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1t is an excellent paper from excellent researcher mastering superbly the knowl-
edge received in the field. It is clearly established and proved that FDI has played
and is playing a key role in the take-off phase of economic development, in pulling
countries out of poverty, breaking the vicious circle of no-income-no saving-no in-
vestment. At the same time, the author makes a well informed judgment by saying
that FDI is never a panacea in itself; it can be beneficial only if helped by adequate
government policies. Bad government policies can ender FDI even detrimental to the
development of particular countries as it has been shown by the example of Uzbeki-
stan. Having elaborated his thesis about the virtues of FDI and the policies of maxi-
mizing those virtues, the author reviews some practical examples in Latin America
and South East Asia. Lessons learned for his home country, Georgia, worked out in
a sophisticated, very useful and well balanced way.

Professor Lajos Bokros

Central European University

Director of Financial Advisory Services for Europe and Central Asia, Worldbank
Former Minister of Finances of Hungary

The research focuses on the impact of Foreign Direct Investments (FDI) on
transitional and developing countries. The central argument is this impact varies
according to the policy environment created by the recipient countries and the type
of investment regime they operate. The research is based on a comprehensive lit-
erature review of contributions on the impact of FDI on transitional and developing
countries. In a second step the author pays particular attention to a country specific
experiences focusing on Mexico and South-East Asia. The study concludes with
a country specific analysis of Georgia — the author’s home country, where the re-
searcher makes clear and very valuable policy recommendations on how to maxi-
mize the benefits of the FDI. The research and the argument is perfectly organized
and structured, which makes it very accessible. The Georgian case is very insightful
as i1t draws on the personal expertise of the author and his high qualification. I en-
courage the author to publish this study.

Doctor Uwe Puetter
Center for Policy Studies
Head of Department of Public Policy, Central European University
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The Role of FDI in Transitional and Developing
Countries and the Benefit-Maximizing
Government Policies

Chapter 1

Introduction

The end of the era of closed and command-based economies introduced un-
precedented opportunities for transitional and developing countries to bridge
the gap with already developed countries and catch up with the process of irre-
versible globalization. Opening up and trade liberalization created qualitatively
new realia that allow for drastic changes and accelerated economic development
- given the unique possibilities of spreading the gains of technological revo-
lution, importing capital and superior knowledge based assets in the domestic
economy.

Accordingly, the importance of import for transitional countries is difficult
to overestimate. In the contemporary world, the open economy provides the pos-
sibility to concentrate on the four major types of imports - capital, goods and
services, institutions and innovative ideas. When analyzing success of certain
transitional and developing countries (TDCs), one observation comes to be very
vivid, - those countries that have caught up with the developed nations suc-
ceeded in doing so because of importing of the above-mentioned goods, thus
overcoming the necessity of reinventing the wheels and leaping forward through
the decades. In fact, not only these countries, but also all developed Western na-
tions owe a great part of its current technological knowledge and productivity to
inventions imported from other countries. A substantial part of what they owe,
not only goods and services, but also the knowledge and ideas, are acquired
through international trade and investments.

One of the most attractive channels of transferring the capital, technologies
and knowledge is widely and objectively considered to be Foreign Direct Invest-
ment (FDI). This has soared a tremendous importance over the past decade as a
source of supplying the developing world and countries in transition with these
and other important gains. Substantial flows of foreign direct investment were
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regarded as a crucial factor accelerating the creation of market systems and re-
structuring of the transitional economies. Many studies attested a broad correla-
tion between FDI and GDP growth, between FDI and growth in labor productiv-
ity as well as between FDI and export performance (Dyker, 1999: 9). Majority
of those studies suggested that successful transition countries were able to grow
to a large extent due to improving productivity through transferring advanced
technologies on the one hand and through efficiency “spillovers” on the other.

At the same time, notwithstanding a seemingly positive association between
FDI and economic growth, the empirical literature has not yet reached an overall
consensus on the direction of this impact, suggesting that FDI can be either ad-
vantageous or maleficent to growth depending on various factors and variables.
It also struggles to produce a definite answer to what extent the influx of foreign
capital is beneficial for an economy. According to the neoclassical growth theory
model, foreign investment does not affect long term growth, yet it recognizes
that the impact of FDI can be positive on growth in case if it raises the level
of technology and employment in the country. Different from the neoclassical
theory, the endogenous growth theory provides more room for the effects of FDI
on growth. According to it, FDI may affect the rate of growth through its im-
pact on human capital, through research and development (R&D), and through
knowledge diffusion and externalities that eventually lead to the increase of pro-
ductivity. Some of the recent studies (Borenstein et al, 1998) extended the debate
arguing that FDI may have a positive impact on economic growth depending on
the level of human capital and the capital absorption capacity in the host country.
Others (Estrin et al, 1997) assert that the impact of FDI may be positive or nega-
tive depending on various factors and the particular manner in which the invest-
ment is undertaken. Meanwhile, it is also recognized that many FDI impacts are
inherently difficult to measure.

The present research is an effort to contribute to the understanding of FDI
impact on the growth in transition economies and relate the nature and extent of
such impact to the policies of the recipient countries.

The main motivation is that for virtually all these economies, and for Geor-
gia in particular, the issue of accelerated growth is a crucial one. Given the con-
text, it is thus of special interest: a) to investigate whether the start of growth can
be attributed to an increased inflow of FDI, b) to study controversial implica-
tions of FDI from different prospective c¢) to identify the channels through which
it is expected to exert the positive impacts d) to identify the factors that are key
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both for benefiting from FDI and maximizing the gains from it.

Following the extensive investigation of the findings of various empirical
studies, the paper argues that the nature and extent of FDI effects depend to
greatest extent on the policies of the host countries’ governments and the type
of investment regime existing in those countries. Hypothesis will be construed
in the framework of relationship between FDI spillovers and economic growth.
Such framework is chosen because of the two reasons. First, because FDI spill-
overs and externalities (including knowledge diffusion and linkages from multi-
nationals to local firms) are considered as the key factor affecting the technical
progress and productivity rate in the host country. Second, because the research-
er assumes that this framework reflects better the correlation of FDI benefits and
the adequate government policies. The subsequent validation of the suggested
hypothesis will involve findings of numerous aggregate studies including two
case studies - of Mexico and South-East Asia.

The research will further examine what kind of additional and/or alternative
government policies may maximize the use of FDI in the development process.
It involves the question of the rationality of government intervention and ratio-
nality of deviating from passive, neutral policies. Importance of a proactive and
more energetic role of the government is thus the core of the subsequent inves-
tigation. At the end, the paper will address the case of Georgia and suggest what
lessons could be learned from past and present experience.

The paper is therefore organized as follows. Chapter 2 presents review of the
relevant literature. It elaborates on the key concepts and importance of FDI for
transition countries, which involves closer examination of the potential benefits
as well as costs of FDI. It is concluded by the respective set of primary empiri-
cal findings. Chapter 3 introduces the channels and policies for maximizing the
positive impact of FDI. In doing so, it establishes a relationship between FDI
spillovers and growth and suggests that combination of liberal investment envi-
ronment and export-oriented FDI operations can affect the latter by expanding
the magnitude of FDI spillovers. To test the hypothesis the two case studies
are examined. Chapter 4 provides for other host government policies aiming to
enhance the scope of FDI benefits. Chapter 5 reviews the status and prospects
of FDI in Georgia and elaborates on the importance of new government agenda
towards FDI. Chapter 6 provides concluding remarks.
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Chapter 2

Review of Literature: Practical and Theoretical
Considerations

2.1. Why FDI is Important?

The importance of FDI was already stressed in the introductory chapter. Here
we emphasize the role of FDI from a broader prospective. As widely known, in-
vestment is one of the three components along with consumption and savings
that plays a key role in a nation’s economic performance. The more country in-
vests in infrastructure development and capital stock accumulation, “the higher
the level of output, employment, incomes, purchasing power, consumption and
savings” (GIPA, 2003:2). Accordingly, capital (investment) serves as a driving
force behind a long-term economic growth. The question is - why foreign invest-
ments are considered key for the development of the transition economy and its
sustainable growth?

The experience of the early 1990s in FSU and CEE countries have proved
that to make a new market-based economy start to grow, it requires a huge amount
of capital goods. The only way a country can accumulate and modernize capital
stock is to invest. The theoretical possibility of internal financing exists, but it
requires certain level of domestic savings and significant income from exports.
Here is the principal problem of many transitional economies that hampers the
country’s economic development process: the country has too little saving, both
national and individual, and significant problems in collecting revenues to raise
the level of national savings. The outcome is too low investment in capital stock.
Moreover, even if most of the transitional countries had a sufficient amount
of revenue to provide for higher rates of saving and correspondingly, higher
level of its accumulation, the lack of infrastructure would make it impossible
to achieve economic growth in the near future solely by domestic efforts. By
channeling physical and financial capital to countries with economic shortages,
FDI facilitates the creation of wealth that yields new jobs directly and through
crowding-in effects (UNCTC, 1992). In addition, new tax revenues arise from
foreign investors generated income that allows for improving the infrastructure
and strengthening the existing human capital. Hence, the importance of foreign
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capital inflow, especially of long-term and stable foreign direct investments ob-
tains tremendous importance for such countries.

However, the influx of capital per se may not provide a comprehensive so-
lution for successful transition. Besides the availability of financial resources,
successful transition requires modern technology and the latest managerial prac-
tices, which is believed may increase the productivity in the recipient countries
through positive spillovers and various externalities. This component of FDI - so
called extra-financial benefits of FDI - is probably of the highest value for the
transition countries.

To start with, FDI does serve as the effective vehicle for the transfer of
technology. Typically it brings in superior knowledge on processing techniques,
product design and packaging, communications technology as well as market
development and strategy. These inputs are usually injected over the life of the
investment enabling the project to be sustainable and keep pace with technical
innovations. Technology transfer is accompanied by solid contribution of for-
eign investors to develop the host countries” human resources through produc-
tivity-increasing local labor training and introducing the advanced management
practices and organizational innovations (Moran, 1998).

More importantly, FDI leads to what is called - technology diffusion - the
transmission of ideas and superior technologies, productivity spillovers, sharing
and implementation of know-how, transfer of knowledge-based assets (Boren-
sztein et al, 1998), all of which are essential factors to economic development.
Such diffusion occurs not only within the FDI recipient firm, but also in the
economy overall due to the positive spillover effects driven by FDI.

