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ABSTRACT
THE EFFECT OF EUROPEAN ACCESSION PROSPECTS ON F@REI
DIRECT INVESTMENT FLOWS INTO EUROPEAN TRANSITION

ECONOMIES

Gungor, Hakan

MA in Financial Economics

Supervisor: Assoc. Prof. Dr. Aylagds Binatli

August 2010, 82 pages

This thesis analyzes the impact of EU agioesprospects on FDI flows into
Central and Eastern European Countries and Turkéie perform ARDL panel
model and employ dynamic panel data approach hygugeneralized method of
moments (GMM) technique developed by Arrenalo andd3(1991) to get empirical
results of the determinants of FDI flows into CEE®®&l Turkey. The data used in
this study covers a pool of 11 countries, includBigECs and Turkey between 1990
and 2009. The empirical results suggest that asomggation effects and trade
openness are significant determinants of MNCs’ sstmsrder activity during the
period, traditional determinants, i.e., risk fastolabor cost, and market size are
found to be insignificant. Our empirical work alsalicates that the effect of EU

accession prospects increase FDI flows into tremms@ountries significantly.

Keywords: Foreign direct investment, EU accessi@MM estimator



OZET
AVRUPA BIRLIGI'NE GIRIS SUREQNIN AVRUPA BIRLIGI GECS

ULKELERI'NDEKI DOGRUDAN YABANCI YATIRIMLARA ETK iSI

Gungor, Hakan

Finans Ekonomisi Yiksek Lisansi

Tez Yoneticisi: Dog. Dr. Ayla @us Binatli

Agustos 2010, 82 sayfa

Bu cakmada Avrupa Birlgi'ne giris surecinin Orta ve O Avrupa ulkeleri ve
Turkiye'ye dgrudan yabanci yatirimlara olan etkisi incelenmektedraptigimiz
ARDL panel modeli Arrelano ve Bond (1991) tarafindgelstirilen GMM yontemi
ile tahminlenmgtir. Ekonometrik tahminlemede kullanilan tlke sayi% olup zaman
verisi aralgr 1990 ve 2009 yillarn arasini kapsamaktadir. Arkpoulgular pazar
yatinm akimlari Uzerinde etkisiz bulurken, yabagitket yogunlugu, ds ticaret
serbestlli ve Avrupa Birligi'ne giris sureci istatistiksel olarak aciklayici olarak
bulunmutur

Anahtar Kelimeler: Dgrudan yabanci yatirim, Avrupa Biline giris, GMM
tahminleyicisi
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1 Introduction

Multinational investment is one of the strisifeatures of the global economy.
Multinational enterprise (MNE) activity has incredsat a faster rate than any other
international transaction in last two decade. Imeagal terms, foreign direct
investment (FDI) can be defined as capital flovsiling from the activities of these
enterprises. In fact, Central and Eastern Eurogeamntries (CEECs) have been
receiving large amount of FDI inflows during thetl20 years, covering the process
of transition from socialism to capitalism. FDI iatly has facilitated the integration
of these countries to the world economy. Moreowaultinational investment has
positive implications over economic growth, teclahiannovation, enterprise
restructuring for the host countries (Campos anmbklnita, 2003).

Effective corporate governance and enterges&ucturing are important factors
for CEEC countries aiming to accelerate transifwocesses. According to Barrel
and Pain (1999) high levels of R&D expenditure, ovattion, and company
performance may be attributed to multinational gmises. In addition, FDI is
important for CEECs because it serves as to defiate their communist policies
adopted before the transition period. In partiguRDI can be considered as a tool
which provides the introduction of new manageriadl aechnological techniques to
these countries (Barrel and Holland, 2000). HoweWdl inflows are highly
dispersed across CEEC countries. If we look atiRfldws for the last 20 years, the
largest recipients are Hungary, Poland, and CzeepuBRic. The unequal
distribution of FDI inflows shows that determinamisFDI are different across the
transition countries. For instance, after Hungang Poland began to implement
liberal economic policies in 1989, FDI inflows ieased by large amounts compared

to other countries in the region. However, theedatnants of FDI in Czech



Republic are mainly originated from favorable ilitcondition$ (DeMelo et al.,
1997). Moreover, many of the Commonwealth Indepenhdiates (CIS) such as
Russia and Ukraine has been attracting multinatiomaestment due to their
abundance of natural resources such as oil and gas.

Large amount of FDI flows into CEECs is alsiven by the process of their
integration to the European Union (EU). In factodoperformance of countries
during the accession process to EU signifies abwoiet of the barriers of all forms
of international economic activity including FDI caracceleration of the transition
process. The accessing countries have to harmtresevarious aspects of political,
economic, environmental considerations accordingUWoregulations, thus speed up
the accession process, and maximize the benefita U instruments, such as
regional development funds. Therefore, investmemfepences of multinational
companies (MNCs) are positively driven by EU asten phases of these countries.
In particular political announcements concernimgetiables for admission to the EU
affects FDI inflows positively and significantlyp8cially, establishment of regional
corporate networks originated from prospective mersiip attract efficiency—
seeking FDI, whose motivation depends on the comngmvernance of
geographically dispersed activities with the adsget of economies of scale and
scope and risk diversification (Campos and Kin@sl2003)

These trends have originated a substantiatasiten the international economic
literature to empirically investigate the motivelsF®I flows into CEEC countries.
However, empirical investigations mainly concergdaton the traditional FDI
determinants, such as market size, labor cost,rskdconsiderations, of CEECs.

Moreover, Turkey, whose economic, political, andaficial transformation from

Ynitial conditions refer to important charactedstof the former planned economies prior to
beginning of their transition such higher GDP papita, well-educated population, and well-
developed infrastructure.



mid-1980s is similar to that of transition courgria Europe, has not been included
to the empirical panel analyses of CEECs and Clghéneconomic literature. Our
aim is to analyze empirically determinants of Fiflows into CEECs and Turkey by
focusing on the European Union accession prospddisese countries. We figure
out this effect by testing the announcement effectd=DI flows into CEECs by
using panel data on FDI flows into 11 transitiommies (Poland, Hungary, Czech
Republic, Estonia, Slovakia, Romania, Bulgaria, &iey Turkey, Macedonia, and
Ukraine) for the period of 1990-2009. Following thierature, we include proxy
variables to our model for FDI determinants; aggtaation economies, market size,
labor cost, risk factors, and degree of trade &ilization and EU accession prospects.
The thesis is organized as follows. In thetrnzhapter, we provides a general
overview of definitions, general trends and typdsfareign direct investment.
Chapter 3 reviews the theoretical and empiricalditure regarding the determinants
of FDI. Chapter 4 outlines traditional and traiesitspecific determinants of FDI.
The impact of EU Accession prospects on FDI inflam® transition countries is
explained in chapter 5. Chapter 6 and 7 focus on@uetric methodology, analysis
and the discussion of results. The final chaptevides conclusions and suggestions

for future research.



2 Foreign Direct Investment: Definitions, General Trends, and Types

Multinational investment activity speeds ughe last two decades in which many
countries began to adapt the market economy regosaand liberalization policies.
During this process the largest amount of inteamati investment is composed of
foreign direct investment, which has various pusitimplications in terms of
different economic, social, and political aspebighis chapter, we will introduce the
definitions of FDI from different perspectives andtline trends of multinational
investment activity during the last three decad&ke rationale for foreign
investment and types of FDI will be investigatettafards.

2.1 What isFDI?

Foreign direct investment is a particular foahinternational investment that
capital moves from home countries to host countriregasured in balance of
payment statistics (Lipsey, 2001). The movementagital into the host country
constitutes an accumulated form of investment impa@tions owned by the home
country or provides acquisition of the interestibleast 10% in an enterprise in the
host country. Investment can take the form of lsfament of entirely new
enterprise, Greenfield investment. Complete origlapurchase of an existing firm
through mergers and acquisitions (M&ASs) in the hostntry is another form of
foreign direct investment.

International Monetary Fund defined FDI athe' category of international
investment that reflects the objective of a rediédenity in one economy obtaining a
lasting interest in an enterprise resident in aretleconomi/. In this definition
“resident entity refers to foreign investor andefiterprisé refers to direct

investment enterprise. Théasting enterprise”is concerning long-term relationship

2 International Monetary Fund (1993), Balance offRagts Manual



between the foreign investor and multinational gartee (Lipsey, 2001). Here, the
foreign investor has significant degree of influenon the management of the
enterprise located in the other economy.

Foreign direct investment has numerous effentshe economy of host country.
Mainly, it affects main macroeconomic variableshs@as production, employment,
income, prices, exports, economic growth and balapic payments of the host
country. Also, it has a positive effect regardihg globalization of the international
economy. The links between industrialized countrégsl developing countries
become stronger due to the FDI flows. The boomDIf $since 1990s demonstrates
that multinational companies prefer regionally dsiged activities for investment
originated from different motives. At the same tjmeany economists consider that
the motives of FDI have been changed and divedsifighe process of globalization.
For instance, Carstensen and Toubal (2004) emiyridaund that apart from
traditional factors, transition-specific factors chu as level and method of
privatization and the country risk play importaates in determining FDI flows into
the CEECs between 1990 and 2000. From this poiniewf, traditional determinants
of FDI, such as promising markets of the host coesit are not the only factors
affecting MNCs’ preferences for their investmeatidions.

These trends have originated a substantiatasiten the international economic
literature to empirically investigate the motivdsF®I flows. In particular, many of
the researches has been tried to analyze the tguseiween FDI and economic
developments because FDI is considered to be a&esaircombination of capital,
technology, marketing, entrepreneurship and hureaaurces management. Romer
(1993) signifies the importance of FDI by statihg tontributory effects of FDI such

as diffusion of knowledge and assimilation of temlbgies and ideas. Generally,



foreign capital in the form of FDI is transferrembrih the parent company to its
foreign affiliate. This multinational investmenrttivity is composed of:

» Transferring technical factors from a region totaeo

* Substituting capital movement with labor mobilityhost regions

» Capitalizing domestic markets and decreasing thgerfections
MNCs have two special features. Firstly, they imeah accession, organization, and
coordination of various value-added activities frdlome country to the host
country. Secondly, it internalizes at least somehef cross-border markets for the
intermediate goods originated from these activi{iiesnning and Lundan, 2008).
These companies may be privately or publicly owauied managed. Generally, home
country nationals are responsible from the managemidowever, the shareholders
of MNCs may from diversified regions across the ldior-or instance, ICI is known
as a British company, Ford as a US company, NE&€ Japanese company, Siemens
as a German company, and Nokia as a Finnish compdawever, the stock shares
of these companies are dispersed throughout thdédw8oard of directors is
composed of from multinational people whereas Ipigiportion of their value-added
activity is performed outside their home county.

If a foreign citizen buys assets from the haoentry, FDI is said to be inward. If
the foreigners purchase assets from the home goUFiM is said to be outward.
2.2 Trendsin Foreign Direct | nvestment

In fact, many of the developing countries ie@friconcerns concerning FDI before
1980s. It was assumed that the presence of mudtinzd companies might have
threatened national sovereignty and security. Tdahegative perceptions existed
associated with MNCs because of their capacityffieces economic and political

structure of the host country. Negative percegtiomostly originated from the



colonial experience of developing countries. Thegsider FDI is the modern form
of economic colonialism and exploitation. In addit there were concerns whether
MNCs performed business practices unfairly (Broekal., 2003).

After 1980s, however, the perceptions changed eesult of neo-liberal policies
imposed by the international economic institutisgeh as IMF and World Bank.
Thus, FDI restrictions were removed dramaticallyln fact, technological
development, emergence of globally integrated prbdn and new marketing
opportunities, and prescriptions from multilatedaivelopment banks speed up the
process of FDI activity. Therefore, most of devéhgpcountries began to adopt open
door policies concerning multinational investmemthe form of FDI. In addition,
debt crises that many developing countries exptésddrced them to reform their
investment policies to attract foreign capital hessa FDI was perceived as an
alternative source for bank loans (Brooks et &103). Thus, countries implemented
incentives and subsidies to MNCs to attract muiiomal investment. Whereas world
FDI inflows were amounted $53.7 billion in 1980eyhreached to 2.3$ trillion in
2007.

The dramatic increase of FDI in this processhapes international economic
landscape. The volume of worldwide FDI inflows eadsg total world exports to a
large extent. That is, the growth of world FDIlavis has overtaken the growth of

world export in good and services.



