provided by Acta Economica (Faculty of Economics, University of Banja...

ACTA ECONOMICA
Volume XV, No. 27 / December 2017
ISSN 1512-858X, e-ISSN 2232-738X

ORIGINAL SCIENTIFIC PAPER

© 0060000000000 0000000000000000 00 00

UDC: 339.727.22:338.22(497)
DOI: 10.7251/ACE1727027Z
COBISS.RS-ID 7737112

Vasilj Zarkovid!
Dragan Gligori¢?
Nikola Zarkovié

Foreign Direct Investment and Economic Growth of the Central
and Southeast European Countries

CTtpaHe AMpEKTHe MHBECTULMje N EKOHOMCKM pacT 3emasba
LleHTpanHe un JyroncrouHe Espone

Summary

Economic theory suggests that free capital flows increase the efficiency of the re-
source allocation and stimulate economic growth. Foreign direct investment (FDI) is
seen as a remedy for all economic problems in countries that do not have a sufficient
level of accumulation to start economic growth. According to economic criteria of
Copenhagen, countries that are in the process of European integration should have
a functioning market economy able to cope with competition and market forces
within the European Union. The greatest expectations regarding the development of
a competitive economy in the Southeast European (SEE) countries are precisely re-
lated to attraction and exploitation of the positive effects of FDI. This paper explores
the impact of FDI on economic growth of the Central European (CE) countries and
the SEE countries. The experience of the CE countries can be beneficial for the SEE
countries following them in the process of European integration. The results show
that EDI flows to the SEE region are significantly lower than to the CE region. Panel
analysis has shown a statistically significant impact of FDI on economic growth in
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both regions. However, in absolute terms the impact of FDI on economic growth in
the SEE region is almost negligible.

Key words: foreign direct investment, economic growth, the structure of foreign
direct investment.

Pesunme

Exonomcka teopuja cylepuuie ga cnodogHu wiokosu Katuiiana iiosehasajy
edukacHociti anokayuje pecypca, iie CTUUMYIUULY ekoHoMcku pacii. Ha cilipane
gupexitine unsecttiuyuje (CIIV) ce inega kao Ha epcilly nujeka 3a cé6e eKOHOMCKe
apodneme y 3emmama Koje Hemajy gosowan HUBO akymynayuje 3a tlokpeiiarve
ipuspegrol pacitia. 3emme Koje ce Hanase y upoyecy espouritieipayuja, upema
exoHomckom Kputiiepujymy u3 Koilenxaiena, wipeda ga umajy pyHkyuonante ip-
HuwHe tipuspege ciiocodHe ga ce HOCe Ca KOHKYPEHUUJOM U THPHUUHUM CHATAMA
yuymap Eepoiicke ynuje. Hajeeha ouexusara y iloinegy paseoja KoHKypeHiliHe
upuspege y semmama Jyiouciioure Espoiie ogroce ce ytipaso Ha tipusnaerve u uc-
kopuwhasare tiosuttiusHux edpexaria CIV. Y osom pagy ucitipaxcyje ce yiniuyaj
CIN na exonomcku pacii 3emama 3emana Llenipante u Jyiouciiourne Eepoiie.
Hcxycinea semama Leniupanme Espoiie moly ga tiocnyxice 3emmpama Jyiouciio-
ne Espoiie Koje ux epemencku ciujege y upovecy espouriteipayuja. Pesyniiaiiu
ananuse woxasyjy ga je upunue CIV y peiuon Jyiouciiourne Eepoiie 3HauajHo
marbu y ogrocy Ha peiuon Lentupanne Espoite. Ilanen ananusa iokasana je cilia-
mucitiuuky cuinupuxanitian yiauuaj CIIV na ekonomcku paciii 06a peluona, anu
je y aticonymrom usnocy ymuyaj apunuea CIV Ha exoHomcku pacii Jyioucitioy-
He Espoile cKopo 3aHemapus.

Kmyune pujeuu: cilipane gupexitine uHeeciiiuyuje, eKOHOMCKU PACill, CHAPYK-
wypa clipanux gupexmiHux uHeeciliuyuja.

Introduction

Foreign direct investment is a form of cross-border investment where a resident
of a country has control or significant influence over the management of a com-
pany which is a resident of another country. In practice it is possible to have the
situation where the influence or control can be achieved with less than 50% or
10% of voting shares (IMF, 2009). There are several ways of investing capital as
foreign direct investment: (1) the establishment of completely new economic en-
tity on the territory of another country (greenfield); (2) the investment in exist-
ing facilities through merger and aqusition; and (3) capital investment as a joint
venture with local investors from the host country (Miljkovi¢, 2008).
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The lack of domestic accumulation to finance investments is a common char-
acteristic at the beginning of the transition process for all transition countries.
Without the inflow of foreign capital, the development of domestic production
capacities was not possible, and the transition countries paid considerable atten-
tion to creating an investment environment to attract foreign investors.

In the period that preceded the global economic crisis of 2008, the inflows of
foreign investment in the transition countries were largely in the form of foreign
direct investment (FDI), stimulated by a deeper institutional integration of the
CE countries with the developed countries of the European Union. FDI inflows,
as well as other forms of capital funding enabled much higher levels of invest-
ment in relation to the level of domestic savings. Investments in the banking sec-
tor had a special significance for the host country from two aspects. First, when
establishing new banks or acquiring the existing ones in the process of privatiza-
tion FDI meant the inflow of foreign reserves. Second, they enabled the transfer
of foreign reserves to residents of the host country in the form of bank loans.

The global economic crisis of 2008 reduced the inflow of foreign capital. It is
estimated that in the period after the outbreak of the global economic crisis FDI
in the transition countries was even lower by 45% than it was expected (EBRD,
2015, p. 23). This caused smaller amount of investments. With a slight increase
in savings, the reduction of investments meant an impressive reduction in the
deficit of the balance of goods and services. However, a significant reduction of
unemployment and stable economic growth require bigger investments, and the
priority of a modern economic policy is the internal balance in relation to the
external balance. In the aftermath of the global economic crisis, investments in
transition countries were about 20% of GDP, which was about 10% lower than
investments in fast-growing economies of Asia (EBRD, 2015).

Economic theory suggests that free capital flows increase the efficiency of the
resource allocation and accordingly stimulate economic growth. International fi-
nancial organisations, economic policy makers and most economists see FDI as a
kind of remedy for all economic problems in fast-growing economies, and their
positive impact on economic growth is implied. The efforts of many countries
to attract more FDI confirm this fact, while many empirical studies have not yet
confirmed the existence of a positive relationship between FDI inflows and eco-
nomic growth (Mencinger, 2003; Umeora, 2013; Stanisi¢, 2008).

