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ECONOMIC DETERMINANTS OF GERMAN FOREIGN DIRECT INVESTMENT IN TURKEY* by



Güven Delice**



I. INTRODUCTION



Foreign direct investment (FDI) plays a pivotal role in economic development. First of all, FDI is source of foreign savings that compensate the insufficiency of domestic savings in developing countries. Besides being the most reliable and least volatile source of foreign capital, it offers some advantages for these countries. Most important ones of these advantages are new technology, ability of management and marketing and modern know-how. In this framework, it accelerates growth and development. In addition, for developing countries FDI promotes their integration into the international marketplace. The recent two decades have been characterised by the growing international financial integration, and the substantial increase in the importance of FDI flows1. The global level of FDI has risen particularly by removing many national barriers to capital movements since the middle of the 1980s. There have been dramatic changes in FDI activity over the 1980s. *



This study has been realized at the Department for Macroeconomics, Faculty of Economics and Social Sciences, University of Potsdam, Germany under supervision of Prof. Dr. Wilfried Fuhrmann and with the financial support of the German Academic Exchange Service (DAAD) in 2003. I would like to thank Prof. Fuhrmann for his invaluable critiques in forming of this study, without his help this study would have been shortcoming. My special thanks go to Andrea Tschaban from the Deutsche Bundesbank and Robert Kirchner from Potsdam University for their help for obtaining the necessary data. On the other hand, I would like to thank Dr. Kenan Ören from Erciyes University for his help with revising the whole text. ** Ass. Prof. Dr. at Nevşehir Faculty of Economics and Administrative Sciences, Erciyes University, Turkey. 1



With foreign direct investment, it is referred to foreign ownership of a controlling stake a firm operating in a country’s domestic market. According to the dominant current definition of IMF, direct investment is the category of international investment that reflects the objective of a resident entity in one economy obtaining a lasting interest in another economy. More specifically, a direct investment enterprise is defined as unincorporated or incorporated enterprise in which a direct investor, who is resident in another economy, owns 10% or more of the ordinary shares or voting power (for an incorporated enterprise) or the equivalent (for an unincorporated enterprise). Foreign direct investment flows are made of three basic components: equity capital, reinvested earnings and inter-company debt transactions (see, IMF, 1993, p. 86; OECD, 1996, pp. 7, 8).
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Although the US continued its role as a large capital exporter, it also became a destination for increasing amounts of foreign capital. In addition to the United States, Japan and the United Kingdom, Germany’s role as a source country increased especially for developing countries. On the other hand, in the developing countries, economic growth rate has increased, regulations have been drastically reduced, and governments have offered the right incentives to attract investments in this period. In this framework, the amount of FDI inflows to these countries has increased remarkably, especially since the early 1990s. The recognition that FDI is an important element in development has led most developing countries to strive to create conditions that are attractive to foreign investors. Today, most developing countries are trying to attract FDI by means of suitable policies as an integral part of efforts to obtain foreign resources for increasing their rate of economic growth and these countries often compete for FDI with each other. Although the vast majority of FDI flows are between developed economies2, during the 1990s and the first years of twenty first century, the amount of FDI inflows to developing countries has also grown dramatically. But these flows aren't distributed among these countries equally3. The increasing importance of FDI in developing countries calls for theoretical and empirical investigations in this subject. A full understanding of the relationships between FDI and economic factors is important for obtaining dimensions of economic linkages among countries. On the other hand, especially for developing countries, the determinants of FDI flows should be identified in order to overcome constraints in the supply of FDI in the first place effectively. The empirical studies on FDI determinants generally come in two forms: investor surveys and econometric or in-depth case studies. The determination of factors affecting FDI is the preliminary condition of the policies towards obtaining benefits from FDI to a maximum extent and towards improving these factors so that they might be put into effect. That's why it is necessary to study at the level of source country deeply. In this study, it has been aimed that a more specific situation study will be realised. In this framework, this study focuses on the economic determinants of FDI inflows received by host country from a particular source country.
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The industrialised countries are not only the major sources of direct investment; they are also the major recipients. 3 Most of these flows have gone to China with its large internal market
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Analysing German FDI inflows to Turkey is important for several reasons. First of all, like other developing countries, the role of FDI as a source of capital has become increasingly important to Turkey. Despite its efforts, the magnitude of FDI in Turkey is relatively low compared to its main competitors4 for inward investment. In this context, the following question is important for our purpose: why has Turkey failed to attract FDI? An answer given to this question will shed light on appropriate policies in this matter. Hence, we need studies that reveal determinants of FDI inflows to Turkey. On the other hand, Germany is the fourth source country for FDI all over the world and has an important and increasing share in inflows of FDI to Turkey. Therefore, competing with Central and Eastern Europe countries for German FDI is an important matter for the Turkish economy. For this reason, it is necessary to develop policies according to German FDI determinants There have been relatively few empirical studies, which have examined the low levels of FDI flows into Turkey. In this framework the purpose of this study is to explore main economic factors determining German FDI inflows into Turkey and to increase our understanding of the relation between FDI and its determinants. Thus, it will contribute to the process of understanding the reasons for Turkey’s low level of inward FDI by examining the important economic determinants of FDI in Turkey based on a source country. In particular, I analyse some economic factors often considered in the literature to be major importance in determining the inflows of FDI in developing countries. Using time series data for a single country, I have estimated the effects of bilateral trade, attractiveness of host country, cost considerations and economic instability on German FDI in Turkey. This study focuses on the period between 1980-2001. The year 1980 is chosen as a starting point because in that year Turkish economy started open door policies in line with global developments. The remainder of the study is organised as follows. In the second section, a brief survey of the theoretical and empirical literature available on main economic determinants of FDI which I study will be given. The third section portrays past developments and sectoral composition of German FDI in Turkey. In the fourth section, after describing the data set and methodology, empirical tests are undertaken and the results are discussed.
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Eastern Europe (excl. Russia) is a key competitor for FDI with respect to comparable size and development in Turkey, followed by North Africa, Russia, and Greece. Hungary, Poland and Czech Republic were cited most often as the main East European competitors to Turkey (see, Loewendahl and Ertugal-Loewendahl, 2001, p. 8).
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II. ECONOMIC DETERMINANTS OF FOREIGN DIRECT INVESTMENT



