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INTRODUCTION

With the fall of the USSR and the collapse of tbenmand economy system, the West
has witnessed the emergence of several new casirdniehe world map and several
new players on the economic scene. These cousemsed to emerge overnight from
shadow onto the stage of world politics and in® game of world economics. Many of
them actively turned to the West, and most of tiawve aimed to open up their former
so closed economies, constructing their policight from the beginning of the 1990s,
to attract foreign direct investments (FDI), in attiempt to heighten employment,
welfare and local production.

FDI inflow comes with many advantages to economlesan promote economic
growth, raise employment and technological levea aountry, but it is a complicated
game with the risk of designing the policies, se threign companies get all the gain
and the host economy nond.he difference between having the right and thengro
government policies has never been grédt@ummers 1995]There has been a general
fear that multinational corporations (MNC) are bmaag more and more powerful, but
despite the growing concern among certain peoplest governments nevertheless
welcome them to their countries, in the hope thay twill bring with them power and
prosperity. The Asian tiger's tremendous successedbaon openness to trade and
investments, combined with a low tax base, havergatothat openness is a more
successful path to choosdf there is one thing worse than being exploiteds inot
being exploited at dllsaid Joan Robinson [Kerr 1997:4] and the CEE toestry their
best to be the new economic tigers.

World FDI inflows over the last two decades haverenthan tripled [Narula and
Portelli 2004:2]. While the West fights to keep dismestic firms on national grounds,
the economies in Central and Eastern Europe (C&pete hard to attract outsourcing
companies and their share of FDI. According to theted Nations Conference on
Trade and Development's (UNCTAD) 2001 report, mokanges in national FDI
policies during the 90s focused on promotion of D incentives. Around 95% of
those changes were favourable to foreign invegtdhCTAD 2001: 6-7]. In terms of



regulatory trends relating to investment, the pattebserved in previous years has
persisted: the bulk of regulatory changes havelif@eid FDI. This has involved

simplified procedures, enhanced incentives, reducees and greater openness to
foreign investorslpid. 2006:9]. FDI policy framework consists of an intricate web o
policies in many layers, and while some transiticountries have great success
attracting FDI, others trail far behind. In thisnga investment environment and
incentive instruments are of outmost importanceoider to retrieve the best host
country gains, value judgment is are called forinBdiberal is no longer enough in the
game of attracting FDI, a unique policy portfolindaa stable, attractive investment

climate are needed.

The objective of this thesis is to analyse the stweent environment and incentive
schemes in order to elaborate proposals aboutppejariate FDI policy for the CEE
countries, here represented by Estonia, HungarynadR@ and The Republic of
Moldova'. In order to achieve the objective the followirgearch tasks have been set:
e To provide the theoretical background for the mmntives and strategies
connected with FDI both of the investor and thet lcosintry
e To investigate and present the theoretical backgidor incentive policies in
regard to FDI
e To compare and contrast the overall investmentrenmient in four selected
case countries by using selected indicators andoadny the findings to FDI
per capita
e To compare and contrast the principal incentiveicpgd employed in four
selected case countries with a special focus calf{®licies
e To present, compare and analyse the results

e Make proposals about the appropriate FDI policytfiercase countries

The thesis consist of two parts, firstly the stfmyuses on the theoretical background of
the investigated topic. It will present definitioaad descriptions of theoretical models
and concepts important for the understanding of, BBIwell as listing and describing

the policy tools and incentives used in politicasigin to attract FDI.

! Further in this text the Republic of Moldova vk referred to simply as Moldova.



The second part of the thesis gives empirical eMddeof the issues investigated in the
theoretical part. Firstly, an introduction to theecall investment climate in the CEE
transition countries will be given, followed by aohd analysis of the investment
environment (IE) in the case countries. The metlagoin the broad analysis will
compress indicators of investment environment eight synthetic indicators in order
to limit the analysis and present a more clearsangttured picture. The eight indicators
are chosen to convey aspects focusing on the ttocetional advantages important to
investors, when determining where to invest. Thaeight aspects include market size,
labour force, infrastructure, stability and growttarruption, freedom, ease of doing
business and competitiveness and innovation. Taniys will be compared to FDI per
capita in the final paragraph.

After the broad approach, a more narrow approadib@iused to compare and contrast
the use of financial, fiscal and other incentiveishin the case countriésAs fiscal
incentives are the primary tool of developing ecures, there will be a specific focus
on the use of those. As incentive policies areséirdit and intertwined policy group, it
is not possible to successfully apply a rankindessamilar to the one designed in the
previous chapter, therefore the incentives wilteasl simply be described, compared
and contrasted and a qualitative evaluation wilibed.

The thesis finishes with a short discussion offthere of FDI incentives and polices in

Central and Eastern Europe, before concluding resnar

The case countries chosen are Estonia, HungaryaRianand Moldova and have been
selected to represent a wide spectrum of CEE deshhioth geographically, in size and
economy, as well as concerning policy. The firge¢hcountries represent a cross-
section of the latest EU accession countfiestona named the Baltic tiger for its rapid
economic reforms, liberal, non-interventionist st&nand impressing growth rate.
Hungary, an early-leader in attracting FDI, until 1993 thdy CEE country to receive
any substantial FDI. Of the second newer enlargémoemdRomaniais interesting due

to its large size and rather promising inflow ofIFBs the final target country, not yet

2 This thesis focuses on government incentives aridcentives offered by local municipalities ardyon
loosely touched upon.

% Moldova is in some cases classified as SouthEasipe, as apposed to Central Eastern Europe,
however in this work it will be referred to as an@al Eastern European State.



EU memberMoldovawas chosen to act as a contrast case. FDI in Maldemains
low, not only due to a small market, but also duart unpredictable environment.

The empirical data was collected on the base ofabla statistics and surveys. When
comparing statistics on this topic, it is importémtkeep the vulnerability of the source
material in mind. UNCTAD and Eurostat are the Hasenost statistical input used, but
they in turn compile their statistics, on FDI, bd&® national international sources that
often compile and register their figures differgnhe standardisation of data is still an
ongoing process, and it is important to note thatoanting practises and valuation
methods differ between nations. As an example, soaumtries do not include the

collection of data on reinvested earnings in thgitistics, while some do.

Furthermore, policy decisions, especially in traosi countries, can change often and
rapidly, by the time some decisions have been phédl, translated and available, they
might already be outdated. Moldova has empiricalipwn to be a challenge due to
lacking available material in English about polgiend figures. However, this study
strives to be as accurate and updated as posdibl¢éhe sources available and practical

limitations given.



1. THEORETICAL FRAMEWORK OF FOREIGN DIRECT
INVESTMENTS

1.1. Classifications of Foreign Direct Investments
FDI is transfer of capital across borders and aarghly be defined aa long-term

investment by a foreign direct investor in an emtise resident in an economy other
than that in which the foreign direct investor issked [UNCTAD 2007]. For an
investment to be categorised as a foreign diracstment, it needs a minimum of two
actors: a parent enterprise and a foreign affilimteich together form a transnational
corporation (TNC). The TNC comprises of reinvestadnings, equity capital and other
capital, for instance intra-company loans. Furth@ento distinguish FDI from foreign
portfolio investment, FDI must be undertaken whk tntention of the parent enterprise
to exercise control over the foreign affiliatifl.]. To have control, or otherwise
formulated to have aeffective voicedoes not mean that the parent enterprise has
absolute power over the enterprise, only that tireyable to influence the management.
The UN defines control in this case as owning 10%nore of the ordinary shares or
voting power of an incorporated firm, or its equérd, for an unincorporated firm. In
addition, the OECD suggests a threshold of 10%quiitg ownership to qualify an
investor as a foreign direct investdbifl.]. However, the thresholds value for foreign
ownership various between countries and some devest specify a threshold point. In
turn, those countries take into account other exadeproving whether an investing
company keeps an effective voice in the foreigmfim which it has an equity stake.
Keeping an effective voice may also include sub@mting, management contracts,
turnkey arrangements, franchising, leasing, liagnsand production sharingn the
large picture, which threshold is set influencételidue to the large quantity of FDI



invested into majority-owned foreign affiliatekipd.]. The subsidiary into which the
investment is made is called a "direct investmemterprise”, and once a such is
established, one has to identify, which capitalw#obetween entities in other
economies, and the enterprise need to be classiddDI. Classified as FDI are the
reinvestment of earnings and the provision of ltgrga and short-term intra-company
loans (between parent and affiliate enterprises)yeall as equity capital. Only capital
provided through other enterprises related to thesstor, or provided by the direct
investor directly, qualifies as FDIdid.].

FDI can be divided into five different type based the entry mode choice of the

foreign investor:

Greenfield Investments: Among the host countries policy makers Greenfield
investments are the most popular type of investsjeag they cover direct investment
into expansion of facilities or into new facilitieBhis flow of money is hoped to create
new production capacity and work places, as wetlraate linkages to the international
market and transfer knowledge and technology fioenforeign-owned companies to the
host economy. However Greenfield investments daeogessarily add to the productive
capacity of the host country, at least not inifiaths profits tend to flow back to the
mother company as apposed to into the host coentrygomy [bid. 2000:29].

Mergers and Acquisitions: Mergers and Acquisitions are the most dynamic paRDI
world-wide, in developed economies it totalled arshof 74% of all FDI by the turn of
the millennium [Antalocy and Sass 2001:2]. Mergarsl Acquisitions consist of a
simple transfer of existing assets from local fitrmd$oreign firms. Cross-border mergers
happen, when a new legal entity is establishechbycombining of assets or operations
from existing companies in other countries. Crosder acquisitions are the process of
assets or operations being moved to a foreign coynfsam a local company, followed
by the local entity transforming itself into an ibdte of the foreign firm. Although
mergers and acquisitions are the most dynamic, dneyalso among the least popular in
host countries and are often met with an air oiceom as ownership transfers from host
country to foreign hands. They provide no long té@nefits for the host economy, and

the merger or acquisition is often followed by resturing, which more often than not



means cutting down on the number of employees [UNZR000:27]. It also does not
add to productive capacity in the host nation, haewef the policy base of a nation is
well designed and addresses the negative effeeiggars and acquisitions can become

be a gain for foreign investors and host econontly fibid. 2000:35].

Brownfield projects: Brownfield is not as well-established a term itrgmode choice
as the other categories, as it only made its oviry émto the vocabulary in the end of
the 90s. However, it cannot be ignored, when tglkibout the case of transitional
countries. Brownfield investments are a hybrid enform between Greenfield
investments and acquisitions. Where Greenfield egtsj create a completely new
company moulded to suit the investors specificradts, but with a gradual market entry
process, acquisitions acquire already working cangsa When acquired the investor
gains direct access to the new market, but withingdisons not necessarily suiting the
investor company’s build-up [Meyer and Estrin 1998:In such cases the foreign
investor will often acquire an already establislsedhpany but completely remodel it,
replacing everything from organizational structutabour force, product line and
equipment, so that only the name and customerioefatre left, and in some cases not
even thoselbid. 1998:6]. In short, Brownfield investments are acepifirms so rebuild
that they seem to be a Greenfield investmimd] 1998:4].

Horizontal FDI: When a company decides to invest in the same indabroad as it
operates in at home, it is defined as a horizdiotaign direct investment [Waldkirch
2003]. It means that the same production activibesur simultaneously in several
different countries, however the headquarters wibist likely remain in the home
country. In certain cases the horizontal investment is gmapbtarting stage, before a
company switches its production facilities comgdiete be foreign based. The change
will happen, when it becomes more cost effectivprtmduce all goods locally instead of
exporting itfChandler et al. 2003:22]. While the vertical FBIdonsidered a supplement
to trade, the horizontal approach substitutes nattesnal trade and creates more jobs in
the host economy than the vertical approatthere Meyer and Estrin introduced the
Brownfield concept to the studies of FDI, Markuseas the “father” of horizontal FDI
[Markusen 1984].



Vertical FDI: In Vertical FDI, a company locates various stage#s production in
different regions or countries, determining theakimn based on an evaluation of where
the specific production stage can be done mosteftesttively [Aizenman and Marion
2001]. The head quarters however are, just ashaitizontal FDI, most likely to remain
in the home countryertical FDI is typically represented in manufaatg; especially
in case of electronics equipment, textiles or ¢tahin the case of electronics, they will
be manufactured in one location, but assembledchothar Chandler et al. 2003:22].
Vertical FDI can be broken down into forward andkward. Forward vertical FDI is,
when a company’s domestic production is being $gican industry abroad. Whereas
when a company’s domestic production process igiged with inputs from an industry
abroad, it is defined as backward vertical FDI [Wkaich 2003]. By involving
sometimes several countries or several domestitsfin a host economy, vertical FDI

creates many linkages and also complement trade.

1.2. Motivation of Foreign Direct Investments

Companies can have many and varied motives forstmge abroad. Where policy-
makers might hope for evening out imbalances addaiag their debts, companies in
turn hope for higher turnover, due to lower producicosts. Most often factors in their
home environment spark the wish to go abroad. Tfeegers are labeled push factors.
Empirical research performed by UNCTAD in relatiom push and pull factors
determine that the largest push factors are higdumtion costs related to for instance
the rising cost of labour, larger competition frotomestic, as well as foreign,
companies and small domestic markets. In some ctsesvish to locate abroad also
comes from a wish to reduce risk, this is naturgilgdominant in companies from
developing or otherwise economical or political taide companies [UNCTAD
006:156-157].

Various researchers have applied a wide varietgiedinitions in order to understand
motives of companies. Narula and Dunning [2000]nidag [1993] and UNCTAD
[2006] combine the proposed means into four clasgibns of foreign investors based



on their investment motives. All four motivatorse astrongly reliant on pull factors

within the host economy.

Resource SeekingResource seeking investments are most often fouwveloping
countries. Resources have over time been the myzsirtant pull factor in attracting
foreign investors into low-capital countries. Howewhe primary sector output has
diminished and much of the world’s material is nbaing controlled by state-owned
enterprises. This has lead about the change tragfoparticipation in these ventures is
less likely to happen via FDI and more likely tophan via non-equity arrangements
[UNCTAD 1998:31-32].The seeked resources include labour force, minesdtsand
others. Companies most often seek production factamre favourable than those in the
home country in an attempt to reduce costs orke tmlvantages of natural resources
not available there [Lall and Narula 2004:6]. Th&s®ls of investments can result in
many linkages between host and home country. Thzdrmal FDI described in the

above paragraph often comes in the form of rescageking investments.

Market seeking: Expanding one’s markets is a common goal of inngsibroad, and
the investing into transition economies often hayspeased on a market-seeking motive
[Lall and Narula 2004:6], triggered by the decistbat a market can best be served or
reached by a physical presence as apposed to expbecensing. [Varblane 2000:2].
These investments are often made to maintain oetpEe new markets, expand
existing ones, compete with other firms or simpty discover new grounds. The
decision can also be designed in an effort to oingent protectionist tariff barriers or

other government imposed market distortions.

Restructuring and efficiency seeking: Companies will restructure their already
existing foreign production in an attempt to opsmiand create higher efficiency and
profitability [Lall and Narula 2004:6]. It is a tbof restructuring or sometimes
expanding Ibid. 2004:2]. They will normally seek to use the adaget of entering into
developed countries with low production costs asitigieconomies of scale and scope,
or they will focus on more industrialised develapieconomies, as they have stringent
capability needslpid. 2004:6]. Investments like these tend to come atfitiadal
investments and have a rather different host cguwaftect compared to market seeking



investments, which bring an inflow of resources, nagement capacities and
technology, as it attributes its affiliates withoss-border organizational directions
[Varblane 2000:3]. This kind of investments thrilesst in an environment of free trade
and low government imposed barriers. For the hosh@my efficiency seekers are the
most beneficial investor type, as their activiti@®duce spillover effects, promote
export and improve the competitive environment pfame and Ziacik 1999:179].