This paper analyses the impact of FDI inflows on economic growth in the
Central European countries (the Czech Republic, Poland, Hungary, Slovakia, Slo-
venia, Estonia, Latvia and Lithuania)* and the Southeast European countries (Al-

* Although the Baltic countries (Estonia, Latvia and Lithuania) do not belong to the concept of
Central Europe, for simplicity, but above all because of the common features of transition process,
these three countries will fall into a pattern of Central Europe.
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bania, Bosnia and Herzegovina, Bulgaria, Romania, Croatia, Serbia, Macedonia
and Montenegro).

Respectable economic development achieved by the CE countries is certainly
due to FDI, which is the basic assumption tested in this paper. The fact is that
the SEE countries have attracted a much smaller amount of FDI compared to
what was expected. However, the question is whether the existing scarce inflow
has been adequatively utilised, that is, whether it has been in the function of
economic growth and development. The hypothesis in this paper is that FDI has
not been a significant driver of economic growth in the SEE countries. Proving
this hypothesis would send a message to policy makers in the SEE countries that
efforts should be directed not only at the creation of policies for attracting for-
eign direct investment, but also at policies for their exploitation. Otherwise, they
will have to look for opportunities in other areas in order to initiate a significant
and sustainable economic growth, increase the competitiveness of the national
economy and reduce the potential negative effects of joining the EU at the level
that does not allow equal competition with market forces within the EU.

1 Global flows of foreign direct investment

Until the 1970s, about 65% of the total international capital flows were realized in
the form of loan capital movements (Miljkovi¢, 2008). In the period from World
War II to the first oil shock, FDI became the most dominant form of foreign
capital inflows. FDI growth slowed down during the 1970s and 1980s. High in-
vestment activity of Japanese companies in the second half of the 1980s and mul-
tinational companies from the US, Europe and Southeast Asia after the 1990s,
led to a significant increase in global FDI. Global FDI flows grew rapidly in the
second half of the 1990s as a result of the intensification of mergers and acquisi-
tions between companies in industrial countries. The recession at the beginning
of 21st century caused a decline in FDI, but after that FDI strated growing until
the global economic crisis of 2008, also due to the intensification of international
mergers and acquisitions (Pugel, 2016). The most significant increase in global
FDI inflows in the period from 2000 to 2014 was realised in 2006 compared to
2005. The global economic crisis of 2008 caused a dramatic drop in FDI. Recov-
ery from the crisis has led to a gradual increase in FDI flows. However, global
FDI flows are still below the level compared to the pre-crisis period, as shown in
Chart 1.

In the early 1990s, FDI flows to developing countries increased dramatically.
Growth in demand, low production costs and economic reforms attracted sig-
nificant FDI into a small number of developing countries in South and East Asia
and Latin America (Pugel, 2016). Since then the share of developing countries in
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total FDI inflows gradually increased, with some fluctuations during the period
from 1998 to 2013. In 2014, 55.5% of total FDI inflows were achieved by develop-
ing countries, and it was the first time they accounted for over 50% of the total
FDI inflow and attracted more FDI than developed countries. However, in 2015
developed countries regained the status of the largest FDI recipient with 54.62%
of the total inflow. In 2015 FDI inflow into transition countries reached the low-
est level in the period from 2006 to 2015, amounting to only 2% of the global FDI
inflow. The reason for this, of course, is a decline in FDI inflows to Russia.
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Chart 1: FDI inflows in the period from 2000 to 2015 (in billions of $)

Source: UNCTAD, World Investment Report, WIR Series.

Of all regions shown in Table 1 it is evident that the crisis of 2008 reduced
FDI inflows most significantly to the countries that currently have the “status of
transition countries™. In 2009 compared to 2008, FDI inflows to this group of
countries decreased from 116.2 to 70.49 billion US dollars, which is about 39.3%.

* The data of the United Nations Conference on Trade and Development (UNCTAD) relating to
transition countries do not include countries that have become members of the European Union,
since these countries are classified into a group of developed countries, but the countries that cur-
rently have the “status” of the transition countries (Albania, BiH, Kosovo (UMNIK), Montenegro,
Serbia and Macedonia).
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Table 1:
FDI inflows by region and economy (in billions of $)

Region / economy 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

World 1,402.1 1,902.2 1,497.8 1,181.4 1,388.8 1,566.8 1,510.9 1,427.2 1,277.0 1,762.2
Developed 940.3 1,289.5 8019 6544 699.9 8174 7874 680.3 522.0 9625
economies

Europe 604.7 879.7 349.2 439.2 431.7 478.1 483.2 3234 306.0 503.6
European Union 546.1 830.1 318.6 390.5 384.9 4258 446.5 319.5 292.0 4395
Other developed 58.6 49.6 30.6 48.7 46.7 52.2 36.7 3.9 14.0 64.1
countries in Europe

North America 297.4 3328 3679 166.3 2264 269.5 2315 2833 165.1 4285
Other developed 38.2 77.0 84.8 48.8 41.8 69.8 72.6 73.7 50.9 30.4
countries

Developing 403.0 5255 5785 4653 6253 670.1 658.8 6624 6985 764.7
economies

Africa 34.6 50.3 57.7 54.2 43.6 47.8 55.2 52.2 58.3 54.1
Asia 293.3 357.1 3799 3243 4124 426.7 409.6 431.4 4679 540.7

Latin America and 73.6 116.7 138.1 84.2 167.1 1933 1905 176.0 170.3 167.6
the Caribbean

Oceania 1.5 1.4 2.7 2.5 2.2 2.3 3.6 2.8 2.0 2.3
Transition 58.82 87.23 11740 61.74 63.60 79.27 64.79 8450 56.46 34.99
economies

South-East Europe 6.56 9.11 8.03 6.27 4.60 7.89 3.61 4.76 4.58 4.83
CIS 51.10 76.36 107.80 54.81 58.19 70.34 60.27 7879 50.14 28381

Source: UNCTAD, World Invertment Report, WIR Series.

In the 1970s 25% of investments were realised in the primary sector (mining
and extractive industry), 50% in production, and 25% in the service sector. Since
then the share of investments in the primary sector has significantly decreased,
as well as in production to about 30% of total FDI, while the share of investments
in the service sector (financial sector, financial services, consulting, advertising,
wholesale and retail) has risen to over 60% of total FDI (Pugel, 2016).

2 Literature review

In economic literature there is a number of available research studies on FDI
which can essentially be divided into two groups. The first group of research re-
lates to the analysis of factors that influence the attraction of FDI, while the sec-
ond group of research refers to the impact of FDI on certain macroeconomic
indicators, with a particular focus on economic growth. The focus of the analysis
in this paper is on the second group of research.

