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Abstract

The first part of this report provides an analysis of the 2014 foreign direct investment (FDI) trends in 23
Central, East and Southeast European (CESEE) countries, highlighting uneven developments. FDI
inflows recovered in the new EU Member States (NMS), stagnated in the Southeast European countries
and plummeted in Russia and Ukraine.

Greenfield investments have declined in all three regions, but capital increases in foreign subsidiaries
gathered momentum in the NMS. Even in this region, FDI inflow is still meagre in relation to gross fixed
capital formation thus FDI is not a major driver of economic recovery.

The countries of the Commonwealth of Independent States (CIS), as well as Latvia and Lithuania, are
receiving much less foreign investment than before, in the wake of the Ukraine crisis. Capital flight has
hit Russia. Net FDI in the country has become negative as inflows declined by two thirds while outflows
diminished only by one third. Chinese FDI contributes only a minor fraction to the FDI stock in the
CESEE, but it is on the rise. More and larger greenfield projects originating in China and Hong Kong
have been announced recently, first of all in Russia.

Forecasts for economic growth in 2015 suggest a further recovery of FDI in the NMS, although first-
quarter trends in FDI flows and greenfield investments do not support this expectation.

The second part of this report contains two sets of tables: Tables | cover FDI flow and stock data, FDI
flows by components and related income; Tables Il provide detailed FDI data by economic activity and
by country. The main sources of data are the central banks of the individual Central, East and Southeast
European countries. Methodological explanations highlight important recent changes in reporting
standards.

Keywords: foreign direct investment, balance of payments, income repatriation, statistics, new EU
Member States, Southeast Europe, CIS
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Introduction

The wiiw FDI Report is based on the recent update of the online wiiw FDI Database. It provides a
presentation and analysis of FDI flows and stocks in Central, East and Southeast Europe (CESEE) and
keeps track of their most important features.

This issue of the wiiw FDI Report is the first to apply the sixth edition of the IMF’s Balance of Payments
and International Investment Position Manual (BPM6). Also, the wiiw FDI Database has been adapted to
the new methodology. Following international practice, FDI data are primarily presented on the basis of
the directional principle. FDI flow data based on the asset/liability principle are also included for
comparison and in relationship to other balance of payments positions. Deviations from the international
standards are marked if a country has not applied the new standards or does not provide data based on
the directional principle.

This report starts with methodological guidelines, which are crucial for understanding the meaning of the
data and which also help in accurately assessing them. It highlights the essential differences between
BPM5 and BPM6. We then provide an analysis of the recent developments in, and the prospects for,
FDI in the CESEE region. The aim is to explain the rather hectic changes in recent years in terms of
both FDI inflow and attractiveness to greenfield projects. The outlook for 2015 FDI inflows is based on
the trends in overall economic development and on first-quarter 2015 statistics (where available). The
analytical part is followed by Tables | (FDI flow and stock data according to the respective countries’
central banks) and Tables Il (FDI data by economic activity and by investing country, based on
information from the central banks or statistical offices). Account has been taken of the most recent
updates and backward revisions of data published up to mid-May 2015.

The publication wiiw FDI Report 2015 is available in printed format and as a PDF. The data can be
accessed online from the wiiw FDI Database on the wiiw website, http://data.wiiw.ac.at/fdi-
database.html. This database contains the whole FDI dataset, with about 8,050 time series. A user-
friendly and convenient query tool allows users to download longer and additional time series and to
save queries.

The wiiw FDI Report 2015 and the wiiw FDI Database are the joint products of several wiiw specialists:
Gabor Hunya developed the concept and prepared the analysis, and Monika Schwarzhappel developed
the database and the layout. Under her guidance, wiiw statisticians Alexandra Bykova, Simona
Jokubauskaite, Nadya Heger, Beate Muck, Renate Prasch and Galina Vasaros took care of the data
compilation. wiiw country analysts and Amat Adarov provided valuable input. The online database query
tool has been developed by wiiw software specialists Goran Paunovic and Johannes Pdschl with the
help of the wiiw statistical department
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wiiw FDI Report and wiiw FDI Database -

data coverage

CONTENT

The wiiw FDI Report is available in printed format and in PDF. It includes:

> Tables I
- FDI total inflow/outflow, asset/liability and directional principle in EUR, 2006—-14
- FDI total inward/outward stock, directional principle, in EUR, 2006-14
- FDI per capita (flow, stock) and other selected reference parameters on FDI, 2006-14
- FDI inflow/outflow by components, directional principle, in EUR, 2006-14
- FDIincome debit and credit, asset/liability principle in EUR, 200614

> Tables II:
- FDI inward/outward stock data by activity (NACE Rev. 2 or NACE Rev. 1 atthe 1 and 2-letter
code, respectively), 2010-13 or 2011-14
- FDIinward/outward stock data by partner, 2010-13 or 2011-14.

The online wiiw FDI Database contains the full set of FDI data. Time series start from 1990 onwards, as
far as available. The database covers:

> FDI inflow and outflow by components

> FDI inward and outward stock by components

> FDI inflow and outflow by partner country

> FDI inward and outward stock by partner country

> FDI inflow and outflow by activity

> FDI inward and outward stock by activity.

The activity breakdown is given by NACE Rev. 2 or NACE Rev. 1 at the 1 and 2 letter code and the 2-
digit manufacturing code. For Russia and Romania, the classification previously used in Eastern Europe

is provided as well (termed ‘other classification’ in the database).

