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An assesment of the Estonian investment climate: Results of a survey of foreign investors and policy implications

Terri L. Ziacik *

An assessment of the Estonian investment climate:
Results of a survey of foreign investors and policy
implications

Abstract

Credible economic reform has played a key role in Estonia’s success in attracting
significant amounts of foreign direct investment. This paper analyzes two years of
data from a survey of foreign investors in Estonia to determine the major motivations
to invest and the greatest problems faced by investors. Results indicate that the
labour force and market-related factors are the primary motivations for investors
coming to Estonia, while bureaucracy, corruption, and labour quality are the greatest
problems. Ordered probit analysis of the factor rankings supports previous findings
that investor characteristics such as export orientation, mode of entry, or industry
can explain factor evaluation for some, but not all, factors. This method can be used
by policy makers to identify whether certain types of investors are likely to be af-
fected differently by the host country investment climate.

Keywords: Foreign direct investment, transition, Estonia, ordered probit
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1 Introduction

Foreign direct investment (FDI) is an important contribution to the process
of restructuring the transition economies of Central and Eastern Europe (CEE)
and the former Soviet Union. As steps to move toward a market economy
have become more pronounced in these countries, and FDI has grown, so has
interest in determinants of investment into and its effects on these econo-
mies. At the present time, inflows to the region are unevenly distributed,
largely due to the policy reform paths chosen by the governments. Conse-
quently, studies on specific determinants of FDI, at both the macro and mi-
cro levels, are being pursued to better understand which aspects of the in-
vestment climate matter most.

One particularly useful method of analysis, although not without limita-
tions, is the survey method. Investor surveys are frequently used to learn
about the investment climate in a particular host country (or group of coun-
tries). Generally, the focus of these surveys is on motivation for entering the
country, although some also address other issues such as problems encoun-
tered or impact on the host economy. It is important, however, to realize that
investors are not identical, and differences among them must be considered
when analyzing their perceptions of the investment climate. Information
from investor surveys can help governments determine whether policies will
affect certain types of firms differently, and can aid policy makers in assess-
ing consequences of their current or future policies. The initial choice and
subsequent assessment of an investment location depends not only on the
country itself, but also on how its policies fit together with the firm in ques-
tion’s particular strategy; investor differences need to be considered when
discussing a given host country.

Estonia is a country that has been relatively successful in attracting FDI.
It is also a country characterized by rapid and credible reforms from the start
of its independence from the Soviet Union. While the investment climate is
quite favourable, it is not perfect, and there is still room for improvement.
Using two years of data from a series of surveys of foreign investors in Esto-
nia, this paper examines why investors chose to come to Estonia and where
improvements are still needed. In order to get a complete picture of the
investment climate, special attention is devoted to whether and how differ-
ent types of investors evaluate the investment climate. The survey results
show where improvements can be made, and these are crucial for maintain-
ing a competitive, attractive investment climate. Ordered probit analysis
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indicates that, in some cases, investors react differently to policy according
to specific characteristics such as export orientation, mode of entry, and in-
dustry. This method can be applied to any country in transition for which an
appropriate data set exists. Results can be used to aid host country policy
makers in choosing a reform plan designed to attract or retain a certain type
of investor.

The paper begins with a brief discussion of the need for and the determi-
nants of FDI that establishes the framework for analysis. Recent contribu-
tions to the FDI literature stress investor-specific characteristics as motivat-
ing investment, and these can differ from firm to firm. In this context, results
of previous transition economy investor surveys, including those that recog-
nize differences among investors, are discussed. In the following section,
the survey is described and general results are presented. Section four details
the methodology used in the econometric analysis and introduces explana-
tory variables and factors to be analyzed. Included in this section is a dis-
cussion of weaknesses remaining in the Estonian investment environment
based on the survey responses and other sources. Section five presents the
results, and six offers concluding remarks and direction for future research.

2 Determinants of FDI

2.1 The need for FDI in transition economies

Central and Eastern Europe and the former Soviet Union represent a large
area, both in geography and population, with great market potential due to
limited exposure to many goods and services during the command economy
period.' The region is also strategically located between industrialized Asia
and Western Europe, which benefits firms wishing to serve one of these mar-
kets as well. At the start of the transition process, these countries were full
of state-owned enterprises (SOE’s) that had to be privatized, and the domes-
tic residents had little capital with which to do it. Some countries still have
many SOE's waiting to be privatized. Therefore, foreign investment is needed
to facilitate privatization and turn the inefficient SOE’s into productive parts
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of the economy. Foreign investors from industrialized countries have first-
hand knowledge about the workings of a market economy, which gives them
a comparative advantage in establishing new companies and transforming
existing firms into firms that can compete globally.

FDI can further benefit the host country through technology transfer and
positive spillover effects.? Technology transfer and foreign investment are
closely related; a large proportion of transfers takes place within the multi-
national corporation (MNC), from parent to foreign affiliate (Blomstrom and
Kokko 1996). Indirect technology transfers can occur through reverse engi-
neering or employee relocation from a foreign to a local firm. Markusen and
Venables (1999) model the effects of MNC entry on domestic industry. They
find that it can promote the development of local industry through creating
demand for locally produced intermediate goods. These backward linkage
effects can subsequently aid domestic final goods industry.

2.2 Choosing a location

There are two fundamental questions surrounding the issue of engaging in
foreign direct investment. The first one is why a firm would choose to locate
abroad in the first place - in other words, why multinational enterprises
(MNE's) arise.> Dunning (1997) has put forth the eclectic theory of multina-
tional enterprises, which seeks to explain why firms locate abroad using more
than just cost or rate-of-return arguments.* His approach identifies three ad-
vantages firms should possess before investing abroad — ownership advan-
tage, location advantage, and internalization advantage. The first concerns
ownership of a specific asset, usually knowledge-based, that firms in the
host country lack, such as managerial experience or technology. Internaliza-
tion means that the ownership advantage is best retained in the firm rather
than exploited by licensing agreements or some other means. Finally, the
location advantage comes from host country characteristics that make it op-
timal for the firm to locate there rather than serve the market in some other
way. This theory has served as a point of departure for other theoretical
models of MNE activity.

Still more difficult to determine is the answer to the second question -
given the decision to go abroad, what determines the choice of the host coun-
try. The uneven distribution of FDI over countries at similar stages of eco-
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nomic development has motivated investigation into country-specific deter-
minants of FDI. Table 1 presents per capita FDI data for select transition
economies. Many empirical studies using panel data on investment flows
across countries or industries over time have been done that test one or more
determinants of investment destination, and these often come up with mixed
results.> Market size, proxied by per capita or absolute GDP, is the only
factor that consistently exhibits a significant positive relationship with FDI
flows. Other factors such as labour costs, political stability, and openness
have been found to have ambiguous effects when tested empirically.

Lansbury, Pain, and Smidkova (1996) study investment from the OECD
countries to Hungary, the Czech Republic, and Poland. They find that pri-
vate sector GDP, lower unit labour costs, and high levels of host country
innovation are significant determinants of investment, but that the host country
risk level is not. Papazoglou and Liangovas (1997) find that market size,
wage differences, openness, and reform progress are significant determinants
of inflows in the Black Sea Economic Cooperation states. In an attempt to
identify determinants of direct investment, Garibaldi, et. al. (1999) begin
with an extensive list of possible determinants. They pare down the list of
variables by eliminating those with low t-statistics. Market perceptions is
always a significant factor. After some elimination, other results that emerge
are that macroeconomic stability and strict exchange rate regimes attract in-
vestment, pre-transition, but not post-, liberalization measures are signifi-
cant, but wages and productivity of the host countries are insignificant.
Altamonte (1998) and Resmini (1999) study FDI into industrial sectors across
countries. Both find that, for a group of countries from Central and Eastern
Europe, market size is significant. Wage differences and progress in transi-
tion are significant for the entire sample in Altamonte’s study but not in
Resmini’s.

Transition economies possess several common characteristics that indi-
cate investors may regard separate countries of the region or sub-regions as
similar in location-specific advantages. The small market size of many of
these countries and their close proximity to each other and to larger transi-
tion and Western European markets imply that foreign investors do not al-
ways target a single national market, but rather a regional market. The Baltic
States’ position relative to Russia and Western Europe makes them attractive
to investors who wish to supply both of these markets as well as the Baltic
market. Costs of labour and other inputs are cheaper in transition economies
than in most industrialized countries, and even within the region, there is
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much variation (Meyer and Pind 1998).° The above factors imply that there
are additional underlying characteristics that differ more noticeably from
country to country which determine the precise destination of FDI going to
transition economies.’

The timing and extent of policy reform are two key differences among
transition economies that play a role in the choice of investment location.
Government policy of the host country is also an important factor that has
direct and indirect influences on FDI. The government can directly influ-
ence the FDI location choice through offering incentives, the most common
of which are fiscal incentives such as tax holidays (UNCTAD 1996). Policy
can indirectly influence FDI through provision of a stable and attractive in-
vestment environment and through facilitating aspects of the investment proc-
ess such as obtaining work and residence permits. The newness of the mar-
ket economy in these countries combined with remnants of the old system
adds to the riskiness of the investment for the foreign investor; these coun-
tries are notorious for bureaucratic red tape and corruption, which deter FDI.
Thus, credible policy is crucial to creating a welcoming investment environ-
ment. Table 1 presents per capita inflows of FDI for several CEE states.

