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Abstract
The ability to attract international capital can offer large potential benefits for developing countries. The objective of this paper is to reveal the main determinants of foreign direct investments in southeast European countries (SEEC). We perform an econometric model based on a panel data analysis for 8 countries with similar economic, political and cultural surroundings: Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Montenegro, Romania and Serbia. The observation period is 1995 – 2008. Unit root tests have been applied for all 32 variables included in the model. Some of the variables have been differenced in order to become stationary, which improves the econometric model. Empirical results indicate that business freedom, fiscal freedom, GDP growth rate, population, exchange rate, current account as a percentage of GDP and property rights are factors on which Southeastern European countries’ policy makers should focus when seeking to attract foreign direct investment.

Keywords: foreign direct investments, panel regression with fixed effects, unit root test, southeast European countries.
INTRODUCTION

The ability to attract international capital offers various benefits to the host country. Foreign capital can flow to a country in the form of direct investment or portfolio investment
. This paper focuses on foreign direct investment - FDI. 
 As a source of extra capital, it supplements or ads to domestic savings, thus enabling the country to increase the capital accumulation. This improves the long term growth prospects and increases the wealth of the population. This type of financing helps finance increased need for resources, which was especially important for former centrally-planned economies at the beginning of the transition process. FDI contributes positively to the recipient’s balance of payments, through the initial transaction and by adding to export growth. Since FDI flows are non-debt-creating, they are a preferred method of financing external current account deficits, especially in developing countries, where these deficits can be large and sustained (Demekas et al., 2005). The acquisition of intangible assets is also very important for the host country. There is a common perception of FDI as an important factor in the transition process contributing to the restructuring of enterprises and the transfer of know-how. FDI facilitate the transfer of technology and foster the exchange of managerial expertise, marketing know-how that cannot easily be obtained by companies in the host country. When foreign firms employ domestic labor, employees attain various forms of formal and informal training that is generally unavailable in local firms. All of this contributes to a higher productivity. FDI also allow local entrepreneurs to learn about export markets and stimulate competition with local firms. These various favorable indirect effects in an economy, arising from FDI, are referred to as “spillover effects”. 
Since the beginning of the transition process, former centrally-planned economies have opened their borders to foreign partners, seeking markets for their products, as well as foreign products and capital for their economy. Economic integration into the world economy is an extremely important aspect of economic transformation. FDI, as pointed out in this paper, are important for the integration and development of the economies of these countries. They play a key role in the globalisation process as an important element of initiation and development of international relations. Therefore, governments tend to take different measures in order to attract more foreign capital. 

This paper focuses on a part of the transition countries, specifically the Southeast European countries. While the benefits for the host country are straightforward, one must ask himself what are the motives for foreign investors to place their capital in another country, what drives the capital from one country to another? The key question for the countries in South-Eastern Europe, countries seeking foreign capital, is how to attract foreign investors, what to do to stimulate capital owners to come to their country? In what aspects they could improve their competitiveness in attracting FDI? In this paper, we are trying to find answers to these questions, and reveal the main determinants that have influenced the FDI inflow to the SEE countries. 
The paper is structured as follows. In the first section, the trends and distribution of FDI on global and regional level are explained. Further, there is a brief description of the main determinants of foreign direct investment which are most commonly recognized as relevant factors in the economic literature. In the third section, used data and statistical methodology are elaborated. Following, the empirical results are presented and final comments are given. 
Trends and distribution of FDI

Global FDI flows have increased significantly during the last few decades and have become an important aspect of the ongoing global economic integration. The world FDI flow has raised from 13,346 billion dollars in 1970 to 54,077 billion in 1980, kept the upward trend during the 1990s and reached its peak in 2000, at 1.398,183 billion dollars. After that they started dropping until 2003, just to rise again and reach a record peak at 1.833,324 billion dollars in 2007.
 In the last few years total FDI flow increased with an average annual growth rate of 34,6%. FDI inflow in 2007 is 141 times higher than the one recorded in 1970. FDI inflows are viewed as a measure of the extent to which a country or a region is integrated into the world economy. Therefore, policies to attract FDI are included in the governmental agenda of many countries. Despite these policies, FDI growth is unevenly distributed among the economic regions of the world. Developed countries have traditionally been both the largest home and host countries of FDI. It is important to note that FDI in developed countries are usually in high-technology sectors, while FDI in developing countries are in low-cost and labour-intensive sectors. Developed economies are usually recipients of horizontal FDI, while less developed economies are hosts of vertical investments.
 