Users interested in complete time series from 1990 onwards should refer to the online wiiw FDI
Database at http://data.wiiw.ac.at/fdi-database.html
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CURRENCY

The main dataset is in euro, whatever the currency used by the source. Unless published by the source,
we converted flow data using the annual average exchange rate and stock data using the end-of-year
exchange rate.

DISTRIBUTION OF FDI BY HOST/HOME COUNTRY AND BY ECONOMIC ACTIVITY

The home country is the investor’'s immediate country of origin; the host country is the target country of
investment. These data are available on the basis of company surveys reporting FDI stocks and
published by the central banks, usually with a one-year delay. In the absence of central bank data, we
rely on ‘registration data’ obtained from the statistical offices (this was done in the case of Romania until
2006, and is still the case for Russia). In the event of missing stock data, we cumulate available flow
data (for Montenegro until 2009, for Serbia until 2007). The amount of FDI broken down by industry and
investing country in Tables Il may differ from the data in Tables | due to different coverage, as is
indicated in the footnotes.

The data for the breakdown by economic activity fall within a transition period from NACE Rev. 1 to
NACE Rev. 2. Most of the countries already report according to NACE Rev. 2. For the purposes of
analysis and comparison across countries, we provide classifications at both NACE Rev. 2 and NACE
Rev. 1 using the 1- and 2-letter code for the whole economy and using the 2-digit manufacturing industry
level. The more detailed activity breakdown by NACE Rev. 2 may cause loss of information: some
industries for which data were available under NACE Rev. 1 are confidential under the more detailed
nomenclature and are summed up in ‘other not elsewhere classified industries’.

Tables 1/18 to 1/21 disregard differences in coverage and should therefore be treated as indicative only.

COUNTRIES COVERED

The database covers 23 Central, East and Southeast European countries, grouped as follows:

> the new EU Member States of Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia, comprising the NMS-11;

> Southeast Europe (SEE-7), including Albania, Bosnia and Herzegovina, Kosovo, Macedonia,
Montenegro, Serbia and Turkey; and

> selected Commonwealth of Independent States (CIS-5) members: Belarus, Kazakhstan, Moldova,
Russia and Ukraine.

All 23 countries are covered in the overview tables (Tables I); however, Tables 19 and 21 do not include
Moldova for lack of data. The available data are added up, in order to arrive at regional totals
irrespective of country differences concerning coverage by components of FDI.
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SOURCE OF DATA

The wiiw FDI Database and the wiiw FDI Report rely on the FDI statistics, balance of payments statistics
and international investment position statistics of reporting countries’ national banks.

REVISION OF DATA

FDI data for the latest year are reported by the central banks on the basis of asset/liability flows. Annual
surveys of direct investment enterprises provide the final data for flows and stocks. Revisions of data are
published for the previous 2—-3 years before they become final. The wiiw FDI Database includes all
published revisions up to mid-May of the current year.
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Methodological explanations

BALANCE OF PAYMENTS AND INTERNATIONAL INVESTMENT POSITION
MANUAL EDITION 6 (BPM6) — THE MAJOR NEW FEATURES

CONCEPT AND COVERAGE

based on http://www.imf.org/external/pubs/ft/bop/2007/bopman6.htm

BPM6 updates the fifth edition of the Balance of Payments Manual (BPM5). Also the corresponding
“OECD Benchmark Definition of Foreign Direct Investment, 4™ edition 2008 replaces the 3" edition. In
BPMB®6, direct investment is presented on an assets and liabilities (A/L) basis, instead of the directional
principle (DP) used in BPM5. This increases both the net acquisition of financial assets and the net
incurrence of liabilities. Netting out assets and liabilities results in the same amount as netting inflows
and outflows in the (new) directional principle (FDI net is the same).The directional principle under BPM6
is used for FDI analysis (see below).

The concepts of direct investor and direct investment enterprise remain broadly unchanged compared
with BPM5. Under ‘Direct investor in direct investment enterprises’, the reporting economy of the direct
investor records the assets of the direct investor. The reporting economy of the direct investment
enterprises records the (mirror) liabilities of the direct investment enterprises. In the standard
components, direct investment is classified according to the relationship between the investor and the
entity receiving the investment as equity (including reinvested earnings) and debt instruments.

In BPM6 the separate category of ‘Investment in fellow enterprises’ is included. Fellow enterprises are
those entities under the control or influence of the same immediate or indirect investor, but which do not
control or influence each other (i.e. they are not themselves in a direct investment relationship).
Financing between fellow enterprises is reclassified in BPM6 from other investment to direct investment.

The concept of pass-through funds is introduced. Data compilers in economies that have large values of
pass-through funds are encouraged to consider the compilation of supplementary data on funds in
transit, based on national definitions (see Table 2 for the single such practice in the CESEE).

BPM®6 prescribes market prices for the valuation of international accounts. However, market prices are
not readily available for many assets/liabilities (not traded frequently), including for unlisted and other
equity. For these assets and liabilities, BPM6 suggests the estimation of fair values that, in effect,
approximate market prices. For EU member states the application of the "Own Funds at Book Value"
derived from the balance sheet of the direct investment enterprise is recommended by EUROSTAT in
case a market price (listing on a stock exchange) is not available.
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DIRECTIONAL PRINCIPLE — THE MAIN PRESENTATION FORM TO SUPPORT
FDI ANALYSIS

based on http://www.oenb.at/en/Statistics/Reporting/New-Balance-of-Payments-Manual-in-2014.html

The directional principle, in which outward direct investments of the reporting country abroad and inward
direct investments of non-residents in the reporting country are recorded on a net basis, still serves for
more detailed analyses. In the new ‘extended’ directional principle, loans between fellow enterprises are
treated according to the location of the headquarters (residents vs. non-residents).

