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Summary

Foreign Direct Investment (FDI) has positive effects in well-established market
economies, but its effects in transition countries are less clear. For the former
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Communist countries of Central and Eastern Europe, the role of FDI varies depending
on the phase of transition. Central and Eastern European countries are especially
vulnerable in the early stages of transition because the introduction of FDI adds
further disturbances to the process of post-Socialist restructuring. Most Central
European countries successfully passed this period, but a few of them and the majority
of Eastern Europe countries are still vulnerable to FDI s negative effects. Among such
effects are FDI s unclear impacts on economic growth, the lack of connections between
FDI, exports, and economic growth, the absence of linkages with local economies, and
the increase in regional inequalities. Assessments suggest that Romania is one of the
countries that suffer from these effects because its economic transition is incomplete.
A detailed analysis provides evidence of FDI's regional impacts within Romania. FDI
has contributed to increasing regional imbalances in economic development rather
than promoted economic stability by helping the lesser-developed areas catch-up
to the richer ones. Nevertheless, FDI's structure and volume could reduce regional
disparities during economic boom periods through a generalised, spatial spreading of
growth. However, from 2000 to 2008, FDI played an important role in the evolution
of spatial disparities among Romania'’s regions. No changes occurred to the hierarchy
of regions in regard to attracting FDI, but there is an interesting trend to reduce the
existing regional decay. During the financial-economic crisis that began in 2008, large
urban agglomerations proved that they played an important role in conserving pre-
crisis trends. Some foreign investments were redirected to their originating countries
while others simply diminished. As a result, large cities increased their share of the
total national volume of FDI.

1 Introduction

Foreign Direct Investment (FDI) plays a significant role in modern economies.
Despite the global, financial-economic crisis that began in 2008, the practice of
liberalizing FDI policies to stimulate growth continued. For example, global foreign
direct investment flows reached 1.5 trillion USD in 2011, which exceeded the pre-
crisis average (UNCTAD 2012).

FDI’s increase in 2011 was differentiated by regional groupings of countries.
Developed countries, accounting for 49% of global FDI flows, experienced a 21%
increase in inward investment. In contrast, developing countries, with 45% share of
the global figure, had only an 11% increase in investment flows. The greatest growth
rates were seen in transition countries, which had a 25% increase. However, they
attracted just 6% of total global FDI flows. According to the World Investment Report’s
forecasting, transition economies will exceed the highest levels of FDI, which were
recorded in 2007, if the current trend continues in 2014 (UNCTAD 2012).
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Considering the impact of FDI on the economic performances of various
countries, the highest economic development impact — measured in GDP growth
‘per unit of FDI’— was seen in several developing and transition countries, namely
Argentina, Bolivia, Colombia, Brazil, China and Romania (UNCTAD 2012).

The UN Conference on Trade and Development (UNCTAD) has made three
assertions concerning FDI: (a) foreign direct investment could be a key element for
re-launching economic development in countries hardly affected by the 2008 financial
crisis; (b) transition economies were the most successful in attracting FDI flows during
the global-financial crisis; (¢) Romania is one of the countries where the contribution
of FDI to economic growth was the highest in 2011.

UNCTAD assertions concerning the benefits of FDI do not accurately represent
the experiences of transition countries. Central and East European countries were
vulnerable in the early phases of transition, when the addition of FDI into this
region increased disturbances into the process of post-Socialist restructuring. The
performance of FDI is highly dependent on many factors (BEYEr 2002), among the
most important are transition-specific (privatisation, reconversion etc.). These factors
vary along each country’s path from state-planned to market economy (LEFILLEUR
2008) and can be generalised into phases. With each phase noteworthy for differing
levels of FDI attraction and performance, the phase of transition becomes crucial when
analysing and considering the effects of FDI (HoLranD et al. 2000). Romania is a very
conspicuous example of these variations because it has experienced a very difficult and
delayed transition. Earlier modeling results showed no clear impact of FDI on GDP
though measured in various ways (Botric & SkurLic 2006). However, more recent
studies (RomMaN & PADUREANU 2012; HupEA CARAMAN & StaNcU 2012) and the World
Investment Report (UNCTAD 2012) concurred that foreign direct investment had a
strong, positive effect on Romania’s economy.

