But, as
FDI is one of the important vehicles for technology transfer, it was believed that FDI has
to contribute to technological progress and thereby to economic growth.

On the other hand, endogenous growth models recognise technology resulting
from investments in research and development as the most important factor which enables
productivity increase and sustainable long term economic growth. FDI is important way
of technology transfer (Borensztein, De Gregorio, and Lee, 1998) from developed to
developing countries, while multinational companies become their mains source. Foreign
direct investments in addition to fresh capital and new investments also include transfer
of managers, knowledge and skills necessary for successful implementation of modern
technology with positive effect on economic growth eventually. Till the emergence of the
endogenous growth models (late 1980-ies), long-term growth in economic models was
not explained. Romer (1986) was the first to overcome the decreasing returns problem of
the neoclassical growth models by modelling increasing returns model through
knowledge and technology spillovers.

3. CRITICAL OVERVIEW OF THE MAIN FINDINGS OF THE EMPIRICAL
RESEARCH

However, empirical findings regarding the growth effects of FDI are not so
unanimous. Although most papers support the finding that FDI positively influences
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economic growth, a considerable amount of research finds these effects to be neutral, or
even negative. Thus, such a divergence in results of various studies has sparked the
curiosity of the reasons behind the differing conclusions.

Theory suggests that FDI may positively contribute to economic growth directly
(through company that receives FDI) and indirectly (through technology and knowledge
spillovers form FDI company to local companies which become more productive and
more competitive). Lots of researchers tested those theoretical influences of FDI to
economic growth — with varied results. The aim of this paper is by reviewing a number
of empirical studies in trying to identify their weaknesses and shortcomings as a possible
explanation for findings. Overview of reviewed literature is shown in tables which follow.
Table 1 presents several researches on the FDI influence on economic growth on bulk

sample of countries.

Table 1. Researches on FDI influence on Economic Growth — Bulk sample

China

Effects of FDI on Weaknesses and
Sources Data span i
EG shortcomings
. 11 African Positive — but Sectorial split of FDI
Adewumi . .
(2006) countries, 1970- statically needed to get deeper
2003 insignificant insight.
- No differentiation between
. . Positive
A 1 2011) India and China, Hicher infl . Greenfield and M&A, no
grawa 1993-2009 ISHCHIITUENCE I ime lag between FDI

inflow and GDP

Alfaro (2003)

47 countries, 1985-
1999

Negative — in
primary sector
Positive — in
secondary sector
Ambiguous — in
tertiary sector

Relatively short period, no
differentiation between
greenfield and M&A,
heterogeneous sample

Alfaro et al.
(2009)

72 countries

Positive — depends
on absorptive
capacities

Heterogeneous sample —
different absorptive
capacities, no
differentiations among FDI

types.

Apergis et al.
(20006)

27 countries in
transition, 1991-
2000

Positive — at
countries with
higher GDP per
capita that
implemented

No differentiations between
greenfield and M&A,
include time leg
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successful
privatization
programs.
Positive —
developed
countries. Big sample, no
Beugelsdijk et 44 countries, Horizontal FDI — dif%;erengati’on between
1. (2008 1983-2003 tr ffect.
al. (2008) stronger etfec greenfield and M&A
Neutral —
developing
countries
Bi 1
Carkovic and 72 countries, 1960- -1g sam]? e? 1o
Levine (2002) 1995 Neutral differentiation between
greenfield and M&A
No diff iati
Curvi, 25 CEEandex | e Grteaticlt el M, o
Mahtuga (2014) | SSSR countries & ) ) e
time period, no time leg
CEEandMENA | T
Darrat et al. (Middle East and ath to recional No differentiation between
(2005) North Africa), ]ionte ratiOIng (EU) Greenfield and M&A
19722002 &
Negative
. Too big and heterogeneous
i Positive — . ..
Harms and 80 countries, 1987- sample, no differentiation
Meon (2011) 2005 Greenfield between short- and lon
Negative - M&A W &
term effects
57 developing Positive — . . .
h
Hayali (2014) countries, 1990- greenfield and SSaIi)lrtl:me period, big
2010 M&A P

Positive — in

Quality of banking sector

Kelber (2011)

