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Executive Summary

Foreign direct investment (FDI) is one of the most significant economic mutually beneficial interactions between multinational companies and countries. Receiving foreign capital is one of the most important factors for economic growth and that is why countries try to establish favourable conditions for FDI inflow into their economies. This is the reason why economists and political science researchers try to identify what are the most important determinants of FDI and in doing that most of them employ Dunning’s eclectic paradigm identifying three types of advantages of the host (FDI receiving) countries. Through Dunning’s logic authors find that the economic, political and institutional characteristics of the host country define their FDI location advantage and argue which of those groups of characteristics or a single characteristic have prevalence over the others. Most of the researchers reach the conclusion that the most significant FDI determinants are the market size and the cost of labour along with the type of the trade regime and the macroeconomic stability. Taking into account these factors the paper researches the cases of Bulgaria and Turkey in order to determine whether the quality of the institutions of the host country like the rule of law, the government effectiveness, the quality of the judicial system and the scale of corruption also have significant effect on investors’ decisions. 

The institutional factors appear to be significant determinants of FDI in the examined cases .It is important that both researchers and policy makers focus on the institutional factors for attraction of FDI as unlike market size and natural resources, for example, institutions can be changed and improved. This is particularly evident in relationship of Bulgaria and Turkey with the European Union (EU). Many of the institutional changes and reforms in the two countries are related to the membership in the EU, which puts pressure for improvement of the regulatory framework of the candidate member countries. 

CHAPTER I Introduction

The problem about the determinants of the foreign direct investment has received a lot of attention by policy makers and scholars due to its economic and policy implications. FDI is an integral part of the economic development strategies of almost all countries, especially of developing and emerging markets countries. FDI is a key element of the international economic relations as it is an engine of employment, technology transfer and improvement of productivity which ultimately leads to economic growth. The need to attract FDI pressures governments to provide favourable climate for business activities of the foreign firms as they consider the political and economic institutional framework of the host country when deciding where to invest their capitals. There is an ongoing debate among scholars about the most important factors that attract investment inflows into a country – the debate concerns different types of factors ranging from purely economic indicators like market size and natural resource endowments to legal and political factors like the quality of the institutional framework of the host country and the type of the political regime. 
When analysing firms’ decisions to invest abroad most authors take Dunning’s ownership, localistion and internationalistion (OLI) paradigm as their point of departure (Dunning 1988). Dunning explains that multinational enterprises (MNEs) invest in countries where they have ownership advantage, localisation advantage and internalisation advantage (Dunning 1988). Ownership advantage is firms’ access to various forms of assets that gives them advantage over the already existing companies in the market (Jensen 2003). In the case of localisation advantage firms prefer to invest in production facilities rather than to export in foreign markets “because transportation costs are too high to serve these markets through exports” (Jensen 2003). The internationalisation advantage is also related to the natural resources and the cost and quality of the labour of the host country (Jensen 2003). The internationalisation advantage, however, is the most complex factor of all three as it reflects the firm-specific motivations to prefer investment abroad to production in their own country market (Jensen 2003). In other words, firms perform cost-benefit analysis when deciding whether and where to invest and they choose the destination which minimises their costs and optimises their profits. According to Dunning there are several localisation advantages that make a country attractive investment destination and these include factors like natural resources, infrastructure quality, quality and prices of inputs but also the investment incentives and strategies and the economic system. (Dunning 1988). Ali, Fiess and McDonald point out that the OLI paradigm is too flexible in a way that “any factor can be a localisation advantage if it affects the profitability of establishing a production facility in the host country” (Ali, Fiess & McDonald 2008, p. 5). Thus, such a flexible interpretation leads “to the compilation of a long list of potential determinants of FDI” (Ali, Fiess & McDonald 2008, p.5), which does not allow for the elaboration of a coherent theory explaining the determinants of the FDI flows. Countries differ in their abilities to attract investments. Looking at country specific factors a number of scholars support the thesis that the quality and efficiency of the institutions of the host country, along with other factors, determine the attractiveness of this country for foreign investors. 

The quality of the governing and political institutions is the factor, which could explain the cross country differences in attracting FDI. The institutions are part of the investment climate of a country that firms consider to a great extent when deciding whether to invest abroad. Rodrik and Subramanian (2002) emphasise on the supremacy of institutions over other determinants of FDI which is supported by Wernick, Haar and Singh (2009) arguing that “good” political and governance institutions reduce economic and political uncertainties and promote efficiency as effective governing institutions provide the necessary legal framework for economic growth and socio-economic development. The recent World Bank report (2004) on the relationship between investment climate and private investment decisions has shown that “better political and governance institutions improve the investment climate by enhancing bureaucratic performances and predictability” (Aysan and Veganzones-Varoudakis, 2007, p.2) which reduces companies’ costs of performing their business activities.
The aim of this paper is to investigate the relationship between FDI and institutions in Bulgaria and Turkey and to determine which institutional aspects matter most for FDI inflows in these two countries. 
1. Research question

What institutions matter as determinants of FDI in Bulgaria and Turkey? 

2. Sub-questions

1. What factors in general determine FDI inflow?

2. What are the institutional factors that determine FDI inflow? 

3. To what extent are institutions that are important for attracting FDI present in Bulgaria and Turkey, and since when?

4. To what extent can the different FDI inflows be explained by the different institutional environment?

3. Research Design
Bulgaria and Turkey are both South Eastern European countries and emerging markets that have recently undergone liberalisation of their economies. Bulgaria is an EU member since 2007 and Turkey has begun negotiation with the EU to become one. These countries are interesting as they went through many reforms for a relatively short time and implemented a number of policies in the economic and social sphere. Analysis of FDI in Eastern and Central European countries provides a unique chance of studying the forces behind international capital flows (Bandelj 2002). Before the collapse of the communist rule Bulgaria hardly received any investments due to the closed type of its political and economic regime but after 1989 the FDI in the region began to expand. Turkey is not a transition country but it also underwent liberalisation of its economy in the early 1980s after a long period of protectionism and state intervention. The most important step in the liberalisation of the country’s foreign trade regime was the creation of the customs union with the EU in 1996. Both countries underwent similar reforms and implemented similar investment promotion legislation but Turkey has received less investment than Bulgaria. In comparison to Bulgaria, Turkey has an enormous FDI inflow potential in terms of market size and GDP but substantial amount of investments began to flow into the country only recently (see Figure 1).

Figure 1 FDI as percent of GDP in Bulgaria and Turkey
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  Source: World Bank, WDI
So it is interesting to explain why there is such an enormous difference between the level of FDI in Bulgaria and Turkey and why Bulgaria received so much more investment than Turkey despite Turkey’s FDI potential. Comparing their institutional characteristics and establishing the institutional factors determining their FDI inflows will give the answer to this question.
The research design for this research question is a comparative case study, which hopes to reveal correlation of the dependent and the independent variables. Case study research design provides internal validity and does not allow for high degree of generalisation. This problem will be solved by relating the hypothesis to already existing theories for the relationship between the quality of institutions and the level of FDI and by comparing two cases.
4. Research methods

”Institutions are the rules of the game in a society, or more formally, are the humanly devised constraints that shape human interactions” (North, D. 1990; p. 3). Employing North’s concept institutions are the rules by which attracting FDI is performed. Institutions are designed to facilitate economic activity, including FDI inflow, by reducing the costs for this activity (Dunning 2004). FDI is investment of assets by a resident entity in one economy in an entity resident in an economy other than that of the investor. A review of the existing literature on the determinants of FDI will identify the factors that affect the FDI inflow levels as well as the institutional factors in specific. Close examination of the institutional framework of Bulgaria and Turkey - the legal and regulatory framework shaping the investment climate, will identify to what extent the institutional factors that are important for FDI are present in the two countries. Comparison of the dates of the institutional changes with the trend in the FDI figure per country will suggest relationship between the institutional change and the level of FDI. Finally, surveys on firms’ perception about the investment attractiveness of Bulgaria and Turkey will establish whether there is causality between the institutional changes and the levels of FDI.
5. Theoretical and societal relevance
The question about the determinants of the FDI has a high societal relevance for policy makers and reformers, especially in developing countries and countries in transition. Policy makers in these countries should be aware of which policies are worth implementing and to what extent they can be efficient in attracting investors.

Although researchers acknowledge that there is a relationship between domestic institutions and multinational enterprises’ investment habits, this relationship is “understudied and poorly understood” (Li, Resnick 2003, p.175) but explaining the effect of the quality of institutions on FDI has clear significance both for theory and practice. Most studies examining the determinants are quantitative - cross section and panel regression analyses using hundreds of countries and tens of indicators to prove that certain indicators have a relation to change in FDI inflows. Although they provide very strong evidence, statistical analyses cannot show the real correlation and the causality between FDI and determinants. This paper contributes to the body of knowledge with case studies showing how and through what channels changes and reforms in the institutional framework of a country lead to higher inflows of FDI.
6. Overview 

The rest of the paper is organised as follows. The second chapter provides the theoretical framework and identifies the institutions that are important for FDI. The third chapter analyses whether these institutions are present in Bulgaria and Turkey. The fourth chapter looks at trends in FDI in the two countries and examines whether the trends can be explained by changes in the institutions of the two countries. The final chapter concludes.

CHAPTER II Theoretical framework

1. Foreign Direct Investment

FDI is a tool of foreign companies to maximise their profit by investing money, knowledge and technological capital. Firms invest in countries with favourable economic and political conditions which allow them to minimise their transaction and production costs and maximise their profit.

Determinants of FDI are the factors in the host country’s investment environment that attract or constrain FDI inflows. Referring to Dunning’s OLI paradigm, in general the factors, which determine FDI inflows, are the characteristics of the host country that provide the investor with ownership, localisation and internationalisation advantage (Dunning 1988). As “MNEs are companies which undertake productive, i.e. value adding, activities outside the country in which are incorporated. They are, by definition, also companies which are internationally involved. The extent to which they engage in foreign production will depend on their comparative advantage vis-à-vis host country firms, and the comparative endowments of home and foreign countries” (Dunning 1988, p.20). 

When analysing the determinants of FDI, some authors like Demekas make a distinction between two types of FDI although in practice the distinction is often blurred (Demekas et al. 2005). “Horizontal FDI is market-seeking investment, aimed primarily at the domestic market in the host country, when local production is seen as a more efficient way to penetrate this market than exports from the source country. Vertical FDI is cost minimising investment, when a multinational corporation chooses the location of each link of its production chain to minimise global costs” (Demekas et al. 2005, p.2). As a result of these differences firms have different motivations when investing in different countries. For the horizontal FDI, for example, market size, usually measured by the gross domestic product (GDP) of the host country, would be one of the most important factors and for vertical FDI – the cost of labour, measured by the level of wages in the host country, as well as other factors of production. Although scholars agree that horizontal FDI are more prevalent (Demekas et al. 2005), often both types of FDI can be encountered simultaneously in a country or in an industry. 

Driven by maximizing profitability multinational companies invest in countries where the input costs would be the lowest which means that factors like low costs of labour, energy, raw materials and transport as well as the easy access to natural resources in the host will attract foreign investors. Political risk is widely considered in the literature as an important determinant of FDI location especially when we talk about investing in emerging markets. The concept of political risk comprises three main elements – macroeconomic stability, institutional quality and political stability (Bevan and Estrin 2000). Macroeconomic stability is measured by the economic growth, inflation and exchange rate. Institutional stability stands for the predictability of policies especially towards FDI, tax regimes and policies, transparency of regulations and the degree of presence of corruption. The concept of political stability has a very wide range of indicators ranging from political freedom to the probability of revolutions and violent uprising of the population. The openness of the economy, meaning the degree of liberalisation of the trade regime of the host country, is also regarded as a very important factor for investor’s decisions to allocate their capital. Privatisation, measured by the increase in private sector share of GDP, is also a very important factor for attracting FDI. There are three types of foreign investments – FDI from privatisation, FDI from expansion meaning acquisition of property that has already been private and Greenfield FDI meaning investing in industries or sectors where no similar structures or facilities to those the investor offers had existed (Gertchev 2006). Being a transfer of public capital to the private sector, privatisation is a clear signal for both domestic and foreign investors that the country is committed to private ownership. The attractiveness of privatisation to foreign investors though can be limited by the type of the privatisation process. Privatisation can be carried out through direct sales to domestic and foreign investors but also through management-employee buy-outs or voucher schemes, which include only domestic entrepreneurs.
2. Institutions and Foreign Direct Investment

Institutions are the formal and informal rules and standards of a country that encourage or constrain inward FDI by minimising or decreasing the costs of doing business for the investors. North defines institutions as “the rules of the game in society” (Ali, Fiess & McDonald 2008). The institutional framework of a country “consists of all kinds of humanly devised constraints that shape the human interactions, including economic exchange. Institutions can be formal (e.g. constitution, laws, etc.), or informal (e.g. conventions and customs)” (Ali, Fiess & McDonald 2008, p. 6). Dumludag, Saridogan and Kurt identify the three aspects of the institutional framework of a country – formal rules, informal rules and enforcement. Formal rules are the written rules, for example the laws governing different spheres of society. Informal rules are the unwritten rules that govern social life – code of conduct and behaviour, culture, etc. Institutions are meant to regulate human interactions and establish norms and rules in order to reduce the uncertainty associated with these interactions. Therefore, institutions “provide societies with predictable framework for interaction” (Ali, Fiess & McDonald 2008, p. 6). The third aspect of the institutional framework is enforcement – the enforcement determines whether rules are effective or not. Quality or good institutions, including efficient enforcement, decrease the costs of doing business and increase the profitability from the economic activity (Ali, Fiess & McDonald 2008).
In terms of economic activities, institutions affect foreign investors through transaction and production costs. Transaction costs are the costs for negotiating and enforcing an economic exchange in order to do business in the host country. For example, negotiating an agreement can be a long and costly process especially when the parties do not have reliable information about their counterpart’s true intentions – they may intend to renege or shirk the agreement. This information uncertainty increases the transactions costs for investors and depends on the contract enforceability and property rights protection, which are institutional characteristics of a host country. For example, poor property rights protection and unreliable enforcement of contracts lead to increase of transaction and production costs which discourage economic activity. Production costs also affect firms’ environment – inefficient institutions may cause production delays or delays of issuing licenses and permits and even bribes can be required in order the production process to run smoothly.