These spillovers - known as efficiency (productivity) spillovers - is believed
to be a key factor affecting the technical progress rate in the host economy.
It may lead to improvements in productivity and efficiency through different
ways. In its simplest form, a spillover can occur when a local firm improves its
productivity by copying some technology or knowledge-based asset used by for-
eign investor in given sector. Beyond that, former employees of an FDI project
may take their newly acquired skills to other host country employers starting
the chain reaction of improvements in the entire sector. At the same time, cross
sector or indirect effects are also present: whenever labor and knowledge are
moving from sector to sector, technology diffusion occurs to a broader scale.
In a study for World Bank, Djankov and Hoekman (2000) underscore the great
importance of this effect for transition and developing countries as according to
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them, “what matter for economic growth are spillovers to other firms within and
across industries”.

Given the importance of spillovers and the eventual goal of this research, it
is appropriate to elaborate on one more important channel through which spill-
overs can take place. Lall (1980) identifies the linkages between the foreign
investors and local suppliers as such factor. He provides for several forms of
interactions between MNEs and local suppliers, which could facilitate increase
in productivity and efficiency of the latter, among those:

- Helping prospective suppliers set up production facilities

- Demanding from local suppliers reliable and high quality products

- Providing them with technical assistance to help improve the

products

- Providing training and help in management and organization

- Assisting suppliers in accessing the additional customers and international
markets, including their sister affiliates or other global/regional purchasers. Sub-
sequently, local suppliers may start to export to the broad segments of the inter-
national markets. Such command of worldwide distribution channels by MNEs
and their mediation in accessing international markets make FDI even more im-
portant for TDCs.

The described extra-financial benefits of FDI are fairly summarized by Sass
(2003:3). Based on her conclusions, FDI serves as a powerful tool for improv-
ing productivity through transferring the advanced technology on the one hand
and exerting positive external effects through spillovers and corporate linkages
on the other. Numerous studies illustrate the positive relationship between FDI
spillovers and increased productivity - the latter being a key prerequisite for the
economic growth.

2.2. Theoretical Underpinnings

Despite the conspicuous gains and advantages of FDI, there is still no defi-
nite answer in the theory to what extent the influx of foreign capital is beneficial
for an economy. Whenever the impact of FDI on growth is analyzed within the
framework of standard neoclassical growth model, it is viewed as an addition to
the capital stock of the recipient economy. FDI is treated equally with domestic
investment and the former is viewed as being no different from the impact of the
latter. According to this model, foreign direct investment does not affect long
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term growth, yet it recognizes that the impact of FDI can be positive on growth
in case it raises the level of technology and employment in the country (Sass,
2003).

Different from the neoclassical theory though, the new endogenous growth
theory provides more extent for the effects of FDI on growth. In this framework,
there are several channels through which FDI affect growth permanently. As
suggested by Campos (2002), it is convenient to think about these various ef-
fects by specifying how FDI affects each variable in the production function.
Based on that, FDI may affect output firstly, by means of enlarging capital stock.
Foreign and domestic capital may be viewed in this respect as either comple-
ments or substitutes. If they are treated as complements, the final impact of FDI
on output is expected to be larger as a result of externalities. Secondly, foreign
investments may affect labor efficiency, being the important source of human
capital enhancement and technological change. Even if the return on investment
is declining, FDI may affect growth through positive spillovers and externalities.
Those may involve the knowledge “leaking” into the local economy through
subsidiary as well as effects through the contacts of the subsidiary with local
companies. The former - commonly referred as a “knowledge diffusion - is
viewed as a driving force explaining long-term growth of the economy. FDI,
which provides a channel for knowledge acquisition and dissemination, can
therefore act as an engine of growth for the recipient country.

2.3. Key Concepts and Determinants of FDI

Foreign Direct Investment is often confused with a foreign portfolio invest-
ment that basically involves foreign stock purchases through the local stock
market, but which does not involve management participation, construction or
purchase of physical assets constituting production capacity. On the contrary,
FDI is such a form of investment through which foreign investor exercises direct
and lasting control in the given economic entity and involves further injection of
resources in undertaken business project. It is viewed as more stable, long-term
investment involving a commitment that cannot be easily terminated. As it was
mentioned in the previous sections, FDI contributes to a host country’s gener-
ally scarce capital resources, - the transfer of technological know-how, skills and
expertise in a convenient package and it does not create international debt.

In practice, FDI may be carried out in various modes: greenfield investment,
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mergers and acquisitions (M&A), reinvested earnings, intra-company loans and
non-equity forms of FDI. Among those greenfield investment and M&A are the
most important. The latter includes equity acquisition of private companies and
privatization of public enterprises, while greenfield investments involve fresh
and new capital investments by MNEs via establishing overseas subsidiaries.
From the development perspective, both Greenfield investments and M&A may
exhibit positive impacts on the recipient countries, although the extent of their
impact may vary.

Meanwhile, all modes and forms of FDI are based on different consider-
ations of investors and hence different determinants. Consistent and careful con-
sideration and categorization of those (FDI) determinants is important in order
to facilitate formulation and implementation of the investment promotion poli-
cies. Factors and conditions that are determinants of inward FDI can be divided
into two large groups of factors - company specific and host-country specific.

Company specific factors are the factors that induce the firm to invest abroad
or at least offer an advantage or support for the internalization of production,
including such firm-specific factors such as technological lead and know-how,
managerial skills and expertise, product differentiation, large size and market
power, R&D capacity, etc. Other company specific factors such as cost fac-
tors may be concerned with the firm’s struggle to increase profits by means of
decreasing costs. Related cost factors would also include economies of scale
considerations, relative factor price, and the user cost of capital in a recipient
economy (Shatz & Venables, 2000).

Host-country specific factors are more important for the purposes of this
research. A Company wishing to engage in FDI will examine alternatives of lo-
cation that make FDI worthwhile. The attractiveness of a country/locality as an
investment destination depends on its general development level; such minimum
level of development is required unless the country has a unique characteristic
or natural resources that can be easily exploited. However, for more upstream
manufacturing activities and more sophisticated services industries, MNEs look
for countries, which offer the best facilities for the least cost. Among the coun-
try specific factors, De Mello (1997) elaborates the institutional features of the
recipient economy. These are the political stability, the level of democracy, a
sound legislative base regulating FDI and enforcing contracts, the status of own-
ership and intellectual property rights, the degree of government intervention
into economy, bureaucratic procedures, the systems of taxation and tax incen-
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tives. In addition, factors linking with economic stability and performance of a
country are essential, such as openness, market reforms, sound fiscal and mon-
etary polices, availability of tax rebates and import and export regulations. De
Mello also points to such scale factors as balance of payments constraints, the
size of the domestic market, all of which he refers to as the absorptive capacity
of the host economy.

As this research is concerned with the role of FDI in transitional and de-
veloping countries, it is of special interest to accentuate what factors have been
dominant in attracting FDI to these economies. According to national invest-
ment promotion agencies of the Baltic Region (Hirvansalo, 2001) one of the
main reasons of MNEs engaging in the Baltic States is the prospect of economic
growth itself. This is followed by favorable investment climate, positive mix of
low cost and high skilled (productive) work force, well-developed sectors of
telecommunications and infrastructure. The latter remains though a main con-
cern in the another FSU country, Georgia, where the enticement by fairly liberal
investment environment has been offset by factors such as poor infrastructure
and services, as suggested by AmCham (Patsuria, 2005).

Many of the above-mentioned factors (determinants) were incorporated into
the Michael Porter’s (1998) analytical model of determining national competi-
tive advantages. This model articulates that the presence of national competi-
tive advantages is the essential factor for the FDI inflow into the host countries.
According to the model, the following factors are substantial for shaping the
competitive advantage:

Country’s possession of both traditional and advanced factors of produc-
tion

Attractive combination of low cost and high skills

A large and growing pool of sophisticated and demanding buyers in a host
country

Availability of well-developed supplying enterprises in a host economy and
possibility of establishing backward linkages between MNEs and domestic sup-
porting industries.

In addition, the model emphasizes other important aspects for attracting FDI
such as high patterns of rivalry and competition, - strong R&D institutions, uni-
versities and a pool of well-educated and trained personnel induced by the strong
need for innovation. Stable political climate is also identified as the key factor
determining FDI inflow.
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2.4. Benefits and Costs of FDI

Further assessment of the role of FDI requires an objective analysis both
of its potential benefits and possible costs. Although FDI has increasingly been
regarded as one of the important factors for development, the relevant literature
is not unanimous on the overall direction of this impact.

In the previous chapter we have already emphasized the potential benefits of
FDI, which could be summarized as follows:

1. Through capital accumulation and complementing local savings, FDI may

incorporate more new inputs into production.

2. FDI may improve the productivity by causing technological change and

human capital augmentation

3. FDI leads to what is called “technology diffusion” - the transfer of ideas,

new technologies and knowledge, productivity spillovers, sharing and im-

plementing of know-how - all key to economic development.

4. FDI may enhance the efficiency in recipient economy through various

spillovers and externalities.

At the same time, potential efficiency (productivity) spillovers are said to
be of the particularly high value for TDCs’ economic growth and development.
Many studies (Blomstrom, 1990; Moran 1998; 2002) assert that through these
spillovers and externalities, FDI inflows can potentially break the vicious circle
of underdevelopment and lead to increased exports boosting international com-
petitiveness. Moran (1998) further suggests that the set of host governments’
policies could be a decisive factor in maximizing the positive effects of those
spillovers.

Other important benefits of foreign direct investment may be summarized
as follows:

- FDIs induce other multinational enterprises/foreign firms to enter local

markets and inject their capital and other resources in the host country

- FDIs improve tax collection on the central and local levels

- Foreign investors assist local firms to access global/regional networks

- FDIs increase the competition in the host country leading eventually to net

improvement in the welfare

- It is associated with higher wages and profits, and possible increase in do-

mestic investment stemming from increased competition (de Mello, 1997)

- FDI is also said to be an important source of hard currency enabling the
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national governments to finance a balance of payments deficit.