Figure 2.1 Growth of World Exports and FDI Inflows (average annual growth
rate)
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Sources: Exports: IMF (2009), FDI Inflows: UNCTAD (2009)

Figure 2.1 demonstrates both growth of world exgpartd FDI inflows. From the
figure it is clear that FDI outflows have overcomverld exports. Especially, the
expansion of FDI is evident during 1985-1990, inickhmost of developing
countries began to implement trade and capital adcliberalization policies, and
1995-2000, in which companies gained mergers agdisitons (M&As) resulting

from Asian financial Crisis and privatization pragrs in Latin America (UNCTAD,

2002). In addition, FDI maintained its expansiorrimny 2005-2008 periods. The
decline in FDI activity between 2001 and 2003 can dftributed to the global
economic slowdown mainly originated from stock nedrklecline, the events of
September 11, 2001, and decrease of M&A projeds.ifflows decreased by 38%

compared to the two years of this period.



Figure 2.2 Annual Growth of World Trade®, World GDP, and FDI Flows
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Sources: FDI flows: UNCTAD (2009), Trade and GDP: IMF (2009)

Figure 2.2 demonstrates annual growth rates ofdvmédde, world GDP and FDI
growth. Positive correlation of 0.406 exists betwdlee growth of FDI inflows and
world GDP. It is evident that the changes in FIW$ are larger than the change in
both GDP and trade. On the other hand, the chem@DP and trade seems to be
highly correlated. In addition, it can be infertideht FDI activity is more sensitive to
the economic and political dynamics because theséllows a volatile pattern. In
fact, the standard deviation of FDI flow duringstiperiod is 26.09 whereas it is 1.11
and 3.22 for GDP and trade growth respectively.
2.3 Geographical Distribution of FDI inflows

The geographical pattern of FDI inflows has swinat changed since 1990s. In

fact, the shares of Europe and developing countréa® increased throughout the

3 World Trade is defined as the sum of exports angoits, FDI flows as the sum of inflows and

outflows



period. EU has become the region, flowing in thigdat share of global FDI. On the
other hand, MNCs activities into US decreased gathgluin addition, Asian and

Pacific economies have been receiving large amafrEPI since the beginning of
1990s. However, Asian Crisis in 1997 stopped thesd for a few years. Then,
upward trend in FDI inflows came into existenceiagss a result of mergers and
acquisitions after the crisis.

In addition, FDI inflow to the developing cdties increased significantly
throughout the period. In fact, MNCs’ parents atidof their affiliates constituted
9% and 58% respective global shares in 1994 whehese ratios rose to 22% and
60% for both MNCs’ parents and their affiliatespestively in 2002. Although
relatively small in global comparison, the amouhEDI flow into CEECs increased

at a very fast rate after 1990.
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Figure 2.3: Geographical Distribution of FDI Inflows

Geographical distribution of FDI inflows between 1980-1989
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In addition, MNCs’ preferences for their investment country level have changed
in the past decades. For instance, Malaysia, Sorgapnd Thailand were among the

20 countries receiving the largest amount of FDWeen 1991 and 1993. However,

11



FDI inflows of Brazil, Finland, and Ireland exceddinese countries between 1998
and 2005. In addition, Japan and Republic of Kbiaege been attracting the attention

of MNCs for investment after the Asian Crisis.

Figure 2.4: Mergersand Acquisitions of MNCs during 1987-2006 Period

Mergers and Acquasitions of MNCs between 1987-2006
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From the figure 2.4, it is seen that M&A activitie$ foreign firms are correlated
with FDI inflows. Mainly, the composition of FDIdivs changed throughout the
period. For instance, M&As got their peak both #99-2001 period and 2005-2007
period (UNCTAD, 2007). Both peaks contributed tb&ak amount of FDI inflows to
a considerable extent while the weight of Greedfiel’estments to the multinational
decreased in comparison to mergers and acquisitiomsparticular, M&As in the
service sector- mainly finance service sector- fomo-thirds of total M&A projects
since 2000. In addition considerable amount of Mg#jects comes into being in

the mining and petroleum sector since 2003.

* Greenfield investment refers to case where MN@tleg a new factory or assemly plant in the host
country. Such investments are particularly encoeddzecause it provides new financial, tecnological,
and management resources to the host country.

12



2.4 Rationalefor Foreign Investment

Capital flows occurs as a result of compangesire to earn higher return. The
motive of MNCs is driven by the interest of thekstaolders of MNC. Stakeholders
consist of manager, employers, and shareholdersordmg to firm theory, the
opportunity cost of the resources and capacitieviged by stakeholders to the
production process must be recompensed. From #risgpective, these companies
desire to find locations in which they can incre#fseir productivity and diversify
risk.

A large body of theoretical and empiricalrgtire signifies the positive effect of
international capital movements in world output avelifare. From the perspective
of host country, a foreign-owned affiliate may admite better to improvement of
the quality of labor, R&D and productivity than andestic company (Dunning and
Lundan, 2008). For instance, more than one-thirdiasfvan’s trade surplus with US
originated from FDI activities of US firms in Taiwaln addition, it is estimated that
the contribution of US MNCs to the improvement of[R effort increases from
11.5% to 13.2% between 1994 and 2002 whereas 8pectve proportions for
Swedish MNCs are 21.8% and 42.5% for 1995 and 28§ 3ectively.

From the theoretical perspective, McKinnon8lgypothesis states théancial
liberalization would stimulate saving and investibahavior in the economy and
contribute to the economic growth and developmdnt. addition, financial
liberalization has positive effects when marketsiarperfect. Financing constraints
make external finance more difficult compared tteinal finance. When financing
constraints are removed, access to foreign capstiadmes easier. Moreover, foreign
investors would demand improved corporate govemams in the case of EU

regulations, after the capital account liberal@atiThis would indirectly decreases

13



the cost of capital originated from both internadl @xternal finance (Stiglitz, 2000).
In short, improved corporate governance and investotection contribute to the
financial development, which further stimulatesmemoic growth.

International capital enters into the hostrtou either in the form of private
capital flows or public capital flows. Private dapflows are composed of portfolio
investment and FDI whereas public capital flows geeerally loans and aid. The
characteristics of portfolio investments, also knoas short term capital flows, is
somewhat different that of FDI. Portfolio invesmmi® are short term investments
and they are highly speculative particularly forveleping countries in which
economic, financial, and political infrastructunee anot well-developed. Thus, they
may have no positive effect on the host countrg@emic growth. Moreover, some
economists argue their effect on the growth carelmn negative because sudden
outflow of hot money in case of lack of confidenoeboth real and financial sector
of the economy may lead severe depressions andmiorcrises. The financial
crises that many developing economies experiencgohgl 1990s exemplify this
process.

In addition, short-term capital makes foreidinect investment less attractive
because of the changeable dynamics of an economthélother hand, FDI inflows
are more stable and long term investments. Thigcebn the real economy is more
pronounced in terms of production and employmerg. Mentioned, short-term
capital flows increase economic volatility and flumtions. The volatile economic
environment is not preferable for longer-term inwents. Therefore, short-term
capital account liberalization contradicts with tinerease of FDI (Stiglitz, 2000).
This situation puts an obstacle for the economiowgji. On the other hand,

restrictions on short-term capital flows attract #DI because an economy is said to
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be “more disciplined” with restrictions on short#te capital flows. For instance,
China puts some of these restrictions for speadatapital flows and has received
higher longer-term investments. As a matter of seuit could obtain an average
growth rate of 8%, which was higher, the growthesabf the countries adopting

capital account liberalization (Stiglitz, 2000).

Figure 2.5: FDI Inflowsand Portfolio I nvestment I nflows
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Figure 2.5 shows the change of FDI and portfolieegtment inflows since 1980.
We can see that both series are highly correlatbdy have increasing trend and
react to the global economic dynamics in the saraen@r. For instance, the global
slowdown and stock market decline at beginning @ caused rapid decline in
both form of capital flows due to the lack of cal®@hce. Also, the global financial
crises which came into beginning at the beginnihgd®8 influenced both FDI and

portfolio flows negatively.
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2.4.1 Advantages of FDI for the host Economy

In theory, FDI has a positive effect over immand growth (Romer, 1993). Also,

there are other advantages to host county receiirg

1. Technological Spillover: Host County benefits fraime technology that
multinational firm use in the production processndvations may be
transferred to the other sectors where they camease efficiency and
productivity.

2. Competition: Multinational investment increases petition in the host
county. Domestic price decreases as result obasa of industry output.

3. Domestic investment: FDI has a positive impact @mestic investment.
Bosworth and Collins (1999) show that foreign reseuransfer equals 53-
69% of the inflow of the financial capital. The raiming part is composed of
either reserve accumulation or capital outflowswwer, if the inflow of
financial capital takes e form of financial capifaDl contributes to the
domestic investment.

4. Export Market: Export of the host country increasssa result of foreign
investment because of economies of scale and naketitay opportunities
that foreign companies provide. For instance, éuitlet al. (1997) found that
domestic firms’ exporting activities increase itat®n to their proximity to
multinational firms.

2.4.2 Disadvantages of FDI:

FDI may have a negative effect on the econofrifie host country. For instance,
if a multinational company in a specific sector masnopoly power in the world
market, output level increases originated from mewpetition. The price of export

goods in the sector declines, thus decreasing #leane of the host country. In
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addition, multinational investment is consideredot absorbed without significant
decreases in its rate of capital. On the othedhtdre growth of capital exceeds the
productivity of capital, the productivity of labostarts to decline, which may
decrease its rate of return (Brooks et al., 2003).

Also, FDI inflow may result in high income gdarity within the host country.
Generally, multinational company in host countiieport value added products and
export after the production process is completelthogh, this type of foreign
investment creates employment and increases waggstal stock of the host
country does not increase by a large amount. dlitiad, wages increases only for
workers employed by the foreign investors. Thnepme disparity may enlarge as a
result of the increase of wages of this favoredigro

Multinational investment may affect the enwineent, health and food security of
host country. One of the attraction factors of F©Bbundant natural resources of
host country with low-quality institutions. If thepeed of extraction of natural
resources is greater than required sustainable lgpeuent that the foreign
investment would provide, the main source of livebd of the host country is
influenced negatively. Environmental destructiomynmcome into the existence.
Also, multinational investment may trigger westeation, which may affect the
cultural identity of the host country negatively.

2.5 Typesof FDI:

Types of FDI change according to the motivieleign investors. Four types of
MNC activity, with different strategic objectivesxist in the economic literature.
2.5.1 Market-Seeking FDI

Market-seeking FDI's motive is driven by thenaof accession into the host

market. Large and fast growing markets are attvadtctor for foreign investments.
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In this case, horizontal efficiency, involving rig@ition of production facilities, takes
place. Tariff-jumping and export substitution meayemplify this king of FDI.
Market size and economic growth are main motivegdeign investors because the
aim of horizontal FDI is to better serve to locanket by local production (Dunning
and Lundan, 2008). That is, MNCs perform multinadibinvestment to supply good
or service to the host countries. Generally, maskeking company has performed
export activities previously, either because oftaties to accessing local domestic
markets such as tariff and transportation costgosad by the host county.
Greenfield investment is mainly driven by markettseg motives.

Apart from the motive driven by the marketesithere are four other reasons for
MNCs performing in market-seeking FDI. Firstly, itheain suppliers and customer
may set up foreign-production facilities. Therefaiteey need to follow them in the
regions where these facilities are set up. Segomlky need to learn how to adapt
the preferences, tastes, and needs of target cetuimthe host country. Thirdly,
the cost of exportation may exceed multinationaldprction in the host country.
Fourthly, and more importantly, MNC may considegdting the production facilities
in the host country is necessary to compete wighatiher MNCs serving to the host
country. For instance, international oligopoliesneointo existence in many sectors
such as oil, autos, pharmaceuticals and advert@siegthe last two decades.

2.5.2 Resour ce-Seeking FDI

The second type of FDI is resource-seeking. FDie main motive encouraging
foreign investment is to getting resources not latsé in their country, such as
natural resources, raw materials, and labor, atver cost than could be obtained in
the home country (Dunning and Lundan, 2008). Thetivaton of MNCs

performing resource-seeking FDI is driven by thsimeto increase the profitability
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and competitiveness of the enterprise. Most ofgitheds of the affiliates of resource
seekers are exported to developed industrializathtdges such as US and EU.
Therefore, this is also called export oriented FEjdecially, low-cost labor is crucial
attraction. Generally, more advanced industriagjzicountries such as Mexico,
Taiwan, and Malaysia and CEECs has received th & FDI. However, as wages
in these countries has increased, natural-seeedstd perform investment in China,
Turkey, and Vietnam. In addition, resource-seekimgestor will be attracted to a
country abundant in physical natural resources sscineral fuels and industrial
minerals. For instance, MNCs’ activities in CIS afffica are mainly driven by
resource-seeking motive. Vertical FDI involves oalting parts of production chain
to the host country in contrast to market-seekibd. F Moreover, MNC may desire
to benefit the technological infrastructure, mamaget, and marketing skills of the
host country. For instance, M&As of Korean and Taese firms with EU and US
firms in the high-technology industry may exemplifys kind of investment.
2.5.3 Efficiency-Seeking FDI

The third type of FDI is efficiency- seekin@F In this case, foreign firms have
economies of scale and scope. Because of thesentagea, foreign firms can
increase profit levels from the common governantegeographically dispersed
activities. The benefits are originated from crbssder products, learning
experiences, gotten by performing in different urds, and opportunities of price
differentials across exchanges. The efficiencgks® MNCs try to get benefit from
different factor endowments, cultures, and insbidl regulations, demand patterns,
economic policies, and market structures by periagnnvestment activities in a
few numbers of locations to supply many marketsr iRstance, FDI inflows from

EU-15 to Czech Republic, Estonia, Hungary, and &tav exemplify this kind after
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the initial announcement of the progress of EU ssiom because of the
establishment of the regional corporate networleyé® and Estrin, 2000).