Strategic Assets seekingalso known as new asset seekinQompanies investing in
the hope of creating higher efficiency and profiiah looking for products, innovative
ideas or even market expertise or distribution pet® fall in the Strategic Assets
Seeking category. They will often be attemptingptotect their market position by
protecting, advancing or sustaining their positiofhe later often happens in
competitive intensive sectors such as capital, rmé&tion or technology [Dunning
1992].

While the three first categories can be groupegtteer, as they are all using existing
firm-specific assets and attempting to generaten@oic gain by exploiting those

assets, this final category focuses on attractindewveloping new assets altogether in
order to generate more assets or protect alreayirex ones. Companies with new
assets seeing motives are unlikely to enter inteeld@ing countries [Lall and Narula

2004:6].

The eclectic paradigm (OLI Framework) and The Invesment development Path
(IDP)

One of the most well known theories in FDI is thecalled Eclectic paradigm, whose theory was intoedl by Dunning in 1977 at
a Nobel Symposium in Stockholm [Dunning 2001:1] aad been developed further by Dunning during ¢lievfing decades.
Despite some criticism, it is still widely appligatay, mostly under its nickname the OLI model, adrafter its three components:
Organisation, Location and InternationalisationisThamework can be used to explain why MNC'’s cleotmsinvest abroad as
apposed to for instance licensing or outsourcimtaefacilities. Dunning himself [2001:4] argueshiis more recent writings that
the eclectic paradigm’s strong suit lies within lgamg the determinants of international producti@ther than being applied as a
predictive theory of the MNBuaMNE. In addition, he stresses that it is importantemember that no one theory can cover all
aspects of foreign-owned value-added activityhashotivations and expectations have too many iesgbid. 2001:4].

However, for this study the eclectic paradigm értkes suitable variables.
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Figure 1. OLI Framework

Source: Composed by author

The three components of the framework are meaiitistrate the three determinant factors evaluagah by a MNC, when
choosing its foreign location, after a decisiotinest abroad has been made. Logically it mostdweficial for a company to go
abroad and it bases its evaluation of benefitsvamesship, location and internalisation advantadfed [1993, 2000 and 2001]. The
combination of these three indicators should eral positive result for the company such as an as&én overall productivity
[Vahter and Masso 2005:7]. All three need to bélled for FDI to flow, if only one is fulfilled, he company can choose other
means of market entering such as licensing or ¢xgor

Organisation advantages:Advantages of the company, which compensate foada&ional costs it takes to establish an entity
abroad in a foreign environment. In addition, thgamisation needs to compensate their disadvanfageg the firm in
comparison with local companies. Organizationakadages can be economies of scale, tariff priviiegelitical advantages,
trademark recognition and inter-country sales links

Locational advantages(Pull factors): Locational advantages can alstabelled pull factors, as they pull the investanfrthe

home economy towards the host economy as mentadmaee. The advantages of the host country anddggibn include size of
market, new market, macroeconomic environment, igueduction costs, lower wages, savings on tratgmsts, supply of raw
materials, tax advantages and spillovers. In gérlecational advantages can be used to genetatger profit for the company.

Internalisation (Push factors): How the foreign company can takeatage of the two above-mentioned criteria by Feter

than other methods such as licensing. Combineth#tbod of FDI needs to provide a competitive adsgt possibly to avoid
competition from local firms. This threat would less, if the MNC keeps full control over their @ssélternatively, the

motivation can be the allure of penetrating a nealde market or other motives mentioned in thevipres chapter. In addition,
push factors are important —maybe the economia@mvient in the home economy is not lucrative, makleevages have gone up
or the political environment is turning unstable.

In general, while all three determinants are Vitai the investor’'s point of view, the
host country as such has relative little influerare step one and three, however
locational advantages relies on host country chariatics and is crucial for the inflow
of FDI into the host country. The more OLI advarmg company is likely to get from
going abroad, the greater is the chance they Wwilose the model of FDI. The more
OLI advantages a firm possesses the greater theepsdy of adopting an entry mode

with a high control level such as wholly owned west



Dunning has, as mentioned, developed this modéhdunn response to critisism. In
this setting, two of his attributions are importéminclude. Critics have voiced that the
OLI framework does not take into account the immddhe situation, surroundings and
the decision maker [Xuemin and Decker 2004:27].t Haas lead to the incorporation of
location specific determinants. Not just the looaéll advantages are variables, but one
most take into account the relative importanceochtion specific determinants. They
depend upon motive of investment, type of investisector of investment and size of
investment. These determinants are all relative culto change as the environment
changes around them, this is important when detengpiinvestment policies, as what
might be favourable to one region might not becsartother.

The other contributions are the introduction of tviRainning [2001:8] name3he
Investment Development Path (ID&)d Narula [1996] defines &ages in FDI inflow
The hypothesis behind IDP is that the OLI configjora changes together with five
stages, which are meant to illustrate the varidaiges a country evolves through on its

development path. The stages are described sloeityv:

Pre-industrialization: Countries are not attractige foreign investors as there are not
enough locational advantages. The country itselfoigoor to invest outside. Main
companies able to compete for investments aredddatraw material industries. Main
aim of host country government is to guarantee ecgrnwith raw materials.

. The inflow of FDI starts to increase, but therestil a very low outflow. The domestic
market starts to expand. Main target for foreigmestors are still industries based on
raw material and oriented to export. Cheap laboilk e used heavily to market
products for the investor home market.

. Gradual decrease of FDI and increase of outflowneéstments. The domestic wages
are growing and labour intensive production wiliméhish. Competition between
domestic and foreign firms will start.

. Outflow and inflow of investments starts to balan@mmestic firms do not only
compete with foreign firms on local markets butoadart penetrating other markets.
The service sector grows in importance also intimlato investments. Outflow will

begin to exceed the inflow of investments.



5. The balance between inflow and outflow starts tactfiate. This is the situation
advanced nations are reaching currently. Crossebdrdnsactions have an increasing

prosperity internalised by MNESs.

1.3. Host Country Effects of Foreign Direct Investments

As illustrated many factors can be determining, nvltempanies decide to invest
abroad, as well as when policy makers aim theiicgs towards attracting FDI.
However, the final goal for the companies and tbécp makers are similar; they
expect lucrative advantages. FDI is popular, bexassapposed to for instance portfolio
investments, it has a more long-term character.e@ouents in the host economy
expect various positive effects from FDI such agiteh and tax revenue, fuelling of
economic growth and evening out of macroeconomibalances within the host
economy. FDI can contribute to a more competitimgirenment, higher exports, job
creation, spillover in the fields of knowledge aeghnology [Blomstrom and Kokko
2003:2].

Due to the liberalisation of markets, national goweents have lost a significant share
of the tools, they used to imply to promote welfatecal employment and
competitiveness; therefore they turn to the instots left for them such as FDI
instruments Ipid. 2003:3]. Although liberalisation has limited gonerents powers, it
has likewise meant that market size has begun tded® important for attracting
investments due to global and regional agreemehis. [2003:2], so now even small
markets can compete in the game, if they employriplet tools. The right tools
combined with other market advantages can be kdbellll factors, as they are used as
tools in order to pull companies inward. Empiricegéearch performed by UNCTAD in
relation to push and pull factors determines tlmat fargest pull factors are liberal
governments offering good opportunities to investdihat may include investments in
infrastructure, transparency, political and ecorwostability. All in all liberalisation is
the key seen from the host economy perspective [UNZ 2006:156-157]. Other
positive effects of changing policies towards mopen markets, are that in short terms
the costs of incentive tools are hard to see, vésetiee benefits of FDI; such as rise in
employment and growth of economy are visible tolih@ad majority. Besides simply

attracting capital, the policies gain popularity ag the people as the growth of



economy and links to other markets become apparéese gains are also appealing to
the policy makers in the CEE countries, who havéamge numbers opened up their
economies to the West in attempts to heighten eympot, welfare and local
production. In addition, incentives grow more gewnsr with the change in climate
[Easson 2001:272]. The hope of policy makers i$ tiair investment in FDI incentive
packages will be exceeded by the social benefitsDif Policy makers hope to attract
knowledge by the way of FDI. In the early yearemthe fall of the USSR, FDI has
been vital to create change within the economidesys of the former Eastern bloc
countries by inducing much needed capital, gemegattash revenues for empty
government budgets and helping to restructure ggtade industry and agriculture
[Dunning 1991].

Many of the hopes of governments lie in spilloviees. Although a company as such
might not have any direct interest in spilloversitige spillover into the host economy
will benefit the reputation of a foreign companyhile negative spillovers might cause
bad publicity and concern from local stakeholdarspns or NGOs [Meyer 2004:260].
Spillover was first introduces into the field of FID the 1960s [Blomstrém and Kokko
2003:17] by a line of authors aiming to establiskts and benefits of FDI. Spillover is
a term used in many spheres to describe the gemedtqualities and the subsequent
transfer into other sectors. Spillover effectstha context of home country effects, are
effects from the proximity of multinational enteiges that have invested abroad upon
other local enterprises in the home country. In d¢betext of host country effects of
FDI, FDI spillovers measure how the presence ohdirwith foreign owners in the
country affects other firms inside this host coyntt can be cooncluded that spillovers
in the home country take place when the MNEs careeq all the benefits that follow
from making outward FDI abroad; some of these bené&fpill over” to the national
firms in the home economy. [Vahter and Masso 20857

In the case of FDI, it concerns mostly the spilloseknowledge and technology from
foreign affiliates to the local host economy andméstic companies. When
governments argue pro FDI, the benefits generagetthd spillover effect are often the
main argument. It is assumed that the spillover effects are sieffitty large to justify
investment incentive$Blomstrom and Kokko 2003:9]. Spillover occurs stly in the

fields of knowledge and technology. As foreign firranter a country, they will most



likely to some extend bring with them knowledge d@echnology. It is hoped that by
attracting FDI, the host country will gain this néschnology and know how. However,
results of spillover can be mixed. Research suppbe theory that both host country
and host industry strongly influence spillover gemce. Depending on methodology,
researchers indicate efficiency gain as a resulteofinology spillover, while others
conclude downright negative effects [Narula andt&nr2004.6] Some studies have
showed that spillover does not always occur, bexéasal industries or manufacturers
simply do not have the capability to extract theowtedge or compete with foreign
companies. In cases with a weak or poor industrgret will also be no significant
modern technology transfer. There is a risk thatftreign entity only imports second
grade or inappropriate technology or that transfees not occur or spread due to
various factors [Sass 2003:5]. Import preferencasy \depending on host country
characteristics, and it is important to note thaitiesers are not considered by the
foreign firms in their value assessment [Blomstrénad Kokko 2003:3]. Furthermore,
spillover effects are hard to quantify. Not all @tments have the capability to create
the same amount of spillover. The division into ivex earlier presented is interesting
in this perspective. Resource seeking activities/ide fewer spillovers than market-
seeking investments, as they tend to be more taptiémsive [Lall and Narula 2004:7].
Local market oriented firms have more interactiord g&herefore stronger positive
impact than export oriented firms [Blomstrom andkko 2003:15]. It can also happen
that the foreign companies will focus on a fieldratustry or production, where there is
no competition or no prior experience in the hostirgry with the result that little
spillover can be expectedb[d. 2003:14]. The closer the contact between foreign
branches and local companies are, the more likelg that spillover occurs. FDI
benefits are not generated automatically [Sass:30@&thuria 1998]. The creation of
linkages is vital and certain host country traked to be in place. When all this is said,
spillover does occur on a regular basisoreign presence seems to have a significant
positive impact on the rates of growth of local gwotivity’ [Blomstrom and Kokko
2003:12]. MNE in a host country can lead to spi#ss of inward FDI to local
enterprises. If foreign firms introduce new produand/or processes in their affiliates in
a host country, domestic firms and other foreigmegvfirms may benefit from a faster

diffusion of new technology. The diffusion comesotigh worker mobility between



foreign owned and domestic firms, demonstratiorectff and through increased
incentives to adopt state-of-the art technologydomestic firms, due to increased
competition in the product marketb{d. 2003]. Technological spillover may occur
directly or indirectly. Directly via local subsidias of international firms or indirectly
through transactions between host country firms lacdl subsidiaries [Sass 2003:5]
Technological transfer is an important gain for kst economy as technology can be
implemented in various fields ranging from change eaport, import structure,
infrastructure, R&D, improved productivity, changesthe human capital baséid.
2003:5].

One form of spillover is intra-industry spilloveria several channels, foreign presence
in one sector can spill over into domestic firmsuend it. This can happen via transfer
of employees that have been trained in the forafjilate and later decide to change to
a domestic company or to set up their own businessging their knowledge with
them as an asset. Also domestic companies that aeoe been sceptic about new
methods or designs can be inspired by foreigniai$ that bring with them new
equipment or other ways of managing, distributingselling goods. By seeing that it
works for them domestic firms can decide to try rihimgs and make new investments
themselves [Meyer 2004:262]. Empirical data doesoaling to Meyer [2004:262-
263], not support the theory of positive intra-istiy spillover, however he suggest that
in the case of transition economies the environnmeight be more favourable in that
prospect.

In addition to technology transfer from the partnits subsidiary, foreign subsidiaries
themselves can be important sources for the tramdfeechnological knowledge and
host market and foreign linkages related knowlgdgée parent in the home country as
well. This may occur, especially, if the affiliatese located in places with many
innovative activities. [Vahter and Masso 2005:8]oMérs that will be trained in a
foreign affiliate transfer knowledge later on téoeal firms, for instance when the local
companies become suppliers and hire workers preljidrained in foreign affiliates.

An important buzzword in spillover is the creatiaf linkages between foreign
companies and local economies. A host country's, sechnological capability of local
firms, government policies and local content regafainfluence the extend of linkages

formed [Narula and Portelli 2004:9]. In general mdinkages are generated, when



communication between affiliate and parent compairgy costly, when the production
process evolves the intensive utilisation of intedilmte goods and when home and host
country are not too different, when it comes to thems of variety of intermediate
goods producedbid. 2004:8].

As mentioned previously, vertical FDI creates mhnkages between a host countries
domestic companies and the home country of thestovetherefore spillovers tend to
be vertical rather than horizontal, as horizonpallevers are simply the effects of FDI
on other firms in the same sector (to the compaiifibid. 2004:7]. Vertical linkages
are created by the producer and customer surpaadect by market transactions rather
than by any externalities [Meyer 2004:264] and especially important in generating
technology spillovers [Narula and Portelli 2004:8].

Backward linkages can benefit the host economy anel generated between
multinational enterprises (MNEs) and local supgliertegrated in the host economy
[Ibid. 2004:8], although forward linkages are more lki result in positive spillover
[Sass 2003:10]. Forward linkages are created byndtream business. When domestic
companies functioning as outlets for investors ikecasupport by foreign companies
perhaps as training or with the supply of machinerygoods this may increase
productivity and improve sales per services [Me3@b4:264].

Apart from knowledge and technology spillover allse competition logically initiated
from the appearance of foreign firms on the markaty be said to be classified as
spillover. The competition forces, or motivatescdb firms to invest in newer
technology and work harder or faster in order tepkeip. Again, spillover is only
generated, if there are interactions between loaats foreign firms, and there is a
geographical dimension of positive inter-industpillever [Blomstrom and Kokko
2003:12]. Domestic firms close to the foreign firseem mainly to be affected by the
positive impact of FDI. Should the foreign firmsodse to focus on niche activities
spillover will be small due to lack of interactidi.is also true that competition has the
risk that local firms might be pressed out of marked end up in market segments of
no interest to foreign firms [Blomstrém and Kokka03:14], but competition in general

is proved to be favourable for generating spillofBdomstrom and Kokko 2003:15].

