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Foreign Direct Investment

No Risk, No Fun? Foreign Direct Investment in
Central and Eastern Europe

In the course of transition from planned economies to market economies, foreign direct investment
played an important role and contributed to international economic integration in Central and Eastern
Europe. This paper investigates the determinants of FDI in Central and Eastern Europe, a region
which in large part still lacks strong institutions. The empirical analysis presented in this article finds
evidence that country default risk is not necessarily a hindrance to FDI. In contrast, factors like market
size, labour cost and trade liberalisation do matter for FDI engagement in the region.

Foreign direct investment (FDI) has long been regarded as a
catalyst for restructuring, modernisation and economic de-
velopment in Central and East European countries (CEECs),
so-called transition economies.' From a macroeconomic per-
spective, it seems to be the case that FDI facilitated the tran-
sition from planned to market economies in CEECs and their
integration into the world economy.? After the breakdown of
socialism, foreign investors, mainly from Western Europe and
other high-income countries, found it attractive to establish
subsidiaries or to acquire production plants in CEECs.®

As shown in Figure 1, the stock of FDI in CEECs* from high-
income economies® has increased strongly since the early
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1 European Bank for Reconstruction and Development: Transition Re-
port, London 2002.

2 Foradiscussion, see F. Di Mauro: The effects of economic integra-
tion on FDI flows: an empirical analysis and comparison with trade,
Document paper No. 134, Brussels 1999, Centre for European Policy
Studies; C.M. Buch, R.M. Kokta, D. Piazolo: Foreign direct in-
vestment in Europe: Is there redirection from the South to the East?,
in: Journal of Comparative Economics, Vol. 31, 2003, pp. 94-109.

3 United Nations Conference on Trade and Development: World Invest-
ment Report, New York and Geneva 2002.
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1990s. Yearly FDI inflows to CEECs have increased almost
constantly, only experiencing a heavy decline due to the glob-
al economic crisis in 2008-2009. Since then, the yearly FDI
inflows have not reached their pre-crisis peak of 2007.

FDI in CEECs has been concentrated mostly in a few econ-
omies, namely Hungary, Poland and the Czech Republic,
which together accounted for 48 per cent of total FDI stock in
the region in 2013. Both, the geographical proximity to West-
ern Europe and EU enlargement, with its institutional unifica-
tion in many economic areas, are two major reasons for the
concentration of FDI in these countries.®

Because of positive expectations about the developmental
effects of FDI, many countries introduced policies to attract
FDI, such as tax holidays, import duty exemptions, direct
subsidies to foreign firms, infrastructure improvements and
sometimes even monopoly rights.” These policies contribute
to an investor-friendly business environment, which is essen-
tial for sustainable and long-term oriented investment. Policy
schemes are, however, only one attraction factor for FDI in
CEECs. There are more traditional factors, such as market
size, proximity and integration into the world economy.® Last
but not least, recent literature on institutional factors shows

6 R.Grosse, L.J. Trevino: New Institutional Economics and FDI Lo-
cation in Central and Eastern Europe, in: Management International
Review, Vol. 45, No. 2, 2005, pp. 123-145; R. Narula, C. Bellak: EU
enlargement and consequences for FDI assisted industrial develop-
ment, in: Transnational Corporations, Vol. 18, No. 2, 2009, pp. 69-89.

7 J. Bouoiyour: The Determining Factors of Foreign Direct Invest-
ment in Morocco, in: Saving and Development, Vol. 1, 2007, pp. 91-
105.

8 M. Duce: Definitions of Foreign Direct Investment (FDI): a method-
ological note, 2003, BIS Meeting of the CGFS Working Group; J.P.
Walsh, J. Yu: Determinants of Foreign Direct Investment: A Sectoral
and Institutional Approach, 2010, IMF Working Paper, International
Monetary Fund, WP/10/187; E. Demirhan, M. Masca: Determi-
nants of foreign direct investment flows to developing countries: a
cross-sectional analysis, in: Prague Economic Papers, Vol. 4, 2008,
pp. 356-369.
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Figure 1

FDI inward stock and flow in Central and East
European countries, 1994-2013
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Note: Central and East European countries: Albania, Bulgaria, the Czech
Republic, Estonia, Croatia, Hungary, Lithuania, Latvia, Poland, Roma-
nia, the Russian Federation, the Slovak Republic, Slovenia, Ukraine,
Source countries: Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Ireland, Italy, Japan, Luxembourg, the Netherlands, Portugal,
Spain, Sweden, Switzerland, the United States.

