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Tässä pro gradu -tutkielmassa tarkastellaan suorien ulkomaisten inves-

tointien vaikutuksia talouskasvuun Keski- ja Itä-Euroopan siirtymätalouk-

sissa.  

Työn teoriaosassa esitellään kasvuteoreettinen kehikko ja miten suorat 

ulkomaisia investointeja käsitellään kasvuteorioissa. Lisäksi tarkastelun 

kohteena ovat aikaisempien tutkimusten tulokset suorien ulkomaisten in-

vestointien vaikutuksista talouskasvuun sekä valittujen maiden talouskehi-

tys talousjärjestelmästä toiseen siirtymisprosessin aikana. Työn empiirisen 

osan regressiomallissa etsitään suorien ulkomaisten investointien suoraa 

vaikutusta talouskasvuun yhdeksästä siirtymätaloudesta kerätyllä datalla.  
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The aim of this master’s thesis is to analyze the effects of Foreign Direct 

Investments on growth in selected Central and Eastern European transi-

tion countries.   

The theoretical part of this thesis, introduces growth theories and how FDI 

is covered in those theories. In addition, the results from previous studies, 

which have studied FDI’s effect on growth, are presented in this master’s 

thesis. This work introduces also the economical progress during the tran-

sition period in selected countries. In the empirical part’s regression mod-

el, it will be searched for the direct effect of FDI on growth with panel data 

collected from nine transition countries.  
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1. INTRODUCTION 

 

1.1 Background of study 

 

This master’s thesis is about the effects of Foreign Direct Investment (FDI) 

on selected Central and Eastern European countries. More specifically, 

this thesis studies effects of deregulations and reforms made on policies 

on host countries and how these reforms have affected FDI inflows and 

how those flows affect growth. The thesis has been made at the Lappee-

nranta University of Technology at the Department of School of Business 

at the Faculty of Strategy Research. 

FDI has risen in the past two decades to have a major role in globalization 

and world economy. The FDI inflows have risen increasingly since the 

1990’s. Stable industrial countries still attract most of the FDI inflows, but 

in this millennium developing countries have attracted more capital than 

ever. In 2007, developing and transition countries received together al-

most 600 billion USD, which accounted one third of world’s inflows. The 

current financial and credit crises will also affect Foreign Direct Invest-

ment. FDI inflows are expected to decline in near future because of the 

global depression, but investments to emerging markets will not suffer as 

much as investment to already developed industrial countries. In 2008 FDI 

inflows declined, but developing countries received 43 % of global FDI in-

flows. (World Investment Report 2008&2009, United Nations) 

Emerging and transition economies are attractive to investors because of 

their potential. Those countries are generally willing to make their policies 

and other conditions as attractive as possible to get foreign investments 

into country. The openness of capital markets to foreign investors and the 

general goal to make economies more stable have raised investment 

flows to countries that have growth potential and comparative advantage 
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on some area. Developing and transition countries need foreign capital for 

example to build modern infrastructure. 

The topic of FDI is widely studied. In this study, the aim is however to un-

derstand how FDI affect especially in transition countries. I also try to find 

differences between growth patterns in different kind of countries consider-

ing made deregulations, stage of openness and how those factors affect 

FDI and growth. The studied countries have been and still are in transition 

to market based economies. In some of them, the transition period from 

the state controlled society to the market oriented has been rapid and in 

some that phase is still going on and there are regulations controlling the 

foreign ownership. 

 

 

1.2 Objectives and methology 

 

Main research question in this study: 

Have FDI inflows impacted positively on growth in selected Central and 

Eastern European countries (CEEC)? 

The sub-questions of main question are the following: 

• How deregulations and reforms have affected FDI inflows? 

• Why some of the transition countries have had better growth per-

formance than the others?  

This study is based on quantitative analysis of collected macro level data. 

In this study I also use previous studies and theories on FDI and growth. 
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1.3 Limitations of Study 

 

This study concentrates on FDI inflows to selected countries, reasons be-

hind inflows and how those FDI inflows affect on growth. Study is limited to 

selected countries and theories. FDI outflows are excluded from this study.  

In this sort of studies, there are also problems with endogenous of va-

riables and reverse causality. In this particular study there are limitations 

with growth- and FDI variables. It is hard to determine whether growth in 

FDI inflows causes growth in GDP or vice versa. However, countries that 

have high economical growth rates also attract more investments.  In this 

study, reverse causality problems are tried to solve with lagged econome-

tric model, where previous year’s domestic investment and FDI tries to 

explain following year’s economic growth rates.   
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1.4 Structure of Thesis 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 1:  Structure of the thesis 
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2.  FOREIGN DIRECT INVESTMENT (FDI) 

 

2.1 Measurement of FDI 

 

OECD and IMF have defined FDI as an investment in which there is a long 

term relationship between investor and company in host country. The In-

vestor has significant impact on company’s leadership, which means in 

this case at least 10 % of shares or voting power. Investment needs to be 

made outside investor’s home country when it is qualified as FDI.  (OECD 

Benchmark Definition of Foreign Direct Investment, 1996), (unctad.org) 

 

FDI’s are not the only mode of foreign investment. Investments with a low-

er share of voting power or shares are measured as portfolio investments. 

Portfolio investments are commonly made by individual investors, firms or 

public bodies. 

 

2.2 Investment types 

 

Foreign direct investment could be organized in a few different ways. First 

of all, it is possible to sort investments based on direction of investment; 

outward flows are investment made by country’s corporations and inward 

flows are investments received by country’s companies. In this thesis, the 

main focus is on inward flows. Another well known way to classify FDI is 

divide them by targets. Normally investment types in new markets are 

seen as alternatives for each others. FDI typologies by targets are intro-

duced next.  
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2.2.1 Greenfield Investment 

 

In Greenfield Investment, a parent company creates a subsidiary in new 

markets. Greenfield investments are an attractive option when company 

wants to choose the place and the resources that suit its requirements 

best. One of the benefits of Greenfield Investment is that a company can 

start with a clean slate and create own corporate culture and way of doing 

business. Of course this demands time and resources even more than in 

case of mergers and acquisitions.  (Cheng, 2006) Greenfield investments 

include all steps from purchasing real estate and machinery to selling final 

products or services. Local workers need to be hired and trained with in-

vestor’s capital, technology, know-how and management. (Meyer, 2001) 

 

2.2.2 Mergers and Acquisitions 

 

In acquisition, foreign investor buys already existing company’s shares. 

(Basile, 2002) In FDI-mergers companies, which operate in different coun-

tries, integrate to new company. Because of openness of global capital 

markets and internationalization, mergers and acquisitions have become 

main source of FDI. Fast access to host country’s markets and resources 

are seen as the benefits of mergers and acquisitions. It might also be eas-

ier and faster to start foreign operations when there is already some base 

for business in form of company in host country.  A possible problem, in 

other hand, might be that companies might have totally different way of 

doing business and organizations have overlaps. In this case, it takes 

again time and money to make company operations fluent and effective. 

The main difference compared with Greenfield Investment is that in mer-

gers and acquisitions there are always already existing resources. (Meyer, 

2001)  
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2.2.3 Brownfield Investment 

 

The third possible Foreign Direct Investment type is so called Brownfield 

Investment, in which already existing production facilities are upgraded 

and modernized. (Euroopan yhteisön lehti, 2002) The significant fact on 

Brownfield Investment is that the company who makes the investment 

creates more new resources than the purchased company already has. In 

other words, most of the existing resources are replaced by the new ones 

or new resources are built that much that the old ones are minority share 

of whole resources. (Meyer, 2001) Brownfield Investment is a kind of hybr-

id mode of the two before mentioned main forms of FDI. Officially Brown-

field Investment is considered as a special case of acquisition, but the as-

pect which creates new facilities is typical to Greenfield Investment. 

Brownfield Investments are important to emerging markets, because   ac-

quired companies need often modernization and extensions. (Cheng, 

2006)  
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3.  FDI AND GROWTH THEORIES 

 

Economic growth is important because it is the best known force for im-

proving living standards in the long term. A low-income country could 

change its situation in a few decades with high growth rate. This is the mo-

tivation for growth theories, which search for the determinants of long run 

growth. Living standards could be measured by Gross Domestic Product 

(GDP) per capita and the growth as percentage change of GDP. For get-

ting a better indicator, it is common to use values corrected with purchas-

ing power parity (PPP), which considers country’s price levels. This nor-

mally means that an income gap between developing and developed 

countries gets a bit narrower.    

This chapter introduces the basic frameworks of growth theories without 

detailed mathematical solutions. First I will take a look at Neo-classical 

growth theory and secondly at Endogenous growth theories. When consi-

dering growth theories and models, it is always good to remember that 

these theories have their limitations and basic assumptions, which make 

them slightly different from the real world.  

 

3.1 Neo-classical Growth Theory 

 

Robert Solow is considered as one of the fathers of modern growth theory. 

His contribution led to a theoretical framework where economical growth is 

mainly explained by accumulation of labour and physical capital. All other 

growth that cannot be attributed to labour and capital factors is assigned to 

technological progress or total factor productivity. The sources of technol-

ogical progress are not explained by the neoclassical growth model. 

Therefore, it is often called exogenous technological progress. (Solow, 

1956), (Neuhaus, 2006) 
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In Solow’s model, long run growth is exogenous and depends on factors 

like technological progress and increase in capital and labour force, which 

are not explained by the model. Another implication in Solow’s models is 

that countries should converge towards the same level of capital and in-

come per capita based on hypothesis that corporations have the same 

technology and there are no differences in consumer tastes. Based on 

that, poor countries should eventually catch up with the rich countries. This 

is obviously not happening. That is the reason why the neo-classical 

growth theory is unable to explain different growth rates between coun-

tries. 

In the basic neo-classical growth model economy is composed of homo-

genous consumers and firms. The economy produces one output, Y using 

two inputs; capital K and labor L. A in production function is the level of 

technology or Total Factor Productivity (TFP), which explains all other 

sources which have driven economic growth except for changes in the 

quantity of capital and labour. All variables are known except for TFP and 

its change over time. 

(1)  � =  ��(�, 	)   

Under the assumption that both factors are paid their marginal product or 

the competition on the factor markets is perfect, function F is supposed to 

capture constant returns to scale and some elasticity of substitution be-

tween inputs.  

 

3.2 Endogenous Growth Theories 

 

Endogenous growth models have born to explain the international differ-

ence in productivity and living standards between countries, which neo-

classical growth theory could not explain. Different access to technology, 

economies of scale and the influences of the investment rate on growth 
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rate are the main reasons for different living standards and productivity 

around the globe. The main idea behind endogenous growth is that tech-

nological change is endogenous; markets are not totally competitive con-

sidering supporting technical advance and the growth caused by technol-

ogical change involves externalities and economies of scale. In addition, 

the investment rate matters in long run growth. (Shen, 1996) 

In the early endogenous growth models, technical progress functions were 

explained by investment rates. The growth of investment rate also in-

creases the productivity. Arrow (1962) brought learning by doing effect to 

growth theory. In the context of growth theory, learning by doing effect 

means that productivity of firm or individual increases, when cumulative 

investment for the industry grows. Knowledge in this case is an unin-

tended by-product of investment and it benefits the whole economy.  The 

difference in this mindset compared to neo-classical is that labour produc-

tivity depends now depending on cumulative investments. (Shen, 1996) 

The reason why growth is considered endogenous is externalities. Every 

company and individual benefits from knowledge created by others. The 

positive externalities linked to knowledge accumulation are the source of 

endogenous growth. Knowledge has positive externalities, because it is 

non competitive and non exclusive by its nature. That is why knowledge 

has always positive marginal productivity and that makes growth possible 

in the long run. (Shen, 1996) 

These earlier endogenous growth models as well as static neo-classical 

models did not solve the problem that arises in the presence of increasing 

returns in dynamic optimizing model of growth. In these models, equili-

brium could exist if the increasing returns are external to firm. Romer 

(1986) wrote that this problem could be solved by assuming that know-

ledge is a capital good with increasing marginal productivity. In his model 

K is knowledge, rather than physical capital. Firms’ investments have posi-

tive externalities to public as well as the firm itself.   Both private and pub-
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lic knowledge with physical capital and labor creates final output and addi-

tional knowledge.  (Romer, 1986) 

The production function may now be written as follows 

(2)   �(�, 	) = ���� ∙ �� ∙ 	��� 

, where T0 is the initial technology level and u is the rate of exogenous 

technical change. Although the model seems like neo-classical with an 

exogenous technical progress trend u, the properties of the model are dif-

ferent. Romer’s model deals with externality, because K is knowledge, ra-

ther than physical capital. The creation of new knowledge is assumed to 

have also external positive effect to other firms besides the gain to the 

original knowledge creator, because knowledge cannot be kept perfectly 

isolated and there are always at least some spillovers to others. However, 

new knowledge is assumed to be the product of a research technology 

that exhibits diminishing returns. In other words, given the stock of know-

ledge at a point in time, doubling the inputs into research will not double 

the amount of new knowledge produced. In this endogenous model, the 

engine of long term growth is accumulation of knowledge. (Romer, 1986) 

Lucas (1988) brought in his work the concept of human capital to endo-

genous growth theories. In his model, accumulation of human capital is 

the cause of the long run growth. Learning by doing is the main channel to 

accumulate the human capital. Human capital increases the productivity of 

labor and physical capital. In Lucas’ model, individual’s human capital is 

simply the individual’s skill level. Each person could use his time to gain 

more knowledge and to increase his human capital level same time. In 

Lucas’ model, workers have two basic choices to allocate their time – one 

is to use the time working and the second one is to use the time for learn-

ing. So there is a choice between current production and gaining more 

human capital which affects future’s production. Individuals would be more 

productive when they work with people with high human capital, because 

of positive externalities. (Lucas, 1988) 
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In Lucas’ model, there are N identical workers in the economy. Each of 

them has a human capital h and uses the fraction u(h) of his time to the 

production of final goods. The remaining time 1-u(h) is spent on human 

capital accumulation, which increases the future productivity of this indi-

vidual and also the productivity of other factors. The economy wide aver-

age human capital level ha is thus ha=N*h / N=h.  

 This production function is 

(3)   � = ��(�)� [�(�)ℎ(�)�]���ℎ�(�)� 

, where 0 < β <1 and r >0. 

The ha(t)
r in the production function means that an individual will be more 

productive when he is working with people with higher human capital level 

and this represents the positive externality in  the function. The technology 

level A is now assumed to be constant.  (Lucas, 1988) 

If we take this mindset to global level, we can explain the different levels of 

GDP per capita in the world. Countries with high level of human capital 

have also high growth rates of human capital, because of the externalities. 

