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INTRODUCTION

The relevance of the topic. The foreign direct investments (FDI) play vital part in

economic prosperity of modern country in the globalized world of today. Although, foreign
private capital flows and portfolio investment were seen as possible sources of growth financing,
their likelihood of failing to meet financial objectives, due to volatile and speculative nature,
resulted in FDI being dominant investment method especially for developing countries (OECD,
2002).

Understanding the importance of FDI in modern economy, countries started to develop
special strategies and implement policies in order to attract more investment of this kind.
Moreover, this approach is working for both developed and developing countries as FDI have
become considerable contributor to the economic growth of both of these groups of countries
(Dellis et al., 2020; Sujit et al., 2020). Starting from the 1990’s, global FDI inflows rose sharply,
with even more significant growth in the beginning in 2000s. The EU was always one of the key
destinations of the FDI in the world, being leader in FDI inflows up until 2019, when it was
overtaken by the USA due to several factors that include Brexit, Covid-19 pandemic and Russo-
Ukrainian war. Still in 2022, the EU accumulated $11722 trillion of FDI inflows (The World
Bank, 2023).

Novelty of the study. Prior research into this topic found out that destination for market-

seeking FDI, also known as horizontal FDI usually is Western Europe and efficiency-seeking
FDI, also known as vertical FDI, is prerogative of the transition economies of the EU (Mateev

and Tsekov, 2014). However, this division is not definitive and requires deeper analysis.

This paper is set to identify underlying determinants in attracting FDI among two
distinguished groups of the EU countries: Western European countries (EU-14) and countries of
the Central and Eastern Europe (CEE). By analysing determinants, based on relative FDI
performance of these two groups of countries, this work will explain the differences in the level
and type of their FDI performance reflecting different paths of economic development for these

groups of countries.

All prior research on the topic was done years ago, since then economic and political
situation in Europe changed drastically with such phenomena as Brexit taking place. Also world
has gone through couple of crises: connected with Covid-19 pandemic and 2014 Russo-
Ukrainian war. This theoretically could have influenced determinants of the FDI, mainly in the

CEE region but also in Western Europe. This work will also provide novelty by including new
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economic data from 2000 until 2021 and by employing diverse set of dependant variables, some
of which are understudied such as natural-resources and asset-seeking proxies.

The level of exploration of the topic and research gap. Scientific literature has vast

amounts of papers on the FDI determinants of the CEE region and the EU overall, which analyse
various factors. The most recent of which focused on economic (Toshevska-Trpchevska et al.,
2019; Su et al., 2018; Bilas, 2020; Pecari¢, 2021) or institutional factors (Sabir, 2019; Bailey,
2018; Meinhart, 2023). However, only three works have been researching comparison of
determinants between different parts of the EU (Mateev and Tsekov, 2014; Igosina, 2015;
Ozkan-Giinay; 2011), which shows clear research gap. These works have been done years ago
and may not reflect modern stance in the economies of EU today. Apart from that, in this thesis,
different explanatory variables are going to be used to better represent all types of FDI.

The aim of the paper is to evaluate the relative importance of different macroeconomic,
policy and institutional factors as determinants of FDI inflows into the economies in Central and
Eastern Europe (CEE) and Western European countries and find out predominant type of FDI

each group is attracting.
The objectives of the work are following:

1. Explore theoretical implications and existing scientific literature on the variety of
FDI determinants, covering the relative importance of different macroeconomic,
policy and institutional factors;

2. Collect and systematize data on the topic and establish FDI determinants as proxies
of FDI types;

3. Using fixed and random effects panel data models provide analysis of how
determinants influence FDI in EU-14 and CEE countries;

4. Compare results and find out the types of FDI each group attracts in order to
understand the dynamics of the investment climate in different regions and provide
scientific backing for future policy decisions

5. Express recommendations to policymakers for thought-out decisions in FDI

attraction and form conclusions for further research in the topic of FDI determinants.

Scope of the study and methods used. Previous known research on this topic used

panel data approach using the econometric methodology of fixed and random effects to tackle
this problem (Igosina, 2015; Nur Ozkan-Giinay, 2011; Zari¢, 2022). This research is going to use

the same methodology but with longer period of observed data. Analysis would be held for the 8



countries of Central and Eastern Europe (the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Slovakia, Slovenia) and EU-14 countries (Austria, Belgium, Denmark,
Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain and
Sweden) for the span of 21 years from 2000 to 2021. Secondary data is used for research, taken
from databases of World Bank, OECD, UNCTAD and Eurostat.

The paper is structured as follows: firstly the extensive empirical overview and the list
of existing literature on the theory on the determinants of FDI are provided. Secondly,
econometric model and data analysis methods are presented in the methodology section. Thirdly,
the actual econometric research results from FDI panel regressions are presented. Ultimately,

final remarks are given in the last section.



1. THEORETICAL OVERVIEW OF FDI

The most widely accepted definition of FDI formulated by OECD is “cross-border
investment in which an investor resident in one economy establishes a lasting interest in and
a significant degree of influence over an enterprise resident in another economy.” (OECD,
2022) Although the interpretation of “significant degree of influence” clause is varying, the
most common one describes it as “ownership of 10 percent or more of the voting power in an
enterprise in one economy by an investor in another economy” (Christiansen and Branch,

2023).

Concept of the foreign direct investments is very complex and multidimensional.
Despite its prolonged and extensive research in the literature for several decades, exact origin
of FDI in unknown and there is no scientific consensus on general theory of FDI that would
explain it from all sides (Makoni, 2015). Therefore, this chapter is set to provide analysis of
existing theoretical literature on the topic and point out which theories are going to be used
as background for this work.

1.1 Origins of FDI theories

The starting point in development of theories that were set to explain investment over
time is attributed to classical economists with Smith (1776) and Ricardo (1817) being the
most prominent. In the theory of absolute advantage, established by the work of Smith, while
rejecting popular at that times policy of mercantilism, he argues that free trade is much more
beneficial for wellbeing of states and proposes that states should develop a specialty in the
creation of the goods they can produce more cheap than others ones. This theory works in
the case of division of labour, which increases its productive power. However, Smith’s
theory had big drawback as it provided no explanation how trade arose between states, one
of which did not engage in the business of production. Also, theory did not establish grounds

for mutual benefit for all parties.

As the answer to these problems, Ricardo formulated theory of comparative
advantage which says that the comparative differences between states determine their trade
relations. Therefore, countries should develop a specialty in the creation of the goods in
which they have the highest comparative advantage. Ricardo’s theory is also very important
to the development of FDI theories as it recognizes an importance of influence of technology

on international trade. This theory, however, also held massive disadvantage as it relied on



assumption of two countries, two products and ideal factor mobility as Ricardo recognized
movement of capital and labour in the boundaries of countries but not internationally.
Because of this factor, under theory of comparative advantage, FDI cannot exist and
therefore is unexplainable (Kindleberger, 1969).

The theory developed by Heckscher-Ohlin (Ohlin, 1933) is founded on the grounds
of Ricardo’s comparative advantage and states that ,,a capital-abundant country will export
the capital-intensive good, while the labour-abundant country will export the labour-
intensive good” thus taking into account international movements of capital. Starting from
model of Heckscher-Ohlin, all the following theories related to FDI, would be agreeing
among themselves only on one point: that FDI is essentially born out of imperfect
competition between the countries and in the world with perfect competition, FDI is not
possible (Kindleberger, 1969). Therefore this denied perfect factor mobility of Ricardian

comparative advantage.

However, despite theory of comparative advantage and Heckscher-Ohlin model
seemingly being non-relevant to FDI, it can still provide important insight in economics of
EU and CEE region in particular. Research by Kordalska and Olczyk (2021) analysed
differences in global value chains in CEE region with conclusion that countries had
comparative advantage in different sectors of economy: ,,Poland and Slovakia specialise in
the fabrication function, the Baltic countries and Slovenia in management, Hungary and
Latvia in marketing, and the Czech Republic and Slovenia both in fabrication and R&D”.
Researchers pointed out however, that the most striking difference was with countries of
Western Europe, as Germany, for instance, had heavy advantage in R&D. Although such
contrast can be interpreted as an explanation of difference between types of inward FDI EU-
14and CEE countries attract, which would be explored in the next section, is should be taken
with a pinch of salt as Charles Murdock (2020) argues in his work that modern global

economy has no place for Ricardian theory of comparative advantage.

Prior to 1960’s, the most dominant theory that provided explanation of capital
movements, was neoclassical theory of capital flows, which assumed that markets are
efficient, transaction costs should not exist and capital should flow should be based on the
changes in the interest rate (Dunning and Rugman, 1985). However, it contradicted trends in
the economics that formed after the end of the Second World War. Countries of Western
Europe, which suffered the most during the wartime, started receiving huge investments

from the USA, therefore reducing role of exports in the economy and increasing role of FDI.
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Partially as a result of this process, multinational corporations (MNC) started gaining
importance (Denisia, 2010). Theory of capital flows, meanwhile, did not provide role for
FDI as we know it now, explaining only transactions between independent buyers and
sellers. Despite this, theory is still applicable in research of capital flows as, for example,
Bilewicz (2019) did in the study of net foreign capital outflow from CEE countries in years
2015-2016. Role of MNCs was not explored until Hymer (1976) formulated it in his 1960

dissertation.