Research conducted on a sample of 69 developing countries for the peri-
od from 1970 to 1989 has shown that FDI has a positive impact on economic
growth. Due to the impact of FDI on technology transfer, the authors emphasise
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that FDI has more positive impact on economic growth compared to domestic
investments. However, the analysis has shown that exploitation of the positive
effects of FDI requires of an adequate level of development of human resources
capable of using modern technology (Borensztein et al., 1995).

Research conducted by Laura Alfaro for the period from 1981 to 1999 on a
sample of 47 countries showed that investments in different economic sectors in
the host country have a different impact on economic growth. FDI directed to
the primary sector has a negative impact, while FDI targeted to production has a
positive impact on economic growth. The impact of FDI on economic growth in
the services sector was ambiguous, and the study did not give a single conclusion
on the effect of investments in this sector (Alfaro, 2003).

The survey that covered the period from 1980 to 2003 on a sample of 79 coun-
tries, analysed factors that influence the utilization of positive effects of FDI on
economic growth. The research has shown that FDI have a stronger positive im-
pact on economic growth if the workforce in the country has a higher level of
education, if the country is more open, if the financial markets are more devel-
oped, if the growth rate of population is lower and if the country is less risky (Vo
& Batten, 2006).

The analysis of the impact of FDI on economic growth on a sample of 125
countries for the period from 1980 to 2010 has shown that FDI has a positive
impact on economic growth, but the impact varies depending on the level of
development of the host country. FDI has a more positive impact on economic
growth in developing countries compared to developed and less developed coun-
tries. The survey has also shown that a higher degree of economic freedom index
means a more positive impact of FDI on economic growth and that direct in-
vestment has a more positive impact on economic growth than foreign portfolio
investment (Tintin, 2012).

More recently, an increasing number of studies on the impact of FDI on eco-
nomic growth have analysed the assumptions about a positive impact of FDI on
economic growth that need to be confirmed. FDI will have a positive impact on
economic growth in the long term through the transfer of technology and knowl-
edge only if there is a sufficient level of education of the domestic workforce, de-
veloped financial system, trade openness and institutional quality in the country
(political stability, the level of corruption, government efficiency, the rule of law,
quality of law, etc.). These factors are often referred to as the “absorptive capacity
of countries”

There are a number of studies on the impact of FDI on macroeconomic per-
formance in transition countries which are the subject of the analysis in this pa-
per. In the survey conducted in 2003 Joze Menciger analysed the impact of FDI
inflows on macroeconomic performance in the period from 1994 to 2001 in eight
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transition countries (Hungary, the Czech Republic, Slovakia, Poland, Estonia,
Latvia, Lithuania and Slovenia) and determined the negative impact of FDI on
economic growth, with the exception of Lithuania. The author explains the nega-
tive impact of FDI on economic growth with the unfavorable FDI structure, as
FDI did not predominantly relate to investments, but were focused on consump-
tion and imports. Such FDI structure affected the growth of the current account
deficit and the growth of foreign debt. This indicates that FDI does not necessar-
ily mean higher economic growth and greater economic competitiveness of the
economy in the global market (Mencinger, 2003).

The analysis of the impact of FDI on economic growth in transition countries
based on a sample of 17 countries has shown that FDI has no statistically signifi-
cant impact on economic growth (Lyroudi et al., 2004). The study carried out in
2005 included the countries of Central and Eastern Europe. The positive impact
of FDI on economic growth was identified in countries that are in the process of
accession to the EU, while the impact of FDI on economic growth in countries
that are not in the process of accession to the EU was not significant or it was
negative (Kherfi & Soliman, 2005).

Panel analysis for the period from 1992 to 2012 in the Central and Eastern Eu-
ropean countries analysed the decomposed impact of FDI on economic growth.
The impact of FDI in the form of mergers and acquisitions and greenfield invest-
ments was analyzed. The author concludes that both FDI inflows have a positive
impact on economic growth, underlining the necessity of a certain level of edu-
cation of the workforce in order to exploit the positive effects of capital flows. A
certain level of education is necessary to absorb training programs, new technol-
ogies and other benefits provided by transnational corporations (Mockevicius,
2014). The study that analysed the period from 2005 to 2012 also confirmed a
positive impact of, not only direct investment, but also portfolio investment in
the Central and Eastern Europen countries (Tiberiu Albulescu, 2015).

A survey that covered ten transition countries of Central and Eastern Europe
for the period from 2000 to 2013 confirmed not only the existence of a direct
positive impact of FDI on economic growth in production, but also a substantial
indirect contribution of FDI to economic growth of transition countries through
knowledge spillovers (Silajdzi¢ & Mehi¢, 2015). A higher level of technological
development and innovation in transition countries are associated with better
economic performance, because they imply greater absorption capacity of the
country in terms of acquiring new knowledge that FDI often involves.

The positive impact of FDI on economic growth in the countries of Central
and Eastern Europe has been found by a recent study which covered the period
from 2000 to 2012 (Hlavacek & Ben-Domaska, 2016).
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There are numerous studies aimed at analysing the impact of FDI on eco-
nomic growth of the SEE countries. Analysis carried out in 2005 which used
correlation analysis for the period from 1997 to 2006 did not confirm the ex-
istence of interdependence between these two variables (Stanisi¢, 2008), while
the research by Jurica Simurina confirmed the positive relationship between FDI
and economic growth. However, this relationship was not statistically significant
(Bogdan, 2009).

Research conducted in the SEE countries for the period from 1990 to 2011
(Estrin & Uvalic, 2013) determined the positive impact of FDI inflow on gross
fixed capital formation and restructuring of firms in the privatization process.
The authors also emphasise the shortcomings of the privatization process, given
that there was no adequate restructuring of companies due to the small share of
FDI that was directed to production sector. FDI dominated in the services sector
with 69.8% of the total FDI inflow in 2010. Due to the inadequate structure of
investment, companies in the region failed to integrate into the global value chain
and exports were insufficiently increased, with an unfavorable structure domi-
nated by lower-level processing products. Particularly emphasised is the lagging
behind of the transition countries of SEE in relation to the countries of Central
and Eastern Europe and the Baltics. Exports, expressed as a percentage of GDP in
the SEE countries in 2008 amounted to an average of 33%, while in the countries
of Central and Eastern Europe and the Baltics it amounted to 66% of GDP. The
unfavorable structure of FDI is the reason for the relatively high unemployment
rate and lower rates of economic growth in the SEE countries.

