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Abstract: This paper examines the determinants of the-ltdadirect investment (IDI)
into the New Member States (NMS) using a panelsdataf bilateral capital flows for
the period 1993-2013. It is found out by usingrape gravity model that EU member-
ship is the most important determinant. Unlike pras studies including non-EU coun-
tries, the distance is insignificant, which is cadiby proximity of these countries to one
another. A separate analysis focused on subgroupscession countries gives some
evidence that even when size of their economyadist, institutional quality and EU
accession are taken into account, Central Europeantries receive more IDI than the
Baltic and the Balkan states. On the contrary &b, e analysis restricted to the Balkan
countries which have joined the EU shows the irerie of a negative Balkans effect
in attracting foreign investment. This finding islevant because previous studies
demonstrate a persistent negative Balkans effeatdno-EU Balkan countries and sug-
gests a crucial impact of the EU accession in deteng the intra-EU capital flows.
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Introduction

The determinants of foreign direct investment (Fibtp the New Member States (NMS)
of the EU have attracted much attention duringphst decades, even before the EU
accession. In the recent twenty years, Europe &éas bistorical developments in the

ex-socialist countries and, in economic termsaadition from socialism to free-market

economies as well as an increasing FDI into thesaamies.

The EU enlargement policy helped this transitioocpss, giving the basis of a common
legislation across a wide range of subjects, inoydommon trade and financial rules,
customs union and free movement of workers, capitald services. This process
moved contemporaneously with the economic tramsitibthese countries which share
similar political and economic features. In fadtey all have faced institutional and
social challenges in the 1990s, followed by ecowomaforms in order to comply with
the EU legislation.

! ltalian Customs and Monopoly Authority, Regionatd@torate of Lombardy, Office of Milan 2,
via Valtellina 1, 20159 Milan, Italy. Email: andréssta@agenziadogane.it. | would like to thank
two anonymous reviewers for their valuable commerte views expressed in this paper are
those of the author and do not necessarily reflexge of the Italian Customs and Monopoly
Authority.



The goal of this paper is to analyze the determigahtheintra-EU direct investment
(ID1) into NMS, for which panel data on bilaterapital flows from EU-15 countries to
NMS during the period 1993-2013 will be used. Beeathe most important part of the
FDI into the transition economies comes from theetlgped Europe, as showed by
Bevan and Estrin (2004), the analysis is focusetherdeterminant of IDI to investigate
which are the main factors driving the capital floim the continental Europe with a
special regard to the EU membership for the tremmsiéconomies to be considered the
symbol of the re-integration into the developeddpeér. In fact, the perspective and,
more importantly, the accession to the EU can lueialr in determining the capital
flows into the NMS.

The paper is organized as follows: Section 1 intoe$ the issue of IDI into the Euro-
pean transition economies. Section 2 provides af lowerview of the literature, and

Section three illustrates data and empirical spmtibn. Section 4 highlights the results,
and finally, Section 5 concludes.

Literature

A number of studies investigated the determinahtsapital flows into the ex-socialist

European countries during the transition phaseiffstance, Baldwin et al., 1997; Bart-
lett, 2008; Bevan and Estrin, 2004; Bevan, Esirid Mayer, 2004; Brenton et al, 1997;
Buch et al., 2003; Dikova and van Witteloost, 20D¥Mauro, 1999; Estrin and Uvalic,

2013; Estrin, Xavier and Brada, 2000; Lankes anda®ées, 1996; Meyer and Estrin,
2004; or Richet and Brada, 2000).

Some papers focus on the key determinants of Fil time transition economies by
analysing forms and origins (Hunya 2011, 2012; ka)o2010). Brada et al. (2006)
show that the Balkan countries which experiencddiqed transition problems receive
less FDI compared to the Central-European and Bedtiintries.

Bevan and Estrin (2004) investigate the determsaht=DI into the ex-socialist Euro-
pean economies and find out that unit labour castsgravity factors are important in
affecting the capital flows. Furthermore, they catoethe conclusion that the an-
nouncement about the EU accession has a positjpacinon the capital inflows. In fact,
it is perceived as an important step that is acit only after substantial economic
and political reforms. In general, the process ttiake so the announcement itself
should be considered a crucial achievement foargsition country.

Estrin and Uvalic (2013) found out that Westerni®al countries receive less FDI

compared to countries of Central East Europe (CE&@) when market size, distance
and EU accession are taken into account. The authumygest that this difference is due
to the inadequate level of the public institutiotiee heritage of a historical fragmenta-
tion, current political risks and the economic eomiment, too, in which the protection

of property rights has not yet reached the levehofe developed economies.

Garibaldi et al. (2001) ascertained that markes,siwailability of resources, openness
and barriers to investment are significant deteamis of capital flows, whereas wages,
initial liberalization and initial condition do neeem to play the key role.
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Furthermore, Barrell and Pain (1999) find out thasitive initial conditions play a role
in determining capital inflows by attracting sigoént FDI at the early stage of transi-
tion as well as supporting economic developmentgaouith.