Transition economies began their individual reform processes at differ-
ent times. Some non-Soviet countries were willing to start introducing poli-
cies that allowed private enterprise and foreign investment well before the
large-scale market transition began. Hungary permitted foreign majority own-
ership of private enterprise in the mid-eighties, and more restricted market
activities before that (Hunya 1996, Berend 1990), while in Estonia, signifi-
cant amounts of FDI did not enter until late 1990 through joint ventures with
Estonian companies (Liuhto 1994).2 Hungary was also the first country to
guarantee profit repatriation and conversion of profits into hard currency
(Paliwoda 1994). The degree to which countries were exposed to Western
influence differed within the region as well, and this is likely to be correlated
with the present level of commitment to market transformation. Estonia, for
example, received Finnish broadcasts throughout its Soviet occupation, and
this is considered to have had a great impact on the speed with which Estonia
adopted market economy ideas (Shen 1994). Even considering the differ-
ences in start times of reforms, there is still a discrepancy between per capita
inflows to the successful countries during the earlier years of reform and
those to the less successful countries during recent years.
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2.3 Heterogeneous firms and the use of surveys

The choice of investment location depends not only on country-specific at-
tributes but on those of the firm as well. Dunning (1993) identifies four
types of firms that choose to locate abroad. Resource seekers invest abroad
to obtain a specific resource that is available in the host country at a lower
cost. This could range from raw materials to labour to technology or man-
agement skills. Market seekers' objective is entry to the host country's and/
or adjacent countries' markets. Efficiency seekers locate abroad to gain from
economies of scale or to benefit from some other difference found in the host
country such as costs or market structure. Expansion into a foreign country
can bring strategic asset-seeking firms an important asset with which to im-
prove their competitive position relative to their competitors. While in prac-
tice the latter two types are hard to identify because in some respects they
closely resemble market- and resource- seeking types, the idea of distinguish-
ing among different firm types is important in order to fully understand why
firms locate in a particular host country.

Many surveys of foreign investors have been conducted in transition coun-
tries in recent years, especially in the Visegrad region.’ These are an effec-
tive means with which to collect up-to-date, firm-specific data that can be
analyzed according to specific firm attributes. Thus far, a survey covering
the entire transition region has not been done, but results of existing surveys
can be compared to see if investors have similar motivations for investing or
face the same sort of difficulties in the host country. Unfortunately due to
the structure and types of questions used, these results are only comparable
to a degree.

Market-related factors emerge among the top-ranked motivation factors
in several studies of investment in Central and Eastern Europe (Pye 1997,
Elteto and Sass 1998, Lankes and Venables 1996). Pye’s study of investors
in the Visegrad countries and Romania finds the skilled labour force and
labour cost advantages to rank high as well, while other cost advantages
were of less importance. In Eltet and Sass’ study of investors in Hungary,
market share has the greatest proportion of ‘very important’ scores, although
according to its weighted ranking, it falls below stable legal framework, sta-
ble political situation, and prospects for economic development. Costs, while
still among the main motivation factors, is not as important as the others and
has a much smaller proportion of respondents listing it as very important. In
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a survey of American investors in Estonia, Glaros (1996) finds market-re-
lated factors of prime importance while lower costs of production was the
least important motivation factor.

Problems are not discussed as frequently as investment motivation, but
some that are common among investors to the region include difficulties
with legislation and bureaucracy and lack of management skills (Meyer and
Pind 1998, Hirvensalo and Hazley 1998, FIAS 1997). In the Baltic rim tran-
sition countries (the Baltic States plus Poland and the region of Russia around
St. Petersburg), issues related to land, bureaucratic regulations, VAT, and
project financing are also problematic for investors (Hirvensalo and Hazley
1998). Eltetd and Sass (1998) find the tax system and social security contri-
butions, inflation, investment risk, and bureaucracy to be among the biggest
problems faced by investors in Hungary. Glaros (1996) finds that the avail-
ability of project financing and residency requirements are the biggest prob-
lems faced by investors in Estonia, while in another section of the survey, the
small market size, excessive bureaucracy, and future relations with Russia
are given as Estonia’s biggest disadvantages. Land acquisition, work and
residence permits, the commercial code, and VAT payments and rebates are
the greatest problems cited by participants in the FIAS study of Estonia (1997).
Labour-related issues, in particular, lack of management skills, emerged as a
significant problem for investors in Estonia in Hirvensalo and Hazley (1998).

Heterogeneity of investors, however, should be accounted for when as-
sessing these results because different types of investors have different
motivations and will not be affected by problems in the same way. Dun-
ning’s (1993) method is one way of dividing firms for analysis. Empirical
researchers, however, generally take a more easily measurable approach and
divide the sample according to some specific characteristic or quality. Elteto
and Sass (1998) separate groups of investors by export orientation and func-
tion. The authors find that when investors in Hungary are grouped according
to export orientation, they rank motivation factors and problems encoun-
tered differently from each other.!® The local market is the most important
for non-exporters, while political and legal stability are the most important
for export-oriented groups. Costs do not emerge as a main motivation for the
exporters, but are sixth for non-exporters. Problem factor rankings are not
so different; several factors appear as main problem factors for both export-
ers and non-exporters, although in different orders. Obtaining information is
a problem for non-exporters, while EU market restrictions affect exporters.
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Lankes and Venables (1996) draw a comparison between local market-
and export-oriented FDI and horizontal and vertical investment. They find
that investment motivation factors differ depending on the target market;
export-oriented investors rank the local market low and costs high, while
local suppliers and distributors do the opposite. They also find that wholly
owned subsidiaries and joint venture firms rank factors important to choice
of control differently. For example, joint venture firms consider knowledge
of the local situation and access to local markets to be important, while one
hundred percent-owned foreign firms value control over intellectual prop-
erty, sales strategy, and production quality.

There are other easily identifiable firm attributes that could conceivably
account for differences in investment motivation and general evaluation of
investment climate. These include industry, firm size, and home country.
Industries differ from each other in terms of their target markets, required
inputs, and obstacles faced in development. The size of operations in the
host country affects factors such as costs of operations and ease of obtaining
project finance. The home country can make a difference because investors
from countries bordering the host are likely to know more about the host
country investment climate and possibly have had previous historical links
or share a common culture. Additionally, transportation costs to the home
country will be lower the closer the home country is to the host country.

Genco, Taurelli, and Viezzoli (1993) use destination country, firm size,
age, production period, and industrial sector to separate investors; they sur-
vey investors in several Central and Eastern European countries to identify a
wide variety of problems encountered during various stages of the invest-
ment process.'" They find that there are differences in rankings of the prob-
lems according to these characteristics. Among the problems encountered
while operating in the host economy, bureaucratic delays rank the highest
overall, but differences within groups are evident. Large firms, older firms,
and firms in production longer rate this factor higher. Medium-sized firms
give noticeably higher rankings to factors associated with problems with the
local partner. Other high-scoring factors that show variation among groups
include lack of managerial skills, political instability, and internal organiza-
tion of the firm.

Some recent empirical work uses data on investment into specific manu-
facturing sectors in different CEE countries to investigate the determinants
(Resmini 1999) and timing (Altamonte 1998) of FDI. In Resmini’s paper,
sectors are grouped into four broad categories according to Pavitt’s (1984)
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taxonomy, and these are included as fixed effects.!?> She also runs regres-
sions for each group that indicate that firms in different sectors have differ-
ent investment determinants. For example, wage differences are important
for traditional sector firms while GDP per capita is not. This is opposite
from results from most other sectors. Altamonte (1998) follows a similar
approach but divides sectors instead according to typical sunk costs.'* While
the sunk cost dummies are not significant for the panel regression of the
entire sample, regressions according to individual sunk cost categories indi-
cate there are some differences in determinants of investment. Market size
is important for all groups, and wage differences and business risk factors
are important only for some. While these studies are not qualitative surveys,
their results give support to examining investor survey data according to
firm-specific factors.

Surveys are limited in the information they capture. Foreign investment
surveys usually only reveal one side of the issue because the sample is re-
stricted in some way; then tend to look at either foreign investment into a
particular host country (or countries) or foreign investment from one home
country (or countries). Another drawback of surveys is that they often have
a small or limited sample. A response rate of twenty percent is considered to
be good for investor surveys (Eltetd and Sass 1998). Even with this in mind,
over 500 surveys must be sent out to get 100 responses. Finding a large
sample of foreign investors willing to participate is more difficult the smaller
the host country is. Even with completed surveys, there is still the problem
of missing data; it is not at all unusual for a respondent to skip some ques-
tions either because he does not immediately know the answer or feels the
question does not apply to him. Despite the above-mentioned problems,
these surveys are important sources of information to host governments.
Because they are the best source of investor sentiment in many transition
economies, they are valuable to governments who wish to make FDI-attract-
ing policy. Not only does this approach help the government of the host
country evaluate future policies, but it can also offer guidance to govern-
ments that have not yet made specific policy reforms.
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3 The Foreign Investor survey and motivation for analysis

The data used in this paper come from the Foreign Investor 97 and 98
surveys that were conducted in the spring of 1998 and 1999, respectively, by
a team of researchers from Tartu University in Estonia and sponsored by the
Estonian Investment Agency.' It is the most extensive study to date on the
Estonian investment climate. The survey consists of a financial part, which
contains data from the corresponding year, and a subjective questionnaire,
which covers a wide range of investment-related issues including, in addi-
tion to those covered here, transfer effects, satisfaction with the investment
climate, the banking sector, and exports.'® Throughout the paper, these sur-
veys will be referred to the 1997 and 1998 surveys respectively, indicating
the financial year they cover and not the year in which they were adminis-
tered.