Foreign direct investment has a positive role in regional development (BAILEY
& DrirrieLD 2002). However, the scientific literature reports that FDI has had highly
controversial and some negative impacts on regional and local economies in transition
countries especially in early phases of transition (SmitH & FERENCiIKOVA 1998, DE
BackerR & SLEUWAGEN 2003). For example, it intensifies uneven development, fosters
the creation of dual economies, prevents the development of linkages between local
and regional economies, and overall increases regional economic instability (PAVLINEK
2004). Because the most recent statistical reports (UNCTAD 2012) show that FDI in
Romania is higher than in classically developed countries, FDI has been at significant
enough levels to be a factor in increasing regional inequalities within Romania. How
this has occurred during the financial crises is also noteworthy.
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2 Retrospective of FDI dynamics

The entire post-Socialist development of Romania was dominated by two main
phenomena: economic restructuring (de-industrialisation and privatisation) and the
attraction of foreign direct investment. Of the two, the latter was strongly dependent
on the former (Karotay & Hunya 2000). New direct investments were extremely
important for facilitating the economic restructuring needed for the transition to a market
economy. Foreign direct investment played a key role in this process because Romania
lacked the entrepreneurial culture and experience necessary for the formation of a
strong local-investor class (Ianos 2010). However, the absence of political credibility
and stability delayed strategic investment externally (Ianos & Guran 1993). Although
Central European countries only were somewhat successful in initially obtaining FDI
in the 1990s (KaLotay 2000), Romania waited longer than the others to gain higher
levels of FDI. At the beginning of the 1990s, the main obstacles were the continued
domination of a state-run economy (GUrRAN 2002). After a slow start in the 1990s,
inward FDI experienced quite a strong rise in the late 1990s-early 2000s thanks to
massive privatisation of state-owned enterprises. The slowdown occurred after 2007
caused by diminution of the stock of state enterprises (PAUWELS & IoN1TA 2008).

Figure 1: Romanian counties and Romania’s position in Europe (box)
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In its post-Communist history, Romania registered several periods in which the
dynamics of FDI changed quite dramatically at certain points, which in turn mark the
boundaries of distinct phases:

(a) 1989-1997: small investors and low investment flow;

(b) 1998-2003: “significant investors,” marked by sums of greater than 1 billion
USD of inward FDI flow per year (PAuna & ANDREI 2004);

(c) 2004-2008: Romania’s joining of NATO and accession to EU strongly
influenced inward FDI in Romania (Ianos 2010);

(d) 2009-present: the global financial-economic crisis that caused the reduction
of inward FDI flows with the strongest declines recorded in Romania’s post-
Communist history. However, FDI inflows varied greatly at the regional
level. Some counties, for example Vrancea and Valcea, showed significant
declines in inward FDI stock, 60% and more than 30% respectively (Fig. 1).
Others, such as Bihor, Bistrita-Nasaud, Buzau and Giurgiu, received more
than tripling of stock investment, namely 247%, 256%, 281%, and 437%
respectively.

Figure 2 illustrates FDI relative to GDP growth rates for periods since 2000.
GDP growth rates clearly show a strong variation by period. FDI is less obvious with
no spectacular growth rate values occurring during the global financial crisis. But both
indicators could be considered the most important for measuring the level of regional
development (Ianos et al. 2013).

Figure 2: Yearly growth rates by periods: FDI vs. GDP
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Note: Four counties (Galati, Dambovita, Teleorman, Mehedinti) having more
than 300% yearly growth rates in 2000-2003 are not shown for that period.

According to data from the National Trade Register Office, total inward FDI
stock grew by 3.68 billion USD in 2012, which represented about 2.1% of Romanian
GDP. Spatially, the highest concentrations of FDI were found in Bucharest-Ilfov, West,
and North-West development regions (Kurko 2006). This distribution seems to reflect
findings of studies at the country level: proximity to EU (core EU) countries (BEvaN
& EstriN 2004; Kitonakis & KonTis 2008; SErBU 2005) and the agglomeration effect
(HiLBER & Voicu 2010).

