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Evangelos Siskos (Greece), Konstantia Darvidou (Greece)

ANALYZING THE FDI DYNAMICS AND
THE INVESTMENT CLIMATE IMPACTING
THE ECONOMIC DEVELOPMENT OF BSEC

Abstract

The paper concentrates on the analysis of inward and outward FDI in the BSEC countries, their struc-
turing by countries of origin and destination, and how the investment climate (in particular eco-
nomic freedom and economic development) affects the actual FDI influx in the region. The BSEC
countries became considerably attractive for FDI at the beginning of the 2000s, and now they receive
about 4% of the world FDI. All the BSEC countries are net recipients of FDI, but some of them also
actively invest abroad. Most FDI to the region originates in Europe. FDI is the most important for
several small BSEC economies, especially in some periods when they made a significant contribution
to capital formation. Despite a temporary increase in imports, FDI also helped to stabilize the bal-
ance of payments. Most BSEC countries usually outperform average countries worldwide by trade
freedom, low tax burden, fiscal health, financial freedom, property rights, and low inflation. However,
this group of countries is quite diverse by particular indicators. Corruption and excessive regulations
often act as the drawbacks for the investment climate. The overall economic freedom and low tax
burden are the strongest determinants of inward FDI to the BSEC countries. Improving the overall
economic freedom, protecting property rights, and better control over government spending are the
most crucial for stimulating economic growth. Economic growth and trade freedom are less impor-
tant factors for FDL

Keywords foreign direct investments, investment climate, Black Sea Economic
Cooperation
JEL Classification F21, F23, P44, P45

Eanrenoc Cickoc (Ipenis), Koncrannia Japsigy (Iperis)

AHAI3 IMHAMIKM MPAMMX IHO3EM-
HUX IHBECTMLIN TA IHBECTULIMHOIO
KNIMATY, LLIO BMJIMBAE HA EKOHOMIY-
HWUM PO3BUTOK YEC

AHoTaujiA

CraTT4 30cepe/kKeHa Ha aHasIi3i BHyTpilHix Ta 3oBHimHix I1II B kpainax OYEC, ix cTpykTypyBaHHA
3a KpalHaMJM IIOXOJKEHHs Ta IIPU3HAYEHHsS, a TAaKOX SAK IHBeCTMLiHMII KiiMaT (30Kpema
eKOHOMIYHa CBOOOZA Ta eKOHOMIUHMIT PO3BUTOK) BIUIMBAE Ha daxtianuit npuwms I1II B periowi.
Kpaiun OYEC cranu 3naynHo mpusabmvBumy ajst I11I Ha modyarky 2000-x pokiB, i 3apa3 BOHM
OTPUMYIOTh 6/113bK0 4% cBitoBux ITII. Vi kpainu OYEC e unctimu ofepsxysadamu 111, ane pesxi
3 HJX TaKOX aKTMBHO iHBeCTYIOTb 3a KopaoH. binburicte ITII B perioni 6epe cBiit mouaTok B €BpoIIi.
III e HaliBaXX/IMBIIINMY YIS ieKinbKox Manux ekoHoMik OYEC, oco6mmBo B feski mepionn, Ko
BOHM 3pOOVIIV 3HAYHNIT BHECOK y popMyBaHHA Kamitany. Hesaxkaroun Ha TMMYacoBe 30i/IbIIeHH
imnopty, IIII Takox momomornau CTa6iJIi3yBaTI/I IIaTDKHMI 6anaHc. BinpmiicTs kpain OYEC
3a3BMYAll IePeBEpPIIYIOTh CepefHi KpaiHu y CBiTi 3a CBOOOHOI0 TOPTiB/I, HM3BKMUM IOJATKOBUM
HAaBaHTAXeHHAM, icKambHIM 370pOB’ M, GiHaHCOBOIO CBOOOJIOI0, TPaBAMM BIACHOCTI Ta HU3BKOIO
indnaniero. OpHak, 14 rpymna KpaiH JOCUTb pi3HOMaHITHa 3a IeBHMMU NoKasHyKamu. Kopymuisa
Ta HaJMipHe pery/l10BaHH:A YacTO BUCTYMAIOTh Hefo/liKaMy /1 iHBeCTULITHOTO K/IiMaTy. 3araabHa
eKOHOMiYHa cBOOOJa Ta HU3bKE IOfJaTKOBE HABAHTAKEHHS € HAVCMIbHIIIMMM (BaKTOpamy, Lo
BrumBaioTh Ha npami ITII go xpain OYEC. IoninuenHs 3araibHoi eKOHOMIYHOI cBOOOAN, 3aXVCT
IIpaB BJIACHOCTiI Ta KpalMii KOHTPONb 3a JAEP)KaBHMUMM BUTPATaMU € HANBaKIMBIIUMU [/
CTUMY/TIOBaHH €KOHOMIYHOTO 3pocTaHHA. EKOHOMiuHe 3pocTaHHA Ta cBOOOJA TOPTiBIIi € MeHII
BaxmBuMu akropamu ana IIII