Meanwhile, it should be noted that not all experts are so sanguine with re-
spect to the role of FDI in the host economy. Some (Estrin et al, 1997: 31) sug-
gest that the impact of FDI on the overall economy of the host country “may be
positive or negative, depending on the particular manner in which the invest-
ment is undertaken”. They stress that more detailed investigation of strategies
and impact is needed in order to minimize possible costs for capital and product
markets. According to Encarnation and Wells (1986:23), “foreign investments
can aid economic development if it contributes more to national income than it
extracts”.

A strand of sharp criticism focuses on the central relationship between
FDI and prospects for economic growth. According to Cardoso and Dornbusch
(1989), multinational companies operate in industries where there are substan-
tial barriers to entry, thus more increasing than decreasing market concentration.
By extracting rents and siphoning off capital, they may lower domestic savings
and investment, rather than filling the gap between them. Estrin et al (1997:31)
also refer to several studies, which reported the development of certain anti-
competitive practices by MNESs, such as: “crowding out” local competitors and
investments, bidding scarce resources (skilled labor, credit) away from domestic
firms, squeezing out domestic supply networks, soliciting regulatory protection
for their locally produced goods, and establishing western lobbying practices to
obtain special advantages. Kommissina in her study (2005: 8-12) pays particular
attention to anti-competitive practices exercised by foreign investors in some
FSU countries. Namely, she brings a case of Korean Daewoo in Uzbekistan and
Ukraine, where the foreign investor strove continuously to gain exclusive pro-
tectionist measures (benefits) and other “super-privileged” conditions — “entirely
uncharacteristic to the competitive situation inherent of the free market”.

With respect to the spillover effects, critics maintain that at the initial stages
of the development and/or transition to the market economies, FDI may have
negative impact on the recipient country (Blomstrom et al, 1998). This fact is
referred as a “market stealing” effect, when local firms are so unproductive com-
pared to foreign ones that foreign owned firms drive domestic firms out of the
market. There are also other studies (Aitken and Harrison, 1991), which cast
doubts about the extent of technology spillovers over the domestic firms and
companies. They assert that in the short run FDI may adversely affect domestic
firms by taking market share and leading to reduced capacity utilization for these
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firms.

Other major concerns about FDIs are mainly about the loss of economic
policy sovereignty, profit repatriation and a slow pace of local linkage (supplier
base) formation.

2.5. Primary Empirical Findings

The existing literature and empirical studies are discrepant on the nature and
extent of FDI impact on economic growth and development. Given the variety
of country specific contexts, the number of factors and variables involved, such
diversity in findings may therefore be explainable. Still, the vast majority of
aggregate studies generally find a positive connection between the inflow of
FDI and economic growth. Those studies focus mostly on the following ques-
tions: “Does FDI affect significantly the rate of income or productivity? Does
it complement or displace domestic investment? Do technology and knowledge
spillovers take place in the host economy? Are there any necessary precondi-
tions for these positive effects to take place?

In an extensive study, Reisen and Soto (2000) examined the growth impact
of short term and long-term capital flows using a panel of 44 developing coun-
tries during 1986-97. Panel data covered almost only middle and low-income
countries over shorter period of time - when significant capital flows have taken
place. Their estimation results found a robust and positive correlation between
FDI flows on the one hand and GDP growth on the other. Similar results were
found by De Mello (1996) for selected Latin American countries. Dees (1998)
also finds that FDI has been important in explaining China’s economic growth.

The evidence of positive FDI effects has been affirmative but less comprising
through some other studies. In a complex study for the United Nations Confer-
ence on Trade and Development (UNCTAD), Lall and Streeten (in Moran, 1998:
24) investigated 88 foreign and locally owned projects operating in 6 countries,
employing the cost-benefit analyses for computing national income effects. For
the 2/3 of the examined projects, FDI has proved to have a positive effect on
national economic welfare, while for the rest it was found to be negative. Some-
what similar results were produced by the study conducted Encarnation and
Wells (in Moran, 1998) for the Oversees Development Council. They computed
the contribution that 50 proposed FDI projects made to national income. Ac-
cording to their findings, the majority of the projects (55 to 75%) would increase
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national income, while the rest would not make such a contribution.

The impact of FDI on economic growth was further scrutinized by a very
influential study conducted by Borenstein et al (1998: 115-135). By using panel
data in a test for 69 countries (OECD states, Latin American and several Afri-
can Countries), the authors consistently demonstrate that FDI may have a posi-
tive impact on economic growth depending on the level of human capital (mea-
sured by the level of education attainment) and the capital absorption capacity
in the host country. Accordingly, the higher the level of human capital stock, the
greater the impact on growth and development. Furthermore, the results of the
study suggest that FDIs facilitate the expansion of domestic firms in the long
run through substantial productivity spillovers and establishing backward link-
ages. This outcome is said to offset the possible initial effects of displacing local
firms. In many respects, the findings of this study are accorded with the research
of De Mello (1997), who also concludes that preconditions in host economies
are substantial to convert new capital effectively into higher levels of output. In
particular, an increase in the investment productivity can only be achieved if the
economy enjoys a sufficient level of human capital. In terms of this variable,
Campos and Kinoshita (2002) provide that FDIs in transition countries have
certain advantages given that the quality of human capital in those economies is
above the threshold required for the positive impacts of FDI to materialize.

The empirical literature is very rich with respect to FDI spillovers. There is
strong evidence that FDI spillovers do matter. For developing and transitional
countries the results are generally positive, with a number of studies showing a
higher foreign presence increasing productivity in the host country sectors. For
instance, Kokko (1994) find econometric evidence of positive spillovers and
their impact on the rates of local productivity growth for Mexico and Uruguay,
and Sjoholm (1999) for Indonesia. Earlier, the statistical analyses of spillovers
conducted by Katz (1969) also concluded that the inflow of foreign capital (in
1950s) into the Argentine manufacturing sector had a significant impact on the
technologies used by local firms. According to this analysis, the technical prog-
ress did not only take place in the MNESs’ own industries, but in other sectors as
well, since the foreign affiliates induced local firms to modernize by imposing
on them minimum standards of quality, delivery dates, prices, etc. In the case of
Thailand, Archanun (2003) found that spillovers from foreign to locally owned
firms in manufacturing industries were robust. He also showed that stronger
spillovers occurred in less protected sectors, both because these sectors were
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more attractive to foreign investors and the presumed competitive spur of lower
protection.

The evidence of strong spillovers in Mexico was confirmed by Blomstrom
and Wolft (1994). They examined the size of such effects by asking whether the
spillovers in the Mexican manufacturing sector were large enough to help do-
mestic firms converge toward US productivity levels. The answer was affirma-
tive: spillovers from foreign presence reportedly had a significant impact on the
rates of growth of local productivity.

Finally, with regard to crowding out effects, the solid amount of empiric stud-
ies (Kosova 2003, Borenstein et al, 1998; McMillan, 1999) show that although
FDI may initially crowd out some domestic firms, but over time growth of the
foreign industry segment relates positively on the growth rate and increases effi-
ciency (productivity) of domestic firms. Using the panel data for a large range of
countries, McMilan found evidence of a significant degree of “crowding in” (CI)
rather than “crowding out” (CO). Similarly, Borenstein et al found evidence of
crowding-in effect, i.e. that FDI is complementary to domestic investment.

Somewhat different findings on the CO were generated by Agosin and
Mayer (2000). The study differentiated between the regions where the CO ef-
fect was more predominant from those where the CI effect was more prevalent.
The conducted econometric exercises provide that, over a long period of time
(1970-1996), CI has been strong in Asia, and CO has been more prevalent in
Latin America. In Africa, FDI has increased overall investment one-to-one. The
authors attribute such variance to two main reasons; firstly to the fact that overall
investment has been much weaker in Latin America than in Asia. Secondly, they
suggest that Latin American countries have been much less choosy about FDI
than Asian countries, either in the sense of prior screening or attempting to at-
tract advantageous foreign firms.
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Chapter 3

Maximizing the Benefits of FDI

3.1. Framing the Objective

The review of the literature and primary empirical evidence in the previous
chapters generate the following key conclusions:

1. FDI in most cases do have a clear, positive impact on growth and develop-
ment.

2. To a great extent it is attributable to positive spillover effects and externali-
ties

3. The extent and magnitude of the impact may depend on country specific con-
texts, various determinants and variables, such as the levels of human capital and
countries’ absorptive capacity.

The objective of this paper from now on is to demonstrate that not only the
recipient countries’ development levels matter, but more importantly, - it is the
content of FDI policies and respective host governments’ agenda, which con-
stitute principal factors determining the extent and nature of the FDI impact. It
will argue that whether and to what extent FDI may be beneficial for the host
economy is contingent on the context in which the investment actually takes
place. This is particularly true of the policy environment in the host country.

The questions to be answered include:

- Which factors are the most important in determining the extent of FDI
benefits?

- What policies should governments adhere to maximize the gains from the

foreign investments?

- In which cases and to what extent the host governments should intervene
to adjust for the possible shortcomings?
- What are the rewards of well-designed government agenda?

In order to pursue the above-mentioned objectives, I have chosen to proceed
within the framework of relationship between FDI spillovers and growth. I do
so for two reasons; firstly, because FDI spillovers are considered as key fac-
tor affecting the technical progress and productivity rate in the host economy.
Secondly, because of the assumption that this framework may reflect better the
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correlation of FDI benefits and the adequate government policies. The preceding
review of empirical material also speaks for a strong evidence of positive spill-
overs and their impact on the rates of productivity growth.

The suggested framework itself is consistent with the Endogenous Growth
model, which among other factors underscores the essential role of spillovers
and externalities in determining the rate of economic growth.

3.2. Determinants of Positive Spillovers and the
Respective FDI Policies

Until recently, one of the major determinants of the magnitude of FDI spill-
overs was considered to be host country’s foreign technology “absorbing” ca-
pacity, which was measured by two key variables: the existing level of human
capital and the size of the technology gap between the foreign and domestic
firms. The importance of the former was extensively regarded in the preceding
chapters.

However, more up-to-date studies have introduced another, presumably,
more important factor/ determinant of the spillovers’ magnitude. In one of the
most comprehensive studies on foreign direct investments, Moran (1998) elabo-
rates that the principal determinant of spillovers’ magnitude is the type of the
recipient country’s investment climate. According to this hypothesis, the more
liberal investment climate would generate stronger spillovers in the recipient
country as it is more likely to attract more dynamic FDIs having a number of
attractive qualities in that they are: large, enjoy economies of scale, offer the
most advanced technologies and management practices. On the other hand, the
restrictive investment climate characterized by various mandates would tend to
attract FDIs that are potentially less efficient, - exhibit older technology and
experience lags in the utilization of advanced management systems and other
knowledge-based assets.