Uvalic (2003) and Brada, Kutan and Yigit (2006es# the fact that political instability
negatively affects the investment flows, especidlythe region of the Balkans, where
there are still important and unresolved politisaues. These findings are substantially
confirmed by Demekas et al. (2005).

On the other hand, Kekic (2005) finds out thatdké&rminants of FDI for the Balkans
are equivalent to other ex-socialist economies ékéme analysis does not cover the
whole transition phase.

Despite consistent literature on this topic is ataunt, there is still a lack in the investi-
gation of thentra-EU direct investment (IDI) from EU-15 member statsto the tran-
sition countries. Because several NMS joined thedtting the last decade, now it is
possible to check the importance of the EU memljgrshdetermining the capital in-
flows after some time since the accession. IDlval as FDI, can be crucial to acceler-
ate and complete the transition to free market ecoes (see, for instance, Mayhew
1998). Moreover, because some group of countriaeessimilar social and institutional
features, it is possible to investigate whether s@ubgroups of NMS have benefited
from the EU membership more than others and, ifsahich extent.

Data and methodology

In this paper, the data have been drawn from tinepcehensive and comparable Euro-
stat database for 27 EU member states for the p&993-2013. Observations of IDI
are in thousands of Euros and describe the dingestment flow from an EU-15 coun-
try to a NMS. The dataset includes 2506 observatéond covers the full period of tran-
sition so it is possible to have a complete frantéved what has been the effect of the
EU accession oimtra-EU direct investment. EU-15 countries are the se@conomies,
ex-socialist countries that were involved in théaegement process are the host econo-
mies. Current official and potential candidateswedl as the 28th EU member state
(Croatia) have been excluded from the final sanygleause of insufficient data, espe-
cially for the Western-Balkan countries. In orderstudy the impact of the EU acces-
sion on IDI, the focus is therefore on transiti@omomies that joined the EU during the
last decade (that is, Bulgaria, Czech Republic,r@ypEstonia, Hungary, Latvia, Lithu-
ania, Malta, Poland, Romania, Slovakia, and Slajemn fact, the EU membership can
be viewed as a signal of development and demoatatiy, albeit as regards to market
size, institutional development and the degreessfrailation of the acquis communi-
taire (Bevan and Estrin, 2004), there are lingediffgrences between the old and new
member states. Nevertheless, the EU membershiwsatio directly investigate on how
accession affected the economies under observayi@onsidering the bilateral invest-
ment flows as an appropriate signal of integratind development.

On the other hand, European association agreemearts not taken into account be-
cause of multicollinearity issues. These agreemanight be considered a part of the
pre-accession phase. As a consequence, theirsa@ensidered to be captured by the
EU membership dummy in the empirical estimates.
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The idea underlying this paper is that the morectirgtinental Europe will experiment
with large capital flows between old and new mendiates, the more these economies
will become integrated and developed. One of thenrobjectives of the enlargement
policy is to establish common grounds of ruleswillg the EU enterprises to operate
without barriers in any member state. The goabiensure as much as possible same
opportunities to do business all over the Eurogéaion, regardless of the enterprises’
country of origin. The EU membership is a symboktahility of a country, quality of
its institutions as well as implementation of golt reforms. Thus, investors consider it
the most important signal that an ex-socialist ¢tguoan send. In fact, even if the en-
largement process includes several progressives,siejs only at the moment of the
accession that a candidate country demonstratést thafils all the conditions to be
part of the developed EU. Thus the EU membershipaes the country risk and it is
expected to positively affect the inward capitawf, albeit the accession could be a
better signal for extra-EU rather thisura-EU foreign investors.

However, despite the EU membership the IDI flows ba limited by gravity factors. In
general, the greater is the distance between twatdes, the lesser should similarities
be, for instance, at social and cultural level, #rellesser should the bilateral trade and
investment flows be, too. As stated by Bevan arntdrE€004), the distance is a meas-
ure of transactional cost of doing business abrbemteover, the IDI flows are expected
to be influenced by market size of the involvedrexnies as well as by distance. In
order to investigate whether or not the IDI flows aetermined by gravity factors, a
simple gravity model was used.