The main difference between the two presentational styles (A/L and DP) stems from the treatment of
‘reverse investments’, i.e. receivables of a foreign subsidiary vis-a-vis the parent (in the reporting
country). According to the assets/liabilities concept, these receivables are added to the payables of the
reporting country, whereas according to the directional principle, they are subtracted from active direct
investments.

In order to enhance the analytical value of FDI data, Special Purpose Entities (SPES), i.e. entities owned
by foreigners without economic activity, most of whose assets consist of foreign equity holdings, have to
be recorded separately. Two countries in the wiiw FDI Report publish flow and stock data excluding
SPEs, namely Hungary and Poland.

The main international institutions publishing data on FDI (Eurostat, OECD, UNCTAD) follow the
directional principle. For countries which do not supply such data, the asset/liability data are used and
the wiiw FDI Report follows this practice. It is expected that, in time, more and more countries will supply
data according to both principles.

The table below taken from the IMF’'s BPM6" summarises the major components of FDI and the
difference between the asset/liability and the directional principle.

' https://www.imf.org/external/pubs/ft/bop/2007/bopman6.htm, Chapter 6, page 109.
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DERIVATION OF DATA UNDER THE DIRECTIONAL PRINCIPLE

The standard components for direct investment positions and transactions are shown in the table below.
They may be rearranged to support different kinds of presentation and analysis.

Components of Direct Investment (Asset/Liability Presentation)

Assets

Liabilities

Of direct investors in direct investment
enterprises
Al Equity
A2 Debt instruments
Of direct investment enterprises in direct
investor— Reverse investment
A3 Equity
A4 Debt instruments
Of resident fellow enterprises in fellow
enterprises abroad
A5 Equity
A5.1 Equity (if ultimate controlling parent is
resident)
A5.2 Equity (if ultimate controlling parent is
nonresident?)
A6 Debt instruments
L6.1 Debt instruments (if ultimate controlling
parent is resident’)
L6.2 Debt instruments (if ultimate controlling
parent is nonresident?)

Of direct investment enterprises to direct
investor
L1 Equity
L2 Debt instruments
Of direct investor to direct investment
enterprises— Reverse investment
L3 Equity
L4 Debt instruments
Of resident fellow enterprises to fellow
enterprises abroad
L5 Equity
L5.1 Equity (if ultimate controlling parent is
nonresident?)
L5.2 Equity (if ultimate controlling parent is
resident)
L6 Debt instruments
A6.1 Debt instruments (if ultimate controlling
parent is nonresident?)
A6.2 Debt instruments (if ultimate controlling
parent is resident")

That is, resident in the compiling economy.
*That is, not resident in the compiling economy.

Asset/liability presentation
Direct investment assets:

Equity: A1 + A3 + A5;

Debt instruments: A2 + A4 + A6
Direct investment liabilities:

Equity: L1 + L3 + L5;

Debt instruments: L2 + L4 + L6

Directional principle presentations
In principle:
Direct investment abroad (outward direct
investment):
Equity: A1 — L3 + A5.1 —L5.2;
Debt instruments: A2 — L4 + A6.1 — L6.2

Direct investment in the reporting economy
(inward direct investment):
Equity: L1 - A3 +L5.1 - A5.2;
Debt instruments: L2 — A4 + L6.1 — A6.2
Acceptable practical alternative:
Direct investment abroad:
Equity: A1 — L3 + A5;
Debt instruments: A2 — L4 + A6
Direct investment in the reporting economy:
Equity: L1 — A3 + L5;
Debt instruments: L2 — A4 + L6
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Leaving aside fellow enterprises, the simplified presentation of the components by the two principles
looks as follows:

Asset/liability principle

Assets = FDI outward assets + (reverse) assets of inward investment
Liabilities = FDI inward liabilities + (reverse) liabilities of outward investment
Directional principle

FDI outflow = FDI outward assets — (reverse) liabilities of outward investment

FDI inflow = FDI inward liabilities — (reverse) assets of inward
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Foreign Direct Investment in Central, East and
Southeast Europe: Recovery in the NMS, decline

in the CIS

GABOR HUNYA

GLOBAL FDI INFLOW DECLINED IN 2014

The United Nations Conference on Trade and Development (UNCTAD) estimated? a global FDI
inflow decline in 2014 of some 8%, to USD 1,260 billion (in current USD terms). The Organisation for
Economic Co-operation and Development (OECD) estimated the decline at 2%,* and noted that an
important part of the global decline was due to one single deal, when Vodafone pulled out of its US joint
venture Verizon Wireless in February 2014.* (As a result, the US recorded USD 130 billion negative FDI
inflow.) Also other advanced countries attracted less FDI than before: OECD countries by 24%, EU
members by 16% (most notably in Germany and Ireland), while inflows to China were flat. More dynamic
FDI destinations included India and Chile, continuing the shift of new investments to emerging markets.

Inward FDI decline is not a short-term phenomenon in the EU: inflows to EU Member States
constituted 27% of the global amount in 2011, but merely 16% in 2014. Slow economic growth and
investors’ deleveraging hit some of the continent’s most developed economies. On the positive side, FDI
recovered in Spain and Portugal, which are coming out of the recent crisis, as well as in the new EU
Member States (NMS).