1993-2010

Hermes and 67 dev.elopmg interaction with (interest rate margin) is
. countries, 1970- . . .
Lensink (2003) 1995 financial sector more important than its
development quantity (volume).
Positive — better
8 CEE countries, results when FDI
lacovoiu (2013) | comparison 2006 involves higher Longer time series needed
and 2011 level of local
resources
. . No differentiation between
Jimborean and 8 CEE countries, Neutral Greenfield and M&A, short

time period
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Kornecki and

Aggregate data, small
(Slovenia) and big (Poland)

2006

Negative — M&A

Raghavan 5 CEE countries Positive .
countries in the same
(2010)
sample.
Lvroudi et al 18 transitional
T ' countries, 1995- Neutral Too short time period.
(2004)
1998
Short ti iod
Mehic et al. 7 SEE countries, Positive dif(f)ere:trilzt?;?get’v?gen
201 1 -2
(2013) 998-2007 Greenfield and M&
Mencineer No differentiation between
(2003) g 8 CEE countries Negative Greenfield and M&A, short
time period
Nanda (2000) | 53 countries, Positive - greenficld ;F:rg tilegoafnjoﬁrelttiir;)sg 6320“
2001-2005 Negative - M&A ple Ties. vety
short time period.
53 countries splitin | Positive — total FDI . .
. Short time period, no
Neto et al. developed and Positive — differentiation between
(2008) developing, 1996- Greenfield

short- and long-term effects

Nor Hakimah
Haji Mohd Not
et al. (2013)

Sample of
developed and
developing
countries, 1998-

Positive —
developing
Negative —
developed (positive
in interaction with

Interaction of banking
sector quality with
Greenfield and M&A.

Toulaboe et al.
(2009)

two group (with
higher and lower
GDP per capita),
1978-2004

(interaction of FDI
with human capital)
stronger at
countries with
higher income

2009 quality of banking
sector)
Too short time period, no
Savic et al. 14 CEE countries, Positive time leg and difference
(2013) 2005-2010 between short and long term
effects.
Positive- both No differentiation between
Developing groups Greenfield and M&A,
countries divided in | Indirect effects instead of  secondary

education (human capital
proxy) use high education,
no time lag, no difference on
short and long term effects
on host country.

Wang and
Wong (2009)

84 countries,1987-
2001

Positive —
Greenfield

Too big sample. Smaller
homogeneous sample would
give more reliable results.
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Negative - M&A
(positive when host
county has a higher
level of human
capital

Source: As stated in the table.

Final conclusion after reviewing empirical studies how FDI affects economic
growth on bulk sample of countries is that there is no consensus in regards to this question.
Although majority of studies find positive influence, there are studies with neutral and
negative results. Potential reasons for such findings may result from: too short time series,
no time lags between FDI entrance and economic growth, heterogeneous sample and no
differentiation between greenfield and M&A investments. Namely, these two forms of
investment are potentially different in nature and therefore not perfect substitutes for each
other. Mencinger (2003) presumed that the entry mode might be a factor that explains the

negative relationship between FDI and economic growth.

Table 2. Researches on FDI influence on Economic Growth — Individual sample

Effects of FDI on Weaknesses and
Sources Data span .
EG shortcomings
Abdulrahman Turkey, 1980- Positive — short No long term effects, no
and Aga (2014) 2012 term differentiation of FDI
Antwi (2013) Ghana, 1980-2010 | Positive Aggregate FDI
. Turkey, 1960- o
Arisoy (2012) ey Positive Aggregate FDI
2005
Dzambaska FYR Macedonia, Too short period, no time
Neutral
(2013) 20005-2011 lag
. Aggregate FDI, no
. M , 1993- .
Geijer (2008) 5 0(;))(7100 Neutral difference between short
and long term influence
Hassen and Anis . .
Tunis, 1975-2009 | Positive Aggregate FDI
(2012)
Khaliq and Ni Inds ia, 1997- . .
@ 0?);()1 ancéroy ;(1) 006nes1a Positive Aggregate FDI, no time lag
Krstevska and FYR Macedonia, Positi ;1;00 sh(;rité)errlr(ig;go;lmfe
Petrovska (2012) | 2001-2007 ostive Fg’l o Grierentiation ©
Leitao and Portugal, 1995 - Positive — but No difference between
Rasekhi (2013) 2008 insignificant greenfield and M&A
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Neutral — aggregate
FDI