Furthermore, the hypothesis suggests that liberal investment climate in the
host country tends to encourage the establishment/expansion of export-oriented
operations that would be integrally tied into the MNE’s global (regional) sourc-
ing and production network - with the aim of enhancing the parent firms’ com-
petitive position in the international markets. The consequences of such devel-
opment are of the high value and have a direct causal relationship with increased
benefits for the host countries. The logic is plain: the prospects of enhancing
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competitiveness in the international markets would make it in the parent firms’
best interests to provide affiliates expeditiously with the most advance technolo-
gies and processes, as well as exercise persistent parental supervision in the
development of human and managerial resources. Moreover, once these export-
oriented FDIs are established, they would induce other foreign investors (includ-
ing competitors in the location) and MNEs - to enter the local market and inject
more capital and superior proprietary assets.

Subsequently, such a mixture of promptly transferred newest technologies
and innovative assets, - access to the competitive world markets, and clustering
of foreign investor activity, is expected to generate powerful spillovers and ex-
ternalities through strong backward linkages to domestic suppliers.

3.3 Towards more Liberal Investment Environment -
Abandoning Restrictive Mandates

This and the following section will explore in more detail what combina-
tion of policies may the host countries attain to maximize effects of the positive
spillovers. This primarily requires identification of those factors (constraints),
which are believed to obstruct the establishment of liberal investment climate
and hence, the enhancement of benefits in the recipient countries. Afterwards,
the paper will examine which interventionist strategies of the host governments
might prove to be justifiable and serve the purpose of expanding gains from
FDIs.

As already mentioned, a restrictive investment regime tends to attract for-
eign investments that are less likely to be efficient; it provokes considerable lags
in transmission of technologies and other superior assets and make FDIs suffer
from being internationally noncompetitive. The restrictive investment climate in
the most TDCs is characterized by the following mandates:

1. Domestic content requirement

2. Technology licensing requirement

3. Mandatory joint ownership requirement

Subsequently, it is of particular interest to examine the implications and con-
sequences of such governmental intervention, more specifically, - how those
policies may affect the magnitude of FDI spillovers.
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3.3.1. Domestic Content Requirement

Primarily I shall address the implications of domestic content requirement.
Such requirement is often imposed by the host governments on foreign inves-
tors for purposes that appear at face value to be reasonable, that is: to augment
supplier creation, enhance “industrial deepening” and multiply backward link-
ages - in order to create more competitive, compact and productive domestic
industrial base (Moran, 1998: 41). However, the most recent studies reveal that
these considerations are misleading (Klein 1995; Moran 1998; 2002). Those are
said to underestimate the benefits of open competition and a liberal environment,
and ignore the dynamic nature of a country’s economy. Moreover, the respective
studies show that ultimately, the contribution of domestic-content mandate to
the economic development of host countries is negative. These conclusions are
based on the following economy-wide findings:

1. Domestic-content requirement generates technical, economic, manage-

rial and political-economic problems for foreign investors and for the host

country (Moran, 1998: 43).

2. All those problems together lead towards inefficiency and stasis in indus-

tries where hosts impose the mandate

3. FDIs launched under this condition fail to capture the economies of scale.

They suffer from being internationally noncompetitive because of obliga-

tion to substitute more expensive domestic goods for cheaper imports.

4. Being less efficient, host market-oriented, and out of the MNEs global

production loop, - these FDIs tend to be less dynamic and receive less atten-

tion from parent companies.

5. Deprived of the wider options to be internationally competitive, the par-

ent companies have less incentive to transfer the best technologies and de-

velopmental resources to their subsidiaries, or transfer those at slower rates

(Moran, 1998).

Consequently, without economies of scale, high rates of technology transfer
and the best management practices, the chances that the positive impact of spill-
overs will be large are heavily diminished.

These findings are solidly supported by various empirical records, among
them, the special survey carried out under the auspices by the United Nations
Center on Transnational Corporations (1991), comprehensive studies conducted
by Shapiro (1993) and Klein (1995).
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At the same time, contrary to conventional assumptions, beliefs appear to
be fading that domestic-content mandates would greater stimulate local supply
chains. Instead, the empirical evidence has accumulated in the 1990s that the
reverse is actually more likely (Moran 1998). Abridging the freedom of foreign
investors to source from wherever they consider most advantageous is less likely
to lead to domestic suppliers achieving economies of scale and becoming inte-
grated into global supply chains. In addition, Moran illustrates that under the
restrictive mandate, backward linkages to local suppliers exhibit fewer indica-
tions of training, assisting, or providing technological and marketing externali-
ties than those were otherwise expected.

Considering these arguments, one might infer that use of domestic-content
requirements is ill advised as a development strategy.

3.3.2. Technology-Licensing Requirements

Another important facet of the restrictive investment environment is the
technology-licensing requirement. It represents a form of technology-sharing ar-
rangement by the recipient country to control the ownership structure of foreign
firms. Seemingly, the rationale behind the mandate is to nurture the indigenous
business class and enhance industrial self-sufficiency. However, as stressed by
many experts (Moran 1998; Ernst 1994) this effort of the host governments has
the propensity to convert into the following consequences:

1) In some cases, licensing mandates are accompanied by driving out FDIs
(South Korea, Japan model)

2) FDIs launched under this mandate are weakly integrated into the MNEs’
international sourcing and production network (Moran, 1998).

3) Imposition of this mandate is negatively associated with the quality and
rate of transfer of the proprietary technology. MNEs are provoked to transfer
older technologies and at slower rate. Mansfield and Romero (1980) in a study
of 31 firms and 65 technologies found that the parent firms transfer technology
to their licensees considerably slower than to their subsidiaries.

Meanwhile, the counter-arguments in favor of the mandate draw inspira-
tion from what has commonly been referred as the South-Korean Model of De-
velopment. Along with other properties (import restraints with vigorous export
promotion, fiscal subsidies to leading national firms, etc), this model is char-
acterized as the one with severe restrictions on FDI - with stiff insistence upon
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licensing and other technology-sharing arrangements - that leaves the control of
firms in national hands (Amsden, 1990).

The assessment of the Korean model is subject to broader consideration,
however, some important facts are certainly to be emphasized. First and fore-
most, it needs be mentioned that the success of the South-Korean economy was
not based purely on the factor of its industrial self-sufficiency, but it was decid-
edly attributable to the massive involvement of foreign (US) companies at the
outset. The latter according to Moran (1998: 131), played a pivotal role in rising
the key electronics industry in South Korea. He lays stress on the fact that those
were the four American companies - Motorola, Signetics, Fairchild Semicon-
ductor and Komy Semiconductor, which masterminded the creation of South
Korea’s chip assembly industry from its inception through the end of 1970s.
The subsequent opening up of export channels for the chips was also highly at-
tributable to the involvement of US firms. Moreover, according to Ernst’s study
(1994), those were the US/foreign companies that exposed Korean managers
and workers to innovative and superior organizational techniques, which was
key in overcoming the inefficiencies of the local business practices and increas-
ing their productivity.

Because of these reasons and in the light of Asian financial crises of 1997-
98, respective conclusions were drawn by authoritative experts (Ernst, 1994:118,
Moran 1998: 130), according to which, even such a successful economy as South
Korea, experiences undeniable necessity of abandoning restrictive investment
model to regain its positions following the crisis. This implies the removal of the
investment restrictive mandates and augmenting the role of inward FDI as of the
optimal vehicle for technology diffusion.

3.3.3. Joint Venture Requirements

Perhaps the most controversial among the possible investment restrictions
is the issue of joint venture requirements. For many kinds of operations, the
joint-venture scheme promises benefits to all parties. Host governments hope
to achieve stronger backward linkages to the domestic economy, - to build an
indigenous business class and promote self-reliance. On the other hand, local
partners may prove to be useful for foreign investors in providing location-spe-
cific knowledge regarding local markets, local tastes, local labor and business
practices, local suppliers and business-government relations. They may also be
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instrumental in provision of general knowledge of the host country economy,
political contexts and culture. In fact, when those needs predominate, host gov-
ernments need not impose any requirements, as the demand per se does the job
itself in harmless ways. However, such needs do not always predominate since
the foreign investors typically account for bundle of other factors such as princi-
pal-agent conflicts, dilution of control, strategic risks, transaction costs required
for entering the joint venture arrangements, and so on.

Consequently, the most leading investors seem to prefer opt out from such
arrangements, especially when international sourcing, quality control and rapid
technological change are integral parts to their operations. In that case, the host
governments often make use of proactive action and impose regulatory require-
ments. The key question then is what consequences such interference may entail
for the host economy? To answer this question Moran (1998) examined the re-
lationships between joint-venture requirement on the one hand, and technology
transfer, export performance and backward linkages on the other. According to
his study, joint ventures may source more inputs from local firms, but wholly
owned affiliates generate more technological, managerial and export-marketing
spillovers for domestic suppliers. To a great extent, Moran attributes this fact to
more intimate relationship with the parent company. In addition, number of oth-
er studies (Grieco, 1984; Mansfield and Romero, 1980; Reuber, 1973) find that
mandatory joint-venture arrangements negatively affect the speed and amount
of the technology transfer.

In a comprehensive case study of a single industry in India, Grieco
(1984) found that the decision by this country to abandon the mandatory-shared
ownership was rewarded by substantial increase of the technology transfer.
Moreover, the case revealed that the cost of technology acquisition has declined
following such shift towards more liberal investment practices. In another study,
Reuber (1973), compared the amount of inputs of foreign-investor technology
between the wholly owned subsidiary and mandatory joint ventures and found
that the technology transfer in the former considerably exceeded the amount of
inputs transferred into latter.