KawouoBi ¢cz10Ba npsAMi iHO3eMHi iHBeCTuIi, iHBeCTULiHMIT K1iMaT, YopHOMOpChKe
€KOHOMIiYHe CIiBpOOITHUIITBO
Knacudikauia JEL F21, F23, P44, P45
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INTRODUCTION

BSEC (the Black Sea Economic Cooperation) unites countries of various development levels, with cross-mem-
bership in other blocs, net FDI recipient countries, and countries that are both active recipients and exporters of
investments. The organization consists of both countries located at the Black Sea shore and other neighboring
states interested in cooperation within a wider Black Sea area. Some investment projects are of mutual geopoliti-
cal interest, but competition between the member states also exists. Despite the existence of intra-bloc FDI, most
foreign investment comes from the outside, but still mainly from Europe.

The research on FDI in the BSEC countries mainly concentrates on trends, determinants, and effects of FDI, but
usually, the analyzed countries fall into different groups in another way. And selecting the analyzed period may
also influence the results.

This paper is devoted to the analysis of inward and outward FDI in the BSEC countries. It studies their structure
by origin and destination, the importance for the economy, capital formation and balance of payments, and how
the investment climate (in particular economic freedom and economic development) affects the actual influx of
FDI in the region.

1. LITERATURE REVIEW

Most works related to BSEC dealt with the overall political and economic and political cooperation or trade issues.
Few papers considered investment trends in the entire regional bloc. More studies analyzed FDI in BSEC indirect-
ly: either by addressing individual member states or similar groups of countries consisting partially of the BSEC
states (the CIS, Southeast Europe, etc.).

Handjiski (2009) said that Southeast Europe had lower investment rates and FDI than the new member states of
the EU representing Central Europe and that the investments had started to increase only in the previous few
years there. There were structural disproportions in investment in favor of construction instead of machinery and
equipment, and only a quarter of investments flowed into the tradable sectors. Most FDI covered privatization
and the purchase of existing assets. And a large portion of FDI came from neighboring countries or European
companies. Troyan (2012) noted that the BSEC countries have low investment flows among themselves, which are
considerably less than the investments among the EU countries.

Papazoglou and Liargovas (1997) explained that the results in attracting foreign capital to the BSEC countries de-
pended on proper timing and forms of privatization, progress in liberalization, market size, trade links, and labor
costs. Christie (2003) used a gravity model to find out that FDI in Southeast European countries was lower than
expected, even accounting for GDP and geographical distances from Western countries. The reason was worse
economic freedom when compared to Central Europe.

Glinavos (2005) studied 6 Black Sea countries (Russia, Ukraine, Georgia, Turkey, Romania, and Bulgaria) to
conclude that they lacked foreign investments apparently because of the failed enforcement of the legislative
framework than due to the drawbacks of the legislation itself. At that time, the region suffered from an under-
developed banking system and communications networks, imperfect taxation and privatization schemes, crime,
poor enforcement for intellectual property rights, complex certification procedures, and a weak legal system.
Nevertheless, many countries primarily tried to raise foreign investments by various incentives and establishing a
specialized government agency. Turkey and Bulgaria were more attractive for investments at that time than other
considered countries.

