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Abstract

This article explores the role of government policies in attracting direct foreign investments and
analyzes the mechanisms through which these policies influence investment decisions. The
empirical analysis reveals significant findings, emphasizing the importance of political stability,
transparent legal systems, infrastructure quality, tax incentives, and trade policies in attracting DFls.
The author offers recommendations for policymakers, such as enhancing policy coordination and
stability, strengthening institutional frameworks, promoting ease of doing business, providing
investment incentives, and developing infrastructure. Overall, the article provides valuable insights
for policymakers and researchers interested in optimizing the attraction of DFIs and promoting
economic growth.

Keywords: Direct foreign investments, government policies, capital inflows, technological
advancements, job creation, economic diversification, empirical analysis, political stability, legal
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Introduction

In the XXI century, direct foreign investments (DFls) have taken the role of a crucial
economic growth driver. The flow of capital from foreign investors into domestic economies
contributes to the development of various industries and sectors as well as creates
employment opportunities and fosters technological advancements. Such benefits of DFls
have encouraged governments worldwide to attract them. As result the governments have
started implementing different policies to facilitate such investments.

DFls not only infuse much-needed capital into the economy but also bring with them
advanced technologies, managerial expertise, and access to international markets. These
investments often lead to the creation of new businesses, the expansion of existing
enterprises, and the introduction of innovative products and services. It contribute to the
local industries gaining a competitive edge, as well as increase of employment opportunities,
and economic diversification.

The objective of this article is to analyze the role of government policies in attracting
DFls and explore the mechanisms through which these policies influence investment
decisions. By conducting a systematic review of relevant literature, as well as employing
economic analyses, this study aims to provide empirical evidence supporting the link
between government policies and DFls.

Literature Review
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A comprehensive review of the existing literature reveals a wealth of scholarly work
investigating the relationship between government policies and DFls. Various theoretical
perspectives have been proposed to explain how different policy factors influence
investment decisions by foreign firms. Additionally, empirical studies have examined the
impact of specific policies on attracting DFls, shedding light on the effectiveness of different
policy approaches.
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Figure 1. Top-10 countries by foreign direct investment in 2022, net inflows (BoP, current
USS). Adapted from the World Bank. [1]

Several prominent researchers have conducted extensive studies on the topic of
government policies and DFls. Blomstrom, Lipsey, and Zejan (1994) investigated the factors
influencing economic growth in developing countries, including the role of government
policies in attracting DFls [2]. Globerman and Shapiro (2002) explored the relationship
between governance infrastructure and global FDI flows [3]. Jensen (2003) focused on the
impact of political regimes on inflows of foreign direct investment, emphasizing the
importance of democratic governance [4]. Borensztein, De Gregorio, and Lee (1998)
examined how FDI affects economic growth [5], while Busse and Hefeker (2007) investigated
the influence of political risk and institutions on foreign direct investment [6]. These
researchers, among others, have made significant contributions to the understanding of the
relationship between government policies and DFls, providing valuable insights for
policymakers and scholars in the field.

Several theoretical frameworks have been developed to understand the role of
government policies in attracting DFl. The Ownership, Location, Internalization (OLI)
paradigm, proposed by Dunning (1980, 1988), provides a comprehensive framework for
analyzing the determinants of multinational enterprises' investment decisions [7][8]. The OLI
paradigm highlights the importance of firm-specific advantages (Ownership), location-
specific advantages (Location), and the internalization of activities across national borders
(Internalization). Institutional Theory, developed by North (1990) [9] and further expanded
by Peng (2003) [10], emphasizes the role of formal and informal institutional environments

90in shaping DFI inflows. It explores how the quality of institutions, including regulatory
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frameworks, legal systems, and property rights protection, influences the attractiveness of a
country for foreign investors. The Resource-Based View (RBV), pioneered by Barney (1991)
[11] and extended by Rugman (1981) [12], focuses on firm-specific resources and capabilities
as drivers of competitive advantage and foreign investment. The RBV posits that countries
with abundant resources, skilled labor, and technological capabilities are more likely to
attract DFIs. These frameworks offer valuable insights into the mechanisms through which
government policies influence DFIs and provide a foundation for analyzing the relationship
between policies and investments.

