European Jonrnal of Sustainable Development (20106), 5, 4, 443-451 ISSN: 2239-5938
Doi: 10.14207/ ¢jsd.2016.v5n4p44 3

Can Romania offer a sustainable environment for the
FDI inflows?

Associate Professor, Laura DIACONU (MAXIM)!, PhD.

Abstract

It is well known that the foreign direct investments (FDI) represent a key factor for the economic
growth of the developing states. Despite Romania’s efforts of creating a favourable environment for
the foreign investors, the global economic and financial crisis has considerably diminished its
attractiveness for the multinational companies. Considering these aspects, the purposes of the
present paper are to identify the factors that currently attract the foreign investors in Romania and to
analyse if they can be valued on long term. In order to reach these goals, several research methods
were used. First of all, after analysing the specialised literature, we have conducted in-depth
interviews on managers and experts from 14 multinational companies that are present in Romania,
in order to identify the determinants of the FDI. Secondly, to see if these factors might represent
long term advantages, we have we analysed the secondary data offered by various statistical
yearbooks, reports and by different empirical investigations. The relevance of this study results from
the fact that the conclusions may offer valuable information for the Romanian policy makers to
create a favourable environment for the FDI inflows, on long term.
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1. Introduction

The financial capital is an essential factor for the economic growth and
development of a country, which is influencing and is also influenced by other
determinants, such as human capital and technology. The new theories of growth, which
highlight the impact of the technological progress on the long-term growth rates, state
that the FDI should be considered one of the key factors for enhancing the economic
growth (Ozturk and Kalyoncu, 2007). Unlike the developed countries which, according
to the Austrian economic theory, already have this capital because they have accumulated
it through savings, the developing states are lacking it. In their case, it is considered that,
from all the private and public financing sources, the best way to obtain the capital is to
attract the foreign investors, since they directly control their activity and are interested in
making profit. Actually, it can be argued that the foreign direct investments (FDI) are a
vehicle through which new ideas, techniques, technologies, skills and organizational
practices are transferred to the receiving country.

After the communism period, Romania, as the other developing countries from the
Central and Eastern Europe, has focused on attracting the foreign investors. However,
unlike in other former communist states, the Romania’s transition period was very long
and difficult. This is one of the reasons why, until 2000, the number and the amount of
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the FDI inflows was relatively low. At the beginning of the XXIst century, the number of
the attracted foreign investors has increased, together with the value of their investments.
This positive trend was more visible especially after 2004, when various EU pre-adhesion
measures were implemented.

Starting from the moment of the EU adhesion, Romania has experienced a significant
increase in the FDI inflows, reaching the historical maximum level in 2008. However,
the consequences of the global economic and financial downturn have been influencing
Romania since 2009. Actually, in this year the number of the attracted foreign
investments has almost halved, compared to 2008. Since then, despite some occasional
increases, Romania could not regain a sustainable positive trend of the FDI inflows.
Taking into consideration all these aspects, in the following parts of the paper we will
identify the factors that are currently attracting the foreign investors in Romania and we
will analyse if they might represent long term advantages.

The relevance of this study results from the fact that the conclusions may offer valuable
information for the Romanian policy makers to create a favourable environment for the
FDI inflows, on long term.

2. Objectives and research methodology

The purposes of the present paper are to identify the factors that currently
attract the foreign investors in Romania and to analyse if they can be valued on long
term. In order to reach these goals, several research methods were used.

Firstly, we have analysed the specialized literature, which helped us shape the theoretical
framework of the factors that are attracting the foreign investors in Romania. Secondly,
we have conducted in-depth interviews on managers and experts from 14 multinational
companies, partly/ entirely financed with foreign capital, which are present in Romania.
The initial sample included 20 companies, but the managers/ experts from 6 of them
refused to take part to our interview. Most of the companies included in the sample are
from the services’ sector and some others from industry. According to their size, 7 of the
selected firms have between 10 and 49 employees, the rest of them having 50—149
people. The firms were selected from five out of the eight development regions of
Romania, respectively from the regions: North-East, South-East, South, Bucharest-Ilfov
and North-West.

In order to see if all these factors, identified through the in-depth interviews, might
represent long term advantages for Romania, we have we analysed the secondary data
offered by the specialized literature. These secondary sources included various statistical
yearbooks and repotts, as well as different empirical investigations. Considering the fact
that the number and the amount of the FDI attracted by Romania before 2000 were
reduced, the data was collected for the period of time between 2000 and 2015/2016.

