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Abstract The influence of foreign investments onto export, import and current account
balances of five emerging market economies of Eastern Europe is identified in the
paper. Constructing vector autoregression models and performing Granger causality
tests revealed the impact of foreign investments onto the formation of current accounts
components of Czech Republic, Slovak Republic, Poland, Hungary and Ukraine.

For a more comprehensive assessment of the influence of foreign capital on
the recipient countries a new economic indicator, the coefficient of international
transaction compensation of foreign investment income reparation (CINR) is
introduced. Analysis shows that attracting foreign capital has significant influence
on the external economic positions of Czech Republic, Slovak Republic, Poland,
Hungary. However, this influence is ambiguous.

On the one hand, it has led to an improvement in the trade balance of the countries,
on the other — to the outflow of capital as foreign investment income. The revealed in
the paper increasing trend of the CINR coefficients is positive, but the high level of
return on liabilities controlled by foreign direct investors requires constant monitoring
of its influence on current accounts and foreign liabilities accumulation.
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1. Introduction

The inflow of foreign investments has played a significant role in the development of
many countries. For the foreign investments origin countries, these are mainly developed
states, the outflow of investments leads to decreasing production costs, increasing sales
on the foreign markets, to inflow of foreign investments income, etc. For the developing
countries foreign investments, especially foreign direct investments, contribute to the
development of industry and technology transfer, create new jobs and improve the skills
of the workforce, increase international competitiveness of national economy.

However, the positive effects of attracting foreign investments for developing
countries are often accompanied by the negative effects related to the outflow of foreign
investment income from the host countries, which has a significant impact on the
national current accounts, especially for emerging market economies. Therefore, there
is a constant need to study the different aspects of foreign investments influence on the
economy and the balance of payments of the recipient countries.

This paper explores the influence of foreign investment inflows on the development
of current accounts of the five countries of Eastern Europe - Czech Republic, Slovak
Republic, Poland, Hungary and Ukraine. The countries were selected based on their
rapid and efficient integration into the European Union, except Ukraine which so far
is only striving to repeat the successful integration experience of the neighbour East
European countries.

2. Literature review

The issues of international capital flow in general and of the foreign investments impact
on the economies of origin and recipient countries in particular have been widely studied
in the literature.

Barkauskaite & Naraskeviciute (2016) explore the foreign direct investment (FDI)
impact on economic indicators of the Baltic countries. The results have shown that
foreign direct investments have positive influence on economic development of all Baltic
Republics through gross domestic product and labour productivity growth, though foreign
direct investments do not influence the unemployment rate in all Baltic countries.

Li & Tanna (2019) study the relationship between inward foreign direct investment
and total factor productivity (TFP) growth using cross-country data for 51 developing
countries over the period of 1984-2010. In the beginning of research the results show a
weak direct effect of inward foreign direct investment on total factor productivity growth
but, after accounting for the roles of human capital and institutions as contingencies
in the FDI-TFP growth relationship, authors find a robust FDI-induced productivity
growth response dependent on these ‘absorptive capacities’. However, the relevance of
the human capital contingency effect diminishes when the effect of institutions is also
considered, which suggests that improving institutions is relatively more important than
human capital development for developing countries to realize productivity gains from
FDI. In the paper by Wacker (2011) the impact of FDI on developing countries’ terms of
trade is evaluated. Data on 111 developing countries between 1980 and 2008 is analyzed
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using panel data methods. The empirical results show that there is no reason to believe
multinationals’ activities were responsible for a possible decrease of the developing
countries’ net barter terms of trade. On the contrary, from the author’s point of view,
foreign direct investments play a positive role for developing countries’ terms of trade.
Lisicky & Malecek (2012) analyze the accumulation of net liabilities of Czech Republic
to the rest of the world. Authors note, that the bias towards equity and a low level of debt
in the net international investment position are positive factors that reduce the exposure
of the Czech economy to international financial disturbances. However, the foreign
investment inflow has led to a rising gap in unit labor cost between the tradable
and non-tradable sectors, as non-tradable sector was not able to keep pace with the
productivity increases achieved in the tradable sector. Authors conclude that, despite
the numerous benefits foreign capital brought to the Czech economy, it has also
given rise to risks that could undermine its competitiveness over the medium-term.
For the net international investment position to stabilize at the current level (relative to
GDP), the trade balance would have to run sustained surpluses around 6% of GDP in
the medium term.