Since the beginning of the 1990’s, the importance of developing and transition economies as recipients of FDI has increased. Although not as large recipient of total inward FDI as Latin America and East and South Asia, the transition economies have become an increasingly important destination for global FDI. They still attract a small share of the world’s FDI, a share that is moreover unevenly distributed in the region. Central Europe and the Baltic States have received more FDI per capita than South-Eastern Europe and the Commonwealth of Independent States, which is understandable, given the differences in starting points and in political and economic developments, and also the geographical advantages of CEEC being closer to their partners from EU. Figure 1 shows the inward FDI flows in the period 1995-2007, divided by group of countries, while Figure 2 presents the distribution of FDI inflow by group of countries in 2007. It can be noticed that EU17 receives the largest amount of FDI, followed by other developed economies, which confirms the claim that most FDI flow between developed countries. On the other side, transition countries receive a small, even a negligible amount at the beginning of the analyzed period. However, their importance as host countries increases since 2000. In 1995 transition economies received 5 percent of the world flows, in 2000 2%, while in 2007 they received 8% of the FDI inflows.
Figure 1: FDI inflow in the period 1995-2007
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Figure 2: FDI inflow distribution in 2007
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Figure 2 shows that SEEC lag behind CEES in FDI inflows. Only 1,64% of the world FDI inflow in 2007 has been toward SEE countries. Since the beginning of the transition process until 2008, they have received cumulative FDI inflow of 150.356 million dollars. They are mainly a result of the privatization processes and less greenfield investments, which have a stronger influence on the host economy, especially the labour market. Greenfield investments presume opening new companies and employing new people, while privatized firms usually rely on the already employed staff, and undergo large restructuring, most often resulting in massive lay-offs 
If we analyze the distribution of FDI inflow in the former centrally-planned economies, we can conclude that at the beginning of the transition process the CEEC attracted more foreign capital than the SEEC. However, that gap is now smaller, as in the last few years FDI inflow in SEEC grow with a higher average rate relative to CEEC. This is mostly due to the attractiveness of Croatia, Bulgaria and Romania. The latter two are members of EU since 2007. Lately, also Montenegro proves to become an interesting destination for FDI. In 2008 it received the highest amount of FDI per capita and FDI as a percent of GDP (18,2%), followed by Bulgaria, while Romania is almost at the bottom of the table in this aspect. Macedonia has never been a very attractive destination for FDI. Compared to other countries of the region, only Albania has received less FDI inflow per capita in 2008. During the transition period, Romania was the largest recipient of FDI in the region, with cumulative FDI inflow during 1989-2008 of 55.894 million dollars, followed by Bulgaria. On the other hand, Macedonia is among the countries with low FDI inflow, with a cumulative amount of 3.226 million dollars, leaving only Montenegro behind (see figure 3). If we analyze the cumulative FDI inflow per capita, we can conclude that the leaders in the region are Romania, Bulgaria and Montenegro. (see Table 1) 

Table 1: FDI inflows in SEE countries
	Country
	FDI inflows 2008
	Cumulative FDI inflows 1989-2008 (mil. US$)
	Cumulative FDI inflows per capita 1989-2008 (US$)
	FDI inflows per capita 2008 (US$)
	FDI inflows 2008 (% of GDP)