So, the institutional framework of a country encompasses the entire body of formal laws and informal rules and not only administrations and bureaucracy (Fabry and Zeghni 2006). Institutions can be economic, political or social depending on what part of the life they regulate. Economic institutions are for example tax laws and property laws; laws that regulate political life are political institutions; social institutions regulate the social sphere of life – for example crime and punishment (Dumludag, Saridogan & Kurt 2009). Economic, political and social institutions matter most as determinants of foreign investment decisions to invest. Economic institutions determine very important part of the investment climate – for example the degree of property rights protection and the enforcement of contracts (Dumludag, Saridogan & Kurt 2009). Political institutions determine the political regime and regulate political power – civil rights and liberties, political rights, veto players, constitutions, etc. (Dumludag, Saridogan & Kurt 2009).

As the empirical evidence review will show, there is strong evidence that good institutions play important role in attracting FDI. The institutional determinants of FDI are related to those characteristics of the host country’s investment climate that are designed and regulated by government’s policies and other political and social factors - the level of economic, political and social risks, political stability, democratic accountability, the degree of openness of the economy and trade regime, functioning bureaucracy, reliable and transparent regulatory framework covering FDI policies and tax system, effective property rights protection, the rule of law, enforcement of contracts, efficiency of justice and the lack of corruption and the type of privatisation process. “Sound regulation corrects market failures that inhibit productive investment and reconciles the interests of firms with the interests of society. Strong tax systems are needed to finance public services that are needed to invest in a strong investment climate and public welfare” (World Bank 2008, p.119). “Although taxation and regulation are necessary, burdensome regulation and high taxes an inhibit growth, encourage informality and corruption, discourage investment and harm productivity. Inefficient administrative procedures at the central and municipal levels cost businesses time and money, reducing productivity and investment” (World Bank 2008, p.119). Political stability and democratic accountability decrease the political risk for investors by providing predictability and transparency. Efficiency of the justice system and enforcing of contracts ensures investors that their rights and more specifically property rights will be protected. Ineffectively and inadequately protected property rights create a risk of expropriation, which is a very strong motivation for companies to avoid investing. Corruption practices repel investors by increasing their production and transaction costs and create grounds for unfair competition. The privatisation method as well as privatisation itself is a very important part of the investment incentives in the host country determining whether or not and how can foreign investors acquire public capitals and assets. 

The EU accession and the failures and the success of the candidates on the road to the membership are also important factors for investors’ decisions to locate their capital. Bevan and Estrin (2001) have identified a sharp increase of FDI in Central and Eastern Europe (CEE) since 1994 when the EU committed to enlargement. The reason for that according to the authors is that the prospective EU membership has reinforced investors’ positive perceptions for the investment climate of the candidate countries. The EU accession is preceded by a pre-accession period in which the CEE countries had to implement the aquis communautaire in order to harmonise with the EU legislation. Harmonisation with the EU law is a necessary condition for ensuring that CEE business will be competitive in the Single European Market. The implementation of the EU law aims at expansion and development of trade, improved political and economic stability and high FDI level (Bevan, Estrin & Grabbe 2001).

3. Review of the empirical evidence on FDI determinants

Dunning’s eclectic paradigm provides the logic through which to study the determinants of FDI – investors should have comparative advantage over the companies that are already on the host country’s market and the transaction and production costs should be lower than those that companies would have had if they operated in their own countries. Or, in other words, the determinants of FDI level are all factors that affect the cost of doing business in the host country. The host country’s political, economic and social characteristics define its localisation advantage, which attracts or constrains investors. Cheap labour, big market size and economic growth and the trade regime are the most important location advantages worldwide and developing for countries. Dunning (2004) also emphasises on the role of institutions as a country specific competitive enhancing advantage affecting the location of inward foreign direct investments. Institutions determine the costs of economic activity for entrepreneurs e.g. the costs of doing business in the host country which can be caused, for example, by inadequate protection of property rights, corruption, weak FDI incentives policies, cumbersome bureaucracy, etc. So, bad and inefficient institutions increase the costs of doing business and thus deter economic activity including foreign direct investment. The same FDI determinants are valid also in the CEE transition economies but they have some specifics compared to other emerging markets and developing countries. For example, the privatisation process and the (prospective) EU membership are significant features of their institutional framework.

According to the reviewed literature the localisation advantages that make some countries more attractive than others are the following: size of the market, size of the economy (GDP) and economic growth, macroeconomic stability presented by inflation, cost of labour, property rights protection, political stability, functioning bureaucracy, reliable and transparent legal and regulatory framework including policies towards FDI and tax system, corruption, enforcement of contracts, privatisation process and methods of privatisation, openness of economy, democracy and EU membership (Dumludag, Saridogan & Kurt 2009).

The determinants listed above have been studied in a vast amount of literature. These studies focus on the role that host country’s institutions play in attracting or constraining location of investments. Various quantitative analyses provide very strong evidence about the relationship between different aspect of countries’ political, economic and social characteristics and inward FDI based on econometric methods – panel regressions and cross-section time series analyses (see Table 1). Controlling for other factors determining investor’s behaviour, the studies described below provide evidence for the importance of the institutional factors of the FDI receiving country for the level of FDI.

Holland and Pain (1998) research 11 Central and Eastern European countries and employ the variables privatisation, trade linkages and borders, labour costs, risk and macroeconomic stability as factors for location of inward FDI in the transition economies. Their research proves privatisation to be among the most important institutional determinants for FDI. Privatisation process in the Central and Eastern European countries has been a signal for commitment to private property and thus a significant incentive for FDI inflow (Holland and Pain, 1998). Measuring the speed of the privatisation, the privatisation method and the size of the private sector in the CEE countries Holland and Pain argue that the method of privatisation has been decisive for the ability of the countries to attract FDI through giving foreign firms to acquire state-owned assets. In addition to that countries with bigger share of the private sector have attracted more FDI than those with smaller private sector size. Countries, like Hungary and Poland, that have chosen the direct sales method of privatisation with not so many restrictions on the involvement of foreign firms, naturally have attracted more FDI from privatisation. Other countries have used privatisation methods that offer fewer opportunities for foreign firms. The voucher-based privatisation schemes sell state-owned companies to domestic firms, which is also not a good incentive for foreigners. The management-employee buy-outs privatisation approach has been popular in the Balkan countries and this method again does not provide foreigners with possibilities for direct purchase of state-owned assets.

Bevan and Estrin (2000) study the determinants of FDI inflows in the Central and Eastern European countries. Their research is based on panel data of bilateral FDI flows between the countries of the EU-15 and 11 CEE host countries in the period 1994 – 1998. The research method is gravity model of bilateral trade that uses the following variables: the GDP of the host country and of the donor country; the differential between the end-year bond yield rate in the donor country and in the host country; the percentage of the total imports of host country from EU; risk represented by the credit rating of the host country; the distance between the capitals of the host country and the donor country; the labour costs in manufacturing in the host country. The authors also estimate the factors of the perceived risk of the host country: the percentage of private sector share of GDP in host country; the method of privatisation; macroeconomic indicators and corruption represented by the "bribe tax" in the host country. The outcome of the study indicates that FDI inflow is determined by the country risk (influenced by private sector development, government stability and corruption), the labour costs and the host country market size. 

In the case of the Central and Eastern European countries the EU membership and the prospects of the EU accession have also appeared to be an important determinant for the FDI level. To prove this assumption the authors construct variables representing major political announcement about timetables for the EU admission of the transition countries as a result of the progress made by the candidate countries in fulfilling the membership criteria – the Essen European Council Meeting in 1994-1995, the Agenda 2000 document announcing the so called “first wave” countries and the “second wave” countries. The results show that announcement concerning the prospective EU membership of the studied countries have improved their image as investment destinations. Right after the Essen Summit announcement Czech Republic, Hungary, Poland and Slovakia saw an increase in their FDI inflow level (Bevan and Estrin 2000). Bevan and Estrin suppose that the positive feedback on the accession progress of these countries was a signal for investors that by complying with the EU membership requirements these countries have improved their economic and political environment. 

Jensen (2003) focuses on democratic institutions versus non-democratic institutions to show that democracies attract more FDI as they are associated with less political risk than autocracies. Jensen defines political risk as the risk of nationalisation, expropriation and unpredictability in policies which are associated with authoritarian regimes. Democratic regimes on the contrary are associated with property rights protection and transparent and predictable policy environment. That is because democracies have mechanisms for reduction of political risk – these are the audience costs and the number of veto players in a democratic political system (Jensen 2003). Veto players are all the elements of the legislature, judiciary and executive power as well as the civil society, which maintain credibility by making sudden policy reversals impossible (Jensen 2003). So, firms can be confident that policies that exist at the time they enter into the foreign market will continue over time (Jensen 2003). Like veto players, audience costs guarantee policy stability keeping the government accountable for their contracts and agreements with firms – if government breaches an agreement or a contract it is very likely to suffer electoral costs. In that way audience costs constrain government’s official in democracies from conducting unfavourable decisions and policies for the foreign investors.

Political risk is considered a major factor in companies’ decisions to invest in a foreign market (Jensen 2003). Unexpected change of policies affecting the investment in a negative way can be very costly for the foreign company. “Political regimes that lower political risks will attract multinationals by decreasing the costs of internalising production. In systems with lower levels of political risk, multinationals will invest via FDI. In systems with higher levels of political risk, multinationals will be wary of entering a foreign market, and either avoid the market or establish a contractual relationship with a domestic firm. Thus political regimes that have effects on political risk will affect the entry of multinational corporations into these systems.” (Jensen 2003, p. 592). 
Jensen conducts cross-section and panel regression statistical analysis of 114 developing countries to prove that countries with democratic institutions maintain higher levels of FDI inflows than non-democratic regimes. The effect of the type of political regime on FDI is examined by using Polity III data – standard measure for democracy, which is also retested by replacing the Polity III measure with ACLP (Alvarez, Cheibub, Limongi and Przeworski) measure of political regimes (Jensen 2003). In both cases the empirical results show that democracies attract higher level of FDI. This result is robust after introducing the control variables development level, trade, market size, natural resources, economic growth, government consumption (which is related to the regime type), budget deficit, human capital, FDI inflow controls (governmental polices controlling FDI inflows), government reputation, expropriation, corruption, rule of law and bureaucracy quality. Jensen does not perform a direct test of the causal mechanism democracy - FDI but provides “foundation of the credibility enhancing nature of democratic institutions” (Jensen 2003, p.612).

Daude and Stein (2004) use several sets of institutional variables to measure the effect of institutions on the location of FDI. The variables are taken from the World Bank governance indicators developed by Kaufmann, Kraay and Zoido-Lobaton, from the International Country Risk Guide (ICRG) and from the World Business Environment Survey of the World Bank. The variables cover democratic accountability, political stability, government effectiveness, regulatory quality, rule of law, corruption, enforcement of contracts, expropriation risk, bureaucratic quality, quality of courts, predictability of changes in laws and regulations (Daude and Stein 2004).

The analysis of the authors is based on the gravity model of trade which states that the bilateral trade between two countries is positively influenced by the “products of GDPs of both economies and negatively by the distance between them” (Daude and Stein 2004, p. 12). The authors examine 20 donor countries and 58 host countries and do look at this standard gravity model but also made “empirical evaluations of the effects of the different institutional variables on FDI” (Daude and Stein 2004, p.3). Daude and Stein conclude that the overall quality of institutions has a significant impact on FDI location but the most important institutional aspects of the institutional framework are the regulatory framework, the predictability of policies, the laws and regulations, the government effectiveness and the enforcement of property rights. The authors identify corruption, unpredictability of policies, excessive regulatory burden and inefficient enforcement of property rights as major determinants for deterring FDI inflows. Indicating government officials’ abuse of their position and power for personal gain, corruption affects FDI directly “by ruining the perception of stability and quality of an investment potential” (Dumludag, Saridogan & Kurt, p.11). One of the most common examples for the harmful effect of corruption is the case when “investors need to bribe officials in order to obtain licenses and permits” (Daude and Stein 2004, p.1). Simply put corruption increases the cost of doing business in the host country. Democracy and political stability on the other hand are not statistically significant for FDI.

Busse and Hefeker (2005 ) explore the linkages between political risk, institutions and foreign direct investment flows and identify government stability, the absence of internal conflicts and ethnic tensions, ensuring law and order, democracy and quality of bureaucracy as highly significant determinants for FDI leading to higher investment inflows (Busse and Hefeker 2005). Government stability is measured by the ability of the government to carry out policies, to stay in office and to be authorised with power by means of lawful parliamentary elections (Busse and Hefeker 2005). Internal conflicts measure the political violence within the country and the possibility for outbreak of civil unrest or disorder or civil war (Busse and Hefeker 2005). Ethnic tensions stand for ethnic conflicts among different racial, nationality or language groups (Busse and Hefeker 2005). Democracy means the accountability of the government in front of the citizens and the observance of the basic civil liberties and political rights (Busse and Hefeker 2005). Bureaucracy measures the quality and capacity of the state administration. 

Twelve different indicators taken from the International Country Risk Guide (ICRG) for political risk and institutions are employed in the econometric analysis. The indicators government stability, socio-economic pressures, investment profile
, internal conflict, external conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability of the government and bureaucracy assessed on a scale from 0 to 12 – the higher the values, the less political risk and the better institutions (Busse and Hefeker 2005). Another determinant that can be positively or negatively related to FDI level is openness to trade – the ratio between the exports and imports to GDP. The influence of the openness to trade depends on the type of foreign investment – horizontal or vertical. Vertical (export oriented) FDI are attracted by open economies without barriers to trade that would increase their transaction costs. In case of the horizontal FDI, higher trade barrier is encouraging as they ‘protect the output of the foreign investor in the local market against imports of competitors” (Busse and Hefeker 2005, p.8). The results from the statistical analysis show that government stability, law and order, democracy and the quality of bureaucracy are significant for FDI inflows.

Fabry and Zeghni (2006) also find that institutions, along with other factors, have decisive role in shaping the localisation advantage for FDI. Institutions, specifically market-related institutions, had a significant part in determining the FDI level in the former Communist countries in Central and Eastern Europe – the better institutional arrangement they had, the higher inward FDI. In order to measure institutional quality the authors take the definition of four types of market institution of Rodrik and Subramanian – market creating, market regulating, market stabilising and market legitimising institutions as well as the Freedom House index of civil liberties. The market creating institutions variable is presented by the EBRD index of enterprise reform, which encompasses the following criteria – reduction of budgetary subsidies to firms, improved tax collection, high labour productivity and the increase in share of industry in total employment. The variable for market regulating institutions is the EBRD index for competition policy, which is measured by the privatisation process. The evaluation of the privatisation process concerns the private share in the economy, the type of the privatisation method and foreign investors’ share in capital. The corruption perception index (CPI) of Transparency International presents the market regulating institutions and measures the level of institutions stabilisation and corruption. This index reflects the perception of businessmen and experts on the question whether and to what extent corruption exists among public officials and politicians. The expenditure on health and education as percentage of GDP reflects the improvement of the social and human capital in a country and is an indicator for the market legitimising institutions. The Freedom House index of civil liberties is a proxy for democracy and includes the following freedoms – freedom of views, institutions and personal autonomy. The results of the time series cross-section analysis of 11 CEE transition countries show that stable and reliable market creating institutions attract more FDI per capita. This means that institutions that efficiently protect property rights and create incentives for investment and private sector development attract more FDI (Fabry and Zeghni 2006). Market legitimising and market stabilising appear insignificant in the econometric analysis meaning that expenditure on health and education and the level of corruption are not determinants of FDI.