Recent analysis (Popovci¢—Avri¢ et al., 2014) also confirmed the impact of
FDI on economic growth for six Western Balkan countries. The research of the
impact of FDI on economic growth in the SEE countries, which analysed pre-
crisis and post-crisis periods separately, determined the existence of a positive
impact, but this relationship is significantly weaker in the post-global economic
crisis period of 2008 (Kragulj & Parezanin, 2015). The analysis that included six
SEE countries explored the impact of FDI inflows on individual countries as well
as the whole region. The results of the analysis show that FDI played a key role in
creating a capital base for financing production, and that the results were better
in Macedonia, Serbia and Croatia than in Albania and Bosnia and Herzegovina.
On the other hand, in Slovenia economic growth is financed primarily by domes-
tic investments. The author concludes that considering the whole region, FDI had
a positive impact on economic growth. (Apostolov, 2016).
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3 Research methods

This paper explores the impact of foreign direct investment on economic growth
in the CE and SEE countries. Due to the heterogeneity of these two groups of
countries, the analysis is performed separately in order to obtain more relevant
conclusions and use the observed experience of the CE countries to understand
the possible effects of FDI on economic growth in the SEE countries. The CE
countries, which are the subject of the analysis, are: the Czech Republic, Poland,
Hungary, Slovakia, Slovenia, Estonia, Latvia and Lithuania, while the SEE coun-
tries are: Albania, Bosnia and Herzegovina, Bulgaria, Romania, Croatia, Serbia,
Macedonia and Montenegro.

The analysis period is different for these two groups of countries and it is de-
termined by the available data for the variables to be analysed. For the CE coun-
tries in the relevant databases (World Bank — WB, International Monetary Fund
— IME the United Nations Conference on Trade and Development - UNCTAD),
data enabling the creation of an acceptable database for research are available for
the period from 1996 to 2015. Therefore, the research for the CE countries is only
done for this period. Data for the SEE countries are only available from 2001, al-
though data for Montenegro are not available for this year. Therefore, the analysis
period for the SEE countries is the period from 2001 to 2015.

Data for the analysis include data for each country during a certain analysis
period. The most reliable analysis which includes data for multiple countries (N
cross-sections, i = 1, 2, 3..., N) over several time periods (T periods, t =1, 2, 3...,
T) is a panel analysis. Precisely because of the possibility of including more coun-
tries in the analysis, with the possibility of respecting the specificity of the time
series of each country individually, this analysis has gained in popularity. The ba-
sic classification of the panel model is static and dynamic models. Dynamic panel
models, unlike static ones, are characterized by the presence of a lagged depend-
ent variable among regressors (Asteriou & Hall, 2016). Within these two groups
of panels a number of methods have been developed. Which method is adequate
for the analysis depends on both the length of the time series and the number of
countries that are the subject of the analysis, their relationship, as well as the re-
sults of a series of other tests among which the most significant test is a unit root
test. Therefore, the specific method to be used in the analysis will be determined
after the analysis of the data for the given group of countries (for more details on
panel methods, see Asteriou & Hall, 2016, pp. 439-482).

The analysis of the impact of FDI on economic growth implies an assessment
of the regression equation, where independent variable is economic growth and
dependent variable is FDI inflow. In order to obtain a reliable estimates of the im-
pact of FDI on economic growth, it is necessary to include a number of other in-
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dependent variables that have an impact on economic growth. Empirical analysis
implies the evaluation of the following regression equation:

GDP, = 8.+ B FDI, + 3,INV, + B,GOVE, + B,REU, (REZ, )+ B,TRADE,

Table 2:
Explanation of variables, method of measurement, data sources
Variable Typ‘e of Method of Data source Variable used in research
variable measurement
Economic Dependent  GDP growth at World Bank — World Mencinger, 2003;Mervar,
growth, GDP constant prices Development 2003;Lyroudi et all.,
Indicators 2004;Bogdan, 2009;
The inflow of Independent FDI, net inflow, in % World Bank — World Mencinger, 2003;Lyroudi
foreign direct of GDP Development et all., 2004;
investment, FDI Indicators Alfaro, 2003; Vo & Batten,
2006; Bogdan, 2009;
Gross fixed Independent Gross fixed capital World Bank — World Mencinger, 2003;Vo &
capital formation in % of GDP  Development Batten, 2006;
formation, INV Indicators
Total government Independent Government spending |IMF - World Alfaro, 2003; Bogdan,
spending, GOVE in % of GDP Economic Outlook  2009; Khordagui& Saleh,
2013;
Economic growth Independent GDP growth at IMF - World Mencinger, 2003;
in the countries constant prices Economic Outlook
of EU/Eurozone,
REU/REZ
The openness Independent The share of the sum  World Bank — World Alfaro, 2003; Vo & Batten,
of the country, of exports and imports Development 2006; Bogdan, 2009;
TRADE of goods and services  Indicators Khordagui& Saleh, 2013;

in GDP (in %)

The assumption of the analysis is that the inflow of FDI has a positive impact
on economic growth of the analysed countries, in accordance with the theoretical
assumptions and the results of previous research. The same assumption applies
to gross fixed capital formation (investment). Higher investments mean higher
economic growth, whereby investments do not have only direct but also indirect
multiplicative effects on economic growth (Ceni¢-Jotanovi¢, 2010). Theoretical
opinios on the impact of government spending on economic growth are divided.
Bearing in mind the specificity of transition countries, where the government
spending is dominated by the final consumption (and most often imported prod-
ucts) in relation to government investments, the assumption is that government
spending has a negative impact on economic growth.

It is logical to assume that economic growth in the countries of the European
Union, that is, the eurozone, as an external variable, has a significant positive
impact on economic growth of transition countries. The growth rate of GDP in
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the countries of the eurozone was used for the CE countries. Although five CE
countries (the members are not only the Czech Republic, Hungary and Poland)
have become part of the eurozone, economic growth in the euorozone countries
can be considered as an external variable, because they were out of the eurozone
during most of the analysis period. Slovenia introduced the euro in 2007, Slova-
kia in 2009, Estonia, Latvia and Lithuania in 2011, 2014, and 2015 respectively.
For the SEE countries the choice of economic growth in the European Union is
a logical choice of variable which would represent the influence of external fac-
tors. Romania and Bulgaria have been members of the European Union since
2007, and Croatia since 1 July 2013, and during a substantial part of the analysed
period (from 2001 to 2015) they were outside the EU. Also, economies of these
countries are too small to affect significantly the economic growth of the EU.

The level of openness of the national economy can have a different impact on
economic growth. If the economy is underdeveloped, then in principle, it will
achieve foreign trade balance deficit, which in the short term has a negative im-
pact on economic growth. For more developed economies, it is logical to assume
that a higher level of openness also means greater economic growth. In this pa-
per, our assumption is that a higher level of openness of the CE countries has a
positive impact on economic growth, and the expected sign of the coefficient wih
this variable is positive. The assumption for the SEE countries, which have an
insufficiently competitive economy;, is the opposite.