From a structural perspective, each economic sector has varied in its ability to
attract FDI. In particular, processing has been one of the more successful ones within
the industrial sector. However, FDI flows have been directed towards the sectors
with moderate and low technological levels (Zaman et al. 2011). Only since 2008
have new trends appeared in which FDI flows have switched from the lower end of
the value chain (e.g., textiles and leather) towards services and higher value-added
manufacturing (PAUWELS & loniTA 2008).

Table 1 illustrates the economic sectors that have received FDI and how FDI
flows to the various sectors have changed over time.

Table 1: Distribution of inward FDI stock by economic activities

Main economic activities % from TOTAL
2003 2008 2013

Industry 51.1 41.3 48.1
Mining 0.2 4.4 5.9
Manufacturing industry 50.9 31.2 31.1
- food, drinks, and tobacco 9.7 4.5 4.0

- cement, glass, and ceramics 4.6 3.6 2.7

- woodworks, including furniture 2.8 1.8 2.1

- computers, other electronics, optics and electrics 2.3 1.4 2.1

- machinery and equipment 4.5 2.0 2.2

- metallurgical engineering 11.6 6.9 4.1

- vehicles 5.5 4.0 5.7

- petrol refining, chemical products, rubber, and plastics 4.1 4.3 5.9

- textiles, apparel, and leather 4.4 1.6 1.5

- other branches of manufacturing industry 1.4 1.0 0.8
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Main economic activities % from TOTAL
2003 2008 2013

Electric energy, gas, and water* 5.6 11.1
Professional and other activities and supporting services* 33 5.0
Agriculture, forestry, and fishery* 18 1.4 2.1
Other economic activities 0.3 0.5
Trade 11.4 124 11.2
Constructions, real estate and other services for enterprises 9.2 12.6 9.8
Hotels and restaurants 1.1 0.4 0.6
Financial operations and insurance 9.1 20.5 14.2
Information and communication technologies 14.8 6.7 6.9
Transportation 1.4 1.0 1.6
TOTAL 100.0 100.0 100.0
TOTAL, mil. EUR 9,662 48,798 59,958

Source: NATIONAL BANK OF RoMANIA

3 Data and methodology

As stated previously, the size of the economy/market of a region is one of the
drivers for FDI. To measure the strength of the relationship between FDI and the size
of regional economies/markets in Romania, the 42 counties [judet] of Romania were
used as units of analysis. The economy/market size of the counties was expressed
by their annual GDP. Data on foreign direct investment and companies by economic
sector was collected from the Romanian National Office of Trade Register. The
source for statistical data on GDP and population characteristics were collected from
the Romanian National Institute of Statistics. All data were collected for the period
between 2000 and 2011, which includes the most recently available GDP data.

A bivariate regression analysis was employed to identify the relationship between
regional FDI stock and such variables as regional GDP, urban population, and county-
seat population (the latter two measured in number of inhabitants) to signify the sizes
of regional economies. Two extremes strongly influenced the distribution curve.
Bucharest had the highest FDI and GDP values and Gorj County had the lowest (Fig.
3). Although these extremes were removed from further analysis, a normal distribution
curve did not emerge. Subsequently, logarithmic values were employed in the analysis
of the variables.
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Figure 3: Yearly relationships FDI vs. GDP for the years 2000, 2002-2011
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B-convergence (BARRO & SALA-I-MARTIN 1992, 2004) was used to test whether
the dynamics of FDI and GDP were convergent or divergent during the study periods.

The Gini index was used for measuring regional imbalances in FDI and GDP. This
method was employed to determine whether FDI contributes to increasing imbalances
in economic development of the regions or it is a factor of stability, in turn helping the
less developed regions to catch-up the richest ones.