The gravity approach is used widely in literatuteassumes that the size of economies,
the distance between source and host countriestied factors (unit labour cost, insti-
tutional and social stability, or membership in m@mic associations, for instance) are
the main drivers for trade or investment flows.lime with recent research, this ap-
proach was adopted to investigate the determinainthe bilateral investment flows
between the old and new EU member states. Followietpman (1984), Brainard
(1997) and Bevan and Estrin (2004), the model otmfor different variables typically
used to capture comparative advantages in the Mk&has the following form [Eq.1]:

InIDI;; = BolnGDPy + B1InGDP;; — Bylndistance;; + fslnopenness;;
— B4InRULC}; + BsMembership2004; + fMembership2007
+ ByInstitutions; + &;j;

where the subscrigtstands for the source countjystands for the host country, and
finally t for year. Any variable entering the equation pded above is in logs, except
for the distance variable and the membership dunifhe. IDI from a source EU-15
country to a host NMS is the dependent variable ti@nright hand side (RHS) of the
equation [1],GDP; is the size of the source count@DP; is the size of the host coun-
try; distanceg stands for the distance from the capitals (inrkiéters),opennessstands
for the sum of total import and export over GDRt@ host countryRULG; stands for
the real unit labor cost of the host countiembership20Q4s the EU accession dum-
my variable which assumes the value of O beforet20@ then 1 for the Czech Repub-
lic, Cyprus, Estonia, Hungary, Latvia, Lithuaniaaltd, Poland, Slovakia and Slovenia;
Membership200T7s the EU accession dummy variable that assumesalue of 0 be-
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fore 2007 and then 1 for Bulgaria and Romanistitutiongconsiders a measure drawn
by the Heritage Foundatits Index of Economic Freedom: the investment freedom

index (Estrin and Uvalic, 2013); and finally is the error term. The model is estimated
with random effects because the Hausman test dateseject the null hypothesis of
hortogonality between regressors and the error.tdime model controls for gravity
factors and for factors of cost and market cond&ioThe variables are in logs to ad-
dress non-linearities of the data (Estrin and Wyali013). Due to the fact that invest-
ment decisions take time and are not influencethbyRHS variables immediately, the
model was estimated with a lag of one period inititeependent variables, the only
exception being the constant. This appears to t@asonable assumption especially as
regards time consuming decisions such as the daaidiinvesting abroad. Moreover, it
helps us address potential endogeneity issues.

With regard to the RHS variables, the coefficidotsboth GDP and openness variables
are expected to be positive related to IDI becanzkket size and openness of the econ-
omies should be thought of as signals of the capsxisupply and development (Bevan
and Estrin, 2004). On the other hand, the higherféictor costs are in a host country
compared to the factor costs of the source couttigyless an enterprise of the source
country is motivated to invest there. Thus the ficieht of the real unit labor cost for
the host country is expected to negatively affeeestment flows. The distance variable
is a proxy for transnational costs (in economic aadial terms, i.e. different cultures,
languages, etc.). It holds true that the greatedistance between source and host coun-
tries, the higher the transnational costs are dggeto be. Hence, the coefficient of this
variable should be negatively related to IMice versathe EU membership dummy as
a signal of institutional stability and economicvd®pment should positively affect the
dependent variable and the investment freedom index

In order to detect heteroskedasticity, White's Bnelusch-Pagan/Cook-Weisberg’s tests
for heteroskedasticity were performed. They evigathe presence of heteroskedasticity
in the residuals of the main model. Moreover, asfa autocorrelation is concerned, the
Cumby-Huizinga general test for autocorrelation wadormed with the null hypothe-
sis of no serial correlation or that serial coriela exists, but died out at a known finite
lag (¢ > 0). The test can be used in cases where alternatueb as the Box-
Pierce/Ljung-Box, Durbin's h test and the Breusaui&y test are not applicable. For
example, the Box-Pierce/Ljung-Box is not applicaiblegressors are not strictly exog-
enous and there is heteroskedasticity in the ral8di@The Breusch-Godfrey test as well
as the Durbin's h test, relaxes the assumptionriztlg exogenous regressors but are
inappropriate in presence of conditional heteroakédity. The Cumby-Huizinga test is
advantageous in the fact that it can be appligterfixed-T large-N panel data context.
The test rejects the null hypothesis of no sermatatation in the residuals. Therefore,
because the residuals may exhibit heteroskedgstiod autocorrelation, the model was
estimated correcting for heteroskedasticity anchiwitluster correlation in order to
obtain cluster-robust standard errors and mitigia¢eproblem of autocorrelation. This
method was chosen because the main specificatmmssbome differences between the
cluster-robust and default standard errors. In¢hise, cluster-robust estimation should
be preferred.
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On the other hand, the estimator proposed by Dfiacd Kraay (1998) — that is robust
to heteroskedasticity, both within and across elusbrrelations and that has the ad-
vantage that correlations across clusters arelgessiwas not used because the asymp-
totics of its standard errors require a larger nembf time periods. The Newey—
West/Bartlett kernel (HAC) estimator was not uséties because it requires large-T
asymptotics.

The data was clustered at the state level, witiduats assumed to be uncorrelated
across clusters but correlated within a clusteother words, the residuals in different
periods for a given state may be correlated, wihiteresiduals for different states are
assumed to be uncorrelated. It should be notedithgeneral, if observations are corre-
lated over time, cluster-robust standard error®@aciceven for such serial correlation.
However, as a robustness check, the data weredsin the N-dimension, that is, on
panel units in order to obtain standard errors sblbo arbitrary serial correlation. The
main findings remain unaltered.