4 Results

4.1 Central Europe

The highest GDP growth rate (geometric rate) in the period from 1996 to 2015
was recorded in Lithuania (4.39%), followed by Estonia (4.25%) and Latvia
(4.23%). The lowest GDP growth rate in all countries was achieved in 2009 due to
the impact of the global economic crisis, except in Poland where the lowest GDP
growth rate of 1.21% was achieved in 2001 and in 2009 it was 2.6%. The highest
volatility of GDP, measured by the standard deviation, in the analysed period
was in Estonia, where the average deviation from the average GDP growth rate
was 6.11, followed by Latvia and Lithuania. Three countries that had the highest
growth rate also had the highest volatility of economic growth. The lowest rate
of economic growth was recorded in Hungary, while the most stable economic
growth was recorded in Poland. In economic literature, volatility of GDP is of-
ten considered as a measure of uncertainty and higher volatility of GDP means
greater economic uncertainty (Pablo Dapena, 2006, p.4).
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Table 3:
Descriptive statistics of the GDP growth rate in the period 1996-2015

GDP_ GDP_ GDP_ GDP_

GDP_ GDP_ GDP_

Statistics CZE EST  HUN  Lar OPPUT oo ik sLO
GeoMean 236 408 219 405 423 400 390 252
Median 250 570 333 581 560 381 427  3.29
Maximum 688 11.80 494 1190 11.09 7.0 1083  6.94
Minimum 484 1472 656 -1435 -1481 121 549  -7.80
Std. Dev. 28 611 274 608 546 183 344 331

Source: IMF — World Economic Outlook and authors’ calculations.

The highest average net inflow of FDI in the analysed period amounting to
9.14% of GDP was recorded in Hungary. In this country, FDI inflows had the
greatest fluctuations. In 2007 FDI net inflow in Hungary amounted to 50.78% of
GDP, while in 2010 there was a net outflow of 16% of GDP. Slovenia had the low-
est inflow and the lowest volatility of FDI inflows.

Table 4:
Descriptive statistics of FDI net inflow (in % of GDP) in the period 1996 - 2015

Statistics FDI_CZE FDI_EST FDI_HUN FDI_LAT FDI_LIT FDI_POL FDI_SLK FDI_SLO

Mean 4.84 8.38 9.14 4.19 3.25 3.39 3.93 1.85
Median 4.06 7.74 6.98 4.06 3.40 3.19 2.43 1.73
Maximum 10.40 22.33 50.78 8.80 8.23 6.26 12.01 7.85
Minimum 1.36 -0.77 -16.09 -0.12 0.05 0.15 0.08 -0.69
Std. Dev. 2.79 5.08 15.17 2.29 2.07 1.54 3.15 1.85

Source:World Bank — World Development Indicators and authors’ calculations.

The amount of FDI inflows per capita is the best indicator for comparing the
country’s performance in attracting foreign capital in the previous period. Esto-
nia has the highest amount of FDI per capita amounting to 14,416 US dollars,
while the lowest amount (4962 US dollars) is recorded in Lithuania.
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Chart 2: FDI per capita in 2015 (stock, in $). Source: World Bank — World Development

Indicators; UNCTAD - World Investment Report and authors’ calculations.
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In order to determine the appropriate tests to analyse the impact of FDI on
economic growth, it is necessary to determine whether the data series of analysed
variables are stationary. Since the panel models are the combination of the “cross-
country” analysis and time series analysis, panel models are inherent problems
of non-stationarity characteristic for time series. The use of non-stationary data
can lead to the spurious regression, or to the wrong conclusion that there is inter-
dependence in the movement of variables, although these are independent pro-
cesses. Testing stationarity and checking the integrity of variables is performed
with the use of unit root tests. Panel unit root tests were conducted using four
tests: Levin, Lin, and Chu (LLC), Breitung, Im, Pesaran, and Shin (IPSW), and
the ADF - Fisher and PP - Fisher tests.

The length of the time series in this case is sufficient for the application of dy-
namic panels. Most unit root tests (Table 5) show that all variables are stationary
at levels 1(0), except for openness variable (TRADE), which is the order of inte-
gration I(1). For the application of the Pooled Mean Group Estimator - PMG for
Autoregressive Distributed Lag models (PMG/ARDL, it is not necessary for all
the variables to be of the same order of integration, but the combination of vari-
ables of the order of integration I(0) and I(1). Therefore, this method of dynamic
panels will be applied in the analysis. It is essential that no variable in the model is
non-stationary after the first differentiation, because the model is not applicable
to the variables of the second order of integration. Since the TRADE variable has
become stationary after the first differentiation, PMG/ARDL method is applica-
ble in this case (for more details see in: Pesaran et al., 1997).
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Table 5:
Results of the unit root test
Slope
Variable LLC IPSW ADF-Fisher PP-Fisher
GDP -6.91256*** -4.83442***  51.0954*** 38.6522%**
FDI -4.63106*** -3.58905***  41.0706*** 40.9272%***
INV -2.46087*** -3.55391*** 41 8791*** -14.7362
GOVE -3.92733*** -3.66922***  41.7067*** 39.2768***
TRADE -0.57729 1.92861 5.60868 5.65228
d (TRADE) -8.86848*** -6.94923***  72.8811*** 133.529%**
REZ -7.09699*** -4.93275***  51.4157*** 49.2442%**
Slope and trend
Variable LLC BR IPSW ADF-Fisher PP-Fisher
GDP -5.8514%** -5.61929***  -3,15908***  34.4797*** 26.1307*
FDI -5.3229%** -3.00978***  -2.99539***  35.483*** 37.3214%**
INV -2.93034***  .2.75233***  .3.67067***  40.981*** 15.036
GOVE -3.6875%*** -1.81743** -2.73742***  31.9723** 31.0633**
TRADE -3.22069***  -4.26961***  -3.52877***  39.4654*** 20.9354
d (TRADE) -7.66434***  .7.04616***  -4.95716***  49.8850*** 70.9731%**
REZ -7.26713***  -6.28788***  -5,54855%**  57.6183%** 66.6249%**

Note: ** and *** denote respectively: the significance at the level of significance of 5% and 1%.

In order to avoid the problem of multicollinearity, it is necessary to exam-
ine correlations between dependent variables. Multicollinearity in the regression
model implies the presence of a high linear correlation of independent variables,
which can lead to a wrong conclusion that a particular independent variable is
not statistically significant, although it is (Asteriou & Hall, 2016).