4 Results and discussion

The results of the regression analyses indicate that FDI stock depends on the size
of regional units (counties). However, the relationship is not very strong, though it is
significant, and varies over time (Fig. 4). Thus, the strongest relationship exists with
county GDP. However, the strength of this relationship diminished during the period of
relative prosperity (2004-2008). It indicates that development characteristics (including
attractiveness for FDI) spread from stronger to weaker regional economies. The period
of the global-financial crisis is too short to be definitive in this regard. Nevertheless,
the size of regional economies seems to be important for attracting FDI.

The size of populations seems to be less significant than the size of regional
economies in attracting FDI. In recent years, the urban populations of counties are
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responsible for attracting FDI in approximately 50% of the cases. Neither seats of the
counties are an important determinant of FDI.

Figure 4: Variation of the strength of relationship FDI vs. GDP, urban population
and number of population in counties’ seats (r-sq. adjusted of paired
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In the 2000-2003 period, the highest growth rate was shown in Galati County,
which recorded a yearly average of more than 1,000%. This was due to the privatisation
of the Galati steel plant. A number of counties with low GDPs registered vastly different
FDI growth rates. For example, Alba, Bistrita-Nasaud, Covasna, and Harghita Counties
received about 960 million RON on average and registered approximately 9% annual
FDI growth rates. In contrast, Mehedinti and Teleorman Counties received 968 million
RON on average, but these sums represented a tripling of the annual FDI that they
received during this period. Among the strongest regional economies were Arges,
Brasov, Cluj, Constanta, Prahova and Timis Counties. They experienced an average of
68% annual increases in FDI.

In the 2004-2008 period, FDI growth rates were not as remarkable as in the
previous period. In this period, Gorj County led the other counties in FDI growth,
about 2.25 times per year. Also, the size of each region’s economy was not necessarily
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a determinant for FDI growth. Some counties that had low- to medium-sized GDPs in
2003 (3.8 billion RON on average) showed very low FDI growth rates, 7% on average.
Examples of these counties include Arad, Dambovita, Dolj, Galati, Maramures, and
Vilcea. In contrast, counties with smaller GDPs (2.4-2.5 billion RON) displayed much
higher figures of investment growth. Braila, Covasna, Harghita, and Vaslui recorded
approximately 21% growth, and Alba, Botosani, Buzau, Giurgiu, and Olt registered
48% growth. The larger counties were divided into three groups. Cluj, Constanta,
Prahova, and Timis had the lowest FDI growth rates with 11% on average. Arges,
Bihor, Hunedoara, Iasi, and Sibiu showed better results with 26% growth rates. The
third group was comprised of Brasov, Ilfov, and Tulcea Counties, which performed
better in FDI attraction.

In the 2009-2013 period, which is noted for the beginning of the financial-
economic crisis, the weaker counties continued to show variations in FDI dynamics.
Very slow growth (2.4%) was seen with counties such as Caras-Severin, Harghita,
Mehedinti, and Salaj. In contrast, Braila, Calarasi, lalomita and Tulcea Counties
recorded growth rates that averaged 16.5%. The highest growth figures occurred in
the medium to low economies (Alba, Bihor, Bistrita-Nasaud, Giurgiu). Some of the
strong economies (Arges, Maramures and Valcea) comprised a group with a significant
decreasing trend of FDI (-13%). Other strong counties clearly manifested positive
dynamics during the crisis: Cluj, Constanta, lasi, Prahova, and Timis (18% FDI annual
growth rates).

Bucharest was never the leader in FDI multiplication as it showed rather moderate
growth rates (33% in 2000-2003; 45% in 2004-2008, and 16% in 2009-2010).

B convergence analysis indicates a strong converging trend in the period 2000-
2003 thanks to very high FDI-growth rates in weaker economies, especially Galati,
Dambovita, Teleorman and Mehedinti Counties (Table 2). In the next period (2004-
2008), known for its relative prosperity, this trend continued but became less evident.
During the financial-economic crisis (2009-2011), the situation became unclear and
cannot be labeled as either convergent or divergent (Fig. 5).

