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As the drama in the East continues to unfold, the situation calls for continuing
assessment and reassessment. The dust has not settled from the major upheavals
of the turn of the decade, but some of the contours of the new landscape are
beginning to be discernable. In any assessment of the emerging role for foreign
direct investment (FDI) in the Eastern economies, it is important to distinguish
the potential from the actual. This article will first set forth the ex ante, the
desired, role for FDI, which provides the rationale for it as an important element
in the transition. It will then use this as a framework for analyzing—in a neces-
sarily preliminary way (through 1992)—the ex post actual role of FDI.
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Improvement in the operational efficiency of enterprises has, however, been
one of the major aims of Eastern privatizations. If financing is through portfolio
rather than direct investment, potentially beneficial effects on the management of
the assets are more likely to be diluted. Ways in which FDI can act as a channel
for the introduction of new managerial functions and techniques were already
discussed. Direct investment can also raise the efficiency of operations by intro-
ducing new productive technology, providing links to new markets and, perhaps
most importantly, subjecting Eastern managers to the discipline of commercial
rather than administrative criteria.’* Hence, the influence of TNCs on the man-
agement of privatized state enterprises can accelerate their restructuring.

Whether FDI can exercise these potential effects on the efficiency of enter-
prise operations depends much upon the nature of privatization. Privatization
programmes have varied considerably among the Eastern countries." The politi-
cally more popular mass distribution of state-owned assets to the citizenry, by
means of various voucher schemes and often through the intermediation of
newly created investment funds, tends to restrict the participation of foreign
investors and hence the potential effects of FDI on enterprise behaviour.'? It is
in those cases (most notably the former German Democratic Republic and
Hungary) where state assets have been sold off that FDI is accorded greater
scope.'s So-called “spontaneous privatizations” have also provided the opportu-
nity for TNCs to undertake major acquisitions even in countries (e.g. the former
Czechoslovakia) that have otherwise favoured mass privatization schemes.

The development of a significant private sector hinges not only on the dena-
tionalization of state-owned assets but also on the creation of new assets through
the growth of private enterprise. The initial, joint-venture phase of FDI in the
Eastern economies created entities that were legally independent but operated for
the most part within the administrative and operational framework of the local part-
ner, state enterprises. They served, however, to initiate the process of evolution of
the hitherto solely state-owned sector towards a more mixed ownership structure.
More recently, a second phase, where the acquisition of state-owned assets became

13 Through, for example, “hard” rather than “soft” budget constraints in the conceptualiza-
tion of Janos Komnai (1980).

14 Reference is here is to “large” privatizations. David Stark (1992) provided an interest-
ing framework for comparative analysis.

15 Foreign direct investment may, however, play a part in the distribution scheme itself.
For example, an Austrian bank, Creditanstalt, has set up one of the larger investment funds in
the Czech Republic.

16 Kalman Mizsei (1992) discussed the relationship between privatization and FDI in the
context of Poland and Hungary.



possible, has enlisted FDI in privatization of a more direct nature and on a larger
scale. A third phase, already legally open, will engage foreign firms increasingly in
the task of establishing entirely new (“greenfield”) investments,

Economic restructuring

If FDI can thus help to move the ownership structure of the economy from
preponderant state ownership towards a more desirable mix, it can also assist in
another form of transitional restructuring. This is the restructuring of produc-
tion, away from a pattern similarly dictated by past, political-ideological priori-
ties towards a structure more firmly based on economic realities. While indus-
trial restructuring is the primary objective, other sectors also come into play.
Moreover, restructuring should not be regarded as a task limited to the transi-
tion, but an on-going one.

