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Abstract: The high openness and high dependence of this region on foreign
capital have made the Western Balkan countries vulnerable to capital
volatility. The reduction of foreign capital imposed rapid adjustments in
domestic demand that, together with a collapse in exports, resulted in
substantial output declines. High competition between the Western Balkan
countries favored investors and a race to the bottom in terms of regional
investment conditions (taxes, subsidies) led to a situation that made regional
development policies difficult.
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1. Introduction

Foreign direct investments (hereinafter: FDI), analysis of their effects, ways of
attracting and removing obstacles for their bigger inflow are constant topic of numerous
researches during the last decades. Also, this topic is still popular and challenging for
theoretical analyses and empirical researches. FDI especially gains in significance in the
period of the global crisis. (Poulsen and Hufbauer, 2011) Namely, in the existing
conditions of regulatory competitiveness and decline in number of quality investors, the
practice shows that there are all forms of country's efforts against numerous limitations
for foreign investments and no legal system is immune to them. Nowadays, in the
conditions of sharp competition in attracting foreign investments, regulatory openness
towards the investors imposes itself as an imperative. This principle suggests existing of
qualitative regulation with clear procedures that can be carried out in practice effectively.
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The details on the relationship of the countries towards the FDI through regulatory reforms
after the global crisis confirm this attitude. Namely, according to the World Investment
Report during 2011, at least 44 countries adopted 67 policies concerning the FDI. Out of
this number, 52 concert investment liberalization and promotion, whereas in 15 cases new
restrictions were adopted. Also, the percentage of restrictive measures significantly
decreased from 32% in 2010 to 22% in 2011. This trend is equal in developed countries
and in the countries in transition (World Investment Report 2012).

In numerous analyses that were carried out, and which were confirmed by the
practice, there is a direct relationship between the FDI and economic growth (Longani and
Razin 2001, Mody et al. 2003, Daude and Stein 2007). With the beginning of the transition
process of the whole society and privatization of the state property, FDI was regarded as
the source of economic prosperity in the transition countries (Lankes and Venables 1996,
Smarzynska 2002). FDI also became a means through which they didn't only achieve
direct economic but also broader political, technological, social and cultural effects
(Johnson 2006). Thus, for example, in the study of Bevan and Estrin, they point out that
through FDI one can accelerate the process of transition through improving the quality of
corporate management and promoting efficient company restructuring. Numerous
researches carried out in the previous period in the transition countries confirm the above
mentioned states. (Holand and Pain 1998)

Relationship between trade and FDI’s for most authors was clear. Researchers have
argued that larger FDI inflows will lead to the higher volume of trade, and will benefit to
the increase of total factor productivity growth and higher output rates, as well. (Lane and
Milesi-Ferrett 2004, Rose and Spiegel 2004, Swenson 2004) Some others emphasize that
effects of FDI in promoting growth would be positive in case of active export promotion
policy and decreased by an import substitution policy. (Busse 2006)

Lately, it can be found more critical papers about relationship among FDI and trade
flows pointing out that FDI have influenced trade balance by affecting exports and imports,
whether the effects of FDI on trade balance are positive or negative depending on the
sectoral structure of FDI. (Mencinger 2003, 2007, Cocozza 2011, Kinoshita 2011)
Supposed strong links between FDI and manufacturing sub-account will produce positive
outcome for the level of export. (Aizenman and Noy 2005, Walsh 2010, Mitra 2010). One
would expect positive effects on the trade balance, if the major aim of FDI is to take
advantage of cheaper labor in the host compared to home country, and negative, if the
major aim of FDI is to acquire new markets. (Menzinger 2007) Overall short and long run
effects of FDI on current account deficit depend of the FDI effects on domestic savings and
economic growth.