The inflows of FDI to developing countries depend on various factors in both host and home countries, and these factors have changed substantially in the process of globalisation. For this reason, it is necessary that theoretical approaches concerning the determinant of FDI in developing countries should be taken up again in a way to cover these new factors. There is no generally applicable theory of FDI all factors yet. Hymer`s doctoral dissertation (written in 1960 and published in 1979) was the first study of the modern theory of foreign direct investment. Dunning (see, for example, 1981), made a further contribution to this theory. He proposed an eclectic approach in order to reconcile the different approaches and hypotheses. According to Dunning`s theory, FDI is a function of ownership specific advantages, location endowments and internalisation advantages (OLI Paradigm). This theory has provided a framework for understanding the pattern of FDI and economic factors that influence firm investment decisions5. In this theory, exporting and foreign production are alternative means of servicing a foreign market by a firm and generally a positive relationship between locational advantages and inward investment and negative relationship with outward investment is predicted (Dunning, 1981, p. 51). Despite its many advantages, this theory falls short of being a general theory of FDI. OLI Paradigm does not explicitly consider how the firm decides where to locate its investment. To explain investment location we need to understand the motivation driving firms to invest overseas and why one location is selected in performance to another (see, Agarwal et al., 1991, p. 5). Other principal theoretical perspectives for FDI range from the product cycle model (Vernon, 1966) the locational theory (Hirsch 1976), portfolio theory (see, for example, Rugman, 1977), the theory of differential rates of return (see, for example, Reuber et al. 1973), the theory of optimal timing of FDI (Buckley and Casson 1985), the Chain Theory (Cauvisqil, 1980) and internalisation models (Buckley and Casson, 1976). Each of these existing theories accounts only partially for the determinants of FDI. Some emphasise the financial aspects and others real aspects; some emphasise the issue of control, while others relegate it to a minor role (Casson, 1985, p. 114). Since determinants of FDI are likely to differ between major sectors6 in which foreign investors are engaged, to 5



Dunning`s contribution was to provide a taxonomy that related microeconomic and macroeconomic variables in a consistent way to the pattern of foreign direct investment. 6 See, Buch et al. 2003.
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develop a general theory of FDI is difficult7. On the other hand, because of scarcity of economic data in developing countries, transforming theoretical approaches into testable models is a great problem.



Given that there is no general theory in which all of the economic determinants are included, a vast empirical literature has developed around the issue of determining the forces attracting FDI. The existing literature includes a large number of surveys and case studies. However, since there are differences in perspectives, methodologies and analytical tools, there is no consensus over the conclusions reached in this literature. Many empirical studies have attempted to sort out variables, which may be statistically associated with the FDI of firms or industries. The empirical determinants of FDI are classified into demand side and supply side determinants8. The demand determinants are aggregated variables grouped into three main categories: economic, social and political determinants. The most important determinants for the location of FDI are economic considerations9. On the other hand, in determining the factors that affect FDI, it is useful to distinguish between four types of FDI: resource-seeking, market-seeking (horizontal), efficiency-seeking (vertical) and asset seeking. Different types of FDI can be expected to be determined by the different type of factors (see, for details, Dutt, 1998, p. 52; Loewendahl and ErtugalLoewendahl, 2001, p. 17). But the data does not permit a clear separation between those types of FDI. Consequently the focus of this paper is narrower than an attempt to distinguish among the determinant types of FDI.



In this paper, I will study four economic factors that are often considered in the literature to be of major importance in determining the inflows of FDI in developing countries. These factors are bilateral trade, attractiveness of the host country, cost
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The number of factors requested to be studied is very large and they include not only economic, but also social, cultural and political aspects. 8 In another classification, FDI determinants are grouped into two main categories: macroeconomic (external factors) and microeconomic determinants (internal factors) (see, Lin and Szenberg, 1998, p. 175). In addition, FDI determinants can be classified as host market motivated, and export market motivated. Host market motivated FDI is investment motivated by the economic potential of the customer market within the destination country. Export market motivated FDI is investment with the purpose of establishing production facilities within the destination country for export back to the source country or to the greater global market (see, Choi, 1999, p. 5; Asiedu, 2002, pp. 109, 111). 9 For example, the study by Edwards (1990, pp. 13, 27) suggests that economic factors exert a much more significant influence on inflows of FDI than political factors.
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considerations and economic instability10. My choice of independent variables was constrained by data availability.



In the next section, potential effects of these variables on FDI will be discussed on the theoretical level and then empirical literature concerning the subject will be revised.



II.1. BILATERAL TRADE



The relationships between FDI and trade are often complex and reciprocal. Theoretical and empirical literature studying this relation concentrated on whether there is a positive relationship between FDI and foreign trade. In this framework, they were interested to know whether FDI is a substitute or a complement of foreign trade.



FDI and trade flows are linked in a variety of ways. FDI stimulates trade in intermediate goods and intra-firm trade11 in general. In this framework, FDI may set the stage for export promotion, import substitution, or greater trade in intermediate inputs, especially between parent and affiliate producers (Goldberg and Klein, 1997, p. 1). Trade implications of FDI may be observed between the host and source country or with third-country markets. Firms will penetrate foreign markets through FDI when trade costs are low, firm-level scale economies are high and plant-level scale economies are low. Conversely firms will penetrate foreign markets through exports. On the other hand, if a firm can produce a product offshore and import it into the home market cheaper than it can produce the product domestically, it is expected a positive relationship between a country’s import and its outward FDI. The early theoretical and empirical literature on FDI tended to regard trade and capital movements as substitutable means of serving foreign markets. In traditional general equilibrium models12 based on the Heckscher-Ohlin-Samuelson, as developed by Mundell
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While certain determinants such as market size and some measure of relative labour costs are usually included in the empirical models, other determinants chosen may vary significantly across models (Lim, 2001, p. 14). 11 Some international transactions will be intra-firm between affiliates and home country production units, some will be intra-firm between affiliates and some will be arm’s-length with unrelated firms. A large part of international trade is intra-firm and such trade may respond differently to macroeconomic indicators changes than arm’s-length trade (Hejazi and Safarian, 2001, p. 423). 12 Activities of multinational corporations have been modelled endogenously in general equilibrium models. In these models, the activities of multinationals are driven by country size, relative endowments, firm and
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(1957), international trade and international capital movements are substitutes for one another. In these models, firms supply a foreign market either through affiliate production within the host country or by exporting from the home country.