	Albania
	880
	3.601
	1.125
	275
	6,8

	BIH
	1.200
	6.323
	1.664
	316
	6,5

	Bulgaria
	8.472
	41.448
	5.454
	1.115
	17,0

	Macedonia
	612
	3.226
	1.613
	306
	6,4

	Montenegro
	783
	2.769
	4.195
	1.186
	18,2

	Romania
	11.000
	55.894
	2.576
	507
	5,5

	Serbia 
	2.487
	14.482
	1.931
	332
	4,9

	Croatia
	4.098
	22.613
	5.091
	923
	5,9


Source: Economic statistics and forecasts of EBRD (www.ebrd.com)
Determinants of FDI
The importance of FDI for the development and integration of transition countries intrigued a large number of researchers to study the factors that determine FDI inflows towards these countries. The is most widely used framework in empirical studies of the determinants of FDI is Dunning‘s eclectic paradigm (OLI framework). According to this theory, three groups of factors determine the choice of investment in a foreign country: ownership specific advantages (all tangible and intangible assets that give the firms cost advantages over its local competitors and market power sufficient to cover the costs of producing abroad), location advantages (characteristics of the host country which make it profitable to produce abroad and allows the firm to minimise production costs, take advantage of large demand or knowledge spillovers) and internalisation advantages (gives the firm an opportunity to avoid pure market transactions and implies that the firm’s most efficient alternative of utilising an ownership and location advantages is to exploit them through FDI).

FDI are usually directed toward countries where it is possible to combine the ownership and location advantages through internalisation advantages of FDI. Ownership and internalization advantages are firm-specific characteristics, while location advantages are external to firms and affect the magnitude of FDI flows.
 In the rest of the paper we focus on location specific advantages, since they are the only ones that governments can control and influence in order to attract more foreign capital, and they gain increasingly in importance since the global era.
The economic literature usually numbers the following standard determinants of FDI: country size (measured by nominal GDP), economic prospects of the country (measured by the GDP growth rate), level of income (GDP per capita), trade openness, import tariffs, business climate (tax rate on companies), infrastructure, factor costs, factor endowment, education (Botric and Skuflic 2005; Resmini, 2007) 
One of the traditional determinants found in almost all FDI studies is the openness of the economy, usually measured as the trade (import plus export) share of GDP. It is expected that the greater the openness of the country, the greater the economic integration of the local economy into the regional and global economic flows. This should have a positive influence on the FDI. The market size, proxied by real GDP or GDP per capita, proves to be significant for the level of FDI. A higher GDP is related to a higher level of investment, for market seeking FDI while for resource and efficiency seeking FDI it is the opposite case. Beside GDP, the population can also be used as a measure of the size of the country. The economic literature also numbers the labour costs as a determinant influencing FDI. For countries like SEEC, where there is a higher unemployment rate and lower wages, it can be expected this to be a relevant motive for foreign investors.  
Besides the traditional determinants, f\or our sample of countries, many studies include specific transition-related determinants, such as large scale privatization, small scale privatization, private sector share, restructuring and efficiency of the institutions (easiness to open a company, lack of corruption, transparency, contract law, security of property rights). These variables capture the effect of the transitional changes and transformations of the economy. Some studies lead to a conclusion that both economic transformation and political instability reduced FDI inflows into transition economies of Central Europe and the Balkans (Brada et al. 2004). SEEC have undertaken various reforms in order to improve the public efficiency and become more attractive to foreign investors. Nevertheless, in the Stability Pact for South-Eastern Europe, the Investment Compact is a very interesting initiative. The SEECs have adopted a joined procedure to encourage FDI.
 The literature also suggests that improvement of the investment climate, by undertaken economic reforms, more open trade policies, privatizations tailored to foreign investors, the integration process with the EU, plays an important role in boosting FDI inflows into the European transition economies (Resmini, 2007). For European transition countries, policy variables have been more important and have a clearer impact on FDI than economic variables.

. 

The European integration process also plays an important role in determining the course of FDI in Europe. CEEC are a proof of this statement. According to Liebscher, they have experienced trade intensification and a wave of FDI inflows, not just since they became members of EU, but even in the years prior 2004 (Liebsher, 2007). He was right to expect the same for Bulgaria and Romania.  