The paper by Rogach & Dziuba (2017) investigates the role of exchange rate risk
of investing in Ukrainian and other frontier equity markets during the period between
2006 and 2016. It is proven that frontier markets group represents substantial exchange
rate risk for foreign investors and that among frontier markets Ukraine had the biggest
exchange rate risk for foreign investors.

The paper by Mugo et al. (2018) examines the impact of foreign direct investments

on productivity growth and unemployment in eight Balkan countries: Albania, Bosnia,
Bulgaria, Croatia, Montenegro, Macedonia, Romania and Slovenia. The empirical
analysis shows significant positive impact of both investments and FDI on productivity
growth in the respective countries. Additionally, the data shows a positive impact of FDI
on university enrollment, but not a negative correlation between FDI and unemployment.
The results show that FDI effects may have positive consequences in the recipient country
depending on its level of economic development and institutional quality.
Authors study the influence of foreign investments on the economies of individual EU
countries — Lomachynska et al. (2018); European economic integration — Beer etal. (2017);
and disintegration processes within the European Union — Sydorova & Yakubovskiy
(2017).

For a more comprehensive assessment of the influence of foreign capital on
the recipient countries Rodionova (2013) introduced a new economic indicator, the
“coefficient of coverage of foreign investments”, which is the ratio of total investment
income in the corresponding cumulative financial account inflows. According to the
results of the research foreign direct investment income outflow had large negative impact
on the balance of payments of Peru, Chile, Czech Republic, Poland and Slovak Republic.
In the paper by Yakubovskiy et al. (2019) the impact of income from foreign investments
onto the formation of external economic positions of nine emerging market economies of
Central and Eastern Europe and Latin America is identified. Results of the research show
the significance of the foreign direct, portfolio and other investment income repatriation
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from the emerging markets economies, especially for the countries of Eastern Europe.

3. Hypothesis, methodology and data

In general, in empirical studies the influence of different types of foreign investments
on the external economic position of the countries has not received enough attention.
Foreign direct investments and portfolio or other investments are fundamentally
different, since the foreign direct investments are associated with participation in the
management of companies, while portfolio or other investments are not. In the paper
the impact of different types of foreign investments on the dynamics of national export,
import and current accounts will be evaluated.

To test the hypothesis that the inflow of foreign investments has impact on national
export, import and current accounts, the vector autoregression (VAR) framework is
chosen since it provides a systemic way to capture the rich dynamics in multiple time
series. Specifically, to provide evidence on the dynamic interactions between national
export, import, trade and current account balances and the inflow of foreign investments,
the following VAR systems are estimated to test Granger non-causality:

» »
NT, = a, +ZBMIFIH +Z7’1iNT;—i+ Eu
=1 i=1
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where NT, IFI and & denote respectively: components of a nation’s transactions with
the rest of the world — export, import, trade and current account balances; inflow of
foreign investments depending on type of foreign capital — direct, portfolio and other
investments; and error term. o is a constant term, § and y denote the coefficients to be
estimated, p is the lag order selected. The null hypothesis of Granger non-causality from
IFI to NT and from NT to IFI are §,=0 and y ,= 0, respectively. The rejection of the null
hypothesis of the Granger non-causality from IFI to NT implies that the past investment
can help predict the country’s transactions with the rest of the world and vice versa.

The model is estimated as follows. First, an unrestricted VAR is estimated. Then
Granger causality testing is performed. The optimal number of lag length was chosen
by looking at AIC and SIC criteria. The stability of VAR was checked: all AR roots are
inside the unit circle and Autocorrelation LM test states that no serial correlation in the
residuals was detected.

Quarterly data is used, taken from the Balance of Payments Statistics of the
International Monetary Fund.

As it was highlighted in the papers by Rodionova (2013) and Yakubovskiy et al.
(2019) the inflow of foreign investments to the emerging market economies causes
the significant outflow of investment income, repatriated by investors. In the paper the
compensation coefficient for repatriated income outflow will be calculated for each
country as a ratio of balance of trade and services to the income outflow of all types of
foreign investments.