The Theory of Optimal Timing of FDI states that once a company has developed a certain market share in a foreign market by exporting, it is likely to become a foreign direct investor. Trade relations enable investors to gain more knowledge about the final demand for their products in the partner country and about its factor markets. When exports reach a critical size or when it is threatened by tariff or non-tariff barriers the exporter may have to shift to local production involving FDI (see, Buckley and Casson, 1985).



Another point of view in that subject claims that factor flows and exports are complementary. Markusen (1983) has demonstrated that theoretically international trade and international flows of capital may complement one another and capital movements may not be a substitute for trade. According to the approach, FDI enables a firm to a larger distribution base and thus enlarges the line of products sold in a foreign market over and above of what is achieved if all sales were made via exports from the home market. As a result theoretical considerations on relationship between trade and FDI are still ambiguous13. This situation is also valid for empirical literature. A number of recent papers have stressed that the extent to which firms elect to engage in trade rather than establish foreign affiliates depends on the benefits of proximity of final markets. As stated early, if trade costs are high, then firms have an incentive to locate close to final markets. If there are strong, plan-level, scale economies, then firms have an incentive to centralise production and serve foreign markets by exports.



The evidence on the relationship between outward investment and exports is mixed. Many early cross-sectional studies found a complementary relationship between the two, either in particular sectors, or at the level of firm14. For example, Goldberg and Klein (1997, p. 2) found some evidence of complementarity between capital flows and bilateral trade, especially in the Asian region. Edwards (1990, p. 10) found that foreign trade variable is significantly positive as expected. Blomström et al. (1988, p. 274) used industry-level data on plant level costs, and trade costs (see, for survey and critics of these models, Caves, 1982 and Buckley, 1985). 13 According to some authors, relationship in question depends on how the foreign affiliate is organised with parent (see. Svensson, 1996, p. 306; Markusen, 1998, p. 14). 14 Most of these studies include firms from the entire manufacturing sector.
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US and Swedish multinational corporations and indicated that exports and foreign production are complementary although the effect was insignificant in some industries. Using a gravity model for 51 countries from 1982 to 1994, Hejazi and Safarian (2001, p. 434) showed that US FDI, both outward and inward, stimulates US trade. According to these authors, outward FDI to a particular country causes exports and imports to increase with that country. O`Sullivan, (1993, p. 154) pointed to a complementary relationship in Europe between inward investment and exports. Tests by Rao et al. (1994) found that exports and outward Canadian FDI are complementary (cited from Hejazi and Safarian, 2001, p. 422). Jungnickel and Keller (2003, p. 21) concluded that foreign production has a strong positive relationship with exports. According to findings of Agarwal et al. (1991, p. 54) for Germany, exports to a country stimulate FDI, but exports are not reduced by past and present FDI. Namely, there seems to be neither a strong substitution nor a strong complementarity effect. Using firm-level data for the years 1990-2000 to describe the regional and sectoral patterns of German FDI through gravity-type equations Buch et al. (2003, p. 9) found trade has, on average, a positive effect of German FDI in foreign countries. The specifications suggest a positive (i.e. complementary) relationship between (aggregated) trade and FDI. On the other hand, for Germany, Agarwal (1999, p. 156) concluded from intra-firm trade data that increased FDI outflows were correlated with more associated exports. FDI and exports are mostly found to be complements although this relationship seems to have alleviated more recently and given room for some substitutability. For example, according to Braunerhjelm (1998, p. 94) there seem to be some evidence of substitutionary relationship between foreign production and exports over time. Barrel and Pain (1999, p. 38) found a negative relationship between outward investment and trade performance. Goldberg and Klein’s analysis (1999, p. 22) indicates that some FDI tends to expand manufacturing trade, while other FDI clearly reduces the volumes of manufacturing trade. The effects of trade barriers on FDI have also been widely debated in the light of the tariff-jumping hypothesis. For example, Blonigen and Feenstra (1997, p. 76) found that trade barriers have a substantial effect on nonacquisition Japanese FDI in the US in the 1980s. However, widespread trade liberalisation has eroded markedly this motive for FDI.
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II.2. ATTRACTIVENESS OF HOST COUNTRY



Some characteristics of the host country may influence the forms of international activity undertaken by multinational corporations. The most important of these are size of the host country market, its growth and infrastructure availability, and its quality. These three factors are often found as significant determinants of FDI inflows.



The market size in conjunction with the growth prospects of the host country economy is theoretically positively related to the level of FDI flows. A large market is of importance for efficient utilisation of resources and exploitation of economies of scale. The theory, especially important for host market motivated FDI, argue that a country with a larger market will have a greater ability to consume the production capacity established by the inflows of FDI, and will thus appear more attractive to potential investment (see, Dunning, 1993). A huge market size allows the attainment of economies of scale, and transaction costs are thought to be lower in countries with higher levels of economic development. Given that there is a cost advantage to producing outside the home country of investor, growth in market size would be expected to raise the level of foreign investment. That’s to say, as GDP increases, FDI is expected to increase at the same time. According to this, a country whose economy is experiencing rapid growth will provide a better investment climate, especially for host market motivated FDI, than one growing at a slower rate. Market size is highly significant and positive in virtually all-empirical studies realised on this subject. Wheeler and Mody (1992, p. 66) indicated that US outward FDI is higher in countries with larger markets. Chakrabarti (2001, p. 108) found that for 18 studies in the past 30 years indicator of market size is highly positively significant. Schwartz (1976) distinguished between initial and later investments of a firm and concluded that the former are dependent on the size and growth of host country markets, but the latter more on sales and profits of the affiliates (Cited from, Agarwal et al., 1991, p. 11). Kumar (2000, p. 467) illustrated that country size seem to affect a country’s ability to attract foreign direct investment favourably. Jost (1997) illustrated the significant relationship between the aggregate level of FDI by German residents and measures of foreign income. Buch et al. (2003, p. 9) found that GDP as proxy for the size of foreign market has a significant positive effect on German FDI stock. Tsai (1994) obtained strong support for the hypothesis over the period 1983-1986 but only a weak link over 1975-1978. Ioannatos (2000, p. 122) suggested that host country market size is a significant determinant for the ability of the host country to
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attract US FDI. Lin and Szenberg (1998, p. 190) found that economic growth rates were important determinant of Taiwanese overseas direct investment. Larrain and Vergara (1993, p. 268) indicated that an increase in GDP growth exerts a strong and positive influence over private investment in East Asia. On the other hand, Lucas (1993, p. 402) inferred that the importance of local market size is overstated in various empirical studies because they omit export markets as a determinant of FDI.



