M economies

Article

The Determinants of FDI Sectoral Structure in the Central and
East European EU Countries

Mario Peéari¢ 12, Tino Kusanovié¢ 3 and Pavle Jakovac

check for

updates
Citation: Pelari¢, Mario, Tino
Kusanovi¢, and Pavle Jakovac. 2021.
The Determinants of FDI Sectoral
Structure in the Central and East
European EU Countries. Economies 9:
66. https://doi.org/10.3390/
economies9020066

Academic Editor: Robert Czudaj

Received: 28 February 2021
Accepted: 22 April 2021
Published: 27 April 2021

Publisher’s Note: MDPI stays neutral
with regard to jurisdictional claims in
published maps and institutional affil-

iations.

Copyright: © 2021 by the authors.
Licensee MDPI, Basel, Switzerland.
This article is an open access article
distributed under the terms and
conditions of the Creative Commons
Attribution (CC BY) license (https://
creativecommons.org/licenses /by /
4.0/).

2,%

Faculty of Economics, Business and Tourism, University of Split, 21000 Split, Croatia; mpecaric@efst.hr
Faculty of Economics and Business, University of Rijeka, 51000 Rijeka, Croatia

Department of Professional Studies, University of Split, 21000 Split, Croatia; tinok@oss.unist.hr
Correspondence: pavle jakovac@efri.hr

@ N =

Abstract: The EU model of market integration, based on financial openness, leads to divergence and
sectoral specialization, which makes the convergence of Central and East European EU countries
(CEE) in the EU questionable. The idea of the paper is that forms of foreign direct investment (FDI)
have a differential effect on the growth and development of countries—i.e., it is assumed that FDI
inflows into the manufacturing sector have a greater intensity and impact on economic growth than
inflows into the services sector. Therefore, the aim of this paper is to analyze the system determinants
and transmission mechanisms of the sectoral structure of FDI inflows on the sample of 10 CEE for the
period 1995-2019. Following a critical analysis of previous research, a panel model was constructed
in the empirical section. A developed credit market and the purchasing power of residents lead to
greater capital inflows into the services sector, while a higher GDP growth rate and a depreciated
real exchange rate lead to higher inflows into the manufacturing sector. The conclusion of the paper
is that changing the structure of the domestic economy based on clear industrial and investment
policies is the best way to attract developmentally efficient FDI.

Keywords: sectoral structure of FDI inflows; CEE countries; economic growth; real exchange rate

1. Introduction

Based on development characteristics, the EU countries can be divided into northern
countries, southern countries and catching-up countries. The last group consists of eleven
countries from Central and Southeast Europe (CEE), the so-called post-transition countries,
whose accession to the EU/EMU aims to accelerate growth and achieve convergence with
developed EU countries, partly with the help of foreign savings, especially foreign direct
investment (FDI) from developed EU countries. The sample consists of the following
countries: Bulgaria, Romania, Hungary, Croatia, Slovenia, Slovakia, Czech Republic,
Poland, Latvia, Lithuania and Estonia.

FDI is considered a particularly desirable form of capital inflow due to its lower
volatility and assumed positive spillover effects. According to endogenous growth theories,
foreign capital flows should contribute to higher growth rates through spillover effects on
the host country of the investment. However, many studies conclude that FDI inflows do
not necessarily lead to an increase in the GDP growth rate, macroeconomic stability, an
increase in employment and export orientation of the host country.

This paper assumes that the different sectoral structure of FDI has different effects
on economic growth—i.e., inflows to the manufacturing sector have stronger effects on
growth than inflows to the service sector (Alfaro and Charlton 2007; Mencinger 2003, 2008;
Kinoshita 2011; Walsh and Yu 2010). Understanding the potentially negative effects of the
sectoral structure of FDI inflows and exploring the transmission mechanisms implies the
possibility of a better diagnosis of the current state of affairs and insights into new policy
directions to accelerate growth and a more developmentally efficient inflow of FDI.
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It is argued that the positive effects of FDI inflows can only be achieved based on ful-
filled initial criteria regarding the development of institutional and economic infrastructure.
It is well known from the development economics literature that institutions are mostly
endogenous variables and their change is country specific (i.e., path dependent), where
different institutional endowments can lead to similar economic outcomes. Developed
countries also have developed institutions. FDI has the largest impact on productivity
and thus spillover effects in the most technologically developed EU countries, which are
also high-income countries (Derado and Horvatin 2019). The political economy of insti-
tutional change precisely emphasizes the emergence of different variants of capitalism.
The conceptual model of EU integration based on financial openness and the emphasized
importance of capital flows for the growth of countries CEE lead to asymmetric growth
models (export- and demand-driven models) that determine the sectoral structure of capital
inflows to these countries. Contrary to expectations, capital inflows, including FDI, cannot
automatically change the structures of economies and their growth models. Rather, the
structural framework of the integration process determines the FDI.

The focus is on the impact of capital movements on the real exchange rate (REER) and
the limitations of growth models based on external imbalances (current account deficit)
and encouraged consumption and investment in the production of nontradable goods. The
given model makes countries dependent on foreign savings, capital inflows, and financial
disturbances (sudden stops) that end in crises, volatility, and a decline in GDP.