Table 1. Spillover gains and preconditions



Expected gains from Necessary preconditions for

spillover spillover

Technology Transfer Liberal business environment
Knowledge Transfer Updated industry
Competitive environment Well educated labour force
Creating work places Well-functioning institutions
Capital

Source: Composed by author

As stressed earlier spillover is NOT an automaticsequence, there are a number of
necessary preconditions for spillover to occurcéd by multiple host country and host
industry factors. Whether a country’s industry isleato benefit depends on the
countries absorption capacity. Integration of FBtioi host economy is an important
focus area [Sass 2003:3] and the host countriescigido absorb the spillover is vital
for development. One could define absorption ciéypaas the capability within a host
country to accumulate, absorb and benefit fromrtetdgy and know-how transferred
to it via linkages with foreign affiliates operagirwithin the economy [Narula and
Portelli 2004:10]. Research has shown that hosttcpwharacteristics are alpha omega
for their ability to absorb and benefit from spity effects generated by FDI inflow. A
host country with a highly competitive environmehigh educational level of labour
force and with fewer formal requirements on theliafés operation [Kokko and
Blomstrom 199] will be awarded higher benefits.

One could imagine a scenario, where a weak counttly a weak local industry
suddenly is swamped by foreign affiliates simplyedio the lack of competitive
environment; in that case, the locals will be takem of the game altogether without
any gain. Ability and motivation among local firrage vital, they need to engage with
foreign affiliates in order to absorb skills andokriedge [Blomstrom and Kokko
2003:16]. Low competition and high technology galm prevent positive spillovers to
emerge [Narula and Portelli 2004:1TWeak technological capability may be an
obstacle for spillover’[Blomstrom and Kokko 2003:14] as the host couritag no
prior experience and training in dealing with, presading, the technology in question.
An exhausting examination by Blomstrom et al in 4%®ncludes that spillovers are
concentrated to middle-income countries, which gaim linked to the question of
absorption capacity. These findings are supporie®ddasubramanyan in 1998, who
concludes that FDI needs a certain level of welletlgped infrastructure, stable



economic climate and human capital in order to bheodirable to development
[Blomstrom and Kokko 2003:16]. Narula and Dunni2@@0] agree with that in their
findings and add the necessity of well-defined ifasbnal milieu. Each part is
necessary and belongs at different stages of dewelot with different costs and
benefits. The main point being that investing ititese components at the right stages
will result in a multiplier effect for the host esomy [Lall and Narula 2004:12].



1.4. Layers of Foreign Direct Investment Policy Framework

The main indicators necessary to attract FDI ingodv complicated mix of economic
factors, policy framework and business motivesthiem competition to attract FDI there
are several layers. Figure 2 attempts to illustitadse layers.

Core policies:a wide range of \ Outer ring policies: Macroeconomic
policies dealing with entry and policies such as industrial innovation
Operation of the forEign investor, as ~ techn0|ogy and regiona| deve|opment,
well as trade and privatisation. SN - i

\

Inner ring policies: monetary,
fiscal and exchange rate policies

Host country
macroeconomic
environment

Figure 2. Layers of Policy Framework

Source: Composed by author

At the centre, there is a core, which consistsalities focused on entry and operation of
the foreign investors such as regulating whichtagihey have and what standards of
treatment they may receive, as well as policiegroimg the functioning of the market
as such. Supplementary core policies may be thbsede and privatisation, as they
influence, directly and sometimes indirectly, thteeiveness of the other FDI policies
[UNCTAD 1998].

The following layer is formed by national policiesned at liberalising the FDI framework such as etary, fiscal and exchange
rate policies, while an outer ring of policies imad at attaining a favourable investment climate promote FDI inflow and
therefore balances on a macroeconomic level [UNCTAB8:97-99]. The outer ring entails an intricaig of policies covering
areas such as industrial innovation, technologyragibnal development and labour market. Finally@inding all policies and
policy decisions is the actual macroeconomic emvirent of the host country.

The contents of these layers differ from nationation depending on development level and pri@igas of the government. The
cores of the framework have in time become ratimeitas due to globalisation and regional co-opematitherefore the rings

become increasingly important in order to diffeiatet and attract FDI. The boundaries between yerdaare also becoming
increasingly blurry as investors demand more ofcydtamework.

In order to attract FDI governments make the use&easfain instruments in policy-
making, those instruments can be divided into twsbirttt groups as defined by Oman
[2000]: incentives and rule-based instruments. fEh@s incentives cover the fiscal and

financial policies —which both belong to the inmerg of policies, while rule-based



instruments include a broader range of governmesttuments from the formation of
inter-regional cooperation’s, the set-up of ecoromunes or labour policies and belong

at large to the outer ring. In the next chaptavséhinstruments will be presented.

Incentive-based instruments

The legal, political and economic stability of auntry, potential growth, labour skills, its geognagal location, production costs,
its relative factor endowment and its size arentlaén factors looked upon by foreign investors wHeniding where to invest
[Antalocy and Sass 2001:8-9]. Although it has beerch discussed, as of the later years there seehaé been formed a general
consensus among scholars that FDI incentive schieelpsletermine, how attractive a country or agegnay perform in

attracting foreign investing. When companies lamknt/est into a quite similar region, the incentpackage may form a more very
important factor, when picking the final locatiohntalocy and Sass 2001:9]. Theory suggests thahiie schemes are highly
effective in cases where countries wish to distisigthemselves from neighbouring countries or negjidn scenarios where the
business climate is already favourable and wherénitentives come early and with an amount of g#gtan the investment
project’s life circle [Bergman 2000]. With the litadisation of the legal framework concerning FDQentral and Eastern Europe,
the incentive schemes have raised their importtivere also.

For the host country to benefit from the FDI anddatinuously increase the annual inflow, the ecoiogolicies will continue to

be extremely important in a world that becomes ngtwbal and similar [Sass 2003:4]. Financial asddl policies are important,
when focusing upon a country’s economic stabiliynong the macroeconomic policies they are the nmggbrtant, as they effect
investment types and decisions [Antalocy and S@84&:8]. To attract the foreign direct investmehg governments make use of a
wide array of instruments giving the foreign comiparcertain advantagesntentives are any measurable economic advantage
afforded specific enterprises or categories of gtses (or at the direction of) a government, der to encourage them to behave
in a certain mannér [UNCTAD 1996]. Incentives are provided by governtseand their, as well as local municipalities [Aoty
and Sass 2001:9]. At large one can divide thogeuiments into three main categories: monetaryafi§ocentive based) and other
incentives (rules based). Incentives of both fiszal financial origin can be granted to foreigneistors both at discretion or
automatically and with or without certain conditsoiied to them [Oman 2000:21]. The conditions cath lbe, as will be shown in
the analytical part of the paper, attached to sfzevestment, region, length or performance regmients. The table below gives a
short overview of the main incentives in all thoegegories.

Table 2.Specific Policy Tools for Attracting Foreign Direlcivestments

Financial Fiscal Rule-based
e Subsidies e Tax exemption e Monopoly power
e Partial state ownership e VAT exemption e Lower price on input
e Credit guarantees e Tax deduction e Free or reduced real
e Support of personal e Lowering of import tariffs estate
training or retraining ¢ Reinvestment allowances o Preferential treatment
e Export guarantees e Taxrebate e Custom free areas
e Softloans e Tax credit e Special economic
e Insurance and credit e Import duties zones
e Lower tax rates Industrial parks
e Elimination / lowering of Promotion

import tariffs Free land access
e Social security benefits Special conditions in
paid by state tenders
Source: Compiled by author based on UNCTAD 1996ssS2003, Antalocy and Sass 2001 and
Blomstrom and Kokko 2003

According to theory, the most used instrument ivettgping and transition economies
are fiscal incentives, therefore they will also the primary focus for the following
comparison of case country incentive policies [UMDT2000]. The reason for their

popularity among developing countries, lies witthe fact that they do not have to be



directly financed by public funds, which in turntimese countries is likely to be scarce
[Blomstrom and Kokko 2003:5]. Although abolishmeftimport duties creates a loss
of fiscal revenues, it can also attract FDI [Antalp and Sass 2001:16]. The most
applied fiscal policies includeeductions of the base income tax rate, tax hafiday
exemptions from import duties or duty drawbacksdudtion of promotional and
advertisement costs, capital based incentiveslan@dassibility to carry forward losses,
accelerated depreciation allowances, investmentrexigvestment allowances, as well
as specific deduction from gross earnings for inedax-purposes or deductions from
social security contributions [Oman 2000:20-23 #&rdalocy and Sass 2001:9]. The
majority of these aim at reducing the tax burderfaséign investors. According to
empirical evidence, the general level of taxestal when attracting foreign FDI, since
a lower level of tax usually will result in a hightevel of profit for the company
[Antalocy and Sass 2001:8]. As mentioned acceddratrite-offs are another tool
relevant for transition economies, as it reduces éxpenses for investors, while
encourages them to invest in new equipment, magharel buildings.

Reduced taxes or charges on the wage bill areyrapgllied in transition economies, as
the tax level is already kind to foreign investdintaloczy and Sass 2001:16].
However smaller countries, or countries otherwisg that attractive, can gain on
diminishing tax rates according to empirical evickefrom Clark [Clark 2000].

There is a danger however in diminishing the exeerad tax burden of the foreign
investor, as footloose companies may be attracyet@b holidays, but may very well
leave again once the tax holidays expires. Taxdhgs have little effect on spillover,
however combined with certain political elementskveard and forward linkages can
be enhanced [Antaloczy and Sass 2001:15] with #e @f turning the footloose into a
steady investor or make them transfer additionaltler activities to the host economy.
While tax holidays may attract new investments gewode-offs, tax allowances and
lower tax rates for reinvested earnings help pléagestors already present [Antaloczy
and Sass 2001:15].

While fiscal incentives are most popular in deveigpcountries, financial incentives
are the preferred tool of choice in developed coes{fUNCTAD 2000]. In developed
countries the amount of financial incentive perj@cbor job created is generally much



higher than in other regions [Antaloczy and Sag¥l21B5]. As well as fiscal incentives,
financial incentives are applied by governmentsirinattempt to divert FDI to certain
sectors. Where fiscal policies aim at reducingttbeburden, financial aim at providing
direct financial support in an attempt to reducedkerall costs of investing.

The most important financial incentives are gramtisp widely used are subsidiary
loans and loan guarantees, access to subsidises, loperational costs deduction for
the foreign company or defray capital. These ingestare frequently targeted, at least
nominally at specific purposes such as grants &molir training, wage subsidies,

donations of land and/or site facilities [Oman 2@00623].

Rule-based, or outer-ring, policies are a much deoaand heterogeneous group of
policy instruments. They range from inter-regionabperation, economic zones over
investment agencies to labour market policies. bksed instruments cover incentives,
which cannot be included into financial or fiscabgp. The main aims of the other
incentives are by non-financial means to incredse profitability of the foreign
investment. Instruments may fall into various pplareas by providing infrastructure,
subsidising prices for services or increasing maskare. The later may be done by
preferential treatment or the granting of monopats [Antalocy and Sass 2001:8j.
this case structural and market policies are egumlbortant, as are educational, training
and health policies. They all influence the stdt&k&D in a country, its labour force,
infrastructure, industrial structure and compositaf economic unitslpid. 2001:8-9].
This is all necessary on various levels, when ime® to attracting, and just as
importantly absorbing, FDI and the benefits it gario a host country. These mentioned
tools can be used for more than simply attractibg Ehey also act in a certain extend as
structural policy tools to name an example. Thigpgeas as the aim moves from simply
attracting to attracting FDI into a certain indydtibid. 2001:17]. Alternatively, regional
development is attempted advanced by offering cleagh or special zones to move to
certain rural areas or areas of high unemploymemtirtg it into, in the last case, a
labour market tool.

FDI policy expands when new needs arise —when amoay only attracts footloose investors, quick mveagain, creating

linkages with the investor and the host economyfrecthe new goal thus expanding the extend of tuadspolicies connected
with FDI inflow.



The spillover effects policy makers hope to generatfrom FDI inflow are as

mentioned not generated automatically. However, the is a possibility to further it

by attaching performance requirements (PR) and conitions to the incentive
schemes. PR’s include export requirements, the regqement of domestic
participation, local benefit requirements, technolgy transfer requirements, R&D

requirements, and employment-related requirements.lt most be noted that
multilateral and regional conventions impose certai restrictions on the use of such
clauses [Sass 2003:11].



2. COMPARATIVE ANALYSIS OF INVESTMENT
ENVIRONMENT AND INCENTIVE POLICIES IN CASE
COUNTRIES

2.1. Common characteristics of Central and Eastern European

Transition Countries

Central and Eastern Europe attracts high inflow$of. It is considered the second
most attractive investment area in a global petsgeoonly topped by Western Europe
[Hoof 2006]. Improvements in stability and law frawork influence the inflow rather
quickly in this region, so frequent changes in @oframework occur regularly.

Prior to World War one and the Russian revolutionly Russia attracted noticeable
FDI in the region due to its natural resources, éx@v with the rise of the Bolsheviks
and especially with Stalin’s rise to power, thisneato an end. Foreign capital and
investors with their capitalistic instincts wereampatible with the idealistic idea of the
Soviet Union, which became a closed area, untib&@dnev’s reforms in the late 1980s
[Meyer and Pind 1998:6-8]. Bureaucracy and crimetiooed to be the mark of many
of the former communist states until the turn @& thillennium, and still today continue
to make hindrances for the free flow of FDI.

Empirical data suggest that the starting pointf@jor investments into the transition
economies was 199%bjd. 1998:15], and since than the growth has contiratedcket
speed. As the table below shows, the average gnatghfor FDI stock in the world, as
well as developed and developing countries, sirg¥5,1has been around three times,
while for the combined CEE countries the amouninefard FDI stock has grown by
11,89 times in just one decade. The amazing groatid of the CEE becomes even
clearer, when comparing the inward stock in 2008 whe figures from 1990, where



the inward stock for the CEE has grown more thaé ties. That is more than 32
times the world rate.

Table 3.Inward stock of FDI, millions of USD

Region 1990 1995 2000 2003 2005 Growth  Growth
1990/200E 1995/2005

World total 1,950,303 2,992,068 6,089,884 8,245,074 10,129,7395,19 3,39

Developed 1,399,509 2,035,799 4,011,686 5,701,633 7,117,110 5,09 3,5

countries

Developing 547,965 916,697 1,939,928,280,171 2,756,992 5,03 3

countries

CEE 2,828 39,573 138,271 263,270 470,689 166,44 11,89

Source: Compiled by author based on UNCTAD 2004&arntor’s own calculations

While 1995 was the starting point for major FDIlaw into the region, 1997 was the
first year Eastern Europe as a whole registeredsétiye GDP growth rate (see Table
14 for case country GDP growth rate).

The inflow of FDI has since the very beginning beemcentrated heavily in certain
countries [Kekic 2005]. Hungary quickly became afe¢he leaders on the level of the
Asian tigers Malaysia and Singapore. Currentlydih@e of Hungary in the overall CEE
inward FDI stock is 13% [UNCTAD database]. Estomias right behind Hungary in
attracting FDI (looking at per capita) and currgrties a share of CEE inward stack
totalling 2,6 % [UNCTAD database]. Moldova’s FDbek, although in growth, only
totals 0,2% of total CEE inward FDI stock [UNCTARtdbase].

The Baltic countries have all been very succes$fiainy attribute the success to their
small size and reform-friendly governments, combimath their close proximity and
ties to the Northern region.