Another important factor affecting attractiveness of host country is physical and financial infrastructure. Availability of good quality infrastructure improves investment climate for direct investment. FDI may be particularly sensitive to infrastructure availability for locating their investments designed to feed the global, regional or home country markets as these investments are efficiency-seeking in nature (Kumar, 2001, p. 15) The favourable role of infrastructure in influencing the patterns of FDI inflows has been supported by recent studies. Kumar (2000, p. 457; 2001, p. 3) suggested that availability of quality physical infrastructure adds to the attractiveness of a country for foreign direct investment. Ioannatos (2000, p. 122) illustrated efficiency of service sector is significant for foreign US FDI. However, Wheeler and Mody (1992, p. 72) suggested the overriding importance of infrastructure development for developing countries while Asiedu (2001, p. 116) found that infrastructure development has no effect on FDI to sub-Saharan Africa countries.



II.3. ECONOMIC INSTABILITY



Legal and macroeconomic stability is a crucial factor in stimulating FDI flows to host country. According to Michalet (1997, pp. 25, 26) an indispensable precondition for encouring foreign investment is to have stable political and economic climate, and a transparent and non-discretionary legal and regulatory framework. Economic instability, especially if it is expected to continue in the future, tend to discourage foreign investors from investments. The greater the uncertainty and macroeconomic instability are, the lower is the level of FDI. Since the most important ones as
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economic instability variables are exchange rate volatility and inflation15, this study consider inflation and exchange rate volatility as indicators of instability of an economy. As concerns economic instability, inflation is a sign of unsound management of the economy and may deter the inflows of FDI. Agarwal et al. (1991, p. 73) found that German investments were dependent on both average the rate of inflation and its fluctuation with an unexpected positive sign. In the study in which FDI in the USA has been searched for demand determinants, Ioannatos (2000, p. 122) found that inflation rate is insignificant. One of the most studied type of macroeconomic instability in the literature is that of exchange rate uncertainty. Exchange rates are often cited as a critical determinant of FDI. International firms operate in different currency units and thus may be affected by exchange rate movements and exchange rate uncertainty. The importance of exchange rate variability for domestic and international investment flows has been argued in numerous contexts16.



The literature suggests a variety of way in which exchange rates might affect direct investment. At this point, one could make a distinction between the effects of exchange rate volatility and the effects of levels (Goldberg and Kolstad, 1994, p. 3). With respect to exchange rate levels, generally speaking, a widely perceived deviation of the real exchange rate from its estimated equilibrium level may effect long-run investment decisions via a shift in relative production costs. Lower currency values imply high FDI inflows. Overvalued currencies deter FDI inflows since they make both sales in host countries or for exports less profitable. However, the effect of the exchange rate on aggregate FDI is theoretically ambiguous. A high real exchange rate improves the profitability of investment in tradables. If imported inputs are a big share of the production of investment goods, and if tradables are relatively unimportant, devaluation will tend to depress FDI. The high degree of volatility of exchange rates since the beginning of the generalised floating exchange rate regime has led policy-makers and researchers to investigate the nature and extent of such movements on FDI. Exchange rates volatility is expected to affect FDI inflows in so far as they affect a firm’s cash flow, expected profitability and the attractiveness of domestic assets to foreign investors. Greater exchange rate volatility increases uncertainty over the return of a given investment. If companies are risk-averse, then uncertainty over future exchange rate movements may act as a barrier to FDI17. Potential investors will invest 15



Other variables of instability are an increase of debt of government, volatility of basic macroeconomic policies (fiscal and social), capital formation and economic adjustment. 16 While it has frequently analysed both the theoretical and empirical effects of exchange rate movements on international trade flows, it has less often investigated its effects on FDI. 17 Most articles studying the link between exchange rate and FDI have focused on the role of risk aversion.
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in a foreign location only as long as the expected returns are high enough to cover the currency risk. Thus FDI will be lower under higher exchange rate volatility. Alternatively, if the cost of exchange rate volatility largely arises because production is being undertaken in one location whilst sales are primarily elsewhere, then volatility may actively promote direct investment and product diversification.



Main theoretical models that discuss the factors that might lead to a correlation between exchange rate and level of FDI are the currency area hypothesis (Aliber, 1971), the relative labour cost theory (Cushman, 1985) and imperfect capital markets theory (Froot and Stein, 1991). According to currency area hypothesis, firms from countries with harder currencies are able to borrow at lower rates of interest than firms from countries with weak currencies. As a result the weaker the currency of a country the less likely it is that foreign firms will invest in that location. An alternative explanation for the link focuses on the effect of currency movements on relative labour costs. A depreciation of a country’s currency is associated with an increase in its inward FDI and conversely. Exchange rates can cause large shifts in relative unit labour costs and influence the prices of goods sold in domestic and foreign markets. If producers are not perfectly hedged against exchange rate movements, their short and long run profitability, overall levels of investment, and location of production facilities could depend on exchange rates (Cushman, 1985). On the other hand, Froot and Stein (1991) show that under credit rationing, i.e. imperfect capital markets, exchange rate changes affect FDI by altering the relative wealth of firms across countries. A real depreciation of the domestic currency raises the wealth of foreign investors relative to that of domestic investors and thereby increases FDI18, and conversely for a real appreciation.



