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WHAT DO HOST COUNTRIES GAIN FROM FOREIGN DIRECT
INVESTMENT INFLOW? (A REVIEW OF EMPIRICAL EVIDENCE)

The role of foreign direct investment (FDI) for host countries has been debatable since its
emergence. A number of country-specific and cross-country studies have been conducted to inves-
tigate the impacts of FDI on host countries from different perspectives. A review of empirical evi-
dence may help us to enhance our understanding of the effects of FDI in host countries and to devel-
op a framework that may help if not for all but for most host countries in capitalizing FDI. This
study reviews the empirical evidence related to FDI impacts focusing on economic growth, spillover
effects from FDI, effect on balance of payment, and development of human capital in host coun-
tries. This study would help to understand which assumptions about FDI are supported by empiri-
cal evidence. Moreover, this study points to various directions for further research.
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Myxamman Taxip Maxmya, Kamicd yp Peman

1O KPAIHU-PELIMITIEHTHU OTPUMYIOTh
BII IIPUILIVMBY NPAMUX IHO3EMHUX IHBECTUIIIA?
o EMIIIPUYHUX TAHUX)

Y cmammi nokasano, wo poav npamux inozemnux ineecmuuii (II1I) oasa kpain-
peuunienmis 3aexncou 0Oyia cynepeuausoro. 3 Memol 6UGHEHHs GNAUGY NPAMUX [HO3CMHUX
ineecmuuiti 6y10 npoeederno psao 00Cai0HceHb AK ycepeOuHi KOHKpemnoi Kpainu, max i 3a danumu
dekiavkox kpain. Q2a10 eMnipuMHUX 0GHUX MOdXCe OONOMOSHIU NOKPAWUMU PO3YMIHHA GNAUBY
IIIT na xpainu-peyunienmu i po3pobumu moodeav xanimaaizauii I11l y 6iasvwocmi kpain.
Ilpoanaaizoeano emnipuuni oani, noeé'azani 3 IIll, 3 akuenmom Ha exoHOMIuHe 3POCHMAHHA,
cynymni eghexmu 6i0 npsamux ino3eMHux iHéecmuuiil, 6naué Ha NAamincHul 6aianc i po3eumox
AK00CcbK020 Kanimaay 6 Kpainax-peyunienmax. 3asnaveno, saki npunywenns npo IIT11
niomeepoXsCcylomocsa emnipuMHuUMu OGHUMU, NPeICHAGAeHO PI3HI HANPAMKU 0451 NOOAALULUX
docaioncens.

Karouogi caosa: npsami inozemui ineecmuuyii, kanimanizayis I111, kpainu-peyunienmu, po3eumox
eKOHOMIKU, CYNYmHi eghekmu.
Jim. 47.

Myxamman Taxup Maxmyn, Kammd yp Peman

YTO CTPAHBI-PEHHUITMEHTBI ITOJTYYAIOT OT ITPUTOKA
MPAMBIX MTHOCTPAHHBIX MHBECTUIIUI?
(OB30P DMIITMPNYECKUX JTAHHDBIX)

B cmampve noxazano, umo poav npsamoix unocmpannoix uneéecmuyuii (IIHH) oaa cmpan-
peuunuenmos écezda Ovtia cnopnoii. C yeavro usy4eHus 6030elicmeust NPAMbIX UHOCHPAHHBIX
uneecmuuuil 6via npoeeder psd uccaedo6anuil KaK 6HYMpu KOHKPEMHOU Cmpansvt, max u no
dannovim Heckoavkux cmpan. 0630p Imnupuveckux OAHHBLIX MOMCem HOMOHb YAYHULUMD
nonumanue eausnus IIHH na cmpanvi-peyunuenmot u paspabomams modeab KAGnumMaiu3auuu
IIHU 6 60avmuncmee cmpan. Ilpoanasusupoeanst smnupuueckue dannovte, ceészannvte ¢ IIHHU, ¢

! PhD (scholar), Institute of Management and Computer Sciences, Foundation University, Islamabad, Pakistan.
Professor and Head of Graduate Studies, Department of Management Science, Iqra University, Islamabad, Pakistan.