Botri¢ and Skufli¢ (2006) noted the dependence of inward FDI in Southeast Europe on the completion of the
privatization process, trade regime, and infrastructure density. Salavrakos (2006) pointed at the fact that the
Eastern Europe and Black Sea region did not originally have strong economic links with the developed economies,
which later resulted in lower FDI inflows than those in Central Europe. Also, former links to Greek and Turkish
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capital were re-established in some countries of the region. Vlahinic-Dizdarevic and Blazic (2006) explained spe-
cific trends in FDI in Southeast Europe by privatization and tax incentives besides traditional determinants such
as market size, market growth, economic development level, and institutional development progress. Astrov and
Havlik (2008) noted that the improvement of investment climate would require the settlement of existing frozen
conflicts and better political stability in some BSEC countries. Stoian and Filippaios (2008) showed that Greek
outward investments were mostly directed to similar countries with a small market, open economies, the rule of
law, and a high quality of governance.

Anagnostis (2011) summarized the main determinants of FDI: market size, stable consuming expenses, innova-
tion, and the quality of corporate governance. The main specific factors affecting the FDI influx in Central and
Eastern Europe include natural resources, economic reforms, privatization, and access to the EU market. The
negative factors in emerging economies may comprise bureaucracy, corruption, structural weaknesses, country
risks, macroeconomic imbalances, disruption, and effects of the old economic system, weak capital markets, insuf-
ficient knowledge of the local markets, weak banking system, poor legal infrastructure, illegal activities and the
influence of interest groups on privatization, and sometimes negative attitude towards foreign influence.

Veganzones-Varoudakis, Aysan and Baykal (2011) wrote about convergence in the region in 1992-2005 by control
over corruption, the quality of bureaucracy, the law and order, the internal conflicts, and the ethnic tensions. The
researchers also used a sample of developing economies. They concluded that the overall investment // GDP is
positively affected by the quality of administration (control over corruption, quality of bureaucracy, law and or-
der), democratic accountability (civil liberties, political rights, democratic accountability), and political stability
(government stability, low internal conflict, less ethnic tensions).

Gani¢ and Hrnjic (2019) studied Central and Southeast European countries to identify the determinants of in-
ward FDI. They found no signs evidencing the influence of the business regulatory environment (ease of doing
business). Trade openness and low tax rates also do not guarantee attractiveness for FDI. Nevertheless, they sug-
gest that a further increase in FDI may be stimulated by higher economic growth, political stability, integration
with the EU, and reducing business regulation costs.

Lu, Kasimov, Karimov, and Abdullaev (2020) examined the CIS countries in 1998-2017 to prove that the FDI in
the region positively depended on the availability of natural resources, economic freedom, access to the sea, larger
market size, trade openness, enhanced telecommunications infrastructure, and low external debt. They recom-
mended providing better economic freedom, lowering the tax burden and government spending, higher involve-
ment in international trade, investment, and financial freedom.

Anagnostis (2011) summarized the usual effects of FDI: economic revival, GNP growth, export performance, en-
hanced competitive conditions, new technical and managerial knowledge, commercial transparency and open-
ness, improved skills, structural changes in production, and stabilized balance of payments, a transition to the
market economy.

Nevertheless, the correlation between FDI and economic growth was weak since the positive effects of FDI may
be neutralized by production decrease in ineflicient domestic firms. Several years ago, Apostolov (2006) used the
Cobb-Douglas model to prove the effect of FDI on the economic development of Southeast Europe. Later Mehic,
Silajdzic, and Babic-Hodovic (2013) established the positive FDI effect on the economic growth in Southeast
Europe based on the trends in domestic investments and possible inverse causality.

Handjiski (2009) said that FDI stimulated the overall capital formation. Companies with FDI had better produc-

tivity than domestic enterprises. Todorov (2018) provided evidence that in Southeast Europe, FDI leads to higher
economic concentration and thus skewed firm size distribution.
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According to Christie (2003), there was a complementarity instead of substitutability between trade and FDI in
Central Europe. Yet, no significant link between them appeared in Southeast Europe. The reason was the preva-
lence of low-tech investments that did not create strong additional demand for intermediate goods from investor
countries. Astrov and Havlik (2008) noted that a few years before 2006, Azerbaijan experienced current account
deficits because of oil industry equipment imports financed with FDI. However, the growth of oil revenues result-
ed in a surplus later. A similar situation with FDI affecting imports of investment goods took place in many other
Black Sea region countries.