Data and methodology
Panel data set is used for the assessment of the determinants of foreign direct investments (FDI). This data set includes data for eight Southeastern European countries, Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Montenegro, Romania and Serbia. Since the observed period is from 1995 – 2008, the data is consisted of total 112 observations (8 countries*14 years). The main data source was the official statistical data published by EBRD. The index of economic freedom and its components was taken from the official data of Heritage foundation.
Originally, the research includes 32 variables: foreign direct investments as dependent variable and exports of goods and services, imports of goods and services, merchandise exports, consumer prize index, current account as percentage from GDP, employment, currency exchange rate, fixed-line penetration rate, GDP, GDP per capita, general government balance, general government debt, general government expenditure, industrial gross output, internet users, labour force, population, unemployment, general index of economic freedom
, business freedom index, trade freedom index, fiscal freedom index, government size index, monetary freedom index, investment freedom index, financial freedom index, property rights, freedom from corruption, external debt as percentage of GDP, gross average monthly earning in economy, large scale liberalization and index and overall infrastructure reform index as independent variables.
Augmented Dickey-Fuller unit root test was performed on all variables, after which, some of the variables were transformed in order to become stationary. Variable transformation is presented in Appendix A. Appendix B contains the coefficients of the unit root test.
To determine the effect of these variables on foreign direct investment, panel data regression model is used. Panel data regression model takes time series for observed period of 14 years for 8 countries. One way to take into account the “individuality” of each country or each cross-sectional unit is to let the intercept vary for each country but still assume the slope coefficients are constant across time. In literature, this model is known as fixed effects (regression model). The term “fixed effects” is due to the fact that, although the intercept may differ across individuals (here the 8 countries), each individual’s intercept does not vary over time, it is time invariant (Gujarati, 2003, pp.642).
By performing series of regressions with different variables included and excluded from the model, we have reached the best regression equation. This conclusion was made according to the statistical significance of the regression coefficients and coefficient of determination. The regression equation, with 12 independent variables, follows:
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 represent regression coefficients of the independent variables: business freedom index, current account/GDP, fixed-line (mobile) penetration rate and fiscal freedom index. All variables have been differenced once for stationarity. Coefficients
[image: image14.wmf]3

b

,
[image: image15.wmf]4

b

, 
[image: image16.wmf]6

b

 and 
[image: image17.wmf]12

b

 are coefficients for the independent variables freedom from corruption, property rights, unemployment and population. Besides their first difference transformation, these time series are included in the regression model with time lags. The number of lags is specified in index 
[image: image18.wmf]t

. Certain variables with time lags seem to depict a better regression model. Coefficients
[image: image19.wmf]7

b

,
[image: image20.wmf]8

b

, 
[image: image21.wmf]10

b

 are 
[image: image22.wmf]11

b

 coefficients of the independent variables employment, currency exchange rate, gross domestic product and general government expenditure. These time series are stationary and they don’t need to be transformed by differencing. All of these variables, except gross domestic product, are included in the regression model with time lags.
1. Empirical results
This section explains the results of the panel regression model presented in the previous section. Total number of observations was 112 (8 countries*14 years). Due to the missing data (two countries, Serbia and Montenegro, were excluded), differencing and time lags (5 periods were excluded), number of observations has decreased down to 44, which is sufficient to produce robust estimates. The estimated results are summarized in Table 2.
From 12 included independent variables, 8 are statistically significant at 95%.
Business freedom index is positively and significantly associated with the FDI inflows, suggesting that investors are more likely to invest in the countries that have higher value of this index. The panel regression model indicates that if the business freedom index increases for one point on the scale for 1 – 100, the FDI inflow will increase by 51,873 million dollars. Business freedom is a quantitative measure of the ability to start, operate, and close a business that represents the overall burden of regulation, as well as the efficiency of government in the regulatory process. The business freedom score
 for each country is a number between 0 and 100, with 100 equaling the freest business environment.
Current account as percentage of gross domestic product has negative and statistically significant effect on the foreign direct investment. Current account represents the balance of trade as difference between exports and imports of one country. Observations from all countries have negative sign for this variable, which means that they have trade deficit. Regression model shows that the increase of negative percentage of current account/GDP means increase of trade deficit, which has negative impact on foreign direct investment. 
Freedom from corruption
 is a variable that contributes to the model, has positive effect on FDI, even though its coefficient is not statistically significant. One possible explanation is that corruption is not a major determinant within Southeastern European countries. Corruption erodes economic freedom by introducing insecurity and uncertainty into economic relationships. 
Property rights index has negative and statistically significant effect on foreign direct investments. Since this variable includes time lag 2, it means that amount of FDI for current period (year) will be influenced by the value of the index two periods ago. This is understandable since the investors first analyze the situation with available empirical data for past periods that will influence the FDI inflow in some future period.
The property rights component is an assessment of the ability of individuals to accumulate private property, secured by clear laws that are fully enforced by the state. It measures the degree to which a country’s laws protect private property rights and the degree to which its government enforces those laws. The more certain the legal protection of property, the higher a country’s score. The greater the chances of government expropriation of property, the lower a country’s score.
Fixed line penetration rate is a determinant that is statistically significant and determines the FDI inflows in Southeastern European countries. The question here is why this effect is negative? If we closely examine the time series for different countries, we can see that for the last couple of years, the fixed line penetration rate marks stagnation, or even decrease. This is normal since the usage of mobile telephony has significantly increased. On the other side, for the same period FDI have increased, what brings us to have negative correlation between these two variables. Differencing twice the variable fixed line penetration rate and differencing once the variable FDI, also contributes to this effect.
Table 1. Determinants of FDI – panel regression
	Variable
	Coefficient
	Std. error
	t-stat.
	p-value