By considering theoretically assumed transmissions and analyzing previous research,
the second part of the paper provides a framework for formulating the empirical model.
Based on a critical analysis of previous research, the selection of variables was made and
the hypothesized influences are explained in the third part of the paper. According to the
country sample, a panel analysis method with three dependent variables (total FDI inflow
and FDI in manufacturing and services) was chosen. The results of the paper suggest
that the best way to attract developmentally efficient forms of FDI is to design one’s own
investment and development strategy that ensures stable domestic savings and export
orientation of the economy through income growth, thus attracting export-oriented FDL

2. Literature Review

Most surveys in a sample of CEE countries mainly take into account the FDI total
inflows, while only a few surveys make a distinction regarding the sectoral structure of
investment and its impact on the GDP growth rate. It theoretically and empirically confirms
that FDI inflows into the manufacturing sector have favorable effects on the GDP and
export orientation of the host country.

Among the first papers to question this relationship in terms of FDI sectoral structure,
although implicitly, were the ones by Mencinger (2003, 2008). This author points out
the negative impact of FDI on GDP growth for CEE countries, explaining the same by
FDI inflows mainly into the service sector—i.e., lack of investment in export-oriented
economic sectors. Thus, Mencinger (2008) considers that the concentration of investments
predominantly in only few service sectors (e.g., financial sector, real estate and retail—
mainly those sectors with a high profit rate) can also lead to a deterioration of the current
account balance. It can lead to an increase in consumption and imports (and thus the
growth of foreign debt) at the expense of increasing export competitiveness of the recipient
country. Furthermore, the same author (Mencinger 2003) states that the increase in the
deficit is especially evident in the income subaccount, which is generated mainly through
the outflow of realized added value—i.e., profit.

Accordingly, it is assumed that FDI in the manufacturing sector will have a favorable
effect on achieving desirable macroeconomic objectives in terms of increasing the GDP
growth rate, increasing employment and improving the current account balance. On the
contrary, the investment inflows into the service sector are mainly market seeking-oriented.
With this investors” motive in mind, such a sectoral orientation will generally not lead to
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the improvement of the foreign trade balance, nor can it guarantee sustainable economic
growth.

Mitra (2011) thus considers that capital inflows into certain economic sectors and not
necessarily the type of capital inflows lead to macroeconomic instability in CEE countries.
If there is an investment inflow into the service sector (which occurs mainly through invest-
ments in the banking sector and consequently the growth of credit demand), the author
believes that such sectoral structure investment mainly leads to higher macroeconomic
volatility, regardless of the adopted monetary (exchange rate) regime. Riedl (2008) also
considers that the inflows into predominantly service sectors lead to increased macroeco-
nomic instability, pointing out that the prevailing motive of investors in the service sector
is the market-seeking motive, while investments in the manufacturing sector are mainly
motivated by gaining international competitiveness through the realization of lower unit
production costs.

Furthermore, using the sample of OECD countries, Alfaro and Charlton (2007) high-
light the importance of spillover effects on the recipient country—i.e., they conclude that
the positive effects of FDI inflows can only be achieved based on fulfilled initial criteria
regarding the development of institutional and economic infrastructure.

Following Alfaro and Charlton (2007), Ioan et al. (2020), among others, also look
at the impact of FDI on economic growth using the example of selected CEE countries
for the period 2005-2016, concluding that recipient countries need to make significant
domestic savings and investments in fixed infrastructure to achieve the positive effects of
FDI on economic growth. In turn, Gherghina et al. (2019) find the existence of a nonlinear
relationship between FDI inflows and GDP per capita, as well as a significant role of the
institutional framework in attracting FDL

In addition to the positive effects of FDI inflows into the host country, FDI can also
have negative effects, which are analyzed extensively in the literature. In addition to the
obvious negative effects of the sectoral structure of FDI on the movement of the current
account of the balance of payments, it is important to note that some of the available
research emphasizes some other negative effects of FDI inflows on the economy of the host
country. For example, Vissak and Roolaht (2005) found that investors’ focus on only a few
activities can lead to opposite effects of FDI than theoretically desirable. Moreover, there is
the question of a tendency for foreign firms to cooperate with domestic firms (crowding out
effect). If investment flows into predominantly import-oriented sectors and such activities
that aim at expanding market share, then in the case of increased bank lending there will be
an increase in import demand, at the expense of export supply. Moreover, more favorable
credit conditions for foreign companies (better know-how, technological superiority) lead to
a further crowding out of domestic companies from the market. In this context, the inflow
of investment in the form of FDI does not necessarily lead to the spread of spillover effects
if the primary form of investment is via brownfield investment through the privatization
of domestic firms.

Taking into account the above information, the following question arises: what are
the determinants of the FDI sectoral structure? In turn, their analysis can provide an
answer to the question of how changing these factors can affect the change in sectoral
FDI, and consequently the achievement of economic goals. In the following part of the
paper, we present a brief overview of recent research on a sample of CEE countries in
order to critically analyze the choice of variables for our empirical model and assess their
significance.

