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ABSTRACT: Since the middle of the 1990s, advanced Cent@lEastern Europe countries (CEECSs) have attractehsiderable

amount of foreign direct investment, primarily byltmational en
labour cost.

terprises. The main advantage of C&Eountries was the low

In the recent period of transition, the CEECs eigmeed erosion of some of their main location fegstthe first of which being an
increase in labour costs. As a consequence, FI¥ baen affected, because the investor are intdrgstibtaining the best price for

the labor force. How can government interventiolp fagtract FDI?

Can FDI become sustainable?
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1. FOREIGN DIRECT INVESTMENT FOR
COUNTRIES IN TRANSITION

The transition period began in 1989 in most of temtral
European countries, as a consequence of the cellaps
communist hegemony in the region. (Saul Estrin,7)9 the
previous years, economic progress in the socialist had

liberalization of the national economy and tradeyaiization
and establishing legal institutional structures: &dew part of
the Eastern European Countries, the progress i sdrthese
fields is notable in the first years of transitioand is
summarized in the table below.

Table 1. Progress in privatization: share of GDP in the'gte

been at

unusually low

levels, and development was

significantly below that of most western Europeamrdries.

The countries in Central and Eastern Europe wethera
different in certain key aspects. Some of them Imigh
inflation, others had substantial international tde¥ost of
them were relatively open and exposed to a diffi¢ctdde

shock when the communist trading block — CMEA -
disintegrated.

Before 1989, the economies of the CEECs countriesew
integrated into the CMEA trading group, and thatvisy they
failed to reveal national comparative advantagegw F
consumer goods were made, and those were not mddoa

sector
1990 1995
(per cent) (per cent)
Czech Republic 70
Hungary 19 60
Poland 27 58
Slovakia 6 59
1990 1995
(per cent) (per cent)
Czech Republic 5 70
Hungary 19 60
Poland 27 58
Slovakia 6 59

standard that could satisfy, for example, the Wadfiropean
countries. In generally, firms managed by engineers, one
way or another, every enterprise, were state owimeghost of
the cases, the enterprises were quite large, wlaitking and
service sectors were totally absent. In those yeaysod”
managers were those able to secure scarce inputswvof
materials, labor and capital so as to meet the tiexac
production targets every year, regardless of theymtion cost
and quality. During the 1990s, because of the lovestment
in the region, the equipment of the enterprises guite old
and inefficient.

In order to change the production and consumptiorthie
Western Europe’s direction, the CEE countries hadbg
restructured in various fields, from heavy to lightustry,
from industry and agriculture to finance and seryietc. As
mentioned above, generally, enterprises were daiitge, so as
to achieve a real market economy; like in the waeste
countries, the first step was to found numerouslisfinas in
all economic sectors. In order to reduce energylabdr, new
firms should have used new product lines and nendymtion
methods in accordance to environmental terms,. Gfnthe
most significant changes was that the firms shoudd be
driven by supply, but by demand.

Transition has facilitated some significant compuege which
were identified to be the macroeconomic stabilaati

Source: World Bank

Liberalization and privatization stimulated changas the
macroeconomic level. In principle, the former pd®s the
signals and information from the marketplace abthg
consumer desire, while the latter gives managersritentives
to pursue profitable restructuring. (Saul Estrir@97) For
example, in Hungary, Poland, or the Czech Repulile,
liberalization of both domestic and internationadrikets was
remarkably successful.

A brief survey of the Western literature on corgera
governance revealed that outsider ownership, ettiveugh a
capital market on Anglo-Saxon lines, or a Germagyistem,
would be preferred to the majority insider ownepshin
general, this is true when significant enterprisgtnucturing is
necessary, because insiders would not bring addititunds
and expertise. It is crucial to emphasize the féuat
involvement of foreign owners in the post-communist
countries, as a source of outsider ownership, cddda
tremendously valuable feature of the transitiorcpss.

Which are the motivational factors to invest in ewoies in
transition? Western firms explain that the markize sand
expected growth are the most important determinanfts
investing in a region, but also the economic andipatability
is vital. Marton (Marton, 1993) discovered thaHangary, for
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example, one of the first steps was learning ahbetlocal
environment and market, in order to be prepared |diter
opportunities. The low costs are another decisaetof that
motivates firms to invest in CEECs countries.

Obviously, if there are advantages to invest is tegion, there
are also disadvantages. Here, we can mention $kearid the
uncertainty, as well as the poor legal frameworki aveak
infrastructure. Meyer (Meyer, 1995) also suggelséd foreign
investment is inhibited because investors canmut fuitable
partners and suppliers able to provide inputs andces at the
required quality level.

2. GOVERNMENT POLICY TOWARDS FDI

According to Christian Bellak and Markus Leibre¢Bellak,
2007), governmental policies may be divided intgufatory
and interventionist. Regulatory policies include tbrovision
of public goods (as it would be the property righ#&hat is in
fact the role of these policies? Regulatory poticean be
considered a necessity to attract FDI, and of etwsmake
them sustainable. The frequent changes came ifgotéfi the
categories concerning promotional measures,
liberalization, and protection of property rights.

In contrast to regulatory policies, the economstification of
interventionist policies towards FDI is disputed. this case,
government intervention is justified if market fail or
undesirable distributional results occur. As a itebere are the
four impacts of FDI on the host economy (Ekholm)20

* Rents accruing to the host
unemployment)

» Competition effects at the industry level
» Effects on host county firms

e The impact on growth and restructuring.

country (eg.

Government may intervene in the market processroyiging
monetary incentives or by providing location fastarhere the
markets do not provide this kind of factors. Algoyernment
may also intervene if market forces lead to an simdble
regional distribution of FDI and hence to an undgse
regional distribution of jobs, income and wealBellak, 2007)

Rothsein (Rothsein, 2005) goes even further andraggs
interventionist policies into reactive and proageti¥he reactive
ones include measures to strengthen the existingtitmal
advantage, for instance R&D incentives to promatelpct or
process innovation, training of employees, creatidnnew
education facilities. Pro-active policies includeeasures
targeting new industries, generating new locati@usantages,
or attracting resources to new fields.

Empirical evidence shows that government actiarisalways
successful. Furthermore, in some cases, governrirgatsene
in the absence of market failure, or fail to acthe event of
market failure. In general, the desirability of gowment action
is linked to the government’s ability. So, the goraent
failure should be taken into consideration. Somesoes for
government failure would be the fact that governtmdrave
limited information; they also have limited contmler private
market responses and the fact that legislation Imaged
control over the bureaucracy. FDI would have noitpes
external effect on the host economy — this is why a
evaluation of policies towards FDI needs to inclymessible
government failure. (Bellak, 2007)
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In this case, interventionist policies towards FBhbuld avoid
government failure.

3. SUSTAINABLE FDI

In our research, we did not find any clear defimitiof
sustainable FDI. Anyway, we share Bellak’'s opini@®07)
that an investment is considered sustainable fftalys in a
certain location in the long term, either because lbcation
strategy of the multinational enterprises (MNE) fthe
exploitation of its ownership advantages changes,the
location policy of the government changes, or b&the of the
essential requirements for FDI to be sustainablethiat
locational needs of MNEs are matched by the pu#iwices
provided.

If a government wants to develop a strategy sotti@fDI can
become more sustainable, they first need to uraleswhy
enterprises choose a specific location. MNEs arnsidered to
locate in a given place for different reasons, hate we can
reveal proximity to market, proximity to other fismindustrial
concentration and fragmentation. Of course, owae tsome of

séctorathese factors may change.

The relative importance of each location varieqeteing on
which of their closely defined activities MNEs ldeain the
host country (Bellak, 2005). For example, customans a
relevant location factor for banks investing in tGEECS
countries if the purpose of the FDI is to gain neardhare.

In Jakub Mikulasek’s opinion (Mikulasek, 2007), ander to
attract sustainable investment, it is necessary Fid has to
follow five steps. The first step and the most bigas to target
the right partners or potential investors. Afteisthhe second
step is to develop and innovate your product atribero level,
at the micro level, and at the institutional leviaelorder for all
these efforts to be successful, it is necessatyRbhcooperate
with all the ministries. The third step is to bexible, and to be
able to change the strategy and the tools usedn&kiestep is
not to neglect “relationship marketing,” that meanskeep
supporting the existing investors, continue to waith them
and try to upgrade their investment in one’s couniihe last
step is to integrate the positive effects of FDd afithe foreign
investors in the local economy. We believe thas thiexactly
what has happened in Romania, and it is still hajmgein the
CEECs countries after 1990.

4. CASE STUDY - THE RELATIONSHIP
BETWEEN GDP AND FDI IN CEECS
COUNTRIES

In order to establish the existing relationshipasstn GDP and
FDI in CEECs countries, we have used the OECD datb
for 20 years, from 1990 to 2010. It is essentiafnntion that
we considered the CEECs countries: the Czech Rigpubl
Hungary, the Slovak Republic, Poland, and Slovenia.

In order to obtain relevant results, we have uselS S
programme. We tried to find the linear regressiquation that
has the following form: y=a+bx At first, we needr@veal the
FDI evolution and the GDP evolution in the CEECsirtaes
after 1990.



Figure 1. FDI evolution in CEECs countries
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Source: Author’ compilation based o®ECD databases, www.oecd.(

We can see fronthe figure that after 1990 FDhighly foreign investments. Although the other countrieyevnot a
increased in most of CEECs countries (after 199g mosi ~ Successful as these two, we can see some improverite
“attractive” countries for investments were Polaadd the  their FDI.

Czech Republic, which in 200/2ached their highest poiin

Figure 2. GDP evolution in CEECs countries.
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First of all, we wanted to see which looked for thepact of
FDI upon GDP in every country. After using the praogme,
we revealed the following:

The figure reveals that GDP, just like FDI, incre@sn most
countries after 1990; the highest increase wasraisarked ir
Poland and the Czeck Republic. Having identifiet,thve
wanted to know if there is any relationship betwées FDI
rise and GDP increase.

Table 2. The regression equation in CEECs countries.

GDP FDI a b probability
Ccz 25267,4. 1000 7088,41 18,17 0,001¢
HU 100.749,8 1.000 83.652,00 17,10 0,01
PO 21.619,8. 1.000 11.199,00 10,42 0,04
SK 30.976,0: 1.000 17.221,00 13,76 0,0z
SL 21.036.701,0 1.000 21.023.961,00 12,74 0,0z
OECD | 8.403.735,3 1.000 8.397.217,0Q 6,52 0,1¢
EU 4.704,11 1.000 4.862,81 -0,159 0,1t

Source: Rsults obtained by authors in SAS prograu.

e The Czech Republiclf FDI increase with 1000 u.m, ths also the given probability, we may assume that, thus
GDP increases with 18.170 u.m, so taking into aarsition country, the FDI have a very high impact on G
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 Hungary — If FDI increase with 1000 u.m, than GDP flow liberalization, creating incentives, and impirg climate

increases with 17.100 u.m, so we can conclude fbat
Hungary FDI had also a high impact on GDP.

e Poland — If FDI increase with 1000 u.m, than GDP

increases with 10.420 u.m, so in Poland FDI haw® an
important impact on GDP.

* The Slovak Relpublic — the same situation ocduFDI
increases with 1000 u.m, than GDP increases with6lBu.m.
* Slovenia — Also, the same situation: if FDI ireses with
1000 u.m, than GDP increases with 12.740 u.m.

Having found this, we may conclude that for CEEGsrtries,
FDI are very serious, and they actually have a ifsogmt
impact upon GDP from every country.

For a better understanding of the existing situmtio the
CEECs countries, we thought that it would be irgéng to
solve the same equation for the OECD countries fandhe
European Union.

After doing this, we realized that in EU27, FDI bkarot at all
the same impact on GDP as in the CEECs countriesed¥er,
if FDI in EU27 increase with 1000 u.m, than GDP rdases
with 159 u.m. This might happen because some of
investments are unprofitable, and also becauseatiothe
countries in the EU27 have the same developmest.leyg.|: it
would be inappropriate to compare Germany with Geee

By contrary, having analyzed the OECD countries, note
that if FDI increase with 1000 u.m, than GDP insesawith
6520 u.m.

5. CONCLUSIONS

In this paper, we firstly pointed out what the ‘tmcape” of
FDI looks like for countries in transition. We haskown that
even from the first five years of transition, 199895 steps
forward in privatization and liberalization were dea The next
step was to explain what sustainable FDI meanshamdFDI

can be made sustainable by government interventd.

sustainability requires a match between locatiostofs and
value-added activities. Pro-active and reactiveicped are
needed to achieve FDI sustainability. Pro-activéicigs are
geared to attract FDI, and therefore they affestasoability,

while reactive policies aim at making FDI more sishble
through distinct policy channels. It is necessarynention that
CEECs countries pursue a policy mix to attract H

providing general location factors like tariff redion, capital
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through infrastructure investment.

As a case study, we have discussed about the oreshatp
between FDI and GDP in CEECs countries, and we have
shown that they are strongly dependent. This mehas
CEECs countries should try to keep attracting itmests in
order to increase the life standard and in ordeladbieve
almost the same development as the Western European
countries.
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