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Foreign Direct Investment and transition

O N E of the most contentious debates within sociology concerns the
developmental impact of foreign direct investment (FDI) on the less
developed economies of the world. Most scholars involved in this debate
share a similar methodological strategy. By correlating aggregate indi-
cators of FDI and economic development in a sample of countries, they
make inferences about the causal relationship between FDI and devel-
opment. The results from this research strategy are mixed and remain
hotly contested. Still, the preponderance of the literature in sociology
finds that FDI is harmful to poor economies. The policy advice that
stems from this analysis is simple: poor countries should curtail or elimi-
nate FDI.

An influential study in this debate was Bornschier and Chase-Dunn's
(1985) analysis of the economic impact that transnational corporations
had on the Third World. They argued that a reliance on FDI in devel-
oping countries leads to economic growth in the short-run, but an eco-
nomic slowdown in the long-run (p. 83). FDI establishes firms with an
enhanced monopolistic or oligopolistic market position. Eventually,
these firms will start to export surplus out of the penetrated country
(81-82). This effect, aggregated from the micro-level activities of the
firms, interacts with numerous macro-economic effects caused by
various negative externalities resulting from FDI (underemployment, a
large tertiary sector, sectoral and geographical inequality, economic
inequality, rebellions, etc.) to damage economic growth.

Firebaugh (1992) challenged this view, arguing that the data actually
shows that FDI is good for developing economies, even if it is not as
good as domestic capital formation. FDI is good because investment is
good irrespective of its source—it is one of the three basic factors of
production. Still, Firebaugh does find that foreign investment results in
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FOREIGN DIRECT INVESTMENT

what Dixon and Boswell refer to as 'negative differential productivity'
(1996, p. 549). That is, the investments from FDI do not generate as
much growth as investments from domestic owners. This is because
foreign owned firms have weaker 'linkages' with the domestic economy
(and thus stimulate less additional economic activity) (Hirschman 1958,
p. 160) and pay less taxes because of transfer pricing (Streetn 1973).

Dixon and Boswell (1996) re-interpreted the data once again, finding
support both for the negative effect of FDI on economic growth as well
as the negative differential productivity of FDI. Firebaugh (1996) res-
ponded with another re-interpretation of the data claiming that foreign
investment leads to economic development, although Firebaugh agreed
that FDI is less productive than domestic capital. Subsequently Kentor
(1998), using a data set that covers a longer time period, reaffirmed the
original finding of Bornschier and Chase-Dunn—FDI leads to short-
term growth but long-term stagnation. This finding stood little more
than a year before De Soysa and Oneal (1999), using different data and
different models that include measures of human capital, found that not
only does FDI contribute to development, but it is more productive than
domestic investment.

This controversy within the flagship journals in sociology should be
situated in the larger social science debate that also relies on this large-
scale cross-national comparative research methodology. These findings
also fail to establish agreement on the direction of the impact of FDI on
growth (see Marsh 1988; Chase-Dunn 1975; Jackman 1982; Sharma
1986; Bornschier, Chase-Dunn, and Rubinson 1978; Bornschier 1980;
Dolan and Tomlin 1980), or even whether FDI has any impact on
growth (Hein 1992; Dutt 1997). Obviously, there is not a generally
emerging consensus on the economic impact of FDI using this research
strategy. This paper makes two claims with regards to methodology and
research strategy. First, the cross-national aggregate data research
design is problematic given the historical specificity of the post-
communist world. Second, the inconsistent findings over two full dec-
ades of research suggest that this particular research strategy might be
improved upon by switching the unit of analysis to the micro-level, in
this case the level of the firm.

There are a number of potential problems with applying the cross-
national aggregate comparison method to post-communist society. The
large number of potential predictor variables (i), the small number of

(1) Some possible candidates include: labor strife, cycles in the prices of particular
external war, civil war, political instability, commodities, industrial policies, methods of

228



LAWRENCE P. KING

post-communist countries (less than 30), and the lack of independence
between the cases, provide a context which makes regression analysis
using the cross-national aggregate data approach particularly problem-
atic. Regression techniques all assume an independence of the units of
analysis. Of course, this assumption doesn't need to be perfectly true for
regression techniques to be useful. For the post-communist countries,
however, this problem would be particularly acute. These countries
experienced massive but mostly identical shocks from the destruction of
the COMECON trade bloc (and thus their natural international patterns of
trade) as well as the coercive isomorphic pressures on economic policy
emanating from international economic organizations (like the World
Bank, the IMF, the Phare program, the EU, and the EBRD [see Hanley,
King and Toth 2000; Gowan 1999]).