Empirical studies available on this subject have tried to find out an association between FDI flows and exchange rate changes of home and host countries. The studies at the beginning focused on the effects of devaluation. Many of them have shown that devaluation of the local currency encourages the inflow of FDI and discourages the outflows of FDI in a fixed exchange rate system. Some other studies have shown that the opposite effect of devaluation on FDI is also possible (see, Agarwal et al., 1991, p. 14). 18



Klein and Rosengren (1994, p. 373) find no evidence that relative wages have a significant impact on the determination of US foreign direct investment. Authors find support for the wealth channel on annual data for FDI flows into the US.
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Several studies such as Froot and Stein (1991), Larrain and Vergara (1993), Esquivel and Larrain (2002), Hubert and Pain (1999) observed strong negative correlations between a country’s exchange rate volatility and FDI. For example, Larrain and Vergara (1993, p. 268) showed that real exchange rate volatility (measured by its coefficient of variation) hurt the rate of private investment in emerging Asia. According to Esquivel and Larrain (2002, p. 18), G-3 exchange rate volatility had a negative effect on FDI inflows to certain regions, although this evidence is less conclusive. Hubert and Pain (1999, p. 181) tested both real and nominal exchange rate fluctuations separately for German data and found that nominal exchange rate volatility negatively impacts FDI outflows, whereas the reverse holds for the real exchange rate. Kreinin et al. (1998, p. 202) tested whether the motivations behind Japanese direct investment were different for the newly industrialised host countries than for the other East Asian host countries and found that an appreciation of the Yen relative to the host country`s currency resulted in greater flows of Japanese direct investment into East Asian countries. Lin and Szenberg (1998, p. 190) suggest that exchange rate fluctuations only have a short-term influence on Taiwanese overseas direct investment. On the other hand several empirical studies show that higher variability is positively correlated with outward direct investment flows19 For example, Goldberg and Klein, (1997, p. 20) found that a real depreciation of the currencies of the Southeast Asian countries with respect to the Yen both increases foreign direct investment to these countries from Japan and decreases FDI to these countries from the US. On the other hand FDI into Latin America from the United States and Japan are not responsive to real exchange rates. Wezel`s findings (2003, p. 42) tend to strengthen the hypothesised positive impact of exchange rate fluctuations on the willingness of investors to establish production facilities abroad. Goldberg and Kolstad (1994, p. 16) concluded that exchange rate volatility can contribute to the internationalisation of production activity without depressing economic activity in the home market. The results of Cushman (1988, p. 334) suggest that exchange rate variability has acted to raise inward investment in the US.



19



Sung and Lapan (2000, p. 422), theoretically show that high exchange rate volatility increases the option value of FDI and may stipulate new investment (or change the magnitude of investment in each facility) for a risk neutral firm.
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II.4. COST CONSIDERATIONS



International differences in factor costs may prompt foreign direct investment by making it cheaper than exports. According to the generally accepted view, FDI is motivated by the choice of the least expensive production site, especially in terms of labour costs. Countries with endowments of cheap labour should have an advantage over others in attracting FDI. Namely, labour costs have been the most controversial of all the potential determinants of FDI20. The influence of wage costs on FDI decisions is likely to vary among industries depending on their factor combinations (labour or capital intensive) and investment motives (domestic or export market oriented). But it is generally argued that an increase in labour costs that goes beyond and increase in labour productivity is a disincentive for FDI (Agarwal et al., 1991, p. 54).



In theory, as investing entities search for potential investment locations, decision makers will prefer locations with lower wage rates to those with higher labour costs (see, Agarwal et al., 1991, p. 54). However, the cost of labour, as a major production expense, has been a significant factor for the investment decisions motivated by export markets. There is no unanimity even among the studies that have explored the role of wage in affecting FDI. Although the majority of research has found a significant negative relationship between wages and foreign direct investment, the wage rate as a determinant of FDI has been far from unanimous. Results range from higher cost country wages discouraging inbound FDI to having no significant effect or even a positive association21. Agarwal (1989, p. 9) found that while Japanese FDI in developing countries was responsive to labour costs, this was not the case for investments from United States, West Germany and United Kingdom. According to Kumar`s findings (2000, p. 457) cheap labour does not appear to be an important factor for attracting foreign direct investment. Ioannatos (2000, p. 122) illustrated that labour costs are not significant for US FDI outflows. On the other hand a number of studies have revealed results supporting the wage rate theory, such that higher wages were found to discourage FDI. For example, Holtbrügge`s study (1995), with special reference to Central and Eastern Europe, indicated that, in view of the high wage levels in Germany, the reduction of labour costs is becoming an increasingly 20



Besides low wage costs, the flexibility and stability of the labour force are also of importance; countries with the loss of workdays due to industrial disputes are likely to be unattractive (see, Dutt, 1998, p. 53). 21 According to a simple neoclassical argument, a positive relation between labour cost and FDI is possible (see, Agarwal et al., 1991, p. 55).
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important motive for investment abroad by German firms (cited from Welge and Holtbrügge, 1999, p. 341). Wheeler and Mody (1992, p. 66) found that lower labour cost exhibit a high degree of statistical significance and has a large, positive impact on manufacturing investments by US multinationals in the 1980s. In accordance with Barrel and Pain (1999, p. 25), foreign investments of German, Japanese, British and US companies take account of relative unit labour costs as an important element in their investment decision. Tsai (1994) obtained a strong support for the cheap labour hypothesis over the period 1983-86 but only weak support over 1975-1978. Hubert and Pain (1999, p. 191) found that differences in unit labour costs do help to determine the level and location of outward FDI. O`Sullivan (1993, p. 153) indicated that the relative wage rate has a predominant influence in explaining the locational choices of FDI. On the other hand, Barrel and Pain (1999, p. 20) argued that the geographical distribution of existing investments suggest that foreign direct investment cannot simply be characterised as the movement of production to low wage economies.



