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Introduction

Foreign direct investment (FDI) is an important component in the process of development of market economies in the Central and Eastern European (CEE) region.
 It is the vehicle of an extensive technological transfer that is profoundly changing production systems in recipient countries. Western European FDI is contributing to the transition to a market economy and to industrial restructuring in the CEE region. Local industrial systems are changing as a result of the combined actions of large multinationals and small and medium-sized enterprises. The former are mostly contributing to the restructuring of capital intensive industries and are introducing new products and efficient methods of production. The latter are transferring entrepreneurial skills in traditional sectors and are pushing local dynamics of organisation and innovation. The involvement of both types of EU enterprises shows different priorities and intensities. 

Macroeconomic determinants go a long way in explaining FDI flows between the EU and the CEE region. Market growth and labour cost differentials can be considered responsible for a wide range of European investment initiatives in Central and Eastern Europe.
 However, a more in depth analysis is necessary in order to determine, first of all, to what extent the presence of EU multinationals is the vehicle of know-how transfer, assisting the reform of industrial systems and stimulating an entrepreneurial culture in the region, and, secondly, the effect of these changes on the international competition and the European industrial system, globally considered. More microeconomic and firm-specific factors (i.e., privatisation opportunities, production rationalisation, access to resources, the improvement of strategic flexibility and other factors) are as important as macroeconomic conditions. Including these factors in the analysis allows to go beyond a discussion of a simple transfer of production factors from Western Europe to Central and Eastern Europe and analyse the financial, commercial and productive inter-linkages between EU firms and CEE firms. Moreover, more detailed and sector-specific patterns may emerge, such as market structure changes and small business districts and regional clustering. Such patterns are particularly important for EU policy making, especially in the prospect of enlargement, which needs to be preceded by a level of economic convergence in order to exploit the complementary characteristics of the integration and to avoid the de-stabilising effects of excessive production de-localisation from EU countries.

This work adopts a microeconomic and firm-specific approach, looking at the nature of single foreign invested operations in various industrial sectors, using a database of investment initiatives created for this purpose. It presents the main results of a broader study aiming at evaluating the role and the economics of EU foreign direct investment into the CEE region from both a geographical, sectoral and a firm perspective
. Ù

Following these three different approaches, this paper is structured as follows. The first section deals with patterns in investment flows from a home and host country viewpoint. It provides a comprehensive overview of the number and value of recorded FDI initiatives. It identifies phases in the transition process, describes geographical patterns and attempts to match the economic progress in recipient countries with the dynamics of FDI inflows. This approach allows to identify factors that made a country appealing to European firms that have decided to de-localise the production or part of the production process abroad. 

Section two contains an overview of sectoral patterns. This methodology allows to identify a set of relevant variables affecting investment initiatives, adding to the typical macroeconomic determinants. Variables considered include the dimension of local markets, the competitive nature of the industry, the relevant regulatory frameworks, and the availability of infrastructures and factors of production.

Section three completes the picture with a description of firms’ entry patterns. The analysis, carried out at firm-case level, focuses on specific aspects of competition among investors through FDI. Three sets of motivations (market, efficiency and strategic-assets) have been considered, emphasising the impact on local market structure, local production innovation and re-organisation, re-export ability and global competition.

Section four focuses on policy implications. In addition to firms directly involved in the process, a number of important actors are relevant for the analysis of FDI. Host country government plays a role when it comes to regulatory frameworks, liberalisation, privatisation and competition policy. Home country government may promote FDI through financial and technical assistance to firms. Also the EU is one major player because of the increasing economic and political integration of the CEE area in the EU. The impact of the enlargement and assistance policies has been considered.

1 The geographical perspective

Data on the origin of FDI flows into the region (table 1) show the increased economic integration between the EU and the CEECs. Most of the initiatives, about 76 per cent, have been carried out by EU enterprises. Despite the fact that the total value of European FDI in the CEE area is negligible if compared with investments in other regions, the productive involvement of European entrepreneurs in the region is important. Measured relative to the size of the region's economy, FDI has grown from virtually zero at the end of the transition period to almost 5 per cent of the region's GDP at the end of 1996.

Firms from different EU countries, however, have been involved in the process to different extents. German firms were responsible for 27 per cent of the total number of initiatives, with total estimated outflows of almost 8 billion ECU. Firms from Italy come second (18 per cent), followed by Austrian (13 per cent), French (10 per cent) and English and Swedish firms (6 per cent each). Business interests from Spain, Greece, Ireland and Portugal remain marginal.

INSERT TABLE 1 ABOUT HERE

Also the position of recipient countries is uneven. Generally, three groups of countries can be identified. Bordering the EU, three Visegrad countries, i.e. Czech Republic, Poland and Hungary, have successfully opened their economies with extensive reforms. In 1997, they accounted for 70 per cent of the total number of the European initiatives. Hungary was the preferred destination until 1992, and it is still one of the country with most foreign operations (23 per cent). In 1991, the Czech Republic started to attract foreign investors after launching its privatisation programme; it now accounts for about 23 per cent of the total number of  the European initiatives. Between 1994 and 1996, as a result of the success of economic stabilisation programmes, Poland took over as the most attractive country in the region and reached a share of 24 per cent of the total number of the European investments.  

A second cluster of countries, including Romania, Estonia, the Slovak Republic and  Slovenia, has also been successful in attracting foreign investments. These countries continue to be approached with caution by foreign investors, but offer future potential for investments. Estonia and Slovenia have made significant progress in opening their economies and promoting privatisation and could soon be candidates for the first cluster. Despite its slower progress in privatisation and structural adjustment, Romania was able to attract a considerable number of European investments. As it will be shown later, they are mostly small operations in labour intensive sectors. 