Among the first is paper of Kinoshita (2011) who analyzed the impact of the FDI
sectoral structure on the import/export using the sample of 15 CEE countries for the period
2000-2007. The author took into account the fact that the sectoral structure of foreign
direct investment has an important effect on the macroeconomic stability of the recipient
country, its foreign debt and the current account balance. The author concluded that a
larger investment inflow in the tradable sector (predominantly vertical FDI) leads to a
higher share of exports in foreign trade (and consequently to an improvement in the current
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account balance). A higher investment inflow in the nontradable sector mainly leads to an
increase in imports and stimulation of credit growth, and, in general, an in-crease in the
purchasing power. The author also emphasized the important role of the real exchange rate
variable as a determinant of import and export in these countries. The econometric analysis
showed that, among other control variables, the increase in the value of the real effective
exchange rate index leads to a decrease in the share of exports in GDP, while positively
affecting the share of imports in GDP.

Makhavikova (2018) reaches a similar conclusion. The author concluded that an
increase in the value of the index leads to a decrease in competitiveness, implying an
investment inflow into the nontradable sector with the aim of expanding the market and
exploiting the purchasing power of domicile consumers. In addition, Polat (2015) also
came to similar conclusions for the sample of CEE countries.

All of the above studies so far have been conducted on a sample of CEE countries.
However, some of the analysis on the mentioned subject were obtained on the sample of
developed or developing countries.

Thus, for example, Walsh and Yu (2010) analyzed the impact of selected macroe-
conomic, financial and institutional variables on FDI inflows into primary, secondary
(manufacturing) and service (tertiary) sectors on a sample of 27 developed and developing
countries for the period 1985-2008. The authors found that the inflows of FDI into the
primary sector are mainly not dependent on macroeconomic situation in the recipient
country, but on the location of certain natural resources. When it comes to FDI inflows
in the manufacturing sector, the authors found a more noticeable impact primarily the
real exchange rate and GDP growth rate where the depreciated real exchange rate had a
positive effect on investment in export-oriented sectors (the same conclusion applies to
the GDP growth rate). The appreciation of the real exchange rate led to significant FDI
inflows into the service sector (the appreciation of the real exchange rate increases wages
and profits, thereby increasing the purchasing power of the target market). The reverse
logic applies to the manufacturing sector where the investors” primary goal is to achieve
cost-efficiency production, through real depreciation.

From the research review presented so far, in the following chapter we select the
variables for econometric testing using panel data models. As a review of previous research
shows, FDI mainly flow to these countries that have a developed financial system, positive
GDP growth rate, favorable institutional infrastructure and adequate monetary policy
management (the monetary variable in the model is represented using the real effective
exchange rate index). According to the literature review, the appreciation of the real ex-
change rate leads to an increased inflow into the predominantly service sector. Otherwise,
the depreciation of the real exchange rate leads to an increase in the international competi-
tiveness of the domestic economy and an increased investment inflow into the tradable
sector(s).

The paper pays particular attention to the impact of financial openness and capital
movements on the real exchange rate and its conceptual relationship with the sectoral
structure of FDI. The research shows that short-term debt and portfolio capital forms
have a primary influence on the volatility of the exchange rate rather than long-term FDI.
Nevertheless, it is possible to see a transmission mechanism of influence between the real
exchange rate and the long-term capital forms. The inflow of capital into these countries
leads to an increase in credit due to the privatization of the domestic banking sector and
hence an inflow of FDI into the financial sector.

The increase in credit leads to an increase in consumption, imports and wage growth
in services with severe deindustrialization and a decline in competitiveness. This can
be explained by the reverse Balassa—Samuelson (effect B-S effect) and a kind of “Dutch
disease” phenomenon—namely, if the inflow of foreign capital (as a driver of productivity
growth in a given sector) is concentrated in goods and services (i.e., in the nontradable
sector), this can lead to an appreciation of the real exchange rate. It is due to wage increases
(which do not have to be accompanied by productivity increases, which only amplifies
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the negative effects) and of the price of those services and goods that are not subject to
international exchange. In their study, Magud and Sosa (2013) conclude that the notion
of Dutch disease is closely related to the achievement of positive economic growth rates,
indirectly through the movement of the real effective exchange rate. Indeed, the authors
conclude that the “Dutch disease” exists as an economic phenomenon and, by affecting the
realization of resources between sectors of the economy, leads to a reduction in investment
in manufacturing production at the expense of increasing investment in some other sectors.

The transmission mechanism of the appreciation of the REER, especially before the
crisis, led to deficits in the trade and current accounts and growth based on borrowing and
consumption. In terms of Bresser-Pereira and Gala’s “New developmentalism”, this would
mean that capital inflows and trade patterns lead to the substitution of domestic savings for
foreign savings and determine both the nature and sectoral structure of FDI coming into the
host country. Growth based on foreign savings, leading to an increase in the current account
deficit, leads to an overvaluation of the exchange rate in the long run, which, together with
a high marginal propensity to spend, reduces domestic savings and discourages investment.
Therefore, it indicates growth through foreign savings (Bresser-Pereira and Gala 2009).

In this way, an economic structure is formed in the medium to long term, which
ultimately influences the structure of FDI inflows into the country. The process is entangled
as the new FDI inflows only reproduce the existing structure. The fact is that developed
countries exchange the most technologically advanced FDI among themselves, so the
problem of changing the structure can be expressed as path dependence. The given
structure determines and induces inflows into the service sector as a result of previous
capital inflows, which promote import consumption and real appreciation of the currency.