© Muhammad Tahir Mahmood, Kashif ur Rehman, 2013



330 HOBUHU CBITOBOI HAYKU

AKUEeHmoM HAa IKOHOMUHECKUH pocm, conymcmeylowue 3@dexmol om npamolx UHOCHIPAHHBIX
uneecmuuuil, GAUAHUE HA NAGMENCHbUl 0AAAHC U pPA3GUMUE HeA08e4eCK020 KAnumaia 6
cmpanax-peyunuenmax. Ykazano, kaxue npeonoaoxcenus o IIHH noomeepiycoaromcs
IMRUPUMECKUMU OAHHLIMU, NPEOCMAGAeHbl PA3AUMHbIE HANPAGACHUA 045 Oa1bHeumux
uccaedoganuil.

Karouesvte caoea: npsamvie unocmpanHvle uneecmuyuu, Kanumaauzayus I[THUH, cmpanoi-
peyunueHmol, pazgumue SKOHOMUKU, COnymcmayioujue 3ghghexmu.

I. Introduction. Foreign direct investment (FDI) is not simply a source of private
capital. It is considered as a package of financial resource, technological and mana-
gerial knowledge and skills, and employment. FDI is argued to be enhancing eco-
nomic growth of a host country through enhancing capital and increasing exports.

The globalization trend and the removal of restrictions on FDI have encouraged
the FDI flow. The FDI inflow at the global level increased by 28% from US $558 bln
in 2003 to US $711 bln in 2004 followed by another increase from US $711 bln in
2004 to US $916 bln in 2005. The share percentage of developing countries in FDI
also increased. The FDI stock of developing economies as percentage of gross domes-
tic product (GDP) reached 27.0 in 2005 as compared to 9.8 in 1990 (UNCTAD,
2006).

FDI is considered superior to other private capital resources due to its long last-
ing prospects and multiple purposes. Compared to other capital flows (commercial
banks loans, portfolio flows and official flows), FDI flows have been emerging as the
largest component of net resource flows to developing countries since 1994 (UNC-
TAD, 2006). Reisen and Soto (2001) compared benefits of various private capital
inflows and suggested that developing countries should not rely solely on national
saving but also resort to FDI and portfolio equity inflows to stimulate long-terms
growth.

FDI is also credited to have positive impact on human capital formation in a host
country. Todo and Miyamoto (2002) incorporated R&D activities and HR develop-
ment conducted by multinational enterprises (MNEs) and domestic firms. They the-
oretically justified that R&D activities and human resource development conducted
by MNEs stimulated knowledge diffusion from MNEs to domestic firms and, hence,
improved domestic productivity.

The above is one side of the picture. The other side of these views cannot be
ignored. Marxist political and economic theory views MNEs as an instrument of
imperialist domination. The objective of MNE:s is to earn profit and repatriate it to a
home country and these MNEs neither have intention to transfer technology to a host
country, nor play any role in employment generation. They may threaten national
sovereignty and autonomy of a host country by influencing its economic policies
(Hill, 2005).

Notwithstanding these diverse arguments, the need of FDI is mounting gradual-
ly. A number of country-level and cross-country studies provided mixed findings
regarding the impacts of FDI on host countries and they cannot be generalized from
country to country or from region to region. Here it is noteworthy to emphasize that
impact of FDI on a host country is a function of many factors such as macroeco-
nomic environment, political stability and the FDI policy stance of a host country.
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Review of empirical evidence may help us enhance our understanding of the effects
of FDI in host countries and to develop a framework that may help if not for all but
for most host countries in capitalizing FDI.

The intention of this study is to review empirical evidence related to FDI
impacts (social and economic) on host countries and to summarize them. Moreover,
this study would help to understand which assumptions about FDI are supported by
empirical evidence. Summary of such empirical evidence may provide guidelines for
policy makers to coin the policies in favor of a host country. It would also provide
opportunities for further research by exposing multiple aspects of FDI. The rest of the
study would comprise:

Section II describes how FDI influence economic growth of a host country;
Section III covers the linkages and spillover effects of FDI on domestic firms;

Section IV reviews the effect of FDI on balance of payment;

Section V encompasses effect of FDI on human capital formation;

Section VI draws the conclusions from all previous sections suggesting some rec-
ommendations.