Further investigation of the effects of mandatory shared ownership reveals
that it also “does not brighten the prospects for penetrating international mar-
kets” (Moran, 1998:123), it rather weakens the export performance. On the one
hand, FDIs commenced under mandatory joint partnerships appear less likely to
be integrated into the MNEs’ international sourcing and production networks, -
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owing to concerns over quality controls, leakage or misappropriation of the new-
est proprietary technology, possible conflicts over transfer prices, market alloca-
tions and rationalization of international production (Encarnation, 1992). On the
other hand, once the wholly owned affiliates undertake export operations, they
tend to act as catalysts that stimulate the export performance of domestic firms.
The sectoral studies carried out by Moran (1998) demonstrate that fully owned
affiliates help efficiently domestic supplier firms to break into external markets,
directly or indirectly. That was the case in Southeast Asia and Latin America in
automotive and electronics sectors, where foreign investors provided informa-
tion, training and network contacts that helped their suppliers to become export-
ers. This observation is solidly supported by other researches, among which the
one conducted by Rhee and Belot (1989) is particularly notable as it contains 11
detailed case studies.

Other important arguments in favor of wholly owned subsidiaries were
generated through the study conducted by Aitken and Harrison (1997), which
established a positive correlation between extent of ownership and productiv-
ity. Employing panel data of 4000 firms in Venezuela for period of 13 years,
they demonstrated that a 10% increase in foreign owners was associated with a
1.35 increase in output. On average, the plants with whole foreign proprietor-
ship rights had output levels about 14% higher than locally owned plants. The
increase in output in this study represented a pure productivity gain as long as
the researchers controlled for differences in inputs.

Finally, Moran (1998) provides persuasive case study evidence that the
wholly owned subsidiaries exhibit dynamic patterns of backward integration to
domestic suppliers in the same or other industries. His examination of automo-
bile industry in Mexico illustrates that within five years following the foreign
firms’ decision to source from the country, there were roughly 300 local produc-
ers of parts and accessories whose ranks included more than 100 Mexican firms
with yearly sales of one million USD. The parallel study of Malaysia’s elec-
tronics and computer sector also revealed that local suppliers to semiconductor
foreign investors have moved from simple machining and stamping to manufac-
turing high precision factory-automation equipment. Lim and Fong (1991) have
further confirmed a dynamic expansion of backward linkages between wholly
owned subsidiaries and indigenous firms in the electronics industry in Malaysia,
Thailand and Singapore.

Given the evidence provided above, it is possible to infer that less restricted
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the activity of wholly owned subsidiary in the host country, the greater the mag-
nitude of positive spillovers and externalities to local firms. Accordingly, the
greater the pressure on foreign investors, the less is the extent of benefits derived
from the presence of FDI.

3.4. Maximizing Spillovers through Export Promotion -
Carrots and Sticks Policy?

The previous sections have described which types of government interven-
tion distort the establishment of liberal investment environment, which in turn
has negative impact on the magnitude of FDI spillovers. This section will ad-
dress the type of government intervention that appears to have a positive impact
on the spillovers’ magnitude inasmuch as it does not distort (or does so to the
minimum extent) the liberal investment environment. The literature refers to this
type of intervention as Export Performance Requirement (Moran, 1998; 2002).
While the liberal investment environment per se, is conducive to encouraging
the export-oriented operations, the governments of the host countries for the
reasons described below want to make sure that such performance is observed.
Why are export-oriented operations so important and advantageous? Why may
government’s intervention stand justifiable in this case?

It is attested through many studies (Balasubramanyam et al, 1996, 1999;
Bhagwati, 1973) that export promoting (EP) countries enjoy greater efficiency
from FDI. In a recent study Balasubramanyam et al (1996) tested this hypothesis
using the production function in which FDI is considered an additional input to
domestic capital and labor. They attest that since it is a prime source of human
capital and new innovative technologies for developing/transitional countries,
the FDI variable captures the externalities, learning by watching and spillover
effects. Exports are also used as an additional factor into the production func-
tion, following the large number of empirical studies that investigate the export-
lead growth hypothesis. The findings of earlier comprehensive study conducted
by Bhagwati (1973) indicate too that FDI is more positive and a significant con-
tributor to growth in EP countries, where it acts as driving force in the growth
process. According to the study, it is essentially attributable to the strong spill-
over effects and externalities associated with the human capital and the high rate
of technical transfer and innovation.

In light of the famous Asian success patterns with export-led growth, and the
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reorientation of various transitional countries toward the penetration of exter-
nal markets, the EP concept obtained even more importance. Considering those
observations, it is reasonable to assume that the mandating export-performance
requirements for MNEs would fit well with the development goals of the tran-
sitional countries.

The complex investigation and the relevant evidence presented by Moran
(1998) show that export-performance requirement in the conditions of liberal
investment regime maximizes the benefits of FDI and its positive spillovers in
particular. To generate such evidence, Moran investigated in detail three large
sectors - the automotive, petrochemical and electronics - in which FDI became
a channel for host countries in transition to penetrate international markets.
He provides thorough examination of the policies carried out by host govern-
ments to promote export-oriented operations and increase gains from FDI. To
a certain extent, these policies may be characterized as combination of “carrots
and sticks” policies that aimed to push or entice the major investors to begin a
process of regional and global sourcing from their countries. On the one hand,
the “carrots” included locational incentives, grants, subsidies, providing access
to the protected local market sectors, abandoning of investment-distorting or
investment-diverting activities and establishing more liberal investment regime
(free of domestic-content, licensing, mandatory joint-ownership mandates). On
the other hand, the export-performance requirement were pushed by investment-
diverting protectionist measures such as rules of origin and antidumping mea-
sures.

Based on the examination of above-mentioned industry sectors, the success
from such “combined” intervention - in line with the established liberal invest-
ment regime - paid huge benefits and had a substantial impact on industrial devel-
opment through powerful spillover effects. The benefits brought by the induced
export-oriented operations included not only injection of more capital, superior
management and technology or capturing full economies of scale, but they also
provided the incentive structure between parent and subsidiary. Export-oriented
operations became tied into the MNEs’ international sourcing and production
network that created a possibility of enhancing parent firm’s competitive posi-
tion in world markets. Naturally, this factor provided strong stimulus for parent
companies to maintain peak standards in the subsidiaries. Hence, they provided
latter with the most advanced and innovative technology, more rapid technologi-
cal and managerial upgrading, and persistent parental supervision in the areas of
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cost and quality controls as well as development of human resources. Further-
more, once the export-oriented FDIs were set up, they also tended to attract other
major foreign investors including the competitors into the location. As an out-
come, the solid combination of the best technology, exporting into competitive
world market, and clustering of foreign investor activity generated substantial
spillovers and externalities through strong backward linkages to domestic sup-
pliers. Those spillovers occurred in the various forms: through technical coach-
ing, management training, export assistance and technological upgrade.

Thus, it seems to be a good premise to infer that there is a positive correla-
tion between the export-oriented operations and increased FDI spillovers. The
arguments provided above speak for the significant potential of those operations
to expand the scope of spillovers and maximize benefits from FDI in general.
Essentially, such impact appears to be attributable both to the presence of liberal
investment climate as well as to the proactive government policies. The former
does not necessarily mean that the wisest course of the host country authorities
would be to rest passively and wait for global corporations to arrive or export
on their own. On contrary, in the contemporary world, the role of government
and its capability to carry out proactive but adequate policies obtains vast im-
portance. The two cases - of Mexico’s experience with automotive industry and
Asia’s with the electronic/computer industry - examined in the next section will
support this assertion.

3.5. Review of Evidence - Selected Cases of
Mexico and South-East Asia

The reference to the suggested cases aim to illustrate how the combination
of liberal and proactive government policies in promoting export-oriented FDIs
- may contribute to generation of substantial spillovers and externalities. As ar-
gued earlier, such policies provoke the expeditious transfer of cutting edge tech-
nology, improved access to competitive world markets and clustering of foreign
investor activity that eventually tend to generate broad spillovers through strong
backward linkages to domestic suppliers. To illustrate the validity of this asser-
tion, the experiences with automotive industry in Mexico and electronics case in
South-East Asia stands out for various reasons. Firstly, we will address the case
of Mexico, the most successful among Latin American countries in attracting
foreign investments, and then turn towards the review of famous Asian cases.
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Why Mexico? Mainly, because of the extent of positive spillovers and ex-
ternalities that was experienced by Mexico following the establishment of the
automotive export base - induced by the government’s export promoting poli-
cies. As a result of those policies, Mexico became the largest developing country
exporter in this sector on the globe - with exports of $14 billion and employment
0f 364.000 by the mid 1990s (Moran, 1998:56; also see box 1). At the same time,
the case of Mexico is of particular interest as it can be considered as a classic
case of foreign-capital-based growth.

Before 1979, the FDI related automotive industry in Mexico had subscale
plants producing mostly for the small domestic market. In 1972, the growing
trade deficit in the sector forced the government to adopt the regulations requir-
ing foreign auto firms to increase exports. After failing to achieve the desired
effect, the Mexican authorities decided in 1977 to make certain adjustment to the
active policies. In doing so, they proceeded with more incentive-based propo-
sitions and eventually, provided access to the protected Mexican market sec-
tors, stipulating though that it was contingent upon export expansion. Despite
the reluctance and even strong discontent expressed by many US firms, Mexico
persisted in using “carrots and sticks” policies to induce the international auto-
motive companies to expand exports. The turning point in the parent compa-
nies’ strategy came in 1979 when General Motor considered the new package
of policies acceptable and decided to use Mexico as a base for producing and
exporting its engines. Consequently, Mexican export program has experienced
major breakthrough as the following events had occurred after the decisions of
the giant US firm:

1. Other major foreign car and auto parts companies have followed the suit
and established their own export-oriented plants (see box 2). Among those
companies were Chrysler, Ford and Volkswagen, which were joined by Nis-
san shortly after their engagement. This change - referred often as “clus-
tering effect” - proved to be decisive for the vast restructuring in the auto
industry.

2. The establishment of backward linkages within Mexico became irrevers-

ible and extensive. Within 5 years, 310 domestic suppliers of car parts and

accessories had sprung up to serve the FDI-related exporters. About 110 of

those firms had annual sales of more than $ Imillion (Moran, 1998:56)

3. The fact of presence of the leading auto investors in Mexico has not only

stimulated complementary investments by foreign firms, but they have also
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introduced industry best practices and provided technical assistance to local

suppliers. This was done by frequent interactions with the local suppliers

that included weekly meetings and coaching assistance that ultimately trans-
lated into improved performance and quality.