There is another way to enter into this debate, using an entirely dif-
ferent methodology. Instead of correlating aggregate growth levels with
aggregate foreign investment levels for many countries, this paper
directly compares the performance of foreign owned firms to domestic
owned firms within one country. To the extent that the direct economic
effects of foreign investment take place at the firm level, inferences about
the impact of foreign investment at the firm level from macro-economic
data risk succumbing to a classic ecological fallacy (Robinson 1950). For
those using macro-economic data as the outcome variable, the unit of
analysis (the enterprise) is not the unit of observation (country level
aggregate statistics). Thus, at the very least, the cross-national aggregate
statistics research strategy should be confirmed by firm-level studies.

The approach of comparing the performance of foreign owned firms
to domestically owned firms has been carried out by other researchers.
Most of this research involves case studies of a single firm or a small
number of firms in various countries, including many in the post-
communist world. These case studies now number in the hundreds and,
while informative, they suffer the obvious limitations in generalizing
their findings. There have also been some quantitative analyses based in
single countries. Typically, these are done with longitudinal data on the
aggregate levels of investment and growth (or other outcome variables
like inequality or quality of life measures) in different sub-national
geographical regions (2). This strategy, while an advance over the

privatization, proximity to major markets or organized crime, not to mention cultural dif-
water ports (and thus lower transport costs), ferences, agricultural class relationships and
external debt, favorable treatment via aid or intra-elite/intra-dominant class relationships,
debt relief, draughts and other natural (and (2) For example, Chen, Chang and Zhang
man made) disasters, high gains associated (1995) find that foreign investment in China in
with initial industrialization, the strength of the post-1978 reform period leads to both
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cross-national strategy, nonetheless still risks committing the identical
ecological fallacy of the cross-national studies at the regional level.

The research strategy employed in this study—comparing firms with
different types of owners—has been employed by a handful of analyses
that compare the performance of privatized firms with state owned firms
(see Boardman and Vining 1989; Pohl et al. 1997; Frydman et al. 1997;
LaPorta and Lopez-de-Silanes 1997; Boubakri et al. 1997; Vining and
Broadman 1992). There have also been some studies relating the
concentration of ownership to firm performance (see Claessens, Djan-
kov and Pohl 1999). This study differs from these analyses by focusing
on the comparison of foreign owned firms to domestic private firms.

The case: FDI in Hungary

The arguments advanced in the debate over the economic conse-
quences of FDI have become a major issue in the discussion on how best
to achieve a successful transition from a planned to a market economy in
the post-communist world. And these economic transformations, in
turn, provide an unprecedented natural experiment to observe the
massive inflow of FDI into economies with virtually no prior foreign
investment. Hungary is an obvious candidate for the study of foreign
investment in the transition to capitalism because it has the highest
levels of foreign investment per capita in the post-communist world (3).

There should therefore be many examples of foreign ownership that
can be compared to domestically owned private firms.

Because of this high level of FDI in Hungary, however, one might
question how generalizable the findings are to other post-communist
countries. Perhaps Hungary's extensive experiments with market
mechanisms since 1968, and the concomitant Western exposure of many
Hungarian managers, make it historically unique among the post-
communist states. In a sense this is undoubtedly true. Every country in

economic development and increasing income data that foreign direct investment in Korea
inequality. Khan (1997) shows that foreign leads to capital outflow.
investment in Vietnam leads to an increase in (3) Hungary with $1,519 cumulative FDI-
household income and consumption. Jansen Inflows per capita 1989-1997 had more than
(1995) finds that foreign direct investment in twice as much as the next closest country, the
Thailand had a positive effect on private Czech Republic's S726, and approximately ten
investment and growth, but can have adverse times the Si 53 average for the post-communist
balance of payments consequences. Bradshaw, world (EBRD 1998: 12).
Kim and London (1993) show with time series
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the post-communist world has its own historical specificity—each is
different from the others. Hungary's uniqueness accounts for its higher
levels of FDI compared to other post-communist states. Case study data
reveals that much of Hungarian foreign investment followed networks
formed between Hungarian managers and Western businessmen in the
late socialist period (see King forthcoming). As a result, there was more
possibility for FDI than in most of the transition economies. Hungary
also inherited the most onerous debt from the late socialist period, which
compelled the Hungarian state to seek foreign purchasers for its state
owned enterprises (see Hanley, King and Toth 2000). Therefore, while
there was ample anti-FDI sentiment within the Hungarian political
field, the ability of these actors to influence state policy was significantly
constrained (see King and Varadi 2000).

Hungary's late-socialist history, consequently, explains why Hungary
has had such high levels of FDI compared to other countries in the
region (4). It should be noted, however, that this historical experience
has not created a permanent advantage over the other transition econo-
mies in attracting FDI; it just accounts for higher levels at the beginning
of the transition and therefore the higher rates overall. As time goes on,
managers and entrepreneurs from other transition economies are able
to create the network ties with Western firms that the Hungarians creat-
ed in the 1970s and 1980s. Indeed, according to the most recent UNC-
TDAD statistics, Estonia, Lithuania and the Czech Republic received
greater levels of FDI per capita than Hungary in 1998 (World Bank
2000).