	
	Constant
	457,605
	1747,270
	0,262
	0,796

	BF
	Business freedom index
	51,873
	21,659
	2,395
	0,024*

	CA/GDP
	Current account/GDP
	-122,375
	34,981
	-3,498
	0,002*

	FC
	Freedom from corruption
	3,187
	18,006
	0,177
	0,861

	PR
	Property rights
	-88,352
	20,840
	-4,240
	0,000*

	TEL
	Fixed-line penetration rate
	-166,389
	60,858
	-2,734
	0,011*

	UNE
	Unemployment
	4,649
	76,707
	0,061
	0,952

	EMP
	Employment
	-13,477
	28,346
	-0,475
	0,638

	EXR
	Currency exchange rate
	37,408
	12,898
	2,900
	0,008*

	FF
	Fiscal freedom index
	69,386
	17,087
	4,061
	0,000*

	GDP
	Gross domestic product
	208,364
	54,550
	3,820
	0,001*

	GE
	General gov. cons.
	-67,291
	41,812
	-1,609
	0,120

	POP
	Population
	-4448,839
	1190,190
	-3,738
	0,001*


	R-squared
	0,859
	Mean dependent variable
	507,447

	Adjusted R-squared
	0,766
	S.D. dependent variable
	1139,785

	S.E. of regression
	550,804
	Akaike info criterion
	15,753

	Sum squared residuals
	7888023
	Schwarz criterion
	16,483

	Log likelihood
	-328,560
	Hannan-Quinn criterion
	16,023

	F-statistic
	9,302
	Durbin-Watson stat
	2,753

	Probability (F-statistic)
	0,000
	
	


*Statistical significance at 95%
Unemployment rate as percentage of labour force is a variable that contributes to the model, but its effect is not statistically significant. The same conclusion is for variable Employment. This indicates that employment is not a major determinant of FDI. One possible reason may be that the officially announced data may not always depict the real unemployment situation in the country.
Exchange rate has a statistically significant and positive impact on FDI. Exchange rate means value of national currency that is exchanged for 1 US$. If this rate increases, it means devaluation of the national currency. Since most of the FDI inflows are in Euros or Dollars, according to the model, it seems that investors prefer to invest when the value of their money increases. Exchange rate is variable which is included in the model with 4 time lags. This means that before making an investment decision, the investors analyze the exchange rate for the past 4 years. This makes the investment cheaper.
Fiscal freedom index
 has strong statistically significant and positive impact on the FDI. A closer analysis of these two variables shows that fiscal freedom index has increased during the observed period, and it becomes stagnant for the last four to five years. This is not a negative trend, since this index has reached value greater than 70 (on a scale 1 – 100) which shows fiscal improvement in observed countries. This makes fiscal freedom an important determinant of FDI.
Gross domestic product (GDP) presented in the analysis as annual percentage change, shows positive and significant effect on the FDI. Since the variable GDP is included in the analysis as percentage change, positive percentage change or increase in GDP should increase the FDI inflows. Foreign investors will invest in a country where the perceived profitability of their projects is secured and the signals transmitted by the GDP are good indicators for doing so.
General government consumption as percentage of GDP does not have a statistically significant impact on the FDI. The relationship with the independent variable is negative, yet since is not significant it does not require further explanation. The observed countries still have to attain a certain level of development so that the share of governmental expenditures will not fluctuate significantly.
Population is the last variable in the observed panel regression and it shows negative and highly significant relationship with the FDI inflows. The question here stands for the negative sign on this statistically significant coefficient. With further observation of the time series, we noticed that the annual data for population (given as millions of inhabitants) sometimes does not change for several years. This is understandable since the population is not very dynamic and does not have significant changes for a short time period. Also, countries like Bulgaria, Croatia, Romania and Serbia have shown decrease in population. On the other hand, the FDI inflows kept on increasing, which explains the negative correlation between these two variables. The conclusion is that the population is important determinant of FDI. The decrease of population in some countries due to migration in EU countries after receiving EU membership (Bulgaria, Romania) and migration in other countries due to war (Croatia, Serbia) does not influence the FDI inflows, since these markets still have a great potential.
The determination coefficient R2, or goodness of fit of the fitted regression is 84,9%. This means that the sample regression line fits the date very well. It also means that the 84,8% of the total variation in the dependent variable is explained by the regression model.
Regarding the assumptions of the regression, the Durbin-Watson statistics is 2,753 which suggest that there is no autocorrelation in the data. The Jarque-Bera test of normality has coefficient 0,008 and p-value of 0,996 which indicates that we can accept the normality assumption. The conclusion is that the overall panel data regression model with fixed effects is good.
CONCLUSION
SEEC historically have not been a very attractive destination for FDI. Their importance as a host country increases in recent years, although it still remains on a lower level than other European countries. Membership in EU proves to be crucial for high FDI inflow, since Romania and Bulgaria are countries with the highest inflow of foreign capital in South-Eastern Europe. 
To determine the effect of different variables on foreign direct investment, panel data regression model was used. The analysis includes observations from eight Southeastern European countries, Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Montenegro, Romania and Serbia, for the period 1995-2008.