A third cluster of countries includes Latvia, Bulgaria, Lithuania, Croatia and Albania. These countries are behind in the transition process and represent a high risk to foreign investors, thus attracting only a limited number of initiatives.

Since 1994 Western penetration, measured by the number of initiatives, has not grown as fast as during the 1991-1993 period (see figure 1)
. Many European multinationals entered the region exploiting first-mover advantages and quickly identifying business opportunities. This attitude has been substituted by a more selective approach. The continuing increase in the value of FDI shows a move towards larger individual investments, especially after the opening of certain service sectors and the privatisation of utilities since 1993, which require larger financial commitments. Generally smaller Italian and Austrian initiatives stabilised after 1993, while German firms continued to increase their influence and penetration, followed by Dutch, Danish and Swedish enterprises.

INSERT FIGURE 1 ABOUT HERE

German initiatives have been concentrated in the “core” Central European countries and have resulted in a deeper productive integration with local counterparts. Apart from the Visegrad countries, where all the most important investor countries are present, Italian entrepreneurs have found small scale, inexpensive business opportunities in Slovenia, Romania and Albania. Austrian enterprises exploit the advantage of geographical proximity, with a relevant presence in Hungary, Czech and Slovak Republics and Croatia. French firms prefer the Visegrad countries, although their share is relevant only in Poland. Also Dutch multinationals prefer the large countries (the Visegrad and Romania) with market development potential. British companies have a relevant presence in Baltic countries and in Bulgaria. Swedish and Finnish investments are concentrated in Baltic countries and Poland.

Non-EU competitors are also showing interest in developing initiatives in the region. US investors, although more equally distributed among countries, have been relatively more active in Poland, Estonia and Latvia. The Czech Republic and Hungary are preferred by the few Japanese multinationals, both to serve local markets and to use these establishments as export platforms. 

This short overview clearly suggests a number of host country characteristics that affect outward investments towards CEECs. The most important ones include market size, progress towards market liberalisation and deregulation in the domestic economy, and the degree of cultural and geographical proximity. All these factors explain the success of the Visegrad countries as recipient ones. They are the most advanced countries in the path of transition and share their boundaries with Austria and Germany, two of the most important investor countries. Bulgaria and Romania, however, despite the dimension of their domestic markets, attracted a relatively small number of initiatives, because of the late in the transition process. The relevance of geographical proximity is also confirmed by the relatively few number of non European investments.

2 The sectoral perspective

The modalities of European investments have been affected  by sectoral considerations, as well. Privatisation policies have channelled foreign investments into specific sectors and established the timing of market penetration. Furthermore, the prospects of business and the expected return of the investment depend upon the type and the level of competition and concentration in specific sectors in the home and host countries. Thus, the sectoral patterns are crucial for the understanding of FDI and its impact on the industrial structure in host countries through the transfer of technological and organisational know-how.

The manufacturing sector collected the great bulk of the European initiatives. It accounts for about 60 per cent of foreign initiatives, followed by the service sector which account for about 33 per cent of the total initiatives. Agriculture, fishing and mining activities play a minor role. 

Within the manufacturing industries food and beverages, other non metallic products, chemicals, motor vehicles, machinery, textiles, clothing  and electrical machinery had the highest frequency of investments. Telecommunications and energy gained momentum after the privatisation of the original monopolies. Thus, the channelling of innovation and managerial methods has come in different shapes, but has affected almost every manufacturing sector.

Investments in sectors with relevant economies of scale
 have been relatively more important in Czech republic (55 per cent), Slovenia (55 per cent), Croatia (53 per cent) and Poland (51 per cent), as it is shown by table 2. Initiatives in Hungary are slightly more concentrated in traditional sectors (45.5 per cent against 45 per cent). In other countries the traditional sectors account for the bulk of investments, e.g., Albania (100 per cent), Latvia (70 per cent), Bulgaria (61 per cent), Lithuania (58 per cent) and Romania (55 per cent). FDI in high-tech and specialised sectors is relevant only in the Czech republic, Hungary and Poland.

INSERT TABLE 2 ABOUT HERE

The relatively higher importance of investments in sectors with large economies of scale  in the three Visegrad countries evidences the presence of important sector specific effects. These initiatives involve large capital commitments and consequently the dimension of the market and risk factors (including political stability) play a crucial role. The traditional sectors tend to be more relevant in the other countries and are based on factor-costs advantages, rather than on market size or growth. The average capital requirements in those sectors are lower; frequently, investors have been SMEs attracted by unregulated labour markets and a relatively skilled, inexpensive work force. High-tech and specialised initiatives have been increasingly important in the more stable countries with improving investment climates. This increase is also the consequence of the exhaustion of first-mover advantages that reduces the attractiveness of sectors with relevant economies of scale.
 

This uneven distribution of FDI among countries and sectors suggests that, not surprisingly, market-seeking investments are relatively more important in the largest "core" recipient countries, while FDI aimed at cost savings and natural resources has been more relevant in the remaining countries
. Food and beverages, automobiles, domestic appliances, electricity and gas, chemicals have received high shares in Hungary, the Czech Republic and Poland, while textiles and clothing have collected large quotas of initiatives also in Slovenia, Lithuania and Romania. Paper and pulp have been highly relevant in Poland, the Baltic region and Croatia.

Investments from the most important investor countries, except for Italy, are concentrated in economies of scale sectors, with investments in the traditional sectors in second place (table 3). German companies dominate investments in all sectors but traditional ones where Italy takes the first position. Germany, Austria, France, United Kingdom and Sweden made up between 50 per cent and 59 per cent of the initiatives in the economies of scale sectors, and between 33 per cent and 46 per cent in the traditional sectors. Italy's situation is reversed: 36 per cent and 55 per cent, respectively. 