In general, flows into the entire post-communisgioa have for a long time been
dominated by inflows into the natural resource @efi{ekic 2005]. However focusing
on the CEE, not taking into account the oil ricinnier states Azerbaijan, Kazakhstan
and Turkmenistan further east, the largest infldWDI is into the financial sector, as
well as into logistics and distribution. The largeésvestor into the region overall
continues to be the USA, with Germany as the setangést contributor [LocoMonitor
2007].

When early on investors were asked about theiraats in the post-communist sphere,
the answers were often that the long-term potemiad attracting and the first mover



potential alluring [Meyer and Pind:29], despite thigh risk connected with doing

business in an unstable environment.

According to Varblane [2000:4-5] the developmengofiernment policies in the CEE
after WWII can be divided into three periods. Tirstfof these ranging 1945 to mid
1950, the second from mid 1950s to the end of %04, and the final one taking its
beginning in the early 1980s.

In the first period the outflows of FDI came mairitpm the US, and the developing
countries governments were relatively indifferefihan came a period of growing
protectionist approach and restrictions. This a#dcnot only FDI, but also foreign
trade. The buzzword of the time embedded in govemintoncern was irhport
substituting industrializatich Since the 80s, this buzzword was replaces bynihs
“liberalisation”. Governments have continued to liberalise their FRneworks ever
since with the result of a boom in FDI stock [UNCID'A998:94].

In general, there are three main aims of the lideltd policies. The first being reducing
restrictions, which aims at removing objects thiatait the free flow of the market by
applying specific restrictions to foreign investassach as instance tariffs, but also
regarding incentives and subsidies. This is nowlefior most countries, although a few
sectors of strategic importance remain protectedrijdane 2000:5]. In Central and
Eastern Europe the privatisation policies havetdedh this removal of restrictions in
great deal. Another aim is the strengthening oftpasstandards of treatment of foreign
investors. This is reflected by countless bilateragional and multilateral agreements
signed dealing specifically with the protection drehtment of FDI. This was especially
the case in the beginning of the 90s, as trangitioountries emerged onto the scene of
world economy. The third aim of liberal FDI polisies the strengthening of market
controls [UNCTAD 1998:94]. This happens to ensina the competitive environment
is functioning properly. This is ensured by makaggeements and laws on disclosure of
information, prudential supervision as well as cetfitfn rules. Since 1980 the number
of countries with competition laws has increased@ofrom 40 [UNCTAD 1997a]. In
the beginning of the new millennium, several pastimunist countries joined the EU
with the benefits that follow such as politicallstiy, structural reform and upgrade of
infrastructure and skills [Kekic 2005]. One shouldt underestimate the benefits of



accession in term of EU structural reforms andesiggoximity to the EU corelljid.],

which will make the countries seem more attractovenvestors.

Privatisation in Central and Eastern Europe

Privatisation has been a major tool in all CEE ¢oas in term of creating basis for FDI
inflow, however the methods of privatisation haseg greatly throughout the region.
The most common method of privatising large firmsrldwide is stock market
flotation i.e. the general population would be tedito buy shares in an “initial public
offering “(IPO). This however was not feasible rettransition context, because IPO’s
require developed stock markets, where the capéal be raised. In CEE, investible
financial assets were small, and stock market eggoy institution, and stock markets
in general, not present. Most crucially potentralastors lacked detailed info on state-
owned firms. Instead voucher privatisation was tigpexd, the basic idea being that all
citizens receive a voucher, which they can useetjuire shares in firms. This was
implemented widely across CEE, and many countrgsl woucher privatisation as a
main pillar of their privatisation process excemt Hungary [Meyer 2003].

Table 4 gives an overview of methods of privat@atidistinguishing to whom the

companies were transferred.

Table 4.How to privatise and to who?

To the general| To current To previous | To outside investors, such as
population managers owners foreign or domestic private
and/or firms
workers
By sale Stock  market MDO, MEBO: Auction: Negotiated
flotation: from|e.g. Poland and Everywhere for  sale, tender:
mid 1990’s Romania small business  Estonia
only and
Hungary
By free Voucher Restitution:
distribution  privatisation: Bulgaria and
Most countries East
Germany

Source: Meyer (2003)

Hungary and Estonia alike did not choose commortheuas their main privatisation method,

but decided on setting the former state-owned caoiepaup for sale, thus making it easier for



foreign investors to gain access and participatelplane 2003a]. They chose to give equal
access to all participants domestic and foreidgceall he sales were carried out under the
condition that the buyer would create of a certaimber of jobs and investments over a
designated period. In Estonia, this resulted imgfterm reconstruction programs initiated by the
foreign investors in order to raise efficiency. Qrighe main questions in Estonia, requiring
legal solutions, in the beginning of the 1990’ssweeating a legal basis for the privatisation of
state property [Varul 2001]. Although the Privatiea Act in Estonia was first adopted in 1993,
the process of privatisation started even befae[tstonian Institute 2003]. Estonia followed
an intensive programme of privatisation in the ge893-1996. 17% of FDI inflow in the
beginning was indirectly, or directly, linked tayatisation [Hunya 2004:103]. Despite the
mistrust in the success of the program from outsidarrently, only 15 years later, more than 90
% of the Estonia’s industrial and manufacturingegmtises have been privatised [Nellis]. In
Estonia in the beginning of 2000 performance rexu@nts in the context of privatisation were
applied for domestic and foreign actors alike. &dtors are exempt from state taxes and fees
[Bergman 2000:11]. The gain from privatisation @mally in the form of reinvested earnings,
which in Estonia in 2001 contributed to 41% of téiBI [Hunya 2004:95].
When companies in Romania were privatised, the mowent offered reduced debts of
those enterprises, in some cases deleting allefatttumulated debt. In 2002, a new
privatisation law was launched in Romania, whiclitiated financial relief in an
organized way, in order to help the sale of thd o#sthe public sector run more
smoothly Jbid. 2002]. Also in Moldova, there have been severalafisation stages.
The first program was approved and initiated in3t94 and included the launch of a
Ministry of Privatisation. In 1995-1997 mass prigation for National Patrimonial
Bonds followed, together with distribution of thgrigultural farms property and land,
housing privatisation and sale of state proper®y%b of the shares of the agricultural

products processing enterprises were given to @grral enterprises-suppliers of raw
materials [NAAI]. The latest stage has run 19978 ,98hich was prolonged until 2000,



consisted mainly of sale of public property, andeading the areas in which
privatisation took place. Currently 2235 entermidegave been totally or partially
privatised using a mix of privatisation initiative®0% of the industrial production in
Moldova is controlled by the private sectdil.].

Other methods of privatisation across the CEE Ekent@nagement-buy-out and
management-employee-buy-out. The later was thengeomst important method in
Hungary. In Estonia the second most important ntetlias the voucher privatisation
model. Finally, also many countries consideredittggin to former owners, which has

been a lengthy and complicated process [Meyer 2B835].

Other players in Foreign Direct Investment policy naking

Although host policy makers are still the most imtpot players in designing incentive and relatelitj|s, more players have taken
the scene in the later years following the groweéngopeanisation and globalisation trends. Theabtegional cooperation cannot
be underestimated, and neither can regional cotiggetBoth colour many policy decisions and may stmes not have the most
beneficial outcome [Oman 2000]. If one country aghsompeting, the neighbouring nations may firfthitd to stay out of the
bidding race.Furthermore multilateral agreementshaipon incentives and investment rules, theiecaye is still limited, but

their influence is definitely not. 2495 bilateregaties were in place by the end of 2005, alonp 2”50 double taxation treaties and
232 other international agreements influencing stwent provisionBUNCTAD 2006:9]. In total 176 countries have signed
bilateral treaties, which cover a total of 7% aftzl FDI stock and 22% of FDI in developing cousgr[Varblane 2000]. In the
CEE countries 57% of FDI is covered by agreemegtsed in bilateral investment treaties [Varblan8@0

Both the WTO and the OECD have tried to push foremmmprehensive legislation, but till now the mustprehensive
regulations concerning FDI are found within the NAFand the EU [Blomstrom and Kokko 2003:18]. Indeetpolicies have been
necessary within the EU due to the extensive mamkegration and comprehensive subsidising. EUabably the most important
policy player among the CEE states, as many casaie members. In addition, three out of fouhefdase countries in this study
are member states, however EU influences all ahthfighis influence began even before the member3ihig.competition to
become an EU member state has had a great imp#w @EE countries in respect to their institutiiiding and policy design.
Potential members-states upon applying accepthidEU requires substantial changes in domesticypiwl order for the states to
confirm to the acquis communitaire. Often the a&llaf potential membership is said to boost modatiuis of economic, social and
political systems. Romania upon becoming a canelidatintry spend its pre-accession assistance omrmisdtion of infrastructure
and heightening of ecological standards [Spendziaa2603 :152]. Corruption is also targeted harchftbe EU’s side. However,
studies focus on the broad overall trends instéad ¢the effect of specific policies, making it Hao say anything on the specific
impact of the EU on policies affecting FDI. Nevetess, EU membership and the road towards it Witddly influence FDI
policies. For instance Hungary had to restructis@alicies in connection with Free Zones thatlunémbership were unique and
very liberal. Now with the new policies Hungary teesen allowed to keep the free zones, as a regbatialy instrument [Hunya
2004:113]. Estonia has in turn had to apply ther&gime of export and import duties to third cowegriwhere before there were
virtually no export and import duties in place.

The old member states have voiced concern aboatpib@rent tax competition from new member states$ saggestions of
harmonisation of tax rates, either strictly or with range, have been proposed. These suggest®hswever still on an
imaginative level, although this could change ia filiture, if FDI inflow is too strongly redirecté®m the west to the east
[Lahréche-Révil 2006:52]. In turn this would meanexven stronger impact on policy frameworks.

On FDiI itself, scholars have concluded that theoaneement of a country becoming an
EU accession country efficiently increases the tpa@siexpectations to that country and
boosts FDI inflow [Bevan et al. 2001:3]. On the aige side this effect does widened
the gap to potential neighbouring states that deenwy the same status, thus creating a
regional gap Ipid. 2001:9]. One example can be found right here gmihe case
country, where the gap between the new member R@ai@ania and its poor neighbour

Moldova is widening. Another issue regarding EU emston is that becoming a



candidate country gives stability, but at the sdmme requires many policy changes,
which creates instability and risk due to changengironment, both are not appreciated
in investor circles. In addition, membership norynateans an increase in wages, which
lead Meyer et al. [2005] to conclude that businegsay very well prefer imperfect
institutional framework to frequent and unpredid¢abhanging framework, even if the
changes are in their favour [Meyer et al. 2005:10].

2.2. Comparative Analysis of Broad Policy Approach of Foreign
Direct Investments

Since gaining independence in 1991, all case cpugbvernments have been
determinedly pro open market economy. However,rtiaels travelled in order to get
there have been different. In Estonia, the tramsédion was based on the concept of
shock therapy and rapid radical market reforms. iflaén policies, established by the
Estonian government in order to attract FDI, weneea at stabilizing, privatising and
liberalizing. Among the cornerstones were strudttegBorms, investing in infrastructure
and creating transparent administrative proceddres.main aim being establishing an
environment suited for business [Hunya 2004:106k:1Bdlicy wise Estonia has the
most reduced form of investment incentive systerd Brads a policy considered
beneficial to spillover. Privatisation was a majool and a natural way of integrating
neighbouring countries and FDI investors into tlseoBian economy [Berghall 1999:9].
The main strategy of the Hungarian incentive polgyrying to divert FDI flow into
selected locations, sectors and activitigsICTAD 2006:84]. Romanian policy makers
havebeen progressive with restructuation of the baplsgaector and installing a fairly
liberal trade policy. In the later years liberatipa of capital restrictions and
improvement of legal system and public administrathave been among the focus
areas [Euler Hermes France 2007]. Many of the atmhgve been fuelled by the wish
to join the EU as quickly as possible and have mesuccessfully implemented that
the World Bank in 2006 labelled Romania the worsd#sond-fastest economic reformer
that year.The Moldavian policy makers havatély been focusing on privatisation and
the boosting of FDI inflow, as well as modernisinfrastructure in order to attract FDI

to the country.



Prior to the main analysis of the broad investmentironment, here will be an
introduction to the main sectors and investorhi;ndase countries, which currently play

a prominent role. The table below shows top inuasdby country.

Table 5.Top investors by Country 2006

@ Estonia Hungary Moldova Romania
§ Sweden Germany Russia Netherlands
(@}
O
Finland Netherlands USA Austria
UK Austria Spain France
» | Netherlands USA UK Germany
o
I
qé’ Norway Luxemburg / France  Germany Italy

Source: Compiled by author based on UNCTAD datglialge Larive Romania and ITD

Estonia is a textbook example of the importancgeafgraphical and cultural proximity.
Three quarters of Estonia’s inflow of FDI stemsnirdhe capital-rich Scandinavian
countries. Many larger firms from the Nordic cougdgr have established their
headquarters for Baltic activities in Estonia [Har3004:96]. Germany is one of the
main investors in Hungary, Moldova and Romania, dniyy in Moldova, do we find
Russia among the main investors. In Hungary Gerima@stors cover approximately
20% of investments, the same for the Netherland®amania and Finland in Estonia.
However, the biggest investor in Estonia is Swesh more than 50%.

As can be seen in Table 6, the case countrieca#treDI inflow into a wide variety of
sectors. In Estonia Sweden has been extremelyeantithe financial and telecom-
sector, which together with the manufacturing isnyaforeign owned Ibid. 2004:93].

In Hungary electronics, automotive components aadhimery and equipment make up
the main investor sectors, and only in Romaniagiscalture and industry among the
top 5 sectors. The Dutch investors in Romania amlyncentred on banking, insurance
and retail. The Austrian, whose share of totalowflis around 14%, have bought the
largest bank. The largest other investments aredfon wood processing, construction
and real estate [Larive Romania]. To find subs&hntnvestors into Romanian

agriculture, one has to turn to Italy.



Table 6.Top sectors by investments

_g Estonia Hungary Moldova Romania
IS
3
O | Finance Electronics Electric, energy, gas Agriculture
and water supply
Real estate, renting andAutomotive Manufacturing Industry Industry
business components
Manufacturing Machinery and Trade Construction
Equipments
Other communities Other transport servic&ésansport Retail and
0 Wholesale
g Wholesale and retail Business services Hotels and Restaurants Tourism
O | trade
n

Source: Compiled by author based on Eurostat, EBRDEIA

In the following sections the broad investment mment in the case countries will be analysedgisiire eight indicators market size, labour
force, infrastructure, stability and growth, corrign, freedom, ease of doing business and compaiitss and innovation. These indicators are
chosen to establish the locational advantages eftctise countries. After analysing each indicatoe, ¢ase country will receive points from one
to four. One indicating the best investment envitent and four the worst. In the cases where mane tme ranking or table is included in the
evaluation, a combined ranking will be indicatedteA the indicators are ranked, they will be condanin order to evaluate the absorption
capacity of the case countries, and afterwardsamisination with FDI per capita to determine, whetttee theoretical approach to investment

environment can be applied to the actual reality.

Market size: In terms of attractiveness and locational advadagarket size has
always been deemed important. Although regional pecation and decreasing
internationalisation has made size of less impodant remains an important first
indicator. Looking at the case countries preseimedable 7 Romania is clearly the
largest both in population, which equals possildastamers and labour force, and in

area.

Table 7.Market Size



Population  Area IE
(in millions) (‘000 sqg.km.)

Estonia 1.4 45 4
Hungary 10 93 2
Romania 21.7 238 1
Moldova 4,2 33.8 3

Source: EBRD.