The enormity of the task and the difficult and costly political and social
adjustments that accompany economic restructuring were stressed earlier.
Foreign direct investment can potentially facilitate restructuring by easing some
of the domestic constraints that slow its progress. The most obvious of these is
the capital constraint. Capital requirements are enormous and domestic
resources arc inadequate; they have been reduced by recession and stretched by
the multiple tasks of the transition.'” In such circumstances, the impact of exter-
nal capital is enhanced, especially if it can be directed to areas where expected,
immediate returns from additional investment are high, such as incomplete
investment projects inherited from the previous period (if they are economically
sound). Takeovers of existing plant and distribution networks will not increase
the net capital stock of the host country unless accompanied by additional, capi-
tal-creating investments.

Much has been made in the Western literature of the role of FDI as a chan-
nel for the international transfer of technology. This hinges on the notion that
proprietary rights can be better safeguarded and more profitably exploited if
technology is kept within the firm rather than leased or sold.” The acquisition of
Western technology has been the primary objective of Eastern policy favouring
FDI. It is arguably even more important now, in the transition, given the scale
of the currently envisaged restructuring and the notable failure of earlier efforts
to close the technology gap.

17 See Zoethout, 1993, for a discussion of the capital requirements of the transition.

' For example, John Dunning’s well known analysis of TNCs is significantly based on
this idea; see Dunning, 1981,



Trends are mixed, as table 2 shows. The further growth of FDI flows to the
area in 1992 suffered major shocks with the disintegration in 1991 of economies
demonstrated to be of particular interest to foreign investors: the former Soviet
Union and the former Yugoslavia (and in the case of the latter, the outbreak of
civil war). On the other hand, there was a notable increase in flows to the
Central European countries, and there is reason to believe that the pace of FDI
in Poland will quicken in 1993.2* The negative impact of the break up of the for-
mer Czechoslovakia at the end of 1992 is, however, still to be fully revealed.

Table 2. Estimated flows of foreign direct investment in
Central and Eastern Europe, 1990-1992°
(Million dollars)
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Sources: Same as table 1.
* As in table 1.
® 1991 data for the former Yugoslavia represent the first four months of that year.

Why these disappointing results? Certainly, inadequacies and other negative
features of the regulatory framework (including regulations and procedures gov-
emning not only the initial investment but also subsequent operations, taxation of
revenues and transfer of funds abroad) are a factor—but not the principal one. The
institutional legacies of the past, such as the lack of developed input markets and
infrastructural deficiencies in areas such as banking and communications have



also been important deterrents. Surveys show, however, that investors have been
most concerned about the high degrees of political and economic instability, poli-
cy uncertainty and consequent risk that they face in most countries of the region.”

The uncertainty and risk are augmented by the evident absence of a broadly
based public opinion in the host countries in favour of FDI. On the contrary,
much of the public looks upon such investment with resentment and suspicion.
These attitudes provide support for those who are philosophically opposed to
FDI or whose interests are threatened by it.

These deterrent factors are well illustrated by the case of the Russian oil
industry, a case that is all the more important because it is so widely regarded as
offering enormous investment potential. Still possessing major, underdeveloped
reserves and long closed to FDI, it presents to Western oil companies a kind of
last frontier, Moreover, the sharp fall-off in Russian oil output since 1988 has cre-
ated a strong need for inputs of Western capital, technology and know-how.
Despite this potential and despite high expected retuns from oilfield operations,
actual FDI in Russian oil has been negligible and most has been in service con-
tracts for the workover of existing fields in partnership with Russian enterpriscs.
This seems likely to remain the case, so long as political instability continues to
generate great policy uncertainty about the future development of the industry and
hence high risks to investors.”

Investor response to such uncertainties has been to postpone investment
projects, to withdraw from negotiations, or to leave negotiated commitments
unrealized. Those investors that have proceeded have typically sought to reduce
their exposure by minimizing their “upfront” capital investment and by making
their contributions in kind rather than in cash, or indirectly in the form of loans.
Governments in turn have sought to offsct the risks that investors face by
putting into place official insurance programmes (especially against political
risk), but to little effect.