2. AIMS

The article aims to study the FDI dynamics in the countries being a part of the Black Sea Economic Cooperation
and the impact exerted by the investment climate on economic development.

3. METHODS

The scientific-theoretical and methodological basis of the research was formed by the following methods: pub-
licity and system analysis, by classification, coefficient analysis, financial, economic and statistical analysis, and
correlation and regression analysis.

Theresearch used an analysis of the statistics provided by the United Nations Conference on Trade and Development
(UNCTAD) and the International Monetary Fund (IMF) to assess trends in FDI in the BSEC countries. The data
was analyzed in different periods of time by individual BSEC members, countries of origin of investments. Close
attention was paid to both inward and outward FDI. Besides the absolute values, the share of the BSEC countries
in the global FDI was discussed. Also, several ratios were used to assess the impact of FDI on economies:

« FDI/GDP - important to the economy in general;

» FDI/gross fixed capital formation (GFCF) - important to capital formation;

« inward FDI/imports - a direct negative effect on the trade balance;

« inward FDI/trade deficit - the ability to finance the trade deficit with less volatile capital inflows;

« income payments/FDI liabilities — the efficiency of investments for foreign investors;

« income payments minus reinvested earnings/FDI liabilities — a negative effect on the primary income balance.

Economic freedom indicators are used to assess the investment climate and its structural differences in the BSEC
countries.

The time series of economic freedom and GDP growth are then analyzed using correlation analysis to check their
relationship with inward FDI/GDP in each BSEC country in 1995-2018, although the analyzed period is shorter
for some countries if the data for some years is not available. Correlation analysis is then used to find out the re-
lationship between economic freedom sub-indices and inward FDI/GDP and GDP growth in all BSEC countries
in 2011-2019. Regression analysis is used to create models for inward FDI/GDP and the GDP growth, which may
both depend on the investment climate.

4. RESULTS

After the economic downturn in the 1990s, the share of the BSEC countries in the global inward FDI increased
mainly in 2003-2008 (Table 1). As for Bulgaria and Romania, it was also a period when they were on their track
to accession to the EU. The 2008-2009 crisis negatively affected investments in most BSEC countries. And the
hybrid war was another negative circumstance that affected FDI both to Russia and Ukraine. Azerbaijan had the
highest volatility in the inward FDI.
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Table 1. Trends in the BSEC countries’ inward FDI, %

Source: UNCTAD and authors’ calculations.

Inward £ 19921996  1997-2001 = 2002-2006 = 2007-2011 = 2012-2016 . 2017 2018
Albania : : : : : : :
Armenia
Azerbaijan
Bulgaria . . .
Georgia nodata g 26 74 19 12
o Fria e P P T P
o P B e T R e 1 T B
. T e e T T e
L P T S o T - e O
Serbia | g\c/)acijlgtk?le | g\c/)acijlgtk?le | g\c/)acijlzttflle 1.5 3.2 44
s P T o e P R
. Fra— T T T T T
e PR e e P
o T T e T e T
e T T — T —— G

Few BSEC countries actively invest abroad (Table 2). Russia became an active source of FDI since 2003-2007,
Azerbaijan - in 2003-2004 and since 2012, Greece - in 2006-2007 and Turkey - in 2012-2015.

Table 2. Trends in the BSEC countries’ outward FDI, %

Source: UNCTAD and authors’ calculations.

Outward £ 1992-1996 = 1997-2001 . 2002-2006 = 2007-2011 = 2012-2016 2017 = 2018
. i no data i no data no data
Abema ... avalable  available  avaiable O 020 008 008
Armenia hodata  nodala 003 . 0.31 014 1 0.02 ~0.01
Azerbaijan hodata - nodata 439 193 1175 256 176
Bulgaria ~0.04 10,03 1033 1.66 1.38 10.36 10.39
i no data {no data

i available : available

i no data
: available

Serbia nodata  nodata . nodata (g7 1.80 10.20 042
B
Ukraine o, 007 015 170 0.01 ~0.01
1 e P e Praae
o L Tt T 3 P e ho
Bt FE L o e e e e g
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Table 3 shows the FDI stocks and the key countries of origin and destination of FDI in the region. The Netherlands
is an important investment hub in most BSEC countries. Switzerland, the United Kingdom, Germany, and Russia
are also important sources of FDI. There are also investment links between neighboring or proximate coun-
tries (from Greece to Cyprus and Albania, from Azerbaijan to Georgia, from Serbia to Montenegro, Bosnia and
Herzegovina, between Turkey and Azerbaijan, etc.). But sometimes, the data may differ in various sources.