Source: Authors’ elaboration on data from wiiw FDI Database.

that stable and reliable institutions matter strongly for the
attraction of FDI into CEECs.® While every investment bears
risk, foreign investment is even more vulnerable because of
uncertainties related to distance, familiarity with the local en-
vironment and possible changes to formal and informal insti-
tutions. Recent economic developments in Eastern Europe
related to the geopolitical tensions between Russia, Ukraine
and the EU have renewed the importance of a stable busi-
ness environment for trade and FDI.

In this paper, we pay attention to traditional explanatory fac-
tors of FDI in CEECs as well as risk (in terms of institutional
factors) as a determinant of FDI from high-income countries
to CEECs. A simple correlation analysis between creditwor-
thiness (as an important component of risk) and FDI shows
that the correlation coefficient is positive and significant. Be-
yond purely descriptive analyses, we also make use of a new-
ly established panel database on bilateral FDI flows from 17
individual source countries to 14 CEECs between 1994 and
2013. We assume that gravity effects between the two groups
of countries play a role. Furthermore, we expect that higher
risk associated with weaker institutions also matters for the
attraction of FDI.

9 E.Bessonova, K. Gonchar:Bypassing weak institutions in a large
latecomer economy, in: Journal of Institutional Economics, Vol. 11,
No. 4, pp. 847-874; R. Grosse, L. J. Trevino, op. cit.; A. Seric: De-
terminants of FDI location in Central and Eastern Europe (CEE), in:
OECD Journal: General Papers, Vol. 2010, No. 2, 2011, pp. 77-90.

Theoretical considerations and hypotheses

In international business literature, one of the most impor-
tant theoretical concepts to explain multinational companies’
activities is the ownership, location and internalisation (OLI)
paradigm.”® The existing literature translates the theoretical
considerations into a number of explanatory variables,'" and
a new stream of literature on FDI seeks to incorporate OLI ad-
vantages into general equilibrium models'™ and into a general
gravity model.'®

The market size of source and host economies is an impor-
tant proxy for product demand and potential growth. Artige
and Nicolini claim that the market size measured by GDP has
the highest explanatory power of FDI per capita.” Charkra-
barti argues that according to the market size hypothesis, a
large market is necessary for the exploitation of economies of
scale.”® In other words, once the market size reaches a critical
value, its further growth leads to FDI increases. Thanks to the
great popularity of this hypothesis, the market size of the host
economy is taken into account in most econometric studies
on the determinants of FDI.'® Therefore, we hypothesise that,
firstly, the larger the market of a CEEC the more attractive it is
for foreigners to invest there and that, secondly, the larger the
source economy the larger the FDI flows that these countries
direct to CEECs (market size hypothesis).

Further, we assume that there is a relationship between trade
and FDL'” Normally, we expect that trade openness has a
positive impact on FDI because a liberal trade regime of the
host economy facilitates import and export activity of invest-
ing firms. Accordingly, various analyses record a strongly

10 J.H. Dunning, S.M. Lundan: Multinational enterprises and the
global economy, 2nd edition, Cheltenham 2008, Elgar.

11 United Nations Conference on Trade and Development: World Invest-
ment Report, New York and Geneva 1998.

12 J.R. Markusen, A. Venables: Multinational Firms and the New
Trade Theory, in: Journal of International Economics, Vol. 46, No. 2,
1998, pp. 183-203; J.R. Markusen, A. Venables: The Theory of
Endowment, Intra-Industry, and Multinational Trade, in: Journal of In-
ternational Economics, Vol. 52, No. 2, 2000, pp. 209-234.

13 C.M. Buch et al., op. cit.; A. Bevan, S. Estrin: The determinants
of foreign direct investment into European transition economies, in:
Journal of Comparative Economics, Vol. 32, 2004, pp. 775-787.

14 L. Artige, R. Nicolini: Evidence on the Determinants of Foreign
Direct Investment: The Case of Three European Regions, Working
paper 2006/07, 2006, Center of Research in Public Economics and
Population Economics.

15 A. Charkrabarti: The Determinants of Foreign Direct Investment:
Sensitivity Analyses of Cross-Country Regressions, in: Kyklos,
Vol. 54, No. 1, 2001, pp. 89-114.

16 E.Demirhan, M. Masca, op. cit.

17 E.Helpman: Asimple theory of international trade with multinational
corporations, in: Journal of Political Economy, Vol. 92, 1984, pp. 451-
471.
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positive effect of openness on FDL."® Thus, we expect that a
country’s degree of trade openness has a positive influence
on FDI inflows.

Labour costs have been frequently discussed as a deter-
minant of FDL."® Some studies show that it is skills and not
wages that have an impact on FDI location.® At the same
time, many investigations demonstrate that higher wages
discourage FDI.?" In line with this latter literature, we assume
that lower labour costs in CEECs attract FDI from developed
economies.