Efficiency investors search for well-developesthd open host economies.
Regionally integrated markets such as that of Elarautee these factors that
efficiency-seeking MNCs look for. In addition, Warinvestment report states that
CEEC countries would attract more efficiency-segkiD| and the intensity of FDI
flows into these countries would increase durirggglhogress of EU accession
2.5.4 Strategic Asset-Seeking FDI

The strategic asset seekers’ aim is to getasets of foreign corporations to
strengthen their long-term strategic objectives hsas enforcing their global
competitiveness. The main focus is increasingdbmpany’s global portfolio of
physical assets and human competences. Theyetalinrtheir ownership-specific
advantages in comparison to their competitors. sTkind of investment is
increasingly performed by emerging economies. ikstance, Chinese firm Leveno

acquires IBM’s PC business in 2005 with this styet®bjective (UNCTAD, 2006).
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3 Literature Review

Studies concerning determinants of FDC hawn levestigated in two branches,
i.e., theoretical background and empirical backgdbu
3.1 Theoretical Background

Studies in the theoretical literature of tleedminants of FDI have diversified in
particular after 1960s. As shall be seen, manthege studies focus on the factors
specific to multinational firms with less attentitmthe host economy.
3.1.1 Prior to 1960s

One of the first experts examined the issu@h$in (1933). In his research, he
argues that FDI flows are originated from the hpgbfitability in growing markets.
In addition, the necessity to diminish trade reshs and the motive in gaining
sources of raw materials are the other determinants

Mundel (1957) also attempted to explain deteamts of FDI by focusing relative
factor endowments and relative factor costs. Heesghat capital flows increase if
restrictions of both trade and migration exist.abidition, big gap between capital-
rich and capital poor countries intensifies capflalvs. However, geographical
distribution of new investments implies that FDI d&rected not only to less
developed countries in terms of their low GDP anw Wages, but also to developed
market economies. For instance, 4,5% of EU GDP awasposed of intra EU FDI
flows in 1995. From this perspective, determinasitd=DI are multi-dimensional
and vary across regions and time.
3.1.2 The contribution of Hymer:

Hymer (1960) develops a new way to study mattonal firms MNCs. If MNCs
are superior to the domestic firms in host couitrierms of better knowledge of the

local and market environment, MNCs have some cosgierny advantages. One of
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these advantages is imperfect competition in gooasket. The imperfect
competition is mainly originated from product drdatiation. Another
compensatory advantage is imperfect competition the factor market.
Discrimination in terms of access to capital oflskilvantages may be examples of
this case. Also, internal or external economiesazae originated from the vertical
integration is another advantage. Finally, therirgations of the governments such
as restrictions of imports might be another caBseause of these advantages MNCs
choose to supply the foreign economy in terms of f@her than exporting.

Kindleberger (1969) slightly changes Hymegsearch. According to the author,
the market structure determines the behavior of MINSimilarly, FDI will be
channeled to basically in sectors dominated byoplidjes according to Caves
(1971).

A second line of studies of the determinatS@l is concerning transaction cost
of firms. Buckley and Casson (1976) and (1981) Badkley (1985) mainly asserts
that intermediate product markets are imperfectelVthese markets managed by
different firms, high transaction costs come iné&nly. When markets are integrated
by MNCs, these costs would be minimized.

3.1.3 The Product Cycle Moddl:

Vernon (1966) developed the product cycle rhdde FDI. According to this
model innovations come into being in countries vehgsoduction are capital-
intensive because innovations are labor saversdualy, the firms in these
countries produce in other countries, mostly dgvielp countries, whose production
is less capital intensive. In addition, foreignnfg produce in these countries to
incorporate innovations and products. This modengxifies the set of studies in

which foreign direct investment sequentially takipiaces. Firstly, foreign firms
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export their products to markets of host countriégben, they set up trade

representatives. Finally, they set up their produacin these markets.

3.1.4 Eclectic - OLI Paradigm:

The most important contribution to the litewrat of FDI determinants belongs to

Dunning It is the extension of theory of internation. Dunning (1981) develops a

framework, in which identified three conditions whiare necessary before a firm

will perform direct investment abroad, to clarifyetdeterminants of FDI. He states

that one of the factors that lead to the existasfcmultinational firms is dissimilar

assets. His paradigm is known as OLI (ownershiggtion, internationalition). This

paradigm may be described as follows:

a)

b)

Ownership: Multinational firms retain advantage o@®mestic firms in a
given sector concerning the privileged ownershipaofertain tangible or
intangible asset, such as a product, natural endmiyra process, a reputation
for quality, technology or superior management (Ohese ownership
advantages mainly are originated from the commoweg@nce and
coordination of related cross-border-value addenities. These advantages
are considered to increase the wealth-creatingcttgpaf the firm. Once the
firm retains ownership advantage, it will eitheteimalize the ownership or
sell it.

Internationalition: If it decides to internalizet will gain internalizing
advantage (). MNCs decide internalization in whichnsactional market
deficiencies exists so that transaction cost in niegket are higher than
internal cost.

Location: If it decides to internalize, foreignrfirchooses to operate in the

host country if it has sufficient locational advages for production (L).
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Locational advantage should encourage the firmreolyce the product, or
supply the service in the host country rather thmoducing at home.
Restrictions of trade, abundance of natural reesuused in the production
process, cheap factors of production, and high denrathe local market of
the host country exemplify principal location adizayes.

d) In addition, the fourth condition for foreign inwegent is that foreign

investment should be compatible with firm’s longtestrategy of the firm.
Therefore, according to Dunning Paradigm, four eeadfor a firm to make foreign
investments are the search for resources, markéisiency, and new strategic
assets. In particular, the compatibility of knowjedassets and locational factors
leads to the increase in FDI.

Based on Dunning’s OLI paradigm, one of theerd theoretical approach to
clarify determinants of FDI is the study of CantW@000). His approach states that
the ownership of technology and innovations is nien factor enabling firms to
compete with each other. Technological accumulai®orumulative and internal
process. Firms can spread their technological piateand knowledge in host
countries by the internalization of production. féfere, they gain specific
advantages such as adaptation and more techndlogmwavement. In other words,
they spread the technology that they have thoraughinational production and
acquire to the new innovation advantages.

3.2 Empirical Background

Empirical literature of FDI determinants maginfocus on attraction factors,
locational factors because the MNCs performing D¢ difficult to determine
unless a large panel data set obtained. Genepalth-factors are difficult to identify

because of the non-availability of data of firmsvalving in multinational
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investments. The traditional explanatory variahleed in econometric analyses are
market size, GNP growth, labor cost, exchange ratel the degree of trade
openness. In addition, the recent literature tak&s account transition- specific
factors such as agglomeration, economic stability,degree of trade openness and
some other institutional factors.

In particular, the relation between FDI andremmic growth attract special
attention in the empirical studies. In fact, ecomongrowth attracts foreign
investment because it is one of main positive nmemyoomic indicators and
indicates new marketing opportunities. On the otieerd, the increase in FDI also
stimulates economic growth because it adds theiegigapital stock in the host
country. In particular, Greenfield investment potgedirectly contribute the capital
stock in the host country. From this perspectiv@| &ctivity and economic growth
affect each other simultaneously. Therefore, thisrean endogeneity problem
between FDI and economic growth. Various economéchniques, such as 2-stage
least squares and Generalized Methods of Momen#MGhave been used in the
empirical literature of FDI determinants.

In addition FDI determinants differ whethertlbdoreign and host countries are
developing or only host country is developing. te former case, Dunning (2002)
states that the main motivation is strategic asseking. In this case, horizontal
efficiency takes place. On the other hand, if §irnrmvolve in multinational
investments for mergers and acquisitions, vergdftiency is the main motivation.
That is, FDI is made to acquire new markets andurees.

According to Campos and Kinoshita (2002) hunsapital is one of the most
important factors concerning FDI attraction. Tlaédr that the foreign company

employed should have adequate skills, experiencg@ education to use the
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technology that the MNC transfers. The economiamjiocan be achieved in this
way. One of the empirical studies confirms this dtyyesis is Borenztein, De

Gregorio and Lee (1998). In their study, the effecFDI on economic growth is

statistically only if they include the interactiterm between FDI and human capital
in their model. However, Campos and Kinoshita @0@erformed the model

developed by Borenztein, De Gregorio and Lee (19@825 transition countries in

Europe and they found that FDI is independent ftomlevel of human capital in

these countries. In fact, the technology levelsth&fse countries were exceeding
threshold level at the beginning of the transitiowhen they perform regressions
with both interaction term and without interactiderm, they found statistical

significance of FDI. Therefore, FDI does not neaes depend on the minimum

threshold level for transition economies. In adufifithe insignificant coefficients of

human capital in the models performed in their papely that the effect of human

capital on economic growth is less than expected.

Campos and Kinoshita (2003) try to answer raportant are institutions and the
agglomeration effect in comparison to other faciaréiost countries regarding the
attraction of FDI. They tried to differentiate diaonal (e.g., market size and labor
cost), newer (e.g., institutions), and transiti@pecific determining factors (e.g.,
initial conditions). Using a panel data set cowgrid5 transition countries (the
CEECs and the CIS) between 1990 and 1998, theydfthum effects of institutions,
agglomeration, and trade openness are significanEDI inflows. Firstly, they
perform fixed effect and GMM models for pool of &&nsition countries. They
found agglomeration effect statistically signifitavhereas market size is found to be
insignificant. Therefore, market seeking motivessyrmot be robust in these

countries. Also, significant effect of trade opess imply that trade openness and
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FDI are complementary. The effect of educatioroignfl to be insignificant. One of
the possible explanations for this result is thBd Fhainly does not flow in to
technologically sophisticated sectors, in whichhhiguality of human capital is
needed.

Secondly, the authors perform models for CERBG8 CIS countries separately.
They found that natural resources and infrastrecare the main determinants for
CIS countries whereas agglomeration matters forBhstern European and Baltic
countries. Also, proximity to host country is falto be statistically significant for
both groups of countries. Finally, restriction oDIFhas is negative and significant
effect, implying capital controls for direct investnt inhibit FDI.

In summary, market size, labor cost, avaiigbibf natural resources, and
proximity to major western markets are main detaants of FDI inflows. Thus,
FDI would be directed to countries whose initiahdtions are favorable. However,
empirical research signifies other factors wouldrbportant.

Janicki and Wunnova (2004) examined determgahFDI into eight central and
eastern European countries, announced for accesgmrEuropean Union. They
performed a cross-sectional model for 1997 forehmsuntries. The countries used
in the model consist of Bulgaria, Czech RepublistoBia, Hungary, Poland,
Romania, Slovak Republic and Slovenia. The empinesults suggest that size of
the host economy, host country risk, labor coghahost country, and openness to
trade have significant effects on FDI flows intesk countries.

Bevan and Estrin (2004) analyzed determinahfsDI inflows into 11 transition
countries, including Bulgaria, the Czech Republiestonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovak Republic, Sleaeand Ukraine, during 1994-

2000 period. The authors exclude Russia, muchefGls countries and countries
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from former Yugoslavia because it argued that thementries constitute special
cases requiring country specific explanations. &kganatory variables they used in
their model are GDP of the host country, unit labast in the host country, interest
rate differential between source and host countdessance between capital cities of
host country and source country, the opennessedfidist economy, risk index, and a
dummy variable reflecting positive announcementsousb prospective EU
membership of the host country. In addition, théhars consider FDI reacts to these
explanatory variables with a lag because it woalketsome time for occurrence of
FDI flows as a response to explanatory effectserdiore, they estimate two models,
with both contemporaneous form and with one-yeay far the independent
variables. They estimate regression equations vatliom effects model. The
significant effects that they found are unit laloost, host and source country size,
and proximity. Country risk is an insignificanttdeminant, implying that the risk of
default is usually considered by portfolio investar currency speculators. The
effect of interest rate is insignificant, indicajithat foreign investors prefer to use
their own financial resources or capital marketsthigir own countries. Trade is
found significant only for the lagged specificatiamdicating the FDI decisions focus
on the information of trade activity in the past addition, the effect the EU
accession prospects is found to be positive andfgignt, showing that FDI flows
into transition countries, whose accession prosp&e enhanced, increase even after
controlling proximity and labor cost. The overdit is better in the lagged
specification, implying that the current FDI flowake into account past information
rather than contemporaneous information.