These countries have also higher productivity per worker, which causes 

that they grow faster than countries with low human capital levels.  (Lucas, 

1988) 

In more recent studies, economists have recognized more sources for en-

dogenous growth like innovations through R&D and creative destruction.  

In these models, economy is divided into three sectors: research, interme-

diate goods and final good. The technological level is assumed to grow 

without limits. Capital input is a heterogeneous good. Companies’ invest-

ment on R&D results new innovations, which will improve productivity. This 

is the way how technological edge becomes the engine of growth. Crea-

tive destruction works in the same way. Technological advance, which 

came from investment in R&D increased productivity of the intermediate 
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goods sector. New innovations replace the old ones and that is the growth 

mechanism of economy and so called creative destruction. (Shen, 1996) 

3.3 FDI & Growth 

 

FDI have several benefits for host countries.  FDI is an additional capital 

source, which is highly beneficial especially in the early stage of industria-

lization. Developing countries do not have normally enough finance for 

large scale projects without finance from outside the borders of country. 

Huge amounts of capital are needed, when developing countries are build-

ing or upgrading infrastructure and industries. In this situation, borrowing 

from international capital markets is the most common way to finance 

these projects. Nowadays, it is more common to use FDI instead of foreign 

debt for these large scale projects. By accepting FDI, host country gets 

capital without future liabilities and receives also necessary knowledge 

how to manage these modern facilities. FDI also improves employment in 

host country. Foreign investors normally hire local employees and also 

train them for their work tasks. Another positive effect of FDI is that coun-

try’s exports normally grow after receiving FDI.   

Every benefit mentioned above is neo-classical by its nature, but FDI’s 

maybe even more important function is knowledge spillovers, which are 

considered in endogenous growth theories. The spillover effect means, in 

this case, transferring of technology, managerial abilities and other know-

ledge from foreign investors to host country. These spillovers increase the 

productivity of local labour and industries by increasing the human capital 

level. FDI brings to host country in addition to capital also new technology, 

managerial skills and other knowledge needed to success in international 

competition. Horizontal spillovers mean effects inside the industry after 

Multinational Enterprise’s (MNE’s) entry to local markets. Vertical spillov-

ers mean correspondingly effects outside the industry for example how 

suppliers’ productivity changes after MNE’s entry. 
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In growth theories, ability to improve technological capacity is crucial for 

economical success. FDI’s bring technological and managerial knowledge 

to host country. Learning by doing and absorbing are the main channels 

how locals could increase their productivity. To understand more ad-

vanced technology, learning by doing is necessary in some industries. 

FDI’s often diffuse the knowledge country would not access otherwise. 

Naturally foreign investors have their own interest and that is to maximize 

the profits for their invested capital. Because of that they are not normally 

interested in sharing nothing but the minimum knowledge required to do 

their operations. 

There are still linkages, which help to diffuse knowledge from FDI. FDI has 

so called upstream linkages, which have effect on technological capability, 

managerial initiative and capability of local suppliers. Correspondingly the 

downstream linkages mean FDI’s effect on local customers. Third, there is 

possibility to have network of vertical linkages, which are external linkages 

with local suppliers and customers that create value to each participant. 

FDI also affect the competition within an industry and force the local com-

panies to find their dynamic comparative advantages to survive in harder 

competition. Finally, FDI improves the skills of local labour. The diffusion of 

knowledge and technology depends on many things like host country’s 

political, economical and social system and cultural heritage. (Shen, 1996) 

How host countries’ companies then could gain some advantage from 

FDIs? Crespo and Fontoura (2007) have studied in their paper things that 

affect the elements that create spillovers. Empirical studies have given 

different results on the question of whether spillovers exist. The reason for 

this is differences in countries circumstances and policies they practice. 

Industries and firms are also different so the situations vary case by case.  

Local companies could improve their productivity through five channels: by 

imitating, by labor mobility between firms, through export, by change in 

competitive situation and by linkages with local companies. (Crespo & 

Fontoura, 2007) 
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Imitating is considered the most effective way to gain benefits from FDI 

from those mentioned above. Local companies are willing to use the new 

technology more easily, when foreign operator has successfully applied it 

to its operations. Another common way to get knowledge is to hire labour 

from multinational enterprise. Local firms could not normally pay as high 

wages as their foreign owned competitors, so the foreign-owned company 

attracts the most skilled workers. In addition, it is hard to specify how these 

possible new workers affect firm’s productivity. (Crespo & Fontoura, 2007) 

Aitken and Harrison have stressed in their study the two ways mentioned 

above to acquire new technology and knowledge. In some cases, local 

firm could improve its productivity by just watching closely how MNE oper-

ates and trying to copy these procedures. Knowledge spillovers inside the 

industry could also occur, when local firm gets new technologies and mar-

keting and managing procedures by hiring workers trained by their foreign-

owned competitor. (Aitken & Harrison, 1999)   

Local firms can benefit from FDI, if they can link themselves somehow with 

the foreign owned business. Backward linkages, when a local company 

operates as a supplier for a foreign owned company and forward linkages, 

when local company uses the intermediates made by MNE are common 

ways how local firms could benefit from FDI. Local suppliers could benefit 

from demand growth and they could also receive technological knowledge 

from their foreign owned customer. Correspondingly, when foreign-owned 

firm operates as a supplier, it might produce higher quality and cheaper 

products for their local customers. Unfortunately, if a local firm could not 

gain advantage from higher quality products, it might just raise the costs. 

(Crespo & Fontoura, 2007) 

The reasons that impact on ability how local firms could improve their 

productivity and grow from FDI are: local firm’s absorptive capacity, tech-

nological gap between the multinational firm and the local firm,   regional 

effect, domestic firm characteristics and FDI characteristics. Absorptive 

capacity means the ability to use and modify knowledge created by others. 
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Technological gap must be moderate in order to benefit from the more ad-

vanced technology used by MNE. If the gap is too narrow, there is not 

enough benefit to imitate the technology and if the gap is too large, local 

firms don’t have capability to imitate the technology. In many cases, the 

gap between technologies on emerging markets is too wide to gain the 

maximum benefits from FDI. Absorptive capacity could be measured on 

micro-level with firms’ R&D- level and on macro-level with human capital 

stock.  (Crespo & Fontoura, 2007) 

Spillover effects have been noticed to fade, when geographical distance 

grows, because of above mentioned diffusion channels strengthen on re-

gional level. Labour turnover and vertical linkages are limited to a relatively 

small geographical area; because they are reinforced at the regional level.  

One thing that has been noticed in studies is the amount how much local 

firms have export activities. The local firms that do export are noticed to 

have a weaker impact after MNEs entry to domestic markets, because 

they already face tougher competition in the foreign market where they are 

exporting.  In addition, companies that do export have normally better ab-

sorption capacity and they know how to respond to the tougher competi-

tion caused by MNE’s entry. The size of local firm has been also noticed to 

have an effect on firm’s capability to benefit from MNEs entry. Larger firms 

have more resources and capability to imitate for instance new technolo-

gies. (Crespo & Fontoura, 2007) 

When considering FDI’s characteristics influence to host country, one im-

portant thing is the host countries and MNE’s home country's geographical 

distance. If geographical distance is long, MNE will use more easily local 

suppliers. Also the type of FDI has been noticed to have influence on spil-

lover existence. In the case of mergers and acquisitions, there are less 

spillovers and they have lag compared to Greenfield investments. This is 

because, in Greenfield investment new technology is introduced and ap-

plied to use in faster pace. It is also worth noticing, that on mergers and 

acquisitions the basic level of technology is always the local firm’s current 
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technological level, which makes spillovers possibly easier when new 

technology is introduced and observed. In Greenfield investment, new fa-

cilities are built and technological gap to local firms might be too wide to 

have large scale spillover effects. (Crespo & Fontoura, 2007) 

Patents and other intellectual property rights (IPR) is one thing that affects 

FDI and spillovers coming from them. In this context, it is good to use the 

term appropriability, which means factors outside the firm and markets, 

which define innovator's ability to capture profits generated by an innova-

tion. The most important factor in this system is the nature of technology 

and how well innovator could protect it with laws. In studies, it has been 

noticed that the nature of knowledge varies between industries and be-

cause of that its protection is also industry- and firm specific. There are 

industries, where appropriability is strong and technology is easy to protect 

with IPR and on the other hand there are industries, where appropriability 

is weak and technology is almost impossible to protect with IPR. (Teece, 

1986) When appropriability is weak, country attracts mainly low-tech FDIs 

with majority ownership. In addition MNEs are discovered to use distribu-

tion instead of manufacturing on cases of weak appropriability. Naturally 

these factors affect spillovers negatively. On the other hand if appropriabil-

ity is strong, spillovers could not develop either, because local companies 

could not access the knowledge.  As we can see appropriability should be 

strong enough to attract FDI and weak enough to bring spillovers, which 

makes measuring optimal level very challenging. (Crespo & Fontoura, 

2007) 

Knowledge spillovers from FDIs are not automatic; instead there are a few 

critical barriers for them. First of all, MNEs do not like to hire local workers 

for higher positions and because of that, the most critical knowledge 

needed for success do not transfer to local firms. Secondly, labour is not 

necessarily mobile between the MNE and local firms. If MNEs do not use 

local suppliers, it also prevents spillovers. In addition, subsidiaries hardly 

do R&D, which weakens human capital creation. MNEs do not have any 
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incentives to diffuse knowledge; instead they want to prevent spillovers to 

competitors. (Aitken & Harrison, 1999)   

The presence of MNE could cut local firms’ profits at least in the short run, 

because MNE probably can operate with lower marginal costs and gain 

market share from local firms because of its technological advance and 

efficiency. The basic assumption is that competition on local markets is 

imperfect. In this kind of situation, local firms must cover their fixed costs 

with lower production, which results in lower productivity. If the cut on the 

market share is significant, spillovers are not enough to raise the change 

in net productivity to positive. (Aitken & Harrison, 1999)   

 

Figure 2: Change on average costs after MNE’s entry to markets. 

In figure 2, we can see how MNE’s entry to local market could affect nega-

tively local firms. First because of spillovers, firm’s average cost curve de-

clines from AC0 to AC1. Local operator can absorb some knowledge from 

MNE, which increases its productivity and moves its average costs curve 
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to a lower level. However, because of increased competition, local firm 

loses its market share to MNE and must cut its production. In this situation 

on curve AC1, production moves to point B. In the point B, the local firm 

has ended up in a situation, where it produces less with higher costs than 

in the original situation. As we can see in this case the positive spillover 

effect was not enough to revoke the negative effect of losing market share. 

(Aitken & Harrison, 1999)    

One interesting point considering the current economical crisis is that, FDI 

inflows have been quite steady during previous economical crises. This is 

because FDIs are long-term commitments compared to short-term loans 

and portfolio investments, which are more volatile and easier to withdraw 

during meltdowns. FDI inflows help countries to stabilize their economies 

during and after economical crisis. At least during South-East Asian finan-

cial crisis after 1997, FDI inflows were quite steady in five ASEAN-

countries: Singapore, Malaysia, Philippines, Thailand and Indonesia ac-

cording to Fan and Dickie (2000).    

One of the original motivations to attract FDI was that with local participa-

tion in foreign investment, locals will gain technology and knowledge 

through diffusion they will not gain otherwise. The ownership structure of 

FDI has seemed to have effects both inside the industry and outside the 

industry. It is a common assumption that best results considering know-

ledge spillovers are gained when foreign investor and local participant es-

tablished together a joint venture. Based on this assumption governments 

in emerging and transition countries have required foreign investors to 

found joint ventures with local operators in many cases. (Javorcik & Spata-

reanu, 2006) 

Joint ventures have, however, their own problems considering spillovers. 

MNEs could be scared to lose their immaterial assets in joint venture and 

because of that they may end up using lower technologies in joint ven-

tures. If MNE is a minority owner in joint venture, it does not get full benefit 

from possible profits and does not have incentives to invest its assets for 
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joint venture. In addition, it is complicated to make legal agreements be-

tween MNE and local firm how to use immaterial assets in a common in-

vestment project. Local firms could use knowledge they get from these 

joint projects for their other operations. Because of these reasons it is ex-

pected that MNE will use higher technology, when it is majority owner in 

joint venture or local firm is MNE’s wholly owned subsidiary. MNEs are in 

many cases inclined to establish wholly owned subsidiaries in emerging 

markets especially when local laws considering joint ventures and imma-

terial assets are poorly regulated. (Javorcik & Spatareanu, 2006) 

Cases described above have naturally great influence on spillovers spread 

to local firms. When MNE uses lower technology in joint ventures, it is eas-

ier to duplicate by local firms. In the other hand productivity growth from 

lower technology spillovers is not that significant as in the case of higher 

technology.  As we can see, it is hard to define the optimal structure of 

ownership to maximize the benefits for local economy.  
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4. GROWTH IN EASTERN EUROPE 

 

Central and Eastern European countries have had significant economic 

growth since the 1990s. In some countries, the first years of transition 

were however hard and GDP dropped significantly, before the economic 

growth started. This chapter will introduce the growth rates and reason for 

high and sustainable growth. Chapter includes GDP growth statistic, FDI 

inflows and reforms and deregulations that have affected foreign invest-

ments in selected countries: Belarus, Bulgaria, Czech Republic, Estonia, 

Hungary, Latvia, Poland, Romania and Ukraine.  

Most of the selected countries have had transition to market based econ-

omy in the early 1990s. In some countries, this transformation went 

smoothly and in others the process has had certain difficulties. The former 

centrally planned economies in Eastern Europe had totally different eco-

nomical system. As in market based economy rationalizing happens via 

prices on markets, in centrally planned economies decisions were made in 

the government cabinets. In market based economy, companies are dri-

ven by competition, profits and fear of bankruptcy. All of those drivers 

challenge companies to improve their efficiency to survive in competition. 

In the central planning system, companies need to assure decision mak-

ers of its importance. Obviously central planning system created a situa-

tion, where companies gave that sort of information to decision makers 

that guaranteed good situation for the company. Before the communist 

system collapsed around 1990, countries had already started to made first 

steps toward limited market environment. These were the first steps that 

launched the economical growth in the area. 