INSERT TABLE 3 ABOUT HERE

These facts reveal that domestic industrial structure and specialisation are relevant as determinants of FDI. Some EU countries are home to large MNEs with a strong international presence, or have a few dominant industries. This has influenced the type and characteristics of FDI flows from these countries to the CEE region. French, Dutch and British MNEs have invested in a few large markets (food, financial services, motor-vehicles) or high-tech sectors (telecommunications and chemicals). Swedish and Finnish investments have been much more concentrated both in terms of sectors (paper and pulp, plastic, chemicals, and telecommunication) and in terms of destinations (Baltic countries and Poland). German MNEs are present in almost every sector where market size, economies of scale or technology have been relevant (food, beverages, domestic appliances, automotive, chemicals, computers, cement, financial services) with a strong presence in Hungary, the Czech Republic and Poland. Only a few investments from Italy, however, have originated from large firms (food, telecommunications, domestic appliances, cement, automotive); most have been small-scale initiatives by SMEs (textiles, clothing, footwear, car components). Italy ranks second in terms of the number of initiatives, but only fourth in terms of value. This reflects the characteristics of the domestic industrial structure, with a limited degree of concentration in large multinational groups and many SMEs that, nevertheless, have a strong  international business culture. 

A number of conditions that affect inward investment into the CEECs emerge from the sectoral breakdown. They can be classified under a few broad headings and origin from the economic and business climate, combined with the industrial structure and organisation in home and host countries: 

· Market size. The importance of the dimension of domestic economies has already emerged from the fact that the three Visegrad countries are the most important destinations. This factor, is also an important determinant of the share of investments in sectors with large economies of scale, which has been higher in Hungary, the Czech Republic and Poland; the majority of market-seeking initiatives have been concentrated in these three countries, especially in food, the automotive sector, chemicals, and telecommunications.

· Progress towards liberalisation and the pace of the transition process. The less successful countries in attracting FDI have been Albania, Latvia, Bulgaria and Romania, the less stable countries in the region. Large MNEs looking for efficiency gains (car components, clothing, high-tech, domestic appliances), investments in capital intensive and high tech sectors are prevalently concentrated in the most advanced countries, while the less developed have been able to attract only small scale investments in traditional sectors (textiles, clothing, footwear, agro-industry). This pattern is also linked with the privatisation process. Smaller and less stable economies have successfully completed only small scale privatisation, while the Visegrad countries have recently privatised also strategic sectors (public utilities, telecommunications).

· The availability of inexpensive factors of production. The relatively large share of FDI in traditional sectors confirms that  most investments aimed at exploiting CEECs’ skilled and low cost labour force. Investments in specific sectors such as paper and pulp sector and furniture evidence the presence of accessible and inexpensive natural resource in the region (Poland and the Baltic region). These conditions may sound attractive for investors aiming at reducing costs of production or taking the control over strategic factors of production. 

· The existing infrastructure. Infrastructure endowments (roads, railways and ports) have represented an important pre-condition for investments in the automotive sector, cement, gas supply, and heavy industry. As the required infrastructure frequently existed in large state-owned enterprises has been an important reason why investors have preferred acquisitions to greenfield investments. 

3 The firm perspective: the strategies

Appealing factors for FDI have been the extensive deregulation, the opening up of economies, the radical reforms in industrial and services sectors and a more flexible labour market. The nature, the dynamics and the impact of these changes have been different across countries and sectors, affecting their relative attractiveness, as the analyses in the previous paragraphs witnesses. Thus, the investors’ conduct reveals sensitivity to all the structural conditions that can influence the expected return from the invested capital. The business opportunities vary across recipient countries and sectors. Accordingly, the nature of the technological advantage that can be exploited through FDI and the characteristics of competition in recipient countries have resulted in a complex set of strategies. Each of these strategies has influenced local economies, industrial systems and markets in many different ways. In every host country FDI has been the vehicle of an unprecedented process of technological transfer, industrial specialisation and regional development. 

Focusing on the market perspectives and on the technological aspects, we classify FDI by three sets of motives: market-seeking, strategic-asset seeking and efficiency-seeking investments.
.

3.1 Market-seeking investments

Market-seeking strategies have been an important motive for investments in almost all sectors. The opening up of large CEE markets has acted as a magnet, especially for investments in consumer goods sectors. Economic and political liberalisation created needs for new products and for variety and choice, which were absents in the centrally planned systems. Local consumers increasingly demanded quality products and adopted more Western values and standards. The required product innovation and upgrading was realised mainly by large MNEs, in many cases acquiring leadership positions in the new and growing markets. These investments have been particularly important in sectors with relevant economies of scale and standardised production technology. In some case, the direct involvement of the local producer has represented the way how product or process know-how has been protected from imitation.

The consumer goods sector attracted the highest number of investments overall, mostly of the market-seeking type. Unilever, for instance, obtained large market shares in many CEE countries. The company contributed to improving production standards and restructuring local industries. Its investment in margarine manufacturer SZPT Olmex (Katowice), for example, resulted in upgrading the quality of Polish production. The Anglo-Dutch company has increased efficiency and reached higher production standards by upward (raw materials) and downward (packaging) integration. 

In this sector, Western MNEs are often competing mostly amongst each other for CEE markets. Unilever is active in the processed food sectors in the Czech Republic and Hungary, sharing its position in these markets with American MNEs; the dominant position of Unilever in Poland in the ice-cream business has been challenged by the German manufacturer Scholler Lendensmittel GmbH. In the soap and detergents sector, Unilever has acquired a Polish and a Romanian firm, aiming to challenge the dominance of Procter&Gamble in the Czech Republic and Colgate-Palmolive in Romania. 