Carstensen and Toubal (2004) examine detentsred FDI into CEECs by using

dynamic panel GMM estimation technique within tin@riework of dynamic panel
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data. The model includes both traditional determimiauch as, market size, labor
cost, relative endowments, and transition-speddictors such as the level and
method of privatization and country risk. Hereydl of privatization is used as a
proxy for the quality of corporate governance. ¥y tieund that both traditional
explanatory variables and transition-specific fadtave significant effects on FDI.
They include corporate tax rates and relative emdemis of the host country an
explanatory variables in the model and found thase¢ variables also have statistical
significance in terms explaining FDI activity in EEs. Education is found to be
significant implying that MNCs prefer labor fordeat can easily adapt to innovative
production technologies and Western Business @ulthtoreover they imply that
FDI and trade are complementary originated fromrtegative impact of trade cost
on FDI.

Nunnenkamp (2002) modeled FDI determinants2®meveloping countries for
the period 1987-2000. He found significant cortietz between FDI flows and GNP
per capita, risk, years of education, opennessoteign trade complementary
production factors such as local raw materials, inthtnative obstacles, and cost
factors such as taxation. Population, GNP growttm fentry restrictions and
technological infrastructure is insignificant taratt FDI. However, if the model
includes only for non-traditional factors as expltomy variables, that is when
traditional factors such as population and per taagrowth are controlled, the
variable representing cost factors is found tothgstically significant.

Holland and others (2000) studied the detemmts of FDI for Eastern and
Central Europe and analyzed the importance of masike and economic growth.
Tsai (1994) used simultaneous equation system amie the endogenity between

FDI and economic growth for decades 1970 and 1980(f?). In this study, FDI
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was measured both as a flow and as a stock. ré&huts of the study show that
market size is more important than economic grotethattract FDI. Also, trade
surplus is negatively statistically significant fBDI. Nominal wage has a positive
effect and is statistically significant. In comyrathe effect of FDI on economic
growth is unclear.

Garibaldi and others (2001) used dynamic paraalel for 26 transition countries
for 1990-1999 period. The variables that they uaesl macroeconomic factors,
structural reforms, instutional and legal frameveprinitial conditions and risk
factor. They found that market size, budget deficiflation, exchange rate, risk
factors, economic reforms, trade openness, bottksnen the bureaucracy are
statistically significant in the expected direction

Loree and Guisinger (1995) analyzed FDI magléJbited States for 1977-1982
period. The sample involves both developing andeligped countries. One of the
major findings is that variable concerning host rdoy policy is significant if

infrastructure is significant determinant in alfji@ns.

30



4 Deter minants of FDI

In this section we introduce both traditiod@terminants and transition-specific
determinants of FDI. While traditional determirmate concerning with the motives
of market-seeking and resource-seeking FDI, trmms#pecific determinants
signifies the transforming circumstances of différeeconomic, political, and
institutional aspects, taken into account mostlefiiciency- seeking FDI.
4.1 Traditional Deter minants

Traditional determinants consist of marketesiplant- firm specific costs and
human capital. These variables were used widelyhen FDI literature for both
developed, developing, low-income, emerging, aaddition countries.
4.1.1 Market size

Market size reflects the market demand indibentry. Foreign investors, whose
motive is market-seeking, prefer large domestickelasize because market-seeking
investments aim to serve a domestic consumer mdrkeddition, it is important in
terms of economies of scale exploitation and prbdndactor specialization of the
MNCs performing FDI. Large market size enablesitlveease in the host country’s
total output originated from cost minimization amdrket growth. In addition, we
expect that per capita FDI is greater in countnik large domestic market.

Empirical studies mainly the effect of GDP \gth and GDP per capita, variables
as proxies for market size, is significant and tsion MNCs’ cross-border
activity. Bhasin et al. (1994) and Morrissey andi RL995) argue that foreign
investors consider both host country’s market sind growth perceptions before
they perform FDI operations. Morrissey and Rai @)98tate that international
agreements on trade and investment also influefeakEtivity. Jeon (1992) and

Wang and Swain (1995) claim profitability ratesleet the expectations of growth
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prospects. They found their effect on FDI inflovgsindeed positive statistically
significant in their econometric model. AgarwaP8D) argues the multinational
investment is dependent on the output or saleshefforeign firms in the host
country. This can be indicated by the market sizéhe host country by using level
of GDP or growth rates as proxies in their model.

On the other hand, some econometric evidesapsfy MNCs’ cross-border
activity may not be always driven by the marketamajpes and forces of the host
country. For instance, Campos and Kinoshita (2G08hd agglomeration effect
statistically significant whereas market size iarfd to be insignificant. Therefore,
market seeking motives may not be robust in thesatces.

4.1.2 Labor cost

If the motivation of foreign investors is resce-asset seeking, labor cost will be
important determinant for investment decisionsecsly, the importance of factor-
cost considerations increases for the vertical BBtause vertical multinationals
prefer locations with relatively lower labor costr ftheir labor-intensive activities
(Carstensen and Toubal, 2004). Empirically, Bevaah Bstrin (2004) found that the
effect of unit labor cost is negative and significan FDI flows into 11 transition
countries between 1994 and 2000.

On the other hand, the effect of wages candmsidered ambiguous concerning
FDI attraction. In fact, England could not achiesrgnificant increase in FDI after
reducing total labor costs. Although Cheng and K{&000) argue labor cost has no
negative effect over FDI, Chen (1996) did not fowedrelation between wages and
FDI. Moreover, Campos and Kinoshita (2003) foun@ thffect of labor cost
insignificant for both CEEC and CIS countries. Quiehe possible explanations for

this result is relatively small variance of labastin these countries. In addition, EU
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accession prospects of these countries ratherdbstrspecific factors such as labor
cost were the main drivers of MNCs’ investment \atstito these countries. For
instance, even though Romania and Bulgaria reberidwest wages among CEECs
during 1990-1999, FDI inflows to these countriesravgubstantially lower than
front-runner countries such as Poland, Holland, @adch Republic concerning EU
accession process.
4.1.4 Natural Resour ces

FDI flows whose motivation is asset-resoum@ekng look for countries abundant
in natural resources. The motive is driven fromuatag the natural resources
necessary for the production process at a low coste availability of natural
resources varies significantly across transitionntoes (DeMelo et al., 1997). For
instance, FDI flows go into the CIS countries, rinhterms of oil and natural gas,
mainly because of this reason (Campos and KingsRi@®3). Especially, FDI
flowing into manufacturing sector takes into acdais consideration.
3.1.5 Regional Proximity to Thriving Market Economies

According to the gravity model approach, pnoxy to host country is an
important determinant of trade flows between cdasir More specially, trade
volume between countries is affected from both outievels of countries and
distance between them. In fact, geographical distaapresents transportation costs
or economic obstacles to trade. From this persmecthe distance between two
countries affects trade volume between these cesntiegatively. Likewise, cost-
motivated investments such as vertical FDI alsceedaito the consideration the
distance. In fact, distance can be considered ama@sure of transaction costs of
performing foreign activities. If the distanceween the host country and the source

country is long, the cost of transportation and gamication, the cost of coping
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with cultural and language differences, the costesfding personnel abroad will be
higher.

From the same perspective, regional proxiroftyransition economies of EU to
thriving market economies of Western Europe infaemn the cost motivated
investments positively. For instance, Campos andoghita (2002), analyses the
effect of proximity in kilometers on FDI activity ybidentifying distance in
kilometers from the headquarters of thriving masednomies of EU to the capital
city of host country. They found the effect oftdisce positively significant for FDI
inflows to the Eastern European and Baltic coustrie which market-seeking FDI
flows in. On the other hand, the effect is negatind significant for CIS countries,
in which cost-motivated investments such as vdrtiial flows in. Both results
comply with the theory that the literature suggestsaddition, Bevan and Estrin
(2004) argue that high FDI inflows from market econes of western Europe to
CEECs is originated from differential in real umébor cost and relatively short
distances between countries such as the distarteeedr® Germany and Poland.
Indeed, empirical findings in their study conforrigeir hypothesis because they
found the effect of both labor cost and geographmaximity is statistically
significant.

In addition geographical proximity to marketaomies is important for CEEC
countries in the early stage of transition becatisenabled them to imitate and
import market institutions (De Melo et al., 1997).

4.1.3 Human capital

Another FDI determinant is human capital gyalknd availability. A more

educated worker can learn and can get accustomédetmew technology faster

(Campos, Kinoshita, 2003). For instance, Noorbhaldisd others (2002) argue that
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high labor quality has significant effect on FDFlaws for developing countries
because FDI in developing countries flows in totd@hnologically intensive sectors,
in which high labor quality is need. In particyl&DI activity, performed into
developing countries such as the countries in Asiahanneled to manufacturing
sector because of this motive. In addition, Dugnif988) asserts that the level of
education and skill of the labor force affect tt@uwne of inward FDI and activities
that MNCs undertake in the host country.

However, the empirical results indicate tHa¢ effects human capital may be
insignificant regarding the attraction of FDI. lact, MNCs add new capital stock in
the host country by investing over the depreciatguital and provide FDI stimulant
growth prospects. However, MNCs may consider tlieiefcy of labor is low and
can be increased with training. For instance, Chand Kwan (1999) used
percentage of population with higher education gsraxy for human capital to
measure its effect on FDI inflows. However, theseffis not statistically significant.
According to Guntlach (1995) the insignificant résuof human capital
accumulation is originated from the fact that ediocatriggers externalities and
spill-over effects in production which can not beasured easily by using standard
set of variables. Human capital augmentation cameiplaced with human capital
accumulation to overcome this technical problem.

4.2 Transition-Specific Deter minants:

Even thought traditional determinants ard stiportant regarding the attraction
of FDI, MNCs also look for locations in which spkcifinancial, fiscal, and
institutional advantages prevails. Specially, tinansition countries have exposed to
intensive transformation process in terms of finangolitical, and institutional

regulations originates new attraction factors, transition- specific factors.
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4.2.1 Agglomer ation Economies

Agglomeration effects are also considered avehan effect on FDI activity.
Economies of agglomeration is concerning the acged of firms when their
locations are near to each other, because of yestternalities. Because foreign
investors have not adequate knowledge of the lmsitgy’s environment, they may
consider that FDI activity of other MNCs is a gaadicator of favorable investment
conditions. Therefore, uncertainty concerning theultimational investment
decreases.

When firms operate close to each other, tis @bproduction may diminish as a
result of greater specialization and division obda In addition, foreign firms
benefit from positive spillover effects, such asowtedge spillovers, specialized
labor and intermediate inputs, by operating closee@ch other. With regard to
technology spillovers, foreign investors, intendirig perform multinational
investment need general and technical informationcerning efficient operating
conditions, acquired thorough direct experiencesotbier investors, in the host
country. This information can transfer to foreigmvestors by informal
communication. Therefore, foreign firm choose taafor business operations near
to other firms to gain such positive externalitiésr instance, Marchall (1920) states
that industrial districts are originated from teclogy spillovers and advantages of
thick markets for specialized skills. Moreover, ustty-specific localization comes
into being when firms in the same industry genesdi@red cluster of skilled labor
and specialized input suppliers (Campos and Kirtasi&003). Also, forward and
backward linkages effect emerges as a result dbaggation. That is, suppliers of
intermediate goods locate near to each other bedatge market increases demand

for goods and supply of inputs (Krugman, 1991). nfFrdhis perspective,
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multinational investment may be attracted to caastiwith more existing foreign
investment.

In contrast, an empirical analysis of thiseffis difficult to measure because of
limitations of data and determining optimal econtimespecifications. Head et al
(1995) argues location of the firms in the sameaugtg is an important determinant
for FDI. In addition, Barrell and Pain (1999) usedrket size 5-year moving average
of stock manufacturing patterns as proxies for agglration for their model of FDI
determinants in Europe. In fact, many of studieth@f effect are concerning FDI in
the United States. For instance, Wheeler and Md®92) state the effect of
agglomeration economies is significant for the ifgmeinvestment decision in US.
Likewise, Head et al (1995) argue industry levejlameration affects the location
preference of Japanese manufacturing FDI in théedrstates. In addition, Cheng
and Kwan (2002) report the similar effect for theastment decisions in China.