In the opposite end of the scale one finds Estamiach is more than 5 times smaller
area-wise and has a 15,5 times smaller populaieen Moldova, although smaller in
area, boosts of three times the population of Estdtungary’s population is less than
half that of Romania. However Hungary is the seclangest country of the four case

countries in terms of both area as well as poparati

Labour Force: The allure of well-educated, low cost labour hasrb@ motivating
factor for many investors, when relocating or outsong to CEE, however now many
voice the concern that the pool is drying out. dthbHungary and Estonia, the shortage
of cheap labour is beginning to be a constraineddkives are still available, but the
number of blue-collar workers is becoming scarcéarger labour mobility and the
failure to reform the educational system as quidklys the economic system has put
constraints on executives as well [Meyer et al.®2280Varblane 2000:17]. In Romania
lack of labour force this is yet a problem. Romastilh has a well-educated labour force
mainly centred on the service, technology, |IT andngimeering
[PriceWaterHouseCoopers 2006]. Nevertheless, wihdn mobility the problem could
very well soon arise. In Moldova 30% of the workc® is estimated to have left the
country to find work, most of which are assumedéoleaving for neighbouring state
Romania [National Bureau of statistics of the Réjubf Moldova]. Calculations in
Estonia suggest that around 3,000-4,000 will imatgra year, however the prognoses
concludes that most of immigrants only leave teraplyr[Chandler et al. 2003:33].
Another debated issue connected to labour forcesvgproductivity [Hunya 2004:104-

105]. However despite a rather substantial proditgtigap between domestic and



foreign companies, it is important to remember fbatign capital is situated mostly in
capital intensive sectors, while domestic firms malp the largest share of labour-
intensive technology sectortbid. 2004:111]. On top of scarcity of labour forcee th
inflow of foreign investments has inflated the sglscale, especially in manufacturing,
the salaries still remain well below EU averagecas be seen in the table below. The
lowest average salary is found in Moldova and tlghdst in Hungary. The largest
difference between minimum salary and average\sadound in Estonia, where there

is a total of EUR 441 mark between the minimum @redaverage salary.

Table 8.Monthly salary 2006 (EUR)

Estonia Hungary Romania Moldova | EU
Minimum salary 159 247 90 na 572,5
Average salary 600 632.8 434 108 1700
Source: Compiled by author based on UNCTAD datglialge ARIS, Eurostat

and the National Bureau of Statistics of the Rejgulfl Moldova

As empirical research has shown that a country high unemployment is more likely
to attract investors, the CEE countries have ptent that area [Barros and Cabral
2000]. The unemployment rates within them skyroe#tenh the beginning of the 90s in
the wake of structural reforms and privatisatiohesnes, but they have all climbed
below 10% in the first decade of the new millennjas can be seen below in Table 9.
Moldova remains the country with the highest uneyplent rate (nothing indicates
that the 2004 rate should have decreased subdigntiBstonia has the lowest

unemployment rate at 5,9 %, but it is clear thatrtites fluctuate rather much.

Table 9.Unemployment in percentage of labour force

1998 2000 2002 2004 2006

Estonia 9,2 12,8 9,5 9,2 59
Hungary 8,4 6,4 5,8 6,1 7,5
Romania 54 7,2 8,4 8,1 7,4
Moldova 10,1 8,5 6,8 8,0 na

Source: Compiled by author based on Eurostat eméli#tional



Bureau of Statistics of the Republic of Moldova

Education of labour force is another important @atlor (See Table 10). In the clear lead
on the educational level is Estonia with the higlmercentage of students in tertiary
education, as well as the highest amount of fordagrguages learned by pupils.
Furthermore almost 90% of the total Estonian pdpmrahave completed upper
secondary education. In Moldova almost half as nm&togents are enrolled in tertiary

education, while Hungary has the lowest amounboifn languages learnt by pupils.

Table 10.Education 2005

Students in , Foreign languages Total population having IE
tertiary education® learnt by pupils completed ~ upper combined
secondary education %
Estonia 4,74 2 89,1 3
Hungary 3,85 1 76,5 3
Romania 2,94 1,9 73,1 3
Moldova 2,7 1,05 na 1

Source: Compiled by author based on EBRD, Eurostad, National Bureau of Statistics of the
Republic of Moldova

The IE scale for labour force is calculated basedhe assumption that high level of
education, compelled with low salary and highermaplyment (from the assumption
that the registered unemployed would be availalole l&bour and the empirical
conclusion that countries with high unemploymenmtaat most investors, as indicated

earlier) should result in the best rank.

Infrastructure: Infrastructure has by almost all scholars been @egeome of the most
important components of a successful FDI policjtastructure is vital for setting up a
business with regard to both communication andspart. The EBRD index of
structural reform uses various indicators to ewualughe changes in transition
economies. Hungary has been the most successtuhref in this regard scoring top
point for railways, telecom and water and wastewedéorms. Romania and Estonia

* 9% of total population



both score 3,3 out of 4+ in their structural refermvhile Moldova yet again lags behind

with 2,3 points. Table 11 shows all points combined

Table 11.Indicators of structural reforms concerning infrasture in case countries

EBRD Electric Railways Roads Telecom Water | Global El

index of  power and technology

structural waste | ranking

reform water
Estonia 3,3 3,3 4+ 2,3 4 4 20 2
Hungary 3,7 4 3,3 3,7 4 4 33 1
Romania 3,3 3,3 4 3 3,3 3,3 55 3
Moldova 2,3 3 2 2 3 2 92 4

Source: Compiled by author based on EBRD, WorldnBotic Forum

Stability and Growth: Moldova is often talked about as the poorest cquintiEurope.

The collapse of the Soviet Union has left the couhterally in pieces and plagued by
instability both politically and economically. Aftehe breakdown of the USSR, many
years of decline and instability both economicadiyd politically followed also in
Romania, but since the turn of the millennium magiorms has lead to relative stability
and major growth. Estonia’s main stability issues @&onnected to political risk.
Changing governments and the geographically closatibn to Russia, to which the
relationship rides like a roller coaster, makesohkist high ranked on the political risk
index. All case countries have climbed several ireg&k down the index between 2005
and 2007, Estonia however is still the best rankingntry at the 4B place, while
Moldova ranks lowest at 135.

Table 12.Risk Rating

Estonia Hungary Romania Moldova
2007 2005| 2007 2005 2007 2004 2007 2005
Rank 46 42 41 38 66 60 135 130
Overall Score (100) 66.01 17.71|69.08 67.57|56.55 50.61| 33.89 33.19
Performance (25) 19.33 17.71/11.32 10.04| 8.25 6.9 | 4.02 4.39
Political Risk (25) 10.03 9.33 | 15.8417.07|14.78 12.47
Credit Rating (10) 761 7.08| 6.72 6.67 516 396 0-63 O
s Coface Risk Rating =§A\f2rom 1to 4+A%ef@nts litt eA05r no chan Efrom a riqid centrally

planned economy and 4+ represents the standasatsinflustrialized market economy.



Source: Compiled by author basedeamomoney and Coface

Coface rates Moldova into group D as a country vatihigh-risk profile regarding

economic and political environment and a very bagngent record. Estonia, Hungary
and Romania are found in A2-A5 meaning that econand political environments as
well as payment record are acceptable, but notmabtiA5 being the worst in the A-

group.

Inflation is an indicator of stability. High inflatn rates indicate economic instability
and risk for the investor. It was a high inflaticste, which prevented Estonia from
joining the EMU as planned in 2007, however the ratrelatively stable comparing to

Romania and Moldova, as can be seen in the Table 13

Table 13.Inflation percentage

1998 2000 2002 2004 2006

Estonia 8,1 4,0 3,6 31 4.4
Hungary 14,2 10 5,2 6,8 4,0
Romania 59,1 45,7 22,5 19 6,6
Moldova 18,2 18.4 4.4 12,5 13

Source: Compiled by author based on Eurostat amdii#tional
Bureau of Statistics of the Republic of Moldova

The inflation rate in Moldova reached 13% last y@aking it one of Europe’s highest.
Although Hungary’s inflation rate is higher tharetBU average, it is the lowest of the

case countries, and the lowest the country hasseea the collapse of the USSR.

Table 14.GDP growth in percentage



2003 2004 2005 2006 El

Combined
73 8.1 105 114 1
Estonia
Hungary 34 52 41 39 2
Romania 5.2 84 41 7.7 3
Moldova 66 73 75 4 4

Source: UNCTAD database

A stable environment will support growth. Therefailee GDP growth rate is included
in this paragraph, as an indicator of stabilitye(3@able 14 for GDP growth). In the later
years, Estonia has been labelled one of the Baigers due to tremendous economic
growth brought on by rapid economic reforms. In @0this lead to an impressing
growth rate of 11.4 %, as can be seen in the t@tdee. Estonia’s liberal politics have
attracted much FDI, which in turn are believed &wénfuelled this economic growth of
proportions. Romania is likewise successful witgrawth rate of 7,7 %. Romania’s
GDP figures are among the absolute EU low, howthey have been growing steadily
with around 6% since 2001 and reaching 7,7% in 2@®&urn making it one of the
countries with the highest growth rates inside B¢ [Euler Hermes France (2007)].
Hungary and Moldova can only boost half of that, édten a growth rate of 4 % is more

than many old member states can pride themselves of

Corruption: Empirical data suggest that there is indeed a negebdrrelation between

host country corruption levels and FDI inflow [Jsbn and Dahlstom 2005: 21].
Corruption continues to affect business dealingsuradl the world, mostly occurs

because of lacking, modern institutions.

Corruption was a highly debated topic prior to khst two EU enlargement rounds. It
was especially questionable, whether Romania wbeldble to deal with this issue and
bring it below acceptable norms. The fact that wation is an illegal activity makes it

hard to measure and evaluate, however the Global@an barometer, which scores
are reflected in the table below, bases its evialsiton perceptions of corruptions from
business people, locals and country analysts. Heeafi the perception of business

people makes it very relevant in this context. They the ones that come into contact



with host country institutions and bureaucrats,cetawhere corruption is generally
perceived to exist and affect business dealingsd.[ 2005: 5]. The survey has

concluded that Romania continues to be one of tbst worrupt countries in the CEE.
The most corrupt institutions being customs, juatigi and political parties. According
to the Heritage Foundation’s Freedom list corruptis also deemed a factor in
Romania, even below Moldova, where corruption aduedak institutions however also

remain an important issue.

Table 15.Corruption Perceptidh

CPI Score Rank Corruption IE
Estonia 6.7 24 64 !
Hungary 5.2 41 50 2
Romania 3.1 84 30 4
Moldova 3.2 79 29 3

Source: Compiled by author based on Corruptiondpeian Index, Heritage Foundation

In the Baltic countries corruption remains a smalksue than in many neighbouring
countries, however some corruption continues, magtflecting the common use of
friendship networks often dating back to the Soeret In countries as small as Estonia,
it continues to be an issue for foreign investat thknowing somebody” is the key to
knowledge and some times success [Berghall 1999:6@f on the Corruption
Perception Index as well as according to the Hggitdoundation, Estonia received the

best ranking for least corruption of the case coeesitfollowed by Hungary.

Freedom: Freedom is an abstract concept, but for a markdtawe a liberal and

working free market this concept is of outmost im@nce. In connection to investment
economic freedom as well as political and civiefilem is important.

In the case of economic freedom, Heritage Houses doeanking based on several
indicators ranging from business, trade, monetay #nancial freedom to freedom

from government and corruption.

€10 (highly clean) and 0 (highly corrupt)



Table 16.Economic Freedom Rankihg

Rank Business Trade Fiscal Monetary Financial Investment Labour

Estonia 12 80 76,6 89,7 83 90 90 51,2
Hungary 44 71,2 76,6 79,2 76,7 60 70 66,1
Romania 67 70,9 74 91,7 69,7 60 50 61,4
Moldova 81 70 74,4 90,4 68 50 30 61,2

Source: Heritage Foundation

Table 16 shows the ranking of the case countrieswell as a selected number of
indicators. According to the Heritage FoundatioBG)7 index of economic freedom
Estonia ranks 12th, making it no. 5 out of a tafail European countries. In Estonia
monetary, business, investments, monetary and diakrireedom are strong, and
nothing directly negative is underlined, howeveaghhgovernment spending and a rigid
labour market are mentioned on the down side. Hynganks 44th, making it no. 25
out of 41 European countries. Monetary, businesslet freedom, labour, investment
and fiscal freedom are underlined as strong, algdom from government intervention
is considered weak. Romania is rankind"6#ith strong fiscal, trade and financial
freedoms, however bureaucracy and corruption pulibwnwards. As no. 33 of 41
countries, Moldova occupies the 81st spot on then&mic Freedom Ranking index.
Although trade, business and fiscal freedoms ansidered strong, non-tariff barriers,
restrictive customs and tough regulations are @nlift of negatives. Monetary and
investment freedoms are poor and corruption hidiblsal with weak institutions.
Freedom House each year prepares a measuremeeeaddin concerning civil liberties
and political rights on a ranking from one to sev®ne being most free. As shown in
the table below three of the case countries artuatesl to be free. Only Moldova is

categorised as partly free due to lacking civietiiies and political rights.

Table 17.Freedom Ranking

Country  Civil liberties Political rights Freedom IE
g (both tables

included)

" Selected areas as percentage freedom of 100.



Estonia 1 1 Free 1
Hungary 1 1 Free 2
Romania 2 2 Free 3
Moldova 4 3 Partly Free 4

Source: Freedom House

Both freedom indexes conclude the same initial irapkf the case countries and one is
tempted to conclude that fee civil liberties anditpal rights lead to free business as

well.

Ease Of Doing BusinessThe less bureaucracy the more attractive a coustifpr
setting up business and production facilities. TWerld Bank's “Ease of Doing
Business” barometer measures the ease of doingdassin 175 countries across the
world using ten indicators studying various aspe€tas countries business environment.
Below Table 18 shows the rank of the case countaied their ranking in three selected

areas.

Table 18.Ease of Doing Business

Rank | Starting a Closing a Employing workers IE

Business business
Estonia 17 51 47 151 1
Hungary 66 87 48 920 3
Romania 49 7 108 78 2
Moldova 103 84 78 128 4

Source: World Bank

Estonia is without question the leader in this pecsive with Moldova lacking far

behind. Romania however has a remarkable easauitingta business well ahead of
even Estonia, which in turn is ranked exceptionldly on employing workers —even
below that of Moldova. The rigid labour market ation in Estonia was also mentioned

in the Economic Freedom Ranking evaluation.

Competitiveness and Innovation:Central and Eastern Europe have during the 90s

made their way up the competitiveness rank and helieved status as the second most



competitive region for investment on a global scfiteoff 2006]. The regional
differences however are striking. Estonia’s maimpetitive advantages are location,

both as a platform to the rest of the Baltic reg@swell as to Russia, furthermore well-

educated low-cost labour and good communicationhagklighted [Berghall1999:35]

These are undoubtedly also among the figures toitpupp front in both the Global
Competitiveness and the World Competitive Rankiogsied out by World Economic
Forum and IMD as can be seen below. World EconofFocum evaluates 125
economies across the globe on indicators suchsétuiions, macro economy, business
sophistication, market efficiency, technologicahdmess, infrastructure and education.
IMD surveys 69 economies on infrastructure, ecomoparformance, government and

business efficiency.