In a cross-section and panel regression analysis of 107 countries in 1981 - 2005, Ali, Fiess and McDonald (2008) examine the variables GDP, GDP growth, trade ratio, institutions, inflation, income tax, tariff, exchange rate, government size, infrastructure, human capital, property rights, bureaucracy, democracy, wages, natural resources in order to establish the determinant of FDI and to determine the importance of the institutional factors among them. The institutional quality is measured by the International Country Risk Guide (ICRG) index – it is a collective indicator of twelve institutional dimensions. Market size, the degree of openness of the economy, macroeconomic stability measured by inflation, taxes and human capital, measured by the average number of years of high education, have significant impact on FDI. In all model specifications of the statistical analysis institutional quality maintains its significance. In order to identify the most important aspects of the institutional framework of a country, the authors split the ICRG index into three institutional aspects and rank their importance for FDI – property rights index, bureaucratic efficiency and democracy. The property rights index consists of law and order, measuring the strength and the effectiveness of the legal system, and investment profile, which represents the observance of contracts, the degree of expropriation risk and the possibility for profits repatriation. The bureaucratic efficiency index combines bureaucratic quality and corruption and assesses the quality, the strength and the degree of independence of bureaucracy from political influence and its freedom from corruption. The democracy index is measured by democratic accountability and military in politics reflecting the transparency of the political system and extent to which military might be involved in politics. The analysis indicates that the most important institutional aspects of the institutional framework for FDI are those related to protection of property rights, while democracy and bureaucratic efficiency are not significant for FDI inflow. The significant control variables are market size (GDP), GDP growth, degree of openness of the economy, inflation, tax system and those that are not significant are labour costs, natural resources, democracy and efficiency of bureaucracy.
Dumludag, Saridogan and Kurt (2009) study the effect of macroeconomic and institutional variables on FDI in 6 emerging markets - Argentina, Brazil, Hungary, Mexico, Poland and Turkey in the period 1992 - 2004. The authors compare the relationship between FDI and the macroeconomic variables inflation, exchange rates, GNI per capita, labour force, interest rates and openness of economy and between FDI and social-political variables such as judicial system, corruption, investment profile, economic and government stability, social and political risks in emerging markets (Dumludag, Saridogan and Kurt 2009). The outcome of the time series cross-section analysis is that institutional variables are the major determinant of FDI inflows. All institution factors subject to the study have significant econometric values - political, economic and social risk, government stability, democratic accountability, functioning bureaucracy, reliable and transparent legal and regulatory framework, efficient judicial system, ease of doing business, level of corruption and security of property rights (Dumludag, Saridogan and Kurt 2009).

Wernick, Haar and Singh (2009) study the role of strong institutions and business-friendly policies for investment promotion and encouragement in attracting FDI as opposed to weaker institutions and less favourable policies. The authors measure institutional quality with the six variables taken from the World Bank’s World Governance Indicators (WGI), constructed through surveys among citizens and experts, to prove the dependency of FDI level on the institutional and policy environment of the host country. The indicators voice and accountability measures citizens’ civil rights and freedoms and their say in government’s affairs. Political stability stands for the perceived possibility that the governments might be overthrown by violent means (Wernick, Haar & Singh 2009). The quality of public services and the political pressure over them is indicated by government effectiveness. Government’s ability to generate and conduct policies is measured by regulatory quality indicator. The rule of law shows the extent to which nation’s subjects observe rules and regulations as well as enforcement of contracts and the reliability of the judiciary. Control of corruption measures whether and to what extent “public goods are exploited by private individuals” (Wernick, Haar & Singh 2009, p.321). The control variables GDP, presenting the size of the economy, and the openness to trade appear significant in the econometric analysis unlike inflation, which does not have significance. The analysis shows robust relationship between institutional quality and favourable policies and the FDI level of the host country. The authors point out, the institutional quality is a composite variable and there is no precise way to interpret their findings (Wernick, Haar & Singh 2009). Still, the research confirms that high quality institutions attract higher levels of investment and establishes a strong relationship between governing institutions and FDI performance.

Table 1 Review of empirical evidence of the determinants of FDI

	Authors
	Data Source
	Type of Econometric Analysis
	Sample and Time
	Outcomes (Significant and Insignificant Variables)

	Holland and Pain (1998)
	EBRD; OECD;  IMF Direction of Trade Statistics Yearbook 1990-96; UN Economic Bulletin for Europe
	Time series cross-section
	11 transition CEE countries; 1992 -1996
	Significant - trade, the method and speed of privatisation, cost labour; Insignificant -  the proximity of the host country to the donor country

	Bevan and Estrin (2000)
	OECD International Direct Ivestment Statistics  Yearbook; IMF International Financial Statistics Yearbook; EBRD 2000 Transition Report Update; EBRD Business Environment and Enterprise Performance Survey
	Gravity model
	15 donor countries and 11 host countries; 1994 - 1998
	Significant -  private sector development, governemnt stability, corruption, labour costs, market size, announcements on the acession progress of the CEE countries; Insignificant - inflation

	Jensen (2003)
	Polity III data by Jaggers and Gurr; WDI;  William Easterly Data Set
	Cross-section and panel regression
	114 developing countries; cross-section 1980s and 1990s; panel-regression 1970-1997
	Significant - democracy, trade, natural resources, budget deficit, economic growth, FDI inflow controls ; Insignificant - development level, government reputation, expropriation, corruption, rule of law and bureaucracy quality

	Daude and Stein (2004)
	Kaufmann, Kraay and Zoido-Lobaton; International Country Risk Guide (ICRG); World Business Environment Survay,World Bank 
	Gravity model
	20 donor countries and 58 host countries
	Significant -  regulatory framework, the predictability of policies, laws and regulations, government effectiveness and the enforcement of property rights, corruption; Insignificant - democracy, political stability

	Busse and Hefeker (2005)
	International Country Risk Guide (ICRG)
	Time series cross-section
	83 developing countries; 1984 - 2003
	Significant - government stability, law and order, democracy and the quality of bureaucracy; Insignificant - inflation, corruption 

	Fabry and Zeghni (2006)
	EBRD; Transparency International; Freedom House
	Time series cross-section
	11 transition CEE countries; 1992 - 2003
	Significant - property rights protection, investment incentives and private sector development; Insignificant -  expenditure on health and education, corruption

	Ali, Fies and McDonald (2008)
	International Country Risk Guide (ICRG); WDI, Economic Freedom of the World (EFW) 2006 Annual Report of the Fraser Institute, UNIDO Industrial statistics
	Cross-section and panel regression
	107 countries; 1981 - 2005
	Significant -  market size, GDP growth, degree of openness of the economy, inflation, tax system, protection of property rights; Insignificant - labour costs, natural resources, democracy, efficiency of bureaucracy

	Dumludag, Saridogan and Kurt (2009)
	WDI; The Political Risk Service
	Time series cross-section
	6 countries; 1992 - 2004
	Significant - government stability, democratic accountability, functioning bureaucracy, reliable and transparent legal and regulatory framework, efficient judicial system, ease of doing business, level of corruption and security of property rights.

	Wernick, Haar ans Singh (2009)
	World Bank’s World Governance Indicators (WGI)
	Time series cross-section
	64 emerging economies; 1996 - 2006
	Significant - the size of the economy (GDP); the openness to trade and institutional quality; Insignificant - inflation


4. Overview of the factors determining the location of FDI

According to the reviewed literature the market size reflected in the GDP, GDP growth, the cost of labour measured by the average wages in the host country, the macroeconomic stability indicated by inflation rate and the degree of openness of the economy (the type of the trade regime) are the non-institutional factors that investors take into consideration when deciding where and whether to invest. Inflation and labour costs, however, are not significant in all the econometric studies reviewed but they are present as FDI determinants in most of the cases. Apart from those factors the characteristics of certain institutions can also influence investors’ decisions.

The comparison of the outcomes from the various analyses shows that foreign investors not always consider the type of the political regime of the host country when deciding whether to invest. Although democracies are associated with lower political and economic risk while autocracies have proven to be more unattractive for investors, not all studies find democracy significant for investors’ decision. Political stability signifying the ability of governments to conduct and implement policies and to stay in office is another FDI determinant but it is not always significant in the analyses. Government effectiveness defined by the way of functioning of bureaucracy and the level of corruption are two other important factors for foreign investors but they are not always significant.

Among the institutional factors the enforcement of contracts and the level of property rights protection, both of which express degree of rule of law and the effective regulatory framework of the host country, are identified by scholars as two of the most important FDI determinants. The privatisation and the method of the privatisation process also influence FDI location as they define the structure and the size of the private sector and appear significant in all studies. Investment related legislation and the presence of investment incentives providing favourable policies for foreign investors as well as tax system as a whole are also significant factors for attraction of FDI. Last but not least, the EU membership and the prospective EU membership are associated with certain quality of the economic and political characteristics of the host country that foreign investors consider reliable for setting up an economic activity.

The significance of the abovementioned determinants will be tested in the cases of Bulgaria and Turkey in chapter IV dealing with investors’ perceptions.

CHAPTER III: Determinants of Foreign Direct Investment in Bulgaria and Turkey
This chapter examines to what extent the factors that are important for attracting FDI, discussed in the previous chapter, are present in Bulgaria and Turkey.

I. Bulgaria

1. Market size

Bulgaria is a small country both in terms of population (7.6 million according to 2008 estimates) and GDP (see Figure 2). The World Bank (2007) ranks Bulgaria 56th according to GDP per capita and 70th according to nominal GDP which means that Bulgaria it not considered to be a big market and the purchasing power of the population is not big either.

  Figure 2 GDP of Bulgaria in the period 1981 - 2007
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  Source: World Bank, WDI

In terms of growth of GDP or Bulgaria’s market size development the country is also not among the best performers (see Figure 3) although there has been a stable upward tendency since 2000.
Figure 3 Bulgaria GDP annual growth 1981 - 2007
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  Source: World Bank, WDI

2. Labour costs

Bulgaria has been maintaining relatively low average wage level (see Figure 4) and compared to the other countries of the of the CEE region it has one of the lowest wage levels (see Figure 5). Ever since 1990s Bulgaria sustained very low wage level below 100 US dollars until 2001 when the wages begun increasing every year and reaching the value of 300 US dollars in 2007. Despite the increase the wages in Bulgaria are extremely low especially compared to the other countries in the region.

 Figure 4 Gross Average Monthly Wages in Bulgaria
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Figure 5 Gross Average Monthly Wages, CEE region
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3. Inflation

The first few years of the Bulgarian transition to democracy and market economy were marked by economic and fiscal instability. In the period 1990-1997 Bulgaria experienced fiscal problems causing high level of inflation with its peak in 1996-1997, which the year of the hyperinflation in Bulgaria (see Figure 6). The reason for the crisis was the high government expenditure along with its efforts to maintain satisfactory level of employment and serve its external debt. The fiscal measures introduced by the government could not cope with the hyperinflation as a result of the inflation the real GDP decreased and became lower than its pre-1990 values (see Figure 2). That is why the new government signed an agreement with the International Monetary Fund (IMF) in the summer of 1997 introducing the currency board in the country, which established the so called fiscal discipline in Bulgaria. Along with the monetary reform, transforming the national currency (Lev) into a simple multiple of the German Mark and later of the Euro, the Bulgarian government imposed strict regulation on the banking sector in order to eliminate the inflation. So, in 1997 Bulgaria started policies for stabilisations of the economy and elimination of the economic risks, which inflation and currency devaluation poses to business. 

Figure 6 Inflation in Bulgaria 1981 - 2007
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5. Openness of the economy

  Figure 7Import/ Export as percentage of the GDP in Bulgaria
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In economic terms the transition from centrally planned to market-based economy is one of the most important transformations brought by the change in 1990 – Bulgarian economy started a process of liberalisation – barriers to imports were abolished and the economy started working based on market principles. Since 1996 Bulgaria has been a member of WTO - an organisation for trade liberalisation based on the principles of equal treatment and committed to gradual abolishment of barriers to trade. The result from the liberalisation of the trade regime as a result of the WTO membership is evident in Figure 7 – the volume of export and especially import has increased.
5. Democracy
Democracy in Bulgaria has been present since1990, with the fall of the Communist regimes in Central and Eastern Europe. This change led to many transformations in the political, economic and social life of the country (Gertchev 2006). In the political sphere democratisation – the change from one-party totalitarian regime to democracy meant that the sovereign power of the state moved from the Communist party to the people. Bulgaria transformed from totalitarian state, ruled by elite of party leaders to a democratic state governed by elected officials acting on behalf of the citizens and accountable to them (CIA World Factbook 2009). The people were designated with civil rights and liberties as well as the right of say in political life. The legitimacy of the government became dependant of the will of the participants of the social and economic life – civil society organisations, trade unions, industry unions, the business and the individuals (CIA World Factbook 2009). All these figures in the social life act as veto players lobbying for their interests and scrutinising the actions of the government.

6. Political stability

During the first years after of the transition Bulgaria experienced political instability largely caused by the financial crisis whose peak was in 1997 with the collapse of the Bulgarian economy (Gertchev 2006). The period 1989-1997 is characterised by frequent change of governments and also frequent civil unrests expressing people’s dissatisfaction with the government’s mismanagement.  For a period of seven years Bulgaria had nine governments and the last one, elected in 1997, managed to implement the adequate monetary measures (the introduction of the currency board) and stayed in power within the normal term of office of four years (CIA World Factbook 2009).. Since 1997 Bulgaria has been politically stable meaning that all the governments have been able to complete their terms of office (Gertchev 2006).
7. Property rights protection

One of the most important rights that the transition to democracy and market economy provided is the one most important for the business – private property right and its protection by the law. This means that foreign firms as well as domestic can have private property including real estate (Gertchev 2006). The Constitution of the Republic of Bulgaria, adopted in 1991, states that “private property is inviolable” but still there are some cases when private property may be taken by the government for state needs only if there is no other way to satisfy these needs and the property owners receive adequate compensation for the loss.