Theories that lie at the origins of FDI are very important for understanding of modern
state of FDI in the EU. Although application of these theories nowadays is restricted, they
still provide important insights in FDI determinants and are used in research on this topic.

1.2 Microeconomic FDI theories

Starting from this point, theories of FDI take form of two different views. One part of
theories prefers to explain FDI through industry-level perspective, relying on evidence from
firms and examines the decision-making of business entities regarding their chosen country
of investment. They are classified as microeconomic FDI theories. The second part of FDI
theories takes more big-picture view, seeing FDI as flow of capital between countries. They
are called macroeconomic FDI theories. Although, this work takes perspective of
macroeconomic view, it is important to understand microeconomic perspective as well
becuase some theories intertwine with one another and provide very important background

for the work, which would be described later.

First truly microeconomic theory was developed by Hymer (1976). He clearly defines
two types of foreign direct investments that are explaining flow of investments across
countries. Firstly, he defines already known by this time theory of capital flows stating that
the interest rate is the crucial factor that would allow direct investment to replace portfolio
investment “when the distrust of foreigners is high, or when fear of expropriation and risks
of exchange-rate changes are high” (Hymer 1976). However, he also introduced novelty idea
at that time, stating that ,,it is not the prudent use of assets but something quite different. The
control of the foreign enterprise is desired in order to remove competition between that
foreign enterprise and enterprises in other countries. Or the control is desired in order to
appropriate fully the returns on certain skills and abilities”. Therefore, MNC are not defined

just as factor of exchange of goods between countries but more as production of such goods.
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And the process of production requires share of knowledge and technology between different

units of one company in different countries.

Although, Hymer’s work is highly regarded among scholars for giving foundations
for modern business management policy, his theory hold several flaws (Dunning and
Rugman, 1985). According to Dunning, Hymer’s view of market imperfection is inaccurate
as only structural imperfections in the work of MNC:s is being regarded as driving force for
their development. Hymer is supporter of the idea that the only motive for MNCs to engage
with internalization is to become monopolistic structure in the market, not to take benefit of
structural market imperfections. Also, he omits geographical and spatial factors of FDI.

Theory of FDI from point of view of firm was developing further with the works by
Buckley and Casson (1976), who argued that MNCs are developing their internal activities,
so that they could exploit advantages of market imperfections and expand abroad in order to
overcome the market failure. MNCs in this way ,,remedied the absence of future markets,
solved bargaining stalemates, reduced information asymmetry, enabled discriminatory
pricing and helped avoid taxes and tariffs* (Hennart, 2015). Theory of internationalization,
as it was called, also implies that market failure in intermediate input markets causes
horizontal FDI to grow and market failure in the intermediate output markets — vertical FDI
(Musabeh, 2018). The idea of division between vertical and horizontal FDI was later
developed by Hennart (1982).

Despite the existence of several other theories that look into issue of FDI from
perspective of the firm, namely Knickerbocker (1973), who developed oligopolistic reaction
theory of firms following the market leader and Rugman (1981), who took the idea of firm-
specific advantages (FSA) even father and argued that companies are in capacity of creating
an internal market in order to avoid tariff and non-tariff barriers in order to execute FSA,
these theories would not be described in great detail as they all include the same features that
are being explained in one of the most prominent FDI theories - The Eclectic Paradigm of

Dunning.

Eclectic paradigm, also known as OLI Model or OLI Framework is creation of
British economist John Dunning, who managed to incorporate three hypotheses into one
theory. It is represented through three conditions that should be met for company to be

engaged in the FDI.
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Firstly, hidden under “O” in abbreviation are ownership advantages: companies
should have significant advantage with tangible and intangible assets that would allow them
to surpass operating costs on a foreign market. Examples of such advantages include
innovation and technological developments, better access to specific resources, economies of
scale and cheap finance (Musabeh, 2018). This points were emphasized in theories
developed by Kindleberger (1969) and Hymer (1976) being expressed as monopolistic
advantages and FSE.

Secondly, “L” for Location: theory states that internal ownership advantages should
be combined with set of location advantages which include many factors from such
economic ones as lower costs for transportation, production and telecommunications to
political and social ones: incentives from government, stable political and legal system,
distance between the home and host country and cross-cultural issues such as diversity,
attitude towards foreigners etc. This part includes location-based approach to FDI theories,
explored deeper, for example, by Popovici and Calin (2014).

Third part of OLI Model is Internationalization. According to Dunning (1973), just
having ownership and location advantages is not enough to be engaged in the FDI. For the
firm it should be profitable to use abovementioned advantages abroad, rather than
contracting, selling or leasing them to other business entities which is referred as

“externalization” (Makoni, 2015).

Eclectic paradigm shows that its parameters are very firm- and country-specific, so
this model, being highly contextual, can, in theory, be applied in very different political and
economic frameworks. Despite Dunning’s theory being recognized globally. It still was
criticized because of different factors: being too complex and not practical, less applying to
LDCs (Makoni, 2015).

Under influence of OLI framework, location advantages of FDI were given specific
typology. Firstly expressed by Behrman (1972) and later confirmed by Dunning (2002)
himself, it was established that 4 types of reasoning for FDI can be defined: resource-seeking

FDI, market-seeking FDI, efficiency-seeking FDI and natural assets seeking FDI (Table 1).
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Table 1. Types of FDI inflow rationale

Wider type | FDI rationale Description

,,Horizontal” | Market-seeking FDI Main motive to invest abroad for firms in this

FDI case is identifying and exploiting new markets
for the firms™ finished products. Such firms
would judge host country of FDI by such factors
as market size and demand potential.

Not defined | Resource-seeking FDI Motive of FDI in this case is exploitation of

clearly natural resources or agricultural capabilities in

the host country. Investors judge potential host
counties mostly on specific location
characteristics even if such factors as market
size and political stability are not appealing due
to usually low number of countries that hold

specific resources.

Asset-seeking FDI

Motive of investor in this case is acquiring
access to strategic assets such as distribution
networks, technology, valuable human capital
and brands. Host country is chosen based on
technological infrastructure, availability of

skilled labour and certain companies.

,,Vertical”

FDI

Efficiency-seeking FDI

Standalone type of FDI also called ,,global
sourcing FDI” that is performed not in the same
industry as firm operates (as in all horizontal
FDI) but along the supply chain. Firms therefore
are using economies of scope and are allocating
different parts of production of goods in
different countries based on cost of labour and

production.

Source: prepared by author, based on Dunning (2002) and Behrman (1972)

Overall, microeconomic theories of FDI are providing important background for

comparative analysis of FDI determinants between EU-14and CEE countries. Going all the

way back to the comparative advantage theory of Ricardo (1817) and taking into account

later developments by Heckscher-Ohlin (Ohlin, 1933), we can establish that there is
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particular difference between countries of Western Europe and CEE countries. In the
terminology used by Heckscher-Onhlin, it can be stated that EU-14counties represent “capital-
abundant countries” and CEE region — “labour-abundant countries” (Figure 1). Although
most of the countries in both of these groups are the members of the European Union, which
should act as joint political and economic community, still there is imperfect competition

between the countries in the union, which creates differences in FDI determinants.

Figure 1. Microeconomic theoretical background of FDI influences in CEE and EU-

14 regions
Market- =
seggllng Horizontal
- FDI
Capital-
abundant > FDlin EU-15 Asset-
: seeking
countries FDI
Hymer's
Comparative theory and

»  OLl paradigm : ) ;
advantage and internationali

Heckscher- ," Resource- zation theory
Ohlin model \ o seeking
Labor- . <« FDI
abundant - FDlin CEE
countries J
——— Vertical FDI

Efficiency-
seeking FDI

Source: prepared by author

Further understanding of FDI in the region of CEE and EU-14is being performed
through OLI model of Dunning. As a popular theoretical background for the FDI research, it
has been previously used to evaluate differences between FDI determinants in two European
regions represented in works by Igosina (2015) and Mateev and Tsekov (2014) that were
partially based on eclectic paradigm. Taking into account theory of internationalization by
Buckley and Casson (1976) and typology of FDI developed by Hennart (1982), it can be
theorized that EU-14countries are more likely to attract ,,horizontal” FDI as Western Europe
is being characterized by big market sizes and high demand for wide array of goods.
Countries of Central and Eastern Europe, on the other hand, in theory, should attract

“vertical” FDI as these states possess cheaper labour and production costs.