In the first years of the 1990s, the trade with former communist countries 

reduced, which declined the GDP per capita in many countries. The 
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change of the economical system created its own problems to companies, 

because they started to face competition and needed to make radical 

changes to survive. In this situation, it is important to understand that this 

so called creative destruction is needed to re-build effective and produc-

tive industries and it is one of the key-drivers of the growth. (Tiusanen, 

2004) 

 

4.1 Economic Growth in Eastern Europe   

4.1.1 Belarus 

 

Belarus has been and still is one of the poorest countries of the countries 

selected to this study. Belarus, as a former soviet country, has had a 

strong state interference in business life and majority of industries are still 

state controlled.  Historically after Belarus got independent it has had plen-

ty of economical co-operations with Russia, which raised Belarus’ GDP 

after first years’ decline. GDP expanded in country’s early years in the late 

1990s despite Russian economic crisis in 1998. However, lack of econom-

ic reforms and limited privatization led to the redenomination of its curren-

cy – Belarusian rouble. (UNCTAD Country Profile: Belarus) 

According to Euromonitor’s country factsheet, Belarus manufacturing in-

dustries are dependent of foreign raw materials and intermediates mostly 

imported from Russia. Agriculture and forestry are important income and 

employment sources in Belarus. In general, the industry in Belarus is out-

dated compared with developed countries. Belarus mainly exports to Rus-

sia, but in more developed countries its products do not have too much 

demand because of their worse quality compared to western substitutes. 

There are still major problems in industrial sector like lack of finance. Ma-

jority of country’s banking sector are state controlled and those banks give 

loans only to designed purposes, which are promoted by government.  
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Even more serious is the fact that one third of the Belarusian companies 

are non-profitable.  

Although there are several problems in Belarus, its GDP per capita has 

risen steadily, as we can see from table 1 and figure 3. In spite of contin-

ued growth, Belarus living standards measured by GDP per capita are still 

at a low level. In the recent years, National Bank of Belarus has made 

some reforms like to convert multiple exchange rates of local currency to 

one exchange rate, which is used for every case. In the late 2000, Belarus 

has also welcomed more and more foreign investors to its market and they 

have the same rights as investors from home country.   

 

 

Table 1: Belarus GDP per capita in USD, GDP growth rates and forecasts 
for 1993-2012 in 2008 fixed exchange rates and constant prices. (IMF, 
2009) 

Year Belarus - GDP/capita 
Belarus - Real GDP 
growth- % 

1993 2934.20 -7.6 

1994 2588.70 -11.7 

1995 2303.20 -11.3 

1996 2374.90 2.8 

1997 2655.60 11.4 

1998 2892.90 8.4 

1999 3002.40 3.4 

2000 3186.70 5.8 

2001 3347.00 4.7 

2002 3529.80 5 

2003 3798.40 7 

2004 4254.60 11.5 

2005 4679.50 9.4 

2006 5173.90 10 

2007 5641.80 8.6 

2008 6221.70 10 

2009 5963.50 -4.3 

2010 6072.30 1.6 

2011 6206.10 2 

2012 6482.50 4.3 
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Figure 3: Belarusian historical GDP and GDP forecast as USD per capita 
in 2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 

 

4.1.2 Bulgaria 

 

Bulgaria has had similar growth patterns as Belarus above. As we can see 

from Table 2 and figure 4, Bulgarian GDP per capita did not grow in 

1990s, but in this millennium growth has been steady until the effects of 

global finance and credit crisis reached the country. The transition stage to 

market based economy in the early 1990s was challenging and the coun-

try faced both internal and external difficulties. During that period Bulgaria 

made law reforms that allowed free economic initiative and respect for in-

ternational laws. Reforms included restructuring state owned companies 

and trade and prices liberalizations. In 1998, Bulgaria was successful in 

maintaining strict fiscal discipline for the first time and inflation was also 

under control, which raised investors’ confidence and economical activi-

ties. Next year reforms continued and new currency was introduced with a 

privatization program, which encouraged also foreign investors. This 

started the growth period, which can be seen in figure 4.  
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Even though Bulgaria has experienced steady growth in this millennium, it 

is still a poor country measured by GDP per capita. The country has many 

bottlenecks, which slows the growth. Euromonitor’s country factsheet tells 

that one of the most critical ones is that the socialistic government has se-

rious troubles to make necessary reforms. Also corruption is booming in 

Bulgaria and policies against it have been inadequate. Another serious 

harm to growth is that Bulgaria loses every year thousands of skilled 

workers abroad. Bulgaria has been EU member since 2007 and that has 

put pressure on government to fight against corruption and organized 

crime. So far there have been no hoped results and EU has suspended 

500 million Euros to make its opinion loud and clear. Bulgaria has to con-

tinue juridical reforms to get court decisions recognized also abroad.  

 

Year Bulgaria - GDP/capita 
Bulgaria - Real GDP 
growth % 

1993 4123.6 -11.6 

1994 4017.2 -3.7 

1995 3994.5 -1.6 

1996 3708.3 -8 

1997 3522 -5.8 

1998 3696.6 4.1 

1999 3808.3 2.3 

2000 4041.1 5.4 

2001 4231.5 4.1 

2002 4450.4 4.5 

2003 4702.9 5 

2004 5046.8 6.6 

2005 5396.6 6.2 

2006 5776.6 6.3 

2007 6174.4 6.2 

2008 6591.2 6 

2009 6504.2 -2 

2010 6484.3 -1 

2011 6660.5 2 

2012 6976.1 4 

 
Table 2: Bulgaria’s GDP per capita in USD, GDP growth rates and fore-
casts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 
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Agriculture is one of the main industries in Bulgaria and it accounts 13.4 % 

of its GDP.  Since Bulgaria become EU member in 2007, EU have subsi-

dized Bulgarian agricultural industries 1.7 % of country’s GDP, because 

Bulgaria has high potential to become a major supplier of agricultural 

products in central Europe. Real estate markets are doing well despite the 

mortgage and credit problems around the world. Especially holiday homes 

have demand in the Black Sea area, where tourism is also boosting the 

area’s economy. Currently there are problems in manufacturing industries 

because of decrease in demand in export markets. In addition, foreign 

owned affiliates are struggling because they are short of cash and credit. 

Country’s infrastructure needs also upgrade and EU has decided to give 

money to road improvements between 2007 and 2013 as well as to tech-

nological modernization of SMEs. (Euromonitor‘s country factsheet: Bulga-

ria, 2009)  

 

 

Figure 4: Bulgarian historical GDP and GDP forecast as USD per capita in 

2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 
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After Bulgaria got acceptance to become a member of EU in 2004, its 

GDP grew averagely 6.1 % between 2004 and 2007. This growth period 

can be easily seen above in figure 4 as well. After knowledge of the ac-

ceptance, there was huge increase in received investment flows to the 

country as well as in the credits. In 2008, inflows accounted about 30 % of 

GDP and credit/GDP- ratio was around 67 %. However, as I told before, 

Bulgaria still remains the poorest EU member country and its GDP per 

capita is only about a third of EU’s average. (Euromonitor‘s country fact-

sheet: Bulgaria, 2009)   

Although Bulgaria received good amount of FDI after knowledge of accep-

tance as an EU member, its productivity growth was only moderate. One 

of the reasons for that is the situation where local firms face tougher com-

petition than before and local firms may end up producing their products at 

higher average costs as explained above in figure 2. Domestic demand 

has risen as well in Bulgaria because of the growth of confidence in eco-

nomic performance in the country. As I mentioned above credits and for-

eign investments have risen lately and they are the boosters of domestic 

demand. All this with increased import has risen Bulgaria’s external debt-

ratio to a high level, which obviously rises questions can Bulgaria handle 

its liabilities. (Euromonitor‘s country factsheet: Bulgaria, 2009)  

 

4.1.3 Czech Republic 

 

Czech Republic’s economy has performed so far well in this millennium 

and it is way much wealthier country than the two countries mentioned 

earlier in this chapter. Czech Republic’s transition stage to market based 

economy happened in the 1990s and as we can see from table 3 and fig-

ure 5 that stage was successful. The country had a pretty good industrial 

base already prior its independence in 1993. After independence, Czech 

started a reform-program, which included privatization of state owned 
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companies, macroeconomic stabilization measures and international and 

regional economical co-operation. Czech Republic was actually the first 

former Soviet member in OECD in 1995, which meant basically that it had 

to treat foreign and domestic investors in the same way.  Between 1997 

and 1998, the country faced some difficulties in transition, which shows as 

a decline of GDP per capita in table 3. Further reforms were made and 

Czech recovered quickly on growth track, which has continued until the 

current economical situation reached country. One major event was in 

2004, when Czech Republic became member of EU. (UNCTAD Country 

Profile: Czech Republic) 

Although Czech’s economical progress has been impressive it still has 

certain problems and objects that need development.  Public debt has ris-

en in recent years and reforms are needed for pension system and health 

care to prevent further debt. To continue growth in the longer run Czech 

has to move to more innovation based growth phase, because the wages 

have already risen in Czech. This probably causes manufacturing inves-

tors’ move to markets that have cheaper labour costs. Czech Republic 

should invest more in research and service sector to reach next innovation 

based growth phase. (Euromonitor‘s country factsheet: Czech Republic, 

2009) 
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Year Czech Republic - 
GDP /Per Capita 

Czech Republic - 
Real GDP growth - 
% 

1993 12688.2 0.6 

1994 13091.2 3.2 

1995 13931.2 6.4 

1996 14516 4 

1997 14434.1 -0.7 

1998 14345.6 -0.8 

1999 14558.6 1.3 

2000 15114.2 3.6 

2001 15510.6 2.5 

2002 15825.3 1.9 

2003 16400.4 3.6 

2004 17122.2 4.5 

2005 18187.4 6.3 

2006 19364 6.8 

2007 20444.4 6 

2008 21041.4 3.2 

2009 20262.8 -3.5 

2010 20248.1 0.1 

2011 20731.6 2.5 

2012 21450.6 3.5 

 
Table 3: Czech Republic’s GDP per capita in USD, GDP growth rates and 
forecasts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 

 

 

Figure 5:  Czech Republics’ historical GDP and GDP forecast as USD per 

capita in 2008 fixed exchange rates and in constant 2008 prices. (IMF, 

2009) 
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After becoming member of EU, Czech Republic has had even higher 

growth rates which can be seen also in figure 5 above. Made reforms, EU 

membership and automotive industry were the key drivers for growth be-

tween 2005 and 2007. Automotive industry’s good performance also 

raised country’s exports during those years.  Czech Republic has enticed 

plenty of foreign investors and foreign owned companies account nowa-

days circa half of industrial output and 70 % of exports.  Current economi-

cal crisis reached Czech in late 2008 and in 2009 GDP per capita is ex-

pected to decline by 3.5 % according to IMF. One of the major reasons for 

decline is the country’s car producers poor demand situation in export 

markets. In the future, Czech hopes to enter into eurozone in 2012. (Eu-

romonitor‘s country factsheet: Czech Republic, 2009)  

 

4.1.4 Estonia 

 

Estonia is also a former Soviet country and it got independent in 1991. It 

started its transformation to market based economy even before its inde-

pendence. First steps were creation of private banking system and central 

bank. Collapse of former USSR created problems in transition, but country 

continued reforms after its independence. First measures were stabilizing 

like introduction of new currency, which was pegged to the Deutsche 

mark. These actions raised international confidence. Next step was the 

privatization of state controlled companies along with deregulations toward 

EU practices, which eventually led into EU membership in 2004.  (UN-

CTAD Country Profile: Estonia) 

All reforms have been successful and Estonia has enjoyed generally nice 

growth after first years’ problems. Growth statistics can be seen below in 

table 4. Main reasons for high growth rates especially in this millennium 

are Estonian attitude toward investments both foreign and domestic, which 

will be looked closer in chapter 5.2.  Another great driver for growth has 
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been growing domestic demand. There are also some concerns for fu-

ture’s economical development. In recent years, wages have increased 

substantially, which has cut the productivity. Again this may cause cut to 

investments in labor-intensive industries. Country suffers also from emi-

gration, where skilled workers move abroad. At the same time unemploy-

ment has risen and there is a shortage of skilled workers in some indus-

tries. (Euromonitor‘s country factsheet: Estonia, 2009)  

Manufacturing industries are important for Estonian economy and they 

account over one fourth of GDP. Estonia’s close interactions with Scandi-

navian countries create nice demand for some of its manufacturing prod-

ucts in Scandinavian export markets. Scandinavians have also invested a 

significant amount of money to Estonia, which has boosted the local econ-

omy by bringing capital and know-how. (UNCTAD Country Profile: Esto-

nia) 

The recent downward trend in GDP, which started in 2008, is partly 

caused by decline of demand in export markets and that leads also de-

cline in industrial output. This decline can be seen below in figure 6. Even 

more vital for Estonian economy are services, which account over two 

thirds of GDP and employ almost 60 % of work force.  Country attracts 

over 3 million tourists yearly, which bring their part of money for economy. 

Estonia has also good forest resources, which may attract again Scandi-

navian investments in the near future to timber and paper industries. (UN-

CTAD Country Profile: Estonia) 

Euro adoption remains a key objective for Estonia, but the country has had 

problems to meet the Maastricht criteria. Original goal was to join the euro 

zone in 2008, but Estonia did not reach the inflation criteria and schedule 

was postponed. Another problem with public finance has been the deficit 

of current accounts, which has increased in recent years. The demand for 

exported products have risen year by year for instance because of risen 

wages and decreased unemployment.  However, inflation and current ac-

count deficits problems have eased in recent times, because of the slow-
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down in economical growth and decrease in domestic demand. EU com-

mission has recommended that Estonia could join euro zone in the begin-

ning of 2011. According to EU commission, Estonia meets the public defi-

cit and inflation criteria and it is eligible to join the euro zone. (Klavina-

Kontkanen, 2009), (yle.fi) 

 

 

Year Estonia - 
GDP/Capita 

Estonia - Real GDP 
growth - % 

1993 6718.4 -5.7 

1994 6761.8 -1.6 

1995 7045.2 2.2 

1996 7564.6 5.7 

1997 8567 11.7 

1998 9226.5 6.7 

1999 9287.8 -0.3 

2000 10244.7 9.7 

2001 11071 7.7 

2002 11986.9 7.8 

2003 12889.2 7.1 

2004 13911.4 7.5 

2005 15225.2 9.2 

2006 16840.4 10.4 

2007 17971.7 6.3 

2008 17379.2 -3.6 

2009 15686.4 -10 

2010 15575.3 -1 

2011 15988.9 2.3 

2012 16682.3 4 

 
Table 4: Estonian GDP per capita in USD, GDP growth rates and fore-
casts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 
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Figure 6: Estonian historical GDP and GDP forecast as USD per capita in 

2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 

 

4.1.5 Hungary 

 

Hungary started the transition to market based economy before the 1990s, 

but the real growth stage began in 1996 and lasted until 2009 (estimated 

value), which can be seen below in figure 7. In that year Hungary became 

a member of OECD and it has continued regional and international eco-

nomical co-operation and integration ever since. Hungary was also one 

those countries, which became member of EU in 2004. Before that, the 

country obviously had to make macroeconomical changes along with leg-

islation changes to meet EU criteria. After EU membership, the country 

had a few good growth years between 2004 and 2006. However, since 

2007, growth has only been moderate and in 2009 growth rates are ex-

pected to be negative as in many other countries in that particular year. 