2. Regional Economical FDI Effects

Regional globalization effects were significantly positive after 2000, regarding to
dynamic growth rates, low inflation, increasing employment and stability in fiscal balance in
all countries in the region. (Tesic 2012) Inflow of foreign capital was insignificant in 1990s
and early 2000s, and it was mostly caused by privatization process. Financial boom and
increasingly competitive domestic financial markets, improvement of regulatory and
structural reforms made the region favorable ground for attraction of intensive capital flows,
in the period 2006-2009. (IMF 2011) The intensive FDI flows have accelerated trade
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dynamics of the region with increasing both, the export and import. Global economic crisis
has affected the Western Balkan countries in 2009, via trade and financial channels. (Bijelic
and Jacimovic 2011) Export was collapsing, capital flows and remittances were declining
together with the loss of external financing, lower tax revenue, tightened domestic credit
conditions and pressure to the exchange rates. (Cocozza el al. 2011) All regional countries are
facing with the difficulties to finance theirs balance of payment and government balances,
stroke with both effects: decreasing of FDI inflows and export revenues, during the crisis.

The purpose of this research is to flow up FDI flows and its relation to export and
import of goods for the Western Balkan countries. We will compare FDI and trade dynamic
of Western Balkan with the same indicators of CEE (Central East European). In the same
time we will follow up the dynamic of these indicators, regarding the phase of European
integration. For CEE countries period 1995-1999 we marked as “first five years of
integration” what can be comparable with Western Balcan counties in period of 2006-2010,
as this represents the same integration phase for both regions. The CEE countries indicators
for the period 2000-2004 can be used for prediction of these flows for the late integration
phase of the region. As we are comparing different countries in terms of population,
economic performance and integration phase, the best way to compare the data is to use
indicators as ratio to GDP. FDI inflows towards Western Balkan countries and CEEC, as
FDI/GDP ratios are shown in the Table 1. (Table 1)

Table 1. FDI inflow as a % of GDP in the Balkan countries 2000-2010

First five years of integration process

WAB countries 2000 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 2010
Albania 4.0 4.7 3.2 3.6 6.1 7.6 8.2 9.2
Bosnia 0.1
&Herzegovina 2.7 7.0 5.6 6.2 13.7 5.0 14
Croatia 4.9 2.9 4.1 7.1 8.6 8.9 2.6 0.7
Macedonia 6.0 6.0 1.7 6.8 8.5 6.0 2.7 3.2
Montenegro 0.0 3.2 21.2 229 25.1 20.3 31.7 17.9
Serbia 0.2 4.1 6.2 14.6 8.7 5.6 4.5 3
Average 3.0 4.6 7.0 10.2 11.8 11.7 8.8 5.6
First five years of integration Five years
process before accession

1995 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2004!
CEEC
Latvia 3.6 8.4 5.3 4.8 5.3 1.6 2.7 4.6
Estonia 5.3 5.3 10.3 5.3 6.9 8.6 3.9 8.0
Lithuania 1.1 35 8.2 4.4 3.3 3.7 5.1 3.4
Czech Republic 2.1 2.3 2.3 6.0 10.6 8.8 9.1 2.3
Hungary 10.5 8.8 6.9 6.7 5.8 7.4 4.5 2.5
Poland 2.7 3.1 3.7 4.3 5.6 3.0 2.1 5.0
Slovenia 1.3 2.2 1.3 0.6 0.8 2.0 7.4 5.4
Slovak Republic 1.0 0.9 2.4 1.4 6.7 5.2 12.0 5.4
Average 3.4 4.3 5.0 4.2 5.6 5.0 5.9 4.4

Source: WIIW, Database on Foreign Direct Investment 2010.

! Year of the accession.
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The data in Table 1, shows that the Region has started from very low level of FDI
inflow in 2000, as a 3% of GDP. In the period 2006-2008 the FDI flows to the Western
Balkan countries have tripled, compared to early 2000, but the impact of the crisis became
more evident in the region during 2009 and 2010. This has resulted in strong downsizing of
FDI flows in following years, reaching the level as of the begging of 2000.

Taking into the consideration Central and Eastern European countries, we have
found that in 1995 (at the begging of the transition/integration process) all countries started
from the average of 3.4% of FDI to GDP and achieved the largest FDI inflow in the five
years before accession, reaching the average of 6% of GDP.