The sample was chosen according to firms’ capital stock and the poten-
tial benefit to the economy. In both years, questionnaires were sent to the
150 firms with the largest capital stocks as well as to approximately fifty
new and up-and-coming firms with FDI. All participants in the 1997 survey
were sent questionnaires for the 1998 survey even if they did not fall into the
two previously mentioned categories. Only thirty-eight firms from the 97
survey participated the following year. The 1997 survey was initially sent to
two hundred firms and the 98 survey to more than 230. The 1997 survey
contains data from seventy-three respondents from seventy-one firms repre-
senting ninety-six foreign investors, while the 1998 survey covers eighty-
one respondents representing eighty-one firms and one hundred ten foreign
investors. Due to missing data, the number of usable observations in the
analysis is less than this.

3.1 Composition of the sample

Capital stock demographics by industry and country of origin are presented
in Tables 2 and 3. The samples in both years contain roughly twice as much
capital stock from the manufacturing sector as in Estonia as a whole. The
criteria established by the survey sponsors favours manufacturing firms. The
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distribution of the 1998 sample is closer to the actual picture than that of
1997, but wholesale and retail sales are still underrepresented while utilities
are over represented. Capital stocks of firms that operate in more than one
industry have been included in each since information contained in the sur-
vey does not provide a breakdown of activities or the prime industry for each
firm. Utilities, although listed separately here, is grouped together with trans-
portation and communications for data analysis purposes because the sam-
ples contain very few utility firms that responded to the questionnaire. Serv-
ices include financial services, consulting services, hotel and restaurant, waste
processing, and all other services.

The sample capital stocks by country of origin are quite different from
1997 to 1998. In both years, Finnish and Swedish investment in the sample
is close to the actual shares. The relative increase in Swedish investment in
both the sample and Estonia as a whole is due to extensive investment in the
banking sector by Swedish banks in 1998. FDI from most other countries is
inaccurately represented in the sample; most noticeable is Singapore’s large
share in the sample. Danish and British firms have gained a larger sample
share in 1998, while the proportions of Russian and Dutch investment have
declined. There were a few omissions of capital stock figures in both years
of the survey, which accounts for some error in the shares for both country of
origin and industry.

3.2 Survey results

The sections of the survey analyzed in this paper are investment motivation
factors and problems encountered. Respondents were asked to rank a series
of factors in each category on a scale of one to five. A five indicates a strong
influence for motivation factors and a great problem for problem factors. As
in other surveys done in the region, market-related factors are among the
most important motivation factors in both years (see Table 4).' Labour force
climbed to the lead in 1998, but otherwise, the order of rankings has not
changed noticeably from 1997 to 1998. Access to other nearby markets is
not relatively important. While costs are far down on the list, it still falls into
the moderate influence range with a score above 3. Just about all factors
except labour force have decreased in influence in the latest survey.
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Rankings for problem factors support results of other studies done in
Estonia and, to a lesser extent, elsewhere, namely that bureaucracy, labour
quality, and VAT-related issues are some of the biggest problems facing in-
vestors. Lower average scores for most of the problem factors in 1998 could
indicate that there have been improvements in the investment climate (see
Table 5). Due to differences in the samples, this cannot be inferred from the
survey data alone. However, policy changes in areas such as VAT rebates
and obtaining work and residence permits that took place after the 1997 sur-
vey was conducted are likely to have influenced these scores. Overall, prob-
lems in Estonia are not so severe; the highest average score is just over the
‘moderate’ score of three. The score for VAT payments and rebates has fallen,
along with those for gaps in legislation, slow pace of land reform, and unfair
competition. Labour quality and corruption are still problematic. Bureauc-
racy, the top scorer in 1998, was not included in the 1997 survey.

In sum, local market related factors are the biggest motivations for in-
vestment, along with the labour force. Although the investment climate is
generally evaluated favourably, there are some problems with the business
climate, which is evident from the rankings for bureaucracy, corruption, and
gaps in legislation, particularly in the 1997 survey. Improvements can still
be made in areas such as labour quality, VAT payments and rebates, and
customs procedures. While average rankings can give a general picture of
the investment climate, a closer look at how these scores differ among inves-
tor types provides a better description of the climate and can aid policy mak-
ers in identifying precisely where improvements should be made. The next
section discusses how investors are divided, the expected effects these char-
acteristics should have on rankings in the econometric analysis, and the scores
for the sample by group.

4 Methodology and development of the model

4.1 The ordered probit method

The purpose of the analysis is to determine whether specific types of inves-
tors are affected differently by investment climate factors and, if so, how. To
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do this, factor rankings are regressed on investor characteristics and control
variables. Because the factor rankings are qualitative and discrete in nature
and we wish to determine how investor characteristics affect them, ordered
probit analysis is the method used here. The underlying variable, the actual
ranking that would be given to each factor by the respondents, is continuous
and unobservable. Only the values chosen as most closely representing re-
spondents actual choices are observed. The general model for a three-choice
dependent variable is as follows:

y¥=px+¢

where y* is the unobserved factor ranking. The choices that are observed are

y=0if y*< 0,
y=1if0<y*< pu,
y=2if pu<y*.

This can be easily extended for more discrete choices. The ordered probit
regressions produce the maximum likelihood estimates of coefficients that
predict an investor’s evaluation of a factor based on firm characteristics.

Although each factor was evaluated on a scale of one to five in the
survey, for the regression analysis, the problem factor rankings were con-
densed to three categories: no problems (1), small to moderate problems (2
and 3), and large problems (4 and 5). Due to the small sample size, there
were some problems with the analysis caused by the lack of variation in the
dependent variable. Furthermore, the subjective nature of the data makes it
impossible to ensure all respondents use the same criteria to interpret what
each choice means. The scaling makes it difficult to distinguish between
categories; the same problem may be interpreted as ‘large’ by one respond-
ent and as ‘extremely large’ by another. Merging five categories into three
eliminates some of this subjectivity.
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4.2 The explanatory variables

Dunning’s (1997) classification of foreign investors and Lankes and Venables’
(1996) study indicate that export orientation influences the motivation to
invest; by their very nature, exporters are less concerned with local market
conditions than are investors that serve the local market (market-seekers).
Because producing in a host country for export purposes entails transporta-
tion costs in getting the product to its destination market, the host country
must offer some cost or other efficiency advantage that justifies the invest-
ment. Certain problems associated with operating in the host economy may
differ between these two types of firms as well. Therefore, the firm’s export-
to-turnover ratio (EXTO) is included as an explanatory variable.’

The mode of entry into the host country is also important. In the pre- and
early transition years, joint ventures were often the only way for foreign
firms to operate in the host country. Some firms choose to enter based on
existing opportunities such as a state-owned enterprise available for privati-
zation or a local company seeking a partner with experience in a market
economy. Other firms enter as greenfield investors, building their enterprises
from scratch. In the econometric analysis, the following modes of entry are
considered: acquisition (ACQ), greenfield (GRN), and joint venture (JV).

Connected to mode of entry is ownership structure; full and partial for-
eign ownership each carry advantages and disadvantages. With partial own-
ership, risk is shared, while with full ownership, the decision-making power
and control is completely in the hands of the foreign investor.'® Unfortu-
nately, the survey data can be misleading if mode alone is used; several firms
that entered as joint ventures are now one hundred percent foreign-owned,
while some firms that entered as greenfield investment have local partners.
Therefore, the foreign ownership share as a percentage of voting rights (VR)
is included as well.

Industry divisions correspond with Dunning’s classification to an extent,
although divisions are not so distinct. Some manufacturing sectors, such as
wood processing and paper in Estonia’s case, fit into the resource-seeking
category. Other investments, particularly in the telecommunications and utili-
ties sectors could qualify as strategic asset-seeking investments. Empirical
evidence from Altamonte (1998) and Resmini (1999) underscores the impor-
tance of industrial sector differences in identifying the determinants of FDI.
Although their studies look at sectors within manufacturing, similar reason-
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ing can be applied to other industrial sectors, and we can expect to find that
industry will explain motivation for at least some factors. Problem factors
are likely to affect investors in various industries in different ways as well. A
few industries in Estonia, such as telecommunications, still require licenses
for any firm entering the industry. Investors in these industries are likely to
face greater regulatory difficulties. Output from the service sector is gener-
ally of a non-tradable nature, so these firms should evaluate trade-related
issues differently from, say, manufacturing firms. The industries used in the
analysis are manufacturing (MANUF), wholesale and retail (WHRET), serv-
ices (SERV), and utilities, telecommunications, and transportation (UTRAN).

Firm size is another factor that can account for heterogeneity. Large
multinational firms generally have substantial assets and a global strategy
that includes widespread market penetration. They are likely to be moti-
vated and affected by different factors than are small and medium-sized firms.
To account for this, two size variables are used in alternate model specifica-
tions, the natural log of the workforce (LNWK) and the natural log of share
capital (LNSK).