Results

The analysis of determinants of tinéra-EU capital flows into the new member states is
based on the assumption that the EU membershipiyebgiaffects IDI while gravity
factors, such as the distance between the soudckast countries negatively affects the
investment flows. Furthermore, factor costs, sizé @penness of the countries involved
should play a role in this contest (in a negative positive manner, respectively).

Table 1 shows the annual investment flows intoNIMS. At a first glance, it is possible
to see substantial increase in investment flowsr &000 for all the transition econo-
mies. This is a result of macroeconomic and palitgtability. Despite the fact that the
EU accession is a better signal for extra-EU rathanintra-EU foreign investors, even
theintra-EU investment flows benefited from the EU enlargem Table 1 shows that
in comparison to 2003, capital flows into the NMiSreased twice during the accession
phase (2004 — 2007). Moreover, the year after doered enlargement (Romania and
Bulgaria, 2008), capital flows into the NMS reachibdir historical peak. These flows
decreased due to global economic crisis afterybat. Nevertheless, they were always
larger compared to the last year before the finirgement (2003). Thus, it is possible
to state that the EU accession reduced the cousttyeven in case of IDI flows. The
increase in investment flows widened after thet feslargement (2004) for several
countries, albeit with differentiation. It shoulé@ binderlined that all the NMS attracted
more IDI in comparison to the 1990s. On the otlaerd) the second enlargement, which
was restricted to Bulgaria and Romania, did notaatpnvestments flows of these
countries in any notable manner, especially forgBtib. The reason for that can be seen
in the economic crisis that caused a fall in IDleaf2007-2008 in most ex-socialist
countries.

Table 2 illustrates the top three source countriesach NMS, and provides an analysis
of the latest year available (2012). In the gro@igauntries that represented major in-
vestors in at least three NMS, there is only théhBidands (Cyprus, Hungary and Slo-
vakia). Denmark (Czech Republic and Romania), Sfaita and Poland) and Sweden
(Estonia and Latvia) are major investors in two NM®&ile Luxembourg (Bulgaria),
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Belgium (Slovenia) and Germany (Lithuania) are ma@@estors in one country. This
could suggest that distance may play a role inrdeténg the IDI flows. In fact, Spain
and two Nordic countries (Denmark and Sweden) @aitgetfound among the top source
countries. In comparison to mainland Europe, tloegmtries are relatively more distant
to the NMS. On the other hand, it should be noted the most important EU economy
(Germany) is the top investor in one country oilgre, it should be underlined that an
enterprise can opt to invest as well as to expdtout investing abroad. This is espe-
cially valid for enterprises of countries that agport-oriented economies, such as
Germany.

Figure 1 illustrates the sectoral distribution lod iDI flows. The data have been aggre-
gated into the agriculture, mining, manufacturingl aservices sector of the NMS in
2011. This analysis can be useful in evaluatingidhg-run impact of the capital flows
on employment and growth (Estrin and Uvalic, 20¥8)a first glance, it is possible to
see that the services sector collects substargztat flows, on average 59 percent of
total. In particular, this sector represents mbhent75% in Hungary, while lower shares
were registered in other countries (47% in Romahi&p in Slovakia, and 52% in the
Czech Republic). As far as manufacturing is conegythere is an important differenti-
ation among the NMS. In fact, compared to othesesialist economies, the Central
NMS (the Czech Republic, Slovakia and Poland) ettticha substantial amount of 1DI
in the manufacturing sector (more than 68% of jotal

Table 3 shows the main results. It should be ntitatin all specifications, any variable
entering the eq. [1] has the expected sign, wighetkception of the investment freedom
index. This index is insignificant, though. Colurfl) illustrates the empirical specifica-
tion without the EU membership dummies. As expectieel coefficient of the distance
variable (-.018) is negative. However, it is indfgpant. This result diverges from the
previous studies — which include extra-EU countdessource economies — but is not
surprising given the proximity of the countriesetach other.

The model is estimated including the EU member208i@4 dummy in Column (2). The
coefficients of the other variables do not changmificantly. More importantly, it
should be noted that the EU membership dummy isnib&n determinant of the DI
flows as shown by its magnitude (.208). The distatn the other hand, does not play
the key role in determining investment flows intee tNMS. In fact, the coefficient
reaches a value close to zero (-.006) and is titafly insignificant. The size of the
source economies is always positive and signifi¢rot .047 to .050; Table 1) while
the size of the host economies and openness dfastecountries to world trade seems
not to have any crucial impact on determining theestment flows. The same reason-
ing is valid to factor costs measured by real latior costs whose coefficient in any
specification is negative but insignificant. ltnecessary to say that this was expected.