Table 6:
Correlation coefficients

GDP FDI GOVE INV REZ TRADE
GDP 1.0000 0.1087 0.2948 -0.4122 0.6449 -0.0501
FDI 0.1087 1.0000 0.2042 0.0310 0.1663 0.1167
GOVE 0.2948 0.2042 1.0000 -0.2372 0.2752 0.0004
INV -0.4122 0.0310 -0.2372 1.0000 -0.1393 0.0211
REZ 0.6449 0.1663 0.2752 -0.1393 1.0000 -0.1556
TRADE -0.0501 0.1167 0.0004 0.0211 -0.1556 1.0000
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The analysis of correlation coefficients between independent variables leads to
the conclusion that there is no high level of correlation between these variables.
The correlation coefficient between the dependent variable GDP and the inde-
pendent variable TRADE is extremely low (-0.05), which indicates that it is nec-
essary to examine whether the inclusion of this variable in the model results in
a better or worse model, i.e. whether its inclusion is econometrically acceptable.
The inclusion of the TRADE variable in the model results in the Schwarz crite-
rion of 4.93, while the value of this criterion without this variable in the model is
4.77. Therefore, the model is better without the TRADE variable.

In order to observe the impact of those variables, i.e. factors on economic
growth that are not included in the regression equation and avoid the phenom-
enon of “spurious regression’, the dummy variable is included in the model (@
YEAR> 2008). Namely, the global economic crisis of 2008 strongly influenced
economic growth in the CE countries, and the world economy has not yet fully
recovered from the effects of the crisis. If GDP growth rates in the analysed coun-
tries are observed, a significant decline in the years after the outbreak of the crisis
of 2008 can be noted, but also in 2012 which is characteric for the crisis in the
eurozone countries. Therefore, years after 2008 are inherently characterised by
lower growth rates. The significance of the dummy variable at the level of 1%
indicates the justification of its inclusion in the model. The sign with the dummy
variable is expectedly negative.

Table 7:
PMG / ARDL test of the long-term and short-term impacts of the analysed variables
on economic growth (1996—-2015)

Dependent variable: D(GDP)

Selected model: ARDL(1, 1, 1, 1, 1)

Number of observations: 150

Long-term coefficients Coefficient Std. Error t-Statistic Prob.*

FDI 0.317306 0.062013 5.116764 0.0000
INV 0.053298 0.023869 2.232977 0.0277
GOVE 0.037239 0.013658 2.726529 0.0075
REZ 0.080122 0.104297 0.768204 0.4441
Short-term coefficients Coefficient Std. Error t-Statistic Prob.*

COINTEQoO1 -0.602491 0.106812 -5.64068 0.0000
D(FDI) 0.095647 0.146692 0.652026 0.5158
D(INV) 0.705349 0.187875 3.754352 0.0003
D(GOVE) -0.448723 0.182036 -2.46502 0.0153
D(REZ) 0.491763 0.140143 3.509009 0.0007
@YEAR>2008 -0.971562 0.22123 -4.39164 0.0000

Note: 1) Jarque—Bera value is 4.37 and p-value is 0.11, which satisfies the normality test.
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Results of the PMG/ARDL test indicate that all analysed variables have a long-
term impact on economic growth measured by growth rates of gross domestic
product (GDP), except REZ variables. The FDI variable is statistically significant
at the level of 1% and the sign of the coefficient with an independent variable is
in line with expectations and it is positive. Higher net inflows of FDI measured
by participation in GDP result in higher economic growth. The INV variable is
statistically significant at the level of 5%. Bigger share of gross fixed capital forma-
tion in GDP results in a higher rate of economic growth. The GOVE variable is
statistically significant at the significance level of 1%. Although we expected that
higher government spending in the long term means lower economic growth,
the results show that government spending has a positive impact on econom-
ic growth. If the government investments are a significant part of government
spending and if countries are less import-dependent, government spending will
have a positive impact on economic growth in line with Keynesian theory. There-
fore, from this aspect and with the above assumptions, the positive impact of
government spending on economic growth is logical. The REZ variable in this
model does not have a statistically significant impact on economic growth of the
CE countries in the long term, although the coefficient is positive, that is, in line
with expectations. Additional tests show that the model without dummy vari-
ables has resulted in a positive and statistically significant impact of economic
growth of the eurozone (REZ) on economic growth of the CE countries. Also, the
shortening of the analysis period for the period from 1999 to 2015 has resulted in
a statistically significant and positive impact of the REZ variable on the depend-
ent GDP variable. Therefore, the insignificance of the variable in this REZ model
can be attributed to multicollinearity with the dummy variable, i.e. the degree of
integration of the CE countries with the countries of the eurozone.

The error correction factor (COINTEQO1) shows the speed of the process of
adjusting variables to a long-term equilibrium. Theoretically, the expected value
of this coefficient should be negative if the variables have the tendency to return
to a long-term equilibrium (Pesaran et al, 1997). This coeflicient is also statisti-
cally significant at the level of 1%, has a corresponding negative sign and amounts
to —0.60. This means that 60% of the deviation from the equilibrium between the
dependent variable and independent variable is adjusted annualy, i.e. the long-
term equilibrium state is achieved for less than two years. The value of this coefhi-
cient, since it is negative and statistically significant, indicates a long-term causal
relationship between GDP and its determinants (Mathur et al., 2016).

Analysis of the impact of variables on economic growth in the short term
shows that there are three independent variables which are statistically signifi-
cant: investment, government spending and economic growth in the eurozone,
but also the dummy variable. Investment and economic growth in the eurozone
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have a significant impact on gross domestic product in the short term at the level
of significance of 1%, while government spending influences economic growth
at the level of significance of 5%. Government spending in the short term has a
negative impact on economic growth, which is contrary to the long-term impact
of this variable. Foreign direct investment does not have a significant impact on
economic growth of the CE countries in the short term, because p - value of the
coefficient with the independent variable is 0.61 or greater than 0.05. Therefore,
the analysis of the FDI impact on economic growth in the CE countries shows
that there is an impact in the long-term, but not in the short-term.

a. Southeast Europe

The highest average annual rate of economic growth in the period from 2001 to
2015 in this region was achieved by Albania, where the average annual GDP grew
by 4.31%. Albania is followed by Romania and Bulgaria. The lowest growth rates
in the analysed period in all countries, except Macedonia, were recorded in 2009.
The biggest drop in GDP in 2009 was recorded in Croatia, which also had the
lowest average annual growth rate in the region of 1.48%. The highest volatility of
GDP was recorded in Romania, where the average deviation from the arithmetic
mean was 4.1.