In addition to the variables mentioned above, a dummy indicating whether
the firm is from Finland (FINLAND) is included to control for the close
historical and linguistic ties between the two countries. For investment mo-
tivation factor regressions, two additional variables are included. These are
the years invested in Estonia (YRINV) and a dummy variable representing
previous links with Estonia prior to investment (PL)."” Where applicable,
other variables may be included, and these are mentioned with the appropri-
ate factors.

Export orientation, industry, and mode of entry constitute the key char-
acteristics used in this study to determine whether investor characteristics
explain factor rankings. These factors capture important differences among
investors put forth by Dunning (1993), which emerge often in empirical works
as accounting for differences in perception of the investment climate. Since
industry and mode of entry include more than two categories, dummy vari-
ables for each possibility must be considered. One dummy from each cat-
egory must be excluded, however, to avoid multicollinearity problems. The
signs of the included dummy coefficients then indicate how possessing this
characteristic instead of the excluded characteristic affects the factor rank-
ing. Therefore, the variable chosen for exclusion in each category is the one
that is expected to account for the greatest difference in the dependent vari-
able rating. Since manufacturing is the largest industry in the sample and
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produces tradable goods, it is generally excluded from the industry category.
Greenfield is omitted from the mode of entry category since these invest-
ments have no clear existing connection with the Estonian economy. Any
deviations from these are discussed below with the appropriate dependent
variable. The general model is

FACTOR= @+ By EXTO B, SIZE+ BgUTRAN+ B, WHRET+ BeSERV+ B ACQ+ ]V + gV R+
BoFINLAND ByPL+ BgVRINV+ €.

The last two variables are only used in the motivation factor regressions, and
SIZE is either LNWK or LNSK.

4.3 Hypotheses and predicted signs

Below is a discussion of the factors analyzed and the expected influence of
the explanatory variables of interest (export orientation, industry, and mode
of'entry). Only those characteristics that have obvious relationships with the
dependent variable in question are discussed, although some effects can still
be difficult to sign because there are good arguments for both cases. Also,
strategy differs from firm to firm even within groups, and this can lead to
differences in motivation to invest or perceptions of problems. We analyze
factors that are relevant for policy makers, especially in the area of problem
factors. Selection of the latter is based not only on the high-scoring factors
from the survey, but also on other information about investors’ experiences.?
Closer analysis of the most important motivation factors can determine
whether all types of investors are motivated by the same factors. With this
information, policy can be designed to more efficiently promote the invest-
ment climate.

The motivation factors considered are market-related factors (market entry
and potential for market growth), costs of production, and political stability.
While market factors have been found to be important motivation factors,
costs are generally not of great motivational importance. However, they are
still considered to be an advantage of transition economies and so are in-
cluded in the analysis. Exporters are predicted to be influenced by costs, but
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not by market entry or potential for market growth, because their primary
markets are elsewhere. Therefore, coefficients are predicted to be positive
for costs and negative for market factors. Manufacturing firms are predicted
to be affected in the same way because of the tradable nature of their output
relative to that of the other industrial sectors included. Finally, acquisition
firms are predicted to be less influenced by market factors than are greenfield
or joint venture firms since the firm being acquired already exists. Thus ACQ
is omitted instead of GRN in the market entry and market growth regres-
sions, and GRN and JV are expected to have positive signs.

Political stability is another motivation factor that is often cited as a de-
terminant of FDI location. It is likely to have played a part in attracting FDI
to Estonia as well since the political climate has been relatively stable since
independence. Entering the host country through greenfield investment en-
tails higher information costs since there is no local partner or previously
established company. Because joint venture and acquisition investments are
connected to a local element, they may be less susceptible to political shocks.
Since the environment is uncertain, political stability is predicted to be more
important to greenfield investors, and the coefficients on JV and ACQ should
be negative. However, since the Estonian investment climate has been rela-
tively stable for several years, it is hard to say whether this reasoning should
still hold.

The next area of investigation is problem factors with stress on those that
still exhibit a need for improvement. The results from the most recent sur-
vey are emphasized here since they reflect recent policy developments. Al-
though the labour force was the highest-ranked motivation factor in the 1998
survey, the quality of the workforce is one of the greatest problems facing
foreign investors. One of Estonia’s selling points in promotional material is
its “highly skilled and productive workforce” (EIA 1999). Despite the claim,
foreign companies operating in Estonia often utilize lower-level technology
than their parent firms (Berghédll 1999). Additionally, there has been little
reform in adult and vocational education since independence from the Soviet
Union, which may account for a mismatch between available and needed
skills (Ziacik and Varblane 1999). This problem is expected to be greater for
manufacturing firms and export-oriented firms since their production de-
pends on high quality and often a high skill level as well.?' In addition, inves-
tors that entered through acquisitions are expected to have more difficulties
since they acquired labour as well. Thus, ACQ is omitted from the regres-
sion instead of GRN. GRN and JV are predicted to have negative signs.
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Related to this is the problem of obtaining work and residence permits;
firms having difficulty finding suitably skilled workers may wish to look
elsewhere. Foreign firms often bring managers from the parent company.
However, getting the necessary permits can be difficult. This is a recurring
theme cited in earlier surveys and policy studies (see Ziacik (1998) for an
overview) and, although steps have been taken to improve the situation, such
as the introduction of a business visa, it still is not satisfactory. Due to a
quota system in place, there is a limited number of permits that can be granted
each year. The process is quite involved and previously included items such
as a psychiatric evaluation. Recently, the U.S. was added to the list of coun-
tries that are not subject to the quota (BNS 1999).2> The number of foreign
workers in the firm (FORWK) is included in this regression, and the ex-
pected sign is positive. Manufacturing firms are likely to experience fewer
problems because they tend to generate much local employment and require
few permits relative to the size of their operations. Size should be negatively
related to work and residence permit difficulty since employment potential
of the firm is something considered when granting the permits. Greenfield
firms are expected to have more problems because they are likely to bring in
foreign workers, especially at the management level, since they are creating
a new enterprise. However, JV and ACQ are hard to sign; they use more
local people because of the present or former local ownership, but foreign
management expertise might be part of the deal. Therefore, mode of entry
may differ from what is expected.

Customs procedures and VAT-related issues remain problematic, although
to a lesser degree than in the previous year. Of the four free zones in Estonia,
only the Muuga zone in Tallinn is operational, and there are still delays at
customs points. Despite some improvements, VAT payments and rebates are
still problematic to investors (Berghill 1999). Both of these factors are pre-
dicted to affect exporters more than non-exporters since exporters must ship
their production through customs. They are also entitled to rebates on VAT
paid on inputs used for production of exports. Manufacturing firms have
more dealings in these areas since their output is the most likely to be ex-
ported so positive relationships between manufacturing and these factors are
expected. However, firms that do not regularly deal with these issues may
regard the same things as greater difficulties because of their lack of experi-
ence with the procedures.
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Project financing is a crucial element of the foreign investment process.
If companies do not have reliable access to financing, they cannot make new
investments. Approximately one third of respondents who answered the ques-
tion use local banks for financing, and thus the persistence of this problem in
the 1998 survey may be related to the Russian financial crisis. As a result of
the crisis, some Estonian banks experienced liquidity difficulties (Ziacik and
Varblane 1999). Greenfield firms are likely to have the least difficulties with
financing since they have fewer ties to the local economy and can get financ-
ing from the home country.

Finally, we consider the general operating environment. This includes
bureaucracy and corruption.? Since greenfield firms are new to the environ-
ment, they are likely to experience more problems in these areas. Therefore,
negative coefficients are predicted for ACQ and JV. Firms in the manufactur-
ing and utilities, transportation, and telecommunications industries are ex-
pected to have greater difficulties because they are more likely to require
permits or inspections in the course of their operations. The only industries
that still require licensed to operate are mining, power, gas, and water sup-
ply, rail and air transportation, waterways and ports, telecommunications,
retail sale of pharmaceuticals, and commercial banking. Since the majority
of this fall into the UTRAN category, it is omitted in an alternate specifica-
tion. Exporters should have fewer difficulties since their target market is not
Estonia.