The model is estimated including both the EU mesitier2004 and 2007 dummies in
Column (3). The coefficients of the RHS variablesndt change much. Once again, the
EU membership 2004 and 2007 dummies are the mdarmi@ants of theéntra-EU
capital flows as shown by their magnitude (.253 a4, respectively) and significance
at 1%.
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Column (4) presents the results adding the investiiteedom index among the inde-
pendent variables as a measure of institutionalityud he results remain unchanged
albeit the coefficient of the investment freedomiadale is insignificant as in the work
of Estrin and Uvalic (2013). Thus the impact of thstitutional qualities is — not sur-
prisingly — fully absorbed by the EU membership duigs.

Our variable of interest, EU membership dummieims its significance and magni-
tude (.258 and 424, respectively). If we were tbipanother way, even when control-
ling for other institution variables, the EU memdi@p is the main determinant for 1DI
flows while the distance between the source andhtist countries does not play the key
role. Interestingly, the IDI flows to the NMS inasspecification do not seem to be
significantly affected by the size market of theshoountries while the size market of
the source countries is positive and significamalRunit labor costs and openness show
insignificant coefficients. These results partlyntrast with the previous findings (Bev-
an and Estrin, 2004), especially with regard toftetor costs, even if the coefficients
of both GDPs are similar. However, it should beedothat the authors in their paper
investigated the determinant of foreign direct Btw@ent into transition economies,
including capital flows from non-EU countries, stahUS or Japan.

Furthermore, because table 7 shows that thereoane sssues of collinearity — for in-
stance, among the institutional variables and thle lBembership as well as among
distance and GDP variables — and in order to iiyatst the impact of collinearity on
the results, the model was estimated by addingooseveral regressors at a time; after
doing this, the main findings did not change.

Table 4 illustrates the results related to theiBalbuntries (Estonia, Latvia, and Lithu-
ania). The recent history of these countries islaimin political, social and economic
terms, which allows us to consider them a sub-gafithe NMS, and to proceed with a
separate analysis. By focusing our attention tegh@ung democracies, it is possible to
see that, once again, the coefficients of all tkgamatory variables have the expected
sign, with the exception of the investment freedadex because of collinearity. The
EU membership dummies for 2004 and 2007 are sggmifiat 1% and have notable
magnitude. Hence, the EU accession was vital iacthg IDI for this subgroup of
countries, too. Source GDP and openness show isigntifcoefficients at 10% (.046
and .009, respectively). On the contrary, the Baltimmy is negative (-.028 and -.027,
respectively in column 1 and 2), therefore suggegstihat being a Baltic country could
negatively affect the investment flows. Becausedistance is statistically insignificant,
this impact should not be attributed to geograpbisons. In fact, it should be noted
that among the NMS, these economies were the onBoeialist countries which had
once been a part of the USSR. In comparison tor ditMS, these disadvantageous
initial conditions can be interpreted as more proreed political barriers to investment
from the rest of Europe.

Table 5 restricts the analysis to the Balkan céestfBulgaria, Romania, Slovenia and
Hungary). Once again, the EU membership dummiedh&renain determinants of the
IDI flows with coefficients significant at 1% whiline coefficient of the source GDP is
significant at 10% (.047 and .046, respectivelyaiumn 1 and 2) and the distance is
negative but insignificant. More importantly, theefficient of the Balkans dummy is
close to zero (-.006 and -.007 in column 1 ande&pectively). Thus, the analysis re-
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stricted to the Balkan countries that joined the @#onstrates the inexistence of a
negative Balkans effect in attracting IDI. Thisding is remarkable because previous
research identified a persistent negative Balkdfectefor non-EU Balkan countries
(Estrin and Uvalic, 2013).

The study restricted to the countries of Centraloga (the Czech Republic, Slovakia
and Poland) confirmed the results of the main md@able 6). Even for these econo-
mies the EU membership is the main determinanheflDI flows with coefficients of
notable magnitude and significant at 1%. Sourcé’@Dd openness have coefficients
significant at 10%, whereas the distance is inficamt. In particular, unlike the analy-
sis focused to the other subgroups, the Centralndums positive (.016 and .015, re-
spectively in column 1 and 2), which suggests thatn when market size, distance,
factor costs, institutional quality and EU memb@rsire taken into account, countries
of Central Europe receive more IDI in comparisorthte Baltic and Balkans ones. As
has been mentioned, the reason could be that tiraCeNMS attract substantial
amount of IDI in manufacturing sector. This sectmually needs more investment
compared to the services sector. Moreover, it cbeltier support industrial restructur-
ing, structural changes and employment creatiotritEand Uvalic, 2013). However,
the Baltic and Balkan countries receive substaatiabunt of IDI in the services sector.
This could help explain why the Central NMS recédivaore IDI flows than the other
two subgroups of transition countries. However,duse all the subgroup dummy vari-
ables show insignificant coefficients, this intexation should be taken with caution.
Vice versathe coefficient of zero related to the Balkansndwy demonstrates that be-
ing part of the EU eliminated any negative Balkeaffect in attractingntra-EU invest-
ment. This is an important finding because previasgarch (Estrin and Uvalic, 2013)
suggested that a negative Balkans effect in aitigadoreign investment still persisted
for non-EU Balkan countries.