According to the factor endowment theory, aelifinces in endowments and
favorable initial conditions among countries charihe geographical pattern of FDI
inflows. Therefore, host country should make clesnigg economic infrastructure to
attract FDI. According to agglomeration theory, lewer, once FDI flows into the
host country, there would no need to change thexau policies because the
process itself is self-reinforcing. From this ppastive, FDI inflows are dependent
to past activities of FDI flows. That is, FDI is fanction of its lagged values
(Campos and Kinoshita, 2003).

4.2.2 Macroeconomic (Fiscal) Policy

Fiscal policies and governmental interventian be considerable determinants of

MNCs’ cross-border activity. If governments consitleat FDI can be a remedy for

dealing with unemployment and positive effect ortiareal output, they impose
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policies aiming to encourage multinational investimé&iscal policies are composed
of tariffs, taxes, subsidies, regulations and girdadion policy. If the government
increases tariffs or taxes, it is expected to haegative effect over cost-motivated
investments such as vertical FDI.

Cheng and Kwan (2000) empirically found thaicts measures constitute
obstacles for economic restructuring and FDI inBowFor instance, after Chinese
government adoptspen door policyChina became the second country receiving the
largest amount of FDI. In addition, Morrisey anciR1995) argue negative
institutional features of the host country and kel of political intervention put
limitation for FDI inflows and economic restructog. For instance, the abolishment
of incentives in special economic zones in Ukraileereased privatization related
FDI flows into Ukraine
4.2.3 Liberal Degree of Trade Regime

The extent of external sector liberalizatisnanother determinant of FDI. It is
stylized fact that trade liberalization has positeffect over FDI activity. Foreign
investors may be well informed of local environmehthe host country by trading
and more attracted to the country they have bé&tewledge. The liberalization
movements in both developing countries and tramsittountries at the onset of
transition contribute to the increase of FDI adyivirherefore, FDI and the level of
trade volume are said to be complementary. If tregdgme of the host economy is
liberal, positive and high correlation exists betwd-DI and openness index defined
by the proportion of trade volume to GDP. Tradeeialization and removal of
capital controls indicated the level of structumnaforms, highly relevant to
multinational investment decisions. From this pecsiye, abolishment of trade

controls-quotas, liberalizing exchange rate resbms and modernization of tariff
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rates increases FDI flow into countries. On theepthand, if tariff-jumping is the
main motive for foreign investors, restrictions tvade regime may increase FDI
flows into the host country (Campos and KinosHz03).

For instance, the large amount of FDI inflows tagland can be attributed to three
considerations:

a. the liberalization of foreign owner regulation

b. the privatization program covering telecommuniaaticailways, electricity,

and water

c. Financial deregulation, (Raines and Brown, 1999)

Likewise, FDI inflows increased dramatically in Kay after full capital account
liberalization in 1989.

Bhagwati (1978) states that FDI inflows in@@an countries in which the foreign
trade policy is promoting and subsidize export eatlthan imposing import
substitution policy. Milner and Pentecost (1996¢disatio of exports to sales as a
proxy for trade regime and found that it is postw significant effect over FDI
inflows. The recent studies demonstrate that speoiport processing zones also
contribute to FDI inflow. For instance, Cheng atwlan (2000) empirically showed
that Chinese economic zones have positive effe€&n
4.2.4 Institutional Development and Economic-Political risk

The economic literature also stresses the iitapoe of institutional development,
economic and political risk regarding the attractad FDI inflows. Risk indicators
consist of macroeconomic stability, inflation andleange rate stability, institutional
stability, the transparency and effectiveness ef gtammercial legal code, and the

degree of corruption.
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Therefore, institutional development and ecoigepolitical risk factors of the
host country, affecting directly business operatjjuglifications, are of concern of
foreign investors. Good economic institutions dase the probability of default risk
and favor economic growth thorough higher investmemgher educational
attainment, and lower mortality. From the samespective, good economic
institutions are influential attracting inward FDMorrisey and Rai (1995) states that
institutional features of the host country are gigant in terms of FDI inflows and
economic restructuring. On the other hand, corampiin the host country constitutes
an obstacle on FDI inflows (Wei, 2000). In additiGarstensen and Toubal (2004)
found that country risk is negative and significanplying that uncertainty of legal,
political, and economic environment constitutestatles for FDI activity into the
host countries.

The empirical studies used various variablescapture this effect such as
variability of growth and inflation, exchange raé@d indicators of institutional
development (Bevan and Estrin, 2004). However,yrtdrthese variables are highly
collinear. Therefore, researchers mostly prefars® one representative risk variable
to capture this effect. One of the indicators ey the risk is price stability. That
the host country has low inflation experience aierd date and implements prudent
fiscal policies reflects the credibility of goverent. Many of transition countries in
Europe were exposed to high inflation just aftee theginning of transition.
However, countries implemented stabilization proggaearly, got control over
inflation rapidly (Campos and Kinoshita, 2003).

Bevan and Estrin (2004) used risk index, indicatihg credit rating of the host
country, in their empirical model and found insfipant effect on FDI inflows. One

of the possible explanations for the insignificaasult is that other explanatory
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variables, such as unit labor cost and distan@adir include this effect. In addition,
because many of the transition countries are mewiliie European Union, foreign

investors considers that the level of sovereigk hias already declined during the

accession process.
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5 TheImpact of EU Accession of CEECson FDI flowsinto These Countries

The actual or potential involvement of thethosuntry in free trade agreements,
custom unions, and supra-national economic stresttriggers both FDI inflows and
trade (Bevan and Estrin, 2004). In fact, CEEC coesthas been attracting
significant amount of FDI flows driven by the prgseof their integration to the
European Union. MNCs’ cross-border activity integh countries has been enforced
with the abolishment of the barriers internatioeebnomic activity and acceleration
of the transition process in these countries. Irtiqdar, political announcements
concerning timetables for admission to the EU affeDbl inflows positively and
significantly.  Establishment of regional corporatetworks originated from
prospective membership attracts efficiency—seekibg whose motivation depends
on the common governance of geographically disperaetivities with the
availability of economies of scale and scope (Casvgral Kinoshita, 2003).

On the other hand, the amount of FDI flowi@EECs differs across these
countries due to their heterogeneous structure con@mic, institutional, and
environmental terms (Carstensen and Toubal, 200450r instance, EU market
countries such as Italy, Austria, Sweden, and &reetopted different policies of
foreign trade and direct investment to the traositcountries in terms of their
admission prospects to the EU during 1990s. Thategories existed for transition
countries concerning their admission prospects:n@@s likely to join very soon
such as Hungary and Poland, countries likely ta miter a longer period such as
Bulgaria and Romania, and those that are unlikelygét membership, such as
Ukraine. In this period, the first category of ctigs received substantial foreign
capital while the inflows remained at moderate Ilevier south-eastern countries

such as Bulgaria, Romania, and Turkey (CarstenseMaubal, 2004).
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Figure5.1 Total FDI Flowsinto CEECsand Turkey (in million US dollars)
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Several positive implications of EU membersbfptransition countries exist in
terms of multinational investment. Firstly, hosuntries become part of the single
European market. Therefore, foreign firms in El@aamcquire the advantage to
relocate production into new members with lowelatost. The importance of FDI
in terms of capital formation can be understoodebdtom the comparison of ratio
of FDI to total gross domestic capital formationtm@nsition countries and developed
countries. While this ratio is 4-17% for developsalintries, it is 44% for CEECs
between 1990 and 1999 (Bevan, Estrin, and Gralflid,)2 Secondly, the risk index
(credit rating) of the host country decreases patgd from EU accession because
negotiations for admission required increased tuabf management and
institutional development. From this perspectiest countries gain implicitly
future macroeconomic stability, a well-developedstitntional and legal
infrastructure, and more stable political environmeoriginated from EU
membership. More specially, accessing countries havadopt to EU legislation

across various aspects stated in acquis chaptegggaon a wide range of areas such
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as commercial and civil law, company law and tatiTherefore, the country has
to reform and arrange its trade rules, financigjutation and competition policy

according to the EU legislation (Bevan and Esid04). From this perspective, EU
announcements indirectly influence the credit matiof the country thorough

increased FDI inflows.

We will examineFDI flows into CEEC countries in three periods: @999
period, in which many transition countries begarad@apt market oriented policies
and transform their economic and political struefu2000-2006 period, in which
many CEECs acquired EU membership and speedingaopformation, 2007-2009
period, in which global financial crises has emdrgmd affected international
transactions severely.
5.1TheEarly Transition Period of 1990-1999

A wave of largely peaceful revolutions in 1988 the breakdown of Council for
Mutual Economic Assistance (CMEA) signify the begiyg of transition in Central
and Eastern Europe. In addition, after the collaps&oviet Union in 1991, the
republics of FSU, which acquired their politicatiependence, began to adopt to the
polices of market economy rather than central-pgganeconomy (DeMelo et al.,
1997). Therefore, CEECs countries attracted lameunt of FDI flows from the
beginning of transition to market economies. Huwstance, the amount of FDI
inflows to CEECs was higher than those of low ineooountries in 1993 The
amount was even higher than those of low-middleonme countries in 1999.
(Carstensen and Toubal, 2004). However, the stfaretal FDI inflows which is
0.02% remained still small in global comparison.

During the period 1990-1999, initial condit®onf countries affect FDI activity.

Initial conditions consist of the level of econondevelopment at the onset of
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transition, urbanization, industrialization, geqgreal proximity to market
economies of EU, abundance of natural resourceagetrdependence and
development of state institutions (DeMelo et a@97). Countries with favorable

initial conditions attracted more FDI compared thher countries during this process.

Figure5.2 FDI Net inflows (in million $) during 1990-1999 Period
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From Figure 5.2 demonstrates the distribution ofl kFidlows during the early
transition period is highly dispersed among CEER&and and Hungary received
the largest portion of FDI inflows during 1990-199%However, among CEECs
Czech Republic got the highest level of cumulatBdl $tocks amounted 21.1 billion
dollars as of 1999. In fact, both of three cowstrwere the earliest members of
Central European Free Trade Area (CEFTA)n addition, they have low country
risk and performed high level of reforms measurgdthoeir transition indexes

Scalculated as of 1999.

® The CEFTA was formed in 1992 by the former Czelthakia, Hungary and Poland.

® Transition indexes were calculated by EBRD (205 a average several progress indicators of
transition countries. The indexes are Czech RepuHlingary, and Poland were 3.49, 3.69, and 3.48
respectively as of 1999.
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Figure 5.3 GDP per Capita’ during 1990-1999 Period (US $)
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Moreover, Poland, Hungary, and Czech Republicsehkdige market size indicated
by their higher GDP per capita in comparison teeottountries. Especially, market-
seeking FDI whose focus large and fast growing etarklirected to these countries
because of availability of large and advanced ntagk®nomy structure of these
countries. Likewise, Slovak Republic, although tigkly small, received
considerable foreign investment due to its stablerenment. Low-income countries
such as Macedonia and Ukraine received low amdurDoduring this period.

On the other hand, the early stage of traspieriod for CEECs signifies a large
output fall indicated decreasing trend of GDP papita series for individual
economies of CEECs. In particular, GDP levels el@sed by massive amounts in
the first half of the decade (Campos and KinosHH@02). It can be inferred that
increasing MNCs activity in CEECs in the early-gtagf transition does not
contribute to the output growth of CEECs. This tlesanflicts with the economic
theory that FDI increases the GDP level of the homantry thorough capital

accumulation. According to Borenztein, De Gregoaiod Lee (1998) human capital

" GDP per capita values are constant at prices BffR2005.
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is the factor that determine the effect of FDlamik in output growth. The economic
growth can be achieved only if the labor that theeign company employed has
adequate skills, experience and education to ueetdbhnology that the MNC

transfers.