Global outward FDI flows increased in 2014 according to the OECD’s estimates. The top investor
is the US, followed by Hong Kong and China. While the net FDI position of the US is negative (inflows
are lower than outflows), it is positive for China (inflows are more than three times greater than
outflows), confirming the general trend that capital flows from high-income, slow-growing countries to
more dynamic emerging economies. But companies from developing countries have also invested more
and increased their share in global FDI outflows from 27% in 2012 to 36% in 2014.°

Advanced EU members, most notably Germany, recorded (three times) higher outflows in 2014
than in the previous year. Still, ‘Europe’s titans hold on to their cash; they added nearly EUR 50bn to
total reserves in the past year, despite signs of an improving economy in the region. Companies may be
reluctant to invest as long as uncertainty persists in the European economy to varying degrees in

UNCTAD (2015), Global Investment Trends Monitor, No. 18, 29 January.

Partly estimated; available data show a more severe decline of some 24%. OECD, FDI in Figures, April 2015.
http://www.bloomberg.com/news/articles/2014-02-21/verizon-stake-sale-cuts-vodafone-s-value-by-half-to-100-billion
® UNCTAD (2015), Global Investment Trends Monitor, No. 19, 18 May.
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different sectors.’ Still, the more robust foreign investment activity of German and other European firms
in 2014 may have positively affected inflows in the CESEE countries.

In what follows, we deal with various aspects of FDI in the CESEE region, including flows, stocks,
balance of payments impact, greenfield investment projects and FDI policy. The underlying question is
whether and to what extent FDI can support economic growth and structural change, and what new
international linkages will emerge in the region.

INFLOWS AND OUTFLOWS IN THE CESEE — DIVERGING COUNTRY GROUPS

The aim of this section is to analyse recent developments of FDI in the CESEE region in an
economic context. The discussion is based, whenever possible (see Table I/1), on BPM6 data
according to the directional principle (DP), which is basically comparable with the earlier concept of FDI
inflow according to BPM5 (see section on methodology). Inflow statistics based on DP show the amount
of new foreign investment in the country and help to answer the question of how much FDI there has
been which may support economic growth and competitiveness. Unfortunately, many countries do not
publish FDI data by directional principle, especially for the latest year, but only by assets and liabilities’
(A/L). These include Turkey, Russia and Ukraine. Comparability is further reduced in the case of
countries which have not published BPM6 data yet.? Figure 1 compares directional and A/L data and
shows that the differences can be large in size and different in the direction.

Figure 1/ FDI inflow measured according to the directional principle and the asset/liability
principle, BPM6 (countries supplying both sets of data for 2012-14), EUR million
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Source: Tables I/1 and 1/2

Financial Times, 14 September 2014.

A/L data include reverse investment flows from a foreign subsidiary recorded as an acquisition of foreign assets, i.e.
outward direct investment of the given country. See also the section on methodology.

In Tables | the switch from BPM5 to BPM6 is marked by a vertical line, and data according to A/L are marked with a
grey background.
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Despite the incompleteness and limited comparability, it is standard international practice to use
directional principle data in discussion of FDI trends. UNCTAD, OECD and Eurostat stick to this
principle in FDI statistics, hoping (and also supporting the move) that in time more and more countries
will publish DP data. A/L data compatible with the balance of payments statistics are only used when
discussing international capital and income flows.

Setting methodological problems aside, the following trends appear for 2014, as compared with the
previous year (Figure 2 and Table 1). There is an aggregate decline in FDI inflows to the CESEE
countries, though there are diverging trends in the three sub-regions, new EU members (NMS-
11), South-East Europe (SEE-7) and the five post-Soviet countries (CIS-5). FDI inflows recovered in
the NMS, growing by some 44% against the previous year, but remained below the amount for 2011-12.
(A more detailed discussion below will conclude that this growth is overstated.) In the SEE, inflows have
remained at the same level for three years in a row. Russia and Ukraine reported huge declines, to
30% and 19% of the previous year, respectively. These changes in FDI inflow are in line with GDP
changes in the three regions, accelerating economic growth in the NMS and decline in the two CIS
countries.

Figure 2/ FDI inflows in the three main regions of the CESEE, EUR million
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Table 1/ Foreign direct investment in 2014