Employing terminology of eclectic paradigm, EU-14countries are in position to get
market-seeking FDI and CEE region - efficiency-seeking FDI (Figure 1). With other types of

FDI motives described by Behrman (1972), resource-seeking and asset-seeking FDI not
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clearly defined as they are very country and industry-specific. However, empirical findings
are showing that shift is occurring in FDI determinants. Research done by Mateev and
Tsekov (2014) showed that market-seeking motives are now spread among all European
states. Due to lack of further developments in this topic, additional research is needed to get
more clarity in the determinants, which would be provided by this work.

1.3 Macroeconomic FDI theories

Despite microeconomic FDI theories holding very important position in this work,
macroeconomic side of theories nevertheless, provides us with much more better
understanding of how FDI are functioning in the bigger picture. In terminology of
macroeconomic theories, FDI is specific type of flow of capital across countries, which
occurs from “home” country (where it originates) to the host country (final destination of
investment). The most common definition of FDI by OECD, mentioned in the Introduction is
“cross-border investment in which an investor resident in one economy establishes a lasting
interest in and a significant degree of influence over an enterprise resident in another
economy.” (OECD, 2022) is solely based on macroeconomics. Practical implementation of
theories discussed below, is being done through analysis of certain set of macroeconomic
variables such as GDP, foreign trade, domestic credit, economic growth rate, tax revenue but
also social and political factors such as corruption, population density, educational levels etc.
These variables are widely used in research of FDI and sometimes are acting as proxies for

microeconomic factors. This work also uses this method.

OLI paradigm, discussed in the previous chapter, apart from other points of criticism,
of course, do not take into account macroeconomic situation of the countries. To partially
address this issue, Dunning (1981) developed Investment Development Cycle or Path (IDP),
which drew its influence from Vernon’s (1966) product life cycle (PLC) theory. PLC itself in
based on classical Riccardian comparative advantage and explains rationale for
internationalization, analysing the relationship between product lifecycle and FDI flows.
Three stages are determined (Musabeh, 2018): Innovation (creation of goods locally and
export the surplus), Growth (standardization and expansion of production to other low-cost
territories), and Maturity (full standardization and decline of the prices). Sometimes,
however, fourth stage is recognized: decline as competition start to grow from other

countries (Denisia, 2010).
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Dunning has developed similar stages to Vernon’s theory but has taken into
consideration investment incentives created by the government to induce macroeconomic
situation in the given state (Figure 2). Five stages have been highlighted to represent IDP
theory.

During first stage, inward FDI is almost non-existent, due to domestic market being
limited, underdeveloped infrastructure, political instability etc. This creates no location
advantages to attract inward FDI (Djokoto, 2021). Outward FDI, if exists, exceeds inward

one.

The second stage shows slow growth of inward FDI in the primary commodities and
natural resources and most labour-intensive industries (Fonseca and Mendonga, 2016). Due
to changes in such factors as comparative cost of production, there is relative increase of
inward FDI relative to outward FDI, which engages in market-seeking abroad (Djokoto,
2021).

If the previous two stages were appealing to so called developing countries, the third
stage already represents so-called emerging countries. At this point, outward FDI starts to
have much more weight in the economy as local companies develop FSA and comparative
advantages in labour-intensive industries are being eliminated (Djokoto, 2021). In previous
two stages, inward FDI was mainly “vertical”, in the third one, shift in happening towards

“horizontal” one.

IDP theory says that forth stage is distinguished by outward investment surpassing
inward FDI due to significant ownership and location advantages for local firms resulting in
higher rates of internationalization, which is characteristic of developed economy (Djokoto,
2021). However empirical evidence shows that countries that reached fourth stage are
building economic prosperity with the evidence of high GDP per capita and developed
infrastructure, but outward FDI still may not be at desired levels: examples may be Ireland

and New Zealand (Fonseca and Mendonca, 2016).

The final fifth stage represents countries with the most developed economies like
USA and Japan with little fluctuations of net outward investment and equally high levels of

outward and inward FDlIs.

IDP theory implies that changes to the state of economy in the given country, are
driven not only by natural developments in the market economy under influence of the

competition, but also institutional changes to the following three points: governmental,
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sociocultural and educational issues. To reflect on these considerations, Wilhems and Witter
(1998) created concept of Institutional FDI Fitness.

This theory, developed in the process of research on African countries, tries to
explain process of attraction and retention of FDI in the countries with developing economy.
Presented in the form of the pyramid, so-called ,,sociocultural” fitness lies at the bottom of it,
representing deep values of the nation, that are making foundation for other factors. Changes
to this ground factor could be quite slow because of their complexity.

Next layer in the pyramid is educational fitness, as this institutional factor influences
labour market but also ,,builds human capital and prepares it for successfully handling the
rapidly changing global economy” (Wilhems and Witter, 1998). Education is important for
number of business processes as availability of certain particular skills in the work force of

the host country is needed for companies to internationalize.

Wilhems and Witter (1998) highlighted market as separate institution that ,,reflects
physical and financial capital such as machinery and credit”. This feature includes wide
variety of factors that judges overall health of the market as MNCs are more likely to

proceed with internationalization in such countries.

The top of the pyramid includes all government-induced changes, mainly connected
with all kinds of laws that directly and indirectly influence FDI but also general political
stability in the country and reflects intervention of government in trade, exchange rate,
corruption levels and transparency of public actions. This layer was researched with
particular intensity as, for example, Adler and Hufbauer (2008) studied the impact of inward
and outward FDI stock, concluding that “roughly 30 percent of US inward FDI stock growth
and 18 percent of US outward FDI stock growth between 1982 and 2006 can be attributed to

policy liberalization”.

Authors of the theory stated that these institutional pillars are interrelated and in

practice influence each other.
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Figure 2. Macroeconomic reasoning of the work
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In this research, macroeconomic theories play vital role, providing theoretical
background for usage of determinants, described in the Methodology part of this work (see
Table 2). Investment Development Path is important for understanding, on which of the
previously mentioned five stages, CEE region and EU-14countries are on. If these sets of
countries are on the different layers of development it would explain distortions in FDI
determinants. FDI Fitness Institutions theory relevance is confirmed in this case, by the
authors of the concept themselves as they confirm that “the sudden, revolutionary collapse of
the former Eastern bloc can be attributed largely to institutional ossification that resisted
evolutionary change.” (Wilhems and Witter, 1998). As countries of CEE region came from
non-existent FDI in 1990s to the competitor for inward FDI with Western Europe,
institutions played huge role in this process and should be acknowledged in this research
(Figure 2).

1.4 Modernization vs. dependency theory

In the research of foreign direct investments in the CEE region, another important
theoretical dimension is analysis of the impact of FDI on overall nation’s development. Two
the most popular theories that are used for these matters are modernization and dependency

theories that represent opposite views.

Modernization theory represents more popular views among scholars. Deriving from

neoclassical economics, it states that, despite theoretical division of the world into DC
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(developed countries) and LDC (least-developed countries), the latter are in the position to
change their status by following the path of advanced economies and integrating into world
economy (Mihaylova, 2015). This theory promotes FDI and activities that meant to
encourage it, arguing that such type of investment has many advantages for the host country:
from FDI spillovers to improved competitiveness. Crucially, modernization theorists
highlight that even if FDI is flowing only to one particular sector, it still eventually will
benefit whole economy. It should be noted, however, that modernization theory is criticized
by number of scholars for its eclectic views, stating that convergence may not work is the
way it was thought as ,,the economies of countries might [...] be forming two distinct clubs of
convergence — a club of high-income countries and a club of low-income countries with any
middle-income groups disappearing over time as the global system approached a steady state.
So while there was convergence within each of those clubs, the world, on the other hand, is
characterized by divergence as the difference in economic income between the clubs
increased.” (Goorha, 2010). Nevertheless, as modernization theory is in the tact with current

policies of the counties in research, main idea of the theory is being employed in this work.

The opposite approach is represented by dependency theory and world-systems
concept. Derived out of works by Lenin and Marx that criticized practice of imperialism, it
divides world into ,,core” and ,,periphery” parts. The main idea of the theory is that despite
integration of “periphery” or developing countries into world economy, there are no benefits
for host country from FDI. Through the vertical FDI, firms from the advanced economies are
exploiting natural resources, low-skilled labour in order to transfer all valuable capital from

the host country to the “core” home country.

Also, it is said that despite initial increase in wages, FDI will eventually lead to
higher unemployment and higher inequality between different classes of people (Mihaylova,
2015). There is large amount of criticism of this theory that point out to incorrect definitions
of capitalism, imprecise implication of relationship between different types of countries and
Eurocentric nature. The other point of criticism is that theory does not propose reasonable
solution to mentioned problems as the only consideration by classical followers of theory is
to get “out of the world capitalism” and introduce socialist political system (Hubbell, 2008).
Despite this views are highly unpopular in the counties of CEE region especially, Oliver
Weiss (2015) concludes in his doctoral thesis on Eastern Europe that this theory is still
,useful frame of analysis for asymmetrical international economic relations”, although

,changes need to be made from the classics of the dependency tradition”.
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Modernisation and dependency theories provide important background for big-picture
understanding of FDI determinants especially for CEE region. Also, they were main

influence of development of FDI institutional fitness model.