3. Methodology and Data

The country sample on which econometric tests are performed consists of 11 countries
from Central and Eastern Europe. Five of them are members of the euro area (i.e., Estonia,
Latvia, Lithuania, Slovakia and Slovenia), Bulgaria and Croatia joined the ERM 2 mecha-
nism, while Czech Republic, Hungary, Poland and Romania (although not members of the
ERM 2 mechanism) coordinate their monetary policies with the euro area and, especially
after 2009, peg their exchange rates to the euro. Except for Poland, before the crisis, all coun-
tries had a fixed or intermediate nominal exchange rate regime. With regard to exchange
rate policy, this study considers the real exchange rate as a determinant of the movement
of goods and services in the international economy. Although the sampled countries (and
especially those that have not yet joined the Eurozone) have different adopted exchange
rate regimes, the common feature is that all of them experienced significant appreciation
pressures on the real exchange rate in the period before the Eurozone crisis in 2008. This, in
turn, indirectly affected the very sectoral structure of foreign investment, especially FDI.
Indeed, according to Bolukoglu (2020), capital inflows lead to real appreciation under con-
ditions of financial liberalization. Real appreciation in turn further leads to higher imports,
to a change in the structure of the economy and to a change in the sectoral structure of FDI
inflows. According to Eurostat, these countries are still below the EU’s average GDP per
capita (in purchasing power parity terms).

After a critical analysis of previous research, descriptive statistics analyzed the inflows
and sectoral structure of FDI (see Appendix A), while the relationship between sectoral
structure and growth was analyzed using scattergrams. Descriptive statistics shows differ-
ent characteristics of the FDI sectoral structure by country (see Appendix B). Scattergrams
show, on the overall sample, the positive impact of manufacturing sector inflows on GDP
growth rate as opposed to service sector inflows. In order to test these relations, we tested
the determinants of the FDI inflows into the manufacturing and service sector as well as
the total FDI inflows using panel model.

The two scattergrams below present an estimated regression line of the interrelation-
ship between the investment inflows into the manufacturing sector (Figure 1) or service
sector (Figure 2) and the GDP growth rate (in %) in CEE countries. In the case of service
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sector inflows, there is an imperceptible effect of investments on the GDP growth rate, while
in the case of manufacturing sector investments this effect is slightly positive, implying
that such investments are export-oriented, leading to improved current account balance

and economic growth.
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Figure 1. Interrelation of FDI inflows into the manufacturing sector and GDP growth rate.
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Figure 2. Interrelation of FDI inflows into the service sector and GDP growth rate.
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Prior to econometric analysis, descriptions of dependent and independent variables

are given in Table 1.

Table 1. List of variables used in empirical testing.

Dependent Variables Variable Description Source
Fdi_inflowgdp Total FDI inflows (in % of GDP) WIIW FDI database
Fdiservice_gdp FDI inflows in service sector (in % of GDP) WIIW FDI database

Fdimanufacturing_gdp FDI inflows in manufacturing sector (in % of GDP) WIIW FDI database

Independent variables Variable description Source

Gdp_growth GDP growth rate (annual %) WIIW annual database
LT p—
Cab-gdp T e model 5 a inear ransformation b adp  100) | WDIWorld Bank
Inflation inflation (in % annual) WIIW annual database
dummy_crisis Binary (dummy) variable of the Eurozone crisis 2008 Dornean and Oanea (2015)
bank_credit Domestic loans granted to the private sector by banks (in % of GDP) WDI World Bank
Gdp_pc GDP per capita (in EUR) WIIW annual database
REER_2010 Real effective exchange rate index BIS
gdp GDP (in mIn EUR) WIIW annual database
Fdi_inwardgdp Total FDI inflow, in % of GDP (stock approach) WIW FDI database

An econometric panel analysis of determinants of the FDI total inflows and FDI
sectoral structure will be conducted. The secondary sector includes the manufacturing
industry, while the tertiary sector mainly covers service activities (e.g., financial services,
construction, real estate sales services, transport, etc.). The data for the sectoral structure
of the FDI were obtained from the WIIW FDI database. The estimated models can be
represented with the following equations:

FDI_INFLOWGDP;; = o + $;GDP_GROWTH;; + BnXit + €it 1)

FDI_SECTORGDP;; = o; + B1GDP_GROWTH;; + pnXi; + &t @)

where GDP_GROWTH is the real GDP growth, FDI_ INFLOWGDP is the total FDI inflows
(in % of GDP) of i unit of observation for the time period ¢, while FDI_SECTORGDP is FDI
sectoral structure (in % of GDP). X;; represents the vector of other independent variables
of dimensions 1%k in the country and for time period t. Parameter «; is a constant term
different for each unit of observation, 1, ..., Bk are the parameters to be estimated, while
g;; is the estimation error of i unit of observation for time period t and are assumed to be
independently and identically distributed random variables across observation units and
time, with mean 0 and a variance 2.