Inflow Inflow FDI net Inflow Inward Inflow Inward

EUR mn growth EUR mn stock as % of stock as

in % per capita, EUR GFCF % of GDP

Bulgaria 1289 -10.9 1127 178 5322 14.6 91.2
Croatia 2876 558.3 1180 678 5862 35.9 57.7
Czech Republic 4455 60.9 4854 423 9498 11.3 64.6
Estonia 741 77.9 563 566 12113 14.7 814
Hungary 3022 31.4 479 307 8218 13.7 78.4
Latvia 355 -47.8 458 177 6034 6.4 49.9
Lithuania 164 -53.7 191 56 4134 2.3 33.3
Poland 10483 39.6 6350 272 4417 13.0 41.1
Romania 2438 -10.1 2379 122 3095 7.4 41.0
Slovakia 361 -18.9 454 67 8085 2.3 58.3
Slovenia 1179 . 1186 572 5090 15.7 28.2
New Member States-11 27362 44.3 19220 263 5486 11.8 42.8
Albania 878 -7.1 801 303 1728 34.1 50.0
Bosnia and Herzegovina 419 96.2 422 109 1568 16.9 43.4
Kosovo 151 -46.0 124 83 1621 11.6 52.8
Macedonia 262 4.0 278 127 2046 13.3 49.6
Montenegro 375 11.2 354 601 6417 55.1 116.8
Serbia 1505 -2.7 1236 211 3410 26.5 73.7
Turkey 9432 0.6 4127 121 1792 7.8 23.1
Southeast Europe-7 13021 0.5 7343 136 1934 9.6 275
Belarus 1422 -16.5 1396 150 1544 7.7 24.9
Kazakhstan 7196 -6.5 4469 416 6096 22.0 65.3
Moldova 156 -12.2 125 44 843 10.6 50.1
Russia 15770 -69.7 -26698 108 2131 5.4 22.0
Ukraine 641 -81.1 226 15 1228 4.6 52.9
Selected CIS-5 25186 -61.3 -20482 115 2222 7.0 27.2
Total region-23 65569 -32.4 6081 156 2964 9.0 32.1

Remarks:
Data refer to directional principle unless otherwise stated and they exclude Special Purpose Entities (SPEs - see
methodological explanations). GFCF: Gross fixed capital formation.

BPM6 based on directional principle for CZ, EE, HU, LV, LT, RO, SI, MK, ME, RS, KZ.
BPM6 based on asset/liability principle for HR, PL, AL, BA, XK, TR, BY, RU, UA.
BPM5 based on directional principle for BG, SK, MD.

Sources: wiiw Databases incorporating national and Eurostat statistics.

In the NMS, the highest amounts of FDI flowed into Poland and the Czech Republic, and these
countries also reported significant increases over the previous year. The biggest changes, however,
were reported by Slovenia (from negative to high positive) and Croatia, followed by Estonia (Table 1).
Meagre FDI inflow and significant declines characterised Latvia and Lithuania, as well as Slovakia and
Romania. Changes did not necessarily correlate with the rate of economic growth. Each country was a
specific case, often explained by FDI components and also methodology.
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FDI inflow in Croatia increased substantially, even if the data for the past two years are not
exactly comparable methodologically. (No BPM6 data according to the directional principle are
available for 2014, while data up to 2013 are according to BPM5.) Looking at the situation in more detail,
one finds that the extraordinarily high incurrence of liabilities (‘inflows’) is 70% matched by acquisitions
of financial assets (outflows), and both are related to capital exchange with the Netherlands. Thus here
we have a typical case of capital in transit, which has no impact on the domestic economy. Leaving this
aside, Croatia did not receive more FDI in 2014 than the average for the previous couple of years. The
Croatian economy continues to have weak internationalisation in terms of FDI; especially export-oriented
investments have avoided the country. The industrial base is weak and the wage level relatively high
(similar to the Czech Republic), while FDI policy has not been supportive (at least until recently).

FDI inflows to the Czech Republic increased by more than 60%, though they did not reach the
2012 post-crisis peak. The main change from the previous year was the recovery of manufacturing
investments, most notably in the automotive sector. Outflows were negative, and thus net FDI (which
was negative in the previous year) reached a post-2007 peak. (The country has no records of SPEs or
capital in transit.)

Hungary booked higher inflows in 2014 than in the previous year. This statement remains valid
even after deduction of ‘transactions of capital in transit and restructuring of asset portfolios’, which have
no influence on the domestic economy (see Table 2). At the same time, outward FDI flows also
increased, thus net FDI amounted to less than half a billion euro, after almost EUR 1 billion in 2013 and
EUR 2.5 billion in 2012. This puts the inflow figures into perspective and sheds a less positive light on
the country’s FDI attractiveness.

Table 2 / Hungary: FDI inflow and outflow (directional principle), EUR million

2012 2013 2014
Inflow 11158 2300 3022
of which CiT 7242 604 829
Inflow excluding CiT 3916 1696 2193
Outflow 9070 1387 2543
of which CiT 7617 604 829
Outflow excluding CiT 1454 774 1714

Remark: CiT — transaction of capital in transit and restructuring of asset portfolios.
Source: Hungarian National Bank.

Polish inward FDI probably rebounded from its 2013 low. (Comparable DP data for 2014 are missing,
and therefore we refrain from further analysis of this country.) FDI in Latvia and Lithuania suffered
setbacks that most probably resulted from increased risks related to the political and economic problems
in Russia and Ukraine. The most mobile part of FDI inflow, the debt instruments, were negative in both
countries, signalling capital withdrawal. In Lithuania the FDI stock also diminished due to declining asset
value. Among others, the major oil refinery in Lithuania, which belongs to the Polish company PKN
Orlen, was loss making.
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As to Slovakia, FDI inflow fell to its lowest level since the crisis year of 2009, and negative FDI inflow
was recorded by the equity and debt instruments components. Part of the negative inflow is due to the
public acquisition of a 49% share in the gas company SPP from the Czech EPH group. Also, as is
pointed out in the section on greenfield FDI, Slovakia has not been able to attract larger projects
recently.

The upswing of FDI in Slovenia is a result of several privatisation deals (outlined in the policy section).
As a result of asset sales, the FDI component of ‘equity investment’ boomed, while reinvested capital
was negative, reflecting a repatriation of income reserves from this crisis-hit economy.