It was very important for Mexico that in a reasonably short period of time,
the domestic suppliers have also benefited substantially. In fact, the spillovers to
export-oriented marketing expertise to domestic suppliers were so important that
by 1987, six out of the largest ten exporters of auto parts (which accounted for
59% of total auto-parts export) were locally owned (Nunez, 1990). The evidence
of such spillovers for the Mexican economy from FDI (in the automotive sec-
tor) was also upheld by the findings of Aitken et al (1997). They maintained that
foreign manufacturing investors in Mexico acted as export catalysts to domestic
firms. According to their conclusions, the strong spillovers sprung directly or in-
directly from ways in which the foreign investors acted as a conduit for technol-
ogy, management, distribution services and information about foreign markets.

The above-described developments in Mexico were accompanied by im-
pressive shift from restrictive towards more liberal investment environment. The
respective laws were modified to lessen the government regulations of technol-
ogy transfer and give more protection and assurance for new technologies, par-
ent and intellectual property rights (UNCTC, 1992: 15-19). Consequentially, the
stock of FDI and technologies have been piling up during 1980s (see box 3), and
in fact, at the beginning of 1990s when the second financial crises occurred, the
accumulated foreign investment projects were so effective that they became a
hedge against crises. That is, whereas the domestic aggregate demand suffered
a sharps decrease, the Mexican companies compensated for the drop in their
domestic sales by increasing their exports and this “helped minimize the cost of
the crises to the economy” (UNCTAD, 1995).

The experience with FDIs in South East Asia has been roughly the same
as in Mexico. Yet, it needs to be noted that the host-governments applied here
more diversified approach of “carrots and sticks policy”. It included the combi-
nation of export-oriented performance requirement with locational subsidies and
grants, tax rebates and training assistance, labor regulations and in some cases,
preferential ownership.

In 1968, General Electric set up its first television parts plant in Asia - first
in Singapore and then in Malaysia (Encarnation, 1992). In fact, those countries,
along with Thailand, were among the most open-door and non-interventionist
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policy follower countries in the region. (ADB, 2005). The entrance by General
Electric was quickly followed by Zenith and RCA, Texas Instrument, Fairchild,
National Semiconductor, and Motorola in 1973. Once these sites were integrated
to serve world markets, the US firms upgraded their Asian subsidiaries in line
with the pace of development in the lead market, - all the while introducing
new technology and progressively upgrading output toward more complex sub-
systems, including some design (Moran, 1998). Subsequently, strong spillovers
occurred. Rasiah (1995) finds that links between local suppliers in Malaysia and
the foreign investors began at an elementary level, with the former first carry-
ing out simple tasks such as machining and stamping, but progressing later into
precision tooling and parts fabrication. Over time, all nine of the local machine-
tool firms studied by Rasiah began to export via channels provided by foreign
firms, to other parts of Asia and United States. Seven of these firms exported to
sister affiliates of the MNEs located outside Malaysia, while the other two had
built up subcontracting orders from independent external purchasers. Notably,
of the nine companies, the owners of seven of them had prior work experience
with one of the foreign firms before starting their own operations; also 10% of
the employees of the local manufacturers had had prior work experience with
one of the foreign firms as well.

The strong spillovers and the accompanying effects described above entailed
that by the early 1990s, the electronics sector, transformed from actual insignifi-
cance into the leading generator of employment, fixed assets, output and exports
in Malaysian manufacturing industry (Moran, 1998). Presently, Malaysia has
one of the world’s highest exports to GDP ratios (ADB, 2005; Petri, 1994). The
evidence upholds that Malaysia’s focus on export-oriented FDI has served it
well and contributed to its eight years of over eight percent growth.

To conclude on the reviewed two cases, it should be stated that the payoff
from attracting export-oriented facilities in both cases proved to be substantial,
as supported by evidence. This confirms the initial hypothesis that not only the
export-oriented FDIs - in liberal investment environment - bring the capital,
technology and management skills to an operation enjoying full economies of
scale, but they also maximize the extent of spillovers through various important
factors described above. Among others, those factors include: established in-
centive structure between parent and subsidiary, accelerated technological and
managerial upgrading, technical coaching, dynamic clustering of foreign inves-
tors’ activities, strong backward linkages to local suppliers, export assistance,
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and access to the international sourcing network.

At the same time, as observed in both cases, the inflow of export-oriented
FDI in the recipient countries’ industries occurred once the domestic conditions
were conducive and matching the conditions that are inherent to what we de-
scribe as liberal investment environment. Yet, in the given cases, only the pas-
sive openness or the complete absence of state intervention did not seem to be
necessary or sufficient condition for attracting the export-oriented FDI inten-
sively. Rather the delicate combination of so called “carrots and sticks” policies
was the factor that considerably determined the increase of export performance,
which in turn facilitated the effective expansion of spillovers to local economy.

Chapter 4

Other Benefit-Maximizing Government policies

In the previous chapters we have discussed the two key factors - liberal in-
vestment environment and promotion of export-oriented operations - that dem-
onstrated their significance in maximizing the benefits from FDI. The former
implied the removal of the possible restrictive practices such as requirements of
domestic content, technology licensing and mandatory joint ownership. At the
same time, the latter involved the form of governmental intervention, which was
viewed as justifiable means entailing the expansion of FDI spillovers.

However, the discussed set of policies can not be viewed as the exhaustive
agenda for maximizing the gains. The present chapter elaborates on the addi-
tional policies that might be conducive to the host countries’ benefit-maximiza-
tion objective. Accordingly, it will involve the following key questions: which
other policies of the host governments could further contribute to reaping the full
benefits of FDI? What are other essential components of the liberal investment
environment? To what extent the governments’ deviation from neutral policies
could be conducive to maximization of the benefits?
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4.1. Complementary facets of liberal investment environment

One of the most important facets of the liberal investment climate is the
principle of national (equal) treatment, which allows foreign investors in the
host country to be subject to regulations and policies no less favorable than
those applied to locally owned firms operating in the same sectors. As already
emphasized, canceling of mandatory domestic content and shared ownership
clauses would eliminate the major barriers towards the maximization of FDI
benefits. The another key factor that proves to be instrumental for this purpose,
is believed to be the right of establishment, which refers to the principle that
FDIs be allowed in all segments of local economy, “with any exceptions be-
ing completely transparent” (Moran, 1998:164). Such exceptions may only be
justifiable with respect to national-security and sector-specific reservations. The
importance of this principle was revealed by the case study of Mexico - where
the host government facing the reluctance of the US firms to follow its export
promotion policies, proceeded with the decision to open up the protected market
sectors to the FDIs. The outcome suggested that it was one of the decisive fac-
tors inducing major foreign investors to expand their export-oriented operations
and enlarge the venues for positive spillovers.

In addition to these principles, it is crucial that the respective laws and regu-
lations of the host countries are liberal and investment-friendly at a wider scale
and in their entirety. This is viewed as key to avoid undue interference and en-
sure efficiency of the investments. While this is of the utmost importance, at the
same time, the investments need to be properly regulated and supervised in order
to provide a stable and predictable environment for all parties. Without such an
environment, it would be difficult for economic agents to generate any wealth.
In this respect, the Asian crisis of 1997 was probably the best illustration how
liberalization may proceed to unsustainable levels without due consideration of
prudential supervision and regulatory issues.

4.2. Proactive Policies to promote linkages between
foreign and domestic firms

The previous chapters have already elaborated the significance of strong
linkages between foreign investors and domestic firms. Certainly, it is one of the
crucial factors for spillovers to take place. Liberal investment environment as
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described earlier should be conducive to establishing such linkages per se. How-
ever, it would be instrumental to consider how additionally the host governments
could contribute to this objective in the framework of liberal policies.

The recent successful development of countries like Singapore and Taiwan
revealed that the outcome was highly attributable to promotion of linkages by the
host governments. In these cases, FDIs did not always automatically contribute
to the backward linkage formation. Sometimes, it was caused by the difficulties
experienced by foreign companies to identify suppliers of goods of satisfactory
quality and price. Therefore, they preferred to obtain the necessary inputs from
their traditional suppliers from abroad then get dependent on low quality and
unstable local partner. In some extreme cases, it led towards enclave type situa-
tions, which had virtually no connection with the host county economy.

Such experiences suggested some recipient countries to implement national-
level government programs in order to promote the development of efficient
linkages. Some components of these programs included:

- Provision of market and business information

- Matchmaking by such means as trade fairs or databases

- Supporting local enterprises for upgrading technology through public and edu-
cational institutions

- Supporting local enterprises through provision of managerial and technical as-
sistance, training, workshops, audits and occasionally, by financial assistance or
incentives (UNCTAD, 2001).

Interesting patterns of effective linkage promotion may be traced through the
rich experience of Singapore. For instance, the Singapore Institute of Standards
and Industrial Research provided intensive help to small and medium size en-
terprises (SME) to test new materials, technical consultation, patent registration
and whole range of other assistance — free or on the cost sharing bases. Other
alternative and quite creative methods were used by the Economic Develop-
ment Board of Singapore, which successfully encouraged foreign investors to
voluntarily serve as scouts to identify promising domestic suppliers and then
contribute to vendor development. (Moran, 2002).

Considering the successful experience of Singapore, it seems worthwhile for
the host governments to create or re-adjust already created special agencies that
would effectively contribute to strengthening these linkages and correspond-
ingly, to maximizing the gains from FDI. Among other related functions, such
agencies could serve the purpose by local firms’ image-building campaigns, pro-
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viding comprehensive business and market information, assisting investors in
finding the reliable local partners. The efforts could also include supporting local
enterprises through provision of technical or managerial assistance and facilitat-
ing links between national research institutions and private investment projects.

4.3. Balanced Government Intervention

So far, we have addressed the host policies that mostly did not contain “in-
terventionist” elements. Is there any room and need for such policies in maxi-
mizing the benefits from FDI? Probably, the most important justification for in-
tervention would be the factor that is commonly known as a market failure.

A puzzling discovery in case of Mexico was the reluctance of many foreign
investors to undertake export-oriented investments, even though it was obvious
that their competitive position and overall profitability could improve by doing
so. There could be other patterns of ‘irrational” behavior as well. In particular,
foreign investor firms may overlook the importance of training programs and/
or research & development, even though they have good reasons and incen-
tives to do so. While it is in their best interests to maintain peak standards in the
subsidiaries (to enhance their competitive position in international markets), it
is host countries’ strategic interest to improve the levels of human capital and
have dynamic and innovative R&D capacity. Those are objectively considered
as very important factors for enlarging the productivity and magnitude of FDI
spillovers. Therefore, with strengthened interest in human resources develop-
ment and R&D, many countries may consider it appropriate to impose advanced
training and R&D requirements on foreign investors. Malaysia is one example
that has provided incentive schemes to promote R&D, technical and vocational
training (ADB, 2005). Consequently, it was Malaysia, where FDI driven R&D
and training had the most significant effect on domestic firms.