A fixed effect panel model with an AR (1) component was tested (Table 1). The model
uses the following variables: trade openness, inflation rate, domestic credit to private
sector by banks (in % of GDP), GDP growth rate and current account balance (in % of
GDP). To account for the impact of the crisis on the total FDI inflows and its structure,
we introduced a dummy variable that has the value of 1 (for the crisis years 2009-2013),
while for the remaining years of the analyzed time period it has a value of 0. As one of
the key independent variables, the real effective exchange rate variable (2010 = 100) will
also be used.! Descriptive statistics of the explanatory variables and correlation matrix are
presented in Appendix B. The correlation matrix shows that there is a strong positive or
negative correlation between certain independent variables. Indeed, the high dependence
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(strong correlation) of two or more independent variables in the model may bias the
parameter estimates of the tested model. Therefore, it is recommended to place highly
correlated independent variables in different models rather than in the same model. For
example, the correlation matrix shows a very high value of the correlation coefficient
between the variables GDP per capita and the real effective exchange rate index, and GDP
per capita and the trade openness index. In addition, a strong correlation was also found
between the variables bank credit and the real effective exchange rate index and GDP per
capita. In addition, a significant correlation was found between total FDI inflows (stock
approach) and trade openness index. In addition, all variables in the model were tested for
the presence of a unit root (see Appendix B). Two tests were used: Levin-Lin-Chu unit-root
test and Im-Pesaran-Shin unit-root test, with the last test used for an unbalanced panel. All
tests confirmed the nonexistence of the unit root, which means that all series are stationary.

The variables of direct investment inflows in the manufacturing and tertiary (services)
sectors and total FDI inflows are used as dependent variables. The structure of FDI is
presented in terms of manufacturing and service sectors. The FDI indicator as a percentage
of GDP is taken from the WIIW base, while the FDI indicator in the services sector as a
percentage of GDP is formed on the same basis as the sum of inflows.

The content of this indicator has been constructed taking into account the heterogeneity
of the sector and the recognition that not all forms of investment in the service sectors need
have a weaker impact on value added growth or exports. The indicator therefore focuses
on dominant service sectors that are close to nontradables or, as in the case of tourism,
have a high import dependence and a labor-intensive character. It is thus about inflows
into a sector whose spillover effects are not so present. For the purposes of panel analysis,
logarithmic values of dependent and independent variables were used. The data for the
variables used in the model were collected from the WIIW annual and FDI database and
from the World Bank WDI database (Table 1). The first panel model was tested on sample of
11 CEE countries, while other models that use FDI sectoral structure as dependent variable
were tested on a sample of 10 countries, due to lack of data for Romania.

4. Results and Discussion

In accordance with the presented research review, and bearing in mind the choice of
the variables, the assumed effects of selected independent variables on selected dependent
variables will be briefly presented. As the main determinants of the impact on the inflows
in the service sector, it was assumed that the variables regarding the financial system
development and the GDP growth rate will positively affect service sector inflows. At
the same time, it was also expected that the crisis variable would have a negative impact
on service sector inflows (due to lower installation cost, compared to manufacturing
sector; installation costs are costs usually associated with starting a production process).
On the other hand, GDP growth rate is also expected to have a positive impact on the
manufacturing sector inflows. Variables regarding the real exchange rate and the current
account balance are expected to have both positive and negative impacts.

Seven models were tested using the variable of total FDI inflow (as a percentage of
GDP) and the sectoral structural variables of investment in services and manufacturing as
a percentage of GDP as dependent variables.

The real exchange rate depreciation has a slightly negative effect on inflows in the
services sector. On the other hand, this effect is predominantly negative when it comes
to inflows in the manufacturing sector (in line with Polat 2015; Walsh and Yu 2010;
Makhavikova 2018), meaning that real exchange rate depreciation leads to higher inflow in
manufacturing sector. This finding can be related to the horizontal or vertical orientation of
the FDI made. As shown in the theoretical part of the research, making investments of the
horizontal type aims at expanding the market and exploiting domestic absorption. Vertical
direct investment, on the contrary, is aimed primarily at the use of cheaper production
resources—i.e., relocation of production to other countries (investment recipients) with the
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aim of subsequent re-export. In this case, the depreciation of real exchange rate leads to a
higher price competitiveness of exports, but also to a lower labor cost.

In four of the six tested models, the GDP growth rate showed a positive and statistically
significant effect on the inflow of total FDI—i.e., investment in services and manufacturing.
It is interesting to note that the effect of GDP growth rate was equally strong for both
service sector and manufacturing investment, which can be somewhat compared with the
result of Kinoshita (2011).

Moreover, the variable of current account balance (as % of GDP) showed a negative
influence on the inflow of total FDI as well as variables of its sectoral structure in the tested
models. Indeed, it can be seen from Table 2 that the negative impact of the current account
variable of the balance of payments on the dependent variable is the most economically
significant in the case of inflows of investment in the services sector. Staehr (2018) analyzed
the relationship between GDP growth rate and current account balance using the example
of 11 CEE countries for the period 1997-2015. According to this author, the relationship
between the two mentioned variables is inverse; an improvement in GDP (i.e., an increase
in its growth rate) leads to a deterioration in the current account balance (i.e., an increase in
the deficit). In the opposite case, due to the decrease in GDP, the current account improves—
deficit reduction/surplus increase. In addition to the results of the panel analysis conducted
above regarding the relationship between these two variables (and taking into account
the fact that FDI inflows partly have the purpose of financing the current account deficit),
their negative relationship suggested by the panel analysis has a logical and economically
justified explanation. Indeed, the improvement in the current account balance leads to a
reduced need for inflows of various forms of capital (including FDI), while the existence of
a negative balance leads to an increase in capital inflows to cover the deficit. This can be
associated with the so-called demand-led growth model, which leads to the realization of
positive GDP growth rates primarily through an increase in private consumption, which
subsequently leads to a violation of the current account balance.