A number of empirical studies have investigated the relationship between
government policies and DFls, employing various econometric models and regression
analyses. Blomstrom, Lipsey, and Zejan (1994) found that policies promoting trade openness,
investment liberalization, and macroeconomic stability positively influence DFls in
developing countries [13]. Globerman and Shapiro (2002) analyzed the impact of
governance infrastructure on global FDI flows and concluded that better institutional quality
attracts higher levels of foreign investment [14]. Jensen (2003) examined the role of political
regimes and discovered that democratic governance has a positive effect on inflows of
foreign direct investment [15]. Borensztein, De Gregorio, and Lee (1998) conducted a study
on how FDI affects economic growth and found a positive correlation between the two [16].
Busse and Hefeker (2007) investigated the influence of political risk and institutions on FDI
and determined that political stability and strong institutions significantly attract foreign
investment [17].

Conceptual Framework

In developing our conceptual framework to analyze the role of government policies
in attracting DFls, we aim to capture the complex dynamics between policy factors and
foreign investor decisions. Our framework draws on established theories and perspectives in
the field to provide a comprehensive understanding of this relationship.

At the core of our framework lies the recognition that government policies are
instrumental in shaping the investment environment and influencing the attractiveness of a
country for DFls. We acknowledge the multidimensionality of policies and consider various
dimensions that have been identified as crucial determinants of foreign investment
attractiveness in existing literature.

One important dimension is political stability. A stable political environment instills
confidence in investors and reduces the perceived risks associated with political unrest or
instability. Policies promoting political stability through good governance, strong institutions,
and transparent decision-making processes are essential in attracting DFls.

Another significant dimension is the legal and regulatory framework. Clear and
predictable laws, effective enforcement mechanisms, and protection of property rights
create an environment that safeguards investors' interests. Infrastructure development is
also a vital policy factor. Extensive physical infrastructure, such as transportation networks,
energy systems, and digital connectivity, is essential for the smooth operation of businesses.
Governments that invest in infrastructure development demonstrate their commitment to
supporting economic activities and attracting DFls.

Tax incentives and trade policies are additional dimensions that influence investment
decisions. Governments can offer tax incentives, such as reduced corporate tax rates or
investment tax credits, to attract DFls. Favorable trade policies, including free trade
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agreements and open market access, can create opportunities for foreign investors to
penetrate new markets and enhance their competitiveness.

Drawing on the Ownership, Location, Internalization (OLI) paradigm, Institutional
Theory, and Resource-Based View, our framework acknowledges the interaction between
policy factors and other key determinants of foreign investment decisions. We take into
account the advantages that the firm may have in the form of technological experience or
managerial ability. These factors influence the decision on where to invest. Investors also
take into account the quality of institutions, norms and cultural characteristics in their
investment activities. The availability of resources such as natural resources, highly skilled
labor and knowledge capital all play a role in investment decision making.

Integrating these factors into our conceptual framework allows us to understand how
public policy can be effective in attracting foreign direct investment. It takes into account the
interaction between political aspects, the strengths of the firm and the institutional
environment, and the resources available for investment.

This framework is a valuable tool for policy makers and researchers who seek to
analyze and develop policies aimed at increasing the attractiveness of foreign direct
investment in order to promote economic growth and development.

Government Policies and DFls: Theoretical Perspectives

In this section, we will examine the impact of public policy on foreign direct
investment, looking at the main advantages and disadvantages, as well as the factors that
influence investment decisions. The OLI (Ownership, Location, Internalization) paradigm
offers three main approaches that can be used to attract investment. Ownership is the
company's unique assets and associated opportunities. Location is national features such as
market, resources, infrastructure and workforce. Domestic activity is the decision of a
company to implement its projects domestically instead of using external markets or
outsourcing.

By considering these three dimensions, policymakers can design targeted policies to
enhance ownership advantages, promote location-specific advantages, and facilitate the
internalization of activities, thus attracting DFls.
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Figure 2. Foreign direct investment, total for world, net inflows (BoP, current USS).
Adapted from the World Bank. [18]
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Institutional Theory, initially developed by North (1990) and further extended by Peng
(2003), emphasizes the role of formal and informal institutional environments in shaping the
inflow of DFls. Formal institutions refer to laws, regulations, property rights protection, and
contract enforcement mechanisms, while informal institutions encompass norms, values,
cultural factors, and social networks. Strong institutions that provide a stable, transparent,
and predictable investment environment are more likely to attract foreign investors.
Policymakers can focus on improving institutional quality, reducing corruption, streamlining
bureaucratic processes, and enhancing the rule of law to create an attractive investment
climate.