1.5 Overview of previous research regarding FDI inflows to CEE

Existing literature concerning FDI inflows and their determinants is vast; however
research in this topic is very sensitive to the selected sample and the time period. Reflecting
the topic of this work, the main focus in this chapter would be put on the FDI in the countries

of Central and Eastern Europe.

The EU as a political and economic community could be divided into two groups of
countries with distinguished differences between one another. Firstly, there are fifteen
members of the EU, which include founding members and various accessions during 20th
century. These countries are regarded as developed (DC) in scientific literature (Dellis et al.,
2020). Secondly, following 2004 and 2007 enlargement of the EU, 12 new states became a
part of the union, most of which were a part of former Eastern Bloc. There countries are
usually regarded as transition economies. Throughout the years of mutual history in the same

economic union, countries, among other, showed different behaviour in terms of FDI.

Most of the new member states of the EU: the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia, Bulgaria and Romania (excluding Malta and Cyprus),
prior to regained independence in 1990s, were under strong influence or completely under
regime of planned economy, which for the most part excluded any possibility of investments
from abroad (Welfens, 1992). However, all these countries since then have gone through
very significant changes in political and economic regimes and opened up possibility for FDI
as the most valuable source of restructuring and modernization of economies as well as other
benefits such as FDI slipovers, which increases technological advancement in the countries
(Vujanovic et al, 2022).

These countries made a leap from nearly non-existent foreign investment in the late
1980s to the significant destinations of FDI in Europe. This process especially accelerated
after their accession to the EU was finished. From 2003 to 2008, 7-fold increase in FDI
inflows happened in the region of Central Europe and Baltics (The World Bank, 2023).

However, developed countries of Western Europe still were gathering much larger amounts
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of FDI throughout these years, which reflected differences in types of the FDI that were
being attracted by the Western Europe and NMS of the EU.

Determinants of FDI in CEE region were looked upon since 1990s as a prime
example of transition economies. Lansbury et al. (1996) found that past trade linkages,
innovation, infrastructure and the privatisation all had positive impact on FDI in Visegrad
Group countries. Moreover, they also confirmed that there are ,,significant differences
between the factors determining foreign direct investment from [...] Northern Hemisphere
economies”. Holland and Pain (1998) confirmed that FDI in region positively impacted the
process of economic reconstruction with such determinants as trade and privatization

impacting the most.

Laura Resmini (2000) was the first to study sector-specific effects for FDI
determinants in CEE region, concluding that economic liberalization and other reforms to
reach market economy, proximity to Western Europe and wage differentials impact FDI
flows especially in science-based and capital intensive sectors, while openness of the
economy and agglomeration effects impacts FDI flows in labour-intensive sectors. Bevan
and Estrin (2004) established that unit labour costs, host and source country size, and

proximity have definite influence on CEE’s FDI.

Research by Pournarakis and Varsakelis (2004) on 12 CEE countries in years 1997-
2001 confirm that market size and the internationalization ,,explain a significant part of the
cross-country variation of FDI inflows”. Grosse and Trevino (2005) insight into institutional
economics tells us that corruption, political risk and the foreign exchange rate impact inward
FDI in CEE region negatively while of bilateral investment treaties, economic incentives and
market size — positively. Further analysis of institutional determinants was done by Tintin
(2013) for 6 CEE countries in 19962009 period concluding that economic freedoms,
political rights and civil liberties are important institutional determinants, from economic
side GDP of host country is found to be important variable. The EU membership also was
found to be very significant issue specifically for CEE countries. Study by Alena Dorakh
(2020) covering 39 host and home countries over years 1991-2017 confirms previous results
and states that FDI inflows rose by 23% on average because of EU membership. Recent
work by Meinhart (2023) records positive and significant effect of EU membership on FDI

stocks, saying that CEE region got bigger increase in outward FDI than in inward one.

Caetano and Galego (2009) have done a research comparing FDI determinants in the
EU and MENA countries, concluding that although such economic variables as GDP per
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capita and degree of openness have significant and positive effect on FDI, in comparison to
MENA institutional factors of property rights and investment freedom seem to play less

significant role.

Hunady and Orviska (2014) focused their research on effect of corporate taxes on
FDI in EU countries but found no significant influence on FDI. Labour costs were identified
as the most important factor with such variables as openness of the economy and GDP per

capita also playing role.

Panel ARDL model used by Su et al. (2018) concluded that corruption index
negatively impacted FDI in the countries of Visegrad group, while labour force with
advanced education impacted positively. Another study using ARDL model done by Vlatka
Bilas (2020) on 13 new member states of EU from 2002 to 2018, concluded that there is no
interrelationship between GDP growth rate and FDI growth rate: it is being said that former

influences latter but not vice versa.

Meta-analysis of the FDI in CEE countries, that used 44 different studies published
during the 30 years from 1989 to 2018, has indicated that there is “the close relationship
between the progress of transition to a market economy and FDI”. Authors put general
conclusion that CEE countries have benefited from macroeconomic impacts of FDI growth
(Iwasaki and Tokunaga, 2019).

Toshevska-Trpchevska et al. (2019) have made a comparison of determinants
between countries of South-East European (SEE) and Central and Eastern European (CEE).
Results proved to be similar in the both sets of countries, with such factors as GDP annual
growth, productivity, labour force with advanced education, general government final
consumption expenditure positively impacting FDI and the inflation and labour taxes

negatively.

The most recent research into this topic includes, among others, work by Ciesielska-
Maciagowska and Koltuniak (2021), who studied outward foreign direct investments from
the CEE region and concluded that institutional factors are influencing not only inward FDI
to the region but also outward one. Pecari¢ et al (2021) studied sectorial difference in FDI
determinants and deduced that “credit market and the purchasing power of residents lead to
greater capital inflows into the services sector, while a higher GDP growth rate and a
depreciated real exchange rate lead to higher inflows into the manufacturing sector” in 10

countries of CEE region.
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Zari¢ (2022) used fixed individual and time effect model to conclude that skilled
labour force, labour costs and quality of institutions positively impact on FDI in CEE region.
Research by Liviu (2023) concluded that such indicators as imports, exports, their level of
diversification, the balance of payments, the balance of trade, and measures of the degree of
economic and monetary liberalization all had positive impact on FDI in 4 countries of CEE
region: Czech Republic, Poland, Hungary, and Slovenia in the period 1995-2020.

Scientific research particularly concerning comparison of FDI in CEE region and
Western Europe is very limited. The following studies can be highlighted. Work, written by
Nur Ozkan-Giinay (2011) analyses FDI determinants in EU-14countries and as author called
it, EU-12+2 countries, which comprises on 12 new member states and 2 candidate states to
the EU. Research covers period from 1998 to 2008 and uses panel data approach with OLS
and GLS estimates. Results show that for EU-14countries market size is insignificant, gross
capital formation has positive impact and tax burden on labour cost has negative one. For
EU-12+2 countries market size and the size of the domestic market are positive significant
factors. Energy intensity has a negative influence on FDI inflows for both sets of countries

and, unexpectedly, macroeconomic stability factors are not important for FDI in both groups.

Research by Mateev and Tsekov (2014) analysed determinants in EU countries with
differentiation on Western (EU-15) and Central and Eastern European (CEE) countries over
the 1994-2012 period using panel regressions with gravity model. Results were interpreted in
such way that GDP, population, trade openness and infrastructure endowment have a
significant impact on both parts of the Union. Growth in GDP, unemployment, tax rates and

quality of institutions is significant only in the CEE countries.

Finally, Igos$ina (2015) researched FDI determinants in EU-14and NMS over years
2000-2008 also using panel data set with gravity based modelling. Results revealed that
accumulated FDI stock, GDP of the investor, export all have positive effect on FDI inflows
and labour costs have negative effect in both sets of countries. GDP growth has positive

correlations in EU-14and negative in NMS, while GDP per capita is vice versa.

Based on theoretical grounds described in the first chapters of this work and taking
into consideration previous research in the topic of FDI determinants, in the next section,
research methodology would be constructed, making practical usage of all abovementioned
information. Specific proxies for types of FDI would be chosen in line with previous research
and FDI theories.
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2. RESEARCH METHODOLOGY

The main purpose of this work is to answer the question ,,What are the difference
between determinants and types of FDI of EU-14and CEE region countries?”. In order to
answer this question and back it with quantitate results, specific FDI determinants and model
of their calculation and interpretation should be chosen. After that, we will find out how
determinants influence FDI in EU-14and CEE countries. Final step would be to compare
results and find out the types of FDI each group attracts.

2.1 Explanatory variables

Analysis of scientific literature on FDI, confirms that there is no definitive set of
determinants that can be used for such research. Model and scope of research is highly

influential for which determinants are chosen and which are not.

For this particular work, 6 determinants were chosen, which act as a proxies for
various types FDI: market-seeking, efficiency-seeking, asset-seeking and resource-seeking
following both macro- and microeconomic FDI theories (Table 2). The analysis is using
secondary data from reliable sources such as OECD, Eurostat, World Bank and UNCTAD.