It can be seen that the economic impact of the current account variable on the inflow
of investment in the manufacturing sector is weaker than in the context of the investment
variable in the services sector. The reason for this is that the manufacturing sector is
generally considered to be more export-oriented and thus contributes to the improvement
of the current account balance.

Moreover, the financial system (proxied by domestic credit to the private sector)
showed a positive influence (i.e., in the case of inflows of investment into the services
sector, this influence is statistically significant). This supports the proposition that FDI
inflows into the services sector (for the purpose of market expansion and exploiting the
purchasing power of domestic consumers) are positively correlated with the developed
credit market in the recipient country (Walsh and Yu 2010).

The GDP per capita variable also had a positive impact on inflows to the services
sector, due to increased purchasing power.

The crisis variable showed a negative influence on the dependent variable, and this
influence was most economically and statistically significant for FDI inflows into the
services sector, with a significance level of 1%. This result can be compared with Riedl
(2008), who concluded that investments in the service sector could be more easily brought
to the desired level of investment due to lower installation costs.

In summary, the agglomeration (i.e., cluster) effect of FDI inflows (in line with Walsh
and Yu 2010; Kinoshita and Campos 2003) was also confirmed in our study using the
sample of 10 CEE countries.
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Table 2. Results of the panel analysis (determinants of FDI sectoral structure inflows).

Logfdi_inflowgdp Logserv_gdp Logserv_gdp Logserv_gdp Logserv_gdp Logmanuf_gdp Logmanuf_gdp
Constant 2.372273 *** 1.073967 *** 1.973257 *** 1.965673 *** 1.073967 *** —0.9473646 0.8003031
(0.3758675) (0.3789848) (0.32462) (0.2634669) (0.3789848) (1.03076) (0.5806534)
logedp srowth 3.156805 *** 3.59379 ** i i 3.59379 ** 5.278858 *** i
689P-& (0.7260189) (1.488249) (1.488249) (1.467355)
. —0.3865395
logtrade_index (0.3884356) - - - - - -
logcab od —3.736351 *** —6.147161 *** —0.9930882 *** i —6.147161 *** —4.310217 *** ]
ogcab_gdp (0.7586264) (1.093521) (0.359427) (1.093521) (1.296111)
loginflation i 2.219411 i i 2.219411 i i
& (1.773193) (1.773193)
dummy_crisi - B —0.1913515 *** —0.2467181 *** ) —0.047738 i
y-cnsis (0.0806886) (0.0867509) (0.0978816)
logbank credit i i 0.1187835 0.3399199 *** i —0.3182199 *** ]
ERanK (0.1223323) (0.1748704) (0.1134906)
loged i i i 0.3399199 **+ i i i
oggdp_pc (0.1748704)
—0.0042214 —0.1053082 —0.1053082 —3.766699 **
logREER 2010 (0.5114137) (0.9332162) ) ) (0.9332162) ) (1.54188)
loeed i i i i i i 0.3262991 **
oggdp (0.1371176)
. 0.1564076 **
logfdi_inwardgdp - - - - - - (0.0702059)
Number of observations 257 172 141 141 172 129 161
Number of countries 11 10 10 10 10 10 10

*, ¥, *** statistical significance at 10%, 5% and 1%. Standard errors are in parentheses.
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5. Conclusions and Policy Recommendations

In the conceptual architecture of the EU, financial openness is of paramount impor-
tance for growth, especially in the newly added CEE countries, in order to accelerate their
growth rates and convergence with the developed EU countries. In contrast to short-term,
portfolio and debt forms of capital flows, FDI is considered the most appropriate form
of capital flows, taking into account developmental influences through spillover effects.
Thus, while FDI is considered the most appropriate form for development, it can also have
negative effects on the growth and stability of the host country. The idea of the paper
begins with the recognition that forms of FDI have a differential effect on the growth and
development of countries—i.e., FDI inflows into the manufacturing sector are assumed to
have a greater intensity and impact on economic growth than inflows into the services sec-
tor. Complementing a number of studies that have looked at the impact of total or sectoral
FDI on economic growth, the objective of this study was to find the key determinants of the
sectoral structure of FDI inflows. If the structure of FDI inflows is endogenous and in turn
shaped by the structure of the economy into which they flow, the question of attraction
policy arises. The paper assumes that the structure of inflows matters for assessing the
development effects of FDI and that the structural framework of the integration process
determines it.