Table 8:
Descriptive statistics of the GDP growth rate in the period 2001-2015

GDP_ GDP_ GDP_ GDP_ GDP_ GDP_ GDP_ GDP_

Statistics ALB BOS BUL CRO MAC MON ROM SER
GeoMean 431 327 346 148 278 301 367  3.05
Median 423 400 425 205 336 323 417  4.42
Maximum 794 876 768 556 647 1066 846  9.05
Minimum 111  -287 -422 738 307 566 -7.07 -3.12
Std. Dev. 215 307 338 367 257 399 410 352

Source: World Bank - World Development Indicators and the authors’ calculations.

The highest average annual net inflow of FDI (in % of GDP) was recorded in
Montenegro, Bulgaria, Albania, Serbia. The lowest average annual net inflow of
FDI was recorded in Croatia, which at the same time had the lowest average GDP
growth rate. The largest fluctuations of net inflows, measured by standard devia-
tion, were recorded in Montenegro and Bulgaria, and the lowest in Romania.
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Table 9:
Descriptive statistics of net FDI inflows (in % of GDP) in the period 2001-2015

Statistics  FDI_ALB FDI_BOS FDI_BUL FDI_CRO FDI_MAC FDI_MON FDI_ROM FDI_SER

Mean 6.76 4.20 9.82 4.19 4.49 16.11 3.91 6.32
Median 7.47 2.68 5.75 3.95 3.47 16.33 2.77 6.01
Maximum  11.15 11.68 31.00 7.60 12.66 37.41 8.91 13.90
Minimum 3.04 0.79 2.49 0.33 0.54 2.89 1.28 1.45
Std. Dev. 2.79 3.00 8.51 2.23 3.08 9.60 2.60 3.42

Source: World Bank - World Development Indicators and the authors’ calculations.

If we compare the FDI inflow per capita Montenegro, Croatia and Bulgaria
have attracted the largest amount of FDI per capita in the past period. Albania
and Bosnia and Herzegovina have the lowest amount of the FDI inflow per capita.
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Chart 3: FDI per capita in 2015 (stock, in $). Source: World Bank - World Development
Indicators; UNCTAD - World Investment Report and authors’ calculations.

The average FDI stocks per capita in the SEE countries, measured by the sim-
ple arithmetic mean, are 4,034 US dollars per capita, but in the CE countries they
are 8,379 US dollars. The relation of these data best reflects the relative perfor-
mance of these two groups of countries in attracting FDI. The SEE countries are
significantly lagging behind the CE countries, which may indicate that there is
untapped potential for attracting FDI in the region.

The analysis of the impact of FDI on economic growth in the SEE countries
is limited by the length of the time series and the available data. Namely, for the
SEE countries, comparable data are available only from 2001, because there the
transition process began later than in the CE countries. Given the short period
of available data for the SEE countries (2001-2015), it is not possible to obtain
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an objective assessment of the impact of independent variables on the dependent
variable using PMG/ARDL test (Dynamic Panel Method), as this test requires a
relatively greater number of observation time periods. Observation periods for
the SEE countries are shorter in 5 years compared to the CE countries, and PMG/
ARDL test does not provide the definition of a sufficient number of lags for de-
pendent and independent variables. In such circumstances the econometric soft-
ware would not perform a regression analysis with an optimal number of lags,
and the conclusions of the analysis would be unreliable. Therefore, the method of
static panels was used during testing (for more details see: Asteriou & Hall, 2016).

Whether the original data or the differentiated data of individual variables
will be used to estimate the regression equation depends on the results of the unit
root test. The results of the unit root test indicate that all variables, except gross
fixed capital formation (INV) and openness (TRADE), are stationary at levels.
Variables TRADE and INV become stationary, i.e., they do not contain unit root
only after the first differentiation. Since static panels require the use of stationary
data, these variables will be used in the model in the first differential.

Table 10:
Results of the unit root test

Slope

Variable LLC IPSW ADF-Fisher PP-Fisher
GDP -4.42326%** -2.32418*** 28.3013** 27.6338**
FDI -3.66631*** -2.60424*** 32.0929%*** 29.046**
INV -1.5597 -0.73224 18.4304 14.8479
d(INV) -7.30074%*** -4.67435%*%*  48.8068*** 49.5047***
GOVE -3.85752%** -3.4003*** 41.0953*** 37.208***
TRADE -1.0716 0.04538 15.731 8.2834
d(TRADE) -6.62826*** -5.25899***  55,0322%** 60.8726%**
REZ -6.81334*** -4,18155%** 43,9491 *** 41.8691***
Slopeandtrend

Variable LLC BR IPSW ADF-Fisher PP-Fisher
GDP -4.86006***  -3,59149***  .2.10728***  26.8094** 28.2007**
FDI -5.36375%**  -2,90324***  -2.69862***  32.5298*** 23.7954

INV -2.34494*** -0.77903 0.02154 12.9076 13.8536
d(INV) -6.72409%** -4,51715%** -2.75755%** 32.3409*** 40.398***
GOVE -4,19708*** -0.54647 -2.34738%** 33.6817*** 29.6861**
TRADE 0.8748 1.31796 1.30714 9.09812 6.7416
d(TRADE) -6.05989*** -1.82756** -3.77632%**  41.44%** 50.9695***
REZ -5.88566*** 4.87031*** -2.15074*** 26.3904* 24.4044

Note: ** and *** denote respectively: the significance at the level of significance of 5% and 1%.
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In order to avoid the problem of multicollinearity, it is necessary to analyse
correlations between independent variables. Multicollinearity in the regression
model implies the presence of a high linear correlation of independent variables,
and it can lead to the wrong conclusion that a certain independent variable is not
statistically significant, although it is (Asteriou & Hall, 2016).

Table 11:
Correlation coefficients
GDP FDI INV GOVE REU TRADE
GDP 1.0000 0.1813 0.2970 -0.2424 0.6625 0.0604
FDI 0.1813 1.0000 0.1932 0.1069 0.0438 0.3772
INV 0.2970 0.1932 1.0000 -0.4115 0.0048 -0.1149
GOVE -0.2424 0.1069 -0.4115 1.0000 -0.1080 0.1053
REU 0.6625 0.0438 0.0048 -0.1080 1.0000 0.0791
TRADE 0.0604 0.3772 -0.1149 0.1053 0.0791 1.0000

The analysis of correlation coefficients between independent variables sug-
gests that there is no relatively high level of correlation between variables. The
correlation coefficient between the independent GDP variable and the dependent
TRADE variable is extremely low (0.06). This suggests that we should consider
whether the inclusion of this variable in the model results in a better or worse
model. For this purpose the “Wald test” will be used.