3. The determinants of the FDI’s inflows in Romania
3.1 Theoretical background

When explaining the FDI determinants, the specialized literature provides both
economic theories that present the investing decision of the multinational companies and
the econometric analysis of the impact of some local factors on FDI. One of the most
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cited theories when analysing the determinants of the foreign investments belongs to
Dunning. Based on the reasons of the investments, Dunning (1993) presents three main
types of FDI: market-seeking ones — whose aim is to expand the activity on other local and
regional markets, resource-seeking investors — when firms invest abroad to obtain resources
not available in the home country and efficiency-seeking firms — when companies can gain
from the common governance of the geographically dispersed activities, in the presence
of economies of scale and scope.

Taking into consideration the results of some econometric studies, Artige and Nicolini
(2005) notice that the market size, measured with the help of GDP or GDP per capita, is
the major FDI determinant. An explanation of this factor is offered by Charkrabarti
(2001) who considers that a large market will offer the opportunity of the efficient
utilization of resources and the exploitation of the economies of scale. However,
Charkrabarti (2001) states that not only the market dimensions are important in
attracting the FDI, but also the country’s level of gpenness, measured through the ratio of
exports plus imports to GDP. Previous studies, such as that conducted by Kravis and
Lipsey (1982) or Edwards (1990), have also found a strong positive impact of openness
level on FDI

The low cost of the labor force has also been mentioned as a major FDI determinant
factor, especially in the case of the South-Eastern Asian countries, as it results from a
study conducted by Shi (2001). The low labor cost also seems to be an important factor
in attracting the foreign investors in the Hastern European states, especially since here
the individuals are highly trained (Bartlett, 2007).

In the economic literature of the XXIst century, another important determinant of the
FDI has gained ground: the human capital. As Reisen and Soto (2001) noticed, achieving
a certain level of education became one of the main preconditions for a country,
especially for a developing one, to attract and maintain the foreign investors, particularly
the efficiency-seeking multinational companies.

However, the ability of people to gain proper skills and knowledge is more likely to
develop in an environment governed by laws, where their rights are respected. Moreover,
Blanton and Blanton (2007) argue that the state credibility decreases the political risk and
the proper regulatory framework can enhance the ownership advantages.

To all these factors, some other additional reasons that enhance the FDI inflows can be
mentioned such as the political implication in creating the “special economic zones”
(Chidlow, Salciuviene and Young, 2009), which offer fiscal facilities to the multinational
companies, or the growth rate of a country (Resmini, 2000), being argued that rapidly
growing economy provides relatively better opportunities for making profits.

Lall, Norman and Featherstone (2003) have grouped all these factors that attract the
foreign investors in three major categories: “supply-side” ones — skilled labour, research
and development or infrastructure, “demand-side” determinants — related to the host
country economic and social varables, and “institutional factors” — with a significant
impact on the two other groups.

A study published by Allen and Overy LLP in 2008 states that the major determinants of
the FDI inflows in the Central and Eastern European countries belong to the following
categories: low-cost of the real estate; low taxation and fiscal facilities to investors;
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availability of the European funds; availability, low-cost and highly skilled labour force,
good infrastructure; geographical position and economic stability.

3.1 Empirical evidences from Romania

The importance of the FDI determinants mentioned by the specialized was
tested on the case of Romania with the help of in-depth interviews conducted on
managers and experts from 14 multinational firms, partly/entirely financed with foreign
capital, which are present in Romania.
The results we have obtained indicate that most of the factors mentioned by the
specialized literature are also present in the case of Romania. However, only four aspects
were mentioned by all the respondents: the low costs of production (including wages),
the availability of the labour force with adequate qualifications and skills and good
knowledge of a foreign language, the economic freedom and the fiscal facilities. Taken
into consideration the location of their company in Romania, we can notice that some of
the investors from the North-West part of the country have also indicated the relatively
good infrastructure, the market potential and the geographical proximity to the Central
European states, as determinants of their investments. Meanwhile, the investors from the
North-East part of Romania have said that the little competition from this region was
another determinant for them. Some of the foreign companies located in the South,
North-West and Bucharest-llfov regions have also indicated the availability of the
subcontractors and suppliers. Two of the interviewed companies’ representatives have
also mentioned that their companies have taken the investment decision in Romania due
to the relatively good institutional environment and macroeconomic stability, compared
to other countries in which they have entered.
In order to assess the importance of the reasons of investing in Romania, the
respondents were asked to give grades from 1 to 5 to all the mentioned aspects, where 5
represented ‘very important reason’ and 1 ‘least important reason’. Based on the
obtained results, an average score was calculated for each indicated reason. The hierarchy
and the scores of the four reasons indicated by all the 14 respondents can be seen in
Table 1. It is noticeable that the first position is occupied by the low costs of production,
followed, at a very short distance, by the highly skilled labour force. Considering this
fact, we may assume that the companies which decide to invest in Romania are especially
attracted by the low cost of the qualified labour force.
However, looking at the scores obtained by the four aspects, it is obvious that all of
them are quite close, the distance between the first one and the fourth one being less
than 0.8 points.