Table 2: Beta convergence indexes for FDI

Period Index a dlj:-lfgt.e d p-value Significance Interpretation
2000-2003 —-0.53 0.09 0.027 | significant convergence
2004-2008 —0.18 0.19 0.002 | significant convergence
2009-2013 —-0.03 -0.01 0.393 | not significant convergence?
2000-2013 -0.49 0.20 0.002 | significant convergence

Source: calculated by authors
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Figure 5: Beta convergence of registered capital per capita in Romanian counties
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As the Gini index shows, GDP is much less concentrated than FDI. Moreover, no
similarities exist in the dynamics of GDP and FDI variables in 2000s (Fig. 6). Before
2004, inequalities in GDP distribution among counties remained mostly unchanged. In
the period of prosperity (2004-2008), a clear but relatively weak trend of increasing
imbalances in regional economies expressed itself. This trend corresponds to the
regional effect of the first phase of FDI, which is marked by increasing inequalities
and is accentuated by a strong agglomeration effect (Damuan & Kostevic 2011). This
analysis shows that this effect was not that strong in Romania. Moreover, once the
crisis came, imbalances remained unchanged but at a higher level than previously.

Concurrently, the number of companies benefitting from FDI contributed to a
persistent trend that reduced regional imbalances since the beginning of the 2000s.
With regard to FDI stock, the dynamics could not be clearly divided by this study’s
periods. Before 2003, strong investments in several counties (i.e., Galati, Dambovita,
Teleorman, and Mehedinti) were meant to reduce imbalances in FDI distribution (GURAN
2000). The period of relative prosperity (2004-2008) started with sharp increases in the
imbalances, pointing to the role of several (economically strong) counties in attracting
FDI. It then continued with a relatively weak trend of declining imbalances until its
end. The financial-economic crisis started with a significant decline in the inequalities
(in 2009), suggesting that counties with stronger economies were more affected by the
crisis. In 2010, the trend reversed, indicating that stronger counties were faster to adapt
to the crisis than counties with weaker economies.
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Figure 6: Change of Gini index for regional GDP, number of companies benefited
from FDI and yearly inward FDI stock: left panel — 40 counties plus
IlIfov County and Bucharest Municipality; right panel — 40 counties
without the latter two
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From 2000 to 2003, the rank difference analysis shows quite a stable situation in
the upper half of the hierarchy of the counties, which contrasts was is revealed in the
lower half of the hierarchy (Fig. 7). In the period of relative prosperity (2004-2008),
changes in the ranks were more significant and affected all counties; however, more
remarkable changes occurred in middle and lower parts of the hierarchy. The period
of the financial-economic crisis shows similar active changes in rankings, as in the
previous period. However, the middle part of the county hierarchy experienced fewer
variations than the upper-middle and lower segments.

Common characteristics of the three analysed periods suggest a relative stability
in the upper and middle parts of the hierarchy. The tail of the distribution is dominated
by more positive than negative changes.

At the regional (county) level, foreign direct investment is highly affected by
large, individual projects such as green-field investments and the privatisation of large
enterprises. These projects sharply increase the share of foreign capital in regional
economies. However, after these one-time investments, further FDI growth is subject
to general, base-line, conditions. It means that sharp increases of FDI stock in these
situations do not attract other investments into a region. The case of Gorj County is
quite exemplary, being specialised in the mining industry. Consequently, the analysis of
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Figure 7: Rank difference for inward FDI stock by counties

a) 2000-2003 b) 2004-2008
o 8 o o H____1_
g g ~ I
s e P}
[} 5} I
% o % -
x X I
5 5 H
T o T o !
o A
0 10 20 30 40 0 10 20 30 40
Rank in the base year Rank in the base year
c) 2009-2013 d) 2000-2013
g © Pocccdeaccc el - ® 2
e | | 2 H
[ | o |
< c ©
e ! ! 2 u
£ | | > =
s ° 0 | S ok
§ o [ ! § i
c 9 p | c o
1 1 - tL
0 10 20 30 40 0 10 20 30 40
Rank in the base year Rank in the base year

generalised figures over several years does not necessarily reflect annual performances
of regional economies. Nevertheless, this analysis has contributed to the identification
of certain trends.