Figure5.4 Total FDI Flowsinto CEECsand Turkey (in million US dollars)
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1990-1999 period is also characterized by the acateld process of EU enlargement
to the Eastern Europe. EU committed itself forentargement to the eastwards after
Essen European Council in 1994. This declaratiot984 gave rise to significant
increase of FDI flows into front-runner countriepldhd, Hungary, and Czech
Republics, expected to gain EU membership in ther hgture. Indeed, the break
point for the jump of FDI in 1994 can be seen frina figure 5.4. Furthermore, the
increasing trend of FDI to these countries is isted after 1997, in which EU
announced to open accession negations with thesetras including Estonia at

Cologne European Council (Bevan and Estrin, 2004).

a7



Figure 5.5 Gross Average Monthly Wages (US$, at current exchangerates)
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On the other hand, countries considered to be dattfrom membership such as
Bulgaria, Romania, and Macedonia continued to vec®w FDI inflows although
they have lowest labor cost among CEECs. Therefoig,another sign indicating
majority of FDI flows into the region were characzed as efficiency-seeking and
market-seeking during this period. While Czech Rdipu Hungary, Poland and
Slovakia got two-thirds of the inflows to the regjdulgaria and Romania received
only 10% during 1990-1999. In fact, FDI gives riseself-reinforcing process in
economic terms. That is, FDI stimulates economiowgin and macroeconomic
stability, which will in turn attract more FDI argb on. From this perspective, that
the preferences of investor for investment coned¢edr on front-runner countries in
the EU accession progress enlarged the gap bettieemflows of front-runner
countries and worse-performing countries during ¢laely post-transition period.
(Bevan, Estrin, and Grabbe, 2001). Likewise, Ukeaand Macedonia continued to

receive moderately small FDI in spite of lower wageevailing in these countries.
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Tableb5.1: Inflation of CEECsand Turkey during 1990-1999 Period

1990 | 1991 | 1992|1993 |1994 | 1995 | 1996 | 1997 | 1998 | 1999
Poland 76,7| 45,3| 36,9| 33,2| 28,1| 19,8| 15,1| 11,7| 7,3
Hungary 34,2 23| 22,4| 18,9| 28,6| 23,4| 18,3| 14,2 10
Czech
Rep. 99| 95| 88| 84| 10,7| 21
Estonia 89,8| 47,6 | 28,8 23| 106| 8,2| 3,3
Slovakia 13,4| 99| 58| 6,1| 6,7| 10,6
Romania 230,6(211,2| 255| 137| 32,2| 38,8| 155| 59,1| 45,8
Bulgaria 23,8/338,4| 91,3| 72,9| 96,1 62| 122|1058| 18,7| 2,6
Turkey 60,3 66| 70,1| 66,1| 106| 88,6| 80,4 | 85,7| 84,6 | 64,9
Croatia 500(122,2| 625|1500| 107 4| 43| 41| 6,4 4
Macedonia 1511| 352| 127| 16,4| 25| 09| -1,4| -1,3
Ukraine 1486 |4735| 891| 377| 80,2| 15,9| 10,6| 22,7

Source: World Bank-World Development Indicators (2010)

Almost all the transition countries experiencedhhigflationary periods in the early
stage of transition. However, that countries impated stabilization programs from
the beginning of transition enabled them contrarowmflation rapidly (Camposand
Kinoshita, 2003). For instance, the inflationeraheasure by the growth of the
average CPI of Poland was 76,7% whereas it deadasg 3% in 1999. Specially,
front-runner countries regarding EU accession gottrol high inflation rapidly in
comparison to other countries in the region. Fitbm perspective, EU accession
prospects may have positive implications on therall/grice level, distorted by
transition from central- planned to market economy:or instance, high inflation
constitutes a chronic problem for south- easterontrees, including Romania,
Bulgaria, and Turkey, during 1990s. That they wtre laggers regarding EU
accession may have prevented them to overcomarifighion rates, even reached to

1058% for Bulgaria in 1997.
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5. 2 The Post-Transition Period of 2000-2007

The early 2000s is characterized as a briebajl recession, which affected
mainly developed countries. The global FDI inflodesclined with a 21% decline
globally to 651$% billion, the lowest level since9B The recession is originated
from slower economic growth rates in most countrieloreover, falling stock
market valuations, lower corporate profitabilitjdaspeed down of the privatization
processes in some countries contributed to thessem® The number of cross
border mergers and acquisitions (M&As) showed aiBaant decline. The cases of
M&As fell from 7894 in 2000 to 4493 in 2002. Howveythe effect of such decline
varies across regions. In fact, the brief dedlneconomic activity in this period did
not have significant effect on international ecomoractivity of CEECs partly
because of EU enlargement prospects for both angeasd non-accessing CEECs.
The countries in the region resisted to the reoassith its FDI inflows increased by
15% (UNCTAD, 2005). Foreign investment continuedlosv into the region mainly
through Greenfield investments, mergers, acqurssti@nd initial public offerings.
MNCs aimed to expand into higher value-added daivibased on unskilled labor
and advantage of educational level of local lalbocd. The amount of FDI inflow to
the region reached to $29 billion at the en of 2002

Figure 5.6 FDI Net Inflows Million US Dollar s during 2000-2009 Period
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Figure5.7 FDI Net Infowsin Million US Dollars during 2000-2006 Period:
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However, the amount of foreign investment variemss individual countries of
CEECs during the period, too. In particular, cowstrsuch as Poland, Hungary and
Czech Republic continued to receive the largedigroof foreign investment. In the
early 2000s FDI inflows to the Czech Republic aholv&kia increased because of
the takeovers of Trangas by German RWE and SloyeRskarensky Priemysel by
Gazprom, Rugras and Gaz de France while the flaw&stonia, Hungary, and
Poland decreased (UNCTAD, 2003). Czech Republigvekia and Slovenia
experienced intense privatization processes dutireg early decade. Therefore,
privatization related FDI inflows dominated the FBttivity in these years. In
addition, an increasing number of Greenfield inwesits contribute to the increase
of FDI inflow from the beginning of 2003.

FDI inflows continued to increase in the regia the second half of the decade
thorough Greenfield projects and cross-border M&BI outflows from EU-15 to
the region increased by 67% in 2005 compared tharevious year (UNCTAD,
2006). Germany followed by Spain and Austria wire main investors to new

members during this period. Apart from Central &wastern European Countries,
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flows into the Commonwealth Independent States YQ&&ch as Ukraine and
Azerbaijan have been increased because of thairahaesource-based economies.
In particular, resource-seeking FDI, whose mot/getting resources not available
in their country, such as raw materials, and lolotacost, flows into the CIS. In
addition, transactions concerning privatization Isleand investment in private
companies were overtaken by developed countrie$, asi Austria and Netherlands,
in both south-east Europe and CIS. For instaneelatye proportions of increase in
FDI inflows to the Romania is originated by seVemavatization deals in banking
sector such as the sale of Banca Comerciala Rormr&ste Bank in Austria
(UNCTAD, 2006). Likewise, the acquisition of Romaninatural gas providers by
Gaz de France and Ruhrgas, a German MNC, contdhattne rise in FDI activity.
The period of 2000-2007 is also characteribgdthe intensification of EU
accession prospects of CEECs, originated from theolvement of new
memberships, speeding up EU negations, and apphcdor new candidates.
Mainly, MNCs prefer countries slated for the acaassto the EU to perform
investment during this period because of future roemnomic stability, a well-
developed institutional and legal infrastructurendamore stable political
environment originated from EU membership. ThemfdEU accession countries
have to adapt their FDI regimes according to tHaEd regulations propose. They
could both conform to EU regulations and gain bgsé@&om EU instruments such as
regional development fundsFor instance, only large investors were bengfifiom
Slovakia’s special incentives for foreign investaad Hungary's 10-year tax
holidays before 2002 (UNCTAD, 2003). However, botuntries harmonized their

investment incentives according to EU regulatiofiera2002. Moreover, most of

8 Accession countries have to originate an instinal framework to administer and direct these
regional development funds, contributing to theimromic development.

52



accession countries lowered their tax rates torgetnational competitiveness under
EU membership during the period. Finally, eightessing countries, Poland,
Bulgaria, Czech Republic, Estonia, Slovakia, Slaaghatvia, and Lithuania gained
EU membership on May 1, 2004. From figure 11, weetbat total FDI inflows to the
region increased dramatically from the beginningngmbership of these countries
in 2004.

Moreover, Romania and Bulgaria, favored imieiof EU membership prospects
during the period, received large amount of FDparticular after 2004 in which
European Commission announced that both countiesready for becoming
membership. The Treaty of 2005 in which the CouotEuropean Union admits the
applications for admission of Bulgaria and Romagvan intensified the process.
Finally both countries got membership on Januar®0D,7. These positive phases in
terms of EU membership prospects and low-costladrlan these countries increased
multinational investment dramatically. Both Romamiad Bulgaria received $62
billion inflow, 22% of total foreign investment the new member states, in the form
of privatization in 2006. Moreover, Bulgaria’s ramk the UNCTAD FDI index
increased from 99 in 1990-1992 to ¥ place in 2004-2006 (UNCTAD, 2007). As
competitive labor cost is an attraction factordéficiency seeking FDI, higher value-
added industries also speed up the process of gDita.

EU agreed to start negations with Turkey Ddmemi7, 2004 and the accessing
negations began on 3 October 2005. The amounDbfrilow increased from 2.8$
billion in 2004 to 10$ billion in 2005. This amouircreased to 20.1$ billion in
2006. The massive rise signifies the importanc&lWfaccession prospects on FDI

activity to the region.
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Non-accession countries also benefit from EU eela@nt in terms of multinational
investment activity. Specifically, they may gee'm frontier” for efficiency-seeking
FDI (UNCTAD, 2003). Therefore, they have to takevrmeeasures to harmonize the
status of new frontier. For instance, assemblgtypanufacturing may be
transferred from higher labor cost countries. Ftbia perspective, FDI flows into
the Former Republic of Macedonia, recognized aamalidate country in 2005, and
to Ukraine increased moderately during 2000-200fode However, relative and
absolute increase in comparison to countries exptuts&U enlargement prospects is

considerably small.

Figure 5.8 GDP Per Capita during 2000-2009 period (US dollars)
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Source: UNECE, Economic Survey of Europe (2010)

Market seeking motives continued to influence itwest decisions of foreign
investors during the period. Czech Republic, Humpg@zech Republic and Estonia
having the highest GDP per capita received theskirgortion of FDI
5.3 The Global-Financial Crisis Period of 2008-2010

The global financial crisis of 2008-2009 hDIFlows to CEECs severely. FDI
inflows to all of the countries in the region faltamatically, falling to about 2005

level (UNCTAD, 2009). Although the effect is lesgrsficant in southeastern
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European countries and CIS, it is more severe w member EU states, such as
Poland, Hungary and Slovakia. The net FDI inflowHangary and Slovakia is
negative in 2009, meaning that foreign investorsaneated their capital from the
host countries back to their countries. This ladgerease is originated from falling
global demand, excess capacities, difficultiesnwestment financing, and decline in
subsidiary profits. Especially, the emergence afesg capacities of multinational
firms prevents new investment projects both in haand host country. MNCs
performing vertical FDI, whose motive is exportemied, produce less as a result of
decline in global demand. In addition, constraintshe financial market affect FDI
activity negatively. Firstly, FDI in the form ofodn to the subsidy decreases
significantly. Secondly, the rise of interest rateskes difficult new investment
projects, heavily financed from bank credits. Asesault, new FDI investments and
fixed capital investments in the home country avstponed due to stagnant goods

market conditions and financial constraints.

Figure 5.9 FDI Net Inflows during 2007-2009 Period (in million US dollars)
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Approximately the fall in the flows is 50% for Pay Romania, Bulgaria, Croatia,

Macedonia, and Ukraine. The decline into Turkegvsn greater than 50%. On the
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other hand, Poland, Romania, and Turkey have be@maing to receive the largest

amount of FDI in the region in absolute terms.
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6 M ethodology:

We will employ dynamic panel data approachusing generalized method of
moments (GMM) °technique developed by Arrenalo and Bond (1991)géd
empirical results of the determinants of FDI flowmso CEECs and Turkey. The
model is also known as autoregressive-distribuagdiodel (ARDL). In fact, many
of the studies concerning determinants of FDI uagcsmodels such as Bevan and
Estrin(2004). However, the issue should be analyipethe context of dynamic
structure of FDI. We will get more efficient andhi@sed results from the Arrelano
and Bond estimation results by stressing the dyoaaiure of FDI.

Using panel data in dynamic econometric mogetvides important advantages
over the time-series and cross-sectional. Firstlgss-sectional data by alone can
not be used in dynamic models because dynamidae$ip to be investigated can
not be estimated from observations at a singletpditime. In addition, we may get
unbiased results originated from aggregation bidgessing aggregate time-series
data for just one cross-section. Using panel datagmts time-series aggregation
biases and it provides the analyses of heterogemme#djustment dynamics between
different types of cross-sections (Bond, 2002).

Moreover, ARDL model provides application a@fidar estimation techniques
because of the linearity in its coefficients (Noaadhmann et al., 2009). Several
alternative dynamic model estimators for panel dease been developed in the
econometric literature such as 2SLS and GMM.