Historical GDP per capita- statistics and growth rates can be seen below in 

table 5 as well the predictions for next years. (UNCTAD Country Profile: 

Hungary) 
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Figure 7: Hungarian historical GDP and GDP forecast as USD per capita 

in 2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 

 

After year 2000 Hungarian consumer prices have risen more than in old 

EU countries. Deficit of public sector has constantly been over EMU- crite-

rion 3 % of GDP. The Country’s inflation has risen to high rates in recent 

years. In 2007 inflation was 7 % and in 2008 it was 6.1 %. The decline of 

overall output and planned cuts in public sector will, however, slow the 

inflation rates. The country’s privatization process has been quite effective. 

In 1990 state owned 1859 companies. By 2007 state owned only 120 

companies and 84 are supposed to still be privatized. The privatizations 

have been decided case by case, but common procedure has been selling 

the company by cash to strategic investors, which in many cases have 

been foreigners. (Wilen, 2009) 
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Year Hungary - 
GDP/Capita 

Hungary - Real GDP 
growth - % 

1993 8855.1 -0.6 

1994 9129.3 2.9 

1995 9458.7 3.5 

1996 9599.8 1.3 

1997 10058.2 4.6 

1998 10568.9 4.9 

1999 11038 4.2 

2000 11647.1 5.2 

2001 12145.9 4.1 

2002 12681.4 4.1 

2003 13260 4.2 

2004 13936.7 4.8 

2005 14526.2 4 

2006 15145.4 4 

2007 15336.4 1.1 

2008 15452.9 0.6 

2009 14507.1 -6.3 

2010 14471 -0.4 

2011 14862.7 2.5 

2012 15467.4 3.8 

 
Table 5: Hungarian GDP per capita in USD, GDP growth rates and fore-
casts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 

 

Hungary has attracted major FDI inflows after beginning of 1990. In the 

beginning, FDIs were mostly related to privatization projects. Since the 

late 1990s Hungary has attracted also many Greenfield investments espe-

cially from automotive companies. These investments have their own 

share in country’s growth. Hungary’s geographical location, low corporate 

tax rates and relatively well educated work force are main reasons for its 

attractiveness as an investment target. Even two-thirds of Hungarian in-

dustry is foreign owned and they account 80 % of industrial exports. In-

vestment incentives have also done their share to create interest among 

potential investors. Incentives will be taken closer look at in chapter 5.2. 

(Wilen, 2009) 
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4.1.6 Latvia  

 

Latvia got its independence in 1990. After that, Latvia has moved toward 

market oriented economy with structural and financial reforms. The GDP 

growth has been accelerated by growth of investments and local con-

sumption. Until fast decline in 2008, which can be seen below in table 6 as 

well in figure 8 the growth was driven by retail-, transportation, ICT- and 

construction- sectors. The rise of current-account deficit and high inflation 

rates have been drawbacks of GDP growth. Government made some 

counteractions against high inflation rates in 2007. Means included actions 

that tightened taxation and credits. The goal is to raise exports and reduce 

imports so current-account deficit will decrease. (Klavina-Kontkanen, 

2009) 

In 2008, Latvian economy collapsed. The current economical and credit 

crisis hit the country even harder than elsewhere. In 2009, GDP is ex-

pected to decrease by 13.1 % and in 2010 by 3.2 %. The fast decline has 

various reasons like sudden demand drop in export markets as well in 

domestic ones side plus the general overheating in banking industry as 

well in real estate markets. The government needed a large rescue pack-

age to survive the crisis. To overcome the crisis Latvia needs to stabilize 

the economy and its goal is to join the euro zone in 2012, but first coun-

try’s budget deficit needs to meet 3 % of GDP Euro criteria as well 1.5% 

inflation criteria, which are both long away from current numbers. Partly 

because of the economical collapse, Latvia has raised its tax rates in 

2009. General VAT rate has been raised from 18% to 21% and corporate 

tax rate is 23% at the moment. Further tax raises are expected in 2010. 

(Klavina-Kontkanen, 2009) 
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Year Latvia - 
GDP/Capita 

Latvia - Real GDP 
growth - % 

1993 5436.9 -14.9 

1994 5565.9 0.6 

1995 5610.4 -0.8 

1996 5902.5 3.9 

1997 6460.6 8.4 

1998 6834 4.7 

1999 7121.6 3.3 

2000 7670.2 6.9 

2001 8348.3 8 

2002 8958.7 6.5 

2003 9662.3 7.2 

2004 10556.4 8.7 

2005 11739.6 10.6 

2006 13243.9 12.2 

2007 14656.2 10 

2008 14062.7 -4.6 

2009 12292.4 -13.1 

2010 11968.8 -3.2 

2011 12203.4 1.4 

2012 12643.6 3 

 
Table 6: Latvian GDP per capita in USD, GDP growth rates and forecasts 
for 1993-2012 in 2008 fixed exchange rates and constant prices. (IMF, 
2009) 

 

 

Figure 8: Latvian historical GDP and GDP forecast as USD per capita in 

2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 
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4.1.7 Poland 

 

Poland is significantly larger and more populated country than the other 

countries selected for this thesis. Large domestic markets and central lo-

cation in Europe make Poland an attractive alternative for FDI.  Poland 

started its transformation to market oriented economy in the beginning of 

the 1990s. In the early 1990s, Poland suffered from inflation and that was 

one of the key reasons for the first reforms. First, the goal was to move 

slowly step by step from centrally planned economy to market oriented 

one, but external shocks like hyperinflation changed the goal to move to 

market basis as soon as possible. In the beginning of transition stage, 

Poland was already heavily in debt. However, international financial com-

munity decided to help Poland’s transition by a giving support package to 

make transition smoother. Almost half of Poland’s debts were forgiven, 

when Poland decided to made economical reform program and pay the 

rest of the debts back promptly. The help Poland received in the early 

years of transition was unique and it helped on transition without doubts. 

(Tiisanen, 2004)  

In the very first years of transition, Poland’s GDP dropped heavily between 

1989 and 1991, but it recovered extremely fast from this decline. These 

early years’ problems like creative destruction in industries along with 

problems in public economy raised also unemployment. In the early 

1990s, unemployment rate was almost 20 %, but as transition progressed 

and economy started to grow again unemployment went down as well. In 

1995, government started a large-scale liberalization and privatization 

program, which encouraged foreign investments and boosted economical 

growth. During that time Poland was the fastest growing country in Eu-

rope, beating the other transition countries. (Tiisanen, 2004) 
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Year Poland - 
GDP/Capita 

Poland- Real GDP 
growth - % 

1993 6810.9 4.3 

1994 7161 5.2 

1995 7637.6 6.7 

1996 8110.1 6.2 

1997 8682.5 7.1 

1998 9116 5 

1999 9531.6 4.5 

2000 9940.7 4.3 

2001 10062.8 1.2 

2002 10211.2 1.4 

2003 10612.6 3.9 

2004 11188 5.3 

2005 11597.8 3.6 

2006 12325.4 6.2 

2007 13168.9 6.7 

2008 13816.6 4.8 

2009 13643.1 -1.4 

2010 13774.1 0.8 

2011 14344.4 4 

2012 14993.6 4.4 

 
Table 7: Poland’s GDP per capita in USD, GDP growth rates and forecasts 
for 1993-2012 in 2008 fixed exchange rates and constant prices. (IMF, 
2009) 

Poland has been on growth track ever since until 2009, when GDP is ex-

pected to decline first time after the early 1990s. Historical growth statistics 

can be seen above in table 7.  Further deregulations were made during 

the years and the country joined OECD in 1996 and EU in 2004. These 

memberships have made Poland even more attractive investment destina-

tion, because of the co-operation standards and agreements on those or-

ganizations. After EU membership, Poland has had steady around 5 % 

annual GDP growth-rates. Investments have been the key-driver of Pol-

and’s growth after the middle-1990s. According to Tiisanen (2004), gross-

fixed investment- rate grew much faster than GDP in the second half of 

1990s. The investment rate grew between 15 and 22 % annually 1995-

1998, which was higher than in other transition countries. (UNCTAD Coun-

try Profile: Poland) 

Various methods were used in Poland’s transition to market based econ-

omy. The single most important phase in transition is privatization of state 
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owned companies. One important method in this process was so called 

capital privatization, where large companies were sold to private investors. 

These large-scale sales attracted also foreign investors, who made large 

acquisitions for instance in automotive and cigarette industries. These big 

sales helped government to create budget revenue and stabilized coun-

try’s economy.  As we can see below in figure 9, Poland’s transition 

process has been successful and living standards measured by GDP per 

capita have grown rapidly. (Tiisanen, 2004) 

 

Figure 9: Poland’s historical GDP and GDP forecast as USD per capita in 

2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 

In 2001 and 2002, Poland faced slowed growth, because of declines in 

investments and consumer demand. That slowdown was only temporary 

and in recent years after EU membership Poland’s economy has enjoyed 

decent growth, which has also raised employment, and decreased current 

account deficit. As mentioned earlier, investments have been a main driver 

of growth. EU membership have integrated Poland with its European trad-

ing partners and boosted investments. The current economical situation 

will affect Poland as well as the rest of the world, but Poland is expected to 

suffer less than many other countries. As we can see above in figure 9, 

Poland is expected to be back in growth track already in 2010 after a small 
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decline in GDP in 2009. In 2011, growth is expected to be 4 % and 4.4 % 

in 2012. To enjoy growth also in the longer run, Poland needs to continue 

receiving investments, raise its productivity as labour cost arise as well 

raise employment rate. One of futures goals is to enter euro zone, which 

means that Poland needs to tighten its fiscal policies.  (Euromonitor‘s 

country factsheet: Poland, 2009) 

 

4.1.8 Romania 

 

Romania, like its neighbor country Bulgaria had difficult early period in 

transition in the 1990s. Like in other communist countries, Romanian for-

eign trade during communistic era was mostly with other communist coun-

tries. When it was time to move to market based system, Romania faced 

many problems as other transition countries did. Inflation has been maybe 

the most common problem in transition economies, including Romania. 

The reason for high inflation rates in Romania was that the social welfare 

system created a large share of public expenditure in communist countries 

like Romania. When moving to post-communistic era, this raised prob-

lems. There were basically two options how to maintain these public costs: 

one was raising inflation and other was higher taxes, which would influ-

ence development of privatized companies and eventually growth.  (Ti-

usanen, 2007) 

In Romania, transition stage was slower and harder than in some other 

transition countries as we can see below in table 8 and in figure 10. Ro-

mania had difficulties to maintain economical stability, which influenced 

the investments and growth. High inflation rates reduced investments and 

also raised emigration of skilled workers. It took many years before Roma-

nia found the optimal link between stability and growth and that is one of 

the main reasons why the country was not able to join EU in 2004. How-

ever, Romania joined EU later in 2007. (Tiusanen, 2007) 
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Year Romania - 
GDP/Capita 

Romania - Real GDP 
growth - % 

1993 5201.1 1.5 

1994 5446.8 3.9 

1995 5866.9 7.1 

1996 6123.9 3.9 

1997 5777.7 -6.1 

1998 5517.5 -4.8 

1999 5466.5 -1.2 

2000 5638.2 2.9 

2001 5963 5.6 

2002 6278.6 5 

2003 6627.6 5.3 

2004 7209.8 8.5 

2005 7525.4 4.1 

2006 8139.8 7.9 

2007 8666.5 6.2 

2008 9307.2 7.1 

2009 8947.3 -4.1 

2010 8970.7 0 

2011 9448.8 5 

2012 10163.6 7.2 

 
Table 8: Romanian GDP per capita in USD, GDP growth rates and fore-
casts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 

 

 

Figure 10: Romanian historical GDP and GDP forecast as USD per capita 

in 2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 
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4.1.9 Ukraine 

 

Transition in Ukraine has been slower and harder than in many other for-

mer socialists countries.  First decade after Ukrainian independence was 

economical catastrophe as we can see below in table 9. GDP per capita 

declined every year until the year 2000. One of the most important rea-

sons for slow economical progress has been unstable political situation 

during the years. Other reasons harming the economical growth have 

been high corruption, high inflation rates and high rates of the shadow 

economy. The economical growth began in 2000, after some successful 

structural reforms and continued with good growth rates until the global 

economical crisis reached the country in 2009. The growth in Ukraine, be-

tween 2005 and 2007 was driven by strengthened domestic demand.  

(Finpro, 2009) 

 

Year Ukraine - 
GDP/Capita 

Ukraine- Real GDP 
growth - % 

1993 3320.8 -14.2 

1994 2566.6 -22.9 

1995 2273 -12.2 

1996 2061.8 -10 

1997 2019 -3 

1998 1996.6 -1.9 

1999 2009.3 -0.2 

2000 2145.5 5.9 

2001 2363.6 9.2 

2002 2508.4 5.2 

2003 2772.4 9.6 

2004 3132.3 12.1 

2005 3240.1 2.7 

2006 3502.8 7.3 

2007 3804.1 7.9 

2008 3907 2.1 

2009 3615.4 -8 

2010 3674.4 1 

2011 3866.8 4.6 

2012 4117.6 5.8 

Table 9: Ukrainian GDP per capita in USD, GDP growth rates and fore-
casts for 1993-2012 in 2008 fixed exchange rates and constant prices. 
(IMF, 2009) 
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Ukraine is highly dependent on exports of steel and fertilizers. Steel ac-

counted for 40 % of total exports in 2008. When the demand for steel has 

declined in current situation, firms have ended up in trouble.  The banking 

industry is also in trouble, because of liquidity problems. This also means 

huge 8 % (estimated) decline in Ukrainian GDP in 2009, which can be 

seen also below in figure 9. (Euromonitor‘s country factsheet: Ukraine, 

2009) 

Unemployment has also risen quickly, which has reduced private con-

sumption. There are many uncertain factors affecting future’s economical 

situation. Ukraine has applied loans for its budget deficits. Market prices of 

steel will also have significant influence on country’s export incomes, em-

ployment and tax-incomes. Ukraine is highly dependent on imported ener-

gy and future’s energy prices will also have significant influence on Ukrai-

nian economy. Ukrainian industries are energy-inefficient and country is 

one of the largest energy consumers in Europe. Inflation has been a prob-

lem for Ukraine especially in the second part of this decade. Before the 

decline in GDP in 2009, inflation rates were two digits. In 2008 inflation 

rate was 22.8 %. The current economical situation and decline in consum-

er demand will slow inflation at least temporarily. (Finpro, 2009) 

In recent years, Ukraine has made some important steps on its foreign-

policy. In 2008, Ukraine became a full member of WTO and it is having 

negotiations with EU to create a free-trade zone. Although the steps for-

ward in foreign policies, Ukraine still has unstable political situation inside 

the country. Recent disputes have included discussion about presidential 

prerogatives, disagreements in attitude toward Russian-Georgian conflict 

and gas-disputes with Russia. Because of the political disagreements, pri-

vatizations of companies have not progressed too well. Privatizations 

started officially in 1992 and most of the companies ended up to manage-

ment and other workers, although some oligarchs obtained also compa-

nies for themselves. In 2007, privatizations almost stopped, but in 2009, 
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they should be more active again. Foreign participation in privatization 

process was allowed in 2004.  (Finpro, 2009)  

 

 

Figure 11: Ukrainian historical GDP and GDP forecast as USD per capita 

in 2008 fixed exchange rates and in constant 2008 prices. (IMF, 2009) 

 

4.2 FDI in Eastern Europe 

 

In general, countries of particular interest attracted a record high level of 

FDI in 2007. The reasons for high FDI inflows have been various like in-

vestors’ eagerness to access growing consumer markets and natural re-

sources. Also privatization projects attracted remarkable amounts of FDI. 