II. FDI and Economic Growth. FDI may enhance economic growth of a host
country by employing people; filling the gap between savings and investments; and by
generating revenue through taxes. FDI influences not only capital formation but it
also generates the revenue for government through taxes and defuses the pressure of
the balance of payment (Seid, 2002).

FDI in the form of green-field is said to increase competition among producers
in a host country. Currently such competition is being observed more for services,
e.g., telecommunication, retailing and financial services. Under the pressure of com-
petition, firms invest more in plant equipment and R&D in their endeavor to get
advantages over rival firms. Such activity led to increased productivity, product and
process innovation, and economic growth. Sometimes subsidiary of MNE might
crowd out indigenous competitors due to its greater economic power and might
monopolize the market. Agosin and Mayer (2000) also supported these views.

FDI do not necessarily result in new capital formation. Mexico is one of the top
recipients of FDI, and 71% of such investments was meant for purchasing already
existing Mexican companies in 2001 (Gazcon, as cited in Cypher & Dietz, 2004).

Haddad and Harrison (1993) rejected the hypothesis that foreign presence accel-
erated productivity growth of domestic firms in Morocco. Sahoo and
Mathiyazhangan (2003) examined the role of FDI in economic growth of India
through export promotion and found long-run relationships among GDP, FDI and
export. Studying the relationship beween FDI, trade and domestic output in Pakistan
over the period from 1972 to 2001, Ahmad, Alam, and Butt (2004) found long-run
relationship. Shahbaz, Ahmad and Chaudhary (2008) endorsed these results for
Pakistan.

For transitional economies such as China, Zhang (2001) found positive effects of
FDI on economy. Externality effects of FDI facilitated China's transition towards
market economy. Djankov and Hoekman (2000) in Czech Republic found the factor
productivity (TFP) growth rate of foreign owned firms was higher than that of local
firms.
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Sharma and Gani (2004) examined the impact of FDI on socioeconomic devel-
opment for middle and low-income countries and found positive results with weak
robustness. Sharma and Sharma (2003) structured 2 alternative econometric models
to investigate the degree and the dimension of the relationship between FDI inflows
and GDP on the data from 29 countries. The study empirically supported the hypoth-
esis that FDI was related directly to development, as measured by income.

Makki and Sumwaru (2004) analyzed the role of FDI and trade in economic
growth within the endogenous growth theory framework and found that FDI and
trade contributed to economic growth. Tiwari and Mutascu (2011) found positive
impact of FDI on economic growth in 23 Asian countries.

The study conducted by Alfaro, Chanda, Kalemli-Ozcan, and Sayek (2006)
found that the same amount of increase in FDI generated 3 times more additional
growth in financially well-developed host countries than in financially poorly-devel-
oped countries. Khan (2007a) endorsed such results for Pakistan.

Through FDI, MNE:s play their role in industrial development by rising up the
scale of operations in host countries industry upstream and downstream. Markusen
and Venable (1999) endorsed such views. Borensztein, De Gregorio and Lee (1998)
found that FDI has positive effect on economic growth of a host country provided
that a host country has sufficient stock of human capital and absorptive capacity.

Baharumshah and Thanoon (2006) found impact of FDI on the growth process
in East Asian countries. The impact of FDI was more than that of domestic invest-
ments. Sahoo (2006) found positive impact of FDI on economic growth of South
Asian countries, i.e. India, Bangladesh, Sri Lanka and Nepal, except Pakistan.
Lensink and Morrissey (2006) found that volatility of FDI has negative impact on
growth. Moreover, evidence for positive impact of FDI on growth was not robust.

Reviewing the above evidence, it can be concluded that FDI might boost eco-
nomic growth through export promotion, encouraging investment and developing
linkages. This relationship can be enhanced if a host country has better human capi-
tal, developed financial market, and competitive environment.

III. FDI and spillover effects. One of the most frequently discussed aspects of
FDI in literature is the spillover effect of MNCs in a host economy. It might take the
form of knowledge and technology spillover. FDI is considered as a channel for trans-
fer of technology from industrialized countries to less developed ones.