Dynamic models have been using in a wide raiggonomic literature such as
Euler equations for household consumption, adjustroest models for firms’ factor

demands and empirical models for economic growfithough, the effect of the

° We do not prefer to use dynamic cointegration rhamelarify the long-run determianats od FDI
because this technique requires a large time diimensloreover, transition-specific factors, such as
the effects of EU accession prospects, can noseé in the dynamic cointegration method.
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lagged dependent variable is not of concern, inmgpslynamic process into the
model enables more consistent and reliable esteméde the effect of other
explanatory variables in the model.
6.1 Partial Stock Adjustment Modé!:

We will follow partial stock adjustment modaé¢veloped by Cheng and Kwan
(2000) in which they estimate the role of past WBlLes as a process of partial stock

adjustment. The adjustment process is formulasefdllows:

Yi = (1_ﬁ)yi,t—l + Yie® ; a<l (6.1)

wherey, is FDI stock in region | at time t ang, * is the equilibrium level of FDI
stock. Here, we assume that it takes time for teDddjust to its equilibrium level.
(B < 1) is a condition that enables the question totalels (non-explosive) and non-
fluctuating. We need to determine the determinahtg, * to estimate equation 6.1.
£ is the coefficient of partial adjustment. It medihat net investment in one year

is a percent of the difference between y and y*. Mguecsally, for instance, if it
equals 20, it will take five years that the curréil stock to adjust its desired or
equilibrium level (Cheng and Kwan, 2000).

Based on partial stock adjustment model, tRDA model, including one cross-
section dimension, i.e. 11 host countiiegth i=1,....,N and one time dimension

twitht=2,.....T, we will estimate

Yi = ayi .+ BX+ (/7i +uit) ;1=12,....N;, t=2,3....T (6.2)
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where Y, is the net FDI inflow to county i at yeanyt, , is the net FDI inflows in
the previous period(one-year lagged),, is the vector of all explanatory variables
that affect FDI,z, contains country-specific time-invariant effectsievhallows for

heterogeneity in the means of, series across cross-sections, ands a serially-

uncorrelated disturbance term.
6.2 OL Sand Within Group Estimator:

Several techniques exist for the estimatioeaiation (6.2). Here, the estimator
of ordinary least squares (OLS) @f would give inconsistent results, i.e., the
estimates may not be close to the true value efélgression coefficients even the

sample size gets larger, because of the positiveelation betweeny;, , and

(/7i +Vn)- Therefore, the estimate of and S is biased upward. The inconsistency

is originated from the presence of individual eféeand can not be eliminated even
thought the sample gets larger (Bond, 2002).
Within group estimator would remove the indstency because it changes the

equation to eliminatg . This estimation technique requires the deviatiohsy, ,
Yiiar Xio/7,@and ug from their means. Because the meanspfis itself 7, the

individual effects are eliminated from the transfied regression. However, this
technique would give inconsistent results too bseaof the negative correlation
between lagged independent variable and transfoened term. Therefore, within
group estimate ofr and S is biased downward.
6.3 Two Stage L east Squares (2SL S) Estimator :

Two Stage Least Squares (2SLS) is anothenair for ARDL models. It is one
of standard IV regression models, which include bfgmatic an endogenous

explanatory variables correlated with the erromteadditional regressors that are not
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correlated with the error term, called exogenougates, and instrumental variables
correlated with the endogenous explanatory varglidet uncorrelated with the error
term. 2SLS is different from OLS estimator in suchvay that it uses Maximum
likelihood estimators. We perform first —differémg transformation of equation

(6.2) for 2SLS estimator:

Ay, =aldy,,+ AXx+Av, ; 1=12,....N, t=3,4....,T (6.3)

where A y,= y;-VY:, - Here, Ay, , and Ay, are still correlated and cross-
section effects are removed from the equation fgréncing equation. We can get
consistent estimates @ using 2SLS by introducing instrumental variablest tare

both correlated with Ay,_, and orthogonal t&A v, (Bond, 2002). Based on the
assumption thav, is a serially-uncorrelated lagged lewe|_, is uncorrelated with

A v, and thus can be used as an instrumental variabléhé first - differenced
equation. In this context, the estimates are cteisi in large N, and fixed T.
However, 2SLS is not asymptotically efficient evéthe complete set of available
instruments is used for each equation and therbstee ternu, is homoscedastic.
6.4 Generalized Method of Moments (GMM) Estimator

Generalized method of moments (GMM) estimdtwr ARDL panel data is
modeled by Arrenalo and Bond (1991) to get asynually efficient estimators. As
in the case of 2SLS estimator, GMM approach staitts the first- differenced form

of equation (6.2):

Ay, =albdy,,+BAX+Avu, ; 1=12,....N;, t=3,4....,T (6.3)
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Based on the previous assumption thais a serially-uncorrelated disturbance term,

we use lagged levels of dependent variables asl waBtruments in the first-

differenced systemy,,  wheres>2 andt = 3, 4....,T and exploit the moment

conditions:

E(y,.Au,) =0 s2 andt =3, 4.....T (6.4)

However, GMM estimator based on the moment condift4) produce inefficient
estimates. We need to use explanatory variablesldisional instruments (Cheng
and Kwan, 1999). However, we need to differentthte endogenous variables and

strictly exogenous variables irx, because strictly exogenous explanatory variables

for both past and futuré x; are valid instruments:

E(ax,_Au,) =0 t=3,4....,T and all s. (6.5)

However, GMM estimation based on (6.5) will be insstent for s<0 if the model

includes reverse causality in the sense tHat & ) # O for =t. That is, x, may be
correlated with the future realizations of . By taking account this possibility, we
may assume x to be weakly-exogenous, in the sémseEfx v, ) = 0 s<t, which

proposes the following condition:

E(ax,_Au,) =0 t=3,4....,T and £2 (6.6)
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Equations (6.3) to (6.6) outline a set of lineammenmt conditions of standard GMM
methodology Arrelano and Bond developed.
6.5 Sargan Test and Test for Detection of Autocorrelation of the Leve
Disturbances

The consistency of GMM estimator depends envtlidity of moment conditions
outlined from equations (6.3) to (6.6). In otheords, the model requires serially
uncorrelated level disturbance term and exogertdithe explanatory variable used
as instruments in the first- differenced form ofiation (6.2). The overall validity of
instruments is checked by Sargan test. It is adstal test of overidentifying
restrictions. The test statistics have an asyrigptot under the null hypothesis that
instrument are valid, i.e., overidentifying redinas are valid (Bond, 2002). If we
reject the null, the instruments are not valid; lymy some of the explanatory
variables may not be strictly exogenous. Differsgis of explanatory variables may
be treated as predetermined and checked the valditinstruments in this
specification.

In addition, Arrelano-Bondn and m, statistics need to be used to the serial
correlation of disturbances, (Arrenalo and Bond, 1991). W, is serially-correlated,
the first differenced disturbancésu, follow a MA(1) process, indicating the first-

order autocorrelations are non-zero but secondigireh orders are zero. On the
basis of differenced disturbances, Arrelano-Bandaind m, statistics test the null
hypothesis of zero first-order and second- ordeocirelation respectively. That

m, is insignificant orm, is insignificant signifies the presence of invafitoment

conditions originated from the autocorrelatiortyn(Cheng and Kwan, 1999).

62



7 Empirical Model*°

We will introduce data used in the empiricaddal we develop and definition of
regression variables in the first part of this mect Descriptive statistics of the
regression variables will be analyzed in the seqoard whereas unit root tests are
performed afterwards. Finally, ARDL model estimatedGMM technique will be
analyzed in the last part of this chapter.

7.1 Data and Regression Variables

The data used in this study covers a pool Iotransition countries, including
CEECs (Poland, Hungary, Czech Republic, Estoniaya&ia, Romania, Bulgaria,
Croatia, Macedonia, and Ukraine) and Turkey betw&880 and 2009. We use
several data resources including World Bank-Workl/&@opment Indicators, IMF-
World Economic Outlook database, UNCTAD on-lineat@tse, and Eurostat. The
selection of pool of individual countries is perfagd according to their different EU
accession phases. The number of observationfhiencomplete panel is 220
(=11x20)* The dependent variable is thet FDI inflows (FDI)in millions of U.S.
dollars.

As signified in previous chapters, market-seghk=DI considers the market size
and conditions of the host country. Thus, we expeetarge market size affects FDI
inflows positively. We us&DP per Capita (GDPgas the proxy for the market size.

If MNCs takes into account the factor costhor cost will be important
determinants regarding the attraction of FDI. Wpeet high labor cost affects FDI
inflows negatively. Waise Gross Average Monthly Wages (#/V.S. dollars and

at current exchange rates.

19 E_views 6 statistical sofware package is usedutpnout the empirical analyses.
1 The data used for estimation are unbalanced, Becsame observations for the variables used in
the model are missing.
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Multinational investors also seek countriethva low risk, enforced by successful
macroeconomic policy and economic reforms (Campaosskanoshita, 2003).We use
annual average inflation(ljo proxy for economic risk.

In addition, liberal degree of trade regimes lagnificant effect on MNCs’
investment decisions. Trade liberalization and aemh of capital controls enforce
the level of structural reforms, possessing favieratconomic environment for
foreign investment. We usmport per capita (IM)US$,at prices and PPPs of 2005
to proxy liberal degree of trade regime of the humaintry.

As noted in previous chapters, agglomeraticonemies also exert positive
influence over multinational investment due to pwsi externalities. To proxy
agglomeration effects, we use a single variatile, one-year lagged FDI inflow
(FDI(-1)). By introducing the lagged value of the dependeatiable as an
explanatory variable, we will allow dynamic effecise, AR(1) process, into the
model. Therefore, the inclusion of the one-yeggéal FDI inflow variable into the
regression enable the ARDL specification of our eiod

The last explanatory variable we will usehe tmodel is a dummy indicating EU
accession phases of host countries. As noted edrbeat-runner countries regarding
the EU accession prospects receive large amouotafn investment. To proxy EU
accession prospects we use a dummy variable, whelidevelop on the basis of
integrated announcement dummy variable develope@8dsan and Estrin (2004).
The authors constructed the dummy variable by asguthat the EU accession
announcements caused a structural shift from thewarcement date until the end of
the time horizon. On the basis of this formulatiam set up an updatedtegrated
dummy reflecting the EU accession prospects (Hlg), namely phases, of the

individual countries in our sample.
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Table 7.1 Formulation of Integrated Dummy reflecting EU Accession Prospects:

PL HU Ccz EE SK RO BG TR HR MK UA

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

NNDNMNMNNMNMNNNRFRPPRPRPEPRPPEPRPOOODO
NNMNNMNNMNMNNNEFPRPRPRPEPRPPEPRPOOODO
NNNNNMNMNNPRFREPPFPOOOOODO
NNNNMNNMNMNNRFREPRFRPPFPOOOODRO
NNMNNMNNRFRPPRPRPRPPPEPOOOODO

2003

NNNMNMNNMNMNNMNMNNMNNRPRPRPRPRPRPPRPPROOOOO
NNMNMNMNNMNMNNMNMNNMNMNNRPRPRPRPRPRPPRPPROOOOO

N NMNNMNMNNMNNRPPRPPRPPPOOOOOOOOOO
N NMNNMNMNNNRPPOOOOODOOOOOOOoOOo
P PRPPPOOOOCOO0OO0ODO0OO0OOO0OO0OOOOoO
O OO OO0 00000000000 OOoOOoOOo

Source: Constructed by authors

According to this formulation, the value of O indies that EU does not approve the
country as a candidate yet. Dummy variable equmals is the country becomes a
candidate country of EU. It takes the value of ZW announces the candidate
county showed a good progress, and therefore, siocesegations would begin.
Finally, a value of 3 signifies the phase in whitle accessing county gets the
membership of EU.
7.2 Descriptive Statistics:

Before empirical investigation of ARDL modéljs worth to analyze descriptive
statistics of the series employed in the samples aialyze descriptive statistics of
the series at cross-section level to capture therdgeneity across individual

countries.
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Table 7.2 Descriptive Stat. of FDI Table 7.3 Descriptive Stat. of GDP

FDI GDP

COUNTRIES Mean Std.Dev. Obs. COUNTRIES Mean Std.Dev. Obs.
BG 2366,65 3438,10 20 BG 7825,70 1648,75 20
cz 940,33 962,40 20 cz 17728,15 2898,96 20
EE 907,52 930,29 18 EE 11976,05 4173,76 20
HR 1666,03 1507,98 17 HR 13655,53 2335,12 15
HU 11467,14 20215,33 20 HU 13902,15 2655,90 20
MK 161,83 182,35 19 MK 7148,74 713,24 19
PL 7376,30 6455,69 20 PL 11509,95 2924,07 20
RO 3283,33 4291,13 20 RO 8073,50 1675,36 20
SK 1563,49 1574,32 16 SK 14199,65 3373,13 17
TR 4812,00 7106,28 20 TR 9769,20 1486,94 20
UA 2780,00 3615,34 17 UA 5164,85 1445,16 20
Al 3502,05 7829,10 207 All 10905,42 4355,21 211

Table 7.4 Descriptive Statistics of W Table 7.5 Descriptive Stat. of INF

w INF

COUNTRIES| Mean  Std.Dev.  Obs. COUNTRIES| Mean Std.Dev. Obs.
BG 141,90 88,90 19 BG 97,69 239,17 20
cz 554,45 331,66 16 cz 4,83 3,56 16
EE 447,60 315,93 16 EE 14,96 22,82 17
HR 755,55 271,32 14 HR 145,46 362,31 20
HU 484,01 282,34 19 HU 13,39 9,36 19
MK 373,86 98,63 9 MK 112,97 359,23 18
PL 539,71 263,24 17 PL 16,31 19,92 19
RO 210,42 170,90 19 RO 69,91 83,43 19
SK 727,78 258,13 8 SK 6,72 3,49 16
UA 107,69 90,51 16 TR 50,43 32,28 20
Al 411,37 312,40 154 UA 430,54 1143,68 18

Al 89,04 392,15 202

Table 7.6 Descriptive Statistics of IM

IM
COUNTRIES Mean Std.Dev. Obs.
BG 5220,53 2489,10 15
cz 9470,85 5227,18 20
EE 9526,59 4733,71 17
HR 6202,80 1666,64 15
HU 7798,89 4487,99 19
MK 3932,16 1247,27 19
PL 3672,85 2049,02 20
RO 2582,20 1973,15 20
SK 10003,29 4160,64 17
TR 1900,90 804,37 20
UA 2168,67 881,09 18
All 5589,10 4274,37 200




The average value of net FDI inflows is highé&x countries front-runner
countries, Hungary and Poland. In addition, thepeetve values of Turkey and
Romania in which FDI inflows speed up from the daftéheir accession negotiations
begin. FDI into Ukraine is also considerable suiht tits rich natural resources
attract foreign investment.