Table 3. The main sources of FDI in the BSEC countries in 2018, %

Source: Coordinated Direct Investment Survey (2020) and authors’ calculations.

Country slt%vc\:llig,’{gllﬁ Shares in the inward FDI, % gt%tggf% ':)?rl.’ Shares in the outward FDI, %
Abania 78 R et T2 e v os6 YO
Armenia 5.1 ;Igussian Federation — 34, United Kingdom 023 f;{(\)/gga;ii 5426,

i S 7 S I - T
Bulgaria  ~ 49.0  TheNetherlands - 18, Austria -9 ... nodataavailable —
Georgia 18.3 %ﬁé?;g?g‘?&g_zabumted Kingdom — 14, The no data available —

: : : : Cyprus — 26,
Volova 37 fpesanfedgaton =2 TheNemenando no qataavalable -
Romania 92.9 %L?Jit’r\::tb(ig??tglsy_}g' Germany — 13, no data available —

. Bshamas-10 ~=rw=  ‘TheNetherlands-12

i Bosnia and Herzegovina — 26,

Serbla /%98 TheNetherlands—19, Austria — 11 %8 Montenegro- 21, Slovenia - 15

: : The Netherlands — 18, Russian Federation : The Netherlands — 40, United
Turkey 1032 Ly T 4445 Kingdom-9
Ukraine f 21.9 i The Netherlands — 24, Switzerland — 12, no data available L

As for the importance of FDI in the BSEC economies (Table 4), Albania, Georgia, and Serbia largely depend on
incoming FDI. Larger economies of Russia, Turkey, Ukraine, and Greece depend much less on them. But histor-
ically FDI accounted for 45% of the country’s GDP in 2003 in Azerbaijan, 28% GDP in 2007 in Bulgaria; 98%
GFCF (gross fixed capital formation) in 2007 in Bulgaria, 85% GFCF in 2003 in Azerbaijan, 71% GFCF in 1998
in Armenia, 67% GFCF in 2007 in Georgia, 64% of GFCF in 2000 in Moldova, 40% GFCF in 2005 in Ukraine,
38% GEFCF in 2004 in Romania, 19% GFCF in 2007-2008 in Russia and 14% GFCF in 2017 in Greece. This means
that in some years, FDI will become a significant driver of the economy in most BSEC countries. In comparison
to the GDP, Azerbaijan, Russia, and Georgia invest abroad relatively more. Other BSEC countries are much less
involved in outward FDI.

Table 4. Importance of FDI for the BSEC economies

Source: UNCTAD (2020).

Country i Inward FEJZIEA GDPin ;| Inward FDI, % GFCF : Outward FDI, % GDP : Outward FDI, % GFCF
: : in 2017 : in 2018 : in 2017

Albania :8.46 :34.8 :0.54 :0.79

Ammenia 0202 1250 =009 1 R
Azerbaijan 309 298 3B 28B4
Bulgaria 38 222 080 329
Georgia o T 223 b 20T 802
Greece OB BB 953 i 222
Moldova o iZ38 i 22 052t O
Romania o 289 B e OO0 020
Russian Federation © 0.82 Tk 2491998
Serbia 182 1339 o4 20
Turkey o189 D AT 03
Ukraine :1.89 :14.5 :0.00 :0.04
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The research used the analysis of the statistical data provided by the United Nations Conference on Trade and
Development (UNCTAD) and the International Monetary Fund (IMF) to assess the trends in FDI in the BSEC
countries. The data was analyzed across the time, by individual BSEC members, countries of origin of invest-
ments. Careful consideration was given to both inward and outward FDI. Besides the absolute values, the discus-
sion addressed the share of the BSEC countries in the global FDI. Also, several ratios were applied to assess the
FDI effects for economies:

« FDI/GDP - important to the economy in general;

« FDI/gross fixed capital formation (GFCF) - important to capital formation;

» inward FDI/imports - a direct negative effect on the trade balance;

» inward FDI/trade deficit - the ability to finance the trade deficit with less volatile capital inflows;

« income payments/FDI liabilities — the efficiency of investments for foreign investors;

« income payments minus reinvested earnings/FDI liabilities — a negative effect on the primary income balance.