For the purpose of development, important indicator is transfer of skills and
technology from TNCs. But this transfer depends on the linkages between TNCs and
host economy. Though Mexico has been major recipient of FDI, yet research does
not suggest that Mexico's national base has either grown, or diversified or deepened
its capital and knowledge/skills level to any serious extent (Cypher, as cited in Cypher
and Dietz, 2004).

FDI may improve the productivity of a host country through transfer of technol-
ogy. Such views seemed to be supported by Xu (2000) in 40 countries and found that
technology transfer by US MNEs contributed to productivity growth in developed
countries but not in less developed countries (LDCs). To get benefits from technolo-
gy transfer, the basic requirement for a host country is to have minimum human cap-
ital threshold level. However, most LDCs do not have this. Makki and Sumwaru
(2004) recognized the role of FDI and trade on growth in 66 developing countries.
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Yudaeva, Kozlov, Melentieva, and Ponomareva (2003) found that foreign-owned
firms were more productive than local firms in Russia due to access to technology and
better management. In more reform-oriented regions, firms were more productive
than those of less reform-oriented regions. Positive spillover effects of technology and
management practices were observed on domestic firms in the same industry but for-
eign firms had a negative effect on firms in vertically related industry. Poor quality of
supplier damaged the vertical relationship. Smarzynska (2003) examining the firm-
level data from Lithuania supported the results that positive productivity spillovers
from FDI took place in upstream sectors but horizontally there was found no indica-
tion of spillovers.

Studying Chinese manufacturing firms, Liu (2008) showed that an increase in
FDI lowered short-term productivity level but raised long-term productivity growth
of domestic firms in the same industry. For vertical spillovers, they found backward
linkages to be a statistically more important channel through which spillovers
occurred.

Cheung and Lin (2004) examined the impact of FDI on innovation activities in
China via spillover channels such as reverse engineering, skilled labor turnover,
demonstration effects and supplier-customer relationship. They found positive
spillover effect of FDI. Aitken and Harrison (1999) found no evidence in Venezuela
regarding technology spillovers. Khan (2007b) also observed similar results for
Pakistan during the period 1972-2005.

Blomstrom and Kokko (2003) associated the spillover effects of FDI with stock
of human capital, the interest in local firms of promoting skills transfer and compet-
itive environment. Hanson (2001) found weak evidence that FDI generates positive
spillovers for host countries. Moreover, at plant level, there is little evidence that FDI
raises the productivity of domestic enterprises.

Djankov and Hoekman (2000) suggested that parent firms transferred more
know-how to their affiliates than joint venture firms obtained from their partners.
FDI had a positive impact on all other firms in an industry. Lipsey (2002) found
mixed evidence for spillovers to local firms' productivity. It seemed to depend on host
country policies and environments and on technological levels of host-country firms.
FDI increased exports both quantitatively and qualitatively.

Overall, however, the spillover impact of FDI showed a blurry picture. From the
evidence, it might be judged that transfer of technology depends on linkages between
MNEs and locally owned firms, absorptive capacity of local firms in terms of human
capital level, policies of a host country, and interest shown by local firms in promot-
ing skills.

IV. FDI effects on balance of payment. The impact of FDI on balance of payment
of a host country has been unclear. One view is that FDI might affect the balance of
payment positively by flowing in the initial capital, substituting imports and con-
tributing to exports.

Capital account of a host country is positively affected by initial capital inflow.
But this is one-time-only effect. FDI is considered as a substitute for imports for a
host country and can help improve capital account. However, imports of input mate-
rial and machinery offset the advantage of import substitution. For example, FDI by
Japanese automobile companies in the United States and the United Kingdom can be
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taken as substitutions for imports from Japan. But with import of various component
parts from Japan, the positive impact of FDI on the current account of the US may
not be as great as initially it was supposed (Hill, 2005).

If Japanese automobile companies in the United States and the UK (technolog-
ically advanced economies) could not influence exports substantially, then it is diffi-
cult to say that FDI may have positive impact on balance of payment in developing
countries where all machinery, parts and input materials have to be imported.