As Dullien (2013) points out, answering the question of why capital flows do not
behave in accordance with existing theoretical models opens up many explanations and em-
phasizes the importance of new transmission channels. The basic argument of mainstream
economic theory emphasizes the importance of capital inflows as a means to achieve real
convergence by increasing the capital stock and per capita productivity in less developed
countries (an argument based on the neoclassical production function). However, even
with institutional adjustment and a high degree of financial sector development, the bene-
fits of capital inflows may be absent or have a negative impact on the process of economic
growth and convergence. One explanation is that capital inflows could have some negative
externalities on the underlying catching-up process and thus on medium-term economic
growth through real exchange rate appreciation and thus negative effects on growth in the
manufacturing sector (Dullien 2013).

A critical analysis of previous research has identified the key determinants of the
model in this paper. Using the variable of the real effective exchange rate, we have
extended the theoretical framework of the analyses. Indeed, capital inflows lead to an
appreciation of the real exchange rate, resulting in a current account deficit. The economy
expanded by imports then affects the sectoral structure of FDI. The research findings
were then explained in the context of heterodox economic theory, highlighting, for this
sample of countries, the overwhelming role of FDI in stimulating domestic consumption at
the expense of export orientation and the consequent deepening of the country’s current
account deficit. The transmission of capital inflows and exchange rate appreciation to
increased consumption and FDI inflows in non-export sectors make the country vulnerable
to shocks and unsustainable economic growth based on rising debt (demand and debt
growth model). Stronger growth associated with currency appreciation did not help
stimulate investment to increase competitiveness. Changes in the real exchange rate affect
net exports and the sectoral structure of FDI. The appreciated real exchange rate reduces
the domestic development of tradable goods production. How does one avoid the penalty
of an overvalued currency and attract developmentally efficient foreign direct investment?

It should be noted that the scope for exchange rate policy in these countries is limited
for several reasons. First, the effect of devaluation on growth applies only to less developed
countries, and the effect is lost to growth. According to Rodrik (2008), a depreciated
real exchange rate stimulates growth only in developing countries that need an influx of
technology and an export-based growth and ceases to be valid when developed countries
are added to the sample. There is the limited and short-term importance of nominal
devaluation. Even if countries had this possibility, it would only work in the short run in
import-oriented economies. Therefore, the devalued exchange rate policy cannot promote
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exports, so it is desirable to promote domestic production, consumption and productivity
growth to make domestic products as competitive as possible (Begovi¢ and Kreso 2017).

Second, the euro integration process is losing the importance of nominal exchange
rate change, and even countries with their own currency that have not yet accepted the
euro after the crisis are fixing exchange rates or pursuing policies coordinated with the
euro area.

Third, the different value of the euro even within eurozone countries underlines
the importance of the real exchange rate, but also raises the question of its rebalancing
policy. Increasing competitiveness through internal devaluation is not an efficient way
to significantly change the existing structure of the economy and start a new, stronger
economic cycle. The limitation of internal devaluation is that it does not take into account
structural changes that must be based on clear investment policies and greater public
policy participation. Avoiding overvaluation of the real exchange rate through internal
devaluation is relatively controversial.

The way out must be sought in the reshaping of the integration concept and a more
active fiscal policy, investment in the energy sector and green technologies, especially in
times of expansionary monetary policy and low interest rates. Investment in these sectors
could give a significant boost to the reindustrialization of these countries and to convergence.
This type of FDI in manufacturing through new industrialization and vertical integration
allows for greater use of IT technologies and technologically advanced FDI inflows.

Only stable growth, as explained by Staehr (2018), allows for stable domestic saving,
and there is no automaticity of converting saving into investment. Stable domestic saving
due to the supported investment cycle and income growth due to structural change can
lead to a better capital inflow structure to these countries. Reliance on capital inflows makes
the country particularly sensitive to international financial cycles and the real exchange rate
mechanism. An appreciated real exchange rate can stimulate investment in a production
structure that allows for short-term high and volatile growth rates, as well as the growth of
macroeconomic imbalances with a negative impact on long-term growth.

With the exception of capital controls, which have a fragile effect and are questionable
in the case of foreign direct investment due to the long-term nature of this type of interna-
tional capital movement, a step forward should be sought in active domestic investment
policies and income growth that generates domestic savings (I—Y—5d). Stable and grow-
ing domestic savings require export growth and a positive current account balance, as well
as an economic structure that attracts export-oriented, technologically developed FDI that
brings strong spillover effects and increases total factor productivity (TEP).

Effective development management of foreign savings begins with domestic invest-
ment and growth strategies. The EU model of market integration (financial openness)
should be complemented by country specific development management mechanisms.

Given the fundamental insight that the structure of existing economies, shaped by the
integration framework, determines the sectoral structure of foreign investment inflows,
future research should include analysis of the relationship between growth models, the
sectoral structure of CEE economies, and the sectoral structure of foreign direct investment.