It is interesting to stress out that Western Balkan countries in the same integration
phase, but in period 2006-2010, during financial boom received three times bigger inflow
of FI. Following the theoretical findings we can assume that strong DI inflow generated the
strong trade and especially export flows. Table 2 shows export values for both Western
Balkan and CEE countries.

Table 2. Export of goods as a % of GDP 2000-2010

First five years
of integration process
WAB countries 2000 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Albania 7.0 8.3 8.1 8.8 | 10.0 10.4 8.7 12.0
Bosnia&Herzegovina | 205 | 20.8 | 235 | 27.3 | 278 279 | 238 20.2
Croatia 215 ] 202 | 202 | 216 | 215 20.7 | 16.9 18.9
Macedonia 368 | 31.1| 351 | 37.7| 414 39.9 | 285 35.9
Montenegro 00| 271 | 254 | 30.2 | 19.2 15.1 9.9 6.6
Serbia 69| 173 | 197 | 219 | 22.2 83.6 | 190 | 213
Average 155 | 20.8 | 220 | 246 | 237 329 | 178 19.1
First five years Five years
of integration process before accession

1995 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2004°

CEE countries

Latvia 402 | 414 | 352 | 28.7 | 355 402 | 423 | 411
Estonia 449 | 454 | 48.0 | 441 | 582 539 | 476 | 465
Lithuania 276 | 294 | 29.2 | 260 | 26.6 269 | 27.2 28.1
Czech Republic 38.7 | 354 | 39.1 | 418 | 437 512 | 54.0 50.9
Hungary 319 | 409 | 485 | 523 | 60.8 58.2 | 519 51.0
Poland 184 | 196 | 189 | 179 | 210 219 | 235 28.1
Slovenia 445 | 415 | 42.0 | 39.0 | 447 46.0 | 452 | 444
Slovak Republic 443 | 386 | 479 | 501 | 285 59.9 | 58.8 65.7
Average 222 | 220 | 246 | 251 | 28.6 29.7 | 29.2 30.0

Source: WIIW and author’s calculations.

The data in Table 2 indicate very low export potentials in the region in the period
2000-2005, around 20% of GDP. Generous FDI flows in period 2006-2009, brought
increase of export in the Region. In 2008, the regional export performance reached 33% of

2 .
Year of the accession.
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the regional GDP, but sharply dropped in crisis time®, which drives us to conclusion that
export increase in the Region was mostly caused by overall economic expansion.

Comparing the export figures of WB counties to CEEC countries, for the period
“First five years of integration process” we found out that indicators were pretty much the
same”. Hence, we came to conclusion that FDI in Western Balkan wasn’t export favorable
like in CEE countries. For this purpose we will analysis the import dynamics for both
regions. Table 3 presents import of goods data for the period 2000-2010.

Table 3. Import of goods as a % of GDP 2000-2010

First five years of integration

WB countries 2000 | 2004 | 2005 2006 2007 2008 2009 2010
Albania 29,8 30,0 | 30,6 31,9 36,9 37,8 35,3 39.7
Bosnia&Herzegovina 70.7 66,3 68,8 61,9 65,0 66,1 51,6 41.7
Croatia 36,6 40,7 | 413 43,0 43,5 43,5 33,3 33.0
Macedonia 56,1 52,2 | 535 57,4 61,2 66,0 51,5 59.0
Montenegro 0,. 52,0 | 53,7 69,7 78,0 82,6 55,9 29.7
Serbia 13,7 44,6 | 40,8 43,3 452 | 168,7 34,2 43.9
Average 34,3 445 | 48,2 51,2 55,0 775 43,6 41.3

First five years Five years

of integration before accession

1995 | 1997 | 1998 | 1999 2000 2001 2002 | 2004°

CEE countries

Latvia 40,2 414 352 28,7 35,5 40,2 42,3 412
Estonia 62,5 67,7 | 68,0 58,6 72,1 66,3 62,8 65,4
Lithuania 39,3 43,0 | 46,6 40,6 40,0 429 42,9 50,4
Czech Republic 42,1 446 | 4717 46,0 46,9 56,8 59,0 55,9
Hungary 35,1 43,7 | 524 56,7 67,0 62,3 55,0 57,6
Poland 19,6 258 | 264 26,9 28,2 26,0 21,2 34,5
Slovenia 49,5 453 | 457 44,6 50,4 491 46,3 51,4
Slovak Republic 454 48,2 | 58,5 55,4 62,9 70,0 67,5 69,1
Average 41,7 450 | 476 44,6 50,4 51,7 50,4 53,2

Source: WIIW and author’s calculations.