Economic freedom indicators are used to assess the investment climate and its structural differences in the BSEC
countries.

Besides a positive effect on a country’s GDP and capital formation, GDI may increase imports and investment in-
come payments abroad (Table 5). In Azerbaijan, Albania, Georgia, and Serbia, FDIs generate a stronger additional
demand for imports if compared to Greece, where their contribution to its imports is minor. On the other hand,
FDI is a better way to offset trade deficits in those countries where imports exceed exports since the portfolio and
other investments are usually more volatile. In Romania, FDI is the principal tool to cover the trade deficit. In
several other BSEC countries, it covers about half of their trade deficits.

Table 5. The effect of FDI on imports and income payments, average values in 2010-2019, %

Source: Authors’ calculations based on the Balance of Payment Statistics (2020).

Income payments minus

Country In‘iﬂr’r?;;grl:tg” Inwarg;fli)cli{ trade :Inclt:)B'}e“gglylm:gts/; rein\{:%sltﬁgb?ﬁ{w:gs/
Albania 179 1483 137 118
Armenia 69 197 42 L :
Azerbaijan 1203 _ no data available nodata available i nodataavailable
Bulgaria 49 - no data available 44 440
Georgia 151 594 6.5 40
Greece 33 378 204 2
Moldova 52 11.0 55 440
Romania 56 832 49 I L
Russian Federation 96 . no data available 123 84
Serbia 116 1561 55 28
Turkey i5.4 :451 ‘1.8 (1.6
Ukraine 57 467 57 .

The highest FDI efficiency for investors is in Russia (12.3%). But considering the structure of FDI by countries of
origin, one can assume that a lot of FDI in Russia is actually of Russian origin incoming through foreign inter-
mediary companies. And therefore, it can be a form of a capital flight which also may take place in some other
countries. The lowest ratio of income payments to FDI liabilities (0.1%) is seen in Greece because of the negative
values during the period of a severe debt crisis. However, the indicator improved in 2014, and in 2019 it was 3.2%.
Turkey also has a relatively small ratio with a flat trend. But since some of the income is reinvested, a more sig-
nificant indicator for a recipient country would be income payments minus reinvested earnings/FDI liabilities.
Russia, Ukraine, and Romania have the largest ratios for income payments that are not reinvested.

Georgia, Bulgaria, Romania, Armenia, and Azerbaijan have a relatively better score by economic freedom index
(out of 180 countries), while Ukraine and Greece lag behind. But rankings differ by particular indicators and
subindices (Tables 6-7). All the 12 BSEC countries have better than average trade freedom and lower than average
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tariffs, which may favor creating international production chains. Almost all the countries have better than the
average situation by tax burden, fiscal health, financial freedom, property rights, and inflation. Most countries
perform relatively better through business freedom, public debt, judicial effectiveness, investment freedom, and
GDP growth. Only about half of the countries have better than the average score by monetary freedom, govern-
ment spending, labor freedom, and government integrity. The latter indicator, which is closely related to the ab-
sence of corruption and excessive regulations, is, apparently, a weakness in most cases.

Table 6. Investment climate indicators of the BSEC countries

Source: The Heritage Foundation (2020) and authors’ calculations.

: Economic | GDP Public Income : Corporate :

Country . freedom, = growth Inflation debt (% of Tariffrate (5, ate  tax rate burden %
‘world rank = rate (%) (%) ppy (A (%) = (%)  of GDP S
Albania o 3B 4182 ....20 ;68-6 08 2B L I
Armenia 34 5028 25 1485 22 ... 20 ... 208
Azerbaijan 44 1352 .23 194 52 .2 20 183
Bulgaria .36 .. 32 .26 .20.5 A8 10 A0 2T
Georgia .12 . 4708 .26 445 07 20 A5 2T
Greece  ....100 .. 12098 .08 183.3 A8 A2 28 394
Moldova 87 4 31 274 35 12 12 332
L T T Wt e — 11
Rus3|an Federathr}uzgé} ........... 12334 29 14.0 :3.6 13 :20 2242.
Sebia 65 4354 20 543 6 10 S . 3680
Turkey TN 2567 163 1291 35 .38 22 .28
Ukraine AL S 3201 109 . 63.9 A9 20 18 342
Global average i — :3.1 :4.8* :56.9 :5.9 :28.1 1237 i21.7

Note: * — without Venezuela.