Future research must also include investment policy research as part of the change in
growth model from a demand-led growth model to an export-led growth model. This is
especially true as the integration model based on financial openness needs to be comple-
mented by investment policy. Research on investment policy should analyze a range of
direct and indirect effects on investment. A special role should be played by the effects of
fiscal policy both indirectly on the revenue side and directly on the expenditure side of the
budget, with particular attention to the investment structure of public spending. Promoting
investment in infrastructure and R&D would increase total factor productivity and hence
profit opportunities. It will certainly increase the participation of private domestic and
foreign investors in the investment cycle of export-oriented industries. Moreover, future
research should pay special attention to the analysis of the real exchange rate determinant
in order to minimize real exchange rate misalignments.
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Figure A1. FDI in service sector (stock approach) (in % of total FDI inward).
Appendix B

Table Al. Descriptive statistics of FDI inflows into the manufacturing sector (in % of GDP) by country.

drzava | Mean Max Min Range sd

Bulgaria | 1.55611 3.934975 —0.5874228 4.522398 1.42018
Croatia | 0.718013 2.742169 —0.8977326 3.639901 0.8961533
Czechia | 1.040048 3.314128 —0.8526316 4.16676 1.016927
Estonia | 1.109909 3.192261 —0.523816 3.716077 0.8616114
Hungary | 1.401352 3.908252 —1.318967 5.227219 1.283923
Latvia | 0.4106359 0.7439375 0.092927 0.6510105 0.1905802
Lithuania | 0.7927616 3.23174 —1.438905 4.670644 1.008078
Poland | 0.9151619 1.728603 0.1334379 1.595165 0.3681738
Slovakia | 0.5781437 2.056385 —0.8624443 2.91883 0.9730027
Slovenia | 0.5907386 1.877095 —0.4978361 2.374931 0.6512159

Total | 0.956853 3.934975 —1.438905 5.373879 0.9894269
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Table A2. Descriptive statistics of FDI inflows into the service sector (in % of GDP) by country.

drzava | Mean Max Min Range sd
Bulgaria | 5.735151 23.7347 0.8028331 22.93187 6.214423
Croatia | 2.695141 7.422013 —0.3407063 7.762719 1.944137
Czechia | 3.126344 9.068159 —0.5466495 9.614809 2.357452
Estonia | 5.736648 18.39263 —0.3810953 18.77372 3.864897
Hungary | 1.881594 4.708738 —0.4023902 5.111129 1.225781
Latvia | 2.683554 6.664258 0.0143198 6.649939 1.914317
Lithuania | 2.041135 6.957154 —1.517731 8.474884 1.648875
Poland | 2.066649 4.301269 0.4692651 3.832004 1.038825
Slovakia | 1.148557 4.22932 —0.9607196 5.190039 1.691227
Slovenia | 0.9110105 1.964167 —0.7190921 2.683259 0.8246486
Total | 3.048523 23.7347 —1.517731 25.25244 3.266494
Table A3. Descriptive statistics of the selected explanatory variables, whole sample.
Stats | gdp_gr~h  trade_~x cab_gdp inflat~n gdp_pc bank_c~t  reer20~0 gdp fdi~dgdp
N | 275 275 275 275 275 216 275 275 275
min | —14.839 4588109  —25.75606 -1.6 1190 0 46.06 4.50 x 10° 1.671
max | 13.046 189.6535 7.823833 1058.4 23170 100.7894 112.9067  5.96 x 10! 91.32
sd | 3.934482 33.397 5.006007 64.99849 5018.078 19.24078 13.70495  1.14 x 10! 22.22947
mean | 3.376876 111.3903  —3.583195  10.70145 8924.509 4498515 89.91497  9.20 x 100 40.59647
Table A4. Correlation matrix, whole sample.
| reer20~0 trade_~x gdp_gr~h gdp_pc inflat~n cab_gdp bank _c~t gdp fdi~dgdp
reer2010100 | 1.0000
trade_index | 0.3926 1.0000
gdp_growth | —0.0376 0.0316 1.0000
gdp_pc | 0.5938 0.7016 —0.0349 1.0000
inflation | —0.3099 —0.1326 —0.3358 —0.2009 1.0000
cab_gdp | 0.1492 0.3179 —0.2687 0.4741 0.0657 1.0000
bank_credit | 0.4850 0.4596 —0.2264 0.5241 —0.1962 0.1598 1.0000
gdp | 0.1750 —0.1434 0.0868 0.1020 —0.0860 0.0175 —0.0589  1.0000
fdi_inward~p | 0.5053 0.6364 —0.0513 0.3833 —0.1897 0.1147 0.5405  —0.0310  1.0000
Table A5. Panel unit root test.
Levin-Lin-Chu Unit-Root Test (Balanced Panel)
Variable t-Statistics p-Value
cab_gdp —8.8810 0.0006
gdp_growth —11.1995 0.0000
trade_index —10.2467 0.0000
inflation —12.7348 0.0000
gdp_pc —7.9688 0.0513
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Table A5. Cont.

Levin-Lin-Chu Unit-Root Test (Balanced Panel)

Variable t-Statistics p-Value
reer2010100 —7.4341 0.0021
gdp —7.2448 0.0367
fdi_inwardgdp —4.4565 0.3541
fdi_inflowgdp —9.6582 0.0001
Im-Pesaran-Shin Unit-Root Test (Unbalanced Panel)
service_gdp —3.2467 0.0000
manufacturing_gdp —4.1308 0.0000
bank_credit 2.5132 0.0557

Notes

1 Data for this variable are on an annual basis and were obtained as an average of the monthly values of the real

effective exchange rate index according to the BIS database. An increase in the value of the index means an
appreciation of the real effective exchange rate.
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