Other reasons that may justify the ‘interventionist’ policies stem from the
heritage that many transitional countries, especially FSU countries, have due to
their totalitarian past. Despite drastic changes, in some of these countries there
are still too many state-owned enterprises, which are not privatized. Many of
those enterprises operate in so-called strategic or ‘traditional’ sectors, which are
treated by host countries as very sensitive. Meanwhile, the levels of vocational
and technological upgrading as well as R&D activities in those sectors/enterpris-
es were very low for the last two decades that affected badly their potential and

93



capacities. Therefore, in those cases it is not only the investment itself, but also
and especially, its quality and contribution to value added that matters. All those
circumstances seem to induce governments in many countries to screen and se-
lect the FDIs attracted via privatization. In that case, it would be no surprise if
the preferences were given to applications, which respond better to the concerns
and expectations of the host countries, including more spending on training and
R&D, prompt injection of innovative technologies and management practices,
- all key for absorbing more gains and spillovers from FDI. Indirect means of
selecting the ‘right’ investor could be vigorous marketing in the sector where the
criteria-meeting or specific FDI is mostly needed. It is another question though
whether it is feasible in practice to foresee the exact nature/extent of spillovers
associated with the entrance of concrete FDI.

Some countries have already exercised screening policies to ensure that
foreign investors contribute new technologies or introduce new products to the
country’s export basket. The main problem of most TDCs however appears to
be the lack of sufficient administrative capabilities to implement effective and
speedy screening policies, and their attempts to do so or failure to do it in a timely
manner, often wind up scaring off investors altogether. Therefore, in such cases
it is absolutely crucial for the host governments to have the well-established lib-
eral investment climate, and only then think to go after specific companies fitting
better to their development strategies.

Finally, the government may want to intervene if the MNEs/foreign inves-
tors obscure the competitive environment by extracting rents, contributing to the
excessive concentration or exercising monopolistic practices.
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Chapter 5

The Status and Trends of FDI in Georgia -
Lessons to be learned

Compared to the above-reviewed cases of FDI driven development, the pat-
tern of Georgia is different in many respects. Firstly, it is different because of the
specific context inherited from its forceful presence within the totalitarian Soviet
Empire. It has too long been a part of the closed, command-based economy,
where the practices of private ownership and entrepreneurship - not to speak
about the open trade - were abandoned for long decades. Secondly, it is different
because of the devastating military conflicts that took place in the country during
1992-93 and hence, critically deteriorated economic and political situation with
badly damaged infrastructure. Thirdly, despite considerable success of the gov-
ernment in achieving stabilization, creating a stable macro-economic and liberal
investment environment, Georgia attracted low amount of FDI until recently.

According to the statistical data (GIPA, 2003), FDI in Georgia has been min-
imal at $251 per capita since 1992 till 2003. The Georgian share of the total FDI
inflows in the East European, CIS economies constituted 3.9% in 1998, 1.2% in
1999, 2.4% in 2002, 1.4% in 2001, 1.3% in 2002 and 1.2% in 2003. With FDI at
roughly 7.5% of GDP in 1998 and 3% in all consecutive years (till 2002), Geor-
gia lagged considerably behind the stronger performers in the region.

Therefore, for years the most prevalent issue for Georgia was - not how to
maximize the benefits of FDI - but actually, how to attract greater amount of FDI
in the country.

The dramatic shortage of capital and revenues, low levels of savings and
investments in the capital resources (which are indispensable for rapid economy
growth), broken economic ties with FSU countries, need in new partners, ad-
vanced technologies and managerial practices, - all underlined the necessity of
more complex and proactive government agenda.

In order to get a more objective picture, some facts about the earlier govern-
mental measures should be mentioned. Starting from 1995, the Government ac-
tively encouraged foreign investment through a combination of its privatization
program, new projects, joint ventures and green-field opportunities. Concur-
rently, it has acted vigorously to improve the legal and contractual environment
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and in doing so, adopted package of progressive laws consistent with the princi-
ples of a liberal and competitive market-oriented economy. The new legislative
framework - regarded by many observers as one of the best in FSU - offered to
foreign investors the important guarantees and incentives, inter alia:

- It ensured inviolability of private property and ownership rights and guar-

anteed foreign ownership protection

- In general, it did not discriminate between foreign and local investors;

the principle of national treatment allowed foreign investors to be subject

to regulations and policies no less favorable than those applied to locally
owned firms.

- It disjoined from such practices as domestic-content requirement and tech-

nology licensing.

- The law allowed unlimited foreign ownership in most sectors.

- The law did not require foreign investors to re-invest profits locally and

offered unlimited repatriation of profit and capital

- It did not impose any other restrictive performance requirements

- The principal tax incentives included tax holidays and duty exemption on

capital investment.

In addition to the fairly liberal legislative basis, factors that were seemingly
conducive to the inflow of more investments included: Georgia’s important geo-
political situation, endorsement of major oil & gas projects in the region, adher-
ence of prudent monetary policies, well-established banking sector, abundance
of qualified and high skilled technicians with skilled and semi-skilled laborers at
an attractive low cost, rich agriculture land, and WTO membership.

Notwithstanding such advantages, the desired effect was not attained to a
great extent. Despite the entrance of important foreign businesses and MNEs
such as Metromedia, Magti, AEC Telasi, Marriot, TBC Group, British Petro-
leum, the overall amount of foreign investments still remained rather modest
compared to many FSU and CEE countries (See boxes 4,5). Besides, the invest-
ments were mainly concentrated in the several sectors like energy sector, oil
and gas projects, telecommunications, tourism and distribution. Although there
are plenty of reasons attributable to the low levels of FDI, reportedly, the most
important were the poor infrastructure, rampant corruption and remaining re-
strictive elements in investment legislation and government policies. The need
for substantial investment in modernizing infrastructure also constituted a con-
straint on attracting investment in other sectors. For the purposes of this paper I
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will concentrate on the shortcomings of government and regulatory policies.
Despite the positive perceptions of Georgian investment/commercial legisla-
tion by many experts, Table 1 suggests that in practice, it was ranked below such
perceptions. These rankings indicated that there was still a considerable room
for improving, and establishing more liberal investment regime in the country.

Table 1. Georgia: Ranking of Commercial Laws

Legal Indicator Survey — Commercial Laws

Source: OGC Legal Indicator Survey, 2001
Note: Ratings in Legal Indicator Survey include five grades ranking from
detrimental in the bottom to very good to the top. However, no country received
of “Very Good”. Therefore, grades in the table are set in the following order: 1)
Reasonably good, 2) Adequate, 3) Inadequate 4) Detrimental

Probably, the most significant shortcomings of the investment legislation
and government policies were the following:

1. Although the adopted regulations did remove restrictions on foreign own-
ership in most sectors, however, it considerably limited foreign investments
in infrastructure and banned foreign ownership of agricultural land.

2. Under the active laws the government had to retain a majority shares (by
later amendments at least 25%) in several important infrastructure sectors,
such as telecommunications and transport, roads, railways, ports, airports,
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electric power transmission.

3. The government protracted the process of privatization of many (highly

ineffective) state-owned enterprises. The special presidential decree identi-

fied more than 50 so-called “strategic enterprises”, nearly all of which were
in serious financial straits, where the government should “temporarily” re-
tain a controlling stake.

4. Constant changes in tax legislation and the vibrant political stability fur-

ther aggravated the existed host environment.

All these limits significantly constrained the participation of new foreign
private capital and obscured the operating FDIs to bring the full list of usual
benefits.

Furthermore, during the last decade there was no significant effort or indi-
cation of Georgian government promoting the export-oriented FDIs, which as
suggested earlier by Mexican and Asian cases may be of utmost significance in
expanding the benefits of FDI. There is also no indication in the existing limited
sources that the government promoted by any means the solid R&D and train-
ing programs or carried out effective image-building campaigns to encourage
FDI in priority sectors. Although the investment promotion agency “Investment
Center” was set up in 1998, its efficiency - as the modest results suggest - was
far from the one described earlier in terms of analogous investment agencies in
Singapore or Malaysia.

Finally, the government failed to create a favorable environment to local
firms due to oppressive tax system and corrupt practices, which eventually hin-
dered domestic enterprises to become more competitive and growth-oriented.
This in turn has not contributed to developing efficient links between local and
foreign companies.

Much has been changed in Georgia since the end of 2003. Following
the famous ‘Rose Revolution’, the new authorities proceeded with a vigorous
agenda to correct for the failures of previous government. The accelerated and
full-scaled privatization process, opening up to foreign investors of protected
market segments, more liberalization of investment environment, implementa-
tion of newly adopted liberal tax code, consistent elimination of corruption in
government agencies, and removing of the sophisticated licensing procedures
for various businesses - all of these are at the top of the agenda of the new Geor-
gian government.

The successful implementation of the new government agenda promises to
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improve existing situation, to attract more FDIs in the country and benefit more
from the already existed ones. It already seems to be bringing positive results. In
2003, the economy registered a rise in GDP of 7% while it succeeded to have 5%
rise in the subsequent years (Patsuria, 2005). This is a much-desired improve-
ment compared to last decade when GDP contracted by one-half or so. These
trends altogether entail that more foreign investments can now be expected to
flow in and bring the full package of benefits associated with their influx. The
liberal but at the same time proactive and innovative government policies can
only accelerate this process.

Based on the findings of this research work and the related experience of the
reviewed countries, the set of other important policies might effectively comple-
ment the current agenda of Georgian authorities and enhance the benefits from
active or upcoming foreign investments. Among those policies the following
seems to be the most rewarding:

- Promoting of export-oriented FDIs.

As the success stories of Mexico and Asian tigers suggest - the export-per-
formance requirements - combined with appealing “carrots” policy - may be
important tool enhancing the gains from FDI. Although there is no systematic
evidence of export-performance requirements producing similar outcomes ev-
erywhere, the opportunity cost of disregard could be too high.