2 Survey data indicate the importance of these factors. For investor attitudes towards the
area’s economies in 1992, see Business International, 1992. See Sherr et al. (1991) and
McMillan (1991) for surveys ol investor approaches to the Soviet economy. For a general dis-
cussion of the obstacles to FDI in the former Soviet Union, see IMF et al. (1991), especially
vol. 2, p. 751 and, for Central and Eastern Europe, Artsien et al., (1993),

¥ Optimistic articles occasionally appear in the business press. These are based on
investor interest, not action. They sum up all of the potential investment projects to impressive
foreign investment figures but ignore current realities. Sce, for example, “Investors see a new
star rising slowly in the East”, Financial Times, 5 January 1993, hased on a report in The East
European Investment Monthly (New York), or “Oil boom in CIS may attract $85 bin”,
Financial Times, 5 May 1993, quoting East-West Investment (Geneva).



The case of Hungary is the exception that also helps to prove the point.
Hungary, one of the smallest of the regional economies, has attracted by far the
largest amount of FDI. This is generally explained in terms of Hungary’s advan-
tages of national unity and political stability in comparison with its neighbours.
Moreover, its relatively progressive history of reform in the communist period
left Hungary with the positive legacy of a more investor-friendly business envi-
ronment than found elsewhere in the region.

Conclusions

The transition in Central and Eastern Europe has created significant oppor-
tunities and requirements for FDI, However, at least in its initial phase, the
political, economic and social instability that has accompanied the transition has
motivated many investors to take a cautious approach and even to abandon or
postpone investment projects.

There is therefore an incongruity between the expectations of transition
managers regarding the role that FDI would play in restoring growth and
restructuring their economies, and the perceptions of many potential investors
of the associated risks and returns. Investment flows to the area, in the crucial
first years of the transition, have as a result generally not been of the magni-
tudes required for FDI to ease domestic resource constraints sufficiently to have
an appreciable impact on progress towards a market-based economy. In most
cases, the FDI stock is a negligible share of GDP. The sectoral distribution of
FDI has been uneven, however. It has been concentrated in a few industries
(e.g. automobiles, food processing, hotels and restaurants, business services)
where its impact is therefore far greater than the average.

Only in Hungary, and perhaps also in the Czech Republic, had FDI by end-
1992 attained magnitudes where it might be said to be playing a significant role in
economic recovery and transformation. In Hungary, the ratio of FDI stock to GDP
in 1992 is estimated to have attained 8.6 percent.® It is not at all clear, however,
that future flows to Hungary will continue at past levels, To date, foreign acquisi-
tions of major shares in leading Hungarian enterprises have accounted for the bulk
of FDI inflows. That phase of privatisation now appears to be ending in Hungary,
and with it Hungary’s favourable treatment by foreign investors.” Greenfield

# Calculation based on PlanEcon GDP projection for 1992,

77 This was affirmed by Lajos Csepi, head of the Hungarian State Property Agency, who
was quoted as adding that many of the best companies have now been privatized. See
“Privatisation before restructuring says Bank”, Financial Times, 26 April 1993, and “Hongrie:
privatisation populaire”, Les Echos, 24 April 1993.



investments will now have to take up the slack, and few such investments on a
major scale have been made in Hungary or elsewhere in the region.

In the communist period, FDI was fundamentally limited by the institutional
characteristics of the system, even when official policies favourable to it had
been adopted. In the post-communist period, the remnants of that system, com-
bined with the political, economic and social problems associated with its
replacement, continue to create conditions that hold the actual level of FDI well
below the desired. It now seems increasingly unlikely that FDI will play the
important role in the Eastern transition that was originally envisaged for it. M

References

Artisien, Patrick F. R., Rojec, Matija and Marjan Svetlicic, eds. (1993). Foreign
Investment in Central and Eastern Europe. London; Macmillan Press.

Behrman, Jack N. (1984). Industrial Policies: International Restructuring and
Transnationals. Lexington, Mass.: Lexington Books.