In the framework of the neoclassical theories, FDI influenced China's manufac-
turing exports in terms of volume as well as in structure. During 1980-98, the volume
of China's export increased from US $ 18 bln (47% of exports as manufacturing
goods) to US $ 184 bln (89% of exports as manufacturing goods) (SSB, as cited in
Zhang, 2001).

Blomstrom and Kokko (1996) reviewed the empirical evidence and concluded
that MNCs could play a vital role for productivity and export growth. According to
Hill (1990) and Naujoks and Schmidt (1995), foreign-owned firms tend to export a
great proportion of their output than their locally owned counterparts. Sahoo (2006)
recognized the positive impact of FDI on export growth through its positive spillovers
from South Asian countries.

Empirical evidence suggests that positive impact of FDI on exports of host coun-
tries is more than that on imports. If a problem of balance of payment occurs, it would
likely be small (WTO, 1996). Khan and Kim (1999) found that FDI worsened the bal-
ance of trade in Pakistan. TNCs might use transfer pricing techniques in response to
the restrictions imposed by a host country government on repatriation of funds. This
technique might be more harmful for less developed nations where tax collection sys-
tem is weak. Moreover, parent companies from developed countries make loans to
their subsidiaries in less-developed countries. The amortization with interest can
cause a potential drain on balance of payments. Unless the subsidiary is earning for-
eign exchange via export or by contributing to import substitution in host country, the
outflow of principal value and interest can exceed the original inflow of financial cap-
ital, thus creating a net outflow over time (Cypher and Dietz, 2004).

The arguments given in the above evidence are diverse. Both views, in favor of
and against the favorable impact of FDI on balance of payment have their own
weight. For developing countries specifically, the opponents of FDI seem to be heav-
ier.

V. Effect of FDI on human capital formation. Among the advantages of FDI for
host countries, the human capital enhancement has been quoted frequently by the
proponents of FDI. The literature shows that the spillover of advanced technologies
and skills from MNEs to domestic firms of a host country can take place through
4 routes, namely vertical linkages; horizontal linkages; labor turnover and labor spin-
offs. Vertical linkages step forward when MNEs provide technical assistance and
training to domestic suppliers of the intermediate goods or to the buyer of these prod-
ucts. Such an effect was observed for Mexican auto industry. The spillover appeared
through the shop-flour training; the quality control training; weekly meetings, and
technical assistance (Agosin & Mayer, 2000).

Horizontal linkages occur when domestic firms in the same industry get techni-
cal support through skill-development institutions supported by MNEs. Labor
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turnover occurs when MNE trained workforce transfers know-hows to local firms
after switching over to their services from MNEs to local firms. Labor spin-offs occur
when employees of MNE:s set up their own businesses.

The impact of FDI in terms of human capital formation is not uniform among
different host countries. The transfer of technology due to FDI depends upon coop-
eration of government, industry, academia, and labor. Moreover, FDI will be more
beneficial when it comes after developing countries have created a sufficient pool of
human capital (Ritchie, 2002). Xu (2000) argued that host country should have min-
imum threshold of skills before the arrival of TNCs. Korea and Taiwan followed this
pattern. But in Southeast Asia, MNCs came before the creation of a pool of intellec-
tual capital.

When a host country gets a continuous flow of FDI through attracting higher
value-added MNEs, it enhances skill level of preexisting MNEs and domestic enter-
prises. These upgraded skills further attract FDI and so it becomes a virtuous circle
(Miyamoto, 2003). Government policies have been important to facilitate training,
minimize financial constraints and market failures and promote MNEs to invest in
human resource development (HRD) of a host economy.

Gachino (2006) examined the role of foreign presence, FDI and firm level capa-
bilities in human capital development in 3 manufacturing industries in Kenya.
Human capital development was found to be different in each of the industries. A
high positive correlation was observed between FDI and human capital development.
Countries technically backward like Kenya are likely to have FDI play a positive and
significant role in human capital development.

Aitken and Harrison (1999) found no evidence in Venezuela that FDI increase
the stock of human capital. Michie (2002) studied the impact of MNEs on human
capital enhancement in developing countries. This impact appeared not to be a func-
tion of MNEs but it was found to be a result of government efforts to attract FDI by
enhancing human capital. Literature has suggested that public education is the best
way to enhance human capital. MNEs are not likely to provide such education.