The Resource-Based View (RBV) highlights the importance of firm-specific resources
and capabilities as drivers of competitive advantage and foreign investment. According to
Rugman (1981) and Barney (1991) countries with abundant resources, skilled labor,
advanced technology, and a favorable business environment are more likely to attract DFls.
Policymakers can foster an environment conducive to resource accumulation, promote
human capital development, invest in research and development, and support innovation
and entrepreneurship to attract foreign investors seeking access to valuable resources and
capabilities.

By exploring these theoretical perspectives, we can gain a deeper understanding of
the mechanisms through which government policies influence the decisions of foreign
investors.

Empirical Analysis

To complement our theoretical understanding and provide empirical evidence of the
relationship between government policies and DFls, we conducted an econometric analysis
using available data. Our analysis aimed to examine the impact of specific policy factors on
attracting DFls and understand the magnitude of their influence.

Data Collection Methods and Sources

We collected data from reputable sources such as national statistical agencies,
international organizations like the World Bank and United Nations, and research databases.
The dataset includes information on foreign direct investment inflows, government policies,
economic indicators, and other relevant variables for a sample of countries over a specific
period.

Econometric Model and Regression Analysis

We employed a panel data analysis framework, which allows us to control for time-
invariant country-specific characteristics that may affect DFIs. The dependent variable is the
inflow of DFls measured in USD. The independent variables include various policy indicators
such as political stability, legal and regulatory framework, infrastructure quality, tax
incentives, and trade policies. Control variables such as GDP growth rate, population, and
human capital are included to account for other factors that may influence DFls.

The estimated regression equation is as follows:

FDI_inflow = BO + P1Political Stability + P2Legal and Regulatory Framework +
B3Infrastructure Quality + P4Tax Incentives + B5Trade Policies + B6GDP Growth +
B7Population + B8Human Capital + Error_term

BO represents the intercept term or the constant term. It is the coefficient associated
with the intercept in the regression model. The intercept term captures the expected value
of the dependent variable (FDI inflow) when all independent variables are set to zero. In
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other words, it represents the baseline level of the dependent variable that is not influenced
by the independent variables included in the model. B0 is estimated through the regression
analysis and helps to determine the starting point or baseline of the relationship between
the dependent variable and the independent variables.

The error term or the residual term captures the variation in the dependent variable
(FDI inflow) that is not explained by the independent variables included in the model. The
error term includes other factors and random variations that affect the dependent variable
but are not explicitly accounted for in the regression equation. € is a common notation used
to represent the residual term in econometric models.

We employed appropriate statistical software to estimate the regression model.
Robustness tests, including heteroscedasticity tests and alternative model specifications,
were conducted to ensure the reliability of the results.

Findings and Interpretation

The study revealed several significant findings. Firstly, political stability plays an
important role in attracting DFIs. Countries with stable political environments were more
successful in attracting foreign investors. Therefore, a stable political environment is a key
factor for successful investment activity.

Second, the legal framework is an important determinant of DFls. Attractive factors
for investors include transparent and efficient legal systems with effective mechanisms for
the contract enforcement and strong protection of property rights.

Thirdly, we found that the quality of infrastructure is also of great importance in
attracting investment to a country. A well-developed physical infrastructure, including a
reliable transport network, energy system and digital communications, helps to attract
foreign investment.

In addition, tax incentives and favorable trade conditions also play an important role
in attracting investment. Governments that offer competitive tax incentives and create an
open and liberal trading environment attract foreign investors.

Our study determined that the following factors influence the inflow of foreign
investment:

e Political stability

e Transparency and efficiency of the legal framework

e Quality of infrastructure

e Tax incentives

e Trade policy

Case Studies

To further examine the role of government policies in attracting DFIs, we will analyze
a selection of real-world case studies. These case studies will provide insights into successful
instances where specific government policies have effectively attracted significant DFls.

Ireland's investment promotion strategy

The Irish government has successfully implemented an investment promotion
strategy. This has led to significant foreign direct investment in the high-tech and
pharmaceutical sectors. It has provided favorable tax policies, including low corporate tax
rates, research and development incentives, and a robust regulatory framework. Educational
institutions were also established to prepare a skilled workforce. Thanks to this, many
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multinational companies, including high-tech and pharmaceutical ones, have opened their
enterprises here, creating jobs and breathing new life into the country's economy [19].

Singapore's regulatory reforms

The Singapore government has been able to create an attractive investment climate
through comprehensive regulatory reforms. It focused on streamlining administrative
processes, strengthening intellectual property protection and improving contract
enforcement. Specialized government organizations such as the Economic Development
Board and Singapore International Enterprise have been established to support foreign
companies and provide individualized assistance. All of these measures, combined with
political stability and strong institutions, have attracted significant investment in Singapore
in sectors such as finance, logistics services and technology [20].

These case studies highlight that effective public policies can be a key factor in
attracting DFls. Ireland's investment promotion strategy and Singapore's regulatory reforms
can serve as inspiration for countries seeking to attract DFIs and stimulate economic growth.

Policy Implications and Recommendations

Based on the results of our empirical study and case studies, we can draw the
following conclusions and provide recommendations to policymakers.

Enhancing policy coordination and stability

Policymakers could prioritize maintaining political stability and providing a consistent
policy environment to create an atmosphere of trust and confidence among investors. A
stable political climate reassures foreign investors about the long-term prospects of the
country and reduces their perceived risks.

To ensure policy coordination and stability, policy makers need to ensure coherence
and continuity in this area. It is important to implement a long-term development strategy
for a country that is consistent with its goals and provides a clear path for investment.
Frequent changes and sudden policy adjustments can cause uncertainty and reduce the
interest of foreign investors in investing.

Politicians can create mechanisms for coordinating policies between different
government agencies. This can be achieved through regular consultations and meetings to
agree on policies and ensure a unified approach. Interaction and exchange of information
will help create a favorable environment for foreign direct investment.

Public policy makers should actively communicate with investors and provide
information about any policy changes in a timely and transparent manner. Regular updates
and clear communication will help reduce ambiguity, build investor confidence and address
emerging issues. Policy development should prioritize long-term planning, strategic thinking
and assessing the potential impacts of change. It is important to take into account the
opinions and feedback of stakeholders and experts in order to ensure that the policy meets
the needs of the market and the interests of investors.

Strengthening institutional frameworks

Countries that wish to attract DFIs should prioritize the creation of a sound
institutional environment. These conditions include a transparent legal system, effective
mechanisms for enforcing contracts and protecting property rights, etc.

Transparent legal systems are essential to create a clear regulatory framework for
foreign investors. The government should strive to develop easily accessible and
understandable rules and laws that consistently apply to foreign investors. Transparency in
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the legal system ensures that foreign investors understand their rights and obligations,
reducing uncertainty and the risk of arbitrary decision-making. By implementing transparent
legal systems, countries can instill confidence in investors, facilitating greater inflows of DFls.

Effective contract enforcement mechanisms are equally important in attracting
foreign investors. Countries should establish reliable and efficient systems for enforcing
contracts and resolving disputes. This includes establishing specialized courts or alternative
dispute resolution mechanisms that can handle commercial disputes in a timely and
impartial manner.

The protection of property rights is critical to a stable institutional framework.
Governments must enact laws and regulations that protect the rights to intellectual
property, land and other types of property. Robust property rights protection ensures that
foreign investors can securely hold and use their assets, preventing unlawful seizure or
expropriation. By protecting property rights, countries create an environment where
investors feel confident in making long-term investments and where their intellectual and
physical assets are safeguarded.

Institutional strengthening requires a long-term commitment and comprehensive
reforms. Countries could invest in capacity-building programs to enhance the skills and
capabilities of regulatory agencies, judiciary systems, and administrative bodies. Training
programs, knowledge-sharing platforms, and international collaborations can assist in
building the necessary institutional capacity.

Promoting Ease of Doing Business

Simplifying bureaucratic processes, reducing administrative burdens, and enhancing
the ease of doing business are critical factors that can significantly attract DFIs.

Bureaucratic processes and administrative hurdles often pose challenges for
businesses, both domestic and foreign. Complex and time-consuming procedures can
discourage potential investors, as they increase costs and create delays. Therefore,
governments could focus on simplifying these processes to facilitate business operations and
attract DFls.

The digitalization of service delivery is one of the key aspects of creating a favorable
business environment. Governments can use technology to automate business processes,
digitize documentation, and create online platforms to register a business, obtain licenses,
and complete other administrative procedures. By providing online services, governments
can increase efficiency and reduce paperwork, as well as minimize the need for physical
interaction between businesses and government agencies.

Administrative facilitation is an important step towards attracting DFIs. Governments
should strive to simplify and speed up the process of obtaining permits, licenses and visas in
order to create favorable conditions for foreign investment and attract foreign investors to
their country. Minimizing the administrative burden and ensuring a timely response from
government agencies contribute to creating a more attractive investment climate and
encourage foreign investors to choose their countries for investment.

Providing investment incentives

Policy makers can use insights and targeted measures to stimulate economic
development as well as attract foreign investors to specific industries. By providing tax
breaks, loans and other incentives, they can make a country more attractive for investment.
Governments can provide tax breaks on corporate profits, capital gains or dividend
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payments, creating a favorable investment climate. Such tax incentives help to reduce the
financial costs of foreign investors, increasing the attractiveness of the country in the eyes of
investors.

In addition to tax incentives, policymakers should consider other types of investment
incentives that are in line with a country's strategic development goals and the specific needs
of the industry. For example, the government may provide grants and subsidies to fund
research and development, innovation, and technology transfer to foreign investors. Such
incentives encourage the bringing of advanced technologies, knowledge and experience into
the country, supporting innovation and strengthening the competitiveness of local
enterprises.

Targeted sector-specific incentives can also be effective in attracting DFls.
Governments can identify strategic sectors or industries that align with their economic
development objectives and offer tailored incentives to attract investments in those areas.
This could include special economic zones with preferential regulations, access to
infrastructure, and streamlined administrative processes.

Developing infrastructure

Transport networks play a vital role in infrastructure, having a direct impact on the
movement of goods, people and services. Well-developed road, rail, airport and port
infrastructure contributes to efficient logistics, supply chain management and reduced
transport costs, which improves connectivity. This infrastructure enables businesses,
including foreign investors, to access markets, distribute products, and operate smoothly,
thereby increasing the attractiveness of a country as an investment destination.

Energy systems are an important factor in attracting foreign direct investment.
Reliability and availability of energy supply is essential for production, processes and
business activities. Governments must invest in the development of energy infrastructure
such as generation, transmission and distribution to ensure a stable and reliable energy
supply. Creating a reliable energy infrastructure is an important part of a favorable business
environment. This attracts foreign investors who need a reliable source of energy for their
activities.

Digital communications play an increasingly important role in today's global economy,
and reliable and fast Internet connections and advanced telecommunications systems are
critical to business success in this day and age. Governments should prioritize investment in
the development of digital infrastructure, including broadband networks, data centers and
communications systems, to ensure reliable and efficient communications.

Infrastructure development has far-reaching benefits beyond attracting DFIs. The
development of a reliable energy infrastructure also improves a country's competitiveness
by increasing productivity, reducing costs and creating a favorable business environment.
Developed infrastructure not only attracts foreign investors, but also promotes the
development of domestic businesses, which contributes to economic growth and creates
jobs. Additionally, infrastructure projects stimulate demand in related industries, generating
employment opportunities and contributing to local economic development.

Conclusion

The article discusses how government policy affects the decision of foreign investors to
invest their funds in the economy of a particular country, as well as what mechanisms are
used for this. The main theoretical foundations underlying these mechanisms were
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considered: the ownership paradigm, location theory, internalization theory and
institutional theory.

An empirical analysis was carried out, the results of which confirmed the relationship
between public policy and foreign investment, including political stability, legal framework,
quality of infrastructure, tax policy and trade policy.

There have also been case studies of investment promotion strategies in Ireland and
regulatory reforms in Singapore that have demonstrated the effectiveness of public policies
in attracting significant levels of foreign investment.

Overall, this article is an important contribution to understanding the role of public
policy in stimulating economic growth and attracting foreign investment.
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