In the NMS as a whole, the amount of FDI inflow has been much lower in recent years than in the
years preceding the financial crisis. The relative size of FDI as a percentage of gross fixed capital
formation (GFCF) halved, reaching around 12% in 2014 (Tables 1 and 1/8). This figure was in the range
of 13-16% in Slovenia, Estonia, Bulgaria, Hungary and Poland, but only 2% in the worst performing
countries of Slovakia and Lithuania. These ratios indicate that FDI cannot be a significant driver of
economic growth, as it makes up a limited fraction of overall investments. (See more in the outlook
section.)

The NMS invested abroad somewhat less in 2014 than the previous year. The most important
investors were companies from Poland and Hungary. Czech investments were at a high level in 2013
and became negative in 2014. The probable reason is that the electricity company CEZ had to withdraw
from some sites, including Albania and Bulgaria. The difference between FDI inflow and outflow (net
FDI) was rather low in Hungary and high in the Czech Republic. It was the latter economy which seemed
to benefit most from FDI flows.

All Western Balkan countries reported similar inflows in 2014 to the previous year. The only
significant news was that Serbia modified its data collection and now reports much higher FDI figures for
the past few years than previously. Turkey is by far the most important destination for FDI in the region.
But the inflow amounted to only 8% of GFCF, much less than in the rest of the region, indicating that
foreign capital plays a small role in the Turkish economy. Economic growth has been quite robust in
recent years, but this has not been related to rising amounts of FDI inflow. It is more the outward FDI
activity of Turkish companies, which indicates growing competitiveness. Outflows almost doubled from
2013 to reach the highest level ever recorded. Turkish companies have been significant investors in
Southeast Europe, but even more in Azerbaijan and in Dutch holdings.

Russiais a special case among the CESEE in terms of FDI flows. First of all, it is the only CESEE
country which has negative net FDI, meaning that outflows outpaced inflows by a wide margin for the
second year in a row. The gap between inflows and outflows increased in 2014: inflows declined to less
than a third, whereas outflows fell to only two-thirds, so that outflows were 2.6 times greater than inflows
(A/L principle). The extent of capital flight on the FDI account (net FDI) amounted to EUR 26.7 billion.
(No breakdown by destination or industry is available for 2014.) A further specific feature is that — due to
the devaluation of the Russian Rouble by a quarter — the value of inward FDI stock diminished; as a
percentage of GDP, it fell from 26% at the end of 2013 to 22% at the end of 2014 (Figure 3). In 2015, a
stabilising exchange rate and less volatile oil prices may stem further GDP decline, but not capital flight.
Market-seeking inward FDI will continue to suffer from low purchasing power.
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In Ukraine, FDI has dried up and may not recover until political and economic stabilisation is
achieved. But structural reforms — including competition policy and regional decentralisation — may
bolster FDI in the future. Following the devaluation of the local currency, the country is now a cheap
alternative for component manufacturing and IT service sourcing. FDI in these activities exists (see
section on greenfield FDI) but is still of low value.

The long-term accumulation of foreign capital has led to FDI stocks which can reach (or exceed) the
amount of GDP. FDI stock, however, is sensitive to valuation changes of past assets and to exchange
rate fluctuations (see Methodology section). FDI is of greatest importance in those CESEE
economies where the FDI stock to GDP ratio is high —above all in Montenegro, Bulgaria, Estonia
and Hungary (78-117%, see Figure 3). These are small, open economies with a long period of inflows
accumulated in the country. The exposure to FDI is much smaller in larger countries such as Turkey and
Russia (22%), and also in Slovenia and Belarus, countries, which discouraged FDI, especially foreign
takeovers, up until recently. Despite significant inflows, not all countries have higher FDI stock/GDP in
2014 than in 2009, notably Bulgaria, Lithuania, Romania, Montenegro and Russia. Increases have been
reported for countries with solid foreign penetration, including the Czech Republic and Hungary (also as
a result of sluggish GDP growth), as well as in latecomer FDI receivers such as Albania, Belarus and

Kazakhstan.

Figure 3/ Inward FDI stock as a percentage of GDP, 2014
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Source: Table 1/10.

High FDI penetration may have helped a country to access capital, technology and markets, resulting
in increased output, exports and competitiveness. But this has not always been the case, since FDI
largely went to domestic market-oriented activities, crowded out domestic companies, and increased
vulnerability to external shocks.

To demonstrate the relationship between FDI and economic growth, we compare the nominal
change in GDP and the cumulated FDI inflow between 2008 and 2014, both in per capita terms to
control for the size of the country. Cumulated inflow is used to avoid the impact of valuation changes.
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Figure 4 / Change in per capita nominal GDP and cumulated FDI inflow between 2008 and
2014, EUR
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Cumulated per capita FDI inflow was positive in all countries, while per capita GDP was lower in
2014 than 2008 in five CESEE, namely Croatia, the Czech Republic, Hungary, Slovenia and Ukraine
(Figure 4). The first three countries even received above-average FDI inflows, which did not save them
from GDP decline. Shrinking demand, an investment slump and fiscal austerity all depressed the
economy. In Serbia, GDP did not grow despite abundant FDI inflow. Countries where high FDI inflow
and GDP growth went hand in hand were Estonia, Kazakhstan and, to a lesser extent, Russia and
Slovakia. Belarus and Lithuania were the only countries where the economy grew more than the FDI.
This comparison confirms the lack of a general pattern in the FDI-GDP relationship and the domination
of country-specific factors.