Business International and Creditanstalt (1992), /992 East European Investment
Survey. Vienna: Business International.

Dunning, John (1981). International Production and the Multinational Enterprise.
London, Boston: Allen & Unwin.

Grosse, Robert E. and Jack N. Behrman (1992). Theory in international business.
Transnational Corporations, 1, 1, pp. 93-126,

Grubel, Herbert G. and Peter Lloyd. (1975). Intra-Industry Trade: The Theory and
Measurement of International Trade in Differentiated Products. London:
Magcmillan Press.

Hertzfeld, J. (1991). Joint ventures: saving the Soviet from perestroika. Harvard
Business Review, 69 (January-February), pp. 80-91.

Holzman, Franklyn (1976). International Trade Under Communism. New York: Basic
Books.

Imse, Anne (1993), “American know-how and Russian oil”, The New York Times
Magazine, 7 March, p. 28.

International Monetary Fund, World Bank, OECD, EBRD (1991). A Study of the
Soviet Economy. three volumes, Paris; OECD Publications.

Islam, Shafiqul and Michael Mandelbaum (1993). Making Markets: Economic
Transformation in Eastern Europe and the Post-Soviet States. New York:
Council on Foreign Relations.



Kornai, Janos (1980). The Economics of Shortage. Amsterdam: North-Holland,

Levcik, Friedrich (1991). The place of convertibility in the transformation process. In
Currency Convertibility in Eastern Europe. J. Williamson, ed., Washington,
D.C.: Institute for International Economics, pp. 31-47.

McMillan, Carl (1987). Multinationals from the Second World. London: Macmillan
Press.
(1991). Canada-USSR Joint Ventures: A Survey and Analytical Review.
Toronto: Canada-USSR Business Council.

(1993). Foreign direct investment flows to the Soviet Union and Eastern
Europe: nature, magnitude and international implications. Journal of
Development Planning, 23, pp. 305-325.

Mizsei, Kalman (1992). Privatisation in Eastern Europe: a comparative study of
Poland and Hungary. Soviet Studies, 44, 2, pp. 283-296,

Muirell, Peter (1991). The effect of (the absence of) multinationals’ foreign direct
investment on the level of Eastern European trade. Economics of Planning, 24, 3,
pp- 151-60.

National Bank of Hungary (1991). Annual Report. Budapest.
PlanEcon (1992) PlanEcon Reports. Washington, D.C.: PlanEcon.

Polk, Judd, Irene Meister and Lawrnece Veit (1966), U.S. Production Abroad and the
Balance of Payments. New York: National Industrial Conference Board.

Sherr, Alan B. et. al., eds. (1991), International Joint Ventures: Soviet and Western
Perspectives. New York: Quorum Books.

Stark, David (1992). Path dependence and privatization strategies in East Central
Europe. East European Politics and Societies, 6, 1, pp. 17-54.

Thurow, Lester (1992). Head to Head: the Coming Economic Battle Among Japan,
Europe and America. New York: Warner Books,

United Nations, Transnational Corporations and Management Division (TCMD)
(1992). World Investment Directory: Volume I, Central and Eastern Europe.
Sales No. E93.ILA.1.

United Nations, Economic Commission for Europe (1992). Economic Bulletin for
Europe, 44.

United States Department of Commerce (1958). The Climate for Foreign Direct
Investment. Washington, D.C.: Government Printing Office.

World Bank (1992). Foreign Direct Investment in the States of the Former USSR.
Studies of Economies in Transformation Paper No. 5 (Washington, D.C., The
World Bank).



Yang, Canlong (1993). Wholly foreign-owned enterprises: benefits and recommenda-
tions. Paper presented to a UNDP-sponsored seminar at the Research Institute for
Intenational Economic Cooperation, Ministry of Foreign Trade and Economic
Cooperation, Beijing.

Zoethout, Tseard (1993). Financing Eastern Europe’s capital requirements. RFE/RL
Research Report, 2, 7.