The key determinants that were found significant by the performed analysis are: business freedom index, current account as percentage of gross domestic product, property rights index, fixed line penetration rate, exchange rate, fiscal freedom index, gross domestic product (GDP) and population. Therefore, while developing policies for attracting foreign direct investments, countries from South-Eastern Europe should take into account the above mentioned factors. A special attention should be paid to the determinants that can be influenced by the government, such as business freedom, fiscal incentives, efficient protection of property rights.  
Appendix A. Data source and stationarity transformation
	Independent 
variables
	Measure
	Source
	Unit root
	Trans-formation

	Exports of goods/serv.
	Percentage change
	EBRD
	I(0)
	(X1)

	Imports of goods/serv.
	Percentage change
	EBRD
	I(0)
	 (X2)

	Merchandise exports
	Millions US $
	EBRD
	I(2)
	∆2 (X3)

	Cons. prices (end-year)
	Percentage change
	EBRD
	I(1)
	∆ (X4)

	Current account/GDP 
	Percentage
	EBRD
	I(1)
	∆ (X5)

	Employment 
	Percentage change
	EBRD
	I(0)
	(X6)

	Exchange rate
	Nat. currency per US $
	EBRD
	I(0)
	 (X7)

	Fixed-line penetration 
	Rate (per 100 inhabitants)  
	EBRD
	I(2)
	∆2 (X8)

	GDP
	Percentage change
	EBRD
	I(0)
	 (X9)

	GDP per capita 
	US $
	EBRD
	I(2)
	∆2 (X10)

	General gov. bal.
	% of GDP
	EBRD
	I(1)
	∆ (X11)

	General gov. debt
	% of GDP
	EBRD
	I(1)
	∆ (X12)

	General gov. exp.
	% of GDP
	EBRD
	I(0)
	 (X13)

	Industrial gross output
	Percentage change
	EBRD
	I(0)
	 (X14)

	Internet users 
	Rate (per 100 inhabitants)  
	EBRD
	I(2)
	∆2 (X15)

	Labour force
	Percentage change
	EBRD
	I(0)
	(X16)

	Population
	Millions inhabitants
	EBRD
	I(1)
	∆ (X17)

	Unemployment
	% of labour force
	EBRD
	I(1)
	∆ (X18)

	Index of econ. freed.
	Scale 1-100
	HF*
	I(1)
	∆ (X19)

	Business freedom index
	Scale 1-100
	HF*
	I(1)
	∆ (X20)

	Trade freedom index
	Scale 1-100
	HF*
	I(1)
	∆ (X21)