Consumer goods MNEs have entered CEE markets mostly through acquisitions and joint ventures. Bonduelle, for example, the French leader in canned vegetables, has enlarged its presence by taking over Agrofrost (Poland), a local high-capacity producer. The joint venture between Kraft and Mazowsze (Poland) has a leadership position in the fragmented cheese market. Danone group has introduced new fresh dairy products in Hungary (BTV) and has become a leader in Poland (Wola and Mildes). In the chocolate and biscuit industry Kraft and jacob suchard (Philip Morris) have moved together for reaching relevant positions in the largest markets (Csemerge, Hungary; Figaro, Slovakia; Dadak, Czech Republic; Olza, Poland; Lietuva, Lithuania; Poiana, Romania…). In the highly innovative sector of baby-food, the game is among Nestlé and some American World leaders.

Many investors established a physical presence in CEE markets after first accessing them through trade. Thus, after a year of exporting to Polish markets, the Italian pasta manufacturer Barilla invested in Danuta, a local firm. 

A large number of initiatives concern the beer sector (the Belgian Interbrew, the Dutch Heineken, the Austrian Osterreichische Brau AG, the German Brau and Brunnen AG, the British Bass…). While German, Austrian and Belgian producers have interests in at least four countries, UK’s breweries have focused in the Czech republic. 

Not only in the food processing industries market-seeking investments are numerous, and contribute in many cases to industrial restructuring, production upgrading and marketing improvements. In the manufacture of industrial gas, for example, the German firm Linde A.G. acquired the majority of Linde Technoplyn, leader in the Czech market, up-dating its technology and extending its distribution network.

Similar market-seeking motives prevail in the automotive sector, where many Western firms invested to exploit a high pent-up demand, the need for quality upgrading and a wider variety of products. Volkswagen (Skoda) and Mercedes invested in the Czech Republic; Renault in Slovenia; Rover in Bulgaria; Fiat (FSM), Ford, General Motors and Peugeot in Poland; Daewoo (FSO) in Poland and Romania; Opel-GM and Suzuki in Hungary; Volvo Bus in Poland; and Iveco in the Czech Republic and Slovenia. All major players established new production lines for models suited to local needs and technological possibilities. 

Market-seeking investments in the telecommunications sector are both influenced by, and have strong implications for, local market structures. In Hungary, carriers are drawn towards Global One (owned by Deutsche Telekom, France Telecom and Sprint). In the Czech Republic, AT&T-Unisource (which links AT&T with the national operators of Sweden, the Netherlands, Switzerland and Spain) and Concert (the joint venture between British Telecom and MCI) have entered the market. In Poland competition for state-owned Telekom-Polka has been introduced by the entry of Swedish Telia (part of Unisource). Investments and increased competition were a necessity in many cases in order to improve the provision of telecom services. The process has been highly dependent on privatisation and government policies with respect to ownership and competition.

Financial services are another sector that was highly underdeveloped under the centrally planned system. As a result, the influx of Western companies has contributed in an important way to the introduction of new services, e.g. leasing, and a restructuring of the sector. In retail banking, German banks have been more active in Poland, the Czech Republic and Hungary (e.g. Dresdner Bank, Hypo Bank, Commerzbank, Bayerische Landesbank, Bayerische Vereinsbank, Deutsche Bank). Austrian banks have invested in the Czech Republic, Hungary (Bank Austria, Raiffeisen Zentral Bank) Poland and Slovakia (Raiffeisen Zentral Bank). Creditanstaldt and Giro Credit offer both retail and investment banking in each of the fast transforming countries. Improvements of regulatory frameworks, including re-capitalisation and privatisation policies, in other CEE countries is expected to lead to further investments is in this sector

Market size explains why a large amount of FDI takes place in the three Visegrad countries. Moreover, since economies of scale are a constant characteristic of market seeking investments, the relevant involvement of capital has been concentrated in the most advanced countries in the liberalisation process. Foreign investors have intended to reduce the policy risk whilst local governments have attracted FDI in large market production with the aim to benefit from the local plants’ increased export ability towards the CEE area.

3.2 Strategic asset-seeking investments

Strategic asset-seeking investments occur when FDI can affect the rivals’ attitude against the investor. The new market becomes a new arena in the global competition. Thus, entry represents for the investor an additional strategic asset to be used against the competitors. Timing and localisation of FDI are chosen with the purpose either to launch efficacious and credible threats to the competitors or to react to the opponents’ attempts to gain quotas and production capacity.
 

Strategic asset-seeking FDI can be closely correlated to market-seeking investments, e.g. where strategic motives lead firms to invest in risky environments to foster relationships with local governments in anticipation of improvements in the business climate and growing markets. Equally close to market-seeking motives is the desire to establish a presence in a country or region that can form a bridge to neighbouring markets. More classical strategic asset-seeking motives are those aimed at securing access to natural resources before competitors do so. Other strategic investments may be justified by the purpose to establish a presence in markets to pre-empt competitors entry (also linked to first-mover strategies) or to compete in a competitor’s stronghold. 

The classical types of strategic-asset seeking investments are fairly rare in the newly opened region, but examples can be found in a number of sectors, particularly those that leave room for few competitors (natural oligopolies) because of global branding or a highly capital-intensive nature. This type of investment has important implications for competition policies in the CEE region.

In general, in the food sector the entry strategies have of had both the characteristics of market penetration and strategic de-localisation. The market positions have been conquered acquiring local leaders, following a pre-commitment logic. The marketing strategies have been implemented using the aggressive weapons of advertising. Local raw materials and labour force have ensured low production costs.