In Romania, FDI correlates weakly with GDP, and divergent trends of the Gini
coefficient are present. This indicates that the strengths of individual regional economies
do not determine the destinations of FDI though regional economies receive two-thirds
of Romania’s FDI. Neither the sizes of urban population nor those of county seats play
an important role in attracting FDI. The example of lasi County compared to either
Timis or Constanta Counties sufficiently illustrate this finding. Despite quite weak
correlations in the p-value of the models, which show less than 0.05 in all the cases,
they seem significant. Thus, our findings do not contradict other results that emphasise
the role of market size in FDI attraction (BEvan & EstriN 2004; Casi & Resmint 2010;
CLAUSING & DoroBaNTU 2005; DaNcrU et al. 2011; DEMEKAS et al. 2007). In addition,
a lag-time certainly must occur between FDI-induced growth and GDP growth
(PELINEscU & RADULEscU 2009). However, this was not incorporated in this analysis.
This lag-time could likely account for the lack of impact of FDI on economic growth
at the national level as reported by Ivan & Iacovoru (2008). It also could account for
the very weak relationship between FDI and GDP at the regional level.
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Based on this study’s findings, it cannot be firmly stated that inward FDI flows
contribute to the reduction of regional imbalances as claimed by P. PAVLINEK in his
work (2004). Although the general trend of FDI was a convergent one, it has not had
the same impact on GDP in all the counties. Rank difference analyses suggest the
existence of two different groupings of counties. Each of them can be characterised
with the following terms: ‘leading’ and ‘catching-up’. The boundary between the two
falls in the zone of the 15"-25" counties in the hierarchy of counties by FDI stock. This
boundary moves as economic growth in the various counties fluctuates.

The lower segment of each cohort, being usually characterised by higher growth
rates, attempts to catch-up to the counties at the top of their respective cohort. For the
upper half of the hierarchy, it is a competition between Bucharest (at the top) and Ilfov
County close behind and Romania’s strongest regional economies (Constanta, Timis,
Cluj, Prahova). In the lower half of the hierarchy, the tailing counties seek to catch-
up to the counties in the middle part. Obviously, this characterisation is based on the
overall trends and does not explain all the situations. Exceptions exist.

Large cities do not play an overly important role in attracting FDI, though they
remain significant, as shown by a weak correlation between the populations of county
seats and FDI stock. The role of large cities is much more important in the conservation
of gained advantages, which was extremely evident after the crisis occurred. Thus,
since 2000, several counties have shown high growth rates of FDI in different periods:
for example, Maramures in 2000-2003, Arges in 2000-2008, Valcea in 2000-2003,
Cluj, Constanta, and Timis in 2000-2003. After the financial-economic crisis, the latter
three counties maintained positive, and quite high, growth rates. In contrast, Arges,
Valcea, and Maramures comprise a group with the largest declines in FDI stock (-13%).
Examples of other counties, not so spectacular though, just confirm this evidence.

5 Conclusions

The findings, presented in this paper, could not firmly support the idea that FDI
was unequivocally responsible for declining regional disparities in Romania in the
2000s. Increasing disturbances played a more significant role, especially in the period
of relative economic prosperity (2004-2008). No changes occurred in the hierarchical
scale at the regional level in regard to attracting the FDI. However, the difference
between the extremes narrow, which was largely attributed to the catch-up effect
experienced by counties in the tail of the hierarchy.

Our findings also show that the relationship between the sizes of regional
economies and FDI was not very strong. Thus, the sizes of the regional markets were
responsible for just two-thirds of the FDI stock. Nonetheless, bigger economies, being
more diversified, were more resilient during the financial-economic crisis. Moreover,
county seats contributed greatly to this resilience.
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Large urban agglomerations proved not to have had as much power in attracting
FDI as generally may have been assumed. Nonetheless, they were critical to the
phenomenon of ‘conservation’, which means that they preserve investments and even
assure a small but stable trend of increasing FDI stock during crises. For Romania, the
eternal leader in growth rates is Bucharest.
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