Governments have continued to liberalize their policies considering foreign 

ownership, although control over natural resources and other strategic in-

dustries have tightened. According to UNCTAD Czech Republic, Estonia, 

Bulgaria, Hungary, Latvia, Poland, Romania and Ukraine were Front-

runners1 in matrix, which evaluate FDI performance and potential on 2006. 

                                            
1
  Front-runners are countries that have both high FDI performance and FDI potential. 
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Belarus performed below its potential in the same matrix, but still has high 

potential. (World Investment Report, 2008) 

 

According to World Investment Report (2008) Ukraine attracted in 2007 a 

record high level of FDI, because of its entry to WTO, which opened its 

finance sector for FDIs. There were also large projects in real estate and 

constructions industries that involved FDIs. The same trend continued in 

2008 and countries of this area received record high inward FDIs despite 

the crisis. Especially Ukraine received great deal of inflows because of its 

large domestic markets and natural resources. In 2008, Ukraine received 

a few major investments in banking and steel industries. Belarus made in 

2008 a reform to open its financial services, telecommunications and retail 

industries at least for partially involvement of foreign ownership, which 

boosted its FDI inflows in 2008. However on the second half of 2008 the 

effects of crisis started to affect FDI of the area and in 2009 inflows pros-

pects are as negative as elsewhere in the world. For instance, Ukraine will 

probably suffer decline of FDI inflows because it is highly dependent from 

natural resources driven industries, which will face decline in demand in 

the short run and that is why those industries will not be attractive to risk 

adverse foreign investors. In the medium run, prospects are lighter, be-

cause of the continuation of supposed privatization projects. (World In-

vestment Report, 2009) 

 

New EU member countries like Poland, Romania, Czech Republic and 

Bulgaria have received great amount of FDIs since their EU membership. 

One of the EU’s main aims is to boost the area’s financial performance by 

permitting free capital movements inside the area and new EU members 

have received great amounts of foreign capital since their membership. 

Especially Poland has received huge FDI inflows, because of its large and 

expanding domestic markets, skilled and flexible labor and solid finance 

sector. Poland’s and Latvia’s privatization projects on aerospace and tele-

communication industries in 2007 meant also foreign ownership on those 
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industries. Poland made reforms on its corporate tax rates and introduced 

some tax incentives for foreign investors that made investment more at-

tractive. In the other hand, some of the selected countries tightened their 

policies and re-nationalized strategic industries as it was told in the begin-

ning of this chapter. For instance Estonia re-nationalized its railways in 

2007 and Hungary made laws against hostile corporate takeovers. Also 

Poland restricted its policies toward foreign ownership in industries that 

are nationally important. (World Investment Report, 2008) 

 

New EU countries had different directions considering FDI in 2008 be-

cause of the economical crisis. In the recent years strong automotive in-

dustry driven countries suffered a decline in FDI because of the crash in 

cars demand on European markets. Poland’s and Bulgaria’s FDI inflows 

declined in 2008, but in Czech Republic and Hungary inflows remained at 

the same level as in 2007 despite their macroeconomic problems. (World 

Investment Report, 2009) 

 

In the near future FDI inflows are expected to decline, because of the cur-

rent financial and credit crisis. Corporations are not ready to make long 

term commitments and they have problems with financing the projects. 

Strengthening of the credit standards and rise of the risk premiums have 

made financing of investments also harder. General economical factors 

like exchange rate fluctuations and inflationary pressures create also un-

certainty to investors. In the medium-term, FDI prospects are still uncertain 

at least in the developed countries, because of the economic slowdown. 

(World Investment Report, 2008) 

 

World Investment Prospect Survey for years 2009 to 2011 by UNCTAD 

has given same kind of results about MNEs’ future FDI plans. According to 

this survey 85%, of MNEs say that current economic and financial crisis 

has reduced their short run investment plans. 58 % of large MNEs have 

planned to reduce their FDIs in 2009. This sounds realistic, considering 
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FDI inflows have decreased 44 % in first quarter of 2009 compared to the 

same period in 2008. However, MNEs expect quite fast recovery on their 

investment prospects in 2010 and investments are expected to accelerate 

even more in 2011. MNEs have confidence that their investments will 

reach the same level as they were in 2008 in 2011. The assumed FDI re-

covery is expected to be carried by industries that have stable demands. 

(World Investment Prospect Survey 2009-2011, 2009)  

These global prospects have naturally similar effects on the countries I 

have selected for this thesis. However, until late 2008 transition countries 

received record high level of FDI and there seems to be one year lag on 

the effect reaching transition countries. This is because the time lag of 

start of the crisis and the effect of the recession starting to affect in de-

mand in developed countries markets where transition countries firms’ ex-

port goods. At the same time, these countries’ debts risk premiums rose 

sharply and affected also seriously their FDI inflows. (World Investment 

Report, 2009) 

As we can see from few previous paragraphs, the financial and credit cri-

sis has two main effects – on the MNEs’ access to capital and on the de-

mand side. The crisis has cut MNEs’ profits and made less money availa-

ble for investments as well as made outside the firm finance more expen-

sive because of tighter credit conditions and higher risk premiums. Be-

cause of the ongoing recession on the markets and weak demand pros-

pects for the short run, there is no need for further production capacity. 

Companies also tend to make decisions regarding investments based on 

consumer confidence indexes, which have been negative as expected 

since the beginning of the crisis. 

 All this means according to OECD, World Bank, UN and IMF that world 

total output will fall first time after World War 2 in 2009. In table 10 we can 

see GDP growth rates and prospects for years 2008 - 2010. In 2008 world 

total output still grew, but in 2009 total input is expected to fall because of 

the economical crisis. In table 10 we can also see the difference between 
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developed and developing countries. Developing countries GDP will still 

grow by 1.5 % according to IMF despite the crisis although their growth 

rates will also suffer greatly because of the situation. The time lag men-

tioned above is also notable on table 10, where for instance IMF’s pros-

pects for developing and emerging countries in 2009 were 1.5 % com-

pared to 6 % in 2008. World Bank, UN and OECD have ended up in quite 

similar trends in their prospects. The slight differences in results may be 

consequence of different classifications on areas. All institutions men-

tioned in this paragraph forecast that world total GDP will be back in 

growth track in 2010 after 2009 depression 

 

Source Areas GDP growth- % 2008 2009 2010 

 
IMF World 3.1 -1.4 2.5 

Developed count-
ries 0.8 -3.8 0.6 

Developing & emerging economies 6 1.5 4.7 
World 

Bank World 1.9 -1.7 2.3 

High income countries 0.8 -2.9 1.6 

Developing countries 5.8 2.1 4.4 

UN World 2.5 1 

Developed economies 1.2 -0.5 

Developing economies 5.9 4.6 

Transition economies 6.9 4.8 

OECD OECD countries 0.8 -4.1 0.7 

 

Table 10: World growth and growth prospects, 2008-2010 (World Invest-

ment Report, 2009) 

 

4.3 FDI and Economic Growth in Eastern Europe 

 

FDI have played a significant role in recent growth in Eastern European 

countries. Local capital markets would not have been capable of financing 
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alone wide upgrade of infrastructure and industries. In addition to capital, 

foreign MNEs have brought earlier mentioned technology and knowledge 

to area. According to Peter Walkenhorst, the largest Eastern European 

developing economy Poland has had great benefits from FDIs. Clear ad-

vantages have been for instance growth of wages, growth of export capac-

ity on technology-intensive industries and increased trade with MNEs 

home country. Labour productivity has increased as well in Eastern Eu-

rope’s manufacturing industries after receiving FDIs. This is mainly be-

cause of immaterial assets and their spreading to local companies. (Wal-

kenhorst, 2004) 

Zorska (2005) has studied FDIs’ influence on Poland’s economical change 

process. FDIs’ have helped Poland’s economy on stabilization, privatiza-

tion and internationalization.   In the beginning of the 1990s, foreign cash 

flows were complicatedly regulated in the form of public aid, but still 

helped Poland’s transforming process to market oriented economy by sta-

bilizing the economy. The economy stabilized during the 1990s because of 

capital and commodity growth in local markets, which restrained inflation, 

declined interest rates, helped to form exchange rates with foreign curren-

cies, helped creating budgets for public finance, increased export incomes 

and reduced the deficit of balance of payments. In the early stage of tran-

sition FDIs had mainly stabilizing effect on Poland’s economy. (Zorska, 

2005) 

FDIs have had two roles in Poland’s privatization process: change of state 

owned companies to privately own and creation of totally new private 

firms. The main weight in Poland was on privatization of state owned firms, 

where foreign investors were 40 % participant by year 2000. Firms that 

have been partly or totally funded by foreigners have been in general more 

competitive than wholly polish firms. Privatization process has been very 

fast and efficient in Poland and in year 2001, 75 % of Poland’s GDP was 

created in private sector. In this process, FDI role has been significant and 

unquestionable. In the future Poland should try to attract investments with 
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more advanced technology so its knowledge would grow cumulatively and 

it will reach the next innovation driven growth phase.  (Zorska, 2005) 

Results from studies in Czech Republic have given same kind of results as 

from Poland. Jarolim (1998) wrote in his study from Czech’s privatization 

period that firms that have foreign ownership have also higher total prod-

uctivity. One interesting finding was that Greenfield investments were 

more successful than mergers and acquisitions. The reason for Greenfield 

investments’ better success according to Jarolim was that firms that were 

formerly state owned and then acquired by foreign investors had to re-

organize their business procedures and processes, which slowed the 

productivity growth.  In a more recent study from Czech, Stančík (2007) 

has given results that after receiving FDIs manufacturing- and service in-

dustries have faced negative spillovers both inside the industry and out-

side the industry. Suppliers’ productivity declined 1.8 %, when foreign cap-

ital increased 1 %.  Stančík thinks this is because of MNEs choice to use 

foreign suppliers. Local suppliers that focused in the local markets suf-

fered more than firms that also had foreign operations, because they had 

already faced tougher competition in their export-markets. Negative effects 

were also greater in service sector, because of its local nature. Negative 

horizontal spillovers were found, because of new competitor and competi-

tive situation arose from the MNE’s entry like in the situation in figure 2.  

Kinoshita (2000) has studied how R&D activities affect Czechs firms ab-

sorbing capacity and spillovers. R&D seems to be crucial to gain benefits 

from horizontal spillovers from MNE. Firms that had own R&D activity in 

this study seemed to benefit more from MNEs’ entries than firms without 

own R&D activity. R&D has in addition to its innovative role, another im-

portant role - growing of absorbing capacity, which gives firm ability to util-

ize opportunities coming outside the firm. When we take this to national 

level, countries should support R&D and general education to gain cumu-

lative benefits opportunities like knowledge spillovers from FDI. 
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5. FDI POLICY FRAMEWORK  

 

5.1 General factors affecting FDI 

 

One crucial factor affecting foreign investment is host country’s market 

size, growth and potential. Large domestic market in host country raises 

the amount of potential buyers and expected profits for investor. Another 

factor, connected to the market size, is the structure of the market and en-

try barriers. The expected competition in the potential market plays impor-

tant role, when considering investment decisions. While market entry bar-

riers may emerge from the specific design of the market structure, they 

may also stem from immediate restrictions to FDI. (Neuhaus, 2006) 

 

Another highly important factor affecting FDI is cost of input factors in po-

tential host country. Input costs include the following costs: labour, energy 

and raw materials. Labour costs are extremely important for labour-

intensive businesses and cost of energy and natural resources are impor-

tant in resource-intensive production. This so called resource-seeking in-

vestment, whether it is labour- or natural resource driven, is also extremely 

common in selected CEEC- countries. For instance, cheaper labour-costs 

and even more, higher productivity of labour force attract FDI to transition 

countries. (Neuhaus, 2006) 

 

Foreign investors also consider general economical and political factors in 

potential host country, when they are making investing decisions. Macroe-

conomic stability is one of the elements investors consider. Macroeconom-

ic stability includes sustainable economic growth, a low degree of inflation 

and exchange rate risk, a small amount of unemployment, as well as fiscal 

discipline and enough reserve coverage. As mentioned before in this the-

sis, transition countries have had problems with some of the macroeco-
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nomical factors especially in the early years of transition. Uncertainty of 

the macroeconomic stability definitely cut FDI down. (Neuhaus, 2006) 

 

Naturally institutional and political stability is needed to attract FDI. FDI- 

and tax-policies, strong and stable legal regulations, low level of corrup-

tion, political freedom and extent of privatization are all important for inves-

tor’s decision. A strong competition, policy facilitating price liberalization 

and a strong legal system, especially one that accepts international stan-

dards in corporate governance, are indispensable for attracting foreign 

capital. In the case of transition countries, all of these have been challeng-

ing and in some countries still are. For example Ukraine’s political instabili-

ty has affected its FDI inflows.  (Neuhaus, 2006) 

 

Privatization is the key element in transition process and therefore a high 

degree of privatization signals commitment to private ownership and sup-

ports the establishment of general rules of corporate governance. Privati-

zation method also matters. If privatizations are limited to a certain group 

for instance to the management and/or workers of a previously state-

owned enterprise, it probably creates barriers. Therefore direct sales with 

equal access by foreigners may offer an automatic opportunity for direct 

investment. (Neuhaus, 2006)  

 

Many countries have adopted in recent years new measures to attract 

FDI, such as offering various incentives or the establishment of special 

economic zones (SEZs). There is an ongoing trend to lower corporate in-

come taxes in both developed and developing countries and there are 

number of countries with flat tax systems already. 