In soft drinks, the CEE region has been the stage of fierce competition between Coca Cola and Pepsi. Adopting a first-mover strategy, the former entered Hungary (acquiring Dunaharaszti), while the latter started production in the Polish market (acquiring E. Wedel). Two years later, Pepsi entered Coca Cola’s CEE base -- the Hungarian market -- by investing in a local leading producer (Fovarosi) and improving its distribution network.

In sugar, the small Austrian producers Agrana and Ostzucker acquired control of Hungarian producers Peohaza and Kaposvar, respectively, in order to decrease Hungarian competition in the Austrian market. Similarly, Eridania (Italy) and Begin Say (France) acquired sugar refineries in Hungary, contributing to decreasing competition among the firms.

Strategic investments aimed at pre-empting competitors in securing access to natural resources took place in the paper and pulp sectors. The acquisition of local plants has entailed control over new raw material sources. American and Scandinavian MNEs have been most successful (International Paper Inc. (US), Trebruk AB and Intercellulosa AB (Sweden) all invested in Poland). 
In the CEE markets of soap and detergents, Unilever has acquired Polish and Romanian producers with the aim of fighting the dominant influence in the area by Procter&Gamble, present in Czech republic, and Colgate-Palmolive Co., already established in Romania, Poland and Hungary.

Competition in the telecom sector confirms the strategic perspective that investors take and cannot be seen separate from competition in the global scene. In the sector where the sunk investments in knowledge and technology have reduced the entry costs to zero, first mover positions are crucial, since local markets support only few competitors. Alliances among firms are common to assure common technical standards, manage risk, and improve positions vis à vis governments.

In some cases, besides the market leadership opportunities and the production cost savings, the strategic motive has been the elimination of former or potential competitors.

In the sugar sector, the small Austrian producers, Agrana and Ostzucker, acquired the control of the Hungarian Peohaza and Kaposvar, respectively, in order to decrease Hungarian competition in the Austrian market. Eridania (Italy) and Begin Say (France) have carried out together the acquisition of sugar refineries in Hungary. This joint initiative has contributed to relax competition between each other.

Hungarian industry of vegetable oil is controlled by Ferruzzi (Italy). The former local rival, Cereol Holding now enjoys a monopolistic position in the purchasing, procurement, marketing and exporting of seed.

The sub-category of strategic investments aiming at building a "commercial bridge" to other markets is more common in the CEE region. Foreign invested firms may be a platform for producing and exporting products to other CEE markets or to the EU. A few Japanese and South Korean enterprises use the preferential treatment accorded to CEECs by the Association Agreements for the penetration of EU markets. This type of investments is particularly important for increasing CEE export potentials and for fostering regional integration through trade. The following are examples of investments aimed at supplying beyond local markets:

In inorganic basic chemicals, CS Cabot -- a producer of carbon black for tyres originating from the North American firm Cabot and the Czech company Deza – gained dominant market shares not only in the Czech market, but also in those of other CEECs and in Russia.

In domestic appliances, Samsung (South Korea) took control of Calex (a Czech industry leader) both to supply CEE markets and to export to EU markets.

In cement, the German-Belgian presence in Poland (CBR-Heidelberger), not only aims at supplying the large Polish market, but also represents a first step towards entering the Russian market. The French leader Lafarge Coppées is planning to export the output of the new subsidiary Kujawy (Poland) to Germany and Central Europe.

In the automotive industry, the investments by large EU car manufacturers were partly motivated by the future option to use the region as a market base for further expansion in markets of the former Soviet Union, as especially Russian markets were seen as to unstable to penetrate directly. 

In the food sector, the acquisition of ZPC San, a leading Polish biscuit producer, by United Biscuits, the British snack food manufacturer, aimed at establishing a platform for sales in Ukraine and Belarus.

A particular category of strategic investments consists of those that follow large clients in domestic markets to their foreign production sites. Such investments are most common in sectors where supplier relationships are important, i.e. specialised supplier sectors and to some extent traditional sectors. 

In the automotive sector, major car producers were followed into the region by their suppliers, as the required quality often could not be supplied by local component manufacturers, and importing components is costly. Many Italian and German firms followed Fiat to Poland and Volkswagen to the Czech Republic. Ovatex, an Italian producer of textiles for cars, followed Fiat to Poland. Market leaders Bosch and Varta are other examples of component suppliers who set up production sites close to their customers.

In banking, follow-the-client motives have initially been important for FDI undertaken by many EU banks. Although most banks investing in the region clearly did so for market-seeking reasons, serving primarily Western clients present in the region in the early transition period has constituted an important entry strategy. Especially smaller banks made use of this strategy, e.g., Banca Popolare Veneta followed Italian SMEs in the leather and clothing sectors from Veneto to the Czech Republic, Hungary and the Slovak Republic.

3.3 Efficiency-seeking investments

A large number of investments in the CEECs has been undertaken by motive of cost minimisation. Investors take advantage from the exploitation of existing know-how, just transferring up-dated technologies and employing cheap and sufficiently skilled labour forces. The resulting competitive advantage can be spent both in home and foreign markets if local production can be adapted to international conditions. This type of investments has been most numerous in supplier-based and labour-intensive sectors, and many SMEs have invested in the CEE region with the exclusive purpose to re-import the total production in the home markets. The efficiency-seeking FDI has important implications for technological transfers - as local production needs to comply to international standards - and for improving the export potential of CEE firms.

Although many SMEs invest in the region purely for efficiency-seeking reasons, larger MNEs also invest in order to minimise cost, but often combined with market-seeking reasons. They do so through greenfield investments, acquisitions and joint ventures.