Conclusions

Using a gravity approach covering the period 1993-32with data extracted from the
Eurostat database, this paper investigates thendegmnts of theintra-EU direct in-
vestment flows into the NMS. The analysis is focuea 27 EU countries divided into
source economies (the EU-15 countries) and hostoenies (the NMS that entered the
EU on 2004 and 2007). The paper extends the panatyzed by previous research and
gives evidence that the main determinants of thvestment flows between EU-15
countries and NMS are represented by the EU aagesBhus, the membership in EU is
a crucialsignal of institutional and macroeconomic stability irder to plan direct in-
vestments into the NMS by other EU enterprises.

Moreover, in contrast to the existing literaturattievidences the importance of open-
ness as a determinant of foreign direct investmiarthis paper this variable is not cru-
cial in determining the IDI flows because is subttdly absorbed by the EU member-
ship that, among other things, requires free cittmh of goods and services, customs
union and the adoption of a common EU legislatidth wegard to trade rules. This
probably helps explain why this variable is postias expected and as it was in previ-
ous studies, but statistically insignificant in timain specification. As far as the market
size is concerned, and in line with previous redeahe results suggest that GDP of the
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source country is important in determining the fi@ws. Vice versa GDP of the host
countries as well as real unit labor cost do netrséo play a key role.

Differently from previous works, the distance isiet surprisingly — statistically insig-
nificant. The reason is to be seen in the proximitjhese countries to one another. On
the other hand, even this variable is capturechbyBU membership for the same rea-
sons related to openness. This is valid also faxsmees of institutional quality such as
the investment freedom index that is fully absorbgdhe EU membership dummies.

A separate analysis on three subgroups of NMS sirghaimilar political, social and
economical features — shows that even when maiket distance, institutional quality
and EU membership are taken into account, the Baiftd Balkan countries continue to
receive less IDI than Central ones. With regarthtBaltic countries, the reason is to
be found in the initial conditions of these econesniln fact, when the transition from
socialism to free market economies started, theytlae only states which had been a
part of the USSR. This might suggest more pronodipeditical barriers that during the
transition process limited the investment flowsir@/estern Europe. With regard to the
Central NMS, they probably receive more IDI complat@ the Baltic and Balkan coun-
tries because they attract substantial amount ofinCthe manufacturing sector that
needs more capital compared to the services s@actdrich the Baltic and Balkan coun-
tries receive the most important part of IDI. Howgwvhese results should be taken with
caution because the related coefficients are iifgignt.

On the other hand, the analysis restricted to thi&a® countries which have joined the
EU doesnot evidence any negative Balkans effect in attractidh This finding is
important because previous studies show a persistgative Balkans effect for non-
EU Balkan countries. Thus, the results suggestttiigaEU membership is crucial for the
EU Balkan countries in order to eliminate any nagaBalkans effect in attracting
intra-EU capital flows.
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Appendix 1: Tablesand Figures

Table1 Annual IDI Flowstothe New Member States

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Bulgaria 10 112 10 70 91 193 127 509 187 1014
Cyprus 5 28 1 42 -90 126 -206 73 224 211
Czech Republic 854 1210 2548 1582 2010 2298 1620 2876 2709 2024
Estonia 5 -3 11 20 47 77 313 213 246 188
Hungary 1335 928 3148 1871 1859 3332 -110 2892 1870 149
Latvia 3 12 26 19 43 71 94 55 85 -22
Lithuania 5 7 27 16 31 99 235 125 175 198
Malta 18 12 5 300 36 -45 103 8 63 23
Poland 749 906 1472 3455 3325 5945 6913 8230 5985 1865
Romania 26 26 99 137 445 530 523 638 770 537
Slovakia 90 182 123 399 331 437 456 1460 1033 3899
Slovenia 65 38 121 98 208 203 258 234 429 1063
Source: Author’s elaborations based on Eurostaad&falues in millions of euros.
Table 1 Contiuned
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Bulgaria 113 162 1301 846 2173 2827 1671 633 466 170
Cyprus 25 504 2112 2214 6088 5955 43411 1605 1480 30751
Czech Republic  -691 1195 3889 4480 5289 4983 2248 4121 1760 3949
Estonia 233 520 2510 605 448 1346 177 891 2287 232
Hungary 2953 4893 16187 4107 13600 6720 -13557 7710 173  -3403
Latvia 174 235 21 105 319 759 24 314 906 175
Lithuania 233 228 138 258 132 871 101 466 532 216
Malta 522 725 4213 12174 1866 3469 4570 492 4543 -3629
Poland 1663 6827 3485 8451 9529 7667 5760 6818 8781 5278
Romania 558 2744 2002 8669 4827 1075 1758 1913 1113 2012
Slovakia -1052 1017 1422 1763 1544 2117 1682 1240 948  -2914
Slovenia 643 269 575 507 760 2859 -35 169 532 -678