 

Because of the ongoing economic slowdown, some countries have taken 

already protectionist actions or made at least economical stimulant pack-

ages for domestic industries that will affect FDI at least indirectly, if gov-

ernments prefer domestic companies over foreign. If stimulant packages 
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help economies to stabilize, it might be good for FDI inflows. On the other 

hand, these policies that promote domestic industries could end up in in-

vestment protectionism. One point to be considered will be that how coun-

tries that have used public support during financial and credit crisis will act 

post crisis – Will they continue state involvement, which eventually will af-

fect FDI policies. 

 

Protectionism might help local firms in the short run, but in the long run 

companies and economies will suffer because of the lack of competition. 

For instance, if one country sets tariffs to protect its own industry, it easily 

leads to a situation where other countries make protectionist counterac-

tions as well. In this case, it is possible to end up in a situation, where eve-

ryone protects its own interests and everyone loses because there is no 

allocation based on countries comparative advance. If things will end up 

like that, it goes without saying that global investment will suffer enorm-

ously as well. However, according to World Investment Report 2009 most 

of the concerns have been false at least so far and policies have remained 

to support FDI and barriers to FDI have actually continued to fall.  

 

 

5.2 FDI policy framework in selected countries 

 

Policy framework in Belarus is nowadays FDI welcoming and government 

believes that FDIs bring money and wealth to the country. In 2002, Bela-

rus created an investment attraction program, which main focus was to 

improve privatization process. There are also plans to develop working 

stock markets. Today MNEs are legally protected from law changes for 5 

years period from the registration date, but there are still uncertainty in 

investors’ rights, because of constant incongruity and changes in legal is-

sues. Foreign companies are welcomed to invest in Belarus, but in nation-

ally important industries like in defense special authorization is required. 
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MNEs can make both M&A and Greenfield investments to Belarus and 

they can acquire whole companies or make joint ventures with local firms. 

Belarusian authorities supervise MNEs’ activities and they have right to 

get reports and documents of MNEs’ activities. However, state controls 

straightly or indirectly circa 80 % of production. (UNCTAD Country Profile: 

Belarus), (Finpro maaraportti: Valko-Venäjä, 2009) 

Belarus has also introduced incentives for well performing starting compa-

nies with foreign participation of at least 30 %. After one year’s profitable 

operations, that particular company is allowed to have three-year tax-free 

period, which includes the first profitable year. If the company operates in 

a business, which is important for the country, the company can get tax 

reduction for another three years. There are also tax-cuts for companies 

that introduce high technology to the markets. These tax benefits are used 

in special economic zones. (UNCTAD Country Profile: Belarus) 

As a part of Bulgarian privatization program, Bulgaria established an act in 

1995, which provides knowledge about investment opportunities, legal ad-

vice and help to find joint-venture partners for foreign investors. In 1997 

Bulgaria liberated even more its FDI policy to match EU legislation and 

practices. Before starting a business, firms must register themselves in the 

Commercial Register of relevant court and tax authorities. In the current 

situation, foreign companies do not need to apply extra permits for operat-

ing in Bulgaria and there are no limitations for foreign participation. (UN-

CTAD Country Profile: Bulgaria) 

All entry modes to Bulgarian domestic markets are allowed including set-

ting up new companies, joint ventures with local companies and acquisi-

tions.  Foreign investors may own 100 % of their business in Bulgaria, un-

less it is separately prohibited by law. In banking industry, foreign investor 

needs license from Bulgarian National Bank for over 5 % ownership. The 

same procedure is used also in telecommunications and energy sectors, 

where licenses are granted by relevant State Commissions. However, the 

government still has monopolies in certain industries including road con-
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structions, ports and airports, power generation and transmission, mining, 

petroleum, exploration/drilling, telecommunications, forest and parks, 

beaches and nuclear installations. Foreign investor still can get partial mo-

nopoly from government on the basis of a concession agreement. In Bul-

garia there are no special incentives to promote FDI to the country. (UN-

CTAD Country Profile: Bulgaria) 

As mentioned before in earlier chapter, Czech Republic opened its econ-

omy after independence in a fast pace. First acts were already placed in 

1992 allowing foreign investors to enter the local markets without need for 

special acceptance expect in banking industry, which is controlled by 

Czech National Bank. Country has made reforms to attract FDI ever since 

and nowadays as a member of EU and OECD its policy framework is FDI 

welcoming. (UNCTAD Country Profile: Czech Republic) 

Nowadays foreign investors may freely set up businesses in Czech Re-

public. All entry modes are welcomed, but licenses are needed in banking, 

finance, insurance and broadcasting media. Investment in professional 

activities including architects, physicians, lawyers and tax advisors re-

quires memberships to the respective chambers. The government does 

not screen any foreign investment projects with the exception of the de-

fense and banking sectors. The government has set up also incentives to 

attract investments. When foreign or domestic company makes a 10 mil-

lion USD investment in manufacturing industry through a newly registered 

company, it will get tax benefits. In regions where unemployment rate is at 

least 25 %, 5 million USD investments will get the same incentives. In 

those kinds of investments, package includes break for corporate taxes for 

10 years, duty- and VAT- free machinery imports, grants for training and 

job creation and reasonably- priced land. (UNCTAD Country Profile: 

Czech Republic) 

Estonia opened its economy about the same time as the country got inde-

pendent. In the early years the main focus was in state divestments. For-

eign investors are allowed to enter the markets with all possible modes. As 
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in many other countries, Estonian banking industry is controlled by nation-

al bank, which grants licenses to operators in that sector. Also following 

industries need government approval or license: mining, power engineer-

ing, gas and water supply, transports (reconstruction of railways, airports, 

ports), telecommunications, retail sales of pharmaceuticals, production of 

alcohol and tobacco and gambling. To boost investments even more, Es-

tonia made a law in 2000, which removed corporate-tax from reinvested 

earnings. Income tax on distributed profits of entities is fixed 26 % and 

VAT- rate is set up to 18 %. In Estonia, there are no special incentives 

used to attract especially foreign investments - both foreign and domestic 

investments have the same treatment. (UNCTAD Country Profile: Estonia) 

 

Hungary is nowadays a FDI welcoming and liberalized country. FDIs were 

also in a key role in Hungary’s privatization process. Foreign investments 

have free access in almost every aspects of private sector and private 

ownership is guaranteed expect in areas, which are considered as strateg-

ic. Business could be started in the form of a joint stock company, joint 

venture, business association, general and limited partnership, and sole 

proprietorship. The minimum capital-requirement for the establishment of a 

limited liability is 3 million of local currency and 20 million of local currency 

for joint-stock companies. (UNCTAD Country Profile: Hungary) 

 

To encourage investment Hungary has established different kinds of in-

centives. These incentives depend on the size, the location or the sector 

of investment and are available to all Hungary’s registered companies 

whether they are foreign or domestically owned. There are currently five 

free trade zones (FTZs), which are considered as a foreign territory for 

customs, foreign exchange and foreign trade regulations. In those areas 

companies are considered as foreign firms and they are free from corpo-

rate taxes. Companies need licenses to operate in FTZs and they are 

granted by the National Headquarters of the Customs and Finance Guard. 
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To get a license, companies need to meet certain terms depending on the 

factors mentioned above. (UNCTAD Country Profile: Hungary) 

 

Latvian government is trying to boost FDI inflows to the country. They 

have tried to make investment climate more stable and they collaborate 

with regional and international organizations to make the country a more 

attractive investment destination. Foreign investors have same kind of 

treatment as domestic ones in many respects including incentives, owner-

ship and use of real estate, access to special economic zones and free 

ports. Businesses establishing in SEZs are in general entitled to a tax- and 

customs-free status, and each zone has slightly different rules concerning 

incentives and taxes. All businesses must be registered to Enterprise reg-

ister and in some industries special permits are needed. Registration and 

licensing procedures have simplified since EU membership. As in many 

other countries, banking industry is one of those industries that need a 

special permit, which is granted and supervised by Bank of Latvia. Latvia 

has introduced various tax incentives to promote investments to the coun-

try. (UNCTAD Country Profile: Latvia) 

 

Poland is one of those countries, which see investments as a key-driver of 

economical growth. This obviously means also that Poland promotes FDI. 

As a member of the EU and OECD Poland has increasingly liberalized its 

economy and nowadays it treats foreign and domestic investors basically 

the same way, ensuring free movements of capital. Most industries are 

open for foreign investors, but some industries are open only for domes-

tics ones and some industries need special licenses. Only investors from 

the OECD countries have national treatment in licensed industries like 

banking, insurance, telecommunications and security services. All forms of 

businesses are welcomed to country from joint-stock companies to limited 

liability companies. Poland offers also incentives to promote investments. 

Those incentives depend on factors like where the investment is made, 
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how large the investment is and employment effects of the investment. 

(UNCTAD Country Profile: Poland) 

In Romania foreign investors have nowadays the same kind of treatment 

as the local ones. Foreign investors have also the same legal framework 

regarding the guarantees and incentives. Although wholly foreign-owned 

companies are allowed in laws, joint ventures are more common in Roma-

nia. If foreign investors are the major-owners in a Romania-based compa-

ny, the company is considered to have the same nationality as its foreign 

investors. Foreign investors may purchase shares in existing entities, or 

engage in activities through the privatization process. Romanian govern-

ment tries to attract FDIs for instance through privatization programs. 

Government is also improving its regulatory frameworks including taxation 

and foreign exchange systems. Since 2001, new direct investments ex-

ceeding 1 million USD, capable of contributing to the development and 

modernization of the infrastructure may be carried on in all sectors with 

exceptions of financial, banking, insurance and re-insurance sectors as 

well as the sectors regulated by special laws. These over 1 million USD 

investments may also get certain incentives. (UNCTAD Country Profile: 

Romania) 

Ukraine is still in a journey to true market based economy. Its target how-

ever is to create an economy, where private capital would play the key role 

in the development of the country. This means that Ukraine is trying to 

create an investment climate that would also attract FDI. Ukraine is libera-

lizing its investment regime and deregulations on foreign exchange activi-

ties have progressed in recent years at least for some points. Nowadays 

foreign investors may enter into the market through every available option 

from establishing wholly foreign-owned subsidiary to acquiring an existing 

company. Foreign investment may be undertaken individually as a sole 

proprietorship or organized as partnerships, corporations, joint stock com-

panies, limited liability companies. However, FDIs are still restricted in 

several sectors like in insurance, publishing, broadcasting and manufac-
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turing of alcoholic spirits. In these industries foreign ownership is limited to 

49 %. In fields, that are considered as strategic like television broadcasting 

services and radio stations foreign participation may not exceed 30 %. 

There are 11 SEZ in Ukraine, where firms get tax- and tariff benefits. (UN-

CTAD Country Profile: Ukraine) 

World Bank has created a strategy between 2007 and 2010 for Ukrainian 

bureau, which is a specialized encouraging FDI to Ukraine and it is work-

ing under Ukrainian economical ministry. According to the strategy, 

Ukraine should try to attract investments to industries, which are believed 

to boost economical progress in the long run. These industries include for 

instance machinery, automobile industry, consumer electronics, ICT and 

agriculture and food industries. Ukrainian WTO-membership is believed to 

grow investments to Ukraine, after the global economical situation eases. 

Country tries also to create a free trade zone with EU. (Finpro, 2009) 

The key issues regarding the FDI framework are listed below in table 11. 

As we can see from there, all of the selected countries accept today for-

eign participation in their markets. However in some of the markets, state 

still controls majority of industries and privatization is still in progress. Most 

of the countries have national treatment regarding FDI, with exceptions of 

industries that are seen nationally important.  Some of the countries have 

introduced special economic zones or free trade zones to boost invest-

ments, both local and foreign. It can be also noticed that the poorest of 

selected countries measured by GDP per capita like Belarus, Ukraine and 

Romania have more to do to reach truly operating market economy, where 

ownership is allocated effectively and also foreign investors operates more 

actively on the markets.  

 

Country Legal FDI framework   

Belarus + FDIs are welcomed to Belarus, but nationally important industries 
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like defense needs special authorization. 

+ Special economic zones.  

- State controls still the majority of production. 

-Still uncertainty in investors’ rights, because of incongruity and 

changes in legal issues. 

Bulgaria + Foreign companies do not need to apply extra permits for operating 

in Bulgaria and there are no limitations for foreign participation. Spe-

cial permits are needed for some industries that are nationally impor-

tant. 

+ EU criteria are meet 

+/- No special incentives to promote FDI 

Czech 

Republic 

+ As a member of EU and OECD its policy framework is FDI welcom-

ing. Special permits are needed for nationally important industries. 

+ Special incentives for both the domestic and foreign investors in 

certain geographical areas and industries. 

Estonia + Welcomes foreign investments, but special permits are needed for 

nationally important industries. 

+ In 2000, Estonia removed corporate-tax from reinvested earnings. 

Income tax on distributed profits of entities is fixed 26 % and VAT- 

rate is set up to 18 %.   

+ Foreign investors get the same treatment as locals.  

Hungary + Hungary is nowadays a FDI welcoming and liberalized country. FDIs 

had a key role in the privatization process in 1990s.  

+ Free trade zones + other incentives available for all the companies 

registered in Hungary whether they are foreign or domestically owned.  

Latvia + Foreign investors have same kind of treatment as domestic ones in 

many respects including incentives, ownership and use of real estate, 

access to special economic zones and free ports. 

+/- EU membership has simplified bureaucracy, but still inefficiency in 
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that area.   

Poland + Foreign investors are seen important for county and they have the 

same kind of treatment as locals in most of the industries. Some in-

dustries are open only for domestics firms and some industries need 

special licenses. Only investors from the OECD countries have na-

tional treatment in licensed industries (ie. Banking). 

+ EU- and OECD memberships have increasingly liberalized Poland’s 

economy 

+ Incentives for investors 

Romania + Foreign investors have national treatment in most of the industries. 

The typical exceptions are industries like banking and finance, which 

are controlled by special laws. 

+ Privatization programs. 

+/- Wholly foreign-owned companies are allowed in laws, but joint 

ventures are more common in Romania. If foreign investors are the 

major-owners in a Romania-based company, the company is consi-

dered to have the same nationality as its foreign investors. 