In the international business literature, the concept of dis-
tance is associated not only with its geographical dimension
but also with cultural and linguistic factors. Distance can be
considered as a measure of the transaction costs of FDI ac-
tivities.?? Prior research demonstrates a negative impact of
distance on FDI.% Thus, we assume that a growing distance
between source and host country reduces FDI flows and
stocks.

Finally, existing empirical evidence acknowledges the impor-
tance of legal transparency, institutional stability as reflected
in policies towards FDI, tax incentives, the effectiveness of
current regulations, the scope of corruption and the degree
of political stability for attracting FDI.?* Loree and Guisinger®

18 I.B.Kravis, R.E. Lipsey: Location of Overseas Production and Pro-
duction for Exports by U.S. Multinational Firms, in: Journal of Interna-
tional Economics, Vol. 12, 1982, pp. 201-223; C.G. Culem: The Loca-
tional Determinants of Direct Investment among Industrialized Coun-
tries, in: European Economic Review, Vol. 32, 1988, pp. 885-904; S.
Edwards: Capital Flows, Foreign Direct Investment, and Debt-Eq-
uity Swaps in Developing Countries, Working Paper No. 3497, 1990,
NBER.

19 A.Charkrabarti, op. cit.

20 Overseas Development Institute: Foreign Direct Investment Flows

to Low-Income Countries: A Review of the Evidence, Briefing Paper,

September 1997.

D.G. Goldsbrough: The Role of Foreign Direct Investment in the

External Adjustment Process, in: Staff Papers, Vol. 26, 1979, pp. 725-

754; R.S. Saunders: The Determinants of Foreign Direct Invest-

ment, in: Canadian Journal of Economics, Vol. 15, 1982, pp. 77-84; K.

Flamm: The Volatility of Offshore Investment, in: Journal of Develop-

ment Economics, Vol. 16, No. 3, 1984, pp. 231-248; F. Schneider,

S.F. Bruno: Economic and Political Determinants of Foreign Direct

Investment, in: World Development, Vol. 13, No. 2, 1985, pp. 161-175;

C.G. Culem, op. cit.; A.F.M. Shamsuddin: Economic determi-

nants of foreign direct investment in less-developing countries, in:

The Pakistan Development Review, Vol. 33, No. 1, 1994, pp. 41-51;

D.Holland, N. Pain: On the Road to the Market: The Prospects for

Growth in Central Europe, London 2000, National Institute for Eco-

nomic Research, mimeo; A. Bevan, S. Estrin, op. cit.

22 A.Bevan, S.Estrin, op. cit.

23 Ibid.; C. Martin, F.J. Velazquez: The determining factors of for-
eign direct investment in Spain and the rest of the OECD: Lessons
for the CEECS, Discussion Paper No. 1637, London 1997, Centre for
Economic Policy Research.

24 A.Bevan, S.Estrin, op. cit.

25 D. Loree, S.E. Guisinger: Policy and Non-Policy Determinants
of U.S. Equity Foreign Direct Investment, in: Journal of International
Business Studies, Vol. 26, 1995, pp. 281-300.
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and Henisz?® found a negative relationship between political
risk and FDL. In our study, we assume that the better the in-
stitutional environment in terms of the creditworthiness of the
host country, the more likely it is for this country to attract FDI
from developed economies.

Data and empirical specification

The empirical results are based on a sample of time-series
cross-sectional data on 14 CEECs obtained from a database
by the Vienna Institute for International Economic Studies.
Panel data analysis is a popular tool for researching aggre-
gate FDI flows. The first dependent variable (FDIINij) is inward
FDI flows (in euros). The other dependent variable, FDIISIj,
represents FDI inward stock (in euros).

Our dataset covers the years 1994-2013. Each observation
point represents either an FDI flow (in million euros) between
one of the 17 developed source countries i and a recipient
country j or an accumulated stock of previous FDI inflows
in the host country in any given year.?” The source countries
were selected in accordance with their contributions of FDI
outflows to the world. Their FDI outflows in 2012 accounted
for more than half of total world FDI outflows (53 per cent).
The selected host countries received only a modest share of
total world FDI inflows in 2012 (seven per cent), but this repre-
sents a strong increase over the early 1990s.

We use a general gravity model, denoting the year by ¢,
source country by i and host country by j, and estimate the
following specifications:

FDIIN; = NGDP;, GDP;, trade|, distance;, ULC}, risk’) (1)
FDIIS; = AGDP;, GDP}, trade i distancej", ULC;, riskj’), 2

where GDP,, stands for the size of the source (host) coun-
try, ULC! are the unit labour costs in the host country, rrade;,
measures the openness of the host economy, distance/repre-
sents the geographical distance, and risk! denotes the legal
and institutional framework in the host country.?® Hence, this
form of the gravity equation controls for factor cost, open-
ness and institutional development. Since we cannot exclude
that FDI reacts to these explanatory variables only with a lag,
we estimate Equations (1) and (2) using both non-lagged and
one-year lagged independent variables.

26 W.J. Henisz: The institutional environment for multinational invest-
ment, in: Journal of Law, Economics and Organization, Vol. 16, 2000,
pp. 334-364.

27 For the source and recipient countries, see footnotes 1 and 2. Some
Eastern European countries, such as Bosnia and Herzegovina, Mac-
edonia, Montenegro, Belarus, and Moldova, were excluded because
they could skew the results due to too many missing data.

28 A.Bevan, S.Estrin, op. cit.
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Considering our model specification, a relative unitless la-
bour cost variable was used to ensure that a lower wage does
not depend on labour productivity or currency valuation. The
variable distance! refers to the geographical distance between
the capital cities of country i and country j in kilometres. Mul-
tinational firms engaged in export-oriented investments are
likely to invest in an economy with established trade relations;
hence, the trade variable is designed to capture the open-
ness of the host economy.? Given our interest in the bilateral
FDI flows, the trade variable is also constructed bilaterally. It
is calculated as the ratio of total imports by the host country
from a certain source country to the host country’s GDP per
capita.

As described by Jun and Singh, the riskiness of the economic
environment in the host country may discourage investment
in catching-up countries.®® Previous studies use different
variables to capture this effect, for instance, fluctuations in
inflation and economic growth, exchange rate stability,>" and
EBRD transition indicators of institutional development.®? A
high collinearity of these indicators is a great limitation to their
simultaneous use. Therefore, just one particular variable is
usually included in a model at a time. Some authors resolve
this issue by constructing their own risk indicators using vari-
ous methods, such as principal components analysis® or a
count method.*

Following Bevan and Estrin, we shall use an indicator of riski-
ness that can easily be accessed, not least by decision mak-
ers in multinational corporations.® This risk rating is derived
from an ex ante assessment of the government default risk
rather than an ex post evaluation constructed by research-
ers. Credit ratings of country j originate from various issues
of Institutional Investor,* a biannually published journal. The
Institutional Investor credit rating ranges from 0 (indicating
countries with the lowest creditworthiness) to 100 (indicating
the lowest likelihood of a country default risk).

Table 1 gives an overview of the variables used in the models,
their explanations and the expected signs.

29 |bid.,,E.Demirhan, M. Masca, op. cit.

30 K.W. Jun, H. Singh: The determinants of foreign direct investment:
new empirical evidence, in: Transatlantic Corporations, Vol. 5, 1996,
pp. 67-106.

31 L. Resmini: The determinants of foreign direct investment into the
CEECs: new evidence from sectoral patterns, in: Economics of Tran-
sition, Vol. 8, 2001, pp. 665-689.

32 A. Bevan, S. Estrin, K. Meyer: Foreign investment location and
institutional development in transition economies, in: International
Business Review, Vol. 13, 2004, pp. 43-64.

33 D. Wheeler, A. Mody: International Investment Location Deci-
sions: The Case for U.S. Firms, in: Journal of International Economics,
Vol. 33, 1992, pp. 57-76.

34 L.Resmini, op. cit.

35 A.Bevan, S.Estrin, op. cit.

36 Institutional Investor, Euromoney Institutional Investor, London.

Table 1
Independent variables in the models

Variable Definition Reasons for inclusion  Expected
sign
GDP, GDP of the source A measure of the eco- +
country in current nomic development and
us$ the capacity to supply of
the source country
GDP, GDP of the host Captures demand for +
country in current goods and services and
us$ represents the market
size hypothesis
trade,, Imports in thousands Indicates the degree of +
of dollars*1000/GDPi, international exposure; a
ratio measure of openness of
the economy; most FDI
is directed towards the
traded goods sector
ULC, Labour costs = Evaluates alternative -
Average wage in locations based on real
manufacturing costs
(earnings per month
in LUC)*12/GDP per
capita (current LUC),
ratio
distance,/ Air distance between Captures the -
two capitals in km neighbouring effect
risk, Credit ranking by Captures a bundle of +

Institutional Investor  institutional, legal and
from 1 to 100 political factors in the
host county

Note: LUC = Local unit of currency.

Source: Authors’ elaboration.
Empirical results

Regression analyses were carried out according to specifica-
tion (1) and (2) as described above. Table 2 reports the results
for analysing the determinants of FDI inward flows, and Table
3 lists the results for the determinants of FDI inward stock.
Both specifications have been calculated with lagged and
non-lagged independent variables.”

Overall, both regressions show highly significant results. We
reject the null hypothesis of joint parameter insignificance at
the one per cent level.

The positive and significant coefficients for source and host
country GDP and the negative and significant coefficient for
distance indicate that FDI in CEECs is determined by gravity
factors, i.e. FDI flows are attracted from relatively large econo-
mies to relatively large recipient economies, but the gains from
foreign production activities diminish with distance from the
source economy. We also find that unit labour costs exhibit a
negative and significant coefficient, indicating that locations
with relatively lower unit labour costs attract greater FDI flows,

37 Only distance could not be included as a lagged variable.
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Table 2
Determinants of FDI inward flows to transition
economies

Foreign Direct Investment

Table 3
Determinants of FDI inward stock of transition
economies

FDIIN, FDIIN, FDIIS, FDIIS,
(non-lagged) (one year lag) (non-lagged) (one year lag)
GDP, 1.54E-11** 1.73E-11** GDP, 117E-10"** 1.58E-10"**
(2.050643) (2.257254) (5.391693) (6.211955)
GDP, 7.00E-10*** 6.70E-10*** GDP, 1.30E-08*** 5.30E-09***
(11.42380) (11.42467) (26.25297) (18.49331)
trade, 4205.105*** 4124.553*** trade, 2721241 26559.82"**
(8.352378) (8.062738) (18.89651) (15.65246)
risk, 1.618404 0.630274 risk, 1.001227 13.75647**
(1.485636) (0.572850) (0.423083) (6.157703)
distance, -0.032038*** -0.034238** distance, -0.167910*** -0.229216***
(-2.998130) (-3.170906) (-5.815189) (-6.810226)
ULC, -8.921538** -8.942268** ULC, -1.989998 -4.760970***
(-2.502777) (-2.443761) (-1.265919) (-2.573524)
Constant -15.03857 53.80475 Constant -278.7477 -279.1800*
(-0.222120) (0.784621) (-2.022213) (-1.750494)
No. of obs. 1531 1627 No. of obs. 2254 2329
R? 0.150314 0.135000 R? 0.379507 0.28536
F-Statistic 44.93405 42.13865 F-Statistic 229.0521 154.5315

Note: The parentheses contain the t-statistic. * Significant at the 10%
level; ** significant at the 5% level; *** significant at the 1% level.

Source: Authors’ elaboration.

regardless of distance or host country size. Our finding that
FDI is negatively affected by unit labour costs supports our
expectation that foreign investors are cost sensitive.

The positive relationship between trade openness and FDI is
also supported by our results. FDI and trade are complemen-
tary because host countries that have higher trading volumes
with source countries also draw significantly more FDI.%®

Somewhat surprisingly, FDI inflows to CEECs are not always
influenced significantly by institutional factors, measured
in terms of creditworthiness. While the variable risk and FDI
are positively correlated in a bivariate analysis, risk becomes
insignificant when the other variables are included in the re-
gression. The coefficient is positive and significant only for FDI
inward stock in the estimation that uses lagged explanatory
variables.

Conclusion

In general, the results show that countries that are more suc-
cessful in attracting FDI have growing (market) economies

38 A.Bevan, S. Estrin, op. cit.
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Note: The parentheses contain the t-statistic. * Significant at the 10%
level; ** significant at the 5% level; *** significant at the 1% level.

Source: Authors’ elaboration.

and low labour costs, and they exhibit trade openness. This
finding is in line with other studies.®

Our expectation that a high risk of country default is a deter-
rent to foreign investment has not been fully confirmed. As we
have shown above, low risk is not sufficient, and high risk is
not necessarily a hindrance for FDI. Transition countries seem
to attract FDI regardless of their assessed level of sovereign
default risk. This could be because single large investment
projects may still be deemed very attractive and because mar-
ket access, especially for consumer goods, is highly valued.
This finding should, however, by no means imply that efforts to
achieve stable and reliable institutions may be dispensed with.

Positive economic development effects through FDI require
diversified inward FDI flows within a stable market-oriented
environment. Attracting market- or resource-seeking FDI, in
combination with the low (labour) cost argument, might be
reasonable, especially in an early phase of catching-up, but it
cannot be regarded as a lasting and long-term strategy. Policy
makers should aim at technologically attractive FDI at an early
stage that will help create adequate physical and educational
infrastructure.

39 Ibid.