 
In clothing, Lee Wrangler and Levi Strauss, two leading jeans manufacturers, started to produce directly in Poland establishing green field plants both for CEE and EU markets. Adolf Ahlers AG (Germany) established a joint venture in Poland to produce intermediate goods and final products for the German headquarters from where raw materials are supplied, an example of outward processing trade (OPT). Marzotto and GFT (Italy) have invested in the Czech Republic for similar reasons; both firms are currently engaged in restructuring the acquired firms and fostering local production.

 
In the high-tech sector, a number of firms have included the CEE region in their global organisation of production. Siemens (Germany) produces electronics, computers and measuring equipment in Poland (Elwro ATM) and in Croatia. Bull (with Videoton) produces computer and office equipment in Hungary. These investments are not only aimed at the growing local markets, but integrate local production in international production systems. Similar motives inspired IBM’s growing involvement in its Hungarian disk-driver plants.

 
In domestic appliances, investments by Siemens in Poland (e.g., Bosch-Siemens-Hausgeraete GmbH producing washing machines), Philips in Poland (Polam-Pila), Whirlpool in the Slovak Republic (Tatramat), and Legrand in Hungary (Kontavill Kontaka Rt) are at least partly motivated by the favourable costs of production at their respective sites. Illustrative is the involvement by three Italian investors, typically more focused on cost-saving strategies; Zanussi invested in Hungary (Lehel Hutogepgyar KFT), Candy in the Czech Republic (Romo) and Eureca entered Bulgaria (Eureca). 

In other cases, de-localising production has been linked to facilitating access to natural resources. Apart from low-cost supplies and transportation cost gains, the resulting vertical control stabilises the provision, and circumvents physical or legal constraints.

In the furniture sector, most top German firms have made acquisitions in Poland, including Franke Holding, Flair Polstermoebel and Jockernhoefer Verwaltung. Also the Swedish firms Swedwood (Ikea) and Lewandowski have invested in Poland, while the Danish firm Flexa Mobler has invested in Estonia. These investments are motivated predominantly by the desire to establish low-cost production sites close to important supplies of wood.

In the pulp and paper industry, the Swedish establishments Intercellulosa and Trbuk in Poland, and the Finnish investments in Estonia, aimed at acquiring greater control over upstream activities and markets for wood.

3.4 The actors

The investor's dimension is an important factor for explaining different strategies and approaches to local partners and markets. Large multinationals have invested in the region primarily for market-seeking and strategic asset-seeking purposes. The entry has been often channelled by the privatisation of state-owned enterprises Whenever the MNEs have been looking for efficiency gains, they have preferred more stable and large countries. The large MNEs have been the major responsible for the introduction of new products, higher quality standards and increased variety. Spill-overs to the local production systems include technological innovation and aggressive marketing strategies. The investments in large-scale production sites have carried the necessary capital and technology, integrating the local plants in the international production system. At firm level, the restructuring has taken the form of complex organisation and new methods of management.

Among small and medium-sized firms efficiency-seeking investments have been more common, often irrespective of the degree of economic progress of targeted host countries (e.g. Albania or Romania). Thus, small firms in the textiles, clothing, footwear and agro-industries have also entered smaller countries and less stable regions. Agglomerations of firms have emerged in, for example, Gyor, Pécs, Szekesfehervar, Tatabanya in Hungary; Katowice, Opole, Bydgoszcz in Poland; Hradec Kralové, Jihlava, Liberec, Ostrava in the Czech Republic; and Arad and Timisoara in Romania. They have created “proto-industrial networks” that appear to result spontaneously from active local entrepreneurship, and a convergence of interests between entrepreneurs and the local administration. Small foreign investors frequently have a substantial presence in these regions. In some cases, groups of small EU firms have moved together from the same origin region towards the same location, benefiting from mutual externalities. Through FDI diffusion of successful models of production organisation has occurred, such as industrial districts of SMEs involved in complementary activities at various stages in the value chain. The involvement of SMEs has resulted in the transfer of simple but efficient production methods and technologies, frequently incorporated in machinery. In the more traditional sectors the investments have improved quality standards.

4 Policy perspectives

The first three sections discussed how favourable environmental conditions in host country and its good political dialogue with the home country can influence the firm strategies and can determine origin, direction and type of investment. In this section the crucial role played by the governments will be discussed. Not only are certain policies, such as privatisation and liberalisation policies, a determinant factor per se, many other factors identified in the previous paragraphs are affected by the governmental institutions. This section will discuss the three major actors on the scene of economic policies in general and investment policies in particular, namely host country governments, home country governments, and the European Union.

4.1 Host country governments

Central and Eastern European governments play a determinant role in influencing the future structure of the local industrial system and the nature of the technological transfer that is the expected consequence of FDI activities. They can use several instruments to reach this purpose. Most of them are currently used by CEE governments. Others, however, would need more emphasis. This section examines the most important. 

Both the geographical and the sectoral perspectives have shown that attitudes toward privatisation, including the timing of the sale of state assets and the involvement by foreign investors, has been crucial for the attraction of FDI, the type of investors attracted, the technology transferred in the process and the level of industrial restructuring. The early start in Hungary, and its relatively liberal approach, has been instrumental in establishing its position as a favourite destination for EU investors, not only because of the creation of opportunities but also as a signal of confidence in Hungary's transition process. The Polish government followed a more selective approach, more mindful of the structural impact of FDI on the domestic industrial system; it attracted investments at a later stage. In the other large markets, Bulgaria and Romania, privatisation policies are uncertain and risky, being too late to offer good business opportunities in sectors where first-mover advantages are crucial. Apart from the timing, the government involvement in the privatisation process has been an important determinant of the type of investment attracted and the direction given to industrial restructuring. The decreasing share of FDI in traditional and scale intensive sectors is correlated with the early small scale privatisation, and the privatisation of large enterprises. The few number of foreign initiatives recorded in the high tech sectors can be linked to the fact that strategic sectors, such as telecommunication, have been privatised only recently.