Table 2. Dependant variables as proxies of different types of FDI

Type of FDI Proxy explanatory variables Theoretical backing Data
source
Market-seeking FDI GDP Institutional FDI fitness World
(market fitness) Bank
New trade theory
POP (total population) Institutional FDI fitness World
(market fitness) Bank
Resource-seeking FDI NAT_RES (natural resources) | Comparative advantage World
Bank
Asset-seeking FDI EDU (education) Institutional FDI fitness Eurostat
(educational fitness)
Efficiency-seeking FDI | WAGE (annual aver. wage) Heckscher—Ohlin model OECD
CPI (inflation) Institutional FDI fitness World
(market fitness) Bank
New trade theory

Source: prepared by author, based on Wilhelms and Witter, 1998; Assuncéo et al.,

2011
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These explanatory variables for FDI inflows are:
e GDP (Growth domestic product)

Annual real GDP of a given country is one of the most common and most researched
determinants of the FDI. In this research it functions as a proxy to the market-seeking FDI as
it usually does in other studies (Mateev and Tsekov, 2014; Ciobanu 2021). However GDP
per capita records different result in different regions. While it is positive in EU-14 countries,

CEE shown both negative (Igosina, 2015) and positive correlations (Ciobanu, 2021).
e POP (total population)

According to and Wilhelms and Witter (1998) — total population is, along with GDP,
good proxy for the market size of a host country and therefore for market-induced FDI
inflows. Mateev and Tsekov (2014) found population to have positive influence on FDI,
while Dang et al. (2021) doing research on ASEAN countries found population growth to
have negative influence on FDI inflows. | am expecting different result for CEE and EU-14

countries.
e NAT_RES (natural resources)

As a proxy for resource-seeking FDI, total natural resources rents (% of GDP) are
used. Research is limited on this variable but shows significant positive result (Mohamed and
Sidiropoulos, 2010; Ledyaeva; 2009) in MENA countries and Russia, however as this

variable is very sensitive to country choice, | would expect it to be insignificant in my case.
e EDU (education)

As was discussed previously, asset-seeking FDI are driven mostly by the availability
of skilled labour in the country represented participation rate in education and training (all
sexes; from 25 to 64 years). Research done by Bruno et al. (2012) on the effects of inward
FDI on relative skilled labour demand in Poland, Hungary, and Czechia showed ,,significant

heterogeneity in the FDI effect”, so I would expect the same effect in my research.
e WAGE (annual average wage)

Efficiency-driven FDI inflows can use different proxies but generally it is believed
that annual average wage levels influence FDI negatively, especially in the labour-abundant

countries (Mateev and Tsekov, 2014). | also expect such result, mainly, for CEE countries.
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e CPI (inflation)

Another proxy of efficiency-driven FDI is inflation represented as annual variation of
Consumer Price Index (CPI), used among others by Botri¢ and Skufli¢ (2006). A number of
works concerning CEE region (Toshevska-Trpchevska et al., 2019; Serzanté and Karalius,
2022) found negative relationship between FDI and inflation, while Mason and Vracheva
(2017) concluded that countries employing inflation targeting enjoyed positive impact on
FDI. Research by Agudze and Ibhagui (2021) found that impact on FDI inflows to
industrialized economies (which included Western Europe) is rather low, and impact on non-
industrialized countries (which included CEE region) was not significant.

Following abovementioned 8 hypothesis are going to be tested in the span of this

work:

» H1: Market-seeking determinants positively influence FDI in CEE region

» H2: Resource-seeking determinants do not influence FDI in CEE region

» H3: Asset-seeking determinants positively influence FDI in CEE region

» H4: Efficiency-seeking determinants negatively influence FDI in CEE region
» H5: Market-seeking determinants positively influence FDI in EU-14 region

« H6: Resource-seeking determinants do not influence FDI in EU-14 region

« H7: Asset-seeking determinants positively influence FDI in EU-14 region

« HB8: Efficiency-seeking determinants do not influence FDI in EU-14 region
2.2 Research model

When it comes to the analysis of FDI determinants there is no definitive econometric
model to be used for each research, however most suitable for analysis and interpretation of
data for n different variables observed at T different time periods is panel data model

represented as this:
(XitYit),i=1,..nand t=1,....T 1)

This method was used by multiple previous studies in this topic (IgoSina, 2015; Nur
Ozkan-Giinay, 2011; Zari¢, 2022) and has multiple advantages as dealing with
multicollinearity issue among explanatory variables, decreasing variable bias effect, creating
more complex analysis, having greater flexibility etc. (Gostas Escobar and Fanbasten, 2016).
Model also has its disadvantages because of selectivity bias, possible cross-sectional

dependence, imprecise interpretations etc. (Hill et al., 2020) However, advantages of the

27



model for my research outweigh minuses. Moreover, most of the similar research is done,

using this exact method.

Fixed and random effects panel data models are going to be used in this work,

therefore research model can be depicted as following for fixed effects model

FDljto= B1j+PB2 GDPjt +B3 POPjt +B4 NAT_RES jt +ps EDUjt +fe WAGE jt +f7 ©
CPlj +¢jt (2)

and following for random effects model:

FDljto= B1j+P2 GDPj +B3 POPjt +B4 NAT_RES;jt +85 EDUjt +Bs WAGE jt +7 *
CPljt + ojt (3)

where: FDI;t is the Foreign Direct Investment in net inflows US$ as % of GDP for

country j at time period t, a is a constant, FDI is two years lagged to address path-dependent
nature of FDI flows. GDP is the Gross Domestic Product in current US$ for country j at time
period t, POP is the total population for country j at time period t, NAT_RES is the total
natural resources rents (% of GDP) for country j at time period t, EDU is participation rate in
education and training (all sexes; from 25 to 64 years) for country j at time period t, WAGE
is the annual hourly wage for country j at time period t, CPI is the inflation rate for country j
at time period t and wj=sjt+uj, U;j is a cross-sectional time-invariant country-specific effect, €jt

is a combined time-series and cross-sectional error component.

Analysis would be held for the 8 countries of Central and Eastern Europe (the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, Slovenia) and EU-14
countries (Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, Netherlands, Portugal, Spain and Sweden) for the span of 21 years from 2000
to 2021.
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3. PANEL ANALYSIS OF FDI INFLOWS

Before | conduct the estimations with panel data analysis, descriptive statistics and

correlation analysis should be checked out in order to assess data normality and adequacy

through the observation of various statistics. The outcomes of descriptive statistics and
correlation analysis are tabled in Annex 1 and 2 respectively.

High standard deviation values of some of the indicators represent big range of

fluctuations in the respective indicators. Results of Jarque—Bera test, based on kurtosis and

skewness, are significant and positive that confirm adequate nature of the data, the normal

distribution and its suitability for the next stage of analysis in the present form.

Correlation matrix indicates low correlation between all variables except for GDP per capita

and WAGE. The presence of strong correlation among the independent variables can result

in the issue of multicollinearity during estimation. Nevertheless, we include these variables

due to the statistical framework of panel data estimation, which addresses collinearity

concerns (Ranjan and Agrawal, 2011). Each variable exhibited a correlation coefficient of 1

with itself, signifying perfect correlation, while its correlation with other variables remained

below its own correlation value. This confirms the discriminant validity of the variables.

Figure 3. FDI flows in the EU
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The results of the panel data regression models using fixed and random effects are

presented in the table 3.

Table 3 shows the results for the total dataset of 22 EU countries (EU-14 and 8
CEE countries). The first column in table displays the estimation results for the CEE
countries, second column for the EU-14 countries, while third one presents results for the
combined data from both regions to get the overall picture of the influences on FDI in most

of the EU countries.

By taking different approach then in most of the studies on the FDI flows and
dividing the whole sample of European countries is into two distinct groups and analyzing
them separately, |1 am able to find difference in the performance of sub-groups.

From Table, it is evident that the results of the F-test are significant at a 1% level of
significance for the EU-14 countries and combined model of CEE and EU-14 countries. For
the CEE countries panel data model significance is at a 10%. Therefore, we can reject the
null hypothesis that the explanatory variables do not explain as a whole FDI inflows as % of
GDP and hence, conclude that the determinants selected in this research can be seen as
enough of an explanation of the FDI inflows. Although, we should bear in mind that
significance level is more considerable in the EU-14 and combined models and therefore

more trusted.