The investment climate trends should also be considered. For example, in 2020, the overall economic freedom
score improved by 8.9 in Russia, by 8.3 in Azerbaijan, by 8 in Ukraine, by 6 in Serbia, and by 5.9 in Greece in
comparison to 2015. Only minor improvement took place in Turkey and Albania (by 1.2).

Table 7. The economic freedom subindices of the BSEC countries, score

Source: The Heritage Foundation (2020) and authors’ calculations.

7] - - :
> -9 5S> So P > E. <
o2 3% ¢ rT3 ¢gg &2 %3 J¢g 58 F@ g8 £9
o S0 o= on @+ & SE = gF | IL¥
: 5 9 : 0 : : : : P T
Albania 571 {33 388 859 1746 186.3 1657 521 181.2 884 70 ‘70
Armenia 607 541 434 849 806 688 8 725 76 806 75 70
Azerbaijan 671 539 387 88 63 992 808 662 698 746 70 60
Bugaria 642 454 442 903 661 992 626 681 857 84 70 60
Georgia  : 68. 6' 579 648 871 736 944 853 763 783 886 80 70
Greece 57 486 5.2 59 315 80 737 52 794 814 55 50
Moldova 605 317 372 841 7.6 9.2 681 37 72 78 55 50
Romania 725' 561 551 903 704 856 586 63 781 864 70 50
ﬁé‘j:‘rg’t‘ion §568 444 413 885 638 987 802 521 682 778 30 130
Serbia 554 468 44 837 497 941 726 669 807 78 70 50
Turkey 574 537 446 767 641 81 67 492 661 78 70 60
Ukraine 475 422' 379 814 472 839 613 483' 63 8l2 35 30
Sv'gfjée 566 451 438 773 660 691 633 594 746 738 572 490
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The correlation analysis in Table 8 shows that FDI depends on the recipient country’s GDP in Georgia, Russia,
Romania, Ukraine, Bulgaria, and possibly Moldova, where the significance of the correlation is marginal. There
is no significant correlation with the world GDP growth and the EU-28 GDP growth, which does not prove the
effect of GDP growth in all potential countries of origin of FDI. There is a positive effect of economic freedom in
the recipient country in the case of Albania, Ukraine, and Georgia. And there is a negative correlation between
economic freedom and inward FDI in Greece. Therefore, the analysis of time series by countries shows that eco-
nomic growth and economic freedom in a recipient economy attract FDI only in some cases. Nevertheless, the
overall correlations between inward FDI/GDP and the recipient country’s GDP growth were 0.51 in 2018 and
between inward FDI/GDP and economic freedom - 0.41. This means that despite short term positive effects of ac-
celerating economic growth and improvement of economic freedom in a country are not guaranteed, investments
flow relatively more to those BSEC countries which perform better by this indicator, at least recently.

Table 8. Correlations between inward FDI/GDP (%) and GDP growth (%) and economic freedom
(score) in 1995—2018

Source: Authors’ calculations based on UNCTAD (2020) and the Heritage Foundation (2020).

Counry  Dogisstic  Domestc wogooe, 28 Eeomomic  Economi
Albania ~0.16 —0.21 ~0.20 ~0.37 1091 1088
Armenia o1 028 000 008 005 021
Azerbaijan o004 016 o2 o 038 037
Bulgaria 037 044 032 o6 o3 007
Georgia o060 o054 029 o019 04 038
Greece o6 o012 002 003 -0.36 066
Moldova 03 o015 022 o3 10.23 036
Romania o046 033 03 021 014 033
Russian Federaon 052 048 o3 —008 010 —0.03
Sebia o5 012 014 005 o2 001
Tukey o004 03 o2 002 o008 012
Ukraine 043 049 o017 012 058 o2