Several favourable conditions have been offered to foreign investors deemed crucial for the restructuring of domestic firms. Such incentives have generally been linked to favourable fiscal conditions, such as income tax holidays, exemption from VAT and import duty, and granted by all CEE governments. For that reason, they have not played an important role in attracting FDI in the region
. In most cases, however,  incentives for FDI have taken the form of anti-competitive market conditions. Guarantees offered to high-reputation potential investors -- often bringing in badly needed technological capabilities -- have been important in telecommunications, paper, cement, utilities, the automotive industry and in chemicals. Favourable privatisation conditions and protection from external competition have been obtained by large foreign investors. Examples can be found in the automotive industries in the Czech Republic and Poland. Other examples are exclusive licensing agreements obtained by investors in the Polish wood sector, and favourable anti-competitive conditions in the Croatian cement industry. 

Apart from the use of competition policies as incentives for investors, the level of competition is a general determinant of the type of FDI attracted
. Large natural monopolies attract a different type of firms than sectors where many small firms compete, in some cases alongside large inefficient firms. As a consequence, the technology and skills transferred by investors differ. In the short run, anti-competitive exemptions may help local governments to attract FDI and specific technologies. However, in the long run, they could frustrate innovation and deter potential new investors. It is important that an appropriate competition policy framework be established in order for the region to continue to attract investors, and to maximise the benefits resulting from FDI.

Also deregulation policies, both of internal markets and of international exchanges, are a powerful determinant of FDI
. One of the factors explaining the relative dominance of investments by large MNEs in the early period of transition is their greater ability to deal with difficult regulatory situations. After this initial period, liberal trade policies, deregulated labour markets and low taxes are likely to have been instrumental in attracting FDI in traditional sectors. A solid regulatory framework is also important as low regulatory standards increase the risk of attracting volatile investments where cost-cutting and outward processing trade are the only investment motives. 

The previous sections describe how various CEECs specialised in certain sectors. This result is due not only to the domestic industrial structure, but also to the intervention of governments. For example, the Hungarian investment and trade agency focuses on electronics, automotive parts and tourism. Sectoral policies are a strong determinant of FDI. Foreign investors may be attracted particularly to such sectors, assisting in their development through the transfer of technological and organisational skills. 

Another important condition for foreign investors that the previous sections put on evidence is the positive  business climate. It includes the regulatory framework for investments, infrastructures, the protection of intellectual property rights in order to attract technologically advanced investors, as well as a reform of the public sectors. An overly powerful public sector may crowd out private enterprises, including foreign investors. The transparency of government decision-making process is another crucial factor, being unpredictability or even corrupt practices a strong disincentive for investment. 

Finally, the importance of the financial sector for foreign investors should not be forgotten, both as an essential part of the business infrastructure, and as an important measure of the health of emerging economies. Re-capitalisation and the establishment of solid regulatory frameworks in the banking sector are a precondition for the attraction of foreign banks. Foreign investors are important for restructuring the sector and introducing new products. In Romania, Bulgaria and the Slovak Republic, the situation with respect to financial markets is particularly critical.

4.2 Home country governments

Home country governments unwittingly influence FDI in the sense that they impact the investor country factors analysed in the previous sections – for efficiency-seeking this is particularly valid with respect to labour costs. However, a positive analysis of host country government policies supporting FDI in the CEE region identifies two elements that go beyond general economic assistance to CEECs, the mandate for which has been transferred mostly to the European Commission:

Bilateral political relationships with selected countries. In a number of cases bilateral relationships have been conducive -- though not determinant -- to large investments by MNEs or "national champions". Political relationships may also foster regional assistance programmes that create favourable environments for investments by clusters of SMEs, often in border areas. 

Financial assistance and loans to prospective investors in the CEE region. Supporting firms in the development of their activities in the CEE region has become increasingly important in the EU. Especially the German government has supported the involvement of domestic firms in almost all key sectors. Its policies have contributed to the widespread involvement of German firms in the area and their dominant position in almost all CEECs.

4.3 The European Union

The European Union is deeply involved in promoting the economic and political integration with CEECs, including through FDI. EU actions have been critical in encouraging economic integration through investment, and will continue to play a major role in the future.

According to the previous analysis the progress in the transition process has represented one of the leading determinants of FDI, stabilising the local political climate and creating the conditions for deepening bilateral relationships. Since 1989 the EU and its members have begun substantial co-operation activities in the region.. The political dialogue in the framework of the Europe agreements creates indirectly positive externalities for European investors in the region. As political stability is a prerequisite for larger, capital and technology-intensive investments. As a result of such stability Poland, Hungary, and the Czech Republic are among the top most attractive investment locations on the Continent. 

FDI benefits from relaxing the tariff and non-tariff barriers to trade, implementing trade and investment agreements and removing bureaucratic obstacles to economic integration. Having lost their main export markets with the dissolution of the CMEA and their main source of financial support, the CEECs turned to the EU to become its main trading partner for its significant absorption capacity, the technological and managerial capabilities of European enterprises and the declared financial commitment to support the transition. The Europe Agreements envisage full market access for industrial products and improved market conditions for agricultural trade. The deepening of trade relations, given the asymmetric characteristic of the tariff relaxation, is improving the prospects for FDI that originates trade. Patterns of reciprocal trade change. Ceteris paribus, efficiency seeking FDI, aimed at re-exporting output to the EU markets, generates intra-industry trade and production de-localisation in the more traditional sectors. In sectors with a high content of imported inputs, given lower tariffs, further market-seeking FDI will be attracted, mostly from large firms with high economies of scale. 

