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Abstract

This paper looks at the relation between foreign direct investment (FDI) and gross fixed capital
formation in transition countries as well as other sources of capital formation financing, namely debt
financing, capital market financing and subsidies. The paper shows that capital formation is positively
associated with FDI, along with domestic debt and capital market financing, but negatively correlated
with stock market liquidity. There is no statistically significant link between capital formation and
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1. INTRODUCTION

The positive impact of foreign direct investments (FDI) on transition economies has been
widely acknowledged. First, FDI is an important source of financing for transition economies
as it helps to cover the current account deficit, fiscal deficit (in case of privatisation-related
FDI), and supplements inadequate domestic resources to finance both ownership change and
capital formation. Second, compared with other financing options FDI also facilitates transfer
of technology, know-how and skills, and helps local enterprises to expand into foreign
markets.

This paper addresses the following question: how important is FDI in financing capital
formation in transition countries, relative to the other forms of enterprise financing (domestic
and foreign credit, capital market financing, and state subsidies)? The potential importance of
FDI for capital formation in transition countries is highlighted by the need to replace large
amounts of obsolete capital accumulated during years of central planning in the environment
lacking an efficient financial sector. (See Section 2 for a brief survey of the literature looking
at other features of FDI in transition countries, including analyses of determinants of FDI and
the general impact of FDI on the economy.)

The role of FDI in financing capital formation is not clear-cut. The definition of foreign direct
investment! is focused on the source of capital with little regard to its use (Graham, 1995).
Indeed, Lipsey (2000) finds little evidence of FDI having an impact on capital formation in
developed countries and shows that the most important aspect of FDI in the selected sample
of countries is related to ownership change.

The observation about the unclear relation between FDI and capital formation may also hold
in the transition countries. The take-over of an enterprise, particularly through privatisation,
may lead to a strong FDI inflow but the proceeds may not be used for enterprise investment
purposes. There are, however, cases of take-overs where a part of associated FDI inflows is
used for capital formation, e.g., partial privatisation through a capital increase or privatisation
with a capital formation component of the sale contract. Greenfield investments have usually
a strong link between FDI and capital formation, although even in this case there is not a one-
to-one relation. Lastly, privatisation revenues may have an impact on the country's gross fixed
capital formation through state capital expenditures, e.g., in infrastructure projects or state-
owned enterprises, without a direct link to the enterprise originally subject to FDI flows.

There is also a lagged effect which concerns the capital formation in enterprises already
benefiting from the presence of a foreign investor without direct involvement of funds from
this investor. Besides providing own funds, foreign investors may implicitly or explicitly
increase the credit ratings of the company and enable it to access previously unavailable
external financing sources. Most enterprises in transition countries face a credit constraint as
they lack a track record of operating in a market economy and the presence of a strategic
investor may change this situation.

An additional important issue is the existence of soft budget constraints which still persist in
many countries, either directly in the form of budget subsidies or indirectly through tax, social
welfare and pension contribution arrears. The availability of subsidies inevitably influences an

! The IMF defines (foreign) direct investment in its Balance of Payments Manual as the category of
international investment that reflects the objective of obtaining a lasting interest by a resident entity in
one economy (direct investor) in an enterprise resident in another economy (direct investment
enterprise). Direct investor is defined by its ownership of 10% or more of the ordinary shares or voting
power in direct investment enterprise.



enterprise decision on the size of commercial financing and even on the choice of financing
source as some subsidies are available only if certain conditions are met (e.g., grant finance
provided as a complementary element of lending by selected banks).

Asymmetric information between the firm's insiders and outsiders is an important factor
contributing to preference for FDI compared with other sources of financing (Razin et al.,
1998; Kinoshita and Mody, 1999). This is even more so in the transition economies
characterised by a general lack of transparency, low standards of business conduct, and
inadequate protection of creditor and minority shareholder rights. As a result companies in
transition economies rely primarily on FDI, and in particular with the foreign strategic
investor taking majority control of the firm (Buiter et al., 1998). The role of a sizeable
minority equity investment by a foreign sponsor, which would count as foreign direct
investment, as well as of portfolio investment, is relatively minor. In only a handful of
transition countries do new public share offerings and equity fund investments serve as a
significant source of financing for enterprises (EBRD Transition Report 2000).

The rest of the paper is structured as follows. The following section describes the basic
features of FDI in transition countries and the relation of FDI to macroeconomic performance
and enterprise reform. The third section builds a simple model of capital formation financing.
The fourth section presents the empirical results. The fifth section concludes and provides a
few policy implications.



2. ROLE OF FDI IN TRANSITION COUNTRIES
2.1 REVIEW OF THE LITERATURE ON FDI AND TRANSITION COUNTRIES

There is already a sizeable literature on foreign direct investment in transition economies. It
can be loosely divided into studies of the determinants of foreign direct investment, including
studies of the relation between investment climate and FDI, and analyses of the impact of FDI
on the economy from both a macroeconomic point of view (growth and trade performance)
and a microeconomic angle (restructuring and enterprise performance). This paper is related
to both issues as it looks at both the links between FDI and other sources of financing and the
impact of FDI on capital formation.