III. GERMAN FDI IN TURKEY



The 1980s were largely characterised by a worldwide trend toward liberalisation of capital movements, and of financial markets. In this framework, the sources, destinations, and industrial composition of FDI have became much more diverse than was the case during the 1970s (Graham, 1999, p. 481). One of the most attractive choices of location for FDI has been emerging markets. As stated early, the boom of FDI flows to developing countries since the early 1990s indicates that multinational corporations have increasingly discovered these host countries as competitive investment locations. It is argued that this boom of FDI flows heavily influenced by the wave of privatisation and mergers and acquisitions that took place in many emerging markets during recent years (Reinhart and Reinhart, 2001, p. 13). However FDI from different source countries is characterised by a high degree of concentration in certain countries. A great part of expansion in FDI has occurred in Asian countries that have demonstrated a significant growth in recent years. Countries out of the Asia (some of those in Latin America are excluded -especially Mexico) did not benefit from those flows adequately.
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As in other developing countries, shortage of sources channalized to investment is one of the most important bottlenecks in Turkey too. In this framework, the Turkish economy needs foreign capital to a large extent. Although FDI in Turkey has grown significantly since 1980, especially after 1990s, it is clear that Turkey has under-performed in attracting FDI despite efforts to attract FDI. In following, first of all, some characteristics of Turkish Economy concerning FDI will be taken up and then the FDI policies in Turkey will be revised shortly. Afterwards, German FDI in Turkey will be searched in details according to years and sectors Economy: There are many reasons for foreign investors to invest in Turkey. The most important ones of these are large and growing domestic market22, proximity to the huge markets of Europe, a competitive labour force and developed and modern infrastructure (including transportation, banking and finance). Geographically Turkey is well placed to service a number of markets in the Middle East and Europe. On the other hand Turkey, at present, is an associate member of the EU and is actively seeking full membership. EU membership is vital if Turkey is to compete with its competitors for foreign investment successfully. Policies: since the early 1980s, many developing country economies liberalised their investment policies substantially and adopted more favourable policies towards FDI. Parallel to this, the Turkish economy was liberalised and traditional inward-oriented import substitution policies have been replaced with an export-oriented development strategy with the structural adjustment programme of 1980. Today, Turkey has one of the most flexible and unrestricted foreign investment regime23. There are no discriminative applications against foreign investors at any stage on investment, restrictions on capital movements and repatriation of profits and limits on equity participation ratios. Approval procedures for foreign direct investment have been simplified. Much of the red tape and bureaucracy, which was prevailed in the pre-liberalisation years, have been eliminated on a large scale. The involvement of foreign capital is highly encouraged in Turkey's privatisation program24 and major infrastructure projects.



22



Turkey is the largest economy in Eastern Europe, the Balkans, the Black Sea Basin, and the Middle East. It is the European Union’s sixth biggest trading partner. 23 Turkey’s FDI regime is among the most liberal in OECD countries (see, Loewendahl and ErtugalLoewendahl, 2001, p. 24). 24 The privatisation in Turkey has been a current issue since 1985. The legal and structural arrangements for privatisation was made by Law 2983 (March 1984) and Law 3291 (May 1986).
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Pattern of German FDI: In 1980 and afterwards, as a result of implemented reforms, realisation of economic and political stability, accepting outward liberal economy and governments’ positive attitude to foreign capital Turkey has recorded a substantial increase in FDI, compared to preceding periods. However, it is clear that the magnitude of FDI in Turkey is relatively quite low compared to other emerging countries of comparable size and development. As can be seen from Table 1, the share of Turkey in world FDI inward stock realized on an average 0.21% between 1980 and 2001. The stock of FDI in Turkey was only $300 million in 1971. During the period 1970-80, the annual average flows of FDI into Turkey was as low as $90 million (see, Balasubramanyam, 1996, p. 115) while this quantity reached $690 million between 1980 and 2001 (Table 1). Annual FDI flows in Turkey grew rapidly after mid-1980s, coming near $1 billion in 1991. Especially, there have been considerable inflows between 2000 and 2001 (respectively $1707 million and $3288 million). However, these inflows were substantially lower than for several other developing countries. On the other hand, the number of foreign firms in Turkey has increased dramatically in the last two decades25. After investing in Turkey, most foreign investors have strengthened their positions and reinvested a significant portion of their profits. Leading foreign capital investor countries in Turkey are European countries and the United States. Among the European countries, France, Netherlands, Germany, Switzerland, the United Kingdom and the Italy take the lead. In terms of foreign equity companies, Germany is by far the most important source of FDI -accounting for almost 18% of all projects in Turkey (Loewendahl and Ertugal-Loewendahl, 2001, p. 4).



25



As of 2001 number of foreign firms in Turkey is 5841 (see, Republic of Turkey Prime Ministry, Undersecreteriat of Treasury, 2003.
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Table 1: Some Indicators of FDI Stock in Turkey (1980-2001) Total FDI Stock in Turkey (US $ Million)



Share in World FDI Inward Stock (%)



German FDI Share of Turkey’s Stock in German FDI Share in Total Turkey Stock in Total German Years (US $ Million) FDI Stock in Outward FDI Stock Turkey (%) (%) 1131 0.18 78.7 7.0 0.17 1980 1272 0.18 85.8 6.7 0.19 1981 1375 0.19 103.4 7.5 0.23 1982 1462 0.19 106.9 7.3 0.22 1983 1575 0.19 115.2 7.3 0.23 1984 1674 0.18 102.6 6.1 0.20 1985 1799 0.17 147.8 8.2 0.21 1986 1914 0.15 210.3 11.0 0.24 1987 2268 0.16 211.8 9.3 0.20 1988 2931 0.18 255.3 8.7 0.23 1989 3615 0.19 375.7 10.4 0.27 1990 4522 0.22 419.4 9.3 0.27 1991 5433 0.26 564.8 10.4 0.31 1992 6179 0.28 668.9 10.8 0.34 1993 6815 0.27 461.5 6.8 0.21 1994 7749 0.27 698.5 9.0 0.26 1995 8663 0.27 747 8.6 0.25 1996 9515 0.27 880.6 9.2 0.28 1997 10468 0.25 1055.9 10.1 0.30 1998 11281 0.22 1222 10.8 0.28 1999 12988 0.21 1854.4 14.3 0.35 2000 16276 0.24 1402.2 8.6 0.22 2001 Sources: UNCTAD, Handbook of Statistics (On-line), Foreign Direct Investment Database; Deutsche Bundesbank, Kapitalverflechtung mit dem Ausland, Statistische Sonderveröffentlichung, Various Issues; Republic of Turkey prime Ministry, Undersecreteriat of Treasury, Foreign Investment in Turkey 2002, General Directorate of Foreign Direct Investment, February, 2003, p. 43; Balasubramanyam, 1996, p. 113.



Since the mid-1980s FDI outflows from Germany have increased considerably. In addition to Japan, The United States and United Kingdom, Germany has become one of the most important sources of FDI for the Third World. Moreover, this position has not changed over the years (see, Agarwal, 1999, pp. 143, 145). The dominance of German firm’s FDI held in other industrialised countries, which account for a share of 79-90% of all foreign direct investments (Buch et al., 2003, p. 4). The most important target region for German FDI is the rest of Europe, particularly the EU. The most rapid expansion of German FDI in Europe is happening in Central and Eastern Europe Countries (CEEC) and the most attractive ones among the CEEC are Poland, Hungary, Czech Republic, Slovakia and Slovenia which them,
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account for nearly 80 per cent of German total investment in this region (see, Hubert and Pain, 1999, p. 143).