FDI BY ECONOMIC ACTIVITY: MODEST SUPPORT FOR RE-INDUSTRIALISATION

Foreign investment enterprises are present in the most diverse economic activities, as their
entry is usually not restricted. Manufacturing is the most important investment activity, with more than
30% of the FDI stock in six countries: the Czech Republic, Poland, Romania, Slovakia, Macedonia and
Turkey.? These countries host important manufacturing projects which are often export oriented. In
another country with a strong foreign-owned export base, Hungary, manufacturing has a very low share,
as some of the large automotive investors have been restructured into holdings (NACE category M,
‘professional, scientific, technical activities’). A similar situation is found in Kazakhstan, where more than
half of the FDI stock is included in this category. The position of the manufacturing sector has been
maintained or has even increased in the wake of the financial crisis (Figure 5).

®  Most CESEE countries provide FDI stock data according to NACE Rev. 2 classification for the total economy and the

main manufacturing sectors (Tables 1/20, I/21 and Tables ).
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Figure 5/ Inward FDI stock by economic activities
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The financial sector dominates FDI in Croatia, Estonia, Latvia and Ukraine, while it occupies
second place in most other countries. The weight of this activity declined after the onset of the
financial crisis, but the equity of banks has had to be built up lately in order to meet capital adequacy
requirements or to cover losses. The latter effect was especially strong in Hungary where a special tax
on turnover has been imposed on banks — even if they report losses. Further activities where the crisis
caused setbacks in output and FDI included construction and trade, but these sectors may have
recovered recently due to resurgent private consumption. Compared with two years earlier, financial
services gained in their share of FDI stocks in 2013, to the detriment of almost all other activities apart
from manufacturing. Also in a longer perspective (Figure 4) manufacturing and financial services are
winners over other activities.

Some further economic sectors are dominated by foreign subsidiaries as a result of
privatisation. These include telecommunications and electricity supply. As for the latter, foreign
investors have been facing difficulties with new investments in wind and solar farms after some countries
(including Bulgaria and Romania) cut prices and subsidies. The Hungarian government has taken an
extreme position, declaring the utilities sector to be ‘not for profit’, and buying out or driving away private
investors. The result has been lower prices for consumers in the short term, but also inefficient,
politically motivated management and delays in repairs.

The Central European NMS have become Europe’s automotive hub. New projects and capacity
enlargement occurred in 2014, and the industry is working at full capacity thanks to soaring demand. In
future, however, these countries will want to focus more on higher added-value services, such as ICT,
shared service centres (SSC) and R&D projects. As most such activities are not capital intensive, they
do not feature prominently in the FDI statistics.
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FDI STOCKS BY INVESTING COUNTRY AND THE CHANGING POSITION OF
AUSTRIA AND CHINA

Advanced countries are the top investors, but the home country pattern of FDI is also shaped by
geography (proximity) and history (former common states). The three regions of CESEE differ in
the share of the EU-15 home countries, which is highest in the NMS, lower in the SEE and smallest in
the CIS. The relative position of individual home countries in host economies may change slowly due to
new inflows (often by one or two major projects) and asset valuation.

Some 77% of the FDI stock in the NMS originates in the EU-15 countries (latest data for 2013,
Table 1/16; 2014 data for some countries in Tables Il). The most significant amount comes from the
Netherlands, followed by Germany and Austria. Austria has prime position in Bulgaria, Slovenia and
Croatia; it is number two in the Czech Republic, Romania and Slovakia; Austria’s position has improved
in Bulgaria and the Czech Republic over the past two years. The significance of Austrian FDI is much
lower in Poland and the Baltic countries. Poland has received FDI from a diverse list of countries,
including more remote EU members like France, Italy and Spain, all of which have invested larger
amounts than Austria. The Baltic countries received the largest part of capital from neighbouring
Sweden. The Baltics and Bulgaria also host Russian FDI, with shares close to 5% of stocks. Direct
Russian ownership is below 1% of the FDI stock in the rest of the NMS, although further amounts may
be present via holdings registered in the Netherlands or Cyprus. (Data are not available yet to show the
impact of the current Russian disinvestments.)

In Southeast Europe, the share of the EU-15 is about two-thirds of the inward FDI stock. Austria is
in first place in Bosnia and Herzegovina, as well as in Serbia; and is second to Greece in Albania and to
the Netherlands in Macedonia. Montenegro is a special case, with Russia in first place, closely followed
by Italy, while most of the investment projects are related to tourism. FDI in Turkey has come from a
wide variety of countries, but the EU-15 share (71%) is higher than in the other SEE countries. The most
important home country investing in Turkey is the Netherlands, followed by Germany. Austria has
slipped back to fifth place in two years. Turkey is also an important outward investor, and the
Netherlands tops the rankings in this respect, too, which indicates the presence of round-tripping Turkish
investment capital.

The Netherlands is recorded as an important FDI home country because it is the hub for holding
companies set up for reasons of tax optimisation.'® Especially US companies find it beneficial to
locate their EU headquarters in this country; but other investors and round-tripping capital also find it
advantageous to register their headquarters there. It is hardly surprising that one finds 10-20 times more
differences between Dutch outward FDI to the CESEE and CESEE inward FDI from the Netherlands.

Russia and Ukraine received a third of their FDI stocks from Cyprus, and sent a similar share of
their outward FDI to that island. This indicates the presence of round-tripping domestic capital, which
benefits from tax and other advantages abroad even when it has the home country as its destination.
The role of the EU-15 is confined to about 40% in both Russia and Ukraine.