Tables 6 through 9 contain mean factor rankings according to the key
explanatory variable categories. For some factors, differences in rankings
are quite noticeable, while for others, there is little obvious difference for the
group. Different rankings of market-related factors and costs by export-ori-
ented firms support similar findings of Eltetd and Sass (1998) and Lankes
and Venables (1996). In some cases, the survey data disagree with the pre-
dicted signs. For example, in 1997, non-exporters rated labour quality higher
than exporters, and manufacturers gave it one of the lowest rankings. There-
fore, the 1997 signs are likely to be reversed for EXTO and the industry
dummies. While manufacturing firms had a much easier time with work
permits in 1997, service sector firms had the least amount of problems in
1998, and wholesale and retail firms were very similar to manufacturing
firms. Thus, signs for industry dummies in the 1998 regressions may differ
from predictions. Table 10 contains a summary of the expected signs of the
key explanatory variables discussed above. An asterisk by the sign indicates
that the average responses differ from predictions.
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5 Results

Although we have an idea about how some of these explanatory variables
should affect factor rankings, theoretical development in this area is not ex-
tensive. Previous theoretical and empirical work indicates that, in general,
investors should differ according to export orientation, industry, and mode
of entry. The influence, if any, of other factors, especially the control vari-
ables, may differ from factor to factor. Thus, a ‘general-to-specific’ method
is employed in which all potential explanatory variables are included in the
first run, and variables with low z-statistics (less than 1) are eliminated in the
subsequent run. The export-to-turnover ratio, industry dummies, and mode
of entry dummies are always retained since these are the primary factors of
interest. In the case where two model specifications are identical except for
the size variable or other specification, the percentage of correct predictions
is used to determine which specification is presented. Asterisks beside an
explanatory variable name indicate the level of joint significance of the model.
For the variables with no asterisks, we cannot reject the hypothesis that all
coefficients equal zero at the ten-percent level or below. The regressions for
COSTS 97 and WKPERM 98 have been adjusted for heteroscedasticity.
The interpretation of ordered probit coefficients beyond their role as re-
sponse predictors is not straightforward. While the coefficients indicate the
marginal effect of a one-unit change in the corresponding independent vari-
able on the regressand in a standard regression with a continuous dependent
variable, this is not the case here. All that can be definitely gauged from
ordered probit coefficients is the shift in the probability distribution of the
dependent variable resulting from an increase in an independent variable,
holding all other things constant. This also indicates how the probability of
being in either end category changes; the probability that y is the high-end
choice (5 or 3, depending on the factor) changes with b while the probability
thaty is the low-end choice (1 here) changes in the opposite direction (Greene
1996). However, the size of the changes and how the probabilities of being
in the middle categories change are unknown. In order to determine the
magnitude and direction of change, it is necessary to calculate the marginal
effects. These indicate how a one-unit change in an independent variable
affects the probability that the dependent variable is in each category, and
the marginal effects for significant variables are found in the Appendix. Thus,
for explanatory purposes, saying that manufacturing firms, for example, are
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more affected by this factor means that they are more likely to be in the high-
end category.

Regression results support the hypothesis that specific types of investors
will evaluate certain motivation and problem factors differently. Eltets and
Sass’ (1998) finding that investors differ according to export orientation is
supported strongly for market factors, but less so for problem factors. Mode
of entry is also a characteristic that emerges as a significant explanatory
variable in several regressions, but not as regularly and often only for one of
the two included dummies.

Tables 11 and 12 contain results from the motivation factor regressions.
These are well specified according to the high levels of joint significance,
but the predictive power of the model is poor, correctly predicting less that
fifty percent for some variables. Size and foreign share only appear in the
1997 regressions, although the latter is never significant. The other control
variables, FINLAND, PL, and YRINV (1998 only), appear occasionally.

Among the motivation factor regressions, EXTO is the trait that appears
most often as a significant variable with the expected sign in both years. All
of the motivation factors except POLSTAB 1998 contain a significant ex-
planatory variable, which indicates that investors do differ in their motiva-
tion to invest in Estonia. For market and cost factors, the signs are as pre-
dicted. EXTO is significant in all regressions. Despite the presence of a
local partner as an incentive to invest, market entry is important for joint
venture firms. Some industry dummies are significant with the expected
signs for MKTGR 1997 and COSTS 1998. These results support the hy-
pothesis that, among industrial sectors, manufacturing firms are the least
influenced by market factors and the most influenced by cost factors. How-
ever, industry signs for COSTS 1997 contradict expectations and the survey
results (see Table 7).

The negative sign on JV’s coefficient in POLSTAB 1997 supports the
contention that the presence of a local partner compensates for political risk.
Entering through a greenfield investment for market factors or through an
acquisition for costs and political stability, however, does not appear to ex-
plain factor evaluation. Ultilities, transportation, and telecommunications
firms are significantly more motivated by political stability than are manu-
facturing firms in 1997. There are no characteristics that explain the scoring
of political stability in the 1998 regression.

Problem factors have less consistent results from year to year, both in
terms of jointly significant models and significant explanatory variables (see
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Tables 13 and 14). Only VAT and PFIN are jointly significant in both years,
but the results for both are quite different in terms of significant explanatory
variables. There is no correspondence between the 1997 and 1998 results in
terms of significant variables for problem factors, while there is to some
extent for motivation factors. Mode of entry is not significant in any of the
1997 regressions. This implies that policy changes are likely to have af-
fected evaluations of the former. Foreign share does appear in the WKPERM
1998 regression and is significant. FINLAND is never significant, and size
(LNSK) is only significant in the 1997 VAT regression. The 1998 regres-
sions have an overall better predictability except for WKPERM and CORRUP.

The most recent results for LABQUAL show that industry is the charac-
teristic that determines its score; SERV is significant with the expected sign,
indicating that manufacturing firms are having more difficulty with this is-
sue than are firms in the service sector. EXTO appears as a significant vari-
able with the opposite sign in 1997, but the model is not jointly significant.
Since LABQUAL is still one of the highest ranked problems, and the labour
force is the highest ranked motivation factor, there is clearly a need to find
out where the problems in this area still remain. Looking at the survey re-
sults (Tables 8 and 9), average rankings for SERV and UTRAN have de-
creased quite a bit, while they have increased for MANUF and WHRET.
Therefore, a closer examination of the needs of firms in the manufacturing
and wholesale and retail industries could improve the quality of labour where
it is needed the most.

WKPERM’s industry results are one example of how policy may have
affected the outcomes from one year to the next. SERYV is significant in both
WKPERM regressions, but with opposite signs. The 1997 regression shows
strong support for the hypothesis that manufacturing firms find the issue less
problematic; both SERV and UTRAN are significant with positive signs.
Results from the following year indicate that service sector firms now have
fewer difficulties. One explanation for changes in results could be that the
business visa, which makes it easier for foreigners to get short-term permis-
sion to stay in Estonia for business-related activities, is sufficient for many
investors in the significant industries previously affected by this issue. The
lack of change in its average ranking, along with recent comments made by
investors, indicate that there is still a need for improvement in this area.

VAT-related difficulties affect investors differently in both years. De-
spite large differences in mean responses of exporters, JV is the only signifi-
cant variable in 1998, indicating fewer problems for these firms than for
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greenfield firms. Instead, industry and export orientation, as well as size of
share capital, account for differences in rankings. As expected, exporters
have more difficulty in this area, but contrary to predictions, manufacturing
firms have the fewest. This could be due to a relative lack of experience on
the parts of firms in other industries. The changes that have taken place
since the 1997 survey improving and speeding up the process of obtaining
rebates are likely to account for the more uniform effects of VAT- related
problems on investors in 1998.

CUSTOM 1998 has the highest predictive ability of any regression. EXTO
is significant with the expected sign. UTRAN’s significance indicates that
these firms have more problems with customs procedures than manufactur-
ing firms do. This result is contrary to expectations, and can be, as with VAT,
due to the unfamiliarity of these firms with the procedures. The 1998 results
differ from the previous year’s, in which no explanatory variables were sig-
nificant and the model itself was not jointly significant.

An interesting result that emerges among problem factor regressions is
in the PFIN 1998 regression. There is strong evidence that firms that entered
as joint ventures or acquisitions are having more difficulty in obtaining project
financing than are firms that entered as greenfield investments. This demon-
strates a clear role for policy to facilitate financing for firms with local own-
ership. The fact that in 1997, there was no evidence of different investors
may point to the recent financial crisis in Russia as a cause of these difficul-
ties. Both the joint significance of the regression as well as the high percent-
age of correct predictions made by the model indicate that it is well speci-
fied. Additionally, the 1997 survey results (Table 8) show that in 1997,
greenfield firms had the most, not the least as predicted, problems with ob-
taining project financing, which likely indicates that local banks did a good
job of providing finance capital before the crisis.

Bureaucracy and corruption, the two top-scoring problem factors in the
latest survey, are not jointly significant, and only CORRUP 1998 contains a
significant variable, EXTO, although its sign is contrary to expectation. In
general, while these factors are quite problematic, there is no one group af-
fected by one factor more than the others except for exporters in the CORRUP
1997 regression. Therefore, the government should take measures to reduce
the bureaucracy and corruption across the board. The 1998 regressions omit
UTRAN instead of MANUF. Results with the standard specification were
identical in terms of significant explanatory variables, but with a lower per-
centage of correct predictions.
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6 Conclusions and directions for future research

This paper is the first step in a study of how policy can affect foreign direct
investment. The low overall scores for problem factors and high levels of
per capital FDI support the contention that credible policy reforms in the
transition to a market economy improve the investment climate and attract
FDI. To maintain a welcoming investment climate and to continue to draw
FDI, policy makers must be aware of any changes in investor sentiment.
Changes in survey results from 1997 to 1998 show that problem factors are
less problematic and motivations have only shifted slightly, with labour force
moving from third place in 1997 to first place in 1998.

Investor heterogeneity was the main focus of the empirical analysis be-
cause differences among investors must be considered in order to get a com-
plete assessment of the investment climate. Knowing whether and how cer-
tain types of investors react differently to policy developments can help policy
makers choose which policies to implement. For some factors, investor dif-
ferences clearly influence factor rankings, but the evidence is not overwhelm-
ingly supportive. Export orientation emerges as a distinguishing character-
istic with respect to investment motivation factors, but a similar characteris-
tic is not present among problem factors. In the latter category, significant
results differ from one year to the next. One reason for this is that problems
faced by investors are directly affected by policy, and therefore sentiment
toward them is more likely to change over time.