Source: Author’s elaborations based on Eurostaad®flues stated in millions of €.
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Table 2 IDI Flows by Source Country (2012)

Country of destination

Top 3 source countries

Bulgaria
Cyprus
Czech Republic
Estonia
Hungary
Latvia
Lithuania
Malta
Poland
Romania
Slovakia
Slovenia

Luxembourg — Netherlands — Denmark
Netherlands — Belgium — France
Denmark — Ireland — Netherlands
Sweden - Ireland — Netherlands

Netherlands — Spain - Finland
Sweden — UK - Ireland
Germany — Sweden — Spain
Spain — UK — Luxembourg
Spain — Netherlands — Denmark
Denmark — Spain — Netherlands
Netherlands — Spain — Luxembourg
Belgium - Denmark - Luxembourg

Source: Eurostat.
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Figure 1 Foreign Direct Investment by Economic Activity, 2011

Clockwise from the top: Agriculture (blue), Mining (red), Manufacturing (green) and Services (purple)

Bulgaria Czech Republic

Estonia Latvia

Lithuania Hungary
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REVIEW OF ECONOMIC PERSPECTIVES

Poland Romania
Slovenia Slovakia

Source: Author’s elaborations based on data prodidg the Eurostat database. NACE R2. Sec-
tors: Agriculture, forestry and fishing; Mining argliarrying; Manufacturing; Services. Partner:
All countries of the world.
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Appendix 2: Empirical estimates

Table 3 Deter minants of Intra-EU Capital Flows Intothe New Member States
The estimated equation is:

InIDIly, = BoInGDP; + B,InGDP;, — B,Indistance;; + Bzlnopenness;, — B, InRULC;,
+ BsMembership2004; + fsMembership2007; + B,Institutions; + &;;

Dependent variable: InIDI (1 (2) (3) (4)
InGDP; .014 (.044) .019 (.030) .003 (.026) .005 (.025)
InGDP; .048* (.023) .050* (.022) .047* (.023) .047* (.023)
Indistance -.018 (.025) -.006 (.027) -.021 (.024) -.022 (.024)
Inopenness .007 (.007) .007 (.007) .009 (.005) .009 (.005)
InRULC -.000 (.008) -.000 (.005) -.002 (.005) -.002 (.005)
Membership 2004 .208**(.070) .253**%(.060) . 258***(.066)
Membership 2007 424** (.052) . 424**%(.049)
Investment freedom -.044 (137)
Constant 3.67*** (178) 3.46™* (197) 356" (192)  3.76"*(.569)
Obs. 2506 2506 2506 2506

R2 .002 014 .024 024

(i) In the estimated empirical model, InlpHenotes intra-EU direct investment from an EU-15
country j into a NMS-12 i at time t; (ii) InGQ}RIenotes GDP of the source country i at time i} (ii
InGDP;; denotes GDP of a host country j at time t; (iWlistancg denotes the distance between
the source and host capitals; (v)Inopengedsnotes the openness of the host country j atttime
(vi) INRULG; denotes the real unit labour cost of host couftay time t; (vii) Enlargemenie-
notes the EU membership dummy; (vii) Institutidifee estimation sample contains 27 European
countries over the period 1993-2013. The model @siBnated with a lag of one period in the
independent variables, with the exception of thestant. Cluster-robust standard errors in pa-
rentheses. *denotes significant at 10%; ** at 5%* at 1%.
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Table 4 Deter minants of Intra-EU Capital Flows Into the Baltic Countries

The estimated equation is:

InIDly, = BoInGDP;, + B,InGDP;, — B,Indistance;; + Bzlnopenness;, — B, InRULC;,
+ BsMembership2004; + fsMembership2007; + B,Institutions; + &,

Dependent variable: InIDI (1 (2)
InGDP; .003 (.026) .003 (.025)
InGDP; .046* (.023) .046* (.023)
Lndistance -.027 (.023) -.027 (.023)
Lnopenness .009* (.004) .009* (.004)
InRULC -.002 (.005) -.002 (.005)
Membership 2004 .257**%(.059) .258*** (.065)
Membership 2007 412"+ (.055) 412*** (.056)
Baltics dummy -.028 (.021) -.027 (.025)
Investment freedom -152 (.169)
Constant 3.62***(.187) 2.90%**(.624)
Obs. 2506 2506
R2 025 .025