The data in Table 3. shows that level of import of goods in Western Balkan region
exploded in 2008 and after has adjusted to crisis circumstances. In the crisis time, balance
of payment position for the most WB countries has been seriously worsen, mostly due to
weak export performance (IMF 2011), putting all countries in non sustainable economic
position in long run. It gives fruitful ground further research exploration of future
development strategies of the Region. The following and most important question is how to
better manage FDI inflows and terms of business environment in next period (post crisis),
regarding more sustainable economic development for host countries. In that context all

* But the situation has dramatically worsened with the impact of the world economic crisis in 2009
and 2010.

* Despite the very generous FDI flows at WB region

> Year of the accession.
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regional countries should start working on adopting and adjusting their terms of business
environment and the regulatory system, in other to enable bigger inflow of the FDI in
tradable sectors.

3. Regulatory Reforms for Better Managing FDI
and Sustainable Growth in Region

The experience of transition countries in the previous period confirmed the
necessity of constant changes of the regulatory frame. Still, it is important to point out that
some regulatory changes in Region in the previous period often came across the review of
the expert public in regards that they are in contrast to the constitutional system and
existing legal frames, and in that way the discriminated domestic companies. The question
of appropriate approach to the regulatory reforms in the area of FDI was analyzed in the
professional literature. Namely, in the study of Alfaro and Charlton in which they
researched the influence of the FDI on the economic growth, as one of the conclusions is
that the constitutional and economic triggers of the foreign investment will not be justified
unless the investment brings to the economic growth for all contract parties. (Alfaro and
Charlton, 2007). In other researches there is a need that countries offer careful support
while working on managing constitutional policy in the area of the FDI. We can specially
emphasize the fact that not all investments bring the same benefits, especially in cases
when they bring to financial unpredictability, anti-market practices, abusing market prices,
squeezing the domestic companies out or disproportions in the ownership (Joong-Wan
Cho, 2003). All that was mentioned above can lead us to conclude that in inevitable
liberalization of the legal frame, we should be careful and find the balance between the
quality of law, its efficiency and following the benefits that are brought by the concrete
investments to the country. It is the reinforcement of the monitoring of investment
realization which is one of the trends in the direction of foreign investments after the
economic crisis has been over. Namely, during the economic crisis, certain legal
mechanisms of monitoring and supervising of realization of the FDI projects were
developed. This is also a basic issue of the rule of Law - openness towards foreign
investments does not mean tolerating contract obligations (Sauvant Kl, 2011). Such issues
didn't get enough attention in Regional countries in the previous period.

One of existing issues is whether the existing regulatory reforms that were carried
out quickly and without more detailed coordination represent a good way for long term
sustainable growth. The literature that deals with the FDI in Western Balkan countries are
not devoted to the detailed analyses of the legal frame of attracting the FDI. Another aim
of this paper is to point out to the significance of the efficient functioning of the institutions
of legal system for attracting the FDI in Region.

Based on the analysis of creating and functioning of the legal frame of FDI in
Region in the previous period, we can conclude that there used to be objective obstacles
for attracting a higher level of the FDI. The most significant obstacles for attracting the
FDI are as follows:

¢ historical legacy of legal system functioning without clear property holder,

e existing legal infrastructure and human resources that did not comply with the
needs of social changes,

e incompleteness and inconsistency of the legal system in the beginning of the
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privatization,
o frequent changes of the legal regulations,
absence of clear strategy in attracting foreign investments - especially lack of
coordination in adopting regulation and adjusting its content;
absence of sufficient degree of culture of law implementation,
existing of various types of property,
under-affirmation of the inviolability of private property,
insufficient protection of creditors of contractual relations,
underdeveloped corporate law with a big number of new institutions whose
existence was imposed by the new Terms and Conditions.