TSB' ),

FIIO

CINR' =



Inflow of Foreign Capital as a Factor of the Development
of Current Accounts of the Eastern European Countries

where CINR — annual compensation coefficient for repatriated income; TSB — annual
balance of trade and services; FIIO — annual income outflow from direct, portfolio and
other investments (FIIO is calculated by subtracting the foreign investment income
credit from the foreign investment income debit); t — year.

Due to the fact that for the entire period for all of the studied countries sign of FIIO
was positive, a negative sign of CINR indicates a negative trade and services balance in
the country. If CINR is in the range from zero to 100 percent, this means that repatriated
income outflow is only partially covered by balance of trade and services. If the value
of CINR exceeds 100 percent, it means that the country has completely freed itself from
the negative influence of foreign investment income outflow.

For a more thorough assessment of the impact of foreign investment on the external
position of the countries the return on liabilities, which are controlled by foreign
investors, will be calculated for each country as a ratio of income to the international
investment position for every type of foreign investments.

. — FIL 3),
RoL: = pprr

where RoL — the return on liabilities, FII — foreign investment income, [IPL —
liabilities in international investment position of the country, t — year, x — type of foreign
investments - direct, portfolio and other investments.

Comparison of RoL for different types of foreign investments will allow to
determine which foreign investments liabilities lead to the largest outflow of capital
from the countries, and which to the smallest. Comparison of annual RoL will allow to
observe these trends over the past decades.

4. Results

The results of the Granger test that evaluate the hypothesis of the influence of foreign
investment flows on the development of foreign trade of the Czech Republic, Slovak
Republic, Poland, Hungary and Ukraine are shown in the table 1.

Table 1. Granger’s test for foreign trade (EXP and IMP) and capital inflows (FDI, PI,
OI - direct, portfolio and other investments respectively)

. Lags
Country Indicators EXP IMP FDI PI o1
29.07 18.58
Exp oo 0,00y 1.96 (0.74) (0.00y 0.15(0.7)
23.89 (0.00 b
Cgech Imp . 12.1 (0.03) 7.37(0.19)  2.77 (0.74)
Republic .
(199401 FDI 8.39 (0.08)°  8.95(0.11)
2018Q4) PI 8.45 (0.08)¢ ((1)262?1,

ol 1.93(0.16)  5.91(0.32)
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. Lags
Country Indicators
EXP IMP FDI PI o1
Exp 236(0.80)  4.93(029)  1.87(0.76)  1.64 (0.80)
Slovak Tmp 4.03 (0.55) 4.05(0.40)  9.21(0.10)° 153 (0.91)
Republic 14.69 (0.01)
(199401 FDI ) 6.91 (0.14)
2018Q4) PI 734(0.12) 530 (0.38)
o1 2.89(0.58)  3.90 (0.56)
Exp 488(0.43)  420(0.52)  9.56(0.09)° 230 (0.81)
Tmp 2.85 (0.72) 5.54 (0.35) ((1)36‘2‘; 3.66 (0.60)
Hungary 11.01 (0.05) '
(1994Q1 FDI 010039767 0.22)
2018Q4) . 28.14(0.00)  22.68
) (0.00)®
or 40.46 (0.00)  36.26
: (0.00)*
5.19 (0.07) 18.63
Exp ( S97(005° 7300012 g,
Trop 1640 (0.00) 497(0.03)°  0.94(0.81) 58(')343
Poland (0.00)
(2000Q1 FDI 2.64(0.27)  1.47(0.23)
2018Q4)
PI 8.36 (0.08)c 07(0:02)
o1 239(0.67) 0.8 (0.87)
21.56
Exp (©.60): 127(026)  1.94(0.16)  6.30 (0.28)
Trmp 18.83 (0.00) 5.59 (0.13) éldng 3.79 (0.58)
Ukraine 11.22 (0.00)  6.26 (0.09) 09
(1994Q1 FDI 22 (0. 26 (0.
2018Q4)
PI 2,96 (0.09)c 036 (0:09)
22.14(0.00)  22.29
o1 a (0.00)°

Note: behind the country name the sample range is listed in parentheses. The numbers in the parentheses
beside the Wald statistics are the P-values: a, b, ¢ represent the 1%, 5%, and 10% significance levels,
respectively. All coefficients are filled in the table.

Source: authors’ calculations, data from IMF (2019).