8. Privatisation

The process of privatisation that started in 1992 contributed to the interest of foreign investors as it is part of the process of creating and enhancing private sector and entrepreneurship in Bulgaria. But with exception of few large deals, like the privatisation of the National Telecommunication Company by a foreign investor in 2004, FDI from privatisation is not the most important type of FDI in Bulgaria (Gertchev 2006). The reason for the low share of FDI in privatisation is due to the fact that in the early 1990s up to 1997 the manager-employee buy-out and the voucher systems were the most popular methods of privatisation which do not provide for foreign participation in the privatisation. Up to 2008 only 173 privatisation deals have been with foreigners out of thousands (Privatisation Agency of the Republic of Bulgaria). The adoption of new legislation on privatisation in 2002, The Privatisation and Post-privatisation Control Act, aimed at speeding up the privatisation process, making it more transparent and based on equal treatment of all potential investors. The law established as a main method the direct sale of share and interest packages of enterprises through publicly advertised tender or public auction (Privatisation Agency of the Republic of Bulgaria).
9. Regulatory framework

The regulatory framework, consisting of policies towards FDI, stipulates the foreign investment activity and has evolved into foreign investment incentive legislation. Bulgaria developed its policy towards promotion and encouragement of FDI. The first legislation concerning FDI was adopted in 1991 – the Foreign Investment Act. This law granted foreign investors the full range of rights that domestic investors enjoyed in terms of business activity and legal status (Petranov 2003). The law however imposed certain registration requirements for foreign investors. The Foreign Investment Promotion and Protection Act of 1992 amended some of the stringent requirements of the previous law laying down some of the most liberal FDI provisions in Central and Eastern Europe (Petranov 2003). It stipulated equal treatment of domestic and foreign investors and allowed foreign investors to hold 100% of a company capital (Petranov 2003). The provisions related to foreign investment protection stipulated free transfer of the investment profit and free transfer of foreign currency. The law banned expropriation of the investment by the government as well as expropriation of investor’s real estate except in the cases of state needs that cannot be satisfied in another way. In this case the law provides for proper compensation at market prices (Petranov 2003).The law also safeguarded investments from any changes in the legislation that take affect after the investment has been made.
Following the economic crisis of 1996-1997 the government put strong emphasis on investment encouragement and promotion with the adoption of the Investments Promotion Act in 1997. The provisions of the new law upheld the principle of non-discrimination of foreigners through not differentiating between domestic and foreign investors. According to Article 2 of the law “any non-resident person may make investments in Bulgaria according to the procedure provided for resident persons and shall enjoy equal rights therewith, save in so far as otherwise provided by statute” (Investment Promotion Act 1997). The most important consequence of the new law is the creation of a specialised agency for investment promotion - Invest Bulgaria Agency. The tasks of the agency are to facilitate the implementation of investment projects by dissemination of information to potential investors, to perform marketing and advertising activities abroad and to provide administrative services for investors. The law also provides incentives to investors under certain conditions and varying according to the size of the investment (Gertchev 2006). Investment projects fall under three categories according to the amount of the investment capital – first class are investments over 70 millions leva
, second class are the investment between 40 and 70 million leva and the third class investments are between 40 and 10 million leva (Gertchev 2006). The investment incentives do not apply to investments below 10 million leva. In order to be eligible for investment promotion investment projects must be realised within three years after its start and must create new jobs. Under Article 15 of the law investment is promoted through shortened waiting time for administrative procedures, individualised administrative services, possibility of “acquisition of a right of ownership or limited property to real estate constituting private state and private municipal property” (Investment Promotion Act 1997), financial support for construction of infrastructure necessary for the implementation of the investment project as well as financial support for training of personnel (Investment Promotion Act 1997). In addition to that the Investment Promotion Law also offers tax incentives.
The policies towards FDI determine the ease of doing business in a country. The ease of doing business is a composite indicator including the factors starting a business, dealing with construction permits, employing workers, registering property, getting credit, protecting investors, paying taxes, trading across borders, enforcing a contract and closing business. According to a cumulative evaluation of all these indicators the World Bank (2009) has ranked Bulgaria 45th of 181 economies reviewed. 
Registration of companies and setting up a business activity in Bulgaria is relatively easy. The requirements and procedures for establishment of companies are governed by the Commerce Act of 1991 amended with the Commercial Register Act since 2008. According to its provisions there are five types of commercial companies in Bulgaria: general partnership, limited partnership, limited liability company, joint stock company and company limited by shares. According to the same law business activity may be conducted in the following organisational forms: sole trader, holding, branch, trade representative office and cooperative. The registration procedure of companies makes no difference between domestic and foreign capital – there is no restriction for the foreign participation of the company’s capital. The most commonly used types of companies by foreigners are the limited liability company and the joint stock venture organised in a branch of trade representative office (Invest Bulgaria Agency). For example the registration of a limited liability company takes about one or two weeks and requires eleven documents to be presented to the Commercial Register of the local District Court (Gertchev 2006). For the registration of trade representative office eight documents are required and the registration procedure takes about 3 days. Starting business activity is much more complicated and requires various certificates and other types of documents. Permits and licenses for performing specific activities are governed by the general legislation of the regulatory authorities as well as by special legislation applicable to specific industry areas (Invest Bulgaria Agency). This means that there is an abundance of licensing and regulatory regimes making the registration procedure quite cumbersome and it provides grounds for arbitrary and interpretation and enforcement by the competent administrative authorities (Gertchev 2006).
Foreign investments in Bulgaria can enter freely into the Bulgarian market “through the establishment of a new company, a joint venture or acquisition (partial or total) of existing companies or through purchase of shares in companies” (UNCTAD, p.17). Still, there are some spheres of activity, which require permission from the government: “production and trade in arms, ammunitions and military equipment; execution of banking and insurance activity and participation in banking and insurance partnerships; acquisition of real estates in certain geographic regions (specified by the Council of Ministers); investigation, exploitation and extraction of natural resources from the territorial sea, the continental shelf or the exclusive economic zone” (UNCTAD, p.17). The government has monopoly in certain fields including “the construction of roads, ports and airports, power generation and transmission, mining; petroleum exploration/drilling, telecommunications, forests and parks, beaches and nuclear installations” (UNCTAD, p.17). But the government can grant investors a partial monopoly on the basis of a concession agreement (UNCTAD).

10. Tax system

Another important part of the investment environment is the tax system. The efficiency of the tax system of a country concerning the business includes the total tax burden over companies as well as the time they spend to prepare documents and actually pay the taxes (World Bank 2009a). Bulgaria has developed strong tax system, fully aligned with the EU tax aquis, with quite competitive tax rates. Corporate income tax is currently one of the lowest in the region – 10% since 2007 falling from 23,5% in 2003 to 19,5% in 2004 and to 15% in 2005. The VAT is has also quite competitive level of 20%. The Corporate Income Tax Law regulates the taxation of corporate income and profits. As of January 1, 2007, Bulgaria’s EU accession, the law was harmonised with the EU legislation on taxation.

The tax system also tries to encourage FDI inflow by corporate tax exemptions. The tax exemptions are usually granted in the form of tax credits that have to be reinvested in the company and are offered exclusively for projects in the manufacturing industry in regions of high unemployment (Gertchev 2006). This tax exemption scheme also obliges the investor “to make an additional investment that amounts to at least 25% of the tax credit” (Gertchev 2006, p.10). Value added tax (VAT) exemption is “granted to for import of good necessary for the completion of the investment project” (Gertchev 2006) p.10. Another tax incentive is reduction of the corporate tax base by the amount of the expenditures for research and development in cooperation with local research institutes or universities (Gertchev 2006). In addition to that the Foreign Exchange Act was enacted in 2000, which provide for free transfer of investment profits meaning that “Bulgarian companies, including subsidiaries and branches of foreign companies, are allowed to export capital and invest elsewhere in the world” (Petranov 2003, p.11).
The World Bank has been observing the tax paying system in Bulgaria since 2007 and the Doing Business in Bulgaria survey has detected a slight improvement in terms of the percentage of the total tax burden from companies’ profits – it has decreased slightly, as well as in terms of number of payments that have to be executed (World Bank 2009a). According to the World Bank survey Bulgaria ranks 94th out of 181 reviewed economies according to the paying taxes indicator. Bulgaria is not in a very good position but the survey does not have enough observations over the effect of the recent decrease of the corporate to 10% which is very competitive.

11. Enforcement of contracts

The enforcement of contracts concerns disputes over contractual rights and obligations between two businesses. The contract enforcement indicator, according to the World Bank Doing Business survey, consists of the number of procedures necessary to get a judgment over the dispute and to enforce the decision of the court as well as the costs for parties in dispute. Bulgaria ranks 86th in 2009 which is slightly up in comparison to 2008 when it ranked 93rd due to a little decrease of the number of procedures necessary to get the settlement of the dispute.

Contract enforcement reflects the efficiency of the judicial system and is measured by the rule of law. The rule of law is an indicator form the World Governance Indicators (WGI) capturing the perceptions of the extent to which people have confidence in and abide by the rules of society – this case in particular the quality of contract enforcement (Kaufmann, Kraay & Matruzzi 2009). The WGI indicators are valued from -2.5 being the worst performance to +2.5 being the best performance. Figure 8 shows that Bulgaria has been maintaining negative values which indicate bad performance especially compared to the other CEE countries – most of them sustain not very high but positive rule of law score. 
   Figure 8 Rule of Law Governance Score for Bulgaria
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12. Bureaucracy

The quality of bureaucracy stands for the quality of public and civil service and the degree of their independence form political pressure (Kaufmann, Kraay & Matruzzi 2009). The quality of bureaucracy also depends on the quality of policy formulation and implementation as well as government’s commitment to these policies (Kaufmann, Kraay & Matruzzi 2009). So, the quality of bureaucracy in practice depends on the overall government effectiveness – one of indicator the World Bank’s governance indicators. 

Figure 9 Government Effectiveness in Bulgaria
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  Source: World Bank, WGI

Figure 9 presents the government effectiveness score in Bulgaria for the period 1996 – 2008 – the values of the score have been positive since 1998 but quite low. There was a significant change of the governance effectiveness score in 1996 – it increased from -0.68 to values a little bit above the zero. Since then, there haven’t been any other significant changes in the score except for a jump in 2005 which did not evolve into an upward tendency as the score dropped down to its previous levels the next year.
13. Corruption

The Corruption Perception Index (CPI) developed by Transparency International “focuses on corruption in the public sector and defines corruption as abuse of public office for private gain” (Transparency International Bulgaria 2008). The index ranks countries from 0 to 10 – 0 being the most corrupt and 10 being not corrupt at all. Transparency International has been observing Bulgaria since 1998 and corruption is present there ever since (see Figure 10). Compared to the other 180 countries reviewed Bulgaria ranks 72nd in 2008 and its index has improved slightly since 2001 and kept the value of average 4 score until 2008 when it slightly decreased. 
   Figure 10 Corruption Perception Index Bulgaria 1998 – 2008
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  Source: Transparency International Bulgaria
15. EU membership

The adoption of the EU legislation through the aquis communautaire in the pre-accession period and the transposition of the EU legislation after the accession contribute to the progress in the regulatory reform of the country and is a clear sign for investors that the country is governed by the rule of law and by strong and sound institutions. The legislation that has to be adopted by the EU member candidates (the so called aquis communautaire) is divided into 31 chapters (at the time of the negotiations with Bulgaria and Romania) concerning major policy spheres
 like the free movement of goods, persons, services and capital, company law, competition policy, taxation, economic and monetary union, social policy and employment, energy, industrial policy, small and medium sized enterprises, science and research, education and training, telecommunication and information technologies, regional policy, environment, consumer and health protection, cooperation in the Justice and Home Affairs, customs union, financial control, and institutions (European Council, 1993).
The accession negotiation of Bulgaria and the EU began in 1993 when Bulgaria signed the Europe Agreement. The relations between the two parties were regulated by the Accession Partnership Agreements which aimed at preparing Bulgaria for the EU membership. The Accession Partnership Agreements are pre-accession strategy instruments that identify the candidate country’s particular needs and provide assistance in meeting the pre-accession targets (European Council, 2003). Under this agreement Bulgaria, as well as every other candidate member, created a National Program for Adoption of the Aquis – meaning harmosnisation of the Bulgarian legislation with the EU legislation. Harmonisation with the aquis communautaire is one of the membership criteria – the so called Copenhagen criteria requiring the EU member candidate countries to comply with certain political and economic obligations. The political criteria require “stability of institutions guaranteeing democracy, the rule of law, human rights and respect for and protection of minorities” (europa.eu) and the economic criteria – “existence of a functioning market economy and the capacity to cope with competitive pressure and market forces within the Union” (European Council, 2003).
The Accession Partnership Agreements set specific policy implementation and reforms targets with specific time limits in the political and economic spheres including also the justice sphere. The Agreements were renegotiated on a regular basis according to the achieved results. The EU set specific policy targets for Bulgaria, present in all three Accession Partnership Agreements. In the political sphere Bulgaria was obliged to maintain democracy and the rule of law, which includes among other things public administration reform ensuring accountability, openness and transparency of public service (European Council, 2001).A measure of specific priority has been strengthening the capacity and ensuring the independence of the judicial system. Part of the policy reform process has been also human rights and protection of minorities. Under the agreements Bulgaria implemented Roma
 Framework Program for equal access to health, education and social security (European Council, 2001).This measure aims at integration of this minority group into the social and political life of Bulgaria in order to avoid any future ethnic tensions. Under the economic criteria in the Agreements, Bulgaria had to maintain “overall macro-financial stability; improve competitiveness through market-based restructuring, including small and medium-sized enterprises; complete the privatisation process; strengthen market economy institutions; improve the legal and regulatory framework for enterprises” (European Council, 2003).The country had also to harmonise its legislation with the EU legislation related to the functioning of the internal market: to ensure the free movement of goods, people, services and capital; to implement legislation for ensuring public procurement transparency, data protection and intellectual and industrial property rights protection; to reinforce antitrust rules and authorities for ensuring competition; to fully align with the tax aquis including VAT and strengthening consumer protection and customs rules and authorities (European Council, 2003).The 2003 Accession Partnership Agreement emphasised on the necessity to continue implementing the anti-corruption measures as an important factor for enhancing the judicial system.