Ukraine + Basically accepts FDI, which means that nowadays foreign inves-

tors may enter into the market through every available option. Howev-

er many industries like insurance, publishing, broadcasting and manu-

facturing of alcoholic spirits are still restricted. In these industries for-

eign ownership is limited to 49 %. In fields, that are considered as 

strategic like television broadcasting services and radio stations for-

eign participation may not exceed 30 %. 

+ Special economic zones. 

+ Ongoing negotiations with EU regarding the free trade zone. 

- Still on the journey to truly market based economy. State controls 

majority of businesses.  

- Political uncertainty means also uncertainty in FDI framework. 

Table 11: Legal FDI framework in selected countries 
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6. EMPIRICAL ESTIMATION 

 

6.1 The Model 

 

In this chapter, it will be searched for empirical evidence of a direct impact 

of FDI on economic growth in the Central and Eastern European countries 

over the transition period so far. In this thesis, it will be used the same kind 

of basic regression model as Johnson (2005). All regression analyses are 

done with SAS Enterprise Guide program.  

Linear regression is used to analyze dependency between one dependent 

variable and at least one explanatory/independent variable. Analyze is 

used to determine which of the independent variables explain the depen-

dent variable best and how strong is the estimated strength of indepen-

dent variables. (Weisberg, 2004) 

Correlation coefficient describes the strength of linear dependency be-

tween two variables. Regression line used in linear regression analysis 

describes this relation. When using regression line as a describer of linear 

relation, it is assumed that variables are nonsymmetrical and the value of 

another variable could be explained as a function of another variable. In 

analysis, explained variable is called dependent variable and explaining 

variables are called independent variables. (Helenius et al., 2008) 

Regression line could be measured using the least squares principle.  This 

principle affirms that to fit a line to the data values the line should be fitted 

so that the sum of the squares of vertical distances from each point to the 

line is the smallest possible. Then the line’s equation is yt=b1+b2xt. The b1 

and b2 are determined depending on data values.  B1 is the intercept term 

and b2 is the slope of the regression line. Parameter estimate b2 tells us 

whether the slope of the equation is positive or negative. This tells us, 

which way the independent variables affect the dependent variable. Nega-



- 64 - 
 

tive parameter estimate shows that change in the independent variable 

also declines the value of the dependent variable, when positive value has 

the opposite effect. The higher the value of the parameter estimate is, the 

stronger the effect is on the dependent variable. (Hill et al., 2001), (Weis-

berg, 2004) 

In regression analysis described above, it is needed to choose between 

fixed effects model (also known as a dummy variable model) and random 

effects model (error components model). This is extremely important in 

this particular case, where cross-section data and time-series data are 

pooled to one panel dataset.  The feature that separates the two models 

from each other is the way in which the varying intercept b1 is treated. The 

fixed effects model treats the intercept term as a fixed and unknown. The 

random effects model sees the intercept as populations mean intercept of 

a random sample from a larger population of intercepts. In this case, in 

fixed effects model there are one dummy variable for each country.  (Hill et 

al., 2001) 

To know which of the models should be used, it is needed to run for in-

stance the Hausman Test. Using this test, it is easy to measure whether 

the random effects model or the fixed effects model suits best for the used  

dataset. The null hypothesis of the test is true when p- value is over the 

set significance-level. In this case random effect model can be used. In 

other words, if the p-level in Hausman test is less than set significance-

level, fixed effects model should be tested with F-test. If F-test’s p-value is 

less than set p-value, fixed effects model could be used.  (Hill et al., 2001) 

To maintain the model simple enough, FDI will be treated as exogenous. 

Any political and economic determinants will not be included in the growth 

analyses which affect FDI itself including feedback loops between FDI and 

economic growth. These loops may include GDP growth itself and factors 

affecting GDP growth such as well-working institutions. This kind of possi-

bility of reverse causality could exist in situation where news about high 

growth rates in foreign markets reaches foreign investors and they will re-
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locate their capital to this kind of markets. Whether FDI is endogenous can 

be tested by using lagged or previous values. Later in this work, it will be 

used one year lagged values of FDI and gross capital formation to explain 

current year’s growth rates of GDP.  By using lagged values, it could be 

seen whether the FDI inflows from the previous period add GDP growth in 

the current period. (Aleksynska et al., 2003) 

Although FDI is the main interest in this regression analysis, it is neces-

sary to control for additional determinants of economic growth in order to 

reduce the problem of omitted variable bias. The variables CAPITAL and 

LABOUR are introduced in order to take into account the effects of the 

flows of physical capital and labour on economic growth respectively. The 

FDI component of gross capital formation has been subtracted. 

GROWTH is the dependent variable and CAPITAL, LABOUR and FDI are 

used as explanatory/independent variables. We arrive at the following re-

gression equation: 

GROWTH =α + β1 CAPITAL + β2 LABOUR + β3 FDI +ε   

where,  

α is intercept, 

GROWTH is average annual growth rate of real GDP per capita, 

CAPITAL is gross capital formation2 (% of GDP), 

FDI is inflows of FDI as percentage of GDP, 

LABOUR is average annual growth rate of the labour force and  

                                            
2
 Gross capital formation (formerly gross domestic investment) consists of outlays on 

additions to the fixed assets of the economy plus net changes in the level of inventories. 
Fixed assets include land improvements (fences, ditches, drains, and so on); plant, ma-
chinery, and equipment purchases; and the construction of roads, railways, and the like, 
including schools, offices, hospitals, private residential dwellings, and commercial and 
industrial buildings. Inventories are stocks of goods held by firms to meet temporary or 
unexpected fluctuations in production or sales, and "work in progress." According to the 
1993 SNA, net acquisitions of valuables are also considered capital formation. Source: 
World Bank national accounts data, and OECD National Accounts data files. 
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ε is error marginal. 

 

All independent variables, FDI, LABOUR and CAPITAL are expected to 

have positive effect on GROWTH in the model. 

 

6.2 Data 

 

The data for empirical analysis from 9 transition countries is collected from 

World Bank’s database and it is from time period between 1995 and 2008. 

The time period was chosen between 1995 and 2008, because the transi-

tion period started after collapse of Soviet Union in 1991and there were no 

available data from some countries from early 1990s. In this work, cross 

sectional and time series data are pooled to one panel dataset.  According 

to Shaari etc. (2007), there are several advantages of using panel data as 

compared to running the models using separate time series and cross 

section data. They are as follows: 

1) Large number of data points 

2) Increase degrees of freedom & reduce collinearity 

3) Improve efficiency of estimates and 

4) Broaden the scope of inference. 

 

6.3 Results 

6.3.1 Normal model 

 

H0= FDI has positive impact on growth 

H1= FDI has no impact on growth 
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Because it is hard to say which estimation method is the best for this par-

ticular dataset, the estimation starts with performing a few tests, which de-

termine whether fixed effects on panel data or random effects on panel 

data should be preferred. The tests applied here are an F-test, and Haus-

man test. Results of these tests are below on tables 11-12. When looking 

at the Pr- values of the models, FixOne model shows no country specifics 

fixed effects with Pr>0.05, but random effect models could be used with 

Pr>0.05. 

 

F Test for No Fixed Effects 

Num DF Den DF F Value Pr > F 

8 114 1.12 0.3532 

Table 11: F-test for no fixed effects for model (FixOne) 

 

Hausman Test for Random Effects 

DF m Value Pr > m 

3 1.57 0.6668 

Table 12: Hausman test for random effects for model (RanOne) 

 

Because of Hausman test for random effects model RanOne shows p-

value over 0,05, it will be used to analyzing the result of the regression. 

First, it will be looked at the R2 of the model, which tells how many % the 

model explains of growth. As it can be seen below in table 13 the R2 is 

18% and independent variables; FDI, LABOUR and CAPITAL together 

explain circa 18 % of the GDP growth.  
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Fit Statistics 

SSE 2091.4820 DFE 122 

MSE 17.1433 Root MSE 4.1404 

R-Square 0.1802     

Table 13: R2 of the model  

 

The direction and strength of independent variables can be analyzed with 

help of parameter estimates. The precondition for this is however, that the 

explanatory variables are statistically significant. As it can be seen below 

in table 15, only gross capital formation is statically significant with Pr<0.05 

in random effects model. Annual growth rate of labour and FDI inflows as 

% of GDP are both statistically insignificant with Pr>0.05 and they do not 

explain GDP growth with statistically significant level. The same kind of 

results shows for fixed effects model in table 14. Only gross capital forma-

tion shows statistically significant values. Cross section variables, annual 

growth rate of labour and FDI are not statistically significant.  

As a result of regression analyses H0 is rejected and FDI seems not to 

have statistically significant effect on growth in selected transition coun-

tries over time period between 1995 and 2008. The reasons for this, a bit 

surprising result might be various. One of the key reasons for insignificant 

results might be that selected countries have had so different transition 

period. There is maybe too much variance in observations over countries 

and time and this identifies, when comparing individual observations in the 

dataset.    
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

CS1 1 2.049741 1.6249 1.26 0.2097 Cross Sec-

tional Effect 

1 

CS2 1 0.865595 1.6376 0.53 0.5981 Cross Sec-

tional Effect 

2 

CS3 1 -1.29962 1.6384 -0.79 0.4293 Cross Sec-

tional Effect 

3 

CS4 1 0.568536 1.7495 0.32 0.7458 Cross Sec-

tional Effect 

4 

CS5 1 -0.08935 1.6815 -0.05 0.9577 Cross Sec-

tional Effect 

5 

CS6 1 1.755379 1.6224 1.08 0.2815 Cross Sec-

tional Effect 

6 

CS7 1 2.612583 1.5767 1.66 0.1003 Cross Sec-

tional Effect 

7 

CS8 1 1.098921 1.5777 0.70 0.4875 Cross Sec-

tional Effect 

8 
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

Inter-

cept 

1 -5.86527 2.3367 -2.51 0.0135 Intercept 

Annual 

growth 

rate of 

the la-

bor 

1 -0.08532 0.2618 -0.33 0.7451 Annual 

growth rate 

of the labor 

Gross 

capital 

forma-

tion (% 

of GD 

1 0.368901 0.0899 4.10 <.0001 Gross capi-

tal forma-

tion (% of 

GD 

FDI, net 

inflows 

(% of 

GDP) 

1 0.009382 0.0644 0.15 0.8844 FDI, net 

inflows (% 

of GDP) 

Table 14: Parameter estimates of independent variables (FixOne) 
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

Intercept 1 -4.23139 1.9139 -2.21 0.0289 Intercept 

Annual 

growth rate 

of the labor 

1 -0.04222 0.2499 -0.17 0.8661 Annual 

growth rate 

of the labor 

Gross capi-

tal formation 

(% of GD 

1 0.345771 0.0731 4.73 <.0001 Gross capi-

tal formation 

(% of GD 

FDI, net in-

flows (% of 

GDP) 

1 -0.02145 0.0558 -0.38 0.7014 FDI, net in-

flows (% of 

GDP) 

Table 15: Parameter estimates of independent variables (RanOne) 

 

6.3.2 Lagged model 

 

The lagged model that is used here is basically the same model as above 

with only exception that the independent variables FDI and gross capital 

formation are one year lagged in this model. For instance the 1994 values 

of FDI and gross capital formation are used to explain the 1995 GDP per 

capita growth. By using the lagged model, it is tried to fix the reverse cau-

sality problem 

H0= FDI has positive impact on growth 

H1= FDI has no impact on growth 
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F-test in table 16 shows no fixed effects for selected countries with p-

value>0.05. When using 5% significance-level, fixed effects model could 

not be basically used. However, the p-value is so close to the set signific-

ance-level, the results for fixed effects model can be also analyzed. 

Hausman test’s p-value in table 17 shows a value over 0.05 and therefore 

random effects model could be used for analysis.  

F Test for No Fixed Effects 

Num DF Den DF F Value Pr > F 

8 114 1.95 0.0591 

Table 16: F-test for no fixed effects 

 

Hausman Test for Random Effects 

DF m Value Pr > m 

3 4.59 0.2047 

Table 17: Hausman test for random effects 

 

Again, like in the model in chapter 6.3.1, it will be looked at the R2 of the 

model, which tells how many % the model explains of the growth of GDP 

per capita. As it can be seen below in table 19 the R2 for lagged random 

effects model is a bit over 3%. Independent variables; FDI, LABOUR and 

CAPITAL explain GDP growth dramatically less than in previous model. 

The F-test for no fixed effects was only slightly over the set 5 % level 

(0.0591>0.05), so we can compare also fixed model results. In table 18, 

we can see that fixed effects model gives better R2 than the random ef-

fects model. The R2 for fixed effects model is almost 15%. 
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Fit Statistics 

SSE 2203.6995 DFE 114 

MSE 19.3307 Root MSE 4.3967 

R-Square 0.1463     

Table 18: R2 for fixed effects model 

 

Fit Statistics 

SSE 2369.7761 DFE 122 

MSE 19.4244 Root MSE 4.4073 

R-Square 0.0334     

Table 19: R2 for random effects model 

 

By looking parameter estimates below in table 20 and 21, it can be seen in 

which way and how strongly the independent variables affect.  For fixed 

effects model, cross-section variables 1, 4 and 6, the intercept-term and 

the annual growth rate of labour are statistically significant. Both of the 

lagged independent variables, FDI and gross capital formation are statisti-

cally insignificant. All the statistically significant intercept-terms have 

strong positive effect on GDP per capita growth in the model. Also annual 

growth rate of labour has positive effect on GDP per capita growth. For 

random effects model, only the intercept term is statistically significant, so 

there is no point to analyze the result any closer. 
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

CS1 1 4.249572 1.7071 2.49 0.0142 Cross Sec-

tional Effect 

1 

CS2 1 -0.38959 1.7857 -0.22 0.8277 Cross Sec-

tional Effect 

2 

CS3 1 1.163628 1.7333 0.67 0.5034 Cross Sec-

tional Effect 

3 

CS4 1 4.623764 1.8299 2.53 0.0129 Cross Sec-

tional Effect 

4 

CS5 1 0.41467 1.7495 0.24 0.8131 Cross Sec-

tional Effect 

5 

CS6 1 3.838369 1.6894 2.27 0.0250 Cross Sec-

tional Effect 

6 

CS7 1 1.653146 1.6879 0.98 0.3294 Cross Sec-

tional Effect 

7 

CS8 1 1.492048 1.6727 0.89 0.3743 Cross Sec-

tional Effect 

8 
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

Intercept 1 6.222907 2.5587 2.43 0.0166 Intercept 

Annual 

growth rate 

of the labor 

1 0.606673 0.2736 2.22 0.0286 Annual 

growth rate 

of the labor 

Gross capi-

tal formation 

1y lagge 

1 -0.15586 0.0969 -1.61 0.1105 Gross capi-

tal formation 

1y lagge 

FDI, net in-

flows 1y 

lagged(% of 

1 0.073719 0.0754 0.98 0.3306 FDI, net in-

flows 1y 

lagged(% of 

Table 20: Parameter estimates of independent variables for FixOne 

 

Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

Intercept 1 5.805235 2.1657 2.68 0.0084 Intercept 

Annual 

growth rate 

of the labor 

1 0.511139 0.2667 1.92 0.0577 Annual 

growth rate 

of the labor 

Gross capi-

tal formation 

1y lagge 

1 -0.05595 0.0838 -0.67 0.5055 Gross capi-

tal formation 

1y lagge 
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Parameter Estimates 

Variable DF Estimate Standard 

Error 

t Value Pr > |t| Label 

FDI, net in-

flows 1y 

lagged(% of 

1 0.034581 0.0703 0.49 0.6235 FDI, net in-

flows 1y 

lagged(% of 

Table 21: Parameter estimates of independent variables for RanOne 

 

It seems based on this model, that neither the past FDI has positive effect 

on current GDP per capita growth. The results from lagged models are not 

statistically significant, so it cannot be made too far reaching conclusion 

based on that, whether FDI has positive impact on GDP per capita growth 

or whether FDI is endogenous. However, previous studies suggest that 

current FDI tends to have positive direct and/or indirect effects on current 

growth in a host economy. On the other hand, analysis indicates that past 

FDI does not have a significant persistent effect on current growth like in 

this thesis. While these two findings are clearly mutually consistent, it 

seems reasonable to be less than sanguine with respect to the latter re-

sult. The lack of persistence in the effect of foreign direct investment on 

growth begs the question of whether policy changes might stimulate on-

going benefits through greater learning arising from FDI. 
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7. CONCLUSIONS 

 

Many countries, including transition countries have changed their attitude 

toward FDI over the past decade. Nowadays the trend tends to be to at-

tract foreign capital rather than repel investment from MNEs. When consi-

dering the selected transition countries for this thesis, these countries 

even compete with each other over the FDI with various incentive pack-

ages to MNEs. In this study, the aim was to find understanding of the im-

pact of foreign direct investment on selected transition economies, and in 

particular, on their economic growth.  This work introduces several trans-

mission channels of how FDI can affect the rate of economic growth. 

Although the empirical results from nine transition countries did not give 

statistically significant results of a positive direct effect, the total effect of 

FDI, which is hard to determine in empirical analyses, is generally believed 

to affect positively on growth. Many studies have suggested that the spil-

lover effect of FDI is more important for growth than the direct capital for-

mation effect. When considering total effects of FDI, the employment ef-

fect of FDI is also needed to take into account. In the case of developing 

or transition countries, these countries commonly lack resources and capi-

tal in the early years of transition. In these cases, FDI also offers an option 

to loan-based finance in large-scale infrastructure upgrades and industry 

privatizations.  

Most of the transition countries in this paper are nowadays on the invest-

ment-driven growth stage. The next stage, which is driven by innovations, 

needs development in many sectors. Transition countries need to achieve 

at least following steps, to move on next phase of the growth. First they 

need to get trade expansion through FDI, which majority of the particular 

countries have already achieved.  
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Secondly, countries need to improve to FDI-assisted advancement of na-

tional production factors, which enable and force the restructuring of the 

domestic industry and foreign trade by domestic enterprises toward more 

dynamic, advanced, and value-creating exports. As mentioned earlier, on 

investment-driven growth phase, transition economies have received 

mostly static benefits from FDI. Dynamic effects, which result in upgrading 

technological and competitive capabilities of domestic firms and industries, 

ultimately resulting in their high-rate and technology-advanced exports 

have not yet emerged at high level in the selected countries.  

FDIs have not helped transition countries to this innovation-driven stage of 

growth so far. However, foreign firms are not solely to blame for this. Tran-

sition countries need to attract more high technology investment and even 

more they need to have capacity to absorb these new technologies to 

make most of it. This learning and technological accumulation, rests most-

ly with domestic operators, who should combine technology and innova-

tion from both foreign and domestic sources to upgrade their international 

competitiveness. 

Foreign capital and investors have assisted the transition process primarily 

via participation in ownership changes, supply of capital and technology, 

fostering of economic growth restructuring, and promotion of countries’ 

external economic linkages. However, not all effects have been positive to 

host countries. MNEs’ naturally have their own interests in mind, when 

entering to new markets.  MNEs motivation to enter transition countries 

and factors affecting FDI were discussed in chapter 5.1. In some cases, 

MNEs have taken advantage of the quick and high penetration of the 

emerging domestic market ending up oligopolistic-like dominating position 

in the markets.   

Some countries of this study and other developing countries are still in the 

process of opening their markets to foreign involvement. Governments 

need to consider many factors when deciding whether or not to involve 

MNEs and, if so, in what way they should promote such involvement to get 
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best possible advantage of FDI. Policy makers should consider whether 

special incentives for MNEs are reasonable and what the host country 

gains by given these incentives. Also regulatory framework for FDI should 

be considered in the same context.  

Most of the selected countries give foreign companies national treatment 

in investments, excluding industries that are considered as strategic. In my 

mind, this is the most effective way of organizing the regulatory framework 

for FDI, by letting the market decide the success of the companies – 

whether they are domestic or foreign owned. Governments should howev-

er create necessary preconditions, so the domestic companies and indus-

tries could gain maximum benefits from FDI. Governments should there-

fore invest in education, technology level; by R&D and basic research, so 

countries and companies in it could have high enough basic level to bene-

fit from knowledge spillovers and technology diffusions that FDIs brings to 

country. When country has gained high enough basic level in technology, 

education and infrastructure, it will also attract companies that invest in 

higher technology and this could eventually raise country to next innova-

tion-based growth phase.  

 

 

 

 

 

 

 

 

 



- 80 - 
 

REFERENCES 

 

Aitken Brian J. & Harrison Ann E., (1999). Do Domestic Firms Benefit from 

Direct Foreign Investment? Evidence from Venezuela. The American Eco-

nomic Review, June  1999, p.605-619. 

Aleksynska, Mariya, Gaisford, James and Kerr, William, (2003). Foreign 

Direct Investment and Growth in Transition Economies. Munich Personal 

RePEc Archive, MPRA Paper No. 7668  

Basile Roberto, (2002). Acquisition Versus Greenfield  Investment: The 

Location of Foreign Manufactures in Italy. ISAE Istituto di Studi e Analisi 

Economica 

Blomström Magnus & Sjöholm Fredrik, (1999). Foreign Direct Investment 

– Technology transfer and spillovers:Does local participation with multina-

tionals matter? European Economic Review 43 (1999) p. 915- 923 

Cheng Yung-Ming, (2006). Determinants of FDI Mode Choice: Acquisition, 

Brownfield, and Greenfield Entry in Foreign Markets. Canadian Journal of 

Administrative Sciences, 23(3), p.202-220 

Chuan Li, [www-dokumentti].  

Saatavissa: 

http://www.uiowa.edu/ifdebook/faq/faq_docs/emerging_markets.shtml 

Crespo Nuno & Fontoura Maria, (2007).  Determinant Factors of FDI Spil-

lovers – What Do We Really Know? World Development Vol. 35, No. 3,  p. 

410–425, 2007.  

Dukhabandhu Sahoo & Maathai K. Mathiyazhagan, (2003). ECONOMIC 

GROWTH IN INDIA: DOES FOREIGN DIRECT INVESTMENT INFLOW 

MATTER? The Singapore Economic Review, Vol. 48, No. 2 (2003) p.151–

171 



- 81 - 
 

Euromonitor, Belarus: Country Factfile 

Euromonitor, Bulgaria: Country Factfile 

Euromonitor, Czech Republic: Country Factfile 

Euromonitor, Estonia: Country Factfile 

Euromonitor, Hungary: Country Factfile 

Euromonitor, Latvia: Country Factfile 

Euromonitor, Poland: Country Factfile 

Euromonitor, Romania: Country Factfile 

Euromonitor, Ukraine: Country Factfile 

Euroopan yhteisöjen virallinen lehti, (2002). Komission päätös yrityskeskit-

tymän julistamisesta yhteismarkkinoille ja ETA-sopimuksen toimintaan so-

veltuvaksi (Neuvoston asetus (ETY) N:o 4064/89). 

Fan Xiaoqin & Dickie Paul M., (2000). The Contribution of Foreign Direct 

Investment to Growth and Stability. ASEAN Economic Bulletin Vol. 17, 

No.3 

Finkelstein Sydney, (1999). Cross-Border Mergers and Acquisitions. Fi-

nancial Times Mastering Global Business 

Finpro (2009). Maaraportti: Ukraina 

Feinberg S. & Majumdar S., (2001).  Technology Spillovers from Foreign 

Direct Investment in the Indian Pharmaceutical Industry. Journal of Inter-

national Business Studies, 32,3. p.421-437 

Goldman Sachs, (2003). Dreaming with the BRICs: The path to 2050. 

Global Economics Paper nro.99 

Helenius, H. Vahlberg T. (2008). Tilastomenetelmien soveltamisesimerk-

kejä SAS Enterprise Guide:lla – versio 4.1. Numos Oy. 263 s. 



- 82 - 
 

Hill, R. C. Griffits, W.E. Judge, G.G. (2001). Undergraduate econometrics. 

Second edition. John Wiley&sons. 402s. 

Jarolim, M. (2001). Foreign Direct Investment and Productivity of Czech 

Manufacturing Firms. CERGE-EI Dissertation 

Javorcik Beata Smarzynska & Spatareanu Mariana, (2006). To share or 

not to share: Does local participation matter for spillovers from foreign di-

rect investment. Journal of Development Economics, nro. 85 (2008), 

p.194–217. 

Johnson Andreas (2005). The Effects of FDI Inflows on Host Country Eco-

nomic  Growth. Jönköping International Business School. 

Kinoshita, Y. (2001). R&D and technology spillovers through FDI: innova-

tion and absorptive capacity. CEPR discussion paper 2775. London: Cen-

tre for Economic Policy Research. 

Klavina-Kontkanen Agnese (2009). Finpro maaraportti: Latvia 

Klavina-Kontkanen Agnese (2009). Finpro maaraportti: Viro 

Lipschitz Leslie , (2006). Notes on Crisis Prevention in Emerging Market 

Economies. Prepared for the High Level Seminar on Crisis Prevention, 

Singapore, July, 2006 

Liu Zhiqiang, (2006). Foreign direct investment and technology spillovers: 

Theory and evidence. Journal of Development Economics 85 (2008) 

p.176–193 

Lucas Robert E. On the mechanics of economic development. Journal of 

Monetary Economics 22 (1988) p.3-42. 

Meyer Klaus E.  & Estrin Saul, (2001). Brownfield Entry in Emerging Mar-

kets. Journal of International Business Studies. Vol. 32. nro 3 



- 83 - 
 

Neuhaus Marco, (2006). The impact of FDI on economic growth: An anal-

ysis for the Transition countries of Central and Eastern Europe. Physica-

Verlag, A Springer Company 

OECD, (1996). Benchmark Definition Of  Foreign Direct Investment. 

Romer Paul M., (1986). Increasing Returns and Long-Run Growth. Journal 

of Political Economy, 1986, vol. 94, no. 5 

Shaari Mohd Nor Abu Hassan & Maarof Fauziah, (2007). Panel Data 

Analysis Using SAS. 21st Annual SAS Malaysia Forum, 5th September 

2007, Shangri-La Hotel, Kuala Lumpur  

Shen Jian-Guen,  (1996). FDI, Knowledge Spillover and Economic Growth 

in East Asia. ETLA keskusteluaiheita No.547 

Stančík Juraj, (2007). Horizontal and Vertical FDI Spillovers: Recent Evi-

dence from the Czech Republic.  Charles University in Prague, Center for 

Economic Research and Graduate Education (CERGE) 

Teece David, (1986).  Profiting from technological innovation: Implications 

for integration, collaboration, licensing and public policy. 

Tiusanen Tauno,( 2004). Poland, the Largest New EU Country. Lappee-

nranta University Of Technology. Northern Dimension Research Centre. 

Publications 4. 

Tiusanen Tauno, (2007). Romania and Bulgaria – Two New EU Members.  

Northern Dimension Research Centre. Publication 44. 

Vissak & Roolaht, (2005).  The Negative Impact of Foreign Direct Invest-

ment on the Estonian Economy. Problems of Economic Transition, vol. 48, 

no. 2, June 2005, pp. 43–66. 

Walkenhorst Peter, (2004). Economic Transition and Sectoral Patterns of 

Foreign Direct Investment. Emerging Markets Finance and Trade, vol. 40, 

nro. 2, s. 5–26 



- 84 - 
 

Wilen Juha, (2009). Finpro maaraportti: Unkari. 

World Investment Prospect Survey 2009-2011, (2009). UNITED NATIONS 

CONFERENCE ON TRADE AND DEVELOPMENT. 

World Investment Report, (2008). Transnational Corporations and the In-

frastucture Challenge.  UNITED NATIONS CONFERENCE ON TRADE 

AND DEVELOPMENT. 

World Investment Report, (2009), Transnational Corporations, Agricultural 

Production and Development. UNITED NATIONS CONFERENCE ON 

TRADE AND DEVELOPMENT. 

UNCTAD Country Profile: Belarus 

UNCTAD Country Profile: Bulgaria 

UNCTAD Country Profile: Czech Republic  

UNCTAD Country Profile: Estonia 

UNCTAD Country Profile: Hungary 

UNCTAD Country Profile: Latvia 

UNCTAD Country Profile: Poland 

UNCTAD Country Profile: Romania 

UNCTAD Country Profile: Ukraine 

Yle.fi [www- dokumentti] 

Saatavissa: http://yle.fi/uutiset/ulkomaat/2010/05/eu-

komissio_tukee_viron_siirtymista_euroon_2011_1677545.html 

Weisberg S. (2004). Applied linear regression. Third edition. John Wiley et 

Sons. 288s. 



- 85 - 
 

Yudaeva, K., Kozlov, K., Malentieva, N., & Ponomareva, N. (2003). Does 

foreign ownership matter? The Russian experience. Economics of Transi-

tion, 11(3), 383–409. 

Zorska Anna, (2005). Foreign Direct Investment and Transformation - Evo-

lution and Impacts in the Polish Economy. Eastern European Economics, 

vol. 43, no. 4, July–August 2005, p. 52–78. 

 