According to the Granger causality test for Czech Republic inflow of portfolio
investments has impact on national export, inflow of direct investments has impact
on national import; dynamics of export causes FDI and portfolio investments inflows,
dynamics of import causes portfolio investments inflow.

For Slovak Republic inflow of portfolio investments has impact on national import;
dynamics of export causes FDI investments inflow. Inflow of portfolio investments to
Hungary has impact on the dynamics of export and import; dynamics of export causes
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FDI, portfolio and other investments inflows, dynamics of import causes portfolio and
other investments inflows.

For Poland inflows of FDI and other investments have impact on national export
and import; dynamics of export and import causes portfolio investment inflow.

Inflow of portfolio investments to Ukraine has impact on the dynamics of import;
dynamics of export and import causes all kind of investments inflows.

For Czech Republic, Poland and Ukraine there are mutual causality for export and
import which is associated with the use of a significant number of imported components
in the production of the exported goods. The results of the Granger test evaluate the
hypothesis of the influence of foreign investment flows on trade and current account
balances of the Czech and Slovak Republics, Poland, Hungary and Ukraine are shown
in the table 2.

Table 2. Granger’s test for trade and current account balances (TB and CA) and capital
inflows (FDI, PI, OI - direct, portfolio and other investments respectively)

. Lags
Country Indicators B CA FDI PI oI
TB 24.86 (0.00¢  3.33(0.65) 0.98 (0.96)
Crech CcA 5.69(022)  5.55(023)  4.06(0.40)
Republic 15.95 (0.01)
(195401 FDI ) 1.62 (0.80)
2018Q4) ol 12.02(0.03) 1276
b (0.03)°
o1 6.72(024)  3.82(0.58)
TB 6.59(025)  7.11(0.13)  4.83 (0.44)
Slovak CA 3.84(043)  641(0.17) 2.97(0.23)
Republic DI 1410(0.02) 1422
(1994Q1 b (0.01y
2018Q4) PI 1.88(0.76)  2.69 (0.61)
o1 3.90 (0.56) 234 (0.31)
B 326(0.19)  7.64 010 85009
CA 6.38 (0.09)° (%)2(');?1, 7.82(0.10)
Hungary :
(1994Q1 DI 3.28(0.19)  1.89 (0.60)
2018Q4)
PI 4.07(0.40)  3.82(0.58)

10.87 (0.03) 22.63
b

o (0.00)°
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. Lags
Country Indicators B CA FDI PI ol
i 24.40
B 343006 59701 oo
15.01
CA 9.41 (0.050 733 (0.06) .
Poland (0.00)
(2000Q1 FDI 0.79 (0.38)  6.98 (0.14)
2018Q4) . 1534 (0.00) _7.39 (0.06)
o1 136 (0.24) >4 (007
- 16.45
B 12.82 (0.01) ool 470(032)
15.54
CA 13.97 (0.02)° 235(0.80)
Ukraine (0.01)
(1994Q1 FDI 3.59(031)  5.21(0.39)
2018Q4)
PI 17.82(0.00) g 73 (0.12)
2378 (0.00)  15.65
of : 001y

Note: behind the country name the sample range is listed in parentheses. The numbers in the parentheses
beside the Wald statistics are the P-values: a, b, ¢ represent the 1%, 5%, and 10% significance levels,
respectively. All coefficients are filled in the table.

Source: authors’ calculations, data from IMF (2019).

According to the Granger causality test for Czech Republic inflow of FDI has impact on
trade balance; dynamics of trade balance causes FDI and portfolio investments inflows,
dynamics of current account causes portfolio investments inflow.

For Slovak Republic dynamics of trade and current account balances causes FDI

investments inflow.

Inflows of portfolio and other investments to Hungary have impact on the dynamics
of trade and current account balances, inflow of FDI has impact on current account;
dynamics of trade and current account balances causes other investments inflow.

For Poland inflows of FDI and other investments have impact on trade and current
account balances, inflow of portfolio investments has impact on current account;
dynamics of current account causes portfolio and other investment inflows, dynamics
of trade balance causes portfolio investment inflow.

Inflows of FDI and portfolio investments to Ukraine have impact on trade and
current account balances; dynamics of current account causes other investment inflow,
dynamics of trade balance causes portfolio and other investment inflows.