Table 1: The importance of the reasons of investing in Romania

Position | Factor Average score
1 Low costs of production (including wages) 4.36
2 Availability of the labour force with adequate qualifications and | 4.14
skills
3 Fiscal facilities 3.93
4 Economic freedom 3.57

Source: Own research
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Looking at the frequency of the other 7 reasons, indicated only by some of the
respondents, we can notice that the market potential has mentioned by 7 of the
companies’ representatives, followed by the low competition (5 respondents) and by the
geographical proximity to the Central European states (4 respondents).

Being asked to point out some aspects that might determine the multinational companies
to diminish or even stop the activity developed in Romania, most of the respondents
have indicated the corruption, the bureaucracy and the risks resulted from the political
instability. Moreover, all the 14 respondents have mentioned the risk of increasing the
production costs, especially wages, as a threat for their investment in Romania.

In order to see if these threats are likely to become real and whether the four main FDI
determinants, mentioned by all the respondents, might represent long term advantages
for Romania, we have we analysed the secondary data offered by the specialized
literature.

4. FDI determinants — long term advantages for Romania?

A first analysed aspect was the risk of increasing the production costs. According to the
analysts, developing countries cannot infinitely benefit from the low production costs’
advantage. Once they are passing from the developing to the developed stage, all the
costs, and consequently the prices, will increase. This aspect has been largely debated on
the case of China, Kay (2008) arguing that even if the level of the wages is still low
compated to other developing countries, the labour costs have significantly increased
since 2004 especially in those regions that have fastest developed.

Analysing the evolution of the minimum gross wage in Romania, we can notice that
between January 2000 and May 2016 it has increased of approximately 28 times, from 45
lei to 1250 lei (see Figure 1).
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Figure 1: The evolution of the mininmm gross wage in Romania
Source: Own adaptation of data from Monitornl Oficial, 1999-2015
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Looking at the data from Figure 1, we can see that there are 2 periods in which the
minimum gross wage had a significant positive trend: January 2000 — January 2009 and
from the beginning of 2013 and up to now. During the period January 2009 and January
2013 the minimum gross wage did not changed too much, registering only very small
increases between 2010 and 2012.

This evolution of the minimum gross wage can be correlated to the economic situation of
Romania. As we can see from Figure 2, between 2000 and 2008 Romania registered a
continuous growth. Actually, this was the longest period of growth during the last decades.
Starting with 2009 and until 2013, the consequences of the global crisis were strongly felt in
Romania. In 2009, Romania’s GDP decreased with 7.1% compared to 2008, the
downward trend also continuing in 2010. In 2011 and 2012, only small increases in GDP
were registered, less than 1%. However, the ascending trend was more visible starting with
2013.
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Figure 2: "The evolution of the GDP in Romania (in billion Euros)
Source: Own adaptation of data from National Institute of Statistics, 2001-2016

According to the estimations made by the National Institute of Statistics (2015) for the
period 2016-2018, it is very likely that Romania’s GDP continues the positive trend started
in 2013, with an average annual increase of around 3%. In this context, it is assumed that
the wages will also increase.