- Promoting links between foreign investors and local firms.

In line with the expected increase of FDIs, government may contribute to
establishing efficient links between the foreign firms (MNEs) and local suppli-
ers. It could do so by assisting former to identify the reliable local partners and
helping latter to become more competitive - through technical assistance, pro-
moting (or partially co-funding) innovative R&D and training programs. Such
measures would not only minimize the risk of crowding out of local firms, but
also augment their chances to become stable and reliable partners to foreign sub-
sidiaries, which in turn opens up the opportunities for local businesses to access
the international markets.

- Strengthening comparative advantages.

Sustaining efforts to strengthen the country’s comparative advantages is an-
other important vector that the Georgian government should account for. While
FDI may substantially contribute to national economic development, the devel-
opment of national competitive advantages would provide the best momentum
for the development of both local enterprises and attraction of FDI.
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- Finally, the rich experience of Asian tigers suggests that examining the
possibilities of promoting new, non-traditional industry sectors could also be
rewarding and worth of effort of the host government.

The suggested set of government policies may ensure that much greater
benefits are received from FDI. That implies than not only the attraction of for-
eign capital is important to nourish and develop the newly re-emerged Georgian
economy, but also and more importantly, the benefits which come from the ac-
companying effects and FDI spillovers. Those factors - in line with prudent gov-
ernment policies - would lead to the increase of local productivity and competi-
tiveness that eventually contribute to the economic growth and development.

Chapter 6

Concluding Remarks

The role of foreign direct investments in the contemporary world is diffi-
cult to overestimate. The list of benefits that it brings to the recipient countries
- particularly to the developing and transition economies - are striking and con-
vincing. The gains received from the injection of capital, superior technologies,
advanced knowledge based assets and accompanying positive spillovers provide
unprecedented opportunities to these countries to bridge the gap with the already
developed economies, and accelerate economic growth and development.

Although there is still a sharp debate with respect to the scope and essence
of FDI benefits, the overwhelming majority of studies demonstrate that the lat-
ter exceed the possible costs. Some experts (Borenstein et al, 1998) argue that
FDI may have a positive impact on economic growth depending on the level of
human capital and the capital absorption capacity in the host country. Others
(Estrin et al, 1997) claim that the impact of FDI may be positive or negative
depending on the particular manner in which the investment is carried out.

The present research was an effort to further the understanding of the impact
of FDI on economies in transition. It argued that the nature and extent of FDI
effects depends greatly on the policies of the host governments and the type
of investment regime existing in the recipient country. After scrutinizing the
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various implications of potential FDI impact, the respective argument was con-
strued within the framework of relationship between FDI spillovers and growth.
I did so because of the two reasons. Firstly, because efficiency spillovers and
externalities (including knowledge diffusion and linkages from multinationals
to domestic firms) from FDI is one of the most substantial factors affecting the
technical progress and productivity rate in the host economy and secondly, this
framework, in my opinion, reflects better the correlation of FDI benefits and the
adequate government policies.

According to the suggested argument, - the more liberal investment environ-
ment would tend to generate stronger spillovers in the recipient country. Such
environment is more likely to attract more dynamic FDIs that have a number
of attractive qualities in that they are: large, enjoy economies of scale, offer
the most advanced technologies and management practices. On the other hand,
the restrictive investment climate - characterized by the presence of domestic
content requirements, mandatory joint partnerships, technology licensing - tend
to attract FDIs that are potentially less efficient, - exhibit older technology and
experience lags in the utilization of knowledge-based assets, thus confining the
magnitude of the potential spillovers.

Juxtaposing of the two types of investment regimes has also revealed that
the restrictive investment climate tends to limit FDI toward producing the host
market as FDIs launched under restrictive mandates are less likely to be inte-
grated into the MNEs’ international sourcing network. In contrast, abandoning
the mandates and allowing foreign subsidiaries more freedom to source from
wherever they consider most advantageous, is more likely to lead to domestic
suppliers achieving economies of scale and becoming integrated into global sup-
ply chains.

This is further followed by the assertion that the benefits from FDI can be
substantially enhanced by export-oriented operations. Although the latter is pro-
voked by liberal investment environment per se, the significance of potential
gains may justify government’s action imposing the export-performance require-
ments on foreign investors. The findings of two case studies - of Mexico and
South East Asia - demonstrated that the payoff from attracting export-oriented
FDIs could be lavish. It not only brings the capital, technology and manage-
ment skills to an operation enjoying full economies of scale, but also expands
the magnitude of spillovers through various channels and across the industries.
Although there is no further systematic evidence of export-performance require-
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ments producing similar outcomes everywhere, but the opportunity cost of inac-
tion for host countries could be too high.

Further analysis has revealed that the liberal investment regime itself may not
always guarantee the optimal outcomes. Instead, it inferred that liberal regime
needs to be complemented by energetic, more proactive and sometimes “inter-
ventionist” policies of the host governments in order to enhance the gains from
FDI in the development process. The list of such policies (promotion of linkages
between local and foreign firms, promoting innovative R&D projects, advanced
training & technical assistance to local suppliers, etc) and the respective terms
were rather extensive and discussed through three consecutive sections.

Preceded by the survey of successful patterns in South East Asian countries,
the case of Georgia - in different context, yet still objectively - demonstrates how
extensive the role of government should be both in attracting more FDIs and
maximizing the benefits of the already established ones.

Finally, we may conclude that by determining the magnitude of FDI spill-
overs, government policies eventually have effect on the levels of local produc-
tivity and competitiveness. Considering the correlation of those variables to the
economic growth and development, one hardly can underrate the crucial role of
government policies in the host countries.
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APPENDIX 1
BOX 1

The Role of Foreign Affiliates in the Exports of Six
Selected Economies

Sumsung .
279.6 50 IBM 15
Nokia 11
Intel 1,7
6.7 50 Dole Food 0,2
Del Monte 0,1
Volkswagen 3.2
255 80 I1BM 2.2
Philips 2.0
Intel (1998) 4.8
52.5 90 Dell Computer (1998) 4.3
Microsoft (1998) 2.4
IBM 9.6
180.4 31 DaimlerChrysler 6.9
General Motors 6.7
Amkor Tech. 1,5
150.4 15 Nokia 15
Chip PAK 1,1

Source: UNCTAD, World Investment Report 2002
http://www.iked.org/pdf/UNCTAD.pdf
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BOX 2

Structure and Export Propensities of the Mexican
Automobile Industry, 1998 (Thousands of units and percentage)

Vehicle Assem- | Production % Exports % Exports/Production
bler
Chrysler 360.6 253 301.1 31.0 83.5
Ford 213.7 15.0 174.8 18.0 81.8
General Motors 314.2 22.0 19838 20.5 63.3
Volkswagen and 539.5 378 2973 30.6 55.1
Niss?n
Tota 1.427.6 100 972.0 100 68.1

http://www.kent.ac.uk/economics/papers/papers-pdf/2004/0404.pdf

BOX 3

http://www.kent.ac.uk/economics/papers/papers-pdf/2004/0404.pdf

US Direct Investment Flows to Mexico, 1970-2000, (US$ millions)
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Note: Capital flows to Mexico are defined as equities, inter-company debt, and

reinvested earnings. FDI with a negative sign suggests that at least one of the three

components is negative and it is not compensated by the positive components.

Source: US Department of Commerce.
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APPENDIX 2
BOX 4

Figure 1. Commonwealth of Independent States (CIS) and Central
and Eastern Europe and the Baltic States (CEB): Net FDI Inflows,
1989-2001

Average Annual Net FDI Inflows, 1999-2001
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Sources: EBRD, Transition Report 2002; national authorities;
and IMF staff estimates.

http.//www.imf.org/external/pubs/ft/pdp/2003/pdp05.pdf
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BOX 5
FDI INFLOWS FOR EASTERN EUROPE AND CIS COUNTRIES
(1998-2002 AND FORECAST FOR 2003)

Region/Country 1998 1999 2000 2001 2002 2002
Easter central Europe 12878 16021 18162 15054 20000 17600
Czech Republic 2699 6212 4986 4922 8200 6000
Hungary 2027 1977 1647 2429 1200 2000
Poland 6268 7270 9241 8712 8200 6800
Slovakia 862 284 2082 1478 4000 1700
Slovenia 218 107 126 802 1200 1100
Balkans 2842 2686 2621 4222 2920 8720
Albania 48 41 142 207 160 180
Bosnia and Herzegovina 67 177 146 222 220 280
Bulgaria 827 806 1002 692 620 1020
Croatia 922 1479 1118 1447 1200 1800
Macedonia 118 20 176 442 70 180
Romania 2021 1041 1028 1187 1280 1600
Yugoslavia 48 112 28 468 400 680
Baltics 1862 1140 1176 1161 1470 1886
Estonia 881 208 287 829 400 800
Latvia 287 248 410 177 420 480
Lithuania 926 487 279 448 680 600
CIS 6780 6888 8412 6874 7616 10890
Russia 2761 2210 2714 2469 2000 8000
Ukraine 742 490 898 792 880 1200
Belarus 202 444 119 100 180 180
Moldova 76 40 142 94 76 90
Armenia 221 122 104 70 80 100
Azerbaijan 1022 810 120 227 1000 1400
Georgia 268 82 121 100 100 120
Kazakhstan 1181 1887 1282 2762 2000 2200
Kyrgyz Republic 109 44 -2 40 80 80
Tajikistan 24 21 22 20 29 20
Turkmenistan 64 80 100 100 200 160
Uzbekistan 140 121 198 100 88 100
Eftcelrg Europe and 28268 27708 28282 27422 22006 28460

Sources: National statistics; IMF; Economist Intelligence Unit Forecasts for 2003.
GIPA (2003), http.//www.gipa.ge/data/pdt/inv _cl res.pdf

106



Abbreviations
ADB - Asian Development Bank
CEE - Central and Eastern Europe
CIS - Commonwealth of Independent States
FDI - Foreign Direct Investment
FSU - Former Soviet Union
GDP - Gross Domestic Product
MNE - Multinational Enterprise
OECD - Organization for Economic Cooperation and Development
R&D - Research and Development
SME - Small and Medium-sized Enterprises
TDCs - Transitional and Developing Countries

UNCTAD - United Nations Conference on Trade and Development

UNCTC - United Nations Center on Transnational Corporations
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