The main EU financial instrument for pre-accession assistance of the candidate members is the Phare program. During the period 2000-2006 Phare support focused on two main areas – institution building and investment (European Council, 1999). In this period Phare contributed 30% of its funds to institution building – “helping the candidate countries to develop the structures, strategies, human resources and management skills needed to strengthen their economic, social, regulatory and administrative capacity” (European Council, 1999).This support has been provided through twinning projects between Bulgarian ministries, agencies, institutions, organisations and the EU officials seconded to Bulgaria. 70% of the Phare resources have been invested in strengthening the regulatory infrastructure needed to ensure compliance with the aquis and in economic and social cohesion (European Council, 1999).
As of 2007 Bulgaria is a full member of the EU, which means that it has fulfilled all the necessary reforms and their implementation and effectiveness has been on satisfactory level. This gives foreign investors reason to believe that when investing in Bulgaria they will be safe from political, economic and social risks, their investment will be protected and their rights as investors will be guaranteed.
II. Turkey
1. Market size
Turkey is considered a big country in terms of population (71.5 million according to 2008 estimate). The World Bank (2007) ranks the country 45th according to its nominal GDP and 51st according it GDP per capita out of 170 economies. These indicators make Turkey a country with big and expanding market indicated by the upward GDP tendency (see Figure 11). Figure 12, however, shows the GDP growth has been quite unstable and unpredictable and even with negative values due to the several financial crises.
  Figure 11 GDP of Turkey in the period 1968 - 2007
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   Figure 12 Turkey GDP annual growth in the period 1969 - 2007
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2. Labour costs 

There hasn’t been any research on the average monthly wages in Turkey but there is data on the minimum wage, which compared to the minimum wages in the rest of Europe, is one of the lowest. The dynamics of the labour costs in Turkey is presented by the real wage index in production – there is an increase of labour costs in the period 1990-1992 and in 1998-1999 but since 2000 the index is steady (Figure 13).
  Figure 13 Real Wage Index in Manufacturing Industry in Turkey 
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  Source: Turkish Statistical Institute
3. Inflation

Turkey experienced severe financial crises in 1970s and in 1994. In 1970s Turkey suffered its most severe economic crisis due to balance of payments deficits as a result of which inflation jumped to a very high level (see Figure 14). The economic liberalisation program in 1980s renewed the economic growth as Turkey became able to borrow in international capital markets. Another important part of the economic stabilisation program in Turkey was the reduction of the public expenditure but the government did not implement it successfully which was the reason for the second big economic crisis in the country in 1994 again marked by high inflation. Turkey lacked adequate fiscal reforms which resulted into inflation, weak banking sector and macroeconomic instability (OECD 2002). The country began to gradually stabilise its economy after 1999 due to the IMF support under the IMF Stand-by Agreement, which contributed to the strengthening of the market economy. The aim of the IMF supported economic program launched in 2000 was to improve Turkish economy’s resilience to shocks and reduce its vulnerability and achieve sustainable growth (Turkish Industrialists' and Businessmen's Association 2004). In spite of the IMF-supported program a second financial crisis occurred in 2001 due to the fragile banking system, the high current account deficit and the depreciation of the Turkish lira (Ozatay and Sak 2002). So, in the period 2000-2001 there was an increase of the inflation rate in the country but since 2002 there has been a tendency of improvement. In general inflation in Turkey is high especially compared to the inflation rate of the countries members of the European Monetary Union (EMU) which sustain an average level of inflation of 3-4 percent.

  Figure 14 Inflation in Turkey 1969 - 2007
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  Source: World Bank, WDI

4. Openness of the economy

During the first 60 years of the Turkish republic the state conducted an economic policy of strict government planning limiting private sector participation in the economic life and protectionism limiting foreign trade. In the early 1980s Turkey began series of reforms abandoning its protectionist policies and liberalising its foreign trade by elimination of all import barriers. The country became a member of the WTO in 1995 committing it self to trade liberalisation and gradual abolishment of any restrictions and barriers to trade. Turkey’s trade liberalisation gained momentum with the creation of the customs union with the EU in 1996. The Customs Union eliminated all customs, duties and quantitative restrictions over the trade between Turkey and the EU countries. Thus companies located in Turkey have the great advantage to make free trade with the EU countries (International Investors Association of Turkey, Ernst&Young 2008). Figure 15 shows significant increase of the amount of import and export after 1995-1996 which can be a consequence from the trade liberalisation initiatives in Turkey.

The Customs Union was an important step for Turkey’s prospects to become an EU member. The change of the economic setting in the end of 1980s abolished state control over the economic transactions and transformed Turkey into a market-based economy giving room to private entrepreneurs.

  Figure 15 Imports/ Exports as percentage of GDP in Turkey
[image: image15.emf]Imports/ Export % GDP Turkey

0.0

5.0

10.0

15.0

20.0

25.0

30.0

19681970197219741976197819801982198419861988199019921994199619982000200220042006

Imports of goods and services (% of GDP)

Exports of goods and services (% of GDP)


 Source: World Bank, WDI
5. Democracy

Turkey became a parliamentary democracy in 1923 after the Ataturk revolution following the fall of the Ottoman Empire. The Muslim country committed to secularism and it has been a parliamentary representative republic ever since. However, the separation of the executive, legislative and judiciary power was proclaimed for the first time with the Constitution of 1961 (and later upheld in the Constitution of 1982 that is currently effective) amending the Constitution of 1924, adopted after the Ataturk revolution in which the separation of powers was not a clear principle.

6. Political stability

Ever since the establishment of the democratic regime in the country in 1920s until present there had been four military coups in Turkey deposing legitimate pro-Islamic governments – in 1960, in 1971, in 1980 and in 1997. The forceful overthrowing of elected governments with the involvement of the military has caused political and social instability in Turkey for many years. Although the coups were performed by the Turkish military in order to preserve the pro-Western and secular policy line of the Turkish government, the coups could possibly have been disturbing signals for foreign investors. So, political and government stability in Turkey is not related to frequent changes of government and policies but was caused by the tensions between supporters of the secular regime and proponents of a pro-Islamic religious rule.

7. Property rights protection

The right to private property and its protection are laid down in the Turkish Constitution since 1982. The constitution stipulates that property rights can be limited only in view of the public interest. 
8. Privatisation

With the liberalisation of the economy in 1980s privatisation was one of the most essential reforms as it contributes to the creation of the private sector by encouraging entrepreneurship. As a fundamental tool for promoting market economy and attracting FDI, privatisation has been on the Turkish agenda since 1984 (Turkish Industrialists' and Businessmen's Association 2004). The involvement of foreign participation in the privatisation process is a major factor for encouragement of FDI. Although Turkey was one of the pioneers in starting privatisation process in the framework of opening up the economy it did not go very far “due to political and economic instability as well as opposition from public opinion and bureaucracy” (Turkish Industrialists' and Businessmen's Association 2004, p.14). Turkey even lagged behind the Central and Eastern European countries that began their privatisation process in the late 1990s. “Turkey has spent the past twenty years working on laying the legal groundwork of privatisation rather than actual implementation” (Turkish Industrialists' and Businessmen's Association 2004, p.14).
The attractiveness of the state-owned assets for privatisation depends not only on the bureaucratic capacity of the country but also on the methods of privatisation. There are five methods of privatisation in Turkey preceded by a selection procedure in the competent institutions – sale, lease, transfer of operation rights, establishment of property rights other than ownership and profit sharing model and other legal dispositions depending on the nature of the business (Legal and Finance International 2005). The method of sale has the greatest importance as well as bigger scope of application than the other methods. The methods of sale transfers the ownership or the shares of the companies fully or partially through domestic or international offerings, “block sales to real and/or legal entities, block sales including deferred public offerings, sales to employees, sales on the stock exchanges by standard or special orders, sales to investment funds and/or securities investment partnerships by taking into consideration the prevailing conditions of the companies” (Legal and Finance International, 2005). Leasing is transfer of all or partial assets of the state-owned enterprise to domestic or foreign investors for a definitive period (Yavilioglu and Ozsoy, 2007). The transfer of operational rights is also for a definitive period and does not include transfer of ownership rights. The privatisation method of establishment of property rights, other than ownership rights, means that the ownership remains in the public sector but all the assets, machinery and facilities are transferred to the private sector. The most common method of privatisation in Turkey is the block sale which is in practice sale of equity to domestic or foreign investors. Block sales account for 63% of the income generated by privatisation. The least popular method of privatisation is transfer of operational rights with 2% share of the income generated by privatisation. Privatisation in Turkey gained momentum in 1986 and since then 196 state-owned companies have been privatised (International Investors Association of Turkey, Ernst&Young 2008). In 2003 new law for privatisation was adopted reforming the flaws of the previous legislation discrimination between domestic and foreign investors.
9. Regulatory framework

Turkey developed policy for investment promotion and encouragement part of which is the investment law amended in 2003 that had existed since 1954. The aim of the 2003 Foreign Capital Investments Law is to encourage and protect foreign investments. In doing so the law stipulates no discrimination between domestic and foreign investors – national treatment of the foreign investors. The law also guarantees foreign investors’ right of free transfer of profits and dividends from the investment. Regarding property rights and acquisition of real estate, foreign companies may freely acquire real estate or land through a company registered in Turkey or a company with the participation of the foreign investor. The new law emphasises on the protection against expropriation and nationalisation of the investors’ property, which is also a principle, laid in the constitution of the state. The government can expropriate land only in case of state needs which cannot be satisfied in another way upon an adequate lawful compensation.

An important step towards investment promotion was the establishment of the Investment Promotion and Support Agency in 2006 whose task is to provide information and facilitation to interested investors, as well as incentives for investment (Izmen and Yilmaz 2009). With the creation of the investment promotion agency in 2006, Investment incentives in Turkey can be classified under three categories: general incentive regime, incentives granted to small and medium enterprises and energy support. The general incentive regime includes mainly tax benefit program and credit possibilities (Legal and Finance International 2005). The regime varies according to the size of the investment and the sector of the investment as well as to the location of the investment. Turkey is divided into three different investment regions providing more opportunities to the less developed ones in order to eliminate the differences among them. The incentive tools within the general regime are exemption from customs duties; VAT exemption; exemption from certain other taxes, duties and fees; subsidies from the state budget (Legal and Finance International 2005). In order to qualify for one of these incentives foreign companies must obtain incentives certificate. Incentives certificate is granted for investments of 600 million TL
 in developed regions, 400 million TL for normal regions and 200 million TL for underdeveloped regions, which are prioritised. The exemption from customs duties for import of machinery and equipment concerns only the imports from other than EU countries because of the EU-Turkey Customs Union. The VAT exemption applies to imports and purchase of machinery and equipment within the allowance of the incentive certificate. Credits are granted as incentives for investments in the following spheres: “research and development; technology parks; investments related to environmental protection; priority technological investments determined by the government; investment aiming at elimination of regional imbalances; investments concerning production industry, agricultural industry and mining in priority development regions” (Legal and Finance International 2005). Incentives for small and medium-size enterprises are credits for machinery, equipments and raw materials; investment allowance; customs duty exemption; stamp duty and fee exemption; VAT exemption for imported and purchased machinery and equipment. The incentives cover projects in the following fields: production and agricultural sector; tourism; health and education in priority underdeveloped regions of the country; mining; software development. Energy support is granted for projects in priority underdeveloped regions for project in the manufacturing industry, mining, animal husbandry, greenhouse production, cooling warehouse, tourism, education and health sectors (Legal and Finance International 2005).
Turkey reformed the legislation related to setting up company and business activity in its attempt to reduce some of the cumbersome bureaucratic procedures and simplify the registration process as a whole. The Turkish Commercial Law of 1956 determines the registration procedures of companies and business activities. The law replaced the old screening procedure with monitoring by the Undersecretariat of Treasury’s General Directorate of Foreign Investment (GDFI), which requests foreign investors to provide annually data related to their commercial activities, capital and share transfers only for information purposes. The abolishment of the screening procedures is a reflection of the non-discrimination of the foreign investors, which are no longer obliged to obtain initial approval from the authorities. The requirements for registration are governed by the principle of equal treatment – all rules and requirements that apply to domestic companies apply also to the foreign ones. There is no requirement for minimum or maximum share of the foreign capital in the company – it can be with 100% foreign participation. Under the Turkish law any of the exciting types of companies can be created while before the enactment of the commercial law business activity could be exercised only in the form of joint stock company and limited liability company. The establishment of a company takes about 15 days and requires ten documents. The company is registered in the Trade Registry, in the Tax Office and at the Social Security Institution.
Another important component of the regulatory framework concerning investments is the presence of stock exchange. In Turkey the stock exchange exists since 1986.
10. Tax system

Turkey has introduced significant changes in its tax system concerning foreign business. The reforms in the tax legislation aim at simplifying tax structure, increasing the efficiency of the tax administration and decreasing the tax burden over both domestic and foreign entrepreneurs. In 2006 the Corporate Tax Code replaced the 57-year old one that has been amended many time according to the changing business development. Along with other changes what is most important for the business is that the new law reduced the corporate tax. The taxation regime is based on the equal treatment of national and foreign companies except in the cases when foreign investors are given more favourable conditions – those who qualify for the tax exemption and other investment incentives. As of 2006 the corporate tax rate is 20% - it has been decreased by 10% from 30% and the dividend tax, if there is a dividend distribution, is 15% (International Investors Association of Turkey 2008, Ernst&Young 2008). Turkish VAT tax system has been harmonised with the EU VAT regulation. The VAT tax is 18% for all goods and services. There are two categories that are charged with reduced VAT tax rates: “8% for for basic foodstuff, books and natural gas, textile products; and 1% for journals and newspapers and certain agricultural products and most leasing transactions” (International Investors Association of Turkey, Ernst&Young 2008). Turkish tax system is very competitive as the above-mentioned tax levels are one of the lowest in Europe. Still, on a global scale Turkey’s tax system is not so competitive. According to the World Bank’s Doing Business ranking of the tax paying system Turkey is 68th  in 2009 which is much worse than the previous year when the country ranked 58th out of 181 economies (World Bank 2009b). 