No differentiation between

Skudar (2007)

2002

Massoud (2008) Egypt, 1974-2005 Positive — FDI in greenfield and M&A
secondary sector
. Romania, 2000- . Aggregate FDL short
Mistzal (2010) Positive period, no time lag and long
2009
term effects
. Aggregate FDI — no
Mal 1970-
Mun et al. (2008) | Oa(‘);‘ysm’ Positive differentiation between
greenfield and M&A
Nkechi and Nigeria, 1975- .
Okezie (2013) 2008 Negative Aggregate FDI
Positive — i i N lysis of FDI
Sen (2011) India, 1970-2008 ositive — in service No analysis o
sector influence on other sectors
. . A te FDI,
Sisek (2005) Croatia 19932004 | Neutral ggregate 1%, 10
econometric model
Too short period, no time
Sohinger, . lag and differentiation
Croatia, 1998-
Galinec and roata, Neutral between greenfield and

M&A, no econometric
model

Source: As stated in the table.

Empirical researches based on individual country sample have also resulted with
heterogeneous findings. Main objection is that studies are done on aggregate FDI data
without differentiation between greenfield and M&A investments.

After reviewing the relevant empirical studies, and aiming to dismantle the questions
of the FDI impact on economic growth, four main potential reasons for these ambiguities
have arisen:

One of the most important reasons for ambiguous results can be the use of total FDI
flows and the lack of differentiation between two fundamentally different ways of
entering the host economy, i.e. greenfield investment and mergers and acquisition
(M&A). Since these two types of investment have different characteristics and
motives it is, therefore hard to believe they influence economic growth in the same
way. Greenfield investment means setting up a new company or a plant in the host
country with an almost immediate effect on the increased capital stock, newly created
jobs. However, according to some analyses it can take up to five years for such an
investment to show its full potential in contributing to the local economic growth
(Brada and Tomsik, 2003; Altzinger, 2008). M&A means transfer of ownership of the

192



POSLOVNA IZVRSNOST ZAGREB, GOD. XIll (2019) BR. 2 Horvatin D.: Foreign direct investment and economic growth: taking stock of the current...

existing local company to foreign investor, often linked to some unpopular measures,
such as restructuring, usually followed with inevitable layoffs (eg. privatization
projects). These investments however need less time to realize their full profitability
(as estimated up to three years). When company is profitable this is more beneficial
for the local community (new jobs, additional tax revenues, etc.). Only a few papers
dealt with this problem and made the distinction between greenfield investment and
mergers and acquisition, when estimating the growth aspects of the incoming foreign
capital (Calderon et al., 2004; Wang and Wong, 2009; Harms and Méon, 2013).
However, when doing so, they mostly focused on a short period of time (direct
effects), thus leaving the long-term effects out of scope.

Further reasons for the observed heterogeneity of the results can be found in the lack
of proper differentiation between short- and long-term effects, or micro- and
macroeconomic aspects, as well as in abandoning specific effects arising from breaks
in the time series (financial crisis, crisis of the Eurozone, etc.), or some institutional
aspects to which economic reforms and privatization in eastern Europe belong. It is
unrealistic to expect immediate effects of FDI on economic growth, but most
researchers neglect this and try to measure the influence of FDI on economic growth
without time legs. The papers which take into account the deferred effects of FDI
usually do that without the proper explanation as to their choice of the analytical
method and its theoretical justification. Since FDI makes possible the transfer of
modern technology, effects of which are expected in a longer period of time, the long
term effects should be included in the analysis of the impact of FDI on economic
growth. Furthermore, when entering a new market, foreign company utilizes its
ownership (monopolistic) advantages, which make it more productive than the local
competitors. Although foreign companies try to protect their technology, it spreads
across local companies (through imitation and fluctuation of key personal), which
then became more efficient and productive. Such effects are visible to their full extent
just after a certain period of time, following the inflow of foreign capital on local
market.