Next important issue to consider is Hausman test. It’s specification allows us to
examine the hypothesis concerning the lack of correlation between unobservable specific
effects and explanatory variables. Consequently, we can assess whether the individual
effects should be treated in a random or fixed model. The null hypothesis for the Hausman
test posits that the disparity in coefficients between fixed effects and random effects
specifications lacks systematicity. Therefore, a relatively high p-value (>0.05) indicates the

acceptance of the random effects model for all there of our specifications.
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Table 3. Results of panel data models

Panel data Models: Dependent variable FDI inflows as % of GDP

observations

Independent CEE EU-14 Combined (EU as a

variables whole)

GDP 0.000250 0.000162* 0.000199***
(0.2121) (0.1083) (0.0064)

POP 4.06E-09 -1.43E-07** -1.35E-07***
(0.9595) (0.0320) (0.0029)

NAT_RES -0.080253 1.950474 1.656204
(0.9351) (0.7068) (0.2602)

EDU -0.082843 -0.581242** -0.549230***
(0.7496) (0.0313) (0.0006)

WAGE -0.000267* 0.000349* 0.000201*
(0.0931) (0.0713) (0.1050)

CPI 0.529577* 0.594462 0.629879
(0.0568) (0.5590) (0.1480)

Model summary

F- test 1.472452* 4.525181*** 7.437268***

Hausman test 0.0781 0.9974 0.7918

Durbin—Watson test | 1.952611 1.862774 1.852594

Cross-sections 8 13 21

included

Total panel 168 277 445

Notes: All variables (except WAGE and POP) are taken as ratios or in percent.

* ** and *** represent significance at 10, 5, and 1 percent, respectively. P-values are

shown in brackets. The null hypothesis for the Hausman test is that the difference in coefficients

between fixed effects and random effects specifications is not systematic. Thus a big p-value

(>0.05) suggests the rejection of the fixed effects specification

Source: Authors’ calculation

31




GDP per capita, being one the most studied determinant of FDI is the first explanatory
variable that is used as one of the proxies for market-seeking FDI per OLI model as a

representative of market fitness.

GDP shows expected positive correlation with FDI inflows in the combined dataset of
two regions together.

However, already here we can notice differences between EU-14 and CEE datasets.
While alone for EU-14 countries, this factor is on the verge of positive significance, result for
CEE region shows insignificance of this determinant. Such result reflects findings by Igo§ina
(2015) that for the EU-14 the factor influencing per capita income holds significant weight and
accounts for a considerable portion of FDI inflows. A higher income among the population of
the host country signifies increased purchasing power and the potential for heightened demand.
As EU-14 predominantly attracts FDI into the service sector, particularly in financial and real
estate business services, increased GDP per capita is positive sign for these countries in the light
of FDI inflows.

Indeed, when GDP per capita is tested in CEE countries specifically in service sector, as
was shown by the Pecari¢ et al. (2021), correlation is positive and significant. Although, GDP
per capita has been rapidly increasing in the CEE region, it has still not reached levels of the

Western Europe (see figure 4), therefore we see clear discrepancies in this factor.

Figure 4. GDP per capita in selected European countries
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Still a significant portion of FDI inflows in the CEE countries is channelled into the
manufacturing sector, although over last couple of years there is tendency of FDI increasing into
services (Magdalena, 2021). Dominance of manufacturing would be again confirmed later in the
discussion of the wage as a FDI determinant. Such sectorial division confirms indifference of
FDI inflows to the GDP per capita determinant. However, comparing with results by IgoSina
(2015), where GDP per capita recorded significant negative correlation with FDI inflows, we see
how situation is changing over the last decade.

Although, reservation should be made that GDP per capita, used as a proxy for market
scope ,,could produce less robust results®, comparing to the nominal GDP (Ciobanu, 2021), still
conclusion could be made from results of regression that GDP per capita as one of the proxies
for market-seeking FDI is generally important across dataset for the whole EU, showing strong
positive correlation and EU-14 being on the verge of positive significance. As purchasing power
parity in the CEE region is only growing, I can conclude that, although there have been vast
improvements in GDP per capita in the region, it is still does not act as a significant determinant.

Total population is the next proxy for market-seeking FDI. Although results from
previous proxy were expected, influence of total population on FDI inflows is somewhat
surprising. Similar research done by Mateev and Tsekov (2014) found positive correlation
between population and FDI inflows in European countries, study by Bhasin and Garg (2020)
showed positive correlation between these factors in 23 countries with emerging markets and
other various studies on Brazil and Caribbean region and etc. record the same result. The usual
explanation for such correlation is that as number of people living in the country gets bigger,
there is larger pool of cheap labour force to be used for production and therefore there this
attracts FDI inflows.

However number of studies, such as Dutta et al. (2017) on the determinants of FDI in
107 countries for the period 1984-2009 and Dang et al. (2021) on attracting inflows of FDI in
ASEAN-7 countries, concluded that population growth is negatively associated with FDI
inflows.

Findings of my research are mostly in line with the latter group of the studies.
Population is found to have strong negative correlation with the FDI inflows in the combined
dataset of CEE and EU-14 countries at 1% of significance, negative correlation with FDI in the
EU-14 countries at 5% of significance and not being significant in CEE region.

| would argue that, although my findings do not represent majority of the research on
this topic, there is explanation of results being different. Previous studies that included the

European countries were conducted some time ago and do not represent the events and crisis of
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the last decade. Although on the first glance population in the EU is rising, at the same time
whole continent is suffering from demographic aging with projection that people with 65+ years
old will hold 30% of EU population by 2050 (Marois et al., 2020). Mitra and Abedin (2021)
confirmed in their study that ,,a decline in the working-age population (% of total population) is
found to be associated with a significant decline in net FDI inflows (% of GDP)”. The negative
natural change (more deaths than births) was changed only by the positive net migration (see

figure 5).

Figure 5. The composition in population change of the EU

Natural change  ——Net migration plus adjustments

Source: Prokurat and Fabisiak, 2019

Migration issues have been hot political topic in Europe, especially for the last 10 years.
Since 2015, continent was hit with high number of refugees and migrants from Syria,
Afghanistan and several African countries. Since the start of Russo-Ukrainian war in 2022 -
Ukrainian refugees have flooded Europe. Although such movements nominally increase
population of the countries, in many instances migrants happen to be poorly qualified and
economically integrated, which does not improve labour force and, moreover, increases political
instability in these countries (Dang et al., 2021; Marois et al., 2020). Effect of migration on the
FDI is understudied, however one of the few studies on this topic conducted on 22 countries for
inward FDI and 27 countries for outward FDI during the period 2001-2007, suggests that
“presence of migrants with a higher education has a strong and positive effect on FDI investment
in both directions”, simply suggesting that “education matters”. (Gheasi et al., 2013)
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This could be one of the explanations of negative correlation between population
growth in EU-14, since most of the migration crisis of 2015, hit mostly Western European states,
while CEE countries stayed out of it and recorded positive albeit insignificant correlation with
FDI inflows.

Another reasoning and issue that should be noted is following. While most of the
studies explain positive correlation of population growth and FDI inflows with argument that
more cheap labour force can be used for production, this explanation can be contested for EU-14
countries. Relying onto Heckscher-Ohlin theory that divides countries into capital-abundant and
labour-abundant ones, EU-14 countries fall into former category but not the latter. Therefore
increased amount of cheap labour force is not crucial for them in terms of FDI attraction.

Having overviewed all proxy variables for the market-seeking FDI, I can conclude that
in regards to the purely CEE countries, inverstors still do not see this region as a purely base for
market expansion, based on the demand and market size. As GDP per capita and population
have shown insignificant results, | should reject hypothesis Nel: Market-seeking determinants
positively influence FDI in CEE region.

EU-14 countries have been traditional destinations for the market expantions. Results
have shown on a verge significant positive result for the GDP per capita and significant negative
correlation with population. Because result for the correlation with population shown less
conventional result that might have been influenced by other factors and GDP per capita being
more reliable factor, I will confirm hypothesis Ne5: Market-seeking determinants positively

influence FDI in EU-14 region.

Influence of natural resources on the FDI in the Europe has very limited research to
present as this factor tends to be very country-specific. Of course, countries that are traditionally
associated with vast disposition of natural resources such as MENA region or Russia have
positive and significant correlation with FDI inflows (Mohamed and Sidiropoulos, 2010;
Ledyaeva; 2009).

As to CEE countries, Popovici and Calin (2019) in their conference paper, made remark
that ,,developed countries investing in the CEE region are not interested in the natural resources
these countries could provide (they are either limited, either expensive or other countries have
them)”. It would be wrong however, to suggest that FDI in natural-resources is completely
absent in CEE region. One of the most famous and successful examples of such investment is
acquisition of Mazeikiu Nafta in Lithuania by Polish company PKN Orlen in 2009. This

transaction alone has put Lithuania as a top outward destination of Poland that year (Radlo,
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2012). Therefore in order to fully implement OLI model in this paper, it is important to test for
natural-resource seeking FDI as well.

Results of the panel data model for the indicator of natural resources shows us
insignificant result in CEE countries, EU-14 countries and combined dataset of the both regions
together. Such result is expected and therefore I can confirm hypothesis Ne2: Resource-seeking
determinants do not influence FDI in CEE region and hypothesis Ne6: Resource-seeking
determinants do not influence FDI in EU-14 region.