Some policy implications emerge from this analysis. The survey results
indicate that, as in many other transition economies, market related factors
are among the top motivations for investment. A closer look at the data,
however, reveals that not all investors feel this way; exporters do not con-
sider these factors important, but instead are motivated by costs. Manufac-
turing firms also favour costs. Therefore, if the government wishes to attract
more export-oriented investment to improve the trade balance, for example,
then it should promote cost advantages to these firms. The jump in labour
force’s ranking to the top of the list of motivation factors indicates that the
government should pay particular attention to developing and improving train-
ing and educational programs. Although labour quality is less problematic
in the 1998 regression than in the 1997 regression, it is still considered to be
a problem, especially for manufacturing firms. Thus, a starting point for
improvement of labour quality could be in the manufacturing sector.

29 BOFIT Discussion Papers 3/2000



Terri Ziacik

The problem factor regressions from 1998 show clearer evidence of firm
differences than the previous year’s regressions do. The strong support that
mode of entry affects evaluation of the project finance factor indicates that
there is a role for policy here. Both JV and acquisition firms are having
greater difficulty than manufacturing firms in finding financing for projects.
Therefore, some measures can be implemented to increase the availability of
local financing. Additionally, improvements in customs procedures should
focus on making the process easier for large-scale exporters, since export-
oriented firms have more difficulties with them. The increase in average
ranking from 1997 to 1998 indicates that improvements are definitely needed
in this area. The top-scoring problem factors of 1998 are not really explained
by investor characteristics; EXTO is significant in CORRUP at only the ten-
percent level. Since these factors are likely to affect all investors, they need
to be addressed generally for all types of firms.

There is room for improvement in the construction of investor surveys to
better reflect the objective of identifying heterogeneous firms. In addition to
better wording of questions to avoid ambiguity, larger samples that reflect
the composition of FDI in the host country and possibly covering more than
one country will improve the properties of the statistical analysis and to al-
low for more comparison among groups of firms. Requesting the listing of
primary industry classification will eliminate the industry overlap present in
this study. Considering both mode of entry and current operating structure
can eliminate problems caused by changes in the ownership structure that
are not accounted for. Additionally, the difference the two samples makes it
difficult to determine whether changes in regression results from one year to
the next are in fact due to policy changes or to the different samples. Future
research of this sort should make every attempt to have large, representative
samples and several returning respondents if the survey is conducted more
than once.

One drawback of this study is that the samples for the two years of data
are not alike. Thus, it is difficult to say with certainty whether differences in
results from year to year are due purely to policy developments or to sample
differences as well. The latter is likely to have some influence on the results.
However, since the survey’s focus on the biggest and most promising foreign
investors has not changed, there is still valuable information to be found.
Because the respondents represent the types of investors governments would
generally like to have, the survey results can aid policy makers in determin-
ing how to continue to attract more of this type of investment.
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Finally, to get the most out of these results, they should be combined
with empirical evidence on the effects of different types of FDI. This can be
achieved to an extent through investor surveys that include questions about
spillover effects, technology transfer, and other effects on the host country
economy, but studies designed specifically to assess the impact of FDI on the
host country would better serve this purpose because they are less subjective
in nature. While these results are based on Estonian-specific firm data and
may not hold for all transition economies, the method used here can be ap-
plied to all. It is likely that the firm attributes that are significant in these
regressions will also be significant for other countries because firms belong-
ing to the same category have similar objectives and motivations to invest
abroad. In fact, an analysis of this sort is likely to produce more interesting
and useful results for countries that are not as advanced in the transition
process as Estonia. Estonia is a country that is already in an advanced state
of transition and therefore, many reforms have already taken place. Surveys
like this one would be more useful at an earlier stage of transition so that the
reformers could have better information about the needs of foreign investors
and use it to improve the reform process in an efficient manner.
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for Economies in Transition. Special thanks for helpful comments go to Jukka Pirttild
and other participants in the Institute’s seminar series.

' The entire transition region consists of 25 countries with a population of approxi-
mately 399 million. The CEE states alone (including the Baltic states) comprise one
third of that (United Nations 1998).

2See Blomstrom and Kokko (1996) for a review of empirical evidence of spillover
effects from FDI.

3Konings (1995) provides a good overview on the evolution of theories of multina-
tional activity from neoclassical theory to Dunning’s work and beyond. Chakrabarti
(1997) takes a more detailed look at work influenced by Dunning’s eclectic theory.

*Dunning’s work was influenced by Stephen Hymer’s (1976) Ph.D. thesis. This
work, written in 1960 but published years later, was the first to address the issue of
FDI with a non-neoclassical approach.

’See Chakrabarti (1997) for a survey of these studies.

¢ However, the transition economies that receive greater levels of FDI in size-ad-
justed terms are generally those with higher input costs because lower-cost countries
typically have high costs in other areas associated with lags in reform (Meyer and
Pind 1998).

"There are certain investments that are heavily dependent on a specific raw material
(oil investments in the Caspian Sea region) or other resource (investments in the
telephone or energy companies). For these types of investments, the above argu-
ments are less valid.
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8Foreign direct investment was first permitted in Estonia in 1987 but was very small
due to heavy regulation by the Soviet authorities. Larger inflows were made possi-
ble by a new law on joint stock companies made in 1990 (Liuhto 1994).

°See Ziacik (1998) for an overview of surveys done on the CEE states and Estonia in
particular. See Meyer (1998) for listings of country studies and earlier surveys of
investors in the region. The Visegrad countries are Hungary, Poland, the Czech
Republic, and Slovakia.

' They divide their group into assembler-oriented exporters, domestically-based ex-
porters, and non-exporters.

""Three of the four categories are in manufacturing; the fourth is services.
12 These are scale intensive, high tech, traditional, and specialized production.

B They are, in order of increasing costs, no advertising or research and development
(R&D) expenditures, advertising intensive, R&D intensive, and both advertising and
R&D intensive.

4 There is a Foreign Investor 96 survey, but it is not direvtly comparable to the
others due to subsequent changes in the format. The author aided in the revision of
the survey and in the collection of data.

15 A detailed analysis of the results is found in Varblane, et. al. (1998).

'*In the survey, motivation factors were divided into general and resource-based.
Labor force is the only resource factor included in the results, and this is because it
received such high scores in both years and is included as a problem factor as well.

17 Abbreviations used in the model follow the explanatory variable names in paren-
theses.

'8 However, in some instances, the foreign partner of a joint venture is given all the
decision making power, presumably due to more experience in market economies.
Therefore, this variable may be limited in its usefulness. Information on the distri-
bution of decision-making was requested in the survey as well, but the response level
was quite low, rendering it unusable in the analysis.
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Y Year of investment data are only available for the 1998 regression.

20 Additional information regarding problems remaining for investors comes from
Hirvensalo and Hazley (1998), Berghill (1999), and comments and discussion from
participants in the OECD Conference on FDI Policy and Private Sector Develop-
ment in the Baltic States, November 17, 1999, Tallinn, Estonia. Participants in-
cluded officials from the Estonian Ministry of Economics, the Estonian Investment
Agency, and foreign investors who have invested in Estonia.

2'Lankes and Venables (1996) find in their survey that export-oriented investors rely
more heavily on skilled labour than do non-exporters.

2The EU and EFTA countries are also exempt from the quota. Other changes are
currently underway to streamline the process, including a reduction in the number of
required documents and tests, although, at the time of writing, the specific regula-
tions had not yet been provided to Estonian embassies.

2 Gaps in legislation would also fit into this category, but because it is so broad, it
has been omitted from the analysis.
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Tables

Table 1. FDI inflows per capitain sdect trangition economies (US dollars).

1993 1994 1995 1996 1997° 1998 Cumultive

FDI flows
per capita89-97
Hungary 28 112 442 194 163 168 1652
Czech Rep. 63 85 249 130 124 243 968
Edonia 107 143 136 102 0 390 A7
Lavia 17 7 71 132 206 80 634
Sovenia 58 64 88 93 148 77 5%
Lithuania 8 8 20 41 89 257 422
Poland 45 49 9% 116 7 171 339
Sovak Rep. 37 38 A 53 15 46 236
Romania 4 15 18 12 4 0 200
Russa 0 4 14 17 25 7 60
Source: EBRD Transition Report, various years.
Table 2. Sock of FDI by indudry
[Indugtry Sokdf FDlin  Sokdf FDlin+ Sodkof FDIin Sodk of FDI in
sanplel998  Edonalds®s  snplel®”  EdonialodR®
Manufecturing 478 28 65 369
Savices 232 309 3 166
Trangportation & 159 97 2 167
tdecom
Whoesdle 109 29 6 23
andretall
Utilities 22 09 4 01
Other 0 58 0 74

Source: Foreign Investor 97 and '98 surveys and Bank of Estonia. °In percentage terns.
b Fourth quarter 1997 “Fourth quarter 1998,
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Table 3. Stock of FDI by country of origin.