11. Enforcement of contracts

Turkey holds a very good position in the World Bank Doing Business survey regarding enforcement of contracts – the country ranks 27th in 2009 and 30th in 2008 among 181 countries. The World Banks rule of law indicator of Turkey measuring the enforcement of contracts has been positive throughout almost all of the reviewed period. Turkey’s rule of law score is similar to that of most of the CEE countries. The country has been maintaining positive values close to the 0 but in 2003 – 2004 and in 2008 there was a sharp pick up of the score (see Figure 16).
 Figure 16 Rule of Law Governance Score for Turkey
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12. Bureaucracy

The government effectiveness index of Turkey shows an upward tendency since 2003 and its values have been positive throughout the whole period examined with the exception only of a short period in 1998-2000 (Figure 17). So, since 2003 there has been an improvement in the bureaucratic quality but the score values are still quite law and do not indicate high quality of governance.
Figure 17 Government Effectiveness Score in Turkey
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13. Corruption

The Transparency International Corruption Perception Index (CPI) ranking countries from 0 to 10 (0 being the most corrupt and 10 being not corrupt at all) ranks Turkey 58th of 180 countries observed. The CPI index defines corruption as abuse of public office for private gain and focused on corruption in the public sector (Transparency International Bulgaria 2008). Corruption in Turkey has been above the acceptable level and despite the slight improvement since 2007 the CPI index is still below the average value of 5 (see Figure 18).
  Figure 18 Corruption Perception Index Turkey 1997 - 2007
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14. EU membership

One of the most important factors for Turkey’s transformation and integration into the world economy is the relations with the EU. They date back since 1959 when Turkey applied for associate membership in the European Economic Community (EEC). In 1963 the parties signed the Ankara Agreement for the establishment of Customs Union between Turkey and the countries from the Community, which became a fact in 1995. “The scope of the Customs Union covers trade in manufactured products between Turkey and the EU, and also entails alignment by Turkey with certain EU policies, such as technical regulation of products, competition, and Intellectual Property Law” (European Commission, 2008). As a result of that more that half of Turkey’s current trade is with the EU countries (European Commission, 2008). The main aim of EU-Turkey relations is the eventual full EU membership of Turkey. The Customs Union helped Turkey harmonise large part of its legislation with the EU norms in areas covered by this relationship. The Customs Union contributed to the modernisation of the Turkish economy and increased its competitiveness. The turning point of the EU-Turkey is the Helsinki Summit in 1999 when Turkey’s candidacy status was confirmed and the country was included in the enlargement strategy under the Copenhagen accession criteria drawn in 1993. The preconditions for starting accession negotiations according to the Copenhagen criteria included reforms in the political sphere concerning mainly democracy and human rights issues. As a result of that the EU Commission’s 2004 regular report on Turkey concluded that the country has sufficiently fulfilled the political criteria and recommended opening of the membership negotiations in 2005. The European Commission also officially acknowledged Turkey as a functioning market economy, which is a very important factor for foreign investors.
Currently, the EU-Turkey relations and cooperation for fulfilling all the remaining requirements for full membership are regulated by the Accession Partnership Agreement between the EU and Turkey, drafted in 2008. This Agreement is a pre-accession strategy tool outlining and prioritising the specific needs of Turkey in successfully meeting the Copenhagen criteria. The Agreement identifies specific reforms to be implemented in key areas – democracy and the rule of law, economic policy, judicial system, anti-corruption policy, civil rights and freedoms, human rights, political rights and economic rights, etc. 

In the area of democracy and rule of law Turkey has to reform its public administration and ensure its efficiency, accountability and transparency (European Council, 2008). The country also has to establish an operational Ombudsman system and implement legislation on the Court of Auditors (European Council, 2008). Turkey has to make efforts to ensure the independence and the transparency of the judicial system and strengthen its efficiency and institutional capacity through the adoption of new Code of Civil Procedure (European Council, 2008). The country needs to align the interpretation of the legislation by the judiciary organs in accordance with the European Convention for the Protection of Human Rights and Fundamental Freedoms (ECHR) and with the case law of the European Court of Human Rights (ECtHR) (European Council, 2008).

According to the Agreement Turkey has to develop a comprehensive and efficient anti-corruption strategy, including fight against high-level corruption limiting “the immunities granted to politicians and public officials in line with European best practices and improve legislation on transparency in political party and election campaign financing” (European Council, 2008). Turkey has still a lot to do in the area of promotion and protection of human rights and protection of minorities – it needs to “establish an independent, adequately resourced national human rights institution in accordance with relevant UN principles” (European Council, 2008). 

Turkey needs to strengthen the promotion and enforcement of the civil and political rights as well as the basic liberties – access to justice, freedom of expression, freedom of assembly and association, freedom of religion; women’s and children’s rights. An important point in the Agreements is the profound differences between the developed and the underdeveloped regions in Turkey. The country has to “develop a comprehensive approach to reducing regional disparities, and in particular to improving the situation in southeast Turkey, with a view to enhancing economic, social and cultural opportunities for all Turkish citizens, including those of Kurdish origin” (European Council, 2008). Turkey still has to settle the issue with the internationally displaced persons in pursuit of  ”measures to facilitate the return of internally displaced persons to their original settlements in line with the recommendations of the UN Secretary-General’s Special Representative for Displaced Persons” (European Council, 2008). 

The economic reforms required in the Accession Partnership Agreement include preserving the macroeconomic stability by adequate fiscal measures, continuing the privatisation process and market liberalisation and improving business climate and last but nor least indentifying and implementing measure to eliminate the black economy (European Council, 2008).
III. Institutional determinants of FDI in Bulgaria and Turkey – conclusion

The results from the research of the determinants of FDI in Bulgaria and Turkey are outlined in Table 2. The non-institutional FDI determinants – large market size, low labour cost, high inflation rate and openness of the economy are all present in Bulgaria and Turkey to certain degrees. Being a large and highly populated country Turkey can be considered a large market but in terms of GDP it is rather a small market. Bulgaria on the other hand is among the very small markets both in terms of population and GDP performance. The cost of labour is one of the greatest competitive advantages of both countries – Bulgaria and Turkey maintain some of the lowest wages in Europe but Turkey’s labour is more expensive that labour in Bulgaria. Both countries also experienced macroeconomic instability that was overcome with the help of the IMF but Turkey had much worse performance in terms of macroeconomic volatility than Bulgaria. It experienced several financial crisis and still maintains high level of inflation. Bulgaria experienced a period of macroeconomic instability in the first few years after the transition and except the hyperinflation in 1997, the inflation is relatively low and much lower the inflation rate in Turkey.
Bulgaria and Turkey are committed to democratic values and embarked on reforms in the public and private sector. Together with the transition from autocracy to democracy, Bulgaria underwent transition from centrally-planned to market economy in 1990s. In both countries democratic political regime and a liberal open trade regime are present as determinants of FDI. Turkey abolished its protectionism in the late 1980s and opened up its economy by becoming a WTO member in 1995 and by creating a Customs Union with the EU in 1996. Bulgaria is also a member of WTO since 1996. The statistics shows that the volume of imports and exports as percentage of the GDP in both countries has increased since 1996.

Democracy is also present in both countries – since 1990 in Bulgaria but in Turkey despite the transformation of the state from autocracy to parliamentary republic in 1923, the formal separation of the powers was not guaranteed until 1961. So, the real democratisation in Turkey happened in 1961. 
In term of political stability Bulgaria has been more successful in maintaining it after a relatively short instable period in the beginning of the transition. Turkey can be considered politically unstable as it experienced several military coups carried out by the Turkish Army in its attempt to protect secularism. Although these coups are in the past, there is still a large part of in society, supported by parties in the Turkish parliament that stands for revival of the religion-based rule. So, there is a real chance that history might repeat.

The quality of bureaucracy and the efficiency judicial system as well as the scale of corruption are also present as factors for FDI. Both countries have very high level of corruption and only Turkey shows a tendency of slight improvement. The bureaucratic quality in both countries is very bad and again Turkey shows weak signs on improvement after 2005. Bulgaria made an enormous jump of improvement in bureaucracy in 1996 but it did not evolve into an upward tendency. The enforcement of contracts in both countries also follows the same line like bureaucracy and corruption – both countries are very inefficient in enforcing contracts and Turkey performs slightly better.

As part of the liberalisation process Bulgaria and Turkey launched the process of privatisation of state owned assets. This is an indication for investors that the countries are committed to private sector development and private property rights. In terms of property rights protection, Bulgaria and Turkey have laid down in their legislation that private property is inviolable with the exception of cases of force major situation stipulated by law. As part of the enterprise reform and the building of the private sector the countries also carried out privatisation of state-owned enterprises. Although the privatisation process in Turkey started much earlier than in Bulgaria, Turkey has been very slow in privatising state-owned companies which was due to a large extent to the discriminatory measures concerning foreign investors which were abolished in 2003. Bulgaria on the other hand changed the privatisation method in 2002 to one that gives more opportunities to foreign investors to acquire state-owned enterprises.

Bulgaria and Turkey developed policies towards FDI promotion and encouragement. The investment legislation in Bulgaria and Turkey stipulate non-discrimination of foreign investors – national treatment, protection of property rights and the rights of foreign firms to acquire real estates, elimination of red tape, and also provide certain investment incentives. Important step towards investment promotion are the special agencies, working in Bulgaria since 1997 and in Turkey since 2006, providing interested foreign investors with information and facilitation of their investment projects. The quality of the tax system of the countries is also present as an FDI factor – both countries have reduced the tax burden and simplified the tax paying procedure but the corporate tax in Bulgaria is significantly lower that the corporate tax in Turkey. 

The EU is also an important factor for FDI attraction in both countries - Bulgaria became a member of the EU in 2007 and during the pre-accession period harmonised its legislation in key areas with aquis communautaire; Turkey is an EU member candidate member as of 2005 and in customs union with the EU since 1995. Under the pre-accession strategic partnerships Bulgaria and Turkey had to (and Turkey still has to) implement effective anti-corruption measures and strengthen their judicial systems. EU membership is a signal for foreign investors that the countries have sound regulatory environment and quality institutions governed by the rule of law. Bulgaria became an EU member without being in a customs union with the EU first and Turkey hasn’t been even schedules for accession yet. It is possible that despite the favourable conditions that the customs union with the EU brings, foreign investors might be reluctant to invest. The reason for that could be that foreign investors think that as Turkey is not good enough to be an EU member yet that means that its economic and political environment still hides a lot risks.

Table 2 List of the FDI determining factors in Bulgaria and Turkey and their changes
	FDI determinants
	Bulgaria
	Turkey

	Market size/ GDP growth
	small market; GDP 19 bln.dollars; stable GDP growth since 2000; population 7.6 million
	large market size; GDP 350 bln. dollars; stable GDP growth since 2001; population 71.5 million

	Labour cost
	low labour costs; increase of labour costs since 2002; lower than in Turkey
	low labour costs; increase of labour costs in 1990-1992 and in 1998-1999; higher than in Bulgaria

	Inflation
	high rates of inflation in the period 1990 -1997; in 1996-1997 – hyperinflation; lower than in Turkey
	high inflation rate; 1979 and 1994- sharp increases inflation rate; higher than in Bulgaria

	Openness of economy
	since 1991; WTO member since 1996 - increase of imports/exports as percent of GDP since then
	since the end of 1980s; WTO member since 1995;since 1996 - customs union with the EU; increase of imports/exports as percent of GDP since 1995-1996

	Democracy
	since 1990
	since 1923 but separation of powers was introduced only in 1961

	Political stability
	1989-1997 - period of instability; stability since 1997
	periods of instability 1960, in 1971, in 1980 and in 1997; since 1997 relatively stable

	Property rights protection
	since 1991
	since 1982

	Privatisation
	since 1992; change of the privatisation method to more favourable since 2002
	since 1984; in 2003 - elimination of dicrimination between domestic and foreign investors

	Regulatrity framework (policies towards FDI/ FDI incentives)
	since 1992 - non-discriminatory treatment of foreign investors; 1997 - investment incentives
	since 1954; 2003 -  non-discriminatory treatment of foreign investors; 2006 -investment incentives

	Tax system
	since 2003 gradual decrease of the corprate income tax to 10 % in 2007; since 2007 - slight improvement of the tax paying system
	since 2006 - decrease of the corporate in income tax to 20%; 2009 - decrease of the paying taxes rank of the country

	Enforcement of contracts
	not very efficient; less efficient than in Turkey
	not very efficient but slightly more efficient than in Bulgaria

	Functioning bureaucracy
	low bureaucratic quality; 1996 - a significant jump of the governance effectivess score
	low bureaucratic quality; since 2005 - tendency of improvement 

	Curruption
	high level of corruption
	high level of corruption 

	EU membership and pre-accession progress
	1999 - opening of the EU-Bulgaria negotioans for membership; 2004 - completion of the negotions; 2005 - the accession treay was signed; 2007 - EU membership
	only preaccession progress is present; since 1995 - Customs Union with EU; 1999 - Turkey officially became an EU member candidate; 2005 - opeing of the EU-Turkey negotiations


As a result of the analysis above we can formulate expectation for the major tendencies of the FDI inflow in Bulgaria and Turkey considering major changes in institutions. 1997 marks the end of the economic crisis in Bulgaria with the introduction of the monetary fund as well as the creation of the investment promotion agency. As a result, we would expect an increase of the FDI inflow after this year. Bulgaria should also receive more FDI after 2002 as then the privatisation method began to favour foreign investors more than in the previous years. The FDI in Turkey is expected to pick up after 1995-1996 due to the WTO membership and the customs union with the EU. In 2003 Turkey eliminated the discriminatory measures in the treatment of domestic and foreign investors so an increase of FDI after 2003 on is also anticipated. The investment incentives agency in 2006 should also lead to higher FDI in inflows after this year. These expectations can be tested in the next chapter.
CHAPTER IV: Trends in FDI in Bulgaria and Turkey and their relationship to institutions

This chapter examines whether the changes and trends in the FDI flows in Bulgaria and Turkey can be explained by changes in the institutions discussed in the previous chapter.

The analysis of the determinants of FDI requires study of the investment climate of the host country in relation to firms’ motives to invest as well as their perceptions of the various elements of the investment climate. This chapter is going to analyse whether the economic and political institutions of the host country are an important aspect of the investment climate and whether their efficiency and quality enable the country to make better use of the other characteristics of its investment climate – market size, labour cost, etc. Good quality and efficient institutions minimise the production and transaction costs and risks of the investors while inefficient institutional framework and poor implementation of laws and regulations increase their costs and minimise their profit. The question is if good quality and efficient institutions in the two countries lead to higher inflows of FDI or said in another way – if good institutions encourage firms to invest more?
1. Investors’ perceptions surveys

The research on institutions as determinants of FDI in Bulgaria and Turkey is based on several surveys examining the investment perceptions of the investors about the investment climate in these countries as well on objective measures about the investment climate taken from the surveys. 