Continuing the discussion on this matter and citing research done by Hayat and Tahir
(2021), which included data on 83 different countries in the period 1996-2016 aimed to
investigate the FDI-growth relationship and natural resources availability, such disinterest in
FDI in natural resources, can also have positive influence. Researchers found that ,,countries
with natural resources exports above the estimated threshold receive a positive statistically
significant; however, smaller FDI-induced economic growth than the country with the natural
resources' exports below the threshold.”, therefore confirming so-called resource curse. Study
also summarizes that “larger natural resource sectors tend to receive FDI into the natural
resources sector at the cost of FDI in the non-natural resources sectors” (Hayat and Tahir, 2021).

Therefore CEE and EU-14 regions have more possibilities to attract other types of investments.

Education is the next explanatory variable that is a single proxy for asset-seeking FDI.
Throughout the years of the research done to test the influence of education on the FDI, showed
completely different results. Study done by Akin and Vlad (2011) found that “FDI level is
significantly higher in countries with high education” especially in middle-income countries
using data from large sample of countries from 1980 to 1999. Strat (2015) concluded that there
are casual relationships between school enrolment and FDI inflows in some of the countries of
CEE region.

Research concluded by Mateev and Tsekov (2014) and Igosina (2015) on different
comparative aspects of FDI between CEE and Western Europe, found education represented as
secondary education enrolment rate and tertiary enrolment in % on total gross enrolment of EU
population respectively to be insignificant in all models tested.

Finally, Toshevska-Trpchevska (2019) found that labor force with higher level of
education have statistical and negative correlation with FDI in CEE region, while Wijeweera
(2010) doing research on 45 countries in the period of 1997 — 2004 finds that ,,the coefficient of
the interaction term of FDI and education is negative and significant”.

Such inconsistent results are confirmed through statistical heterogeneity in relation of

skilled labour and FDI inflows (Bruno et al., 2012). It makes assessment and interpretation of the
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results a challenging task. One more thing to consider is the difference in indicators that
represent variable for education. Arguably, all such indicators are arbitrary as they do not
represent quality of education but only certain statistics. This is one of the biggest limitations of
such research papers. In my research | decided not to use school enrolment rate as it is heavily
influenced by government policies but instead assess participation rate in trainings and education
of grown-ups from 25 to 64 years of age that is done voluntarily.

The results of panel regressions show that this education variable has insignificant
correlation with FDI inflows in CEE region but negative significant correlation with EU-14 and
combined datasets of two regions. Such result in CEE countries represent previous findings by
Mateev and Tsekov (2014) and Igosina (2015), but such strong negative correlation in EU-14
and combined datasets is unexpected.

Such results can be explained by the issues of migration and human capital
accumulation. Comprehensive study done by Berrill et al. (2020) on the role of education in the
relationship between FDI and entrepreneurial activity found that there is “the strong negative
association between a country’s education and development levels on the one hand, and the rate
of entrepreneurship on the other*. Discussion paper by Checchi et al. (2007) covering many
types of education, on the other hand, suggests that ,,FDI discourages secondary enrolment while
favouring tertiary enrolment, but the overall effect is negative”. They also discovered a
particular disincentive effect when a lot of people with advanced education migrate; it reduces
the interest in higher education.

Based on the empirical results, | should reject hypothesis Ne3: Asset-seeking
determinants positively influence FDI in CEE region as well as hypothesis Ne7: Asset-seeking
determinants positively influence FDI in EU-14 region.

Relationship between labour costs and FDI has been explored for the decades of
research into determinants of FDI. According to the OLI theory and its location part, there are
some factors of production that are deemed to be immobile. Therefore as territories develop
dissimilarities in some of the factors, different levels of wages is taken into account by investors
in their FDI, also taking into account the labour productivity.

Theory also tells us that vertical FDI type, which is characterized by partial relocation
of usually non-valuable production is usually associated with investment in low-wage countries,
while FDI inflows to developed countries are usually driven by market-seeking incentives, as we
already proved in this section and require high valued jobs to perform more complicated tasks
(Botri¢ and Skufli¢, 2006).
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Figure 6. Change in wages in years 1995-2022 for selected EU-14 and CEE countries
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Such theoretical background is also supported by numerous studies. For example, study
by Kok and Acikgoz Ersoy (2009) on 24 developing countries over 30 years found significant
negative correlation with FDI. Botri¢ and Skufli¢ (2006) did a research on South East European
countries and found the same effect. However, Mateev and Tsekov (2014) testing unit labour
cost found insignificant impact on FDI flows into the group of CEE countries, which they called
“surprising” and “inconsistent with previous empirical studies”. Hou et al. (2021) in the study on
wages, labor quality, and FDI inflows in China provides explanation of such phenomena,
arguing that ,,as labor quality increases, the negative cost effect of the high wage on FDI kicks
in. When labor quality exceeds a threshold value, the wage effect on FDI becomes significantly
negative; this negative effect is intensified as labor quality increases.” (Hou et al., 2021)

It should be noted however, that research is not unilateral in their results. Bacovic et al.
(2020), who produced study specifically on labour costs and productivity in Balkan region found
influence of wages to the completely opposite from conventional results: they concluded that ,,in
EU countries, growth in gross wages has a negative impact on FDI inflows, while in Balkan
countries, increased wages actually have a positive impact on FDI inflows”.

Results of panel data model of this research show that wages in CEE countries have
significant negative correlation with FDI inflows, while EU-14 countries have significant
positive correlation between wages and FDI inflows. Combined dataset of both sets show
positive result on the verge of significance. Firstly, such results are expected and in line with

most of the other research in labour costs and FDI. Secondly, these results reveal the biggest

38



difference between FDI determinants in EU-14 and CEE regions. | can conclude that wages that
have been rising in the CEE region for the last 20 years exhibit developments in standard of
living but as these countries were mainly used as a source of cheap labour (see figure 6), FDI is
being deterred from the region by higher wages. EU-14, on the other hand, specializing in high-
value production and services, need more skilled and therefore highly paid workers.

The second of efficiency-seeking determinants is inflation, expressed as consumer price
index. This indicator, however is one of the most hotly debated ones as previous research shows
different results.

Studies by Su et al. (2018) on Visegrad countries, Serzanté and Karalius (2022) on
Lithuania, Toshevska-Trpchevska et al. (2019) on CEE and South East Europe countries found
significant negative relationship between inflation and FDI. The usual explanation of such
relationship is that high inflation distiortes economic activities, deters inflow of the capital into
the countries, produces macroeconomic instability and keeps unpredictability in the economic
environment.

Studies by Botri¢ and Skufli¢ (2006) on South East Europe, Ozkan-Giinay (2011) on
enlarged EU and candidate countries and Sabir et al. (2019) on developing countries all found
inflation to be insignificant determinant of FDI.

However, studies by Asiedu (2006) on African countries and Mason and Vracheva
(2017) found evidence that inflation has positive influence on FDI inflows. The explanation of
such relationship is that increase in price levels ensures investors receive sufficient returns on
their investment. In order to explore such inconsistencies research was launched to find more

distinct patterns in the FDI-inflation relationship.
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Figure 7. Inflation rate in CEE region and average EU in years 1995- 2022
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The study by Agudze and Ibhagui (2021) concluded that such relationship ,,is nonlinear
in advanced economies versus developing economies” adding that there are potential threshold
effects to consider. Their findings confirm that ,.the crucial issue concerning the potential
nonlinearity in the inflation-FDI nexus, whereby the impact of inflation on FDI may switch from
positive to negative after a certain threshold of inflation”, identifying threshold for industrialized
economies at 1.35% and 6.63% for non-industrialized countries.

My data panel model reveals interesting results in relation to the inflation rate. Inflation
in the CEE countries has significant and positive influence on FDI inflows at approximately 5%
significance, while in EU-14 countries as well as combined dataset of EU-14 and CEE region it
is insignificant.

Such result could be interpreted following way. Average inflation rate in the CEE
countries over last 30 years was higher than in EU-14 region, reacting sensitively to transition to
market economies, financial crisis of 2007-2008 and Euro crisis of 2010. However, being much
less industrialized then EU-14 countries, it even helped CEE region with initial boom of
investments, while not crossing certain threshold that was discovered by Agudze and Ibhagui
(2021). EU-14 countries, on the other hand, while overall much stable and with higher levels of

industrialization, kept their inflation level on such level where it had no effect on FDI flows.
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Although such explanation is possible, other factors and research with different results
should be kept in mind as mixed conclusions made inflation one of the most controversial issues
in FDI research.

Following the overview of two variables that represent efficiency-seeking FDI, | can
make following conclusion. Indicators of wage and inflation have shown opposite results in the
dataset of CEE countries. It makes situation difficult to get straightforward conclusion in the
terms of expressed theoretical background. However, as in my opinion wage represents
efficiency-seeking FDI in more sophisticated way and inflation variable having controversial
connotations, I would confirm hypothesis Ne4: efficiency-seeking determinants negatively
influence FDI in CEE region.