Table 9 shows the effect of economic freedom on incoming FDI and GDP growth (significant correlations are
more than 0.2) in all the BSEC countries. In most cases, the subindices influence them both with no and lyear
lag. Contrary to common sense, property rights and trade freedom do not strongly influence inward FDI. The
overall economic freedom and low tax burden are the most significant factors of inward FDI to the BSEC coun-
tries. When it comes to the effect on the GDP growth, labor freedom and monetary growth are not significant
factors. Instead, overall economic freedom and better control over government spending are the most crucial for
stimulating economic growth.
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Table 9. Correlations between inward FDI/GDP (%), GDP growth (%) and economic freedom
subindices (score)

Source: Authors’ calculations based on UNCTAD (2020), World Economic Outlook (2020) and the Heritage Foundation (2020).

Indicators Inward FDUGDP, e | %%:1332%%“, | R g
: 2011-2018 : - : 2011-2019

Overall economic freedom score 0.42 0.44 0.42 0.45

Property rights —003 77777777 —008 77777777 031 777777777 022 77777
Government integrity 022 015 028 036
Tax burden 043 045 028 027
Government spending 030 033 047 042
Business freedom 030 036 o 021
Labor freedom 037 777777777 041 777777777 013 777777777 014 77777
Monetary freedom 034 038 0.04 0.08
Trade freedom 019 016 016 020
Investment freedom 030 031 033 oM
Financial freedom : 037 777777777 : 036 777777777 : 028 777777777 : 033 77777

The final regression model (R*=0.28, the number of cases — 96, all the regression coeflicients are significant) for
inward FDI/GDP (IFDI) includes overall economic freedom (EF) index score and low tax burden (TB) score:

IFDI= -13.65+0.114EF+0.128TB. 1)

The final regression model (R?=0.31, the number of cases — 106, all the regression coeflicients are significant) for
inward GDP growth (GDP) includes property rights (PR) and control over the government spending (GS):

GDP= -5.75+0.078 PR+0.091GS. ()

This means that various initiatives to improve economic freedom and taxation decrease can attract FDI to the
BSEC countries. Notably, improvement control over government spending and protecting property rights is cru-
cial for economic growth.

CONCLUSIONS

The BSEC countries became quite attractive for FDI at the beginning of the 2000s and now receive about 4%
of world FDI. All the BSEC countries are a net recipient of FDI, but some also invest abroad actively (Russia,
Azerbaijan - by the absolute values and relatively their GDP; Turkey and Greece - by the absolute values on-
ly). The Netherlands, Switzerland, United Kingdom, Germany, and Russia are the main investors in the region.
Sometimes, investments are related to capital flight and neighboring countries.

Albania, Georgia, and Serbia mostly depend on incoming FDI, while larger economies are more self-sufficient
in investments. Occasionally, significant inflows of FDI occurred in almost each BSEC country, which made
a crucial contribution to their capital formation. FDI also contributed to an increase in imports, especially in
Azerbaijan, Albania, Georgia, and Serbia. On the other hand, FDI also helped to make trade deficits less vulner-
able to sudden stops of other capital inflows. The BSEC countries vary a lot by FDI efliciency for investors and by
the earnings reinvestment ratio. For example, in Russia, FDI generates outflows of income paid (less reinvested
earnings) to at least nominally foreign investors, which is equivalent to almost 4% of its FDI liabilities.

Georgia, Bulgaria, Romania, Armenia, and Azerbaijan are the best performing countries by economic freedom
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index in the region. And despite some drawbacks, Russia, Azerbaijan, Ukraine, Serbia, and Greece had the fastest
pace of improvements by economic freedom. Most BSEC countries usually outperform average countries world-
wide by trade freedom, low tax burden, fiscal health, financial freedom, property rights, and low inflation. But
this group of countries is quite diverse by particular indicators. Corruption and excessive regulations is often a
drawback of the investment climate.

Accelerating economic growth and improvement of economic freedom do not guarantee an increase in FDI in-
flows in each particular case. But the overall economic freedom and low tax burden are the most significant fac-
tors of inward FDI to the BSEC countries. Improving the overall economic freedom, protecting property rights,
and better control over government spending are the most crucial for stimulating economic growth. Trade free-
dom seems to be a less important factor both for attracting FDI and economic growth.
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