The biggest number of above mentioned obstacles comes from inherited fifty years
of socialist system and some other from isolation, which was not easy to transform
according to the principles of the European law that regional countries are striving to.
Upon starting the transition process, a lot of time was needed in order to provide good
quality of law and to create appropriate institutions which will obtain its efficient
implementation in practice. Comprehensive social changes through which regional
countries passed as a transition countries left consequences on their legal system.

Apart from inherited historical obstacles, we think that the slowness in
implementation of the process of privatization and choice of certain privatization models
significantly limited a bigger inflow of the FDI. According to some researches, business
environment and the privatization are key factors for FDI development in transition
countries (Holland and Pain, 1998). The researches also confirm that specific choices
of the privatization models as well as legal, political and economic environment
represent significant factors which influence decision making upon the investment
(Roland, 2000, Carstensen and Toubal, 2004). Without any doubts, privatization of the
state companies brought to the increase of foreign direct investments, and later the
privatized companies influenced the productivity growth with their operation as well as
creating the new system of values.

4. Conclusion

It has become evident that Western Balkan countries need a different development
strategy that is more oriented on actual development needs in the region. Balkan countries
shared a common growth model, driven by strong capital inflows, rapid credit expansion,
and consumption-based domestic demand booms. “The sustainability of this model was in
doubt even before the crisis, as it was leading up to rising external imbalances and
vulnerabilities that were kept at bay only as long as abundant foreign capital remained
available”. (Cocozza 2011)

The drying up of foreign capital, forced significant corrections of the large and
widening current account deficits that characterized the pre-crisis years. (Becker and
Weissenbacher 2011) Vulnerabilities of the region become more oblivious through the
crisis time after 2008.

Against this background, the global crisis has in many respects represented a
structural break with the past. (Cocozza 2011, Becker and Weissenbacher 2011, Mezinger
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2009, Bijelic and Jacimovic 2013). The biggest limitation of existing growth model is its
weakness of these countries to utilize foreign capital into their productive capacity and
export base. Future external adjustment should rely on export expansion based on increase
of competitiveness of real sector and import substitution, rather than on a restrained
domestic demand

The inflow of the foreign investments, that will bring long term sustainable
development, should significantly depend on further improvement of the quality of law
and its efficient implementation in practice, in the future period in Region. The authors
support the creation of liberal environment for foreign investments, but at the same time
they point out to the need of protecting the legal security in the whole system of foreign
investments.

Without any doubts, the law with enough quality should monitor its appropriate
implementation - i.e. the effectiveness of law as legal value. This discrepancy between
legal and actual is especially expressed in the policy of attracting foreign investments.
Regulatory competitiveness among transition countries influenced that the choice of the
investor depended on the quality of the legal regulation at the beginning. Nowadays, it
mostly depends on its implementation in practice because majority of transition countries
liberalizes their systems both in a declarative and normative way, and adjusts them towards
attracting direct foreign investments.
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SDI 1 NJIHOVI EFEKTI NA STRANE INVESTICIJE | TRGOVINU
U ZEMLJAMA ZAPADNOG BALKANA
- FOKUS NA EKONOMSKI | PRAVNI SISTEM

Rezime: Velika otvorenost i visoka zavisnost ovog regiona od stranog
kapitala ucinili su zemlje zapadnog Balkana zavisnim od nestabilnosti
kapitala. Smanjenje stranog kapitala nameée brza prilagodavanja u domaéoj
traznji, Sto, zajedno sa kolapsom u izvozu, rezultira znacajnim padom
proizvodnje. Jaka konkurencija izmedu zemalja zapadnog Balkana favorizuje
investitore i ““trku do dna” u smislu regionalnih investicionih uslova (porezi,
subvencije), Sto je dovelo do situacije koja je oteZala regionalne razvojne
politike.

Kljuéne redi: tokovi SDI, trgovina, zapadni Balkan, regulatorne reforme
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