A consensus has already emerged on the main determinants of foreign direct investment in
central and east European transition countries (Lankes and Venables, 1996; Bevan and Estrin,
2000; Resmini, 2000; and Kinoshita and Campos, 2001, among others). These factors include
domestic and potential export market size, gravity factors, natural resources endowment,
skills endowment, unit labour costs, progress in transition reforms, and economic and political
stability. The impact of the investment climate on foreign direct investment inflows is
particularly highlighted by comparing the good performance of advanced central European
transition countries and the weak performance of Balkan and Soviet Union successor states
which are less advanced in transition reforms (Barrel and Holland, 2000; Meyer and Pind,
1999; Konings, 2000).

The positive impact of foreign direct investment on economic performance has also been
relatively well established. The positive impact of FDI on growth is found by Borensztein et
al. (1998). A strong relation between FDI and trade is studied by Markusen (1998) and
Repkine and Walsh (1998), who highlight reorientation of trade in the central European
countries to the European Union, which is in turn a major source of FDI for central Europe.

The positive relation between FDI and enterprise restructuring has been shown in a number of
studies. The foreign-owned companies in advanced transition countries invest the most and
thus perform the best as shown by the EBRD (1999, 2000), Konings (2000) and Lizal and
Svejnar (2001), among others. According to the OECD (2001), foreign-owned industrial
enterprises in the Czech Republic in 2000 accounted for 41 per cent of output, 28 per cent of
employees and 65 per cent of pre-tax profits. This highlights both higher productivity and
higher profitability of foreign-owned enterprises.

2.2 IMPACT OF FDI ON THE TRANSITION COUNTRIES

Until recently the transition countries had not received significant amounts of foreign direct
investment, which was not welcome in centrally planned economies. In 1990, only Hungary
was reporting a significant amount of FDI inflows but the total for all transition countries in
that year was below US$ 500 million. By 1998 FDI inflows to central and eastern Europe
increased to almost US$ 20 billion, but still accounted for less than 10 per cent of total FDI
inflows to the developing countries or less than 20 per cent of FDI inflows to developing
countries in per capita terms (EBRD, 2000).

The total volume of FDI inflows to transition countries remains small in comparison with
other developing countries. However, FDI inflows are already substantial as a percentage of
GDP. FDI inflows as a share of GDP in the benchmark countries in Latin America, South-east
Asia and low-income EU countries have been comparable to FDI inflows to transition
countries by 2000 (see Chart 1). The distribution of FDI by countries also highlights
determinants of FDI identified in the literature (e.g., Bevan and Estrin, 2000, EBRD, 2001),
including gravity factors (Czech Republic, Hungary, Poland — EU accession countries closest



to the European Union), market size (Poland, Russia, Romania), and natural resources
endowment (Azerbaijan, Kazakhstan, Russia, Turkmenistan).

A large share of FDI in transition countries is generated by the privatisation process (see
Chart 2). However, there are transition countries that attract a large amount of FDI without
embarking on a significant privatisation programme (Azerbaijan) while the privatisation
process in other countries has involved a significant amount of stock market flotation
(Hungary, Poland, Russia) and therefore some privatisation-related capital inflows are
reported as portfolio inflows instead of FDI. Many transition countries have also actively
promoted privatisation to local investors (Czech and Slovak Republics), which was usually
debt financed and thus linked either to domestic or foreign credit. It should be noted that only
a small part of the privatisation proceeds is generally used for capital formation financing
although some privatisation contracts include an implementation of investment programmes
as a condition of the sale.

There is a strong relation between FDI and other macroeconomic variables. Privatisation-
related FDI inflows help to finance the fiscal deficit in countries where the need for large
infrastructure spending and generous welfare programmes are inconsistent with budget
revenue constraints, including inefficient tax administration. Foreign capital inflows are also
needed to cover often large current account deficits caused by the inflow of consumer and
investment goods which are not produced domestically (see Chart 3). An undeveloped
financial sector as well as a history of macroeconomic instability and high inflation contribute
to a savings gap, with domestic savings lower than domestic investments, while obsolete
capital needs to be replaced. FDI is not the only source of financing for either the fiscal deficit
or the current account deficit, but stable long-term capital inflows in the form of FDI are
preferable to short-term flows or debt financing to avoid an increase in macroeconomic
instability.?

2 See Krkoska (2001) for evidence of a strong relation between the lack of FDI, current account
deficits and economic crises in central European countries.



Chart 1: Foreian direct investment in transition economies
compared with emerging markets benchmarks (% of GDP)
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Note: Data for b enchmark economies, denoted with a star (Malaysia, China, Thailand, Argentina, Brazil, Indonesia, Greece, Portugal, and Turkey), refer to
average for 1990-2000. Source of the data on transition countries is the EBRD Transition Report Update 2001 and IMF World Economic Outlook 2001.




Chart 2: Cumulative FDI and privatisation revenues in 1989-2000 (% of GDP)

(regression line excludes Azerbaijan)
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Chart 3: Current account and FDI in 2000 (% of GDP)
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