From the point of view of the availability of the human capital stock on long term,
World Economic Forum (2015) shows that Romania has increased its performances,
compared to previous years. In a ranking regarding the Human Capital Index, in 2013
Romania was placed on the 69t position, out of 122 states (Wotld Economic Forum,
2013). In the same raking, in 2015 the country ascended 30 places, obtaining an overall
Index of 73.94 (World Economic Forum, 2015). This positive evolution was mainly due
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to the improvements registered by Romania in the aspects included in the first and
second pillar of the Human Capital Index: ‘Education’ and ‘Health and Wellness’.
However, from the point of view of the Human Capital Index, even if Romania is placed
before Greece or Spain, the country is on the last positions among the Central and
Eastern European states, only Bulgaria being after it.

Regarding the economic freedom, Figure 3 presents the evolution of the Index of
Economic Freedom in Romania between 2000 and 2016, based on the data offered by
the Heritage Foundation for this period. We can see from Figure 3 that, since 2004 and
up to 2015, the Index of the Economic Freedom has had a positive trend, the highest
increases being registered before Romania’s EU adhesion. However, in 2016 the country
lost 1 percentage point compared to previous year, the Heritage Foundation (2100)
including Romania, from the point of view of the economic freedom status in the
category ‘moderately free’. Compared to the world average (60.7), Romania’s Index is
superior, but it has a lower value in comparison with the regional average (66.9). This
suggests that Romania has less economic freedom than other states from the Central and
Hastern Europe.
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Figure 3: The Evolution of the Economic Freedom Index in Romania
Source: Own adaptation of data from Heritage Foundation, 2000-2016

Analysing the elements included in the pillars of the Index of Economic Freedom, we
can notice that Romania has gained noticeable success in liberalising the trade and the
monetary market, due to the fact that it continues to place a high priority on restoring
the fiscal sustainability and on improving competitiveness by easing and rationalizing the
regulatory burden. However, the major concerns are related to the labour freedom, to
the fact that the institutional shortcomings make difficult to enhance respect for the rule
of law and to the high levels of corruption, exacerbated by a relatively inefficient judicial
system.
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Conclusions

According to the specialized literature, among the most important FDI
determinants are the market size and its growth potential, the country’s level of
openness, the macroeconomic and political stability, the geographical position, the low
cost of the labor force and the fiscal facilities offered by the host state. Apart from these
traditional aspects, especially in the economic literature of the XXIst century some other
important factors that attract the foreign investors have been revealed: the human capital
and the rule of law.

The results we have obtained after conducting the in-depth interviews on managers and
experts from 14 multinational firms indicate that most of the factors mentioned by the
specialized literature are also present in the case of Romania. However, only four aspects
were mentioned by all the respondents: the low costs of production (including wages),
the availability of the labour force with adequate qualifications and skills and good
knowledge of a foreign language, the economic freedom and the fiscal facilities. Some
other determinants, indicated only by some of the respondents, regarded the relatively
good infrastructure (in the North-Western part of Romania), the market potential, the
geographical proximity to the Central European states, the low competition (from the
North-East region of the countty), the availability of the subcontractors and suppliers
and the relatively good institutional environment and macroeconomic stability, compared
to their previous experiences in other states.

The major aspects they consider that might be threats for their future investment in
Romania are the risk of increasing the production costs, especially wages, the corruption,
the bureaucracy and the risks resulted from the political instability.

Looking at the statistics, we can see that the minimum gross average has increased in
Romania since 2000 and up to now of approximately 28 times, in the context of the
economic growth of the country. The specialists assume that, in the next years, the
country will continue to register economic growth and, consequently, the wages will
probably increase. Taken into consideration the fact that the low cost of production,
including wages, was the main factor mentioned by our interviewed companies’
representatives as a determinant for their investment in Romania, it is likely that they
might search for other economies to which to relocate their activities. However, this will
occur only if the other major advantages found by them in Romania will disappear, on
long term.

Even if Romania has improved the Human Capital Index, the country is placed on the
last positions among the Central and Eastern European states, being followed only by
Bulgaria. In this context, we may assume that the multinational companies might be, in
future, more attracted by other low cost markets from the region, which can offer them a
superior level of human capital.

Moreover, considering the fact that Romania’s Index of Economic Freedom has a value
situated below the regional average in 2016, it is possible that the foreigh companies
redirect their investments to the neighbouring countries, if this situation does not
improve in future.

To all these shortcomings, it also adds the fact that Romania confronts with vatious
institutional problems, which make difficult to enhance respect for the rule of law, and
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with high levels of corruption. All these aspects should raise an alarm for the policy
makers since they might negatively influence the future foreign investments in Romania.
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