Table 1 gives also some descriptive statistics for German FDI in Turkey. The table shows, first of all, that Germany is an important resource country for FDI in Turkey. Germany’s share in FDI stock of Turkey has increased (this share has reached the highest level with 14.3% in 2000). Yet Turkey hasn't been able to get an important share from total German outward FDI stock.



In Table 2, the sectoral breakdown of German companies investing in Turkey to a most extent is shown. Table 2: Sectoral Breakdown of German FDI in Turkey, end of 2001 (%) Total



Industrialized Countries



EU Region



Chemicals 6.9 6.7 7.4 Machinery 2.3 2.3 2.7 Electrical Machinery 2.3 2.1 2.1 Automobile 14.0 14.4 5.3 Retail & Car Repair 1.9 1.7 2.4 Financial Institutions 15.8 15.9 13.3 Insurances 2.6 2.7 2.4 Holding Companies 41.5 43.2 48.9 Private Households 1.0 1.0 0.6 Other 11.7 10.0 14.9 Source: Deutsche Bundesbank, Kapitalverflechtung mit dem Ausland, Statistische Sonderveröffentlichung 10. Juni 2003.



Turkey 9.8 5.1 13.2 16.3 1.3 1.2 0 30.4 0 22.7



The fact that holding companies are dominant in German FDI outflows is shown at the table. Direct investment by the Germany into Turkey is concentrated in manufacturing sector runs parallel to the allocation in other countries in the table. Total investments in the four sector (chemicals, machinery, electrical machinery and automobile) account for 44% of German FDI in Turkey. Within manufacturing sector, automobile is the most important sector. Another distinctive characteristic of the table is that there are few if any investments of financial associations having an important share in developed countries
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IV. MODEL IV. A. DATA AND METHODOLOGY



In this section, I study the relationship between German FDI in Turkey and aforementioned economic variables26. German FDI in Turkey is examined as a function of bilateral trade (BLTRD), attractiveness of the host country (ATTR), cost considerations (COSTS) and economic instability (INSTB). FDI stock variable are empirically tested with respect to these exogenous variables in the light of following hypotheses: H1: There is a significant effect of German exports of goods to Turkey on German FDI in Turkey, but the direction of this effect is ambiguous. H2: There is a positive relationship between German imports of goods from Turkey and German FDI in Turkey. H3: Economic instability has adverse effects on German FDI in Turkey. H4: There is a positive relationship between attractiveness of Turkey and German FDI in Turkey. The bigger a country is, the bigger the potential for inward FDI will be. In addition as the growth rate increases, Turkey will be more attractive for German FDI inflows. On the other hand, effect of availability and quality of infrastructure of Turkey on German FDI is positive. H5: Cost considerations and FDI have a negative relationship. As the costs increase, the German FDI in Turkey is more likely to decrease. The basic model presented below is closely related to the model analysed by Ioannatos (2000), with some little differences. Ioannatos analysed only inflation rate as an indicator of instability, whilst I consider both inflation rate and real exchange rate volatility. In addition, I use bilateral trade in place of direction of host country trade balance.



FDI = α 0 + α 1 EX + α 2 IM + α 3 SIZE + α 4 GROWTH + α 5 SRVC + α 6 RVOL + (+ / −)



α 7 INF + α 8 LBPRD + u (−)



(+)



(+)



(+)



(+)



(+)



(−)



21



With FDI: German FDI stock in Turkey EX: German exports of goods to Turkey IM: German imports of goods from Turkey SIZE: size of host country GROWTH: growth rate of real GDP of host country SRVC: effectiveness of service sector in host country RVOL: real exchange rate volatility INF: inflation rate of host country LBPRD: labour productivity in host country u: error term Signs in parentheses below the respective variables in regression equation indicate the theoretically expected signs. The extent literature suggests a positive relationship between FDI and SIZE, IM, GROWTH, LBPRD27 and SRVCS, while a negative relationship is expected between FDI and, RVOL and INF. Theoretical considerations and empirical evidence concerning effect of export on FDI are ambiguous. FDI can be replace by exports or increase exports. The expected coefficient of exports is positive (negative) if FDI and exports are complements (substitutes). Both effects are conceivable from a theoretical point of view.



IV.B. MEASUREMENT OF VARIABLES



Foreign direct investment (FDI) is measured by the actual stock of German FDI in Turkey28 as million DM. FDI stocks at the end of a given year contain the sum of equity capital and reinvested earnings plus foreign loans and advances29.



26



Given there is no a general theory in which all of the economic determinants are included, this study employs ad-hoc estimations. 27 Despite the variety in results revealed by past studies examining wage rates, I expect that wage rate will be a significant factor attracting FDI to Turkey. If this indicator mainly reflects the pressure of wage costs, there should be a negative relation to foreign production. Since increase in labour productivity means decline in costs, it is expected that LBRPRD should be interactive with FDI positively. 28 Since FDI stocks are closely tied to trade pattern, I carry out the analysis for FDI stocks. 29 Direct investments are financial operations with German and foreign enterprises in which the investor directly holds 10% or more of the shares or voting rights (25% or more up to the end of 1989, more than 20% between 1990 and end-1998); including branches and permanent establishments. Up to the end of 1995 direct investment comprises capital shares, including reserves, profits and losses carried forward, and longterm loans. Direct investments also include all investments in real property. From 1996 short-term direct lending and trade credits have also been included. Moreover, the definition of direct investment is changed
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German exports to Turkey and imports from Turkey (EX and IM) are stated as million DM30. Economic instability of Turkey is proxied by real exchange rate volatility (RVOL) and inflation rate (INF). To measure RVOL31 here I use the absolute percentage change of the bilateral real exchange rate32 of Turkey with Germany, i.e.. Vt = (e t − e t −1 )



e t −1



with e: bilateral real exchange rate33.



Inflation rate (INF) was calculated from annual changes of consumer price index in Turkey. Attractiveness of the host country was proxied the market size (SIZE), the growth rate of real GDP (GROWTH) and effectiveness of service sector (SRVCS) as an indicator of adequate infrastructure (physical and financial). Host country market size was expressed by the host country’s per capita GNP (as million DM)34. Effectiveness of service sector was measured by the percentage of GDP generated in services in Turkey. Labour productivity (LBPRD) was used as a proxy for the host country cost considerations in terms of the unit cost of labour. This indicator is measured by value added per person employed (1980=100) in Turkey.