Further, a bulk of research has been done on a too big and sometimes even
heterogeneous sample of countries. Putting together developed and developing
countries in an analytical model can result in an outcome which calls for further
explanation and a deeper analysis. Thus, more reliable results are expected to come
from the analysis of more homogeneous samples of countries or industries (according
to the level of economic development, country size, affiliation to some economic
integration, or the economic sectors which received foreign capital, etc.).
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Relatively short time series sometimes combined with statistical methods that do not
fully take into account all the above stated specifies, can only partly add to better
understanding of the reasons behind economic growth generated through FDI.
Empirical analyses are often done on very short time series (less than 10 years),
whereas for more reliable results which will take into account indirect effects of
foreign investments on the FDI host economy, longer time series, yet with respect to
specific time breaks, should be used.

4. CONCLUSION

Endogenous growth models recognised technology as a main contributor to the
economic growth, while FDI theory suggest that company has to have ownership or
monopolistic advantage in form of superior technology and knowledge to enter into the
foreign market. FDI inflow brings capital, but more important is transfer of new
technology, knowledge and skills which through spillover effects leak toward local
companies making them more productive and competitive. Although theory indicates
positive influence of FDI on economic growth, empirical researches do not confirm it in
totally. In most cases findings are positive, but some works indicate neutral or even
negative influence.

By reviewing empirical literature several potential reasons for such ambiguous
results are identified. First, most of researches used aggregate FDI data without
differentiation between two fundamentally different ways of entering the host economy,
i.e. greenfield investment and mergers and acquisition (M&A). Since these two types of
investment have different characteristics and motives it is, therefore hard to believe they
influence economic growth in the same way. Second, reason for observed heterogeneity
of the results could lie in the lack of proper differentiation between short- and long-term
effects, or micro- and macroeconomic aspects, as well as in abandoning specific effects
arising from breaks in the time series (financial crisis, crisis o the Eurozone, etc.), or some
institutional aspects to which economic reforms and privatization in eastern Europe
belong. Third, a most of researches were done on a too big and sometimes even
heterogeneous sample of countries. Taking together developed and developing countries
can result in an outcome which calls for further explanation and a deeper analysis. Fourth,
relatively short time series sometimes combined with statistical methods that do not fully
take into account all the above stated specifies, can only partly add to better understanding
of the reasons behind economic growth generated through FDI
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Taking all the above into consideration, the paper should contribute to better
understanding of the potential impacts of foreign direct investment on economic growth,
by accounting for the weaknesses and shortcomings identified in the previous empirical
research. As such the research should produce results useful for policy makers in creating
better and more efficient economic policy measures aimed at attracting more effective

FDI

10.
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IZRAVNA STRANA ULAGANJA I GOSPODARSKI RAST:
ANALIZA TEKUCEG STANJA EMPIRIJSKIH ISTRAZIVANJA

Darko Horvatin

SaZetak

Analizom teorija inozemnih direktnih ulaganja (FDI) s neoklasicnim i
endogenim teorijama gospodarskog rasta, FDI je identificiran kao faktor koji izravno
(akumulacija kapitala) i neizravno (prijenos tehnologije) pozitivno utjece na gospodarski
rast. Medutim, empirijski rezultati vezani uz to pitanje vrlo su razliciti. Stoga je svrha
ovog rada kriticki sagledati trenutacno stanje empirijskih istrazivanja vezanih uz utjecaj
inozemnih direktnih ulaganja na gospodarski rast zemlje primatelja kapitala. Pritom e
ovo istrazivanje uzeti u obzir ukupan svjetski priljev FDI-a od 1970. do danas. Generalni
Jje zakljucak da ne postoji jednoglasan stav o utjecaju FDI-a na gospodarski rast zemlje
primateljice kapitala zbog razlicitih razloga koji se ponekad ne primjenjuju ispravno u
empirijskim analitickim modelima. Preciznije, taj utjecaj varira od vrlo pozitivnog do
neutralnog, u najboljem slucaju ili cak negativnog. Razlozi takvih dvosmislenih nalaza
proizlaze iz analitickih slabosti (nacin kreiranja analitickih uzoraka) i nedostatka boljeg
razumijevanja teorijskih i empirijskih aspekata doprinosa inozemnog kapitala
gospodarskom rastu zemlje primateljice kapitala (ne razlikuju se kratkorocni i dugorocni
ucinci).

Kljucne rijeci: FDI, gospodarski rast, greenfield investicije, spajanja i
preuzimanja.
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