(@) In the estimated empirical model, InlpHenotes intra-EU direct investment from an EU-15
country j into a NMS-12 i at time t; (ii) InGQ}RIenotes GDP of the source country i at time i} (ii
InGDP;; denotes GDP of a host country j at time t; (iwlistancg denotes the distance between
the source and host capitals; (v)Inopengedsnotes the openness of the host country j atttime
(vi) INRULG; denotes the real unit labour cost of host couftay time t; (vii) Enlargemenie-
notes the EU membership dummy; (vii) Institutidifee estimation sample contains 27 European
countries over the period 1993-2013. The model @siBnated with a lag of one period in the
independent variables, with the exception of thestant. Cluster-robust standard errors in pa-
rentheses. *denotes significant at 10%,; ** at 5%%* at 1%.
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Table 5 Deter minants of Intra-EU Capital FlowsInto the Balkan Countries
The estimated equation is:

InIDly, = BoInGDP;, + B,InGDP;, — B,Indistance;; + Bzlnopenness;, — B, InRULC;,
+ BsMembership2004; + fsMembership2007; + B,Institutions; + &,

Dependent variable: InIDI (1 (2)
InGDP; .003 (.026) . 005 (.025)
InGDP; .047* (.024) .046* (.023)
Indistance -.023 (.026) -.025 (.026)
Inopenness . 009 (.005) . 009 (.005)
InRULC -.002 (.004) -.002 (.005)
Membership 2004 .252*** (.060) .256*** (.066)
Membership 2007 428" (.051) 429" (.049)
Balkans dummy -.006 (.014) -.007 (.013)
Investment freedom -.048 (.139)
Constant 3.58"%(.213) 3.79**(.578)
Obs. 2506 2506

R2 .024 024

(@) In the estimated empirical model, InlpHenotes intra-EU direct investment from an EU-15
country j into a NMS-12 i at time t; (ii) InGQ}RIenotes GDP of the source country i at time i} (ii
InGDP;; denotes GDP of a host country j at time t; (iwlistancg denotes the distance between
the source and host capitals; (v)Inopengedsnotes the openness of the host country j atttime
(vi) INRULG; denotes the real unit labour cost of host couftay time t; (vii) Enlargemenie-
notes the EU membership dummy; (vii) Institutidifee estimation sample contains 27 European
countries over the period 1993-2013. The model @siBnated with a lag of one period in the
independent variables, with the exception of thestant. Cluster-robust standard errors in pa-
rentheses. *denotes significant at 10%; ** at 5%* at 1%.
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Table 6 Deter minants of Intra-EU Capital Flows Into the Countries of Central Europe
The estimated equation is:

InIDly, = BoInGDP;, + B,InGDP;, — B,Indistance;; + Bzlnopenness;, — B, InRULC;,
+ BsMembership2004; + fsMembership2007; + B,Institutions; + &,

Dependent variable: InIDI (1 (2)
InGDP; .007 (.027) .007 (.026)
InGDP; .047* (.023) .047* (.023)
Indistance -.019 (.026) -.020 (.026)
Inopenness .009* (.005) .009* (.005)
InRULC -.002 (.005) -.002 (.005)
Membership 2004 .251*** (.060) .254***(.065)
Membership 2007 429" (.054) 428" (.051)
Central dummy .016 (.026) .015 (.025)
Investment freedom -.024 (.133)
Constant 3.53"** (.218) 2.82**%(.644)
Obs. 2506 2506

R2 024 024

(@) In the estimated empirical model, InlpHenotes intra-EU direct investment from an EU-15
country j into a NMS-12 i at time t; (ii) InGQ}RIenotes GDP of the source country i at time i} (ii
InGDP;; denotes GDP of a host country j at time t; (iwlistancg denotes the distance between
the source and host capitals; (v)Inopengedsnotes the openness of the host country j atttime
(vi) INRULG; denotes the real unit labour cost of host couftay time t; (vii) Enlargemenie-
notes the EU membership dummy; (vii) Institutidifee estimation sample contains 27 European
countries over the period 1993-2013. The model esiBnated with a lag of one period in the
independent variables, with the exception of thestamt. Cluster-robust standard errors in pa-
rentheses. *denotes significant at 10%; ** at 5%%* at 1%.

Table 7 Correlation Matrix
InGDP;  InGDP;  Indistance  InRULC  Inopen Investfree  Enlarg.  Enlarg2.

InGDP; 1

InGDP; 0.0000 1

Indistance -0.1201  -0.2524 1

InRULC 0.0707  -0.0000 0.0548 1

Inopen 0.0856  0.0000 0.0718 0.0425 1

Investfree 0.0056  0.0000 -0.0832 -0.0752  -0.0773 1

Enlargement -0.0074  0.0000 -0.0637 -0.1009  -0.0485 0.2694 1
Enlargement2 -0.0015  -0.0000 0.0955 0.1115  0.0088 -0.0592 -0.2719 1
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