Narula and Marin (2003) found that MNEs subsidiaries in Argentina possessed
a more skilled labor force overall and spent more on training than similar domestic
firms. Higher labor productivity and higher wages were observed to be prevalent in
these MINEs subsidiaries. But when measured in terms of knowledge creation and uti-
lization, little difference was found between affiliates and domestic firms. The bene-
fit of MINE activities in Argentine economy was not reflected in domestic firms' value
added growth.

According to Kapstein (2002), the theory of FDI's contribution to economic
growth of emerging economies via human capital formation remained controversial
due to 2 reasons. First, in most countries FDI accounted for only a small share of
GNP and total employment, so its impact on national educational and economic
performance was unlikely to be great. Second, FDI increased wage disparities and
that factor might undermine the contribution of FDI to growth. As demander and
supplier of labor, MNEs might influence educational outcomes at the market where
these firms do business.

Slaughter (2002) discussed the impact of multinational affiliates on human cap-
ital development in the demand and supply framework. On the demand side, FDI
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stimulates demand for skilled workforce in host countries to work with the technolo-
gy transferred by MNEs. On the supply side, FDI may develop human capital
through different modes. The first one is the short-term firm level at which individ-
ual firms interact with a host country workforce through on-the-job training and sup-
porting local educational institutions in terms of curriculum choices and vocational
training. The second one is the long-term country level at which MNEs jointly con-
tribute to macroenvironment of a host country positively through raising workers'
productivity, providing a relatively stable source of foreign capital and paying taxes.
The rise in economic activities owing to the presence of FDI means the rise in tax
revenues that may allow the government invest more in education and training. Of
course, this is not a self-triggered process but the broadening of tax bases may relax
budget constraints and thereby make plausible comparatively better investment in
education and training.

Majority of the evidence in the above literature supports the argument that FDI
and human capital mutually interact. But host country intervention and many other
factors are essential and may enhance this interaction.

VI. Conclusions. FDI has been getting the position in developed as well as devel-
oping countries as a package of financial resources, technology, and skills for the last
3 decades. Despite conflicts from various aspects its importance gradually increased.
The review of empirical evidence may help us enhance our understanding of the
effects of FDI in host countries and to develop a framework that may help if not for
all but for most of host countries in capitalizing FDI.

This study reviewed and summarized the empirical evidence related to FDI
impacts on host countries in terms of economic growth, spillover effects from FDI,
improvement in balance of payment, and development of human capital. Moreover,
this study would help to understand which assumptions on FDI are supported by
empirical evidence.

The review helps to conclude that FDI might boost economic growth through
export promotion, encouraging investment and developing linkages. This relationship
can be enhanced if a host country has better stock of human capital, developed finan-
cial market, and competitive environment. The spillover impact of FDI sketched a
blurry picture. The transfer of technology from MNEs depends on the linkages
between MNEs and locally owned firms, absorptive capacity of local firms in terms
of human capital level, policies of a host country, and interest shown by local firms in
promoting skills. The arguments regarding the impact of FDI on balance of payment
are diverse. Both views, in favor of and against this impact have their own weight. For
developing countries specifically, the opponents seem to be heavier. The argument
that FDI and human capital mutually interact got sufficient support. But host coun-
try intervention and many other factors are essential to enhance this interaction.

Summary of such empirical evidence may provide guidelines for policy makers
to coin the policies in favor of host countries. Governments of host countries should
intervene for maximizing benefits from FDI and minimizing negative effects like cap-
ital outflow, transfer pricing, and crowding out effects. These objectives can be
achieved if government of a host country is able to control the monopoly of MNEs;
restrict the outflow of capital; persuade MNEs to take input from local contents and
export certain percentage of manufacturing; open export oriented sectors for FDI;
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develop linkages between MNEs and host country firms; and encourage MNEs for
training of employees and enhancing suppliers' performance.

As the topic of FDI is multifaceted so are its fields for further research. Different
policies, macroeconomic environment, endowment of resources and competitiveness
of a country encourage us to conduct studies empirically at regional and country
level. Sector, firm and plant level data may enhance our insight about spillover effects
regarding technology transfer, and training and development of human resources.
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