Most importantly for the analysis, there is nothing about Hungary's
history that would indicate that the purported mechanisms accounting
for the positive developmental effects of FDI would operate differently
in Hungary than in any other transition economy. Investment capital,
technology transfer, and export markets are at least as desperately need-
ed in the rest of the post-communist world as in Hungary. If FDI has
positive economic effects in Hungary, it should have positive economic
effects elsewhere as well.

The study of the developmental consequences of FDI on the tran-
sition economies becomes more important because there has been an
upsurge in FDI in the region. If this were not the case, and if the pre-
conditions for attracting FDI are extremely demanding, then an inves-

(4) For example, the neo-Stalinist regime and the lack of significant external debt meant
that emerged after 1968 in Czechoslovakia the post-communist state was under less pres-
meant that there were fewer network ties sure than the Hungarian state to privatize
between Czechs and Western businessmen, through FDI (see King forthcoming).
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tigation of the developmental impact of FDI might be considered a
waste of time. While a causal analysis of FDI flows is well beyond the
scope of this paper, it should suffice to note that levels of FDI in the
transition economies are high enough to make the study of its effects
worthy of consideration (5). FDI inflows to the ten Eastern European
countries applying for EU membership totaled $16.5 billion in 1998, a
full $5 billion more than in 1997. The scattered evidence available for
1999 reveals a continuation of this boom. In the first quarter of 1999,
FDI into the Czech Republic reached $608 million, approximately three
times the level during this period in the previous year. Similarly, Hun-
gary received $853 million in the first six months of 1999, up 23% over
the first half of 1998 (see World Bank 2000).

FDI in the transition economies

Despite the persistence of negative findings within sociology on the
effects of FDI on economic growth, that FDI could be negative for the
transition economies was a position hardly considered by the vast
majority of economists and Western policy makers. The centerpiece of
the pro-FDI claim is that foreign direct investment can provide crucial
help in modernizing the industrial order of the post-communist econo-
mies. Foreign direct investment via privatization would recreate socialist
era property in its own, advanced capitalist, image. Gone would be the
lumbering and inefficient (not to mention doomed to extinction) 'dino-
saurs'. They would be transformed into fast, relentless, fearsome,
internationally competitive 'sharks' (see Kozminski 1993). These
dynamic firms, introduced into post-communist waters through privati-
zations and greenfield investments, would provide much of the motor

(5) Compared to the literature on the effects investment are certainly all important,
of FDI, the literature on the causes of FDI is Government policies also have an effect. In
almost non-existent. Undoubtedly many fac- Eastern Europe, those countries that privati-
tors contribute to determining the flows of zed via the direct sale of state owned enter-
FDI to different countries. Most importantly, prises as opposed to voucher methods or leve-
foreign capital seeks opportunities for profit. raged buy-outs by firm managers and
This means that FDI will seek the center of employees received greater levels of FDI. The
capital accumulation. As a result, by far the selection of privatization policy was at least in
greatest amount of FDI occurs in the United part the result of the balance of political forces
States and the countries of the European within each country during the years im-
Union. Outside of the advanced capitalist mediately before and after the change in the
counties, basic economic and political stability, system (see Stark 1992). Thus, beliefs about
cultural familiarity, and personal connections the effects of FDI held by domestic political
between potential investors and recipients of actors will have an impact on the flow of FDI.
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for economic growth in the post-communist economy. Indeed, foreign
direct investment was the U.S. administration's answer to why there was
no Marshall plan for post-communist Eastern Europe (6).

Advocates argue that foreign direct investment provides a vast array
of benefits to recipient firms and economies. First, FDI brings crucial
Western knowledge and values in the form of superior Western man-
agement techniques, business ethics, entrepreneurial attitudes, labor
intensity and production techniques. Second, FDI makes possible
industrial upgrading by tying firms into global research and develop-
ment networks and thus technology transfer as well as by providing a
great deal of investment capital. Third, FDI makes possible the growth
of enterprises by providing access to crucial Western markets. This
growth, in turn, provides a source of new jobs and stimulates demand
for inputs from domestic suppliers. Fourth, FDI introduces new market
entrants that reduce the monopolization of the recipient economy (see
Sachs 1993: 3, 1995; Svetlicic, Artisien and Rojec 1993: 10; Dunning
1993: 30; Hamar 1994: 188; Mann 1991: 184; Zloch-Christy, 1995: 1;
Csaki 1995: 108; Faur 1993: 204; EBRD 1995; Radice 1993; Cantwell
1994; Frydman and Rapaczynski 1994; Dobosiewicz 1992; Kozniinski

In stark contrast to this assessment stand the much smaller group of
academics in the West as well as economic nationalists in the post-
communist world who view foreign investment as the advance guard of a
new economic imperialism promoting 'disarticulated' development.
Because of the foreign ownership of firms, the normal linkages that
would develop with domestic business do not occur, and profits are
exported out of the country. Moreover, foreign owned firms are gener-
ally parasitic on the recipient (or host) economy. They seek to establish
themselves as monopolists and to obtain domestic market share. They
detract from the domestic economy by eliminating: a) local research and
development; b) orders for local suppliers; and even c) local production
itself (by selling commodities produced elsewhere in the multinational
empire on the domestic market—a process referred to as 'market de-
struction' [see Matzner 1996]). As a result, the gap grows between the
recipient of foreign direct investment and the country from which the
Multination Corporation is based and originated (see Andor and Sum-
mers 1998; Gowan 1999; Ellingstad 1997; Matzner 1996: 74; Okolicsa-
nyi 1993: 29; Ettlie 1993).

(6) Seethe U.S. Ambassador's comments to this end quoted in Gowan (1999: 10).

233



FOREIGN DIRECT INVESTMENT

Hypotheses

Six sets of competing hypotheses derived from this debate will be
tested. Each hypothesis has (a) a pro-FDI version and (b) an anti-FDI
version. These are usually one-tailed, although for two hypotheses there
is no expected difference between property forms, and these are thus
two-tailed. The null-hypothesis is always that there is no difference
between FDI and domestic private ownership.

The first three hypotheses are direct tests of purported mechanisms
by which FDI is either negative or positive.
Hypothesis i: Linkages (stimulating domestic demand)
Hypothesis ia (pro-FDI): foreign firms stimulate domestic demand as
much as domestic private firms (two-tailed) (Booth 1994: 8-9). Any loss
for domestic suppliers is more than offset by the greater dynamism and
growth of firms with FDI.
Hypothesis ib (anti-FDI): foreign firms provide less stimulation of
demand than domestic private firms because they import most of their
inputs (one-tailed). (Matzner 1996: 74; Okolicsanyi 1993: 29; Ettlie
1993; Hirschman 1958: 160).
Hypothesis 2: Investment behavior
Hypothesis 2a (pro-FDI): foreign owned firms are more likely than
domestic private firms to invest in fixed or variable capital because of
their access to Western capital and technology (one-tailed). (All advo-
cates of FDI cited above support this position).
Hypothesis 2b (anti-FDI): foreign owned firms are less likely than
domestic private firms to invest in fixed or variable capital because they
seek to use low-wage, low value-added labor or simply to sell commod-
ities produced elsewhere on the local market. They eliminate local R&D
capacity, centralizing this activity in their home base (one-tailed). (See
Ellingstad 1997: 9; Inzelt 1994; Bailey 1995; Bailey, Sugden and Tho-
mas 1998: 302; Jolly 1994; Marton 1993; Dunning 1994; Matzner 1996).
Hypothesis 3: Labor productivity
Hypothesis 3a (pro-FDI): foreign owned firms increase labor producti-
vity more than domestic private firms through the introduction of new
technology, superior management techniques, and greater economies of
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scale made possible by exports to Western Europe (one-tailed). (All
advocates of FDI cited above support this position).
Hypothesis 3b (anti-FDI): foreign owned firms increase labor produc-
tivity less than domestic private firms because they seek to use low-wage,
low value-added labor and eliminate local R & D activity (one-tailed).
(See sources for hypothesis 2b, especially Ellingstad 1997).

The next three hypotheses are indirect tests of differential productiv-
ity. That is, if the combined various effects of FDI result in this form of
property being more dynamic and efficient than domestic investment,
then the following conditions should be true about foreign firms.
Hypothesis 4: Profitability
Hypothesis 4a (pro-FDI): foreign firms will be more profitable than
domestic private firms because of their superior efficiency and dyna-
mism (one-tailed) (see especially Frydman etal. 1997).
Hypothesis 4b (anti-FDI): foreign firms will be less profitable than
domestic private firms because they 'transfer price' profits out of the
country to minimize taxes (one-tailed) (Streetn 1973).
Hypothesis 5: Increasing revenue
Hypothesis 5a (pro-FDI): foreign firms increase their revenues more
than domestic private firms because of their superior efficiency and
dynamism and links to Western markets (one-tailed).
Hypothesis 5b (anti-FDI): foreign firms do not increase their revenues
more than domestic private firms because they are parasitic on the
domestic market (two-tailed).
Hypothesis 6: Demand for labor
Hypothesis 6a (pro-FDI): foreign owned firms provide more new jobs
than domestic private firms because they are more dynamic and pursue
more restructuring (one-tailed).
Hypothesis 6b (anti-FDI): foreign owned firms provide fewