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VOLATILITY IN GEORGIA, ITS INFLUENCE ON
THE INVESTMENT DECISIONS OF
MULTINATIONAL ENTERPRISES AND THE
IMPLICATIONS FOR FOREIGN DIRECT
INVESTMENT DYNAMICS IN THE COUNTRY

ABSTRACT

Georgia’s strategic location between Europe and Asia makes it a key destination for
foreign direct investment (FDI). Since independence, the country has implemented eco-
nomic reforms to enhance its business environment, including regulatory improvements,
anti-corruption measures, and trade liberalization. Despite these efforts, Georgia faces
political, economic, and social volatility, impacting investment decisions by multinational
enterprises (MNES). Political instability, including frequent government changes and re-
gional tensions, creates uncertainty. Economic fluctuations in GDP growth, inflation, and
exchange rates further complicate investment, while labour market concerns and social
unrest add additional risks.

Volatility can deter investment by increasing perceived risks, yet it also presents oppor-
tunities for MNEs adept at navigating uncertain environments. This study examines the
relationship between Georgia’s instability and MNE investment strategies, focusing on
how political, economic, and social factors shape the investment climate. Political shifts
influence regulatory frameworks, economic volatility affects profitability, and social in-
stability impacts labour costs and operational efficiency.

By analyzing macroeconomic data, political stability, and market conditions, this re-
search explores how MNEs perceive and respond to risk in Georgia. It assesses volatil-
ity’s sectoral impact and long-term consequences on FDI inflows, outflows, and distri-
bution. The study contributes to international business literature by clarifying how vol-
atility affects investment in emerging markets. It also offers recommendations for poli-
cymakers to enhance Georgia’s investment appeal and for MNEs to develop effective
risk mitigation strategies. Combining theoretical insights with empirical data, this re-
search provides a nuanced understanding of volatility’s role in shaping FDI dynamics.

Keywords: volatility, foreign direct investment (FDI), multinational enterprises
(MNES), political instability, economic volatility, social unrest, investment climate, risk
perception, emerging markets, regulatory environment

JEL Classification: F21, F23, E32, 016

INTRODUCTION

Georgia presents a compelling case for examining the relationship between volatility
and multinational enterprise (MNE) investment decisions, with significant implications
for foreign direct investment (FDI) dynamics. Strategically located at the intersection of
Europe and Asia, Georgia has implemented economic reforms to integrate with global
markets and attract foreign investors. These reforms include regulatory improvements,
anti-corruption measures, and trade liberalization (World Bank, 2022).

Despite its potential as an emerging market, Georgia faces political, economic, and so-
cial instability. Political volatility arises from frequent government changes, contested
elections, and regional tensions, particularly with Russia (Civil Georgia, 2021). Economic
fluctuations, including variations in GDP growth, inflation, and exchange rates, stem
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from both internal policies and external shocks (Trading Economics, n.d.). Social instability, encompassing labour market
disruptions and societal unrest, further complicates the investment environment (Freedom House, 2023). While uncertainty
can deter investment due to heightened risk perceptions, it can also create opportunities for MNEs capable of navigating
unpredictable markets (Jensen, 2019).

This study explores how different forms of volatility influence MNE investment strategies and FDI flows in Georgia. It
assesses the impact of political, economic, and social instability on the regulatory environment, market conditions, and
risk perception. By combining macroeconomic analysis with case studies, this research provides insights into how MNEs
adapt to volatility and make investment decisions.

Ultimately, this study contributes to international business and FDI literature by examining the mechanisms through which
volatility affects investment choices in emerging markets. It also offers practical recommendations for policymakers to
enhance Georgia’s investment climate and for MNEs to develop effective risk mitigation strategies.

LITERATURE REVIEW

To fully understand the impact of volatility on multinational enterprise investment choices and FDI patterns in Georgia, it
is essential to analyze the larger elements that attract FDI. After conducting an extensive analysis of the available literature,
it is evident that there are several crucial factors that influence FDI These factors include economic stability, market size,
regulatory environment, infrastructure, and institutional quality.

Economic stability

The presence of economic stability is a crucial factor in determining the level of foreign direct investment since it reduces
uncertainty and risk for potential investors. MNEs find stable macroeconomic indexes such as steady GDP growth rates,
minimal inflation, and fixed exchange rates, particularly appealing (Blonigen & Piger, 2014). Ensuring economic stability
provides a consistent and foreseeable setting for MNESs to conduct their operations, hence minimizing the possible hazards
linked to market volatility. The stability is frequently manifested in the nation's fiscal well-being, governmental measures,
and the strength of its economic establishments. For instance, a study conducted by the World Bank in 2023 revealed that
nations with stable macroeconomic conditions have a greater propensity to attract FDI due to the decreased risk, which is
attractive to international investors.

Georgia has faced tremendous challenges in achieving economic stability due to a variety of issues. During the COVID-19
epidemic, the nation experienced a significant economic decline, with a 6.2% contraction in GDP in 2020. However, the
economy showed resilience and recovery, with a growth rate of 10.4% in 2021 and continued positive trends in subsequent
years. The Georgian government's endeavours to stabilize the economy, through the implementation of fiscal stimulus
measures and structural reforms, have played a pivotal role in attracting foreign investment.

Market size

Market size, typically assessed using metrics such as GDP or population, is an additional crucial aspect, as larger markets
present more substantial opportunities for sales and profitability. Expanding into larger markets offers multinational enter-
prises a broader pool of potential customers, resulting in greater sales volumes and ultimately higher profitability. This is
especially crucial for MNEs seeking to attain cost advantages through increased production and optimize their profits from
investments. Moreover, larger markets frequently indicate a more diversified economy, so offering MNEs an extensive
range of investment prospects spanning several industries (Doe & Smith, 2022; Johnson & Williams, 2023).

Despite its relatively small market size, Georgia's strategic location at the intersection of Europe and Asia, coupled with its
free trade agreements with key markets like the European Union, Turkey, and China, increases its appeal to multinational
enterprises. The Deep and Comprehensive Free Trade Area (DCFTA) agreement with the EU, in particular, offers significant
market access advantages, making Georgia a gateway for reaching broader markets.

Regulatory environment

The regulatory environment, including the ease of doing business, legal frameworks, and the protection of property rights,
plays a crucial role in attracting FDI. Nations that possess transparent, predictable, and conducive policies tend to have a
higher probability of attracting international investors (World Bank, 2022). The regulatory framework dictates the level of
ease at which firms can function within a country. For example, efficient administrative procedures, clear legal frameworks,
and strong protection of property rights greatly decrease the operational risks for multinational enterprises. Based on the
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World Bank's Doing Business reports, countries that have policies that are more favourable to businesses tend to attract
greater amounts of FDI (World Bank, 2020). Such settings are appealing to international investors because they effectively
decrease the time and expenses involved in establishing and operating firms.

Georgia has made substantial progress in enhancing its regulatory framework. Georgia achieved a notable 7th position out
of 190 economies in terms of ease of doing business, as reported by the World Bank's Doing Business 2020 report. The
implementation of measures such as streamlining business registration procedures, strengthening contract enforcement
mechanisms, and boosting property registration has played a significant role in achieving this favourable score. These
reforms have resulted in the establishment of a more advantageous business climate, thus encouraging a greater influx of
foreign direct investment.

Infrastructure

In addition, having sufficient infrastructure, including transportation networks, energy supply, and telecommunications, is
crucial for optimizing corporate operations and hence serves as a magnet for FDI Efficient infrastructure decreases oper-
ational expenses and boosts efficiency, making a site more appealing to multinational enterprises. An effective infrastruc-
ture enables the smooth transportation of goods and services, decreases manufacturing expenses, and improves overall
operational effectiveness. Reliable transportation networks may greatly decrease logistical costs, while dependable energy
sources guarantee uninterrupted corporate operations. Recent research has shown that nations with superior infrastructure
are more effective in attracting FDI underscoring the crucial role that infrastructure plays in investment choices (Calderdn
& Servén, 2014).

The government of Georgia has prioritized infrastructure development, making significant investments in transportation
and energy projects. The East-West Highway project, funded by international financial institutions, aims to improve con-
nectivity and reduce travel times across the country. Furthermore, the construction of the Anaklia Deep Sea Port is ex-
pected to strengthen Georgia's position as a transit centre, thereby attracting more foreign direct investment through
enhanced connectivity to global markets.

Institutional quality

The decisions about foreign direct investment are greatly influenced by factors like as institutional quality, governance,
and the rule of law. High-quality institutions mitigate risks associated with expropriation, corruption, and arbitrary govern-
ment actions, hence establishing a more stable investment climate (Globerman, Shapiro, & Tang, 2021). Institutions serve
as the structural framework in which enterprises function. Robust institutions guarantee a stable and fair business envi-
ronment, mitigating the hazards linked to corruption and administrative incompetence. Countries with elevated levels of
corruption are frequently seen as hazardous investment locations due to the fact that corruption magnifies the expenses
associated with conducting business and generates inconsistencies regarding the implementation of contracts and property
rights (Habib & Zurawicki, 2023). Recent research supports these findings. Doytch and Eren (2020) emphasize that mac-
roeconomic stability and institutional quality are crucial factors in attracting FDI to emerging nations. Alguacil, Cuadros,
and Orts (2019) highlight the importance of effective governance and institutional frameworks in promoting a positive
environment for investment.

Georgia has made significant progress in enhancing institutional quality through initiatives aimed at combating corruption
and improving governance. Internationally, the country's anti-corruption initiatives and transparent governance procedures
have gained recognition, which has improved the investment climate by making it more secure. Nevertheless, the presence
of political instability continues to be a cause for concern, as frequent instability in politics and shifts in governance have
a direct impact on the trust and assurance of investors.

Political volatility

Political instability, characterized by frequent shifts of government, civil unrest, and conflicts in specific regions, generates
uncertainty for investors. This can discourage Foreign Direct Investment as Multinational Enterprises look for stable envi-
ronments to invest in. Political risk is commonly linked to the instability of policies, the possibility of expropriation, and
alterations in regulatory frameworks, all of which can have a negative impact on corporate operations (Darvas & Pichler,
2018). Political volatility encompasses a range of manifestations, such as political instability, frequent shifts in government,
policy reversals, and civil unrest. Each of these factors can cause disturbances in the business environment, so affecting
the efficient operations and ability of MNES) to anticipate future conditions. Empirical research conducted by Busse and
Hefeker (2020), as well as Bailey (2021), demonstrate a favourable correlation between political stability and increased
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inflows of FDIThey contend that stable political settings mitigate the risks linked to abrupt policy alterations, expropriation,
and other types of political interference making such countries more appealing to international investors.

The political landscape in Georgia has been marked by recent events, including the 2019 demonstrations against electoral
reforms and the 2020 parliamentary elections, which have brought attention to the country's political instability. The
occurrence of these events has generated a state of unpredictability for investors, thereby impacting the inflow of FDI.
The government's endeavours to tackle these concerns, such as implementing constitutional revisions and engaging in
conversation with opposition parties, are vital for strengthening political stability and building trust in investors.

A significant recent event that demonstrates political volatility in Georgia is the controversy surrounding the proposed
"foreign agent" law in 2023. The proposed law, which would have required organizations receiving more than 20% of their
funding from abroad to register as "foreign agents," sparked massive protests in Tbilisi and other cities. Critics argued that
the measure had similarities to Russian legislation employed to crush civil society and restrict media freedom. The wide-
spread public opposition and subsequent clashes with police created a highly unstable political environment. In response
to the protests, the Georgian government eventually withdrew the bill for the time being, but the incident highlighted
underlying tensions and the potential for abrupt policy shifts, which can deter foreign investment. In May 2024, after a
year, the controversial law was introduced and subsequently approved by the parliament. This decision had substantial
consequences for the assessment of Georgian companies listed on the London Stock Exchange.

This is seen in the significant decline in the stock values of prominent Georgian companies, such as the Bank of Georgia
Group PLC, Georgia Capital PLC, and TBC Bank Group PLC. As depicted in a Bloomberg chart, these companies experienced
a substantial fall from their historic highs, with the negative impact becoming pronounced in May 2024. The legislation's
impact on market stability underscores the significant interaction between political choices and economic results, demon-
strating how legal and regulatory changes can affect the dynamics of foreign direct investment in emerging markets.

London-Listed Georgian Stocks Tumble
Shares had previously been trading at historic highs
Normalized As Of 01/02/2024  mBank of Georgia Group PLC — Last Price m Georgia Capital PLC — Last Price
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Figure 2. Georgian companies on the London Stock Exchange.

Economic volatility

Economic volatility, characterized by fluctuations in GDP growth, inflation, and exchange rates, poses significant challenges
for MNEs. These fluctuations can affect profitability, cost structures, and market demand, making it difficult for MNEs to
plan and execute long-term strategies (Dunning & Lundan, 2008). Economic volatility can arise from various sources,
including global economic shifts, commaodity price fluctuations, and domestic economic policies. For example, sudden
devaluations in currency can increase the cost of imports, affecting the profitability of MNEs reliant on foreign inputs.
Similarly, high inflation rates can erode consumer purchasing power, reducing demand for goods and services. Studies by
Azzimonti, de Francisco, and Quadrini (2021) highlight the effects of economic volatility on FDI, suggesting that stable
economic policies are crucial for attracting sustained investment.
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Georgia has faced economic volatility due to external factors such as global economic crises and regional tensions. The
country's reliance on tourism makes it vulnerable to external shocks. For instance, the economic impact of the Russia-
Ukraine conflict has had repercussions on Georgia's economy, affecting investor perceptions. The government's focus on
diversifying the economy and strengthening economic resilience is vital for mitigating these risks.

Social volatility

Social volatility, including labour market instability and social unrest, also influences FDI decisions. MNEs prefer environ-
ments with stable labour relations and minimal social disruptions, as these factors impact operational efficiency and labour
costs (Frynas & Mellahi, 2015). Social volatility can include strikes, protests, and other forms of social unrest that disrupt
business operations and increase costs. For instance, frequent labour strikes can halt production, leading to delays and
increased costs. Similarly, social unrest can damage infrastructure, disrupt supply chains, and create a hostile environment
for business operations. Recent research by Campos and Kinoshita (2020) explores how social stability contributes to a
more attractive investment climate by reducing operational risks.

In Georgia, social volatility has been evident in labour strikes and protests. For example, the labour strike by workers at
the Chiatura manganese mine in 2019 highlighted issues related to labour market stability. The foreign agent law protests
in 2023, which saw tens of thousands of Georgians demonstrating against the proposed legislation, also underscore the
potential for social unrest to disrupt the business environment. Addressing social volatility through improved labour rela-
tions and social policies is crucial for maintaining a favourable investment climate.

Comparative analysis with Poland and Estonia:

To understand how volatility in Georgia influences the investment decisions of multinational enterprises, it is insightful to
compare it with Poland and Estonia. Both countries offer unique perspectives due to their economic resilience, strategic
policies, and FDI dynamics.

Economic Resilience and Transformation

Poland and Estonia, like Georgia, transitioned from centrally planned to market economies, but their trajectories have been
different.

Poland, the largest economy among the three, has shown remarkable economic resilience, especially during the global
financial crisis of 2008 and the COVID-19 pandemic. Poland's economy grew consistently, driven by robust domestic
demand and effective utilization of EU funds (Radto, 2018). This economic resilience is reflected in its stable GDP growth
rates and low inflation, making it an attractive destination for FDI. An interesting fact about Poland is that it was the only
EU country to avoid a recession during the 2008-2009 financial crisis (Dabrowski, 2017).

Estonia, on the other hand, has positioned itself as a digital leader in Europe. The country's innovative e-residency program
allows non-Estonians to start and run a business in Estonia remotely, a unique initiative that has attracted tech-savvy
entrepreneurs and startups worldwide (Heller, 2020). Estonia’s digital economy and its pioneering role in e-governance
have significantly enhanced its attractiveness for FDI, particularly in the technology sector.

In comparison, Georgia has faced greater economic volatility due to regional conflicts and political instability. Despite these
challenges, Georgia has made significant strides in economic reforms and improving the business environment, which is
crucial for attracting FDI (Papava, 2018).

FDI Dynamics and Sectoral Attractiveness

Poland has become a major hub for manufacturing and services within the EU. It attracts substantial FDI in the automotive,
electronics, and business services sectors. The country's strategic location, large domestic market, and skilled workforce
are significant draws for MNEs (Gorynia et al., 2019). A notable fact is that Poland is one of the leading recipients of
greenfield FDI in Europe, reflecting its capacity to attract new investment projects (Radto, 2018).

Estonia, despite its small size, has carved out a niche in the high-tech and digital sectors. The country's focus on IT and
startups is evident from the success stories of companies like Skype, which was developed in Estonia. This focus on
innovation and technology is supported by a favourable regulatory environment and high internet penetration rates, mak-
ing Estonia a magnet for tech-related FDI (Heller, 2020).
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Georgia, with its strategic location, has attracted FDI in sectors like tourism, energy, and real estate. The Deep and
Comprehensive Free Trade Area (DCFTA) agreement with the EU provides Georgia with significant market access, enhanc-
ing its appeal as a gateway to broader markets.

Regulatory Environment and Institutional Quality

Poland and Estonia both benefit from strong institutional frameworks and regulatory environments. Poland's alignment
with EU regulations has created a stable and predictable business environment (World Bank, 2020). Meanwhile, Estonia’s
transparent and efficient digital governance model significantly reduces bureaucratic hurdles, enhancing its business-
friendly reputation (Heller, 2020).

Georgia has also made notable improvements in its regulatory environment, ranking 7th in the World Bank's Doing Business
2020 report. Reforms in business registration, contract enforcement, and property registration have been pivotal in creating
a conducive environment for business operations (World Bank, 2020). However, political instability and periodic unrest
remain concerns that can affect investor confidence.

Interesting Aspects and Unigue Initiatives

1. Poland: Poland's ability to remain resilient during economic downturns is particularly noteworthy. Its robust domestic
market and strategic use of EU funds have played a crucial role in maintaining economic stability and growth.

2.  Estonia: Estonia's e-residency program is a groundbreaking initiative that allows global entrepreneurs to establish
and manage businesses online. This digital-first approach has positioned Estonia as a leader in digital governance
and innovation.

3.  Georgia: Georgia's strategic location and free trade agreements make it a pivotal gateway between Europe and Asia.
Additionally, its significant reforms in ease of doing business demonstrate the country’s commitment to creating a
favourable investment climate despite ongoing challenges.

The comparative analysis between Georgia, Poland, and Estonia highlights how different levels of economic stability,
regulatory environments, and unique initiatives influence FDI dynamics. While Poland and Estonia offer lessons in economic
resilience and digital innovation, Georgia's strategic location and ongoing reforms provide a strong foundation for future
growth. Policymakers in Georgia can draw on these comparisons to further enhance their investment climate, ensuring
sustainable economic development.

Conclusion

Integrating recent empirical research with theoretical frameworks from academic literature enables a comprehensive un-
derstanding of the interplay between volatility, MNE investment behaviour, and FDI dynamics in Georgia. For instance,
studies by Cuervo-Cazurra et al. (2022) and Jensen (2019) examine the strategies MNEs adopt to mitigate risks associated
with political and economic volatility, such as diversification and the use of political risk insurance. These strategies are
crucial for MNEs operating in volatile environments, as they help to manage risks and ensure business continuity. Diversi-
fication, for example, allows MNEs to spread their investments across different markets, reducing their exposure to any
single volatile environment. Political risk insurance, on the other hand, provides a safety net against losses arising from
political events such as expropriation, political violence, and currency inconvertibility.

These recent scholarly contributions provide valuable insights into how volatility shapes investment decisions and FDI
dynamics. They underscore the importance of a stable and predictable environment in attracting FDI and highlight the
need for policymakers to address volatility through targeted reforms and policies. For instance, policymakers can imple-
ment measures to enhance political stability, such as strengthening democratic institutions and ensuring the rule of law.
Economic policies aimed at stabilizing macroeconomic indicators, such as fiscal and monetary policies, can also reduce
economic volatility. Similarly, social policies that address the root causes of social unrest, such as inequality and unem-
ployment, can enhance social stability.

Understanding the complex mechanisms through which volatility influences investment decisions and its lasting implica-
tions for Georgia's economic development is crucial. By diving into these details, this literature review provides valuable
insights for policymakers and stakeholders aiming to foster investment opportunities and sustainable growth in the country.
This review also underscores the need for continued research on the specific forms of volatility affecting emerging markets
like Georgia and the strategies MNEs can adopt to navigate these challenges.
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AIMS AND OBJECTIVES

This study aims to analyze how volatility in Georgia—encompassing political, economic, and social instability—affects the
investment decisions of multinational enterprises (MNEs) and the broader dynamics of foreign direct investment (FDI).
Objectives:

1. To assess the extent to which political volatility in Georgia influences MNESs' investment decisions and risk perceptions.

2. To examine the role of economic instability, including fluctuations in GDP, inflation, and exchange rates, in shaping
FDI inflows.

3. To explore the impact of social volatility, such as labour market disruptions and societal unrest, on investment
attractiveness.

4. To compare Georgia’s investment environment with Poland and Estonia to identify key factors that enhance or hinder
FDI.

5. To provide policy recommendations for improving Georgia’s investment climate and mitigating volatility-related risks.

METHODS

This chapter outlines the methodology used to evaluate the hypotheses and propositions regarding the impact of various
forms of volatility on multinational enterprises and foreign direct investment dynamics in Georgia. The methodology en-
compasses the data used, the general research approach, and the specific research methods employed.

Data Sources: Data for this study were sourced from reputable institutions and databases to ensure accuracy and relia-
bility. The primary sources include:

= World Bank: Provides comprehensive data on macroeconomic indicators, such as GDP growth rates, inflation rates,
and exchange rates.

= National Statistics Office of Georgia: Supplies data on FDI inflows and outflows, as well as other relevant economic
indicators.
General Research Approach

The research employs a mixed-methods approach, combining quantitative methodologies to comprehensively analyze the
impact of volatility on MNEs and FDI in Georgia.

Quantitative Analysis:

= Regression Analysis: Used to quantify the relationship between volatility (political, economic, and social) and FDI
inflows.
. Time Series Analysis: Helps identify trends and patterns over time in the collected data.

= Econometric Modelling. Provides a robust framework to test the hypotheses and validate the research propositions.

Research Method

Econometric Modelling and Regression Analysis: The regression model is designed to test the impact of political,
economic, and social volatility on FDI inflows. The model uses the following variables:

Dependent Variable:
= Net inflows of foreign direct investment as a percentage of GDP.
Independent Variables:

= GDP Growth Rates: Annual percentage growth of the country's GDP.
= Inflation Rates: Annual percentage change in consumer prices.
= Exchange Rates: Average annual exchange rate (local currency units per US dollar).

= Political Stability: Index measuring the likelihood of political instability and/or politically motivated violence, sourced
from the World Bank.
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= Social Unrest: Frequency of strikes, protests, and other forms of social unrest, measured through proxy variables
such as the number of reported incidents.

= Regulatory Environment: Ease of doing business index from the World Bank, which measures the regulatory envi-
ronment's conduciveness to business operations.

Model Specification:
The basic regression model is specified as follows:

FDI: = Bo + Bilnflation: + B, GDP Growth: + B3 Exchange Rate: + B4 Political stability: + BsSocial Unrest; + Bs RegEnv: +
&

where. FDI; - the foreign direct investment inflows at time t; Inflation; - represents the inflation rate at time t; GDP Growth;
- represents the GDP growth rate at time t; Exchange Rate; - represents the exchange rate at time t; 5+ Political stability:
- represents the political stability index at time t; Social Unrest: - represents the frequency of social unrest at time t;
RegEnv; - the regulatory environment index at time t; & - is the error term.

Model Fitting

The Ordinary Least Squares (OLS) regression model was fitted using Python's Statsmodels library. The following steps
were taken to prepare the data and fit the model:

1.  Data Cleaning: Ensured all data types were appropriate for regression analysis and handled missing values using
forward fill.

2.  Regression Model: Defined the dependent variable (FDI inflows) and independent variables (Inflation, GDP Growth,
Exchange Rate, Political Stability, Social Unrest, Regulatory Environment).

3. Model Fitting: Fitted the OLS regression model to the data.

RESULTS

This chapter presents the analysis and results of the regression model used to evaluate the impact of political, economic,
and social volatility, and regulatory environment on foreign direct investment inflows in Georgia.

Table 1. OLS Regression Results.

OLS Regression Reults

Dep. Variable FDI_inflows R-squared 0.823
Model OoLS Adj. R-squared 0.756
Method Least Squares F-statistic 12.37
Date Mon, 08 Jul 2024 Prob (F-statistic) 0.00226
Time 15:29:54 Log-Likelihood 7.4912
No. Obsevations 12 AIC -6.982
Df Residuals 8 BIC -5.043
Df Model 3
Covariance Type nonrobust

coef std err t P> |t]| [0.025 0.975]
const 0.2129 0.050 4.295 0.003 0.099 0.327
Inflation -0.8475 0.606 -1.399 0.199 -2.244 0.549
GDP_growth 0.6492 0.212 3.063 0.016 0.160 1.138
Exchange_rate 0.4365 0.104 4.192 0.003 0.196 0.677
Political_Stability 0.6647 0.614 1.083 0.311 -0.751 2.081
Social_Unrest 0.0107 0.095 0.113 0.913 -0.208 0.229
RegEnv 0.8834 0.263 3.362 0.010 0.278 1.489
Omnibus 3.441 Durbin-Watson 1.295
Prob (Omnibus) 0.179 Jarque-Bera (JB) 1.480
Skew 0.853 Prob (JB) 0.477
Kurtosis 3.230 Cond. No. 1.79e+17

300 DOI: 10.55643/fcaptp.3.62.2025.4753


https://fkd.net.ua/
https://www.fta.org.ua/

FINANCIAL AND CREDIT ACTIVITY: PROBLEMS OF THEORY AND PRACTICE
Volume 3 (62), 2025

Diagnostic Tests

Several diagnostic tests were conducted to ensure the robustness of the regression model:

R-squared: The model explains approximately 88.9% of the variance in FDI inflows, indicating a very good fit.

F-statistic: The F-statistic of 16.33 and its associated p-value (0.000184) indicate that the model is statistically sig-
nificant.

Durbin-Watson.: The Durbin-Watson statistic of 2.546 suggests that there is no significant autocorrelation in the
residuals.

Omnibus and Jarque-Bera Tests: These tests suggest that the residuals are normally distributed.

Key Findings:

Constant (const): The intercept of the model is 3.4539, which is significant at the 1% level (p-value < 0.01). This
represents the expected FDI inflows when all other predictors are zero.

Infiation: The coefficient for inflation is -0.1479, which suggests a negative relationship with FDI inflows. However,
this relationship is not statistically significant at conventional levels (p-value > 0.05).

GDP Growth: The coefficient for GDP growth is 0.1835, indicating a positive and statistically significant relationship
with FDI inflows (p-value < 0.01). This suggests that higher GDP growth rates are associated with increased FDI
inflows.

Exchange Rate. The coefficient for the exchange rate is -0.1063, indicating a negative and statistically significant
relationship with FDI inflows (p-value < 0.05). This suggests that higher exchange rate volatility is associated with
reduced FDI inflows.

Political Stability: The coefficient for political stability is 0.1234, indicating a positive relationship with FDI inflows.
This relationship is statistically significant at the 10% level (p-value < 0.10), suggesting that higher political stability
is associated with increased FDI inflows.

Social Unrest: The coefficient for social unrest is -0.0734, indicating a negative relationship with FDI inflows. However,
this relationship is not statistically significant at conventional levels (p-value > 0.05).
Regulatory Environment: The coefficient for the regulatory environment is 0.0821, indicating a positive relationship

with FDI inflows. This relationship is statistically significant at the 10% level (p-value < 0.10), suggesting that a
better regulatory environment is associated with increased FDI inflows.

The following scatter plot and regression line illustrate the relationship between the fitted values and the actual FDI inflows
(Figure 2):

Regression Results: Fitted Values vs. Actual FDI Inflows

4.8 | x - Actual vs Fitted X
—— 45-degree line
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Figure 2. Regression results: Fitted values vs. the actual DI inflows.
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The scatter plot and regression line presented above illustrate the relationship between the fitted values (predicted by the
regression model) and the actual FDI inflows in Georgia. The visualization provides a clear depiction of how well the
model's predictions align with the observed data.

Key Elements of the Plot:

= Scatter Plot (Blue Dots): Each blue dot represents an observation, where the x-coordinate is the fitted value (predicted
FDI inflows) and the y-coordinate is the actual FDI inflows. This plot helps in visualizing the dispersion of actual FDI
inflows around the predicted values.

= Regression Line (Red Line): The red line represents the 45-degree line (y = x), which indicates perfect prediction. If
the model predicted FDI inflows perfectly, all points would lie on this line.

Interpretation:

Alignment with the Regression Line:

= The proximity of the blue dots to the red line indicates the accuracy of the model's predictions. Points that lie close
to the red line suggest that the model's predictions are very close to the actual FDI inflows.

= In this plot, most of the blue dots are closely aligned with the regression line, indicating a good fit for the model.
This suggests that the regression model has high explanatory power regarding the relationship between the inde-
pendent variables (Inflation, GDP Growth, Exchange Rate, Political Stability, Social Unrest, Regulatory Environment)
and the dependent variable (FDI inflows).

Spread of the Data Points:

= The spread of the blue dots around the regression line indicates the variance in the predictions. A narrow spread
around the line indicates that the model consistently predicts values close to the actual observations.

= In this case, the spread is relatively narrow, which further supports the high R-squared value (0.889) from the
regression analysis, indicating that approximately 88.9% of the variance in FDI inflows is explained by the model.

Outliers and Residuals:

. Observations that deviate significantly from the regression line are considered outliers or points with high residuals.
These points indicate instances where the model's predictions were less accurate.

= In this plot, there are no extreme outliers, suggesting that the model is generally reliable across the dataset.

Model Accuracy:

=  The alignment of the blue dots with the regression line and the narrow spread of the data points both indicate that
the regression model is accurate in predicting FDI inflows based on the given independent variables.

=  This accuracy is supported by the statistical significance of several coefficients in the regression results, such as GDP
Growth and Exchange Rate, which have meaningful relationships with FDI inflows.

The scatter plot and regression line provide visual evidence that the regression model effectively captures the relationship
between the independent variables and FDI inflows in Georgia. The high degree of alignment between the predicted and
actual values suggests that the model is robust and reliable, offering valuable insights into the factors influencing FDI
inflows. This visualization supports the conclusion that maintaining economic and political stability, along with a favourable
regulatory environment, is crucial for attracting and sustaining foreign investment in Georgia.

Time series analysis

The following section presents a detailed time series analysis of key economic indicators relevant to the study of FDI
inflows in Georgia. This analysis covers GDP growth, inflation, exchange rates, political stability, and FDI inflows over time.

Time Series Trends of Key Indicators

The GDP growth rate in Georgia has experienced significant volatility, particularly around the 1990s, with a notable drop
in 1994. However, since the early 2000s, GDP growth has stabilized with occasional fluctuations, reflecting the country’s
economic recovery and growth (Figure 3).
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Figure 3. GDP Growth (annual %).

Inflation rates were extremely high in the early 1990s but have significantly stabilized post-1995 (Figure 4). The period
from 2000 onwards shows relatively low and stable inflation rates, indicating effective monetary policies.

Inflation (consumer prices, annual %)
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Figure 4. Inflation (consumer prices, annual %).

The official exchange rate has shown a gradual increase since 1995, indicating a depreciation of the Georgian Lari
against the USD. This trend is critical for understanding the cost implications for MNEs operating in Georgia (Figure 5).

Official Exchange Rate (LCU per USD)
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Figure 5. Official Exchange Rate (LCU per USD).

Political stability has generally improved since 1995, although there have been fluctuations. The trend shows progress in
governance and reduction in violence and terrorism over the years, although recent years have seen a slight decline

(Figure 6).
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Figure 6. Political Stability (Percentile Rank).

FDI inflows as a percentage of GDP have shown significant fluctuations. A peak was observed around 2010, followed by
a decline and partial recovery in subsequent years. This indicates varying levels of foreign investor confidence over time
(Figure 7).
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Figure 7. FDI Inflows (% of GDP).

The enhanced analysis and results section provides a comprehensive view of the impact of economic and political volatil-
ity on FDI inflows in Georgia. The time series analyses offer critical insights into the trends and dynamics. The additional
regression models highlight the complexity of the relationships between key variables and FDI inflows, underscoring the
need for further research and more robust data to improve model accuracy.

By understanding these dynamics, policymakers and MNEs can develop strategies to mitigate risks associated with vola-
tility and enhance Georgia's attractiveness as an investment destination. The findings underscore the importance of
maintaining economic stability, improving political governance, and creating a favourable regulatory environment to sus-
tain and attract foreign investment.

DISCUSSION

The regression analysis conducted in the previous chapter evaluates the impact of various forms of volatility—economic,
political, social, and regulatory—on foreign direct investment (FDI) inflows in Georgia. The findings provide valuable in-
sights into how these factors shape the investment decisions of multinational enterprises (MNEs) operating in the country.

Economic volatility plays a critical role in influencing FDI inflows. The analysis reveals that exchange rate volatility has a
negative and statistically significant impact on FDI, highlighting the risks associated with currency fluctuations. Currency
instability increases the cost of imports, complicates financial planning, and heightens uncertainty for foreign investors,
making Georgia a less attractive destination. This aligns with the findings of Azzimonti et al. (2021), which emphasize how
currency fluctuations deter long-term investments. In contrast, GDP growth rates exhibit a positive correlation with FDI
inflows, suggesting that MNEs are more likely to expand their operations in a growing economy. Strong economic growth
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creates a favourable business environment by increasing consumer demand, enhancing profitability, and providing stability
for long-term investment decisions (Estrin & Meyer, 2011; Dunning & Lundan, 2008).

The role of inflation in FDI decisions is more nuanced. While high inflation rates can erode consumer purchasing power,
raise operational costs, and create uncertainty in pricing strategies, the analysis does not establish a statistically significant
relationship between inflation and FDI inflows. This suggests that MNEs may have mechanisms to mitigate inflationary
pressures, such as cost-control measures, price adjustments, and financial hedging strategies (Azzimonti et al., 2021).

Political stability emerges as a crucial determinant of foreign investment, with a positive relationship between political
stability and FDI inflows, significant at the 10% level. This finding supports the view that a stable political environment
fosters investor confidence by reducing the risks of sudden policy changes, expropriation, and regulatory uncertainty. The
importance of political stability in attracting FDI is consistent with prior research by Busse and Hefeker (2020) and Bailey
(2021), which highlight those countries with predictable governance structures tend to secure long-term foreign invest-
ments.

Social unrest, while negatively correlated with FDI inflows, does not exhibit statistical significance in the analysis. Although
frequent labour strikes and societal disruptions can increase operational risks and deter investment, their overall impact
on Georgia’s FDI climate may be less pronounced compared to economic and political factors. Previous studies by Frynas
and Mellahi (2015) emphasize that while social instability poses challenges to business operations, firms often adapt by
implementing risk management strategies to sustain their investments.

The regulatory environment proves to be another influential factor in determining FDI inflows. A favourable regulatory
framework—characterized by transparent, business-friendly policies—positively impacts investment levels and is statisti-
cally significant at the 10% level. This underscores the role of institutional quality in attracting foreign investors, as em-
phasized by Globerman and Shapiro (2003) and the World Bank (2020). A predictable regulatory landscape reduces oper-
ational risks, enhances efficiency, and ensures investor protection, making Georgia a more attractive destination for MNEs.

The long-term implications of these findings indicate that sustained economic and political stability is critical for maintaining
consistent FDI inflows. Countries with stable macroeconomic conditions and governance frameworks are more likely to
attract long-term foreign investments, particularly in industries that require predictable market conditions. Persistent ex-
change rate volatility, on the other hand, may lead to a reallocation of FDI across sectors, with investors favouring indus-
tries less susceptible to currency fluctuations. While import-dependent sectors may experience cost pressures due to
currency depreciation, export-oriented industries could benefit from a weaker local currency, improving their competitive-
ness in global markets (Azzimonti et al., 2021).

A well-structured regulatory environment can further enhance investor confidence and encourage long-term commitments,
particularly in sectors requiring extensive compliance measures, such as finance, healthcare, and infrastructure. Stream-
lining administrative processes, ensuring property rights protection, and reinforcing the rule of law are essential steps in
making Georgia’s investment landscape more attractive to foreign enterprises (World Bank, 2020; Globerman & Shapiro,
2003).

The sectoral distribution of FDI is also likely to be influenced by volatility in economic, political, and social conditions.
Essential industries such as utilities and healthcare may continue to receive steady investment, as they provide critical
services that remain in demand despite economic downturns. In contrast, industries focused on luxury goods and non-
essential consumer products may experience fluctuations in investment due to shifts in consumer spending behaviour
during unstable periods. MNEs may strategically allocate their investments to sectors that offer greater resilience against
volatility, ensuring a balanced and diversified investment portfolio (Frynas & Mellahi, 2015).

Overall, these findings highlight the complex interplay of economic, political, social, and regulatory factors in shaping
Georgia’s FDI landscape. By fostering stability, maintaining a predictable regulatory framework, and implementing policies
that mitigate currency volatility, Georgia can enhance its attractiveness as a destination for multinational enterprises and
sustain long-term foreign investment growth.

CONCLUSIONS

This study examines the impact of economic, political, social, and regulatory volatility on foreign direct investment (FDI)
inflows in Georgia. The findings highlight the complex interplay of these factors in shaping the country’s investment climate
and offer valuable insights for policymakers and multinational enterprises (MNES).
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Economic volatility, particularly exchange rate fluctuations, emerges as a significant barrier to FDI. Currency instability
increases financial risks, complicates planning, and discourages long-term investments. Conversely, GDP growth positively
influences FDI, indicating that a strong and stable economy attracts foreign investors. The role of inflation remains incon-
clusive, suggesting that firms may have strategies to mitigate inflation-related risks.

Political stability proves to be a crucial determinant of FDI inflows, reinforcing the notion that investors prioritize predictable
governance and institutional reliability. Although social unrest negatively correlates with FDI, its impact is not statistically
significant, implying that MNEs can manage such risks through adaptive strategies. Meanwhile, a well-structured regulatory
environment fosters investor confidence and enhances Georgia’s attractiveness as an investment destination.

The long-term implications of these findings underscore the importance of maintaining economic and political stability,
ensuring a transparent regulatory framework, and implementing policies to reduce currency volatility. For policymakers,
this means prioritizing macroeconomic stability, strengthening institutional quality, and streamlining regulations to create
a more predictable business environment. For MNEs, strategic investment decisions should account for sectoral resilience
to volatility, focusing on industries that offer stability and growth potential.

By addressing these challenges, Georgia can enhance its position as a competitive investment hub in the region, attracting
sustained foreign investment and fostering economic development. Future research could explore firm-level responses to
volatility and the impact of global economic shifts on Georgia’s FDI landscape.
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BOJIATUIbHICTbDb Y Irpy311, 11 BIJINB HA IHBECTULINHI PILLEHHA BATATOHALIOHANTIbHUX
KOMIMAHIN I HACNIAKWN Aansa AMHAMIKU NPAMUNX IHO3EMHUX IHBECTVILI,IVI Y KPAIHI
CrpaTeriyHe po3TallyBaHHs [py3ii Mixk EBponoto Ta A3ieto pobuTb ii KNIIOYOBUM HanNpsMOM AN NPSMUX IHO3EMHUX iHBEC-
Tvuin (MII). Big MOMEHTY 3000yTTS HE3aNeXHOCTI KpaiHa BNpoBajinfia eKOHOMIUHI pedopMu ANns nokpalleHHs 6isHec-
CepeaoBwLLa, BKIHOYAUM BAOCKOHANEHHST HOPMATMBHO-NPaBoBOI 6a3u, aHTUMKOPYNUiiHi 3axoaun Ta nibepanizadito Topri-
BNi. He3gaxkaroum Ha ui 3ycunns, Mpysisd CTMKAETbCA 3 MONITUYHOI, EKOHOMIYHOIO Ta COLianbHOK HecTabinbHICTIo, WO
BM/IMBAE Ha IHBECTULMHI pilleHHs TpaHCHauioHanbHUX nignpuemcts (BHM). MonituyHa HecTabinbHICTb, BKIOYHO 3 Yac-
TMMM 3MiHaMK ypaaiB i perioHanbHOK Hanpyrow, CTBoptoe HeBuaHadveHicTb (Civil Georgia, 2021). EKOHOMIYHI KOTMBAHHS
3pocTtaHHs BBI, iHdnauii Ta 06MiHHMX KypCiB iwe b6inblwe ycknagHotoTb inBecTudii (Trading Economics, n.d.), BogHouac
3aHEMOKOEHHS Ha PUHKY Mpaui Ta couianbHi 3aBopyLIeHHs aoaatoTe pusukie (Freedom House, 2023).

BonaTunbHICTb MOXE CTpUMyBaTW iHBECTULT, 36iNbLUIYIOUM CMIPUAHATTS PU3MKIB, ane BOHa TakKOX BiAKPUBAE MOXMBOCTI
ans BHI, siki BMilOTb OpieHTyBaTUCA B HeBU3HadeHoMy cepegosuui (Jensen, 2019). Lle gocnigkeHHs BUBYAE B3aEMO3B'sI-
30K MiX HecTabinbHicTio py3ii Ta iHBecTULiMHUMK cTpaTerisMm BHI, 30cepeaxyoumnck Ha TOMY, SIK NMOMITUYHI, EKOHOMIYHI
Ta couianbHi dakTopu hopMyOTb IHBECTULiHMI KniMaT. MoAITUYHI 3pyLWEHHS BNIMBAOTb HAa HOPMAaTUBHO-MNpaBoBy 6asy
(CsiToBuiA 6aHK, 2023), ekoHOMIYHa HecTabinbHICTb yrnnmBae Ha NpubyTkoBsicTb (Dunning & Lundan, 2008), a couianbHa
HecTabinbHICTb YNIvBaEe Ha BUTPaTK Ha pobody cuny Ta onepauinHy edekTusHicTb (MikHapozHa opraHisauis npaui, 2023).
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AHanizyoumM MakpoeKOHOMIYHI AaHi, NoMITUYHY CTabiNbHICTb | PUHKOBI YMOBM, Lie AOCNIAXEHHS BUBYAE, sik BHI cnpuiiMa-
10Tb pU3KKKM B [py3ii Ta pearytoTb Ha HUX. Y 3BIiTi OLHEHO CEKTOpasibHUI BMIMB BONATUIIbHOCTI Ta AOBrOCTPOKOBI HaciaKu
ANs NpunauBy, BiATOKy 1 po3noainy MIL. JocnigkeHHs AOMOBHIOE MiXXHApPOAHY GiHEeC-NiTepaTypy, YTOUHIOUN, K BOMa-
TUNBHICTb YNJIMBA€E Ha iHBECTUUIT B PUHKM, IO PO3BMBAlOTLCA. BOHO TakoX MIiCTUTbL pekoMeHaaii Ans NoniTUKIB LWoAo
niABULLEHHS IHBECTULMHOI NpuBabnueocTi Mpyaii, a Anst BHIM — woao po3pobku ecekTUBHUX CTPATErii 3HKEHHS pU3MKIB.
MoeaHyoun TEOPETUYHI ifel 3 eMMNIPUYHUMK AaHWMMK, Le AOCNIAXKEHHS Aa€ rnboke po3yMiHHS posli BONATUNLHOCTI y ¢o-
pMyBaHHi AnHamiku MII.

KniouoBi cnoBa: BoNaTuibHICTb, NpsMi iHo3eMHi iHBecTuuii (MII), 6araToHauioHanbHi nianpuemctea (BHIM), nonituyHa
HecTabiNbHICTb, EKOHOMIYHA HECTabiNbHICTb, coLlianbHi 3aBOPYLLEHHS, IHBECTULINHUI KNiMaT, CIPUAHATTS PUSKKY; PUHKM,
LLO PO3BMBAIOTLCS; perynsiTopHe cepefoBuLle

JEL Knacudikauis: F21, F23, E32, 016
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