Table 19.Competitiveness Ranking

Global Global Global World IE

Competitiveness Competitiveness Competitiveness Competitiveness

2006 Rank 2006 Score 2005 Rank Ranking
Estonia 25 5.12 26 20 1
Hungary 41 452 35 41 2
Romania 69 4.02 67 57 3
Moldova 96 3.71 89 na 4

Source: Compiled by author based on World Econdtaiam and IMD

Estonia ranks highest in both scoreboards, weNalbtungary. However in European
context Hungary scores high on multiple advantalgesto be found ranking fourth on
the top five listing of in investor’s choices folamufacturing locations and 9/10 on
production units. Hungary is fifth and Romania hion the top ten considerations for
new investments or expansion [Hoff 2006]. Of thep & European Countries measured
by investment projects number Hungary scores fhel@&e above Russia and Romania
12" [Hoff 2006]. This is also reflected on the Compied rankings that place Hungary

and Romania on 41and Romania on 857" place. Moldova is unfortunately not to be



found on among the top countries in the survey.dded is found in the bottom at the
96" place in the Global Competitiveness Ranking, hawvewt listed in the World
survey. Neither was it in the Innovation Scoreb&asdrvey. This survey places
countries into four main groups Innovation lead@kowers, catching-up and trailers
using a complex set of indicators divided into fdismensions measuring innovation
drivers, knowledge creation, intellectual propentyovation, application and
entrepreneurship [European Commission 2006:6].ifihevation leaders are Sweden,
Switzerland, Finland, Denmark, Japan and GermHng.[2006:8], while Estonia and
Hungary are categorized as trailing behind the E[2Bopean Commission 2006:3].
Romania, who at the time of analysis was not yeember of the EU, is in a separate
cluster together with Cypress. A cluster categariae fast growing and catching-up

[Ibid. 2006:4].

Absorption Capacity and Investment Environment

In the theoretical chapter, Absorption Capacity JA¥@s mentioned as a vital necessity

in order to attract spillover effects to the hosbreomy, a much-desired effect of FDI.

Before turning towards the actual figures of Fbk gathered rankings will be used to

evaluate the absorption capacity of the case cesntThe theoretical framework
established that needed components of absorptioacitg were a highly competitive
environment, high educational level of labour forgeod infrastructure and a liberal
business environment.

One of the earlier indicators already determinednmetitiveness as well as

infrastructure. Within the labour force indicatare saw the levels of education in the

case countries, and liberal business environmestameomponent of Freedom, as well
as Ease of Doing Business. Those indicators haee bempiled in the table below to

give a realistic view of absorption capacity.

Table 20.Absorption Capacity



Estonia Hungary Romania Moldova

Competitiveness 1 2 3 4
Well-educated labour force 1 2 3 4
Liberal business 1 2 3 4
environment

Infrastructure 2 1 3 4
Total Points 5 7 12 16
Rank 1 2 3 4

Source: Compiled by author based on own estimates

With five points out of sixteen Estonia clearly hhg best conditions for absorption
capacity, and thereby is most likely to enjoy tremdfits of spillover effects such as
technology and knowledge transfer. Closely behindungary. Romania scores three in
all categories and Moldova gathers sixteen out igtlesn points, having the least

beneficial environment for spillover effects.

Table 21 shows the total accumulated points ofbifoad analysis of Investment Environment. The atdis used have mainly
focused on locational advantages of the case cmmtAccording to the OLI framework earlier intradhd, this is the one factor
that a host economy itself can influence to attfactign investors. Which makes it an importanufofor all countries wishing to
attract FDI. The outcome is not surprisingly eqtmlithat of the absorption capacity with Estoniaatlg in the lead with only 14
points out of 32 and overall most locational adeaygs. Estonia’s main weak points were those ofasidea rigid labour marked.
Of minor issues are infrastructure, the politicadk of being geographically so close to Russia arldck of labour force, which

however is not reflected in the overall summery

Table 21.Scoreboard of Investment Environment Points

Estonia Hungary Romania Moldova

4 2 1 3
Size
Stability and 1 2 3 4
growth
Infrastructure 2 1 3 4
Ease of doing 1 3 2 4
business
Competitiveness 1 2 3 4
Corruption 1 2 4 3
Labour market 3 3 3 1
Freedom 1 2 3 4



14 17 22 27
Total score

Ranking

Source: Compiled by author based on own estimates

Hungary comes second with seventeen points outidftwo. The strongest cards of
Hungary are that of infrastructure, but also lowrrgption, freedom, and high
competitiveness. Romania scores highest on sizeeasd of doing business, while
growth and stability, together with labour marketnditions, are pulling the large
country down. Moldova was almost last in this imgoaspectinfair comparison. High

unemployment and low wages are sadly its stroncgsts, with pretty much all other
indicators lacking.

Looking at actual FDI inward stock Romania and Hamg have the largest
accumulation (See Figure 3). To eliminate the efi@csize of the country and to
conclude whether this analysis reflects the curieméstment environment, FDI per

capita will be compared to the scores of the amal{gee Figure 4 and 5).
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Figure 3. Inward FDI stock in million USD
Source: Compiled by author based on Freedom HUNETAD 2006
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Looking at the dynamics of FDI in Figure 4 it becgsrobvious that some countries had
a better starting point in the new millennium. Bsacand Hungary have the highest FDI
per capita stocks and have both been successéttracting FDI with an all-time high

in 2004. They are clearly developing faster thandther two case countries, but their
growth has been slowing down, while Romania, a eter, has begun to pick up.
Since 2000, Moldova has also had a raise in inflalthough the dynamics of FDI

inflow into the country are somewhat slower. Thechtneeded capital boost might

very well lead to a better outcome for Moldova uicts an analysis in future years.

Figure 5 shows FDI per capita compared to the kmvest Environment ranking and

the ranking of the case countries in Absorptiondcéy.
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Table 5 show a clear distinction within the casentoes. Estonia with the lowest score
and the best ranking is clearly in the lead in Bt capita, while Moldova, with the

highest score and lowest ranking in both categohias the lowest FDI per capita stock.
Hungary, due to its larger size, has the largedtgtdck, but is second regarding FDI
per capita. This can be taken as a clear indidasirgood investment environment, as
well as good absorption capacity, indeed is impr@hen attracting FDI. The better
the score of Investment Environment and Absorp@apacity the higher the FDI per

capita

2.3. Comparative Analysis of Foreign Direct Investment
Incentive Policies in Estonia, Hungary, Romania and

Moldova

While not being the priority area in the first tutent years after the collapse of the

USSR, it took little less than a decade for theecesuntries to install a functioning



investment incentive system, beginning with theuo#olg of the strong trade barriers.
The main catalyst for the changes being the suddielng competition, as a huge
number of countries emerging onto the world magtéhe same time all hungering for
capital inflow. The systems in place are all unigueheir build-up, although many
similar tools are being used; for instance, allntoes have used privatisation as a
major tool, as well as established investment agerand free trade zones along side a
complicated net of tax incentives. Eligible for@mtives in all case countries are foreign
and domestic investors alike, although certain mme-based incentives in Hungary
are targeted towards domestic companies only.

Hungary implemented one of the most generous thaeschemes, the generosity of
which however has gradually been decreasing [Aotgicand Sass 2001:13]. The
incentive schemes have been marked by many chaagdhe countries have learned
from mistakes. As an example, Hungary offered talidays in the beginning
exclusively to foreign companies, which lead to rgban joint ventures (with silent
foreign partners). Strong preferential treatmenbié side or another tends to inspire
tricks to circumvent the laws and these rules heoxe been changed. In Hungary focus
has been bigger on fiscal incentives than in Eatohbwever many of those are
currently being phased out [Antaloczy and Sass 2@025-26]. The Estonian Tax
Legislation has been under constant reform indse 15 years. Most changes occurred
in the early years of independence and the existavg on Taxation came into effect in
1994, however it has since gone through severahdments. Romania launched its
new tax policy in January this year. Although tletmuous shifts in policies have
made some foreign investors cautious, especialllgarfirst years, there is no doubt that
they have overall had the desired effect. BilliasfsUSD in FDI flow into CEE

countries each year.

Fiscal incentive policie$

8 Please note in the following paragraph that Romanimaking amendments in its tax policies. As of
January 2007, most tax incentives offered ceasdadaw incentives were introduced through a special



Table 22.Fiscal Incentives

Estonia Hungary Romania Moldova
Investment No No USD 1 million No
minimum
Corporate 26% 16 % 16% 15%
Income Tax
Tax on dividends 26/74 of the 36 %

Eligibility for
incentives

Minimum
investment
requirement
Exemption from
import
duties/VAT on
certain goods

Corporate tax
holidays

Accelerated
depreciation

Special
deductions from
the tax base

amount of taxable
payment
Domestic and
foreign investors

No

Technology
related VAT
reductions.

Domestically
registered legal
persons, or
economic
societies, co-
operatives,
entrepreneurs. In
special cases only
domestic firms

No

Abolished in
1993, but custom
duties and VAT

Custom duties and are not applied to

VAT are not
applied to
imported inputs
that later are to be
exported

There are no
corporate income
tax holidays.

No

There is no
corporate income
tax on retained
earnings

imported inputs
that later are to be
exported

A wide variety of
tax corporate tax
holidays are
offered depending
on size of
investment, region
and amount of
jobs created.

2-6 % for
buildings, 33 per
cent for
machinery
(technical), 20 %
for vehicles and
14 % for other
machinery.

A 20 % deduction
from the tax base
of the direct costs
linked to R+D

Domestic and
foreign investors
meeting certain
criteria

Depends on size
and kind of
company

Yes, in special
cases.

Yes, local
councils can grant
new incentives for
investments
exceeding EUR
500,000 including
tax holidays

Yes, on
instalments and
equipment
considered
necessary for the
investment

Yes

Domestic and
foreign investors

No

Foreign
companies in
Moldova do not
have to pay
customs on goods
imported with the
intend of
exporting

Yes, for large
investments

Yes

Investment Law [PriceWaterHouseCoppers]. This paaydeals with the old tax incentives, where not
mentioned otherwise, as updates on the new iméiatihave not been thoroughly available and alsgetot
been able to effect the FDI inflow.



activities
Possibility to Yes Yes Yes -
carry forward
losses
Source: Compiled by author basedAmtaloczy and Sass 2001: annex, PriceWaterHouseZspRIA,
ARIS, NAAl and ITD

Estonia has no minimum investment requirementheeidoes Moldova. In Hungary,
the previously required investment minimum of HUF Hillion® was abolished [ITD].
In Romania eligible for incentives are companiebpge investments exceed USD 1
million [Larive Romania 2007].

There is no profit tax in Estonia, instead the ooape tax of 22/78 is effective if the
profit will be distributed. In the beginning of the millennium, the new Estonia
government also abolished the previously applieélo 26x on reinvested earnings.
Nevertheless, distributed profits, for example diérids, are taxed at a 22% rate [EIA].
Estonia holds the reputation of one of the moseréb tax regimes in the world.
Romania and Hungary’s tax regimes might not becamléy liberal, but both boost a
16% corporate tax level [ITD and ARIS], which iseonf the lowest in Europdn
Romania the tax on dividends is between 5 - 10 eAnfdividuals subsequently to 16%,
while tax on capital gains range between 1-10%again subsequently to 16% [Larive
Romania].In Moldova the standard income corporate tax rate&%,land there are no
local-content or export performance requiremengsieg [UNCTAD 2004].

Romania offers tax incentives based upon a dinigito three categories depending on
the scale and objective of investments. Investmianger than EUR 75 million can be
granted five years of incentives. Investments «fize ranging between EUR 25-75
million may receive incentives for four years, wéas the final category of EUR 25
million or less are eligible for incentives in 3jBars. Investments have to meet certain
criteria in order to benefit, such as focusing @&DRsocial integration, development of
HR, regional development or rehabilitation and @ctgbn of environment
PriveWaterHouseCoopers]. Of other Romanian inceativcan be mentioned
exemptions and postponement of local taxes.

Corporate tax holidays were mostly abolished irofist with the latest tax reform, but
they are still applied in great number in Hungafrize corporate income tax may be

° Hungarian forint.



reduced by up to 80 % under the title of investmartbenefit. However it has to meet
certain criteria’s of for instance size and alseittvestment must be self-financed by 25
percent of own resources and at least 30 % ofrthestment project must include new
facilities or assets. Renovation cannot exceed 20 #e investment costs [ITD]. Small
enterprises who earn their money by providing sewior realisation their own goods,
are in a two-year-period entitled to 35% tax ratduction in Moldova [UNCTAD
2004]. Enterprises that carry out production ati&sgior render services to the populace,
with up to 19 employees, and which earnings amauMDL'® 3 million per year, are
exempted from payments of income téxd. 2004]

Estonia before becoming an EU member state hadmpmwri-export duties worth
mentioning. After the 01.05.2004, Estonia took ottee EU External Trade Policy
regime and therefore the whole EU tariff system viaplemented toward third
countries. Foreign companies in Moldova do not h&wepay customs on goods
imported with the intend of exportindbjd. 2004]. Hungary abolished exemption on
VAT and import duties in 1993, but offers VAT impan its free zones and industrial
zones. In addition, custom duties and VAT are piiad to imported inputs that later
are to be exported in neither Hungary nor Estdni&stonia the 18% compulsory VAT
is found on almost all goods and services [EIAlwbeer some technology related VAT
(value added tax) reductions still apply [Antalocagd Sass 2001:24-25]. Romania
reformed its VAT and profit tax legislation in 200&nd offers exemption or reduction
of VAT in special cases [PriceWaterHouseCoopers].

A 50% tax allowance running for a total of 5 yeassoffered in Hungary for
investments in production facilities and hotelshvah amount exceeding HUF 1 billion.
This can be extended until 100%, if the investmisnimade in entrepreneurial or
priority** zone or creates more than 100 jobs. For instal€®% tax allowances for 10
years is offered to large investments exceedindilli@n HUF, if they generate 500
jobs within two years [Antaloczy and Sass 2001:ahn&mall- and medium-sized

19 Moldavian leu.

M Priority regions are northern Hungary, the nomhend southern Great Plains, the central and southe
Trans-Danubian planning/strategic region, the snegfions of Celldémdlk, Leteny@riszentpéter, Tét,
Vasvar and Zalaszentgrot within the western Traastbian [ITD].



(SME)* corporate tax payers in Hungary are subject tairetax allowances such as a
deduction of 40 % of the interest on an investniean (including financial leasing)
from the corporation tax payable EUR 24,000 per y¢aD]. In Romania, according to
the new law of 2007, local councils can grant ¢ertacentives for a period of up to
three years in the case of investments completedcammissioned by 01.01.2007.
Those incentives entail exemptions for land andding tax and a reduced tax rate of
0.25%, when computing the building tax for investtiseexceeding EUR 500,000. In
Moldova a 50% profit tax exemption is provided foreign investors, if their equity
capital is larger than USD 250,000, and more th@%h ®f the income it generates is
from sale of services or own goods [UNCTAD 2004].

Estonia has not implemented accelerated depregiati@n incentive, but both Romania
and Hungary do. In Romania, accelerated depreniasioffered for installations and
equipment necessary for the investment. In Hungheyaccelerated depreciation rate is
2-6% for buildings, 33 % for technical machiner9%2 for vehicles and 14 % for other
machinery.

In Moldova, the tax liable income of companies d¢sndeducted by 50% from the
income tax, if the investments are made for thelpage or construction of fixed assets,
as long as the cost of the assets is not largartttaamount of the taxed inconibigl.
2004]. In Estonia tax concessions apply, and compacan deduct expenses from
taxable income used on acquiring or upgrading fiaedets, if those companies are
based in other regions than Tallinn and the neighbg areas [Antaloczy and Sass
2001:24-25].

Hungary offers a 20% deduction from tax base inctie®e of direct costs linked to R&D
activities [bid. 2001:annex]. Certain expenses are deductableomaRia such as
expenses for training and development of the eng@syand management, R&D
expenditure and environmental protection [Price\WeseCoopers].