Country Stock of FDI'in  Stock of FDI in  Stock of FDI in ~ Stock of FDI in
sample 19982 Estonia 1998*° sample 19972 Estonia 1997%°
Sweden 30,8 324 241 20.7
Finland 24,3 26.9 274 28.8
Singapore 17,3 23 244 4.2
UK 9,0 3,7 0,3 35
Denmark 5,6 47 11 47
Italy 45 0,8 33 0.7
Russia 30 18 35 5.7
Germany 15 33 0,9 3.0
USA 1,2 5.2 36 5.8
Norway 1,0 48 0,6 4.7
Netherlands 0,1 19 04 25
Other 1,7 12.2 10,4 15.7

Source: Foreign Investor 97 and 98 surveys and Bank of Estonia. ®In percentage terms.
b Fourth quarter 1997. “Fourth quarter 1998.

Table 4. Mean response rankings for investment motivation factors.?

1998 1997
Labour force 3.83 3,64
Market growth potential 3.63 381
Market entry 3.58 3,96
Free capital mobility 354 3,57
Convertible currency 3.52 343
Political stability 3.33 343
Economic reforms 3.25 341
Costs of production 321 3,22
Competitors' activities 2.73 2,84
Accessto Russia/CIS 2.62 2,94
Accessto CEE” 2.47 N/A
Future EU member 2.13 2,10

Source: Foreign Investor '97 and '98 surveys. “A one denotes 'no influence’ and a 5 denotes
‘a strong influence’. *Not included in the 1997 survey.
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Table 5. Mean response rankings for probdlem factors?

19938 1997
Bureaucracy” 322 N/A
Corruption 3.05 2,86
Labour qudity 2.89 309
VAT paymentsrebates 281 319
Cugtoms procedures 2.76 2,82
Prgject finance 2.69 2,69
Work and residence permits 2.69 2,70
Tax rae’ 2.66 N/A
Gapsinlegidaion 2.62 3,08
Sow land reform 259 283
Unfair competition 241 279
Land acquisition 2.22 2,56
Raw meteria avall. 195 210
Absence of tariffs 1.65 2,03

Source: Foreign Investor *97 and *98 surveys. °A one denotes 'no problem’ and a 5 denotes
'serious problem’. "Not included in the 1997 survey.
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Table 6. Mean factor rankings by investor characteristics, motivation factors 1997a

Export Non- NY, Acquisition  Greenfield Manufacturing Services Wholesale/ util.,
export retall telecom. trans

Market entry 3.48 423 4.30 3.24 4.00 3.63 455 4.27 4.00
Market growth 3.20 414 3.96 335 3.90 347 4.18 4.20 4.00
Free capital 3.58 355 337 3.59 3.62 357 3.73 3.47 3.50
mobility
Palitical stability 3.32 3.53 315 324 3.70 331 3.36 3.40 3.58
Convertible 3.36 3.50 333 3.53 3.38 3.29 355 357 3.42
currency
Economic reforms 3.28 347 3.26 3.35 3.50 334 345 3.40 3.58
Costs of production 3.85 2.80 315 3.63 3.14 3.66 218 3.21 3.00
Accessto 3.27 2.70 3.04 2.59 2.80 3.09 2.73 2.53 2.92
Russia/CIS
Competitors' activities 2.62 2.95 2.75 2.59 3.03 257 2.73 3.07 3.33
Future EU member 2.08 212 207 2.29 214 2.00 273 187 255
Labour force 3.92 3.49 3.39 3.76 3.73 3.67 3.64 3.80 3.50

Source: Foreign Investor '97 and "98 surveys. “A one denotes 'no influence’ and a 5 denotes 'a strong influence’.
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Table 7. Mean factor rankings by investor characteristics, motivation factors 1998°

Export Non- N Acquisition  Greenfield | Manufacturing  Services Wholesale/ util.,
export retail telecom.
trans

Market growth 252 4.27 4.00 325 3.68 321 4.00 4.33 411
Market entry 252 4.20 4.07 29 3.68 3.13 4.56 4.36 3.89
Free capital 3.59 3.53 3.39 3.6 3.75 3.56 411 354 3.00
mobility
Convertible 357 3.42 322 3.79 3.39 3.64 3.67 331 2.78
currency
Political stability 3.45 325 3.07 34 3.45 3.30 3.56 343 2.89
Economic reforms 3.09 331 3.04 3.45 3.42 3.21 3.67 321 3.00
Costs of production 4.09 2.74 2.96 3.65 3.08 3.76 2.78 231 3.00
Competitors’ 232 2.95 2.56 2.75 271 2.59 2.56 3.38 2.89
activities
Access to 2.39 2.66 2.74 2.55 2.20 2.68 2.56 2.33 2.56
Russia/CIS
Access to CEE 219 2.68 241 32 2.05 235 2.75 257 2.67
Future EU member 1.96 219 1.96 245 2.04 197 2.44 2.07 211
Labour force 4.14 3.69 3.64 4.00 3.71 3.95 3.78 3.57 3.67

Source: Foreign Investor

97 and '98 surveys. °A one denotes 'no influence’ and a 5 denotes 'a strong influence’. *Not included in the 1997 survey.
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Table 8. Mean factor rankings by investor characteristics, problem factors 19972

Export Non- NY Acquisition  Greenfield | Manufacturing  Services Wholesale/ util.,
export retail telecom,
trans
VAT payments, 3.20 3.18 325 2.88 3.29 3.00 3.20 3.69 3.30
rebates
Labour quality 2.80 3.27 3.00 3.12 3.24 3.00 3.00 3.08 3.09
Gapsin legidation 2.92 3.18 3.16 2.88 3.17 3.00 3.20 2.78 3.55
Corruption 2.80 2.90 2.52 3.06 2.97 2.75 3.50 254 291
Slow land reform 2.92 2.78 248 2.82 293 2.78 3.10 2.58 2.73
Customs 272 2.88 2.96 253 2.79 2.78 2.89 2.69 291
procedures
Unfair competition 2.52 2.95 2.65 244 3.00 2.75 3.09 2.78 2.55
Work, residence 2.28 2.95 2.64 253 3.00 225 3.50 3.08 3.09
permits
Project finance 2.44 2.86 252 2.50 2.88 257 3.00 2.64 2.56
Land acquisition 2.60 254 221 2.63 2.70 254 3.00 2.67 2.30
Absence of tariffs 2.20 1.92 2.04 220 193 2.09 1.70 1.46 2.56

Source: Foreign Investor "97 and *98 surveys. “A one denotes 'no problem’ and a 5 denotes ’serious problem’.
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Table 9. Mean factor rankings by investor characteristics, problem factors 1998%

Export Non- JV  Acquisition Greenfield | Manufacturing  Services Wholesale/ util.,
export retail telecom.
trans
Bureaucracy ° 343 3.10 3.38 321 2.90 3.38 2.90 2.36 3.33
Corruption 2.86 3.15 3.38 2.58 2.95 3.03 3.00 277 317
Labour quality 335 2.63 2.73 3.16 2.75 3.16 2.10 3.14 2.50
VAT payments. 3.04 2.68 2.64 2.89 2.86 284 2.40 3.29 233
rebates
Customs proce- 3.09 2.58 281 2.68 2.65 281 2.40 1.69 3.33
dures
Project finance 3.05 253 292 3.06 1.89 291 2.56 2.36 2.60
Work. residence 2.83 2.61 2.85 2.84 2.32 271 2.30 2.8 3.33
permits
Tax rate® 291 251 2.81 2.68 2.48 2.81 2.30 2.64 2.67
Gapsin legisiation 2.50 2.68 2.58 2.63 2.60 244 2.70 293 2.83
Slow land reform 2.82 2.46 2.77 244 252 2.56 2.70 2 3.17
Unfair competition 213 2.56 2.69 2.16 224 235 2.00 2.86 2.50
Land acquisition 2.39 212 2.27 221 219 2.24 2.20 3.15 2.50
Absence of tariffs 173 1.60 1.85 1.39 155 1.56 1.20 2.08 2.00

Source: Foreign Investor '97 and "98 surveys.

“4 one denotes 'no problem’ and a 5 denotes ’serious problem’. *Not included in the 1997 survey.
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Table 10. Rrediced Sgsdf key eqardary vaiddes

EXTO MANUF UTRAN WHRET SRV

MKTENTR - - + + +
MKTGR - - + + +
QosTIS + + - - -
POLSTAB

LABQUAL e e * * -
WKFERM * + + +
QUSTOMS + +* * * *
VAT + +* * * *
PAN

BUR - e + * *
QORRUP - + + * *
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Table 11. Results of motivation factor regressions, 1997.

MKTENTR *** MKTGR *** COSTS *** POLSTAB ***
Constant 0.128 0.469 0.285 5.262 ***
(1.112) (0.982) (0.304) (1.287)
EXTO -0.011 *** -0.011 ** 0.012 *** -0.002
(0.004) (0.005) (0.005) (0.005)
LNWK -0.216 **
(0.109)
UTRAN 0.174 0.397 ** 0.057 0.331**
(0.188) (0.205) (0.117) (0.171)
WHRET 009 0.218 0.290 -0.447
(0.398) (0.399) (0.270) (0.411)
SERV 0.772 1.070* -0.267 -0.539
(0.539) (0.654) (0.456) (0.601)
ACQ -0.137 -0.846
(0.322) (0.606)
GRN 0.312 0.376
(0.366) (0.429)
NV 0.929** 0.464 -0.113 -1.598***
(0.478) (0.428) (0.229) (0529 )
FINLAND 0.516 * 0.483 -0.390
(0.291) (0.370) (0.350)
PL 0.406
(0.253)
VR 0.014 0.010 -0.012
(0.010) (0.009) (0.009)
Number of correct 64 64 61 63
observations
Percentage of correct 56.3 54.7 475 46.0
predictions (total)
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Table 12. Results of motivation factor regressions, 1998.