“Doing Business 2009” is a series of annual reports of the World Bank investigating regulations that enhance business activity and those that constrain it (World Bank 2009). “Doing Business 2009” presents quantitative indicators on business regulations and the protection of property rights as well other components of the investment climate. The World Bank experts measure all the stages of a business undertaking: starting a business, dealing with construction permits, employing workers, registering property, getting credit, protecting investors, paying taxes, trading across borders, enforcing contracts and closing a business (World Bank 2009a). On the grounds of these indicators the World Bank analyses the economic outcomes and the policy implications and gives recommendations for policy changes.

The “South Eastern Europe Attractiveness Survey” of 2008, conducted by Ernst&Young, measures international investors’ perceptions regarding the attractiveness of South Eastern Europe (Bulgaria, Turkey, Romania, Greece, Croatia, Serbia, Bosnia and Herzegovina and Cyprus) for FDI. The survey compares investors’ perceptions with the real level of investments in Southeastern Europe and reflects on opportunities for the countries in the future.

The two volumes “Turkey Investment Climate Assessment 2007” and the three volumes of the “Bulgaria Investment Climate Assessment 2008” are reports of the World Bank evaluating all dimensions of the investment climate and identify policy and regulatory constraints on private sector development in the two countries. The studies are based both on economic analyses and on enterprise perception surveys. The enterprise surveys collect information on the investment climate - “including topics such as corruption, competition from the informal sector, instability, and worker education and skills. The questionnaire includes two types of questions: (i) subjective questions about what managers see as the major problems that they face; and (ii) objective questions that try to measure investment climate constraints in terms of time, money and other quantitative information” (World Bank 2008).
The Investment Climate Assessments start with analysis of the things enterprise managers perceive as biggest obstacles for their business activity. Enterprise managers’ opinion is taken into consideration as they are the ones who know best the problems that their businesses face than scholars or government officials do. The World Bank experts underline however that perceptions is not the perfect measure for investment climate. First, it is difficult to summarise objectively perceptions across different firms and rank obstacles as different factors affect different firms in a different way. That is why the World Bank’s Investment Climate Assessment “looks at two measures of perceptions; the share of firms that say whether an issue is a serious problem and the share that say it is the biggest obstacle that they face. This makes it possible to check that the results based upon the perception-based indices are robust to small changes in the way the question is asked” (World Bank 2008). Second, enterprise managers may be aware of the problem but they might not be aware of the cause of the problem (World Bank 2008). In addition to that managers of existing enterprises may experience different difficulties than new entrants on the market and potential investors. The World Bank also takes into consideration the cultural differences that determine investors’ expectations and thus affect their perceptions of the investment climate. So, cultural differences make cross-country comparisons on perception based data very difficult (World Bank 2008). In spite of the problems related to the perception survey information the World Bank experts consider it reliable but still they supplement it with objective measures of the investment climate when possible and appropriate (World Bank 2008). 

The analysis of Turkey is also based on a questionnaire survey and interviews with managers of multinational companies in Turkey, non-governmental organisations and public officials done by Dumludag, Saridogan and Kurt in 2009. According to the answers of the respondents and the importance they assign to a certain factor, the authors have evaluated the FDI determinants with numbers from 1 to 5. The outcome of the survey provides evidence for the role of the institutional determinants of companies’ decision to invest and indicate the main reasons for investing as well as the main constraints to doing business in Turkey. The survey focuses on institutions but also includes questions about the economic determinants of FDI.

2. FDI trends in Bulgaria and their relationship to the institutional determinants of FDI

There are three distinctive periods of FDI inflow in Bulgaria (see Figure 19). The first one, marked by very low level of FDI, starts with the beginning of the political and economic reforms in 1990 and ends with the financial crisis of 1996-1997. The second period is one of gradual FDI inflow growth beginning from the recovery from the financial crisis and ending in 2002. The third period is a period of stable growth from 2003 to 2006 and a slight decrease in 2007 – the year of the EU accession of Bulgaria.
 Figure 19 FDI as percent of GDP in Bulgaria
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The figures indicate that Bulgaria experienced significant FDI inflow relatively recently. During the communist regime period the country did not receive any investments from abroad due to the closed type of the market and the centrally planed economy. After the change of the political regime from autocracy to democracy, marking the recognition and protection of private property rights, one would expect that FDI will flow very quickly into the Bulgarian economy. Figure 19, however, shows that in the period 1990-1996 the level of FDI flow has been extremely low. 

In the early 1991 the first investment law was enacted and replaced by a new one in the next year – both laws introduced significant liberalisation of the investment regime in the country. The privatisation process began in the early 1990s but as discussed in the previous chapter it did not provide many opportunities for the investors. That means that in the period 1990-1997 there were no investment incentives. Moreover, according to surveys of investors’ attitudes towards the investment climate in Bulgaria, they indicate that the main reasons for the low FDI level in this period are the high political and country risk meaning political instability and high inflation, slow economic reforms and cumbersome privatisation process and administrative barriers (Petranov 2003). 
The high political and country risk that investors faced was related to the frequent change of governments in this period – government instability. Due to the political instability in that period the frequently changing governments were unable to formulate clear policy goals and implement economic reforms (Petranov 2003). For the same reasons, privatisation process was cumbersome and slow but at the end the government opted for voucher scheme privatisation – transfer of state-owned assets to the citizens of the country, which did not include foreign investors. The administrative barriers were mainly in establishing companies with foreign participation, which later was corrected. The lack of fully operational stock exchange repelled foreign investors as they were “unable to plan any further mobilisation of local capital, or a likely exit of the investment they had made” (Petranov 2003, p.16). The stock exchange in Bulgaria was founded in the beginning of the XX century but was abolished in 1947 with the introduction of the Communist regime. The stock exchange renewed its existence in 1991 but was not functioning very well in the first few years of its revival.

In conclusion, the transition to democracy and market economy, the openness to trade and cheap labour were not enough reasons for high FDI, which is why during 1990-1997 Bulgaria received very little investments. The macroeconomic indicators and the regulatory quality including privatisation were more important for investors.

The second period was marked by several important events that improved Bulgaria’s investment climate and boosted FDI inflow. The financial crisis was overcome by the introduction of the currency board in 1997 and the privatisation process was speeded up through the change of the privatisation process in 2002. 1997 was the year of the adoption of the new investment law that protects and encourages investments with effective incentives.
Judging from investors’ opinion the macroeconomic and political stability as important for FDI, it is logical that the increase of FDI after is due to improvement of these two factors. In 1997 Bulgaria adopted measures for encouragement of FDI but the implementation of the laws and regulation in practice seem to be problematic according to the investors’ experience. The World Bank enterprise survey indicates that as far as institutional factors are concerned firm managers perceive corruption, grey economy, political instability, high tax rates, crime and the trust in courts as main obstacles to their economic activity ( see Figure 20) (World Bank 2008). Political instability is still a negative factor for FDI in the period 1997 – 2002 as well as the regulatory framework which the Bulgarian government had tried to improve.

The expectation for an increase of FDI in Bulgaria after 1997 is justified but it is obviously due only to the improved macroeconomic situation and not to investment incentives that started the same year.
 Figure 20 Ranking of Institutional Constraints according to investors’ perceptions
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Corruption and grey economy are ranked as some of the biggest concerns by managers but these are underlying problems caused by inadequate, weak and burdensome regulation and taxation. “High levels of regulation and taxes can encourage firms to remain informal and can also encourage corruption as firms try to avoid them” (World Bank 2008). As discussed in the previous chapter tax rates in Bulgaria have been reduced but the tax burden and the burden of regulation appears to remain very high – managers report that they spend “17 percent of their time dealing with requirements related to government regulation” (World Bank 2008). Firms are concerned not only about the overall regulatory burden but also about the “consistency and predictability of the interpretation of laws and regulations” by the government authorities (World Bank 2008). The enterprise survey indicates that 70 percent of the firm managers think that public authorities’ interpretations of laws and regulations are unpredictable and inconsistent. This is a very significant aspect of the regulatory quality of Bulgaria as the relationship between government and business is very important for investors – the way government officials interpret laws and regulations affects directly their business activity (World Bank 2008). This on the other hand reflects on firm’s perceptions on political stability, which is the indicator ranking second as a constraint to doing business. In the case of Bulgaria political instability does not stand for lack of property rights protection caused by change of political regime during wars, coups or civil unrest as these are no longer concerns in Bulgaria being a member of the EU. The World Bank experts still interpret political instability in the case of Bulgaria as instability in the policy environment. Quick changes in policies make the policy environment unpredictable and firms are unable to make long-term plans. It is important to be underlined, however, that the frequent policy changes in Bulgaria are caused by the regulations and the economic policies that the Bulgarian government had to transpose and implement in a relatively short period of time to join the EU (World Bank 2008). Although, these policy changes related to the compliance with the EU legislation could be predicted by experts but still it might be difficult to gather enough information and make the right prediction about the likely policy changes (World Bank 2008).

The EU “effect” on Bulgaria has had a positive influence of the institutional investment environment of the country. The EU Phare program has contributed to the improvement of the regulatory quality by financing with 70% of its total budget the institution building in the country. The EU membership prospects had a positive effect on the FDI trend in Bulgaria - the opening of the EU accession negotiation of Bulgaria in 1999 coincides with a significant increase of the FDI level the same year and a steady upward trend in the following years. The Ernts&Young South Eastern European Attractiveness Survey indicates in 2008 86% of the firm managers think that the EU membership has positive affect on the attractiveness in the region, including Bulgaria.

The year 2000 saw an increase of FDI, when the Foreign Exchange Act was adopted enacting free repatriation abroad of investment capital and earnings. These changes improved the institutional environment related to investments in Bulgaria, which is reflected in the 2007 Southeastern European Attractiveness survey of the World Bank. The regulatory quality in the period 2002 - 2005 shows a positive trend as well as the government effectiveness and the rule of law (World Bank 2007).

The third period, 2003 until 2007 begins with the change of the privatisation method – it gave opportunity to foreign investors to acquire state-owned assets through direct sales. Unfortunately, there is no survey data available to prove this assumption. So, the expectation that the privatisation method in Bulgaria has boosted FDI cannot be justified.

The upward tendency of FDI between 2003 and 2006 may be due to the successful completion of the EU-Bulgaria membership negotiations. The EU accession criteria created pressure on Bulgaria to implement various regulatory reforms and as the country has made significant progress in this reform by the EU legislation the negotiation talks were closed in 2004 with scheduling a date for accession of Bulgaria. 

Despite this progress, about one quarter of the surveyed firm managers find regulatory framework too costly and cumbersome – they find tax administration, business licensing and registration as serious obstacles to conducting business activity. As mentioned above managers share that they spend 17 percent of their time for dealing with taxes, customs, labour regulations, licensing and regulation (World Bank 2008). Along with that Bulgaria performs poorly with respect to time and cost of registering business (World Bank 2008). Long registration time and numerous procedures regarding registration is a significant barrier to entry of foreign business. According to Doing Business 2008 it took 32 days to register business activity in Bulgaria (World Bank 2008) and according to Doing Business 2009 it increased to 42 days (World Bank 2009a). The new Commercial Register of 2008 did not succeed in improving the registration procedure and the business still finds it too cumbersome. Another component of setting up business is licensing. The firms in the enterprise survey do not find the licensing regime in Bulgaria problematic and only 20 percent of the managers said it was a serious problem. Licensing business activity ranks last among the institutional constraints of doing business.

  
As regards to taxes the World Bank considers Bulgaria some of the top reformers (World Bank 2008). As discussed in Chapter III the corporate tax rate in Bulgaria had been falling from 23.5% in 2003, decreased again to 19.5% in 2004 and to 15% in 2005 and finally stopped at 10% in 2007. The success of the tax policy reform is reflected in the enterprise survey – firms consider tax rates as less concern than they were in previous years and tax rates are no longer among the top concerns of companies operating in Bulgaria. Despite the tax corporate tax decrease the FDI in 2007 decreased, investors still rank tax rate as the fourth biggest obstacles to business among the institutional determinants in Bulgaria so the decrease of the corporate tax burden did not contribute to the investment growth. The World Bank, however, notes that “tax rates are typically among the top concerns of firms throughout the world, even when they are low” (World Bank 2008). In terms of tax administration in Bulgaria, even fewer firms consider it as a serious problem, which ranks tax administration as one of the least constraints to business together with the business licensing.

Well-functioning judicial system is very important for the effective protection of investments. Judicial system, courts and crimes in specific, does not rank among the top concerns considerable part of the surveyed firms – more than one out of four, consider it a very serious obstacle to doing business (World Bank 2008). Fast and efficient court system is crucial for firms’ perceptions that their property rights will be guaranteed and the contracts will be enforced. If investors have serious doubts about the efficiency and the transparency of the judicial system they are not very likely to enter into a relationship with the host country. According to the enterprise survey 78% of the firms find that court system in Bulgaria is unfair, corrupted and is not impartial (World Bank 2008). In addition to that, costs of crime in Bulgaria are very high – “three-quarters of the firms in the Enterprise Survey paid for security (e.g. equipment, personnel, and professional security services)” (World Bank 2008). 

In conclusion, as expected from the analysis in the previous chapter weak property rights protection and corruption have significant and negative influence on the location of FDI. As the contract enforcement is inefficient and corruption is high ever since the 1990s in Bulgaria and without significant changes, we can say that they are FDI determinants that are always valid as factors for low FDI inflow.

The analysis of the investors’ perceptions and the FDI record for Bulgaria indicate that the quality of the institutional factors has always been the major determinants of FDI. In the case of Bulgaria their law quality had a negative impact on FDI. As the size of the market of Bulgaria is negligible (it’s a not a factor attracting FDI), the cost of labour which despite its gradual increase every year is still one of the cheapest in Europe remains the only non-institutional factors important for FDI. Nevertheless, investors tend to ignore it because the high level of corruption, the lack of rule of law, the low government effectiveness and the instability of policies create extra costs for them. Despite these persistent problems the stable macroeconomic environment and the improvement of the regulatory framework to a certain extent lead to increase of FDI in Bulgaria after 1997 and after 2003.

3. FDI trends in Turkey and their relationship to the institutional determinants of FDI

Turkey did not receive considerable amount of FDI until 2004-2005 (see Figure 21). This is quite puzzling as Turkey has a lot to offer to investors: “a domestic market of 71.5 million people, proximity to the huge markets of Europe, the Commonwealth of Independent States, the Middle East and North Africa, low labour costs” (Loewendahl and Ertugal-Loewendahl 2001, p.19), one of the most liberal foreign direct investment laws providing national treatment to foreign investments as well as free movement of capital, profit and dividends out of the country. In the beginning of 1990s scholars announced that Turkey has the potential to receive 30 billion dollars of FDI inflow but the country received around 800 million dollars per year during the decade (Dumludag, Saridogan & Kurt 2009). As a matter of fact, this tendency has been sustained since the 1920s – it is not a characteristic only of the 1990s (Dumludag, Saridogan & Kurt 2009). 

As discussed in the previous chapter, Turkey ranks among the countries with lowest labour cost and the huge number of population is a precondition for emergence of a big market – two of the main investment advantages identified in the literature. Unfortunately, the relatively low GDP performance does not allow Turkey to fully qualify for a big market investment destination. In comparative perspective with other similar big countries – in emerging markets like Brazil and Mexico FDI inflow since 1990s was fifteen times more than it was in Turkey. The country even lagged behind the Central and Eastern European countries, which also had more FDI in this period (Dumludag, Saridogan & Kurt 2009). 
   Figure 21 FDI as percent of GDP in Turkey
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The FDI level indicated in Figure 21 shows clearly that the democratisation and trade liberalisation were not enough to create incentives for FDI inflow. The most probable reason for the low FDI inflow all the way until 2001 is the political instability and the macroeconomic volatility. The respondents of Dumludag’s survey rank political and macroeconomic instability as the first two most significant barriers to FDI. The negative influence of inflation is proven by the FDI record – there wasn’t any significant FDI inflows until the IMF-supported stabilisation program took action in 2001.

In 1995 the EU-Turkey Customs Union became a fact and one would expect that companies from the EU country will start investing more intensively into the country but it wasn’t so – the FDI after 1995 stayed below 0,5% of FDI until 2000. The factor that hindered FDI despite Turkey’s FDI potential is its institutional framework (see Figure 23). 

According to the survey the main motives in terms of economic factors for foreign companies to invest in Turkey are the size of the market and more importantly its growth. The fact that the country is a good export base for the neighbouring markets (geographical location and Customs Union with the EU) and the cheap labour also play very important roles. The most important motives for location of FDI in Turkey are presented in Figure 22.

 Figure 22 Motives for FDI in Turkey
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Turkey’s long-term strategy (adjustment and stabilisation) and the performance in terms of GDP growth, inflation, internal and external debt are pointed out by investors as significant macroeconomic conditions for investment. The FDI trend in 2001 shows significant growth (Figure 21). Following the financial crisis in 1999, mentioned in the previous chapter, Turkey embarked on structural and institutional reforms in 2000 with the help of the IMF program aimed at stabilising the economy and improving the macroeconomic indicators. This hypothesis is proven by the question about the barriers to FDI – firms rank political and macroeconomic instability as well as inflation as the first three biggest constraints to entering the Turkish market. This establishes a positive relationship between institutional reforms and the level of FDI – improvement of the institutional framework led to higher inflow of FDI in 2001.
Compared to the macroeconomic indicators, improved investment promotion, investment incentives and investment facilitation rank very low among the motives for investment. In 2003 Turkey amended the investment promotion law making it very liberal and with a very detailed scheme of investment incentives. But the FDI after 2003 increased only slightly in 2004, which is not enough evidence to think that the improvement of regulatory framework in this case has influenced FDI positively. This also shows that foreign investors did not consider to a significant extend investment promotion efforts in Turkey as a very important reason to locate their investments.

The privatisation program of Turkey is evaluated in the investors’ survey as not very significant as an FDI attracting factor. Moreover, the slow progress of the privatisation program is considered a major barrier to FDI by investors but still not as important as political and macroeconomic stability. So, the change in the privatisation legislation – the elimination of the discrimination between foreign and domestic investors in 2003 cannot be considered as a reason for the increase of FDI after 2003 and after 2004.

Among the administrative and institutional barriers to investment firms rank the inconsistency and unpredictability of officials’ interpretation of regulations, the unstable and unreliable, non-transparent legal and regulatory framework, corruption and business start-up procedures as the most problematic issues (Dumludag, Saridogan & Kurt 2009). 

Despite Turkey’s recent efforts in reforming business registration procedures companies in Turkey still rank business start-up procedures as some of top concerns. The amended investment law in 2003 and the changes in the legislation regarding registering business reduced considerably the steps and the time for starting up a business activity. “The reform abolished many of the 17 steps that had previously been required to register a business, and combined others”. The FDI inflow after the reforms has a slight increase in 2004 and in 2005 but this increase is cannot be explained with the change in the business registration related legislation. The reason for this may be that despite the fact that start up procedures and times are low, the cost of registration is still high (World Bank 2009b). Besides, part of the business start-up procedure is obtaining licenses and licensing has always been a hurdle in Turkey (World Bank 2009b). Usually businesses need several licenses to start operating in Turkey – a general one from the respective municipality and a sector licenses used by the relevant ministry or agency, which makes licensing time consuming and expensive. The World Bank notes however that the study does not capture recent reforms made by the government and their effect on investors.

Corruption and the inefficient court system and particularly the lack of enforcement of contract have very high significance in the investor’s perceptions survey in Turkey. All these lead to unstable and unreliable, non-transparent legal and regulatory framework that got 3.84 points out of maximum 5 in the survey. The main barriers for location of FDI in Turkey according to investors are presented in Figure 23.

 Figure 23 Barriers to FDI in Turkey
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Figure 21 shows a very sharp increase of the FDI inflow – from around 1% of the GDP in the period 2002-2004 to about 2.5% of the GDP in 2005 and then again to nearly 4% of the GDP in 2006 – this is Turkey’s absolute peak in the FDI level, it has never been that high. In 2005 the official negotiations for Turkey’s EU membership were opened. This apparently was a very strong signal for foreign investors as nothing else could explain the dramatic jump upwards of the FDI level in 2005 and especially one year later in 2006. The respondents of the Ernst&Young survey on Southeastern European countries’ investment attractiveness confirm that the EU membership has had a positive effect on countries’ investment destination image and apparently so does the prospective EU membership in the case of Turkey. The opening of the EU membership negotiations in 2005 enhanced the improvements of Turkey’s business environment and increased its attractiveness as an investment destination (Izmen and Yilmaz 2009). Another possible reason for the high FDI jump in 2005 could be the improved privatisation-related legislation since 2003 but the investor’s surveys do not confirm that – the do not find privatisation as significant FDI incentive (Dumludag, Saridogan & Kurt 2009).
Despite its improved macroeconomic situation and the efforts to enhance its institutional and political framework Turkey still lacks full trusts by investors. Although the level of FDI has increased in the last few of years political instability, lack of confidence in the judiciary, corruption and unreliable and non-transparent legal and regulatory are identified by investors as the main obstacles to their economic activities, (Dumludag, Saridogan & Kurt 2009) which prevent Turkey from realising its investment inflow capacity.

4. Trends in FDI in Bulgaria and Turkey and their relationship to institutions – conclusion
Bulgaria is an ex-Socialist country, which transformed from democracy to autocracy, from centrally-planned to market-based economy in 1990s. “Turkey has not experienced communism and although it often has been far from a fully functioning democracy, it has always been pro western and pro capitalist” (Glivanos 2004, p.4). During its communist period due to the centrally-planned economic order Bulgaria did not receive any FDI. Turkey has been a secular democracy since 1923 but it did not receive any substantial FDI due to its protectionism and the state high state interference in the economic transactions. But democratisation and liberalisation alone were not sufficient factors to influence investors’ decisions – they did not lead to increase of FDI and both countries received minimal investment inflow after their economic and political transformation.
Bulgaria and Turkey did not receive substantial amount of FDI until recently. Bulgaria, as well as the other transition economies in Central and Eastern Europe which have smaller market and smaller GDP, received much more FDI as percent of GDP than Turkey (see Figure 1). Bulgaria’s FDI level started growing after 1997 when the country adopted the investment encouragement law. Despite its market potential and the size of the population, Turkey did not receive much foreign direct investments until 2004 (Dumludag, Saridogan & Kurt 2009).

The enterprise survey on the investment climate in Bulgaria and Turkey has proven that burdensome regulatory framework, corruption and inefficient and untrustworthy judicial system are major constraints for firms’ business activities and some of the main deterrents of FDI in these countries. The countries carried out policy and institutional reforms aimed at promoting and encouraging foreign investors by creating favourable laws and institutions which minimise firms’ costs and maximise their profits, which in Bulgaria boosted the FDI inflow level but they did not have the same effect in Turkey. Corruption and political instability in Turkey overwhelmed the favourable legislative reforms aimed at attracting investors. Although corruption in Turkey is lower than in Bulgaria and Turkey performs better in terms of contract enforcement and bureaucratic quality, the difference between the two countries is obviously not significant for investors. The fact the Turkey performs a little bit better than Bulgaria in terms of these three indicators does not make it a good performer per se. 

The reason for the disparity between Turkey’s potential for FDI and actual amount of the received investments is rooted in the quality of the institutional framework of the country as well as in its political and macroeconomic stability. Weak institutions and poor implementation of laws and regulation, political instability and corruption are the reasons why Turkey has not been able to take full advantage of some of its most favourable investment climate characteristics like the large market size. Although, according to the firm managers’ survey, Bulgaria is experiencing even bigger difficulties, especially in terms corruption and contract enforcement, it has been more successful in providing favourable investment environment. This is partly due to the more successful privatisation process than the one in Turkey and to partly to its EU membership. 

Still, although Bulgaria created favourable legal conditions for investors and despite the improvement of the investment climate with the EU membership, the implementation of the laws and regulation in practice seems to be problematic. Firms perceive corruption and instability in the policy environment as main obstacles to their economic activity, crime and the trust in courts is also a significant issue (World Bank 2008).Turkey also still lacks the full trusts by investors despite the efforts to enhance its institutional and political framework. Political instability, lack of confidence in the judiciary, corruption and unreliable and non-transparent legal and regulatory framework are identified by investors as the main obstacles to their economic activities (Dumludag, Saridogan & Kurt 2009).

In both countries despite their favourable FDI legislation, the poor implementation of the rules and regulations is an issue for foreign investors. Companies identify political instability, corruption, the lack of confidence in courts and judiciary and non-transparent legal and regulatory as the main obstacles to their economic activities. In the mean time they acknowledge that the investment climate as a whole has improved especially after the EU membership of Bulgaria and the EU membership prospects of Turkey.

CONCLUSION

The empirical evidence in the literature reviewed identifies market size reflected in the GDP, GDP growth, cost of labour measured by the average wages in the host country, macroeconomic stability indicated by inflation rate and the degree of openness of the economy (the type of the trade regime) as the non-institutional factors that investors take into consideration when deciding where and whether to invest. Inflation and labour costs, although not significant in all the econometric studies are also significant FDI determinants.

Apart from those factors the institutional characteristics of the FDI-receiving country also influence investors’ decisions. The comparison of the outcomes from the various analyses shows the type of the political regime of the host country is not always significant for investors. Although democracies are associated with lower political and economic risk while autocracies have proven to be more unattractive for investors, not all studies find democracy significant for investors’ decision. Political stability signifying the ability of governments to conduct and implement policies and to stay in office is another FDI determinant but it is not always significant in the analysis. Government effectiveness defined by the way of functioning of bureaucracy and the level of corruption are two other important factors for foreign investors but they are not always significant. So, among the institutional factors the enforcement of contracts and the level of property rights protection, both of which express degree of rule of law and the effective regulatory framework of the host country, are identified by scholars as two of the most important FDI determinants. Privatisation and the method of the privatisation process also influence FDI location as they define the structure and the size of the private sector and appear significant in all studies. Investment related legislation and the presence of investment incentives providing favourable policies for foreign investors as well as tax system as a whole are also significant factors for attraction of FDI. Last but not least, EU membership and prospective EU membership is associated with certain quality of the economic and political characteristics of the host country that foreign investors consider reliable for setting up an economic activity.

The analysis of the institutional characteristics of Bulgaria and Turkey shows that all the non-institutional factors listed above are significant factors for FDI inflow but the effect of the macroeconomic stability has had the biggest importance. The institutional factors regulatory quality, the rule of law, the efficient judicial system and the lack of corruption are the most important institutional factors determining the FDI inflow in these countries. Despite its potential to receive foreign capital Turkey has received strikingly small amount of investments especially compared to Bulgaria which is a much smaller country and a smaller market and does not have the unique geographical location that Turkey has. The analysis of the investors’ opinion indicates that the reason for that is the higher inflation in Turkey compared to Bulgaria, the political instability and the quality and effectiveness of the institutional reforms in both countries. Increase of FDI is related to key changes in the macroeconomic environment and reforms in the institutional framework of Bulgaria and Turkey. So, the reason why Bulgaria has received more FDI than Turkey is not only rooted in it better institutional environment but also in its higher political and macroeconomic stability. 

The relative success of Bulgaria’s political and institutional transformation is due to the fact that it successfully implemented the EU legislation as condition for becoming a member of the EU. Turkey is also undergoing harmonisation with the EU legislation under the Association Agreements with the EU but in the Turkish case political instability and macroeconomic volatility have been hindering the successful implementation of the reforms. The EU accession perspective has enhanced to a different extent the political and economic performance of the two countries and the actual membership is supposed to accelerate this performance even more. Still, Turkey hasn’t been scheduled for accession yet and Bulgaria has been an EU member for two years now, from 2007, which is not enough time to observe and judge about the mechanisms through which the EU membership itself contributes to attractiveness of the investment climate and of the institutional framework in specific. This could be done in a future research for the new EU members. The present research maintained that the institutional factors for location of FDI are as important as the purely economic indicators.
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� Investment profile includes factors related to the risk of investment that are not within the financial and economic risk components – contract enforcement, profits repatriation and payment delays (Busse and Hefeker 2005, p. 5).


� Lev is the national currency of Bulgaria


� Full list of EU law chapters: free movement of goods, free movement of persons, free movement of services, free movement of capital, company law, competition policy, agriculture, fisheries, transport policy, taxation, economic and monetary union, statistics, social policy and employment, energy, industrial policy, small and medium sized enterprises, science and research, education and training, telecommunication and information technologies, culture and audio-visual policy, regional policy, environment, consumer and health protection, cooperation in the Justice and Home Affairs, customs union, external affairs, Common Foreign Policy and Security, financial control, financial and budgetary provisions, institutions and other.


� Roma is an ethnic minority group in Bulgaria


� Due to lack of data about the average monthly wage in Turkey, I use the only available relevant information about the wage level in Turkey – the real wage index in manufacturing industry


� TL = Turkish Lira
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