In regards to the EU-4 region, | have found out that wage has positive influence on the
FDI inflows, while inflation is insignificant. Following the same reasoning as above | would

reject the hypothesis Ne8: efficiency-seeking determinants do not influence FDI in EU-14 region.

Summarizing this chapter, I can conclude that CEE region became important
destination for the FDI in the EU, however it is important to understand similarities and
differences in determinants in order to correctly build government policies and design
incentives. My research has shown that FDI in EU-14 countries is still being largely influenced
by GDP per capita, which means that market-seeking FDI is predominant type of the FDI there.
CEE region on the other hand, having lower rates of GDP per capita does not show significance
in this indicator and therefore market-seeking FDI is not in priority for companies there.

In regards to the population metrics, 1 would recommend countries in EU-14 countries
to attract skilled migrants in order to raise the levels of the FDI inflows. Results of this indicator
prove that over the last 10 years there have been substantial changes in the population
composition of the EU.

Natural resource do not play substantial role in FDI attraction across whole region,
which was expected. | would recommend focusing on the other types of FDI for the EU, but not
natural resources seeking one.

Education was found to have no significant influence on FDI in CEE countries and
negative significant in EU-14 region. As the latter result was unexpected, | would recommend
continuing research into this area as it is severely understudied but also keep in mind issues if
human capital and migration when it comes to the asset-seeking FDI type.

Wage level has shown negative relationship with FDI inflows in CEE region and
positive in EU-14 countries. This clearly shows startling difference between these two regions.

Therefore | concluded that efficiency-seeking FDI still holds very important role in CEE regions
41



and rising wages do not help attracting this type of FDI in these countries. | recommend setting
priorities onto which type of FDI to focus on.

In regards to the inflation, | would recommend defining the concrete inflation threshold
for countries that do not harm attraction of the FDI inflows.
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CONCLUSIONS AND RECOMMENDATIONS

This first part of Master thesis is focusing on the theoretical overview of FDI as a
concept together with display of previous research in the topic of FDI determinants in the

European Union and its different parts. The main conclusions are as follows:

1. Concept of FDI can be explained using variety of theories. Starting from classical
comparative advantage of Ricardo and Heckscher-Ohlin model, | established
possibility of comparative advantage existence in the two distinct groups of EU
members: EU-14 and CEE countries. Then, by using microeconomic theories of
Hymer, internationalization theories and OLI paradigm of Dunning, different types
FDI reasoning were established. The aim of the research was to define types of FDI
in 2 different parts of the EU: CEE region and EU-14 countries. By employing
PLC and IPD theories and using macroeconomic theories of modernisation and
FDI institutional fitness, reasoning was put for usage of explanatory variables such
as GDP per capita, wage levels, inflation, education and natural resources rents as
proxies for different types of FDI.

2. After the analysis of existing literature on FDI determinants, several variables
were chosen for the empirical part of the research. To represent market-seeking
FDI, variables of GDP per capita and population were chosen, total natural
resources rents — to be a proxy for natural resources seeking FDI, for asset-seeking
FDI — education as a participation rate in education and training, for efficiency-
seeking FDI — wage and inflation levels. Some of the indicators as GDP per capita
or inflation rate, chosen for the research were amongst the most commonly used
ones for such type of research. The other ones like total resource rents and
participation rate in education and training provided novelty for this study.

3. The most suitable research model for this work, based on previous research of this
kind and objective factors was chosen being fixed and random effects panel data
model. However novelty for this work was introduced by usage of larger sample of
countries and years for the analysis that allowed making more accurate
conclusions. Data used spanned across 21 years: from 2000 until 2021. Research
was done on following countries. For CEE region: the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, Slovakia, Slovenia and for EU-14 countries:
Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy,

Luxembourg, Netherlands, Portugal, Spain and Sweden.

43



4. After correlation analysis was conducted and descriptive statistics was analysed,
data model regressions were done to produce empirical results of the research.
After having analysed relationship between dependant variable — FDI inflows as a
percent of GDP and abovementioned explanatory variable, conclusions were made
regarding the types of FDI that were present in two distinctive regions of the EU:
CEE region and EU-14 countries but as well the combined dataset of two parts of
EU.

5. EU-14 countries were found to specialize in market-seeking FDI. This result
solidifies the original member states of the EU as a base for market expansions for
the companies. However significant positive influence of wages on FDI inflows in
this region, additionally confirms large pool of high-skilled workers in these
countries, who attract FDI as well. Results of empirical analysis showed that CEE
region specializes in efficiency-seeking FDI. Insignificance of market-seeking FDI
proxies, combined with significant negative influence of rising wages means that
CEE region still is viewed as a place of investment with less costly labor than EU-
14 region used for improved efficiency for companies rather than place with large
customer base.

6. Natural resource seeking FDI was not found to have influence in any part of the
EU. Such result was expected and reflects in traditional lack of several key
traditional natural resources in European countries. Asset-seeking FDI as well was
not found to have influence in any part of the EU. Largely explained by the issues
of migration and human capital, it reveals underlying problems in the EU,
connected to this. Results of combined dataset of two regions fall closely to the
EU-14 results, which means that countries of Western Europe have more influence

on the investment climate overall in the EU.
Recommendations as a reflection on the empirical results of the study are following.

1. The model chosen for this work can be further improved by adding more countries
that were left out of the research due to lack of data and further development of the
explanatory variables array.

2. Recommendations regarding policies are following. As for EU-14 countries, GDP per
capita was recorded as one of the most important determinants of FDI; government
economic policies should reflect that general welfare of the people is the main factor
in increasing FDI. For CEE countries, clear targeting of one of the FDI types should
be designed. As efficiency-seeking FDI proved to be the most important type,
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government policies that encourage raising wages, are discouraging this type of FDI.
However, if switch to market-seeking FDI is targeted, policies that increase GDP per
capita should be continued. Inflation threshold should be maintained at a certain level
not to deter FDI for both sets of countries.

The study has potential limitations. The composition of explanatory variables,
although reflects previous research on the topic, may not be ideal and explain FDI inflows to
the maximum extend. Chosen proxies for the different types of FDI also may also be subject
to further scrutiny. Model could be also improved by adding data from more countries and
wider periods of time. Lack of substantial previous research in such variables as education
and natural resources makes it different to compare results. Therefore, | also recommend that
research into asset-seeking FDI and relationship between education and FDI should be

continued.
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Annex 1. Descriptive Statistics
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Annex 2. Correlation analysis
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SANTRAUKA

57 puslapiy, 3 lenteliy, 7 paveiksly, 92 Saltiniai

Magistro darbo tikslas — nustatyti tiesioginiy uzsienio investicijy (TUI) raisis ir jy determinantus
dviejose skirtingose Europos Sajungos (ES) regionuose: 14 saliy, kurios 1995 m. buvo sgjungos
narémis (ES-14) ir 8 naujose Salyse Vidurio ir Ryty Europos (VRE) regiono valstybés narés,
istojusios | ES 2004 m. Magistro darba sudaro trys dalys: iSsami literattiros analizé, empirinio
tyrimo metodologija ir jo rezultatai, iSvados ir rekomendacijos. Literatiiros analizés dalyje
sutelktas démesys j teorijy, lémusiy TUI plétra, analize, skirtingy teorijy pritaikyma empiriniame
tyrime, taip pat iSskirti pagrindiniai TUI veiksniai, lemiantys s€kmingg TUI plétra pasirinktuose
regionuose. Apibrézti kintamieji, tokie kaip BVP, infliacija, darbo uzmokescio lygis,
iSsilavinimas ir gamtos istekliy prieinamumas, kurie veiké kaip tam tikry riisiy TUI

determinantai.

Empirinis TUI determinanty tyrimas dviejuose pasirinktuose regionuose paremtas apibrézty
paneliniy duomeny modeliu. Atlikus lyginamajj vertinima, nustatyta, kad TUI ES-14 salyse
daugiausiai teigiamos jtakos turi BVP vienam gyventojui lygis, o VRE regione darbo
uzmokesc¢io augimas turi neigiamos jtakos TUI plétrai, tuo tarpu infliacijos lygis — teigiama
itaka. Atlikus lyginamagjj vertinimg nustatyta, kad ES, nors ir veikia kaip bendra ekonomine
sajunga, néra vienalyté pritraukiant TUIL. ES-14 regiono Salys pasiZyméjo specializacija j rinkos
pletra orientuotas TUI, o VRE regionas — j efektyvumo ir darbo nasumo siekimo TUI tip3.
Prieigos prie gamtos iStekliy ieSkancios TUI neturi statistinio reik§mingumo né viename i§
analizuoty regiony, o TUI orientuotos i nekilnojamojo turto plétra reikalauja tolesniy detalesniy

tyrimy.
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Tyrimo rezultatai gali biiti naudingi siekiant tiksliau apibrézti vyriausybés veiksmus del TUI
pritraukimo politikos. Sio darbo metu buvo rasta keletas tyrimy spragy, daugiausia §vietimo

lygio ir TUI sgsajy, kurias autorius rekomenduoja nagrinéti detaliau.
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