The volatility of FDI is reflected from stdediations of the respective series. It is
interesting that the highest volatility of FDI eteisn countries receiving the highest
portion. Especially, the massive fall of FDI infloof Hungary, even turns in net
outflows in 2009, contributes to the highest resipecvalue of the country. The
value of Turkey is also high in comparison to maitiyer countries in the sample. It
is worth to state that high positive correlatiorisex between the mean and std.
deviations of FDI inflows during this period.

Among descriptive statistics of explanatoryiatales, several points should be
pointed out. Firstly, Czech Republic could notadt FDI as high as many countries
in the sample in spite of its highest market stdugng the sample period. This
implies that market motives may not be the mainedrior foreign investors during
the period. Low value of std. deviations of lalwost indicates rather a stable
pattern for the variable of each country. The ldvea®rage values belong to eastern
countries, i.e., Romania, Bulgaria, and Ukrainespite of their low factor costs,
they could not attract significant foreign investrhduring the early transition period
implying resource-seeking motives may not prevaithie region. High inflationary
periods of the CEECs and Turkey in 1990s contriboitthe high mean values of the
respective series. On the other hand, it seemsiblatprice level does not constitute
an obstacle regarding foreign investment becausé d€ivity into the pooled

countries increases on average from the beginnfnthe time horizon. Finally,
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import per capita on average is the lowest for €yrkvhich may be originated from
the highest population of the country, comparedothers.
7.3 Unit Root Tests:

Generally, time dimension of dynamic paneladet short with the number of
cross-sections (T) larger than the number of oladiems over time (N). However,
when the pooled data involve larger T, the timeeseproperties of variables become
considerable. Therefore, time-series problems ineistetected and coped with these
problems to avoid spurious regressigngm, Pesaran, and Shin, 2003). Based on
time series literature, the unit root tests deteotther a series is non-stationary, i.e.,
whether it has a unit root.

Two groups of unit root tests dominate for glagtata in the theoretical literature.
The first group is based on panel homogeneity imglgommon unit root process
for all cross-sections. The second panel unit testis assume panel heterogeneity in
the sample. By assuming panel heterogeneity, tteets are based on individual
common unit root test for each cross-section. Filnsperspective, we will employ
Im, Pesaran, and Shin (IPS) panel unit root teslitmv individual unit root test
processes so that panel-specific results vary aamass-sections (Im, Pesaran, and
Shin, 2003). The number of lags is specified adogrdo Schwarz Information
Criteria with the automatic selection of maximurgdaln addition, because IPS test
statistic requires the specification of the detaistic component of each cross-
section, we estimate the test statistic with eguatiincluding only individual
constant, and both individual constant and tremthtelhe results of the test are

given in Table 7.7:

12 Spurious regressions are regressions in whichndisme variable and expalnotary variables are
spuriosly correlated with overstated t-scores aretall fit.
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Table 7.7 Results of Im, Pesaran, and Shin (IPS) Panel Unit Root Test™?:

Im, Pesaran and Shin W-statistic
Variables FDI |GDP |GRW! |INF [ IM lw ID(W) [D(DW))
Constant 2,97 1,55 -4,10*** -37,54** -0,15 12,90 1,98 -5,15%**
Constant&Trend | -5,06*** -1,23 0,62 -27,26%**  -220** 5,36 0,78 -2,40%**
Integration
Level 1(0) I(1) 1(0) 1(0) 1(0) 1(2) I(1) 1(0)

* ** and *** represents statistical significance at 99%, 95%, and 90% confidence interval
respectively.

IPS test shows that among the regression varialsiBsGDP per capita and gross
monthly wages are non-stationary. We transformesesriables, containing unit
root, to get rid of non-stationarity problem byrtséorming GDP to growth rate of
GDP (GRW) and by taking the first difference of W({V)). Although D(W) still
contains unit root, we do not prefer to take it®e onore difference because the
original series would loose its economic meanindpictv is as important as the
statistical requirements of the model.

7.4 Empirical Model Results:

As explained in detail in chapter 6, first-erdautoregressive distributed lag
model (ARDL) has been used widely for analyzing aiwic effects for panel data.
The lagged dependent variable is used as one oéxpkanatory variable in this
model to capture the effects of current and laggqulanatory variables. From this
perspective, we will employ partial stock adjustineodel developed by Cheng and
Kwan (2000) in which they estimate the role of pBBtl values as a process of
partial stock adjustment. Because OLS and 2SliBnhat®rs yield inconsistent

estimates for ARDL , we will rely on GMM techniqukeveloped by Arrelano and

3 The test assumes asymptotatic normality
“ GRW = [GDP-GDP(-1)| / GDP(-1)
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Bond (1991). Still, we also estimate ARDL panel witandom effects OLS

estimator for comparison. The estimation resukstabulated in Table 7.8:

Table7.8 Deter minants of FDI: GMM and Random Effects M odél

Independent Variables Label GMM RE
Lagged FDI FDI(-1)  0,62*** 0,98***
(0,00) (0.00)
Market size GRW 11436,64 -6406,03
(0,13) (0,59)
Liberal degree of trade
regime IM 0,50*** 0,06
(0,00) (0,65)
Inflation INF 4,97 -0,62
(0,112) (0,52)
Labor cost D(W) 3,06 3,46
(0,35) (0,73)
EU accession prospects EU 1092,63*** 489,63**
(0,00) (0,05)
Number of obs. 117 136
Sargan test 20.96
(0.64)
Second order
autocorrelation (M) 022
(0.82)
R? 0,68

Note: *, **, and *** represents statistical significance at 99%, 95%, and 90% confidence
interval respectively. Figuresin parentheses are p-values.

Table 7.8 reports GMM and random-effects resultstie pooled sample. Although

both estimators’ results resemble to some exthatjriconsistent estimates of RE is

visible from the negative sign of the coefficiert market size. In addition, in

contrary to GMM, the coefficient of IM is insignifant in RE model. Still, the

significant estimates of lagged FDI and EU accesgimospects comply with our

expectation based on the theory.
Sargan test statistic amd of GMM estimation indicate that the instruments ar

valid and no autocorrelation exists in the modsbestively. GMM estimates the

coefficient of lagged FDIkr is 0,62, implying the coefficient of partial adjorgnt

!> Hausman test does not reject the random effecteino
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£ of 0,38. This means that net FDI inflow in onealyes 38% of the difference

between equilibrium level of FDI stock and curréitl stock. In other words, the
difference between equilibrium, desired FDI stoakd current FDI stock will be

closed after about 2,5 years in case the equilibrievel of FDI stock does not
change. In addition, the coefficient is statisticaignificant at 1% significance level,
implying that the effect of agglomeration econonoesFDI inflows is positive and

significant. In other words, past activity of otHdNCs is an important determinant
for MNCs’ multinational investment decisions.

The insignificant coefficient of market sizedicates that market-seeking FDI
would no dominate in these countries. From statitpoint of view, we would get
significant result of market size if we had nongtormed the explanatory variable in
levels (GDP) to growth of the series. On the otieard, we know from the empirical
literature that efficiency- seeking motives haverb@revailing in the region than
market-seeking motives during the time horizonhef sample. Therefore, this result
is also acceptable.

The significant effect of liberal degree ohde regime also complies with the
expectations that the theory suggests. From thisppetive, trade abolishment of
trade controls-quotas, liberalizing exchange rarictions and modernization of
tariff rates increases FDI flow into CEECs and Tayrbecause foreign investors may
be well informed of local environment of the hostuntry by trading and more
attracted to the country they have better knowledgased on this empirical
evidence, it may be further inferred that FDI infloand international trade activity
are complements.

The effect of inflation is positive and insifycant. In fact, CEECs with relatively

low price level are expected to receive more FDtadose low inflation is an
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indicator for macroeconomic stability and reduceefadlt risk. Although this
empirical finding contradicts the theory suggesit® high inflationary periods of
CEECs and Turkey during 1990s may contribute tmm#&cant result. In addition, it
can be inferred that EU accession dummy has alr@adydes the effect of risk
perceptions because candidate/accessing countrip iegmonize its regulations in
terms of broad aspects including, diversified cheptranging from its financial
system to intellectual property rights.

Labor cost is found to be positive and indigant. This result is also not
surprising because resource-seeking FDI have noirdded in CEECs and Turkey
during the time horizon of data. For instance, Rom, Bulgaria, Macedonia,
Turkey and Ukraine in which the wages are lower pgarad to those of other
countries, did not receive large amounts of FDlpirticular during the early
transition period. Instead, EU accession prosp&disese countries rather than cost-
specific factors were the main drivers of MNCs’@stment activity.

Finally, we found the effect of EU accessioogpects, which is our main interest,
positive and statistical significant at 1% sigraiice level. The significant result of
the variable supports our hypothesis that EU atmeghases of CEECs and Turkey
contribute the speeding up of multinational of MNQ@%to these countries
significantly. This result also enforces our expéon that efficiency-seeking FDI,
whose motive is driven by the geographically dispdractivities, dominates the
region during the time horizon of data. From thant of view, it can be inferred
that economic integrations and supra-national ewonastructures have a direct and

positive effect on FDI inflows.
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8 Conclusions

In a dynamic panel model, we investigate thetdrs accounting for the
geographical patterns of FDI inflows to 11 tramsiticountries of Europe for the
period 1990-2009. Whereas traditional FDI deteentis, i.e., market size, labor
cost, risk perceptions, are insignificant, we fihat transition-specific factors, i.e.,
agglomeration economies, trade openness, and El@ssioo prospects have
significant and plausible effects on FDI. Fromstpierspective, efficiency-seeking
motives prevail across the region rather than mesk&eking and resource-seeking
motives during the time horizon of data. From tmesspective, determinants of FDI
inflows should be analyzed in the context of intemsglobalization process,
reshaped by many factors such as regional integrathew information and
communication technologies. In other words, the ivest that attacked foreign
investment in 1970s should be analyzed now in tmext of changes in the global
economy, i.e., high development of communicatiod ariormation technology as
well as other transition-specific factors.

In addition, our empirical analysis impliesathintegration with the EU is
important for FDI in transition economies. We fitite effect of EU accession
prospects on FDI flows into transition countriesigige and significant. From this
perspective, countries implementing EU accessigulations, enforced by market
economy policies, successfully acquire EU membprshrlier, which further speed
up FDI that originates more growth and developmedh the other hand, countries
implementing EU regulations poorly are further frgmnospective membership,
which may discourage FDI inflows.

Three interesting extensions of this researhe into mind. First, econometric

analysis may be performed with a larger sampldudicg CIS. Especially, CIS
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have been attracting the foreign investment duthedr rich natural resources. We
may get more comprehensive results by enlarging datl including a proxy for
natural resources into our mode. Second, the effe&U accession prospects on
major macroeconomic indicators of transition ecomsmof EU may be elaborated
for future research. Specially, the contributidrE®) accession progress of CEECs
regarding their success of getting high inflatiewdls under control may be analyzed
empirically. Finally, causal relationship betweleDdl and technology in transition
economies of EU may be investigated in further yses because development of the
technological infrastructure in the individual eocomes may have positive influence

over their international trade and financial aties.
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