EU is supporting the transition by providing technical assistance, loans, infrastructure development assistance and stimulating co-operation among firms. 
 Although these actions are not specifically aimed at promoting FDI, they influence the attractiveness of local business climates for foreign investors. EU assistance has entry-cost reducing effects when it improves local infrastructure and facilitates networks of firms. This works in favour mostly of SMEs, rather than large MNEs that have autonomous capabilities to invest in infrastructure or to negotiate with local governments to provide favourable structural conditions. By contributing to upgrading the education EU assistance facilitates investor's search for local skilled workforce and managers.

As observed, economic and investment policies pursued by host countries are important factors for foreign investors. The benefits resulting from investments and their sectoral impact will depend on the strategies pursued by investors. 

The prospects for future accession to the EU makes the candidate countries very attractive. The patterns of FDI in the CEECs are increasingly affected by the move towards accession of some of those countries within the EU. The enlargement is becoming an important issue in two respects: it will improve political and social stability and it will accelerate structural economic reforms to converge towards EU standards. With Agenda 2000 the Commission recommends that accession negotiations start with Hungary, Poland, Estonia, the Czech Republic and Slovenia. Only these countries will satisfy all conditions of membership in the medium term. A reinforced pre-accession strategy has been proposed, including the adoption of all elements of the European internal market legislation, the resolution of outstanding border disputes with neighbours, the strengthening of administrations and institutions and the strengthening of investment in business and infrastructure. The stabilising effects of these actions, according to the previous analysis, will positively influence FDI. 

With respect to foreign direct investment in the region, the accession negotiations can be seen as a further opportunity for the EU to assist future members in developing economic and regulatory environments that are favourable to FDI. The elements influencing investment discussed in the section on host country policies will all be part of the discussions on accession, and the EU guidance may be especially fruitful with regard to legal frameworks, competition policies and improvements in financial markets.

However, having created two groups of countries, by separating the five countries ready for negotiations from the others entails a serious risk of "champions and losers", at least in the short and medium term. Highly qualified FDI in terms of job-creating potential and technological impact will continue to flow to the core CEECs, especially the Visegrad group. The peripheral regions will encounter greater difficulties. The FDI that they will be able to attract is likely to be limited to more volatile efficiency-seeking investments with a high concentration in labour intensive sectors, a lower technological content and lower capital requirements. 

Strengthening integration and creating an internal pan-European market is an essential step towards creating economic prosperity and social stability throughout the continent. FDI is an important component of the industrial development of the CEECs and a crucial vehicle of integration between the EU and the CEE region. The dynamics of centres and peripheries could create differences that may become serious obstacles to the full exploitation and equal distribution of potential benefits of integration. It is most desirable that the accession policy should ensure that the level of investment attractiveness of all recipient countries develops as uniformly as possible, and that its structural assistance to countries not belonging to the first group is equally effective, by including elements specifically aimed at improving the investment climate.
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� See Hunya (1997), Dunning (1993) and EBRD (1994)


� Lankes and Venables (1996), Mutinelli and Piscitello (1997), Genco et al. (1993), Woodward et al. (1997).


� The complete report , see S, Alessandrini et al. (1997), includes a wide database and presents a comprehensive overview of the FDI phenomenon (geographical patterns, number and value of the initiatives, comparison with  non European investors). It contains an in-depth analysis of FDI patterns in fourteen different sectors. The investment climate and prospects in each host country have been evaluated looking at the characteristics of the most attractive sectors, at the nature and average dimension of investments and at other indices. Besides the co-ordinator and the authors, C. Altomonte, A. Brugnoli, T. Fabbris, M. Marra, D. Revoltella, A. Rossi have carried out the research.


� The rank of the investor countries is different when one considers the total value of the initiatives. Germany still comes first, being responsible for 43 per cent of the European outflows of capital into the region. It is followed by the Netherlands (11 per cent of  total outflows) and Austria  (9 per cent). Italy comes fourth, . 


� Total number of initiaves may not coincide with that recorded in other tables because of  the presence of missing values in the database.


� Manufacturing activities have been grouped by homogeneous sectors according to the Pavitt classification. See Pavitt (1984). See also the methodological note in Alessandrini et al. (1997), for  a detailed classification of each four digit NACE sector.


� See Resmini (1998) and Altomonte (1998) for a more detailed analysis of sector specific effects.


� Market seeking investment aims at serving local markets through local production and is motivated by growing markets. Further reason may be  better adaptation to local tastes, standards and  marketing procedures, savings in transportation costs, exploitation of economies of scale or the circumvention of  trade barrier.  Efficiency seeking FDI is motivated by cost minimisation through  access to cheaper factor of production or technological capabilities. See Dunning (1993).


� This is a convenient adaptation of the several classifications that one can find in the literature on FDI. See Dunning (1993b), chp. 4, and Ruffin (1984). 


� See Blomström and Kokko (1996).


� See Ruffin (1984). 


� See Van Wijnbergen (1992) and Carlin and Mayer (1992).


� See Woodwark et al. (1997) and Lankes and Venables (1996) or EBRD (1994) for a survey on recent works on this topic.


� See Markusen (1995), Helpman (1985).


� See WTO (1996), for a good survey on this subject.


� Assistance is provided mainly through PHARE, as well as through loans from the European Bank for Reconstruction and Development and from the European Investment Bank with the aim of reinforcing the institutions and the administrations of the transition countries and undertaking substantial investment in critical sectors for the development of private entrepreneurship.
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