In Hungary, Estonia and Romania it is possibledaay forward losses, in Romania,
this is possible for 5 years [Larive Romania 20@jrithermore, companies in Romania
are exempt from paying land tax on land, on whiahdings or other constructions are

standing, if said buildings are used for agric@t[PriceWaterHouseCoopers].

12 Small- and medium-sized are those who do not eynpler 250 employees and do not have net sales
revenues exceeding EUR 16 million Also the sharanyf3® party (including the state) most not be
higher than 25% [ITD].



Financial incentive policies (monetary)

Table 23.Financial Incentives

Estonia Hungary Moldova Romania
Prioritised areas Innovation and R&D on - (Scientific and
R&D agriculture and high-tech
environmental production)
friendly initiatives
Target No Yes, for rural and - -
development technological
allocation development
Preferential No Yes Yes -
credit
Export Yes Yes - -
guarantees
Job creation Yes Only domestic - -
and training firms
grants

Source: Compiled by author basedAmtaloczy and Sass 2001: annex, PriceWaterHousesZspRIA,
ARIS, NAAl and ITD

In Estonia, the prioritised areas covered by fimgnocentives include innovation and
R&D projects, while Hungary alongside R&D is foaugi on agriculture and
environmental friendly initiatives. Moldova is vefycused on attracting FDI flows into
scientific and high-tech production areas [UNCTADO2], but the actual financial
incentives are scarce and even intensive reseashnbt been able to distinguish
specific financial incentives for Moldova. In Ron@ncompanies are eligible for
preferential interest loans subsidised by the stpteo 30%, state guaranteed loans and
other subsidiesllpid.]. In addition, Romania offers permandimancial assistance for
SME development [Aris]. Estonia is also interestedupporting SMEs and supports
SME job creation and training. These areas areasgered in Hungary, but only to the
benefit of domestic firms [Antaloczy and Sass 2@6]: Hungary also uses financial
incentives such as preferential credit schemesgaauts. Not all however are open to
foreigners such as a special programme for progidialow market rate credits for
SME development.lhid. 2001:25-26]. In Estonia, there are no preferérdradits
given, [Ibid. 2001: annex]. In 2000 Hungary abolished targemclbpment allocation
for economic development, however targeted devedmpnallocation for rural and
technological development are open to foreign aacheabtic firms alike, so are the

schemes for development of tourism, agriculturativaies and environmental



protection as well as the labour market fund. ItoBis, companies in rural areas are

offered interest and guarantee suppdbid] 2001: annex]. Both the Estonian and

Hungarian government offer export guarantees.

Rule-based incentive instruments

Table 24.Rule-based Incentives

Estonia Hungary Romania Moldova
Provision of low- No (Yes, Yes Yes, in special
priced real estate municipalities) cases
Special Yes, Estonian Yes, Hungarian  Yes, Romanian Yes, National
institutional Investment Investmentand  Agency for Agency for
support Agency: Trade Foreign Attracting
www.investinesto Development Investment: Investments:

Programmes to
support small
and medium
sized enterprises

Simplified
export/import
procedures
Free economic
zones

Industrial parks

nia.com

Yes, export
promotion grants
and free advisory
services

Yes, when
operating in the
free zone

Yes

Under
construction

Agency:
www.itdh.com/en

gine.aspx
Available only for

Hungarian
entrepreneurs
(exception from
national
treatment)

Yes, when
operating in the
free zone

The possibility
exists, however no
zones are
currently
registered.
Yes, with
government
support

www.arisinvest.ro

www.naai.moldov

[

Yes

Yes, when
operating in the
free zone

Yes

Yes

a.md/

Yes, when
operating in the
free zone

Yes

Yes

Source: Compiled by author basedAmtaloczy and Sass 2001: annex, PriceWaterHousesZspRIA,

ARIS, NAAl and ITD

While financial incentives have not been highlyoptised, the use of rule-based

incentive instruments has become highly populatransition countries. In the target

countries, especially the establishment of freeez@and investment agencies have been

the first steps on the way, but also more oftenore cooperation is taken into

consideration. Regional cooperation has the pesiéffect that it can cerate larger

market size and attract investors, who would otisrwiot show interest for small

countries.Intra-Baltic co-operation is a key word in Estoniacing the fact that its

market size is limited and that foreign investoftero see the Baltic countries as one

joined entity. While regional integration framewsrkan cover policies from tariff



reduction to policy harmonization [UNCTAD 1998:28]2it so far mostly centres on
Internet informational pagesnd promotional materials [Antaloczy and Sass 2BO1:
25]. All countries have signed a significant numbkgbilateral treaties.

In ways of using the actual FDI as a tool itselterms of labour market or structural
policy, Estonia and Hungary both offer favourabbaditions for investors investing in
rural areas or and high unemployment regidbisi[ 2001:17].

Furthermore, in Hungary, local governments can affer incentive schemes besides
the ones already on offer from the government;ghesentives include preferential real
estate prices, exemption of local tax and free ldrge elements of infrastructure.
[Antaloczy and Sass 2001:25-26]

Special programmes to support SMEs are offered Iwider instance in Estonia via
export promotion grants and free advisory servi@sthe other end of the scale there is
no doubt that large projects enjoy a special statusost countries and can negotiate
special incentives for themselves. This is not @ngmenon exclusively seen in
transition economies and some countries, such asigashave officially stated that it is
not done Ibid. 2001:14]. Underlining this preferential treatméntsetting a minimum
investment level, as is used in Hungary for recgjwertain grants and allowances. In
Romania according to the new law of 2007 local ctdarcan grant new incentives for
investments exceeding EUR 500,000. In addition, Rmnanian incentive package
include right to use state or local authority pmips as domain and free access to

utilities [PriceWaterHouseCoopers].

Investment agencies are established in all CEEtogesncommon for all is that they do
not only offer information, but also offer to act the binding link between investors
and domestic companies, as well as acting as noeslidietween investors and
government institutions. The Estonian investmemnay, the EIA, was established in
1994 financed by the EU Phare Programme budgetfaisdunder the jurisdiction of

the Estonian Trade and Investment Board. The Himgarounterpart to the EIA the
ITD Hungary (Investment and Trade Development Aggmveas established in 1993.
Although it is established by the Ministry of FayeiAffairs, local governments and
chambers of commerce are also involved. The Inve€ouncil established in 1997 by

the Ministry of Economy at present hold 70% of theested capital [Antaloczy and



Sass 2001:25-26]. In this year 2007 it will howelerundergoing major restructuation
from functioning under the Ministry of Economy imder to turn into a non-profit
company as of July 1, 2007 [ITD]. The ministry wikep its majority share and the
Hungarian Development Bank controlling up to 49%sbéres. The tasks carried out
will be the same, mostly investment promotion aochpgany-related trade development
tasks focusing on facilitating the operations of EEM]bid.]. Moldova’s Investment
Agency is in short named NAAI and was established997. The status of NAAI is
defined asa permanent state non-commercial coordination amxgedise service
[NAAI]. In Romania, the investment agency is call&RIS and comes with little
information of its origin. The main aim of the Irstment Agencies is to help foreign
actors locate domestic locations and business grartrand supply information of
special help or interest to foreign investors, sashgeneral and industry specific fact
sheets about a country and its investment oppaesnihelp with legal matters
regarding how to establish a company or apply ésrdence permit. Furthermore, some
of the homepages, Estonia and Hungary's being #st teveloped, contain sector

analysis, descriptions of labour market, foreigmé and tax legislation.

Establishing special zones is another well-knowd ased tool of FDI promotion all
over the CEE region. Free zones may gain importals® in the future, as they have
the advantage of reducing cost as well as riskfdogign investors. In Estonia, the
Customs Law allows the establishment of these Heecdree zones should the
government so decree. There are in total four apeones, but only the Muuga port
established in 1997 is currently in use. The tlo#eer zones are located in Sillamae,
Voru and Valga, all regions with high unemploymeates. In addition, the former
restricted military base of Paldiski close to Trallihas applied for a free zone status
[Berghéll 1999:61]. The definition and rules apglig® special zones vary. In Estonia,
they are classified as customs territory with aydrge zone within. The benefits of the
Estonian free zone are duty exemptions and othgorewriented incentives, also aimed
at both foreign and domestic operatdvkost of the activities in the zones are simple
dealings such as packing, labelling or sorting gophtaloczy and Sass 2001:24-25].
Muuga Port is an important transit hub, the othmmes however resemble industrials

zones more than free zones, as they also allowassembly, production and other



industrial operations in an attempt to fight thgrhunemployment rates in their areas
[Bergman 2000:85].

In Moldova free enterprise zone have been estadisvith the intention of attracting
FDI and Technology [UNCTAD 2004]. The first zone smastablished in Chisinau in
1996 and currently four more are being establisitethe North and South of the
country. In those free zones the Moldavian goveminm@s applied a very favourable
system of import-export, tax, currency, credit-finel, registration and customs.
[NAAI]. In an attempt of attracting specialists ant/estments into the domain of
production organization and management other fogexz such as technical-scientific,
transit, bank, insurance and development of exquaitimport-substituting goods can be
establishedlpid.]. Foreign investors will furthermore be exempteahi customs duties
for such imported goods (raw materials, half-fiegdhproducts, etc.) that are used for
the manufacturing of goods to be exported. Comgargsiding within the free zones,
who haveinvested USD 250,000 or more into their producfexcilities are in a period
of three yeas exempt from paying income tax. Langezstments such as USD 500,000
and above are exempt in five years and over USDOllibmare exempt from income tax
for a period of ten yearsdid.].

Hungary, prior to the EU accession, had a uniqguer@mment regarding free zones.
Besides several industrial parks, which offeredises, local tax advantages and good
infrastructure, all companies were allowed to getheir own free zone into which they
duty-free could import high value added equipmemtdwn use, there were not even
geographical restrictions. This was mainly an atioa for export oriented assembly
companies that are attracted by skilled and cheagl llabour [Antaloczy and Sass
2001:25-26]. The establishment of free zones wagspated by the Ministry of
Economy and attracted huge sums of Greenfield imesgs. It was calculated that
before entering into the European Union 130 deseghfiee zones were operating inside
Hungary [Sheane 2006]. However, with the need tmpdg with EU regulation, all
licenses were cancelled. Companies were offeredhbee of transferring their assets
to a non-designated status without VAT or CustorhBgation or apply for a new
permit, which would allow them to continue theitiaities in a modified environment.
No companies applied for new permits, instead teyose to transfer their assets and

operate under designated statlisd] 2006]. In Romania, there are currently six free



trade zones, four of which have access to waterwdgey are located in Sulina,
Constanta-Sud, Braila, Galati, Curtici-Arad and iGiu and vary in size from 7 ha to
150 ha. [bid. 2006]. In Romania’s industrial parks, there are property tax on

buildings and no land tax on land [PriceWaterHous®gers]. When signing the
agreement with the government investors gain rightse use of buildings and land for
up to 50 years. In addition, the companies areledtio import raw material without
paying customs. Companies within those zones reptea mixture of shipyards,

storage, packaging, processing, handling mateaals trading [Sheane 2006].

Summery

As it is not possible to quantify the incentive egtes and evaluate them based on the

model applied in the previous chapter, a qualieaéivaluation will be implied instead.

Table 25. Incentive Ranking

Estonia Hungary @ Romania  Moldova
Ranking 2 1 3 4

Source: Compiled by author based on own estimates

Looking at it from that approach Hungary would rdin&t, as the country makes use of,
despite many changes, the most developed incesyistem with a competitive tax
base, accelerated deprivations, special deductiamsholidays and the possibility to
carry forward losses. It has for many years beerfrintrunner in CEE in terms of FDI
inflow. Lately the other countries have begun ttcleaup with Hungary and the growth
has begun to slow. This would indicate that it vdobé time to focus efforts elsewhere
also. A first step could be to employ the same tgramd incentives to foreign and
domestic actors alike. Even though only few inseats are offered exclusively to
domestic firms, equal treatment might very wellateea positive image and attract
some extra investors. The next step would be t@amghe financial and rule-based
instruments as well.

On the second place would come Estonia with itsyvéberal and non-
interventionalistic stance on FDI policy, despigcant changes brought on by EU
membership. The country already has great sucoeatracting investors, despite the

fact that the use of government incentive toolfaisfrom as developed as the schemes



in Hungary. There are no accelerated depreciationmajor special deductions, no
target development allocation and no preferentiatlit, but Estonia has none the less
had great success in attracting FDI into the nadfiti small country. Already around
2003 Estonia caught up with and overtook Hungarierms of FDI per capita. One of
the reasons could very well be that Estonian poliogkers have successfully
understood to use other instruments than incentiVeey have focused on the broad
policy areas and on creating a stable and attecti@croeconomic environment, which
in the long run might very well proof to have atbetong-term effect than a narrow
focus on fiscal incentives. While tax holidays aseg in Hungary, Romania and
Moldova may attract new investments, the no taxr@nvested earnings in Estonia
keeps please investors already present and probtildgts new investors also.
Romania has had an impressive growth in inflowtha later years (See Figure 3)
following upon restructurations, and it most beuassd that the newly implemented tax
policies will continue to attract FDI into the cdgn which has enormous potential.
This earns Romania the third place in ranking @use of incentives. However, a shift
towards also using more developed financial pdiomfs, as apposed to the very strong
focus on fiscal incentives might very well proveofiable for Romania, and for
Moldova as well, where the absence of any finarin@ntives seems striking. The use
of financial incentives could for instance help gwvernments divert FDI to prioritised
sectors and rural, undeveloped regions. Romanea@dyr has a competitive corporate
tax level, exemptions in special cases on importiedy as well as accelerated
depreciation and special deductions from the taseb#@lso free economic zones,
industrial parks and an investment agency aredoeplbut still further expansions of the
incentive area would be advisable.

Moldova has the lowest corporate income tax andynganerous tax incentives, as well
as industrial parks and investment agencies. M@domain problem in attracting FDI
does not necessarily lie within its incentive pels; but is more likely to be found in the
general lack of stability and macroeconomic issafehie country. It is a good example
of how incentive policies only are effective if thvestment climate is also stable and
attracting. This is underlined by the previouslyraduced Economic Freedom Ranking
index, which stressed Moldova’s non-tariff barrjersstrictive customs and tough

regulations as affecting its freedom. Monetary anegstment freedoms are poor and



corruption high cobbled with weak institutions. MoVa is also a small country,
however as the case of Estonia shows, this doed tedbe a hindrance as such.
Accelerated write-offs as applied in Hungary andrRaia could be a good choice for
Moldova, as it reduces the expenses for investwinie encourages them to invest in
new equipment, machinery and buildings.

All case countries, except Hungary in a few cager the same incentive packages to
domestic and foreign firm, this is a very positdecision, as many other countries have
not yet applied this logic to their policymaking. the future, this might very well help
distinguish all them positively.



3. FUTURE PERSPECTIVES OF FDI POLICIES

In research literature there used to be the agneethat when searching for a location
in which to invest, economic fundamentals in thesthgcountry such as good
infrastructure, market size, macroeconomic andipalistability, level of income, trade
policies and eventual natural resources were ttaé imidicators [Blomstrém and Kokko
2003:4]. Market size is no longer alpha and omagahipment of goods become easier
and cheaper and local customers are no longer tag as they once were. Small
markets with favourable climates are now just &setive as large markets [Narula and
Portelli 2004]. Estonia is a brilliant example bfs. What is important is understanding
the advantage points of a country and designingritjet policy portfolio. When
Dunning expanded his eclectic framework, he added®P path to show that different
host country advantages are present on differemtlodement levels. Looking at the
analysis outcome and this theory Hungary and Estoan be found on stage three,
where there is a gradual decrease of FDI and isere& outflow of investments. The
domestic wages are growing and labour intensiveymton will diminish. Competition
between domestic and foreign firms will start. Romaand Moldova can be found one
step lower, on step two, with FDI inflow starting ihcrease, but still with a very low
outflow, if any. Main target for foreign investoese still industries based on raw
material and oriented to export. Cheap labour ballused heavily to market products
for the investor home market. These are importanhtp to keep in mind, when
designing future frameworks for policy incentives.