	Fiscal freedom index
	Scale 1-100
	HF*
	I(1)
	∆ (X22)

	Government size index
	Scale 1-100
	HF*
	I(0)
	 (X23)

	Mon. freedom index
	Scale 1-100
	HF*
	I(1)
	∆ (X24)

	Invest. freedom index
	Scale 1-100
	HF*
	I(2)
	∆2 (X25)

	Finan. freedom index
	Scale 1-100
	HF*
	I(1)
	∆ (X26)

	Property rights
	Scale 1-100
	HF*
	I(1)
	∆ (X27)

	Freedom from corr.
	Scale 1-100
	HF*
	I(1)
	∆ (X28)

	External dept/GDP
	% of GDP
	EBRD
	I(1)
	∆ (X29)

	Monthly earnings
	Percentage change
	EBRD
	I(0)
	 (X30)

	Large scale privat.
	Scale 1-4
	EBRD
	I(0)
	 (X31)

	Overall infr. reform
	Scale 1-4
	EBRD
	I(1)
	∆ (X32)

	Dependent variable
	
	
	
	

	Foreign direct invest.
	Millions US $
	EBRD
	I(1)
	∆ (Y1)


*HF – Heritage foundation
Appendix B. Non-statonarity analysis – ADF (Augmented Dickey Fuller test)
	Variable
	No transf.
	First difference
	Second difference
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c

-stat.
	P-value
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c

-stat.
	P-value
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c

-stat.
	P-value

	Independent variable
	
	
	
	
	
	

	Exports of goods/serv.
	31,298
	0,000
	
	
	
	

	Imports of goods/serv.
	31,359
	0,000
	
	
	
	

	Merchandise exports
	0,080
	1,000
	13,683
	0,622
	60,215
	0,000

	Cons. prices (end-year)
	71,623
	0,000
	
	
	
	

	Current account/GDP 
	24,244
	0,084
	61,089
	0,000
	
	

	Employment 
	38,434
	0,001
	31,298
	0,000
	
	

	Exchange rate
	14,929
	0,245
	20,464
	0,059
	61,299
	0,000

	Fixed-line penetration 
	36,584
	0,002
	24,795
	0,037
	50,939
	0,000

	GDP
	72,641
	0,000
	
	
	
	

	GDP per capita 
	0,016
	1,000
	11,312
	0,789
	58,562
	0,000

	General gov. bal.
	25,094
	0,068
	55,804
	0,000
	
	

	General gov. debt
	12,283
	0,267
	47,482
	0,000
	
	

	General gov. exp.
	33,224
	0,007
	
	
	
	

	Industrial gross output
	45,565
	0,000
	
	
	
	

	Internet users 
	0,628
	1,000
	15,521
	0,214
	24,234
	0,019

	Labour force
	53,996
	0,000
	
	
	
	

	Population
	16,558
	0,167
	51,476
	0,000
	
	

	Unemployment
	18,341
	0,304
	46,303
	0,000
	
	

	Index of econ. freed.
	6,449
	0,892
	38,078
	0,000
	
	

	Business freedom index
	21,497
	0,002
	33,234
	0,000
	
	

	Trade freedom index
	5,897
	0,921
	40,232
	0,000
	
	

	Fiscal freedom index
	14,322
	0,281
	39,908
	0,000
	
	

	Government size index
	48,204
	0,000
	
	
	
	

	Mon. freedom index
	14,114
	0,294
	58,581
	0,000
	
	

	Invest. freedom index
	6,094
	0,413
	18,350
	0,005
	
	

	Finan. freedom index
	6,854
	0,739
	31,186
	0,002
	
	

	Property rights
	3,059
	0,548
	14,076
	0,007
	
	

	Freedom from corr.
	12,921
	0,375
	39,740
	0,000
	
	

	External dept/GDP
	20,717
	0,189
	51,510
	0,000
	
	

	Monthly earnings
	62,356
	0,000
	
	
	
	

	Large scale privat.
	39,449
	0,003
	
	
	
	

	Overall infr. reform
	31,550
	0,011
	
	
	
	

	Dependent variable
	
	
	
	
	
	

	Foreign direct invest.
	5,088
	0,995
	44,904
	0,000
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� According to the definition of the EU: Foreign direct investment is the category of international investment in which an enterprise resident in one country (the direct investor) acquires an interest of at least 10 % in an enterprise resident in another country (the direct investment enterprise). Subsequent transactions between affiliated enterprises are also direct investment transactions�. 