MKTENTR *** MKTGR*** COSTS*** POLSTAB ***

Constant 0.661 -0.150 1.704 *** 1.659 ***
(0.903) (1.011) (0.677) (0.566)
EXTO -0.017 *** -0.016 ***  0.016 *** 0.005
(0.006) (0.007) (0.005) 0.005
UTRAN 0.074 0.242 -0.145 0.090
(0.240) (0.209) (0.201) (0.169)
WHRET 0.759 1.370 -1.179 *** 0.094
(0.480) (0.697) (0.413) (0.485)
SERV 0.941 .369 -0.331 0.503
(0.693) (0.595) (0.564) (0.662)
ACQ 0.233 -0.390
(0.382) (0.385)
GRN 0.306 -117
(0.389) (0.411)
Y, 0.925 ** -0.072 -0.457 -0.622
(0.442) (0.452) (0.390) (0.430)
FINLAND 1.082 **
(0.456)
PL 0.520 1.005 **
(0.498) (0.498)
YRINV 178*
(0.103)
Number of observations 60 60 62 62
Percentage of correct 50 51.7 484 53.2
predictions (total)
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Table 13. Results of problem factor regressions, 1997.

LABQUAL WKPERM** VAT ** CUSTOM PFIN ** CORRUP
Constant 2.368 *** 0.786 2.680 *** 1.322 1.218*** 0.262
(0.790) (0.681) (0.995) (0.382) (0.377) (0.770)
EXTO -0.008 * -0.003 0.010* -0.0004 -0.003 0.001
(0.005) (0.005) (0.005) 0.005 (0.004) (0.004)
LNWK s -0.146
(0.1325)
LNSK -183* 0.1160
(0.102) (0.094)
UTRAN .146 1.445* 1.093 470 119 0.123
(0.577) (0.759) (0.781) (0.537) (0.972) (0.670)
WHRET 0.015 .598 .904 * -.182 -.282 -0.130
(0.485) (0.474) (0.471) (0.520) (0.355) (0.400)
SERV -.140 1.600 ** 345 0.277 .550 0.793
(0.634) (0.692) (0.700) (0.633) (0.474) (0.634)
ACQ s 496 -.465- -0.099 -0.099 0.278
(0.525) (0.555) (0.417) (0.405) (0.477)
GRN 0.088
(0.5409)
NY -117 0.305 0.325 .304 -0.458 -424
(0.524) (0.439) (0.450) (0.396) (0.374) (0.426)
FINLAND -.547
(0.393)
FORWK e 0.016
(0.071)
Number of obser- 63 54 59 62 59 61
vations
Percentage of cor- 63.5 574 66.1 64.5 55.9 65.6
rect predictions
(total)
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Table 14. Results of problem factor regressions, 1998.

LABQUAL*** WKPERM * VAT* CUSTOM ** PFIN *** BUR CORRUP
Constant 5.227 -0.701 -0.022 1.083 ** 0.450 1.876 ** 1.174
(1.709) (0.894) (1.114) (0.477) (0.582) (0.895) (1.003)
EXTO -0.004 -0.006 0.001 0.013 ** 0.001 0.002 0.010*
(0.006) (0.007) (0.005) (0.006) (0.006) (0.006) (0.006)
LNSK -0.191 0.180 123
(0.177) (0.145) (0.110)
UTRAN -0.703 101 -0.183 1.418* -0.331
(1.293) (1.195) (1.065) (0.793) (0.700)
WHRET -0.614 -.670 0.246 0.607 0.132 -0.402 -552
(0.608) (0.646) (0.429) (0.692) (0.507) (0.917) (0.786)
SERV -2.704 *** -1.387 ** -.6001 0.066 -0.132 -0.118 -.818
(1.018) (0.740) (0.630) (0.488) (0.576) (0.706) (0.792)
MANUF 0.156 -0.029
(0.699) (0.709)
ACQ 0.426 -.356 -0.554 1.167 *** 0.196 -577
(0.439) (0.689) (0.739) (0.455) (0.469) (0.413)
GRN -0.865
(0.682)
NY -0.739 0.175 -1.158*** 0.263 1.337 *** 0.534 .100
(0.540) (0.412) (0.455) (0.474) (0.385) (0.455) (0.434)
VR 0.018 **
(0.008)
FINLAND -0.525 -0.692 -0.576 -518
(0.465) (0.442) (0.474) (0.446)
FORWK 0.032
(0.044)
Number of 59 59 60 60 56 60 59
observations
Percentage 74.6 50.8 65 783 64.3 70.0 55.9
of correct
predictions
(total)
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Appendix

Appendix 1.
Ligt of varigbles used inthe peper.

Explanatory variables:

EXTO—exparts asa percentage of turnover (gross)

LNWK97 —neturd |og of theworkforce

LNSK98—naurd log of shere capitd

UTRAN —dummy indicating whether the firmisinthe utilities, td ecommunications,

or trangportation indudries

WHRET —dummy indicating whether the firmengegesinwhoesdleand/ or retal activities
SRV —dummy indicating whether the firmisin the service sector

MANUF —dummy indicating whether the firmisamenufacturer

ACQ-—dunmy indicating whether the firm mede an invesment into Esonia
through an acquiSition of an existing company

GRN — dummy indicating whether the firm mede agreenfid d invetment into Edonia
JV —dummy indicating whether thefirm entered asajoint venture with an Estonian firm
VRI7 —foreign vating rights = foreign share %o as of 12/31
HNLAND — dumy indicating whether theinvestor isfromFnland

PL —dummy indicating whether the investor had linksto Edoniaprior toinvesing
YRINV —number of yearsinvested in Eonia(1999-year of invetment)

RSRCE —dumny indi cating whether the firm depends on anaturd resource
(primerily wood products)

FORWKR —number of horme country workersworking a the hogt country firm

Investment motivation factors:
MKTENTR—entry to anew merket
MKTGR—potertid for merket gronth
POLSTAB —padlitica gahility
COSTS—oodsaf production

Problemfectors

VAT —VAT payment and rebate processes
WKPERM —work and residence permits
LABQUAL —qudlity of thelabour force
CORRUP—corruption

BUR —bureaucracy

CUSTOM —cudtons procedures

PFIN —adbtaining project finending
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Appendix 2.
Marginal effects
Regression Variable Evaluation choice
1 2 3 4 5
MKTENTR 97 EXTO 0.0004 0.0007 0.0019 0.0009 -0.0039
NY, -0.0471 -0.0679 -0.1550 -0.0503 0.3203
FINLAND -0.0267 -0.0367 -0.0905 -0.0200 0.1769
MKTGR 97 EXTO 0.0003 0.0011 0.0023 -0.0011 -0.0026
UTRAN -0.0686 -0.0708 -0.0064 0.1304 0.0154
SERV -0.0380 -0.1128 -0.1965 0.1323 0.2149
COSTS 97 EXTO -0.0019 -0.0035 -0.0022 0.0017 0.0059
POLSTAB 97 LNWK 0.0029 0.0362 0.0472 -0.0613 -0.025
UTRAN -0.0012 0.0012 0.778E-05 0.150E-07  0.578E-12
Y, 0.0226 -0.0222 -0.0004  -0.219E-05 -0.327E-09
MKTENTR98 EXTO 0.0024 0.0023 0.0015 -0.0001 -0.0061
Y, -0.2473 -0.0963 -0.0057 0.1061 0.2432
MKTGR 98 EXTO 0.0005 0.0017 0.0027 -0.0011 -0.0038
FINLAND -0.0224 -0.0868 -0.1538 -0.0448 0.3078
PL -0.3540 0.1500 0.1109 0.0898 0.0034
YRINV -0.0052 -0.019 -0.0294 0.0122 0.0414
COSTS 98 EXTO -0.0019 -0.0035 -0.0004 0.0018 0.004
WHRET 0.3973 -0.2285 -0.1419 -0.0196 -0.0072
LABQUAL 97 EXTO 0.0007 0.0025 -0.0032 n/a n/a
WKPERM 97  UTRAN -0.4562 0.1196 0.3366 na n/a
SERV -0.4773 0.0777 0.3996 n/a n/a
VAT 97 EXTO -0.0007 -0.0031 0.0038 n/a n/a
LNSK 0.0132 0.0559 -0.0690 na n/a
WHRET -0.2994 0.2897 0.0097 na n/a
LABQUAL 98 SERV 0.0023 -0.0023 -0.66E-08 na n/a
WKPERM 98  SERV 0.4164 0.0624 -0.4788 na n/a
VR -0.0064 0.0005 0.0059 n/a n/a
VAT 98 Y, 0.2952 -0.0114 -0.2839 nfa n/a
CUSTOM 98 EXTO 0.0017 0.0018 -0.0035 na n/a
UTRAN -0.2757 0.1029 0.1728 n/a n/a
PFIN 98 ACQ -0.3329 0.0619 0.2709 na n/a
Y, -0.3668 0.0439 0.3230 n/a n/a
CORRUP 98 EXTO 0.0017 0.0018 -0.0035 n/a n/a
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