1 The phenomenon of Dutch FDI was analysed in detail in the 2012 wiiw FDI report.
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Intra-CESEE FDI can be important in explaining regional integration and inter-dependence.!' The
relative importance of the CESEE region in the total inward FDI stocks of the CESEE economies varies
significantly (Figure 6): Belarus, which has the highest share of CESEE investment in its total inward FDI
stock (69%), is followed by Bosnia and Herzegovina (49%), Macedonia (33%) and Montenegro (32%).
At the other end of the spectrum, in Poland and Russia the share of CESEE investment is about 1%,
and is even less in Hungary — 0.4% of the total FDI stock in the country.

Figure 6 / Share of the CESEE region in the total inward FDI stock, average 2011-13, %
70 -

60 -
50 -
40 -
30 -
20 -

10 +

BY BA MK ME LT HR RS LV UA BG SK SI EE CZ TR RO AL KZ PL RU HU

Source: Tables in Part Il; wiiw FDI database.

High intra-CESEE shares are attributed to one or two major home countries. In particular, in
Belarus 60% of the inward FDI stock is from Russia, thanks to close post-Soviet economic ties. In
Bosnia and Herzegovina, two countries — Croatia and Serbia — together account for over 30%, while in
Macedonia 20% is supplied by Hungary and Slovenia. The former Yugoslav pattern re-appears in the
Western Balkans. Hungary emerges onto the scene through the takeover of that region’s telecom
companies. Hungary would actually not feature here if we followed the trail back to the final owner, since
Magyar Telekom (which took over local service providers in Macedonia and Montenegro) is a subsidiary
of Deutsche Telekom. Overall, taking into account both the span of the countries to which the FDI is
directed and the relative importance of each bilateral inward FDI stock for a particular host economy in
the CESEE region, Russia, Hungary, Slovenia, Turkey, Poland and the Czech Republic appear to be the
most influential sources of mutual FDI in the region (Figure 7).

" Research for this section was contributed by Amat Adarov (wiiw). Average of 2011-13 was used in order to smooth out

fluctuations.
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Figure 7 / Mutual inward FDI stocks in the CESEE region by partner, average 2011-13
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Explanation: The arrows indicate the direction of inward FDI stock from the home to the host country; the thickness and
shade of the arrows (from light grey to dark orange) reflect the share of the home economy in total inward FDI stock of the
host country. The size of the circles corresponds to the share of the CESEE region in the total inward FDI stock of the host
country. Only the top 20% of all links are shown for clarity.

Source: wiiw FDI database.

In terms of engagement, Austria has maintained its long-established positions in the CESEE
even after the financial crisis. Its share in the NMS inward stock has stayed at about 11%, while it has
declined in the SEE. Austria’s share increased most in the Czech Republic, Slovakia, Macedonia and
Turkey; it declined in Bulgaria, Hungary and Serbia, as well as in Slovenia, where it still maintained the
largest segment of the market (Table 3). Part of the change is due to some specific development in the
financial sector; banks diminished exposure in some more difficult and crisis inflicted locations such as
Ukraine, Hungary and Croatia.
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Table 3/ Austrian FDI in the CESEE, amount and share in inward stock, 2007 and 2013

Remark:

Bulgaria
Croatia
Czech Republic
Estonia
Hungary
Latvia
Lithuania
Poland
Romania
Slovakia
Slovenia

Albania

Bosnia and Herzegovina
Kosovo

Macedonia

Montenegro

Serbia

Turkey

Belarus
Kazakhstan
Russia
Ukraine

For Serbia cumulated inflows.
1) 2009, 2) 2010, 3) 2012, 4) 2014.

2007

EUR mn

5183.0
10203.5
8177.8
122.6
7793.2
168.4
56.3
4343.5
9161.0
3993.4
4322.4

146.7
760.7

238.3

121.32
1664.9
2984.3

224.7 %
1698.8
5032.6 ¥
1407.2

2013

5910.4 ¥
8138.2
13628.8
279.1 9
8545.8
170.6
160.9 ¥
6551.1
11438.0
6857.5 ¥
3064.4

425.0
1329.5
149.9 ¥
484.3
121.3
2629.4
5724.8

438.8
1403.8 ¥
8884.5

2071.3 %

Source: wiiw FDI Database incorporating national bank statistics.

2007

2013

in % of total

20.1
33.3
10.7
11
13.3
2.3
0.5
3.6
21.4
13.7
443

8.0
20.7

9.4

382
19.4

2.9

302
5.6
199
7.0

15.4 ¥
34.6
14.0
189
10.9
149
139
41
19.1
16.4 2
34.3

10.1
23.5
519
12.2
3.3
16.8
55

3.6
139
2.2

554

China (including Hong Kong) has recently become an increasingly active investor in the CESEE,
although its share in the FDI stock has remained mediocre. FDI stocks in the CESEE from China
and Hong Kong have increased substantially since 2007, but still have not reached even 1% of the total
FDI stock in any of the CESEE countries — apart from Kazakhstan, which received the highest amount
from neighbouring China, being rich in mineral resources and arable land, advantages which make the
country very attractive for Chinese expansion. As for the NMS, Hungary is the most important host,
largely due to two projects: one in the chemical industry, Borsodchem, and the other in electronics,
Huawei. China’s role may increase further in the future due to ambitious projects in the pipeline (see
section on greenfield p