� To some extent, the record FDI levels in dollar terms also reflected the significant depreciation of the dollar against other major currencies. However, even measured in local currencies, the average growth rate of global FDI flows was still 23% in  2007. (World Investment Report, 2008)


� In developed economies, investors duplicate the entire production process and usually intend to penetrate new markets (market-seeking investment), while in developing economies only a part of the production process is placed and FDI are undertaken with the aim to take advantage of lower factor costs or natural resources.


� Note: EU 17 (Austria, Belgium, Cyprus, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, Netherlands, Portugal, Spain, Sweden, United Kingdom); DE – EU (Gibraltar, Iceland, Norway, Switzerland, Canada, USA, Australia, Bermuda, Israel, Japan, New Zealand); Developing economies (Africa, Latin America and the Caribbean, Asia and Oceania); CEEC (Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, Slovenia); SEEC (Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Montenegro, Romania, Serbia); CIS (Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russian Federation, Tajikistan, Turkmenistan, Ukraine, Uzbekistan)





� The factors important for an investment decision depend also on the investment strategy. The market-seeking FDI are usually connected with the following determinants: market size, per capita income, market growth, consumer preferences. The resource-asset seeking FDI are drawn by lower labour costs, physical infrastructure, price of raw materials. The efficiency-seeking FDI is motivated by creating new sources of competitiveness for the firms and is directed where the cost of production is lower, also considered are price of factors of production, membership in regional integration processes. 





� This initiative tends to permit a quasi-uniform procedure to host FDI and to improve transparency. With the Investment Compact, the SEECs work together for unifying FDI registration and approval procedures with those for domestic firms, allowing acquisition of real estate by foreign investors for FDI purposes, minimizing FDI-related requirements on statistical reporting, work and residence permits, eliminating discrimination in access to government procurement contracts and removing obstacles to FDI in financial and professional services. (OECD, 2005).


� Index of economic freedom is calculated by the Heritage foundation and Wall Street Journal. Economic freedom is the fundamental right of every human to control his or her own labor and property. In an economically free society, individuals are free to work, produce, consume, and invest in any way they please, with that freedom both protected by the state and unconstrained by the state. In economically free societies, governments allow labor, capital and goods to move freely, and refrain from coercion or constraint of liberty beyond the extent necessary to protect and maintain liberty itself. Ten components of economic freedom are used to calculate this index, assigning a grade in each using a scale from 0 to 100, where 100 represent the maximum freedom. The ten component scores are then averaged to give an overall economic freedom score for each country. The ten components of economic freedom are: business freedom, trade freedom, fiscal freedom, government size, monetary freedom, investment freedom, financial freedom, property rights, freedom from corruption and labor freedom.


� The business freedom score is based on 10 factors, all weighted equally, using data from the World Bank’s Doing Business study: starting a business—procedures (number), starting a business—time (days), starting a business—cost (% of income per capita), starting a business—minimum capital (% of income per capita),  obtaining a license—procedures (number), obtaining a license—time (days), obtaining a license—cost (% of income per capita), closing a business—time (years), closing a business—cost (% of estate) and  closing a business—recovery rate (cents on the dollar).


� The freedom from corruption score component is derived primarily from Transparency International’s Corruption Perceptions Index (CPI) for 2007, which measures the level of corruption in 179 countries. The CPI is based on a 10-point scale in which a score of 10 indicates very little corruption and a score of 0 indicates a very corrupt government. In scoring freedom from corruption, the authors convert the raw CPI data to a scale of 0 to 100 by multiplying the CPI score by 10. The higher the level of corruption, the lower the level of overall economic freedom.





� Fiscal freedom is a measure of the burden of government from the revenue side. It includes both the tax burden in terms of the top tax rate on incomes (individual and corporate separately) and the overall amount of tax revenue as a percentage of GDP. Thus, the fiscal freedom component is composed of three quantitative factors: the top tax rate on individual income, the top tax rate on corporate income and total tax revenue as a percentage of GDP.
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