The test of the impact of FDI on economic growth was carried out using the
method of least squares. The model with a fixed and the model with a random
effect were estimated. In order to determine which model is superior the “Haus-
man Test” was used. The p - value of the test was 0.32 and a model with a random
effect was accepted as superior.

Testing of the model required the inclusion of dummy variables in the model
(@YEAR> 2008), in order to examine the impact of those varijables, i.e., fac-
tors not included in the regression equation, and to avoid the phenomenon of
“spurious regression”. Namely, the global economic crisis of 2008 has strongly
influenced economic growth in the SEE countries and the world economy has
not yet fully recovered from the consequences of the crisis. If we look at the GDP
growth rate in the analysed countries, we can see the significant decline in GDP
in the years after the outbreak of the crisis in 2008, but also in 2012 which is char-
acteristic for the crisis in the eurozone countries. Therefore, years after 2008 are
inherently characterized by lower growth rates. The significance of the dummy
variable at the significance level of 1% justifies its inclusion in the model. The sign
with the dummy variable is expectedly negative.
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The validity of the overall regression was confirmed by F statistics whose
probability is 0.000, or less than 0.01, so at the significance level of 1% we can
say that the tested model is statistically significant. The dependent variable is ex-
plained with 77% of independent variables, which shows an adjusted coefficient
of determination (Adjusted R-squared). All tested variables have a significant
impact on economic growth in the SEE countries at the significance level of 1%,
with the exception of FDI which is significant at the level of 5%. The sign with the
independent variable is in line with expectations.

Table 12:

The impact of FDI on economic growth in the SEE countries (2001-2015)
Independent variable:GDP

Method: Panel EGLS (Cross-section random effects)

Number of observations: 111

Dependent variables Coefficient Std. Error t-Statistic Prob.
Const 6.888292 0.991668 6.946167 0.00000
FDI 0.05857 0.025187 2.325413 0.02200
D(INV) 0.279576 0.056283 4.967316 0.00000
GOVE -0.087233 0.024162 -3.610312 0.00050
REU 0.564309 0.098643 5.720694 0.00000
@YEAR>2008 -3.02871 0.362049 -8.365468 0.00000
R-squared 0.779575

Adjusted R-squared 0.769078

Prob(F-statistic) 0.000000

Note: 1) The Jarque—Bera value is 1.33 and p-value of the test is 0.51, which satisfies the normality test;
2) Wald test has resulted in accepting the hypothesis of the zero value of the coefficient with the
TRADE variable, so the observed model is without this variable.

Higher FDI means higher economic growth (GDP). It should be noted that
the value of the coefficient with the independent variable is extremely low, and
it is 0.05857. This means that an increase in the net inflow of foreign investment
by 1% of GDP leads to an increase in the growth rate by only 0.05%. It can be
concluded that the impact of FDI on economic growth of the SEE countries is
statistically significant, but its value is very low. This result is in line with our ex-
pectations, bearing in mind the unfavorable structure of FDI inflows, both from
the aspect of the sector structure and from the aspect of investment forms. FDI
is predominantly focused on the service sector, while investments in the produc-
tion sector are low (Estrin & Uvalic, 2013). Also, FDI in this region is mostly in
the form of mergers and acquisitions of existing enterprises and to a small extent
in the form of greenfield investments. The dominant form of FDI inflows in the
form of acquisitions of existing companies is often not motivated by the creation
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of new jobs and does not result in higher investment and economic growth. The
value of the correlation coefficient between variables FDI and INV is 0.19 (Table
11), which confirms low interdependence between the FDI inflow and new in-
vestments in fixed assets.

Gross fixed capital formation has a positive impact on economic growth at the
level of significance of 1%. The coefficient of the independent variable is relatively
high and amounts to 0.2796. The value of this coefficient is in line with expecta-
tions and economic logic. Panel analysishas shown a statistically significant and
negative impact of total government spending (GOVE) on economic growth.
Higher government spending means lower rates of economic growth. This result
is also in line with expectations, because the region is characterized by the financ-
ing of government spending often with high interest rates, where government
spending is mainly focused on consumption, usually of imported goods.

The countries of the European Union have statistically significant and the
most influential impact (excluding the dummy variable that was previously ex-
plained) of GDP growth rates. Economic growth in the SEE countries is directly
proportional to the rates of economic growth in the European Union countries.
The results are in line with expectations. The EU countries are the most impor-
tant trade partner of the SEE countries and the most significant source of capital.
Lower growth rates in the EU countries mean lower exports to these countries,
which negatively affects GDP of the SEE countries. The crisis in the EU countries
means lower capital inflows to the SEE countries, as well as lower investments
and consumption in the SEE countries, not only because of the reduced capital
inflow, but also because of pessimistic estimates in terms of expectations regard-
ing economic growth in the future.

Conclusion

It is indisputable that FDI represents the most favourable form of financing the
domestic economy and that indirect effects in terms of acquiring new technolo-
gies, knowledge, experience and access to foreign markets often exceed the direct
benefits from the financial aspect. However, there are a number of prerequisites
that the country must meet, first to attract a sufficient amount of foreign invest-
ments, and second, to take advantage of the positive effects and minimize the
negative ones that foreign investments often cause.

The results of the analysis show that FDI inflow to the SEE region is signifi-
cantly lower compared to the region of Central Europe, measured by FDI stocks
per capita. The analysis of the impact of FDI on economic growth of the CE coun-
tries in the period from 1996 to 2015 shows a positive and statistically significant
impact of FDI on economic growth in the long term. The impact of FDI on eco-
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nomic growth of the SEE countries in the period from 2001 to 2015 is statistically
significant, but in absolute terms it is almost negligible. It can be concluded that
FDI in the SEE countries did not contribute significantly to economic growth.
These results are in line with expectations, as FDI in this region was mostly in the
form of acquisition of state-owned enterprises in the privatization process, and
less in the form of greenfield investments, with the unfavorable sector structure
characterized by a large share of the service sector in the total FDI inflows. FDI in
the form of acquisition of state-owned enterprises has a greater impact on con-
sumption than on investments, because these funds are usually used to finance
government spending. In conditions of high import dependence, higher con-
sumption means higher imports and foreign trade deficit, which stimulates eco-
nomic growth of the countries in the region rather than the domestic economy.
The analysis results send a clear message to economic policy makers in the
SEE countries that their efforts should be focused not only on creating policies
to attract FDI, but also on creating the policies for their exploitation. Otherwise,
they will have to look for opportunities in other areas in order to initiate more
significant and sustainable economic growth, increase the competitiveness of the
national economy and reduce the potential negative effects of joining the EU at
the level that does not allow equal competition with market forces within the EU.
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