Annual coefficients of trade and service balance compensation of foreign investment
income and return on liabilities controlled by foreign investors for every type of foreign

investments are presented in Table 3.
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Table 3. Annual compensation coefficients for repatriated income and return on
liabilities controlled by foreign investors

Annual compensation Return on liabilities, in %

Country Year coefﬁc1.ents for .re[())atrlated for FDI for Pi for
income, in % (0) 1
2000 -159.4 6.4 5.4 6.4
Czech 2010 44.7 10.4 34 0.9
Republic 2018 101.9 10.5 2.3 0.9
average’ 31.7 10.1 3.9 3.0
2000 -125.4 0.9 6.4 5.6
Slovak 2010 -23.0 9.1 3.1 0.9
Republic 2018 22.5 7.1 2.4 0.5
average™ -46.5 6.8 5.0 1.8
2000 -66.6 8.8 6.7 43
Hungary 2010 84.3 7.0 4.4 2.0
2018 71.2 7.7 3.5 1.3
average™® 35.8 6.5 4.8 2.5
2000 -757.8 2.0 5.1 3.9
2010 -44.9 8.2 3.7 1.7

Poland
2018 88.0 7.8 2.7 1.4
average™ -97.7 7.3 3.9 2.4
2000 147.6 1.1 14.4 3.5
Ukraine 2010 -65.9 4.2 5.7 3.6
2018 -138.8 8.1 7.2 3.2
average™ -23.5 3.9 6.8 33

* - for the period 2000-2018.
Source: authors' calculations, data from Eurostat (2019), IMF (2019).

Results of calculation show that in 2000 it was only Ukraine that was able to compensate
the foreign investment income outflow by the positive balance of trade and services. For
the period from 2000 to 2018 due to the positive influence of foreign, first of all, direct
investments, on the trade balance of the countries of Eastern Europe annual compensation
coefficients for repatriated income for Czech Republic, Slovak Republic, Hungary and
Poland became positive, but only for Czech Republic it exceeded 100% from 2016.
Results of calculating the return on liabilities show that foreign direct investments
are the most profitable among all other investments for all explored countries, except
Ukraine. Profitability of the foreign portfolio investments are on the second place
and other investments liabilities are the least profitable. Slovak Republic due to its
membership in the euro zone area has the smallest return on other investments liabilities.

5. Conclusions

Empirical estimations of the impact of foreign investments on export, import, trade
and current account balances showed that these indicators have a significant impact
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on the development of East European countries. The results of the Granger causality
test for components of a nation’s transactions with the rest of the world and all types
of investment income flows show that: foreign direct investments have influence on
trade balance of Czech Republic, on trade and current account balances of Poland and
Ukraine; foreign portfolio investments have influence on current account of Poland, on
trade and current account balances of Hungary and Ukraine; foreign other investments
have influence on trade and current account balances of Hungary and Poland.

The results of the calculation of the compensation coefficients for repatriated
income show the negative influence of foreign direct, portfolio and other investments
on the current accounts of the countries of Eastern Europe. There is only Czech
Republic for which the positive trade and services balance was able to compensate the
negative income balance for the period of 2016-2018. For other explored countries the
compensation coefficients for repatriated income are less than 100%.

Moreover, for Slovak Republic, Poland and Ukraine average compensation
coefficients for repatriated income for the period of 2000-2018 are negative.

Returns on liabilities, which are controlled by foreign direct investors, in the Czech
and Slovak Republics, Poland, Hungary are extremely high with the highest amount of
more than 10% for the Czech Republic in 2018.

For Ukraine the ratio of return on liabilities is the smallest among the studied
countries. It could be explained by the active use of non-market transfer pricing in
foreign trade between Ukrainian affiliates and their “parent” companies, the majority of
which are registered abroad as the companies with offshore jurisdiction. The main aim
of these operations is to diminish the taxable income in Ukraine.

Thus, the results of the analysis show that the attraction of foreign capital has
significant influence on the external economic positions of Czech Republic, Slovak
Republic, Poland, Hungary. However, this influence is ambiguous. On the one hand,
it has led to an improvement in the trade balance of the countries, on the other — to the
outflow of capital as foreign investment income. The revealed rising trend for the annual
compensation coefficients for repatriated income is positive, but the high level of return
on liabilities controlled by foreign direct investors requires constant monitoring of its
influence on current accounts and foreign liabilities accumulation.
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