The data set for FDI was compiled from Deutsche Bundesbank. Bilateral trade data were obtained from Federal Statistical Office (Statistisches Bundesamt Deutschland). The nominal and real exchange rates data were obtained from International Financial Statistics (IMF). Other data used in this study were extracted from International Labour Organisation (ILO) and State Institute of Statistics in Turkey.



by the fact that direct investors` borrowing from their subsidiaries is recorded as repayments of funds provided by direct investors. 30 Euro was converted into DM for the year 1999 and afterwards. 31 The focus of this paper is the effect of the volatility of the real exchange rate on FDI. As stated earlier, another possible channel is that the level of real exchange rate affects FDI. 32 The bilateral real exchange rate is expressed as amount of DM exchanged for a unit of TL, deflated by the respective price indices 33 See, for various volatility measurements, McKenzie, 1999. 34 In the market size hypothesis, FDI is considered to be a function of output on sales, but they are approximated by the size of the market (usually GNP or GNP per capita) of the host country (see, Agarwal, 1981, p. 746).
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IV.C. ESTIMATION AND EMPIRICAL RESULTS



Ordinary Least Squares (OLS) method was used to estimate the parameters of the regression. The model is estimated with the help of the EViews 4.0 econometrics package using annual time-series data for 1980-2001. The results of the regression are presented in Table 3. Original data was used here and constant term was removed from the model, as it was not meaningful.



Table 3. Regression Results Dependent Variable: FDI,



Sample: 1980 2001,



Included observations: 22,



Newey-West HAC Standard Errors & Covariance (lag truncation=2) Variable EX IM SIZE GROWTH LBRPRD SRVC RVOL INF R-squared Adjusted R-squared



Coefficient 0.145798 0.274686 -0.158988 -12.41188 26.32773 52.67767 20.62903 -5.474085 0.918432 0.877648



Std. Error 0.085282 0.111417 0.131907 21.57002 17.08891 30.92904 16.47896 2.991950



t-Statistic 1.709588 2.465389 -1.205299 -0.575423 1.540633 1.703179 1.251840 -1.829604



D-W stat.



1.957000



All variables were expressed as linear and Durbin-Watson statistics was used to test first order serial correlation. The model was estimated with the Newey-West method, which takes heteroscedasticity and autocorrelation into consideration. In this model, the D-W statistics was obtained as 1.957 and according to this there is no serial correlation problem. Explanatory power of the model is fairly high (0.92). To see the effect of the re-unification of Germany, a dummy variable has been used as it will be able to equal to ‘0’ before 1990 and equal to ‘1’ for both the year 1990 and afterwards. A meaningful difference has not been able to be found between these two periods in different scenarios by both adding all of the variables into the model and adding each variable into it separately. Variables of EX, IM, SRVC, INF and LBRPRD are statistically significant at the 0.10 level (while degree of freedom is 14, the t-value is 1.345). These variables meet the economic expectations at the same time. Each of these independent variables was found to be a significant determinant of country-specific FDI inflows. However SIZE, GROWTH and RVOL variables were found to have an opposite sign to the expectations of the study. But effects of these variables on FDI are insignificant.
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According to these findings, it not possible to reject the hypotheses that there is a significant effect of German exports of goods to Turkey on German FDI in Turkey and a positive relationship between German imports of goods from Turkey and German FDI in Turkey35. These results indicate that German exports to Turkey and German FDI in Turkey are complementary. Furthermore, considering that import coefficient is positive, it can be concluded that German FDI in Turkey is export-oriented. The hypothesis that cost considerations and FDI have a negative relationship is not rejected. That’s to say, as the costs decrease (labour productivity increases), the German FDI in Turkey is more likely to increase36. The results for economic instability and attractiveness of the host country are mixed. For instance, as well as German firms are negatively affected by inflation, it can be deduced from their insignificant reactions to exchange rate volatility that these firms are risk neutral or they have been hedged against foreign exchange risk perfectly. A similar result for German firms with respect to RVOL variable was obtained by Hubert and Pain (1999, p. 181). On the other hand, German FDI in Turkey is affected by the developed infrastructure but there is no evidence that the size of the Turkey economy and its growth rate are significant indicators37.



35



There are findings that FDI outflows from Germany are significantly related to its foreign trade with respect to both regional and sectoral distribution (see Agarwal et al., 1991). Germany has an important role in foreign trade and total FDI stock in Turkey. As of 2001, approximately 9% of total FDI stock in Turkey belongs to German’s firms. On the other hand, for the year 2001, 17% of Turkey’s total exports and 13% of Turkey’s total imports dealt with Germany. 36 Labour costs in Germany are rather high by international standards. According to Welge and Holtbrügge (1999, p. 338) this motives German firms to move to countries with lower real-wage levels. Therefore, inexpensive and productive workforce is a key strength of Turkey as an investment location for German FDI. 37 Tatoglu and Glaister (2000), in survey of 98 foreign firms, found market size and the growth rate of the economy to be key location factors influencing investment in Turkey.
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V. CONCLUSIONS



FDI has become increasingly important to the economic development of developing countries. However, Turkey cannot benefit from this source adequately. In this study, main economic determinants of German FDI in Turkey for the period of 1980-2001 are investigated. The approach used is a conventional demand-side model of FDI. The basic findings of this paper are that bilateral trade, effectiveness of service sector and increase of labour productivity are significant in determining German FDI in Turkey positively. On the other hand, while the high inflation rates significantly reduce German FDI in Turkey, the effect of real exchange rate volatility, size of the Turkey economy and its growth rate are insignificant determinants for German FDI in Turkey. All of the variables affecting German FDI are largely inside the direct control of national policy. That’s to say the government has much to put in place the right conditions for attracting FDI. German FDI inflows into Turkey can be expected to increase more in future. In this matter, besides it is important that appropriate policies for FDI should be formed, increasing the trade between the two countries, bringing down inflation, having relatively cheap and educated workforce38, having an adequate infrastructure and achieving macroeconomic stability by strictly adhering to its structural transformation should also be considered.



38



Labour quality rather than just reducing the wages is important.
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