Liberal policy frameworks are no longer the magcipe for attracting FDI, now the
frameworks included into FDI policies needs to expaand begin focusing on
incorporating other policy areas into the existipgrtfolio. In the beginning of the
1990s opening up to foreign investments might hse@m hazardous and demanded a
big change both mentally and policy-wise, but noat, even two decades later, few will
argue that it was not a beneficial and wise desssidNow when the countries of the
CEE have gotten over the initial scepticism towdadeign firms and FDI and have in
most cases established a working incentive systerd a sound investment



environment, they need to start focusing on the nbanges and challenges coming
their way, if they wish to keep the inflow of FDk#&ding their way. Hungary is a
country, which in the past has received substamitbw, but is now in need of
expanding its framework and focusing elsewhereetgure to continue to receive large
amounts of FDI. However local environment and apison capacity continue to be
essential. Therefore, a competitive local busirgissate and local learning capability
are as important, as they were ten years ago. Aowehg and stable macroeconomic
environment will never become obsolete. A counicg Moldova, which has a working
incentive system, but a unstable environment, isxample of what happens if the first
basic steps on the way to attracting investmemtsggored.

The incentive package itself needs to apply eqeahd for all investors. The case
countries in question here have all applied tha large extend, which is very positive.
In addition, the incentive package should be devisepromote linkages and R&D
activities [UNCTAD 2001].Domestic companies should not be forgotten, thesdne
subsidizing in order to maintain the competitivenelte and strengthen their internal
absorption capacity, so that they can benefit ftenhnology transfer and knowledge
potentials [Blomstrom and Kokko 2003:19]. Incensivaéhould furthermore promote the
education and training of locals. Investments neéedgo into HR, improving
infrastructures, education, developing the finan@actor and creating proactive
institutions. In addition countries need to alsodaten their scope; liberal policies and
freedoms are still keywords in keeping the flowt baw free repatriation of profits and
free transactions are also important [Varblane P0@8 are focus on long-term
economic development strategy and co-ordinatiowéah policy areas [Sass 2003:21].
The natural next steps for the case countries wbalé& move away from the heavy
focus on fiscal policies. As has already been sé@sit is natural that developing and
transitional economies focus heavily on these ardasvever more developed
economies shift focus towards financial incentigesl other policies. One of the most
beneficial moves for al involved parties would be stop regarding investment
incentives as a policy regarding foreign investansg towards considering it part of
economic policies in general, as a natural par aebuntries overall industrial policy
[Blomstrom and Kokko 2003:19-21]. Industrial poéisi are important for the effects

and inflows of FDI already, so integrating it woulthly seem a logical step.



Policymakers will also in the future need to fotlusir attention on new sources of FDI.
Forecasts shows that FDI will start to develop dhtoservice sector, and policymakers
will need to be ready to maximize the potential tbis development [UNCTAD
2006:36]. If Moldova is able to shift its focus tile new sectors, it might be able to
benefit from this development.

Another step that is already in the making is anepreviously only shortly touched
upon in this thesis: multilateral policy coordimati Estonia is already evolved in this
on many levels via Baltic cooperation and on a @igbvel Hungary and Romania and
Estonia are together in the EU. Cooperation on iplalievels might very well be the
way forward to setting the “rules of the game”. éwerall policy approach would also
help eliminate any damaging regional incentive cetitipn [Sass 2003:23].
Nevertheless, as regional cooperation becomes moremon and broader, the
individual countries will simultaneously need tetup their game and distinguish
themselves both in order to attract investments,atgo to deal with challenges that
come with the new time and new development, suchress-boarder migration. As
mentioned previously 30% of the Moldavian work fris estimated to have left the
country [National Bureau of Statistics of the Rdpubf Moldova]. Human capital is
increasingly becoming a commodity, as geographeability becomes easier. High
skilled workers are on demand in almost all coestriand they will increasingly be
willing to leave their home countries to seek oppoities abroad. Countries investing
in education can no longer rely on the fact thairtinvestments will pay of, as their
students may very well leave the country after gation [Birkenshaw 2005:18]. It
becomes a new challenge for host government’s ypobh&ers to not only invest in
education, but also invest in and develop waystt@e human capital from abroad,
either via foreign students attending their edaceti facilities, or by making their
countries interesting places to work for employkees other nations. Brain gain versus
brain drain has already been buzz words for a deead the competition will only
increase, especially in CEE where low wages witigethe highly skilledo go west. In
Bulgaria 65 % graduates left the country for jolbsoad just during the last decade
[Ibid. 2005:19]. The high levels of salary in its neighboeg Scandinavian countries
will increasingly pressure the wages in Estonial while Moldova’s wages, the lowest

in Europe, might be a strong card in attractingesters, it is a week card in terms of



keeping the labour force at home. The picture itoiia is quite different if estimates
are correct that 3,000-4,000 will immigrate a ydenwever as it is estimated that most
of them are temporarily leavers, the Estonian bdaain might very well be beneficial
as in morphs into brain circulation [Chandler et 2003:33]. Namely, scholars are
beginning to talk aboubrain circulating instead of brain drain, meaning when the
skilled individuals move around between countried may eventually return home, or
at least create linkages and network back to th@eheountries, if so prompted
[Birkenshaw 2005:20]. All case countries could béneighly from this. As human
capital becomes a sparse commodity they most war#t to attract new individuals to
enter the country on all levels, overcoming steqees abroad, making entry
legislations more flexible and less bureaucratid aot the last overcome their fears of
foreigners entering into high ranking joldbifl. 2005:18]. This will require new policy
approaches and working to branding the countrytpesy abroad.

An important tool in this branding process is thedstment Promotion Agencies. All
case countries presented have already set up suoffiee, which offers information
about the country, help in legal matters and litkgovernments and domestic firms,
however in the future their tasks could devolvengigantly. According to Spee [2005],
due to the use of the Internet, the communicatiohost country information will no
longer be their main task, however he suggest nodingr ways in which the offices
could become important tools later on in the preces
They will need to tailor value propositions focugion unique and limited markers of
the region. What are the strengths and unique @mwient of the country? Is there a
business clientele to which their region would Bpezially lucrative? Moreover, not
only should they tailor these propositions and rotfeem to interested clients, they
should become more pro-active in their work targgfotential investors, so that they
not only welcome new investors but also attractmthéeeping the contact with
investors and being helpful even after the setduth@r businesses is also a valuable
asset. Service most be value-added and staff exped and professional, changes in
the environment most be monitored. Links to goveants, domestic firms and NGOs
will continue to be important advantages and lisksuld be expanded and evolved.
Investment promotion will turn into a business iself. In addition, as the agencies

become more proactive, they will increase theirvkedge of the region and of the



potential investors, and in this, they would beeaiol move from simply relaying policy
decisions to investors to actively participate wligy shaping. Who better to know,
what would be beneficial [Spee 2005:119]?

On a final note, countries should not forget abouwitvard investments. Estonia and
Hungary are already having a rather large outfldWwDI, but this is also crucial in the
future. When it comes to outward stock, Estonials® a special and interesting case.
Together with Hungary, it is the CEE country wilie targest outflow of FDI in relation
to country size. Due to a conservative fiscal poliEstonia has one of the lowest budget
deficits in the CEE [Varblane et al. 2008)oreover, government policy makers could
possible learn from other emerging economies swelClina in that respect. The
Chinese government has prompted and helped doméstis acquire foreign
companies in an attempt to gain management expexrsisvell as overtaking the brand
recognition of the foreign company and enter fameigarkets that way or simply
establishing a strong brand presence in generatWiz 2005:62]. Acquisitions as
apposed to Greenfield investments also offer asy’eshortcut to service channels and
distribution networks. The Chinese government hathis case made policies in order
to support internationalisation, has set-up aneniinformation platform and has helped
a large number of companies expand and go abhoadidition, large investments into
education in for instance languages have been iftlaide 2005:64-65].

As the increase of government subsidies continaed,the areas covered in the FDI
framework keep expanding, there is the risk thaspde spillover benefits the
companies investing are the net beneficiaries [2883:7]. However, it is the host
countries role to create its policy so that it oaaximize profits and make sure that both
the host country and the foreign investor are wisn@/hen creating incentives it is also
vital to be aware that the higher the lacks ofgpamency in policies are the higher the
risk for rent seeking and corruption. When desigrgovernment policies transparency
is the key [Blomstrom and Kokko 2003:17].

There is no doubt that FDI will keep evolving aneblpably during the next years
present very different challenges to host policykens; New players will emerge and
new sectors be targeted; new laws and methoddeitleeded to cope with this as well

as a quicker response time to changes in the emagat. Moreover, the host



governments themselves will need to become involmed completely new way. In
order to succeed in the continuously more globatldvaew opportunities most be
grasped as they arise. Changes in the environmest foe closely monitored.
Flexibility and adjustment are called for. Threatsst be eliminated as they arise, and
new policies most be implemented effectively resiog to market needs and
demands. The CEE countries have earlier shown thidlingness and capability to

adapt and quickly reform, this is a strength thatgd be nurtured also in the future.



CONCLUSION

Host country governments have invested much tinte aimsideration into designing
complicated, liberal policy networks in order tdratt FDI and the benefits that come
with it such as capital, knowledge, technology, petfition and a raise of exports and
employment. Now however empirical research has shdhat in the growing
competition, creative and liberal investment incgrg are no longer enough to attract
FDI inflow. In addition, it is no longer enough tocus on, or posses, a few locational
advantages. A country most be able to present & witd possibly unique policy
portfolio with a combination of incentive schemealuable host country determinants
and a good, stable investment environment. It ipoitant for government policy
makers to continue elaborating and adjusting tlaenéwork with various layers of
policies in order to continue to benefit from tinlow, to strengthen educational levels
and infrastructure. It is up to the host governradot deliver the right conditions in
order to attract FDI, while maximising benefits amthimising negative effects of the
inflow. The governments themselves are vital playeith regard to creating the right
environment for absorption capacity and creatingootunities for the important inter-
linkages. At the same time they most also adjugidiecy frameworks from above as
results of regional cooperation, bi-, and multitategreements.

The objective of this thesis was to analyse investnenvironment and the incentive
schemes in the four transition countries Estoniadéry, Romania and Moldova. The
outcome of the broad analysis of investment enwrem was very clear. Estonia
possesses the best investment environment in t&rstability, ease of doing business,
a highly competitive market, low corruption andefdem. Only in labour market terms,
size and with regard to infrastructure was theilgagosition not in hand. Hungary on
the other hand scored highest on infrastructutbpagh also doing remarkably well in
most other categories with the exception of labhoarket and ease of doing business.
Regarding labour market conditions, Moldova haaitse victory, otherwise it had to be
content with facing less corruption perception tlisnlarge neighbour Romania and
being slightly bigger in relation to population arsdea than Estonia. Size was



Romania’s largest locational advantage, alongsidazang ease of starting a business,
while corruption was Romania’s biggest challenge.

The analysis of incentive schemes suggests thathdwey regarding the use of fiscal
policies as the ultimate focus area in transitiammintries is very much reflected in the
case countries. All four case countries have atfoning incentive system in place.
Hungary has a remarkably well developed and gesernoentive scheme, while
Estonia seems to have understood the vital impoetaha more broad policy approach.
Both countries are front-runners in attracting FRUf both need to keep adjusting and
expanding their policy areas, if this is to con@éntiungary could beneficially choose to
eliminate the last differences in incentives oftete domestic and foreign investors.
This would in turn eliminate bureaucracy and hakpate transparency in the intricate
web of incentives. Romania and Moldova are stilmewhat behind Hungary and
Estonia in terms of FDI per capita, although Roradras shown an impressive growth
rate. It would be beneficial for Romania and Molddw focus on financial incentives as
a supplement to the fiscal ones already in pladec@untries have shown a will to
reform their systems, which is a positive featufstonia deserves praise for its
transparent and liberal system. Furthermore, thentcp has managed to embrace the
idea of regional cooperation, while maintainingategn unique policy portfolio.

Moldova receives the smallest amount of FDI infl@algo compared to other European
countries. Since 2000, the inflow has however beguyrick-up and one most hope that
continuous improvements to the policy system wolhtinue to create larger amounts of
inflow. A well-developed fiscal incentive is in gl with competitive corporate income
tax and other generous tax incentives, but theotidmancial incentives as well could
help development in undeveloped regions. For Madgddne main challenge in the
future will be eliminating macroeconomic imbalaneesl creating a stable investment
environment politically and economically. Focus @dobe on core policies as well as
the macroeconomic environment. Investments intdotsac infrastructure will need to
be improved and after that, focus on the incenpigefolio can be made. Incentives
only seem to be justified if the potential of theam be fully used, this demands that the
foreign affiliates attracted are different than theal firms, and that they have some
assets which can spill over to the host nationctvitihan in turn needs to be on a certain

level in order to absorb the spillover. An intenegtstep for Moldova would be trying



to attract inflow into the emergingew FDI sectors such as service, but it needs to
overcome the other challenges and stop the thriegtéabour market migration first.
Romania has just recently reformed its tax polisgvging that it has learned and been
ready to reform. This kind of flexibility and adjngent is important in today’'s
environment, the faster countries can learn froeir timistakes and adjust to demands in
the environment, the more they will benefit in thag run, which also the later years
impressive growth in Romania has shown.

Even for countries doing well in the game of FOd,Estonia and Hungary, adjustments
are necessary to stay in the race. FDI policie® lepanded; the policy areas that are
connected with FDI will unquestingly continue to slo in order to meet new standards
and new competition. It is important also to supmmmestic firms by investing into
learning, so that they can benefit from potentiplllevers and the competitive
environment. The expansion of tools and policies baly just begun. In a more
internationalised world, where decisions are benagle faster, there is also the risk that
companies are less stabile, less bound to locatth@nefore governments face the risk
that companies, as well as labour force, move andre favourable climates faster than
before, possible before they have had any realtipeseffect on the host nation. It
continues to be the main task of the host countiycy makers to design the right
policy decisions that will also be beneficial ammanpetitive in the long run.
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Resume

Inflowet af udenlandske investeringer p& verdemsgamere en tredoblet indenfor de seneste tordMens man i Vesten keemper for at
beholde produktionsvirksomhederne p& hjemmebamenha i Central- og @steuropa siden Sovjetuniosansmenbrud, og dermed kollapset af
det plangkonomiske system, keempet hardt for edefikke flest mulige udenlandske investeringer tifidiigere sa lukkede gkonomier. Habet er
at de udenlandske investeringer vil kunne kickstaien gkonomiske vaekst ved at tilfgje kapital duejaispladser, samt hgjne velfeerd og

konkurrenceevne.

“Forskellen p& at fgre den rigtige og den forkeggeringspolitik har aldrig veeret stagrre”
[Summers 1995].

| kampen om at tiltreekke udenlandske investerirgrelinvesteringsklimaet og det
komplicerede net af politiske tiltag, der udger esteringsfremmearbejdet, af den
hojeste betydning. Dette speciale fokuserer pa steviegsklimaet og de
motivationsfremmende politikker anvendt i fire $gerudvalgte lande i Central- og
@steuropa (Estland, Ungarn, Rumaenien og Moldovel) forsgg pa at analysere og
evaluere den anvendte praksis, samt komme medadatislforbedringer og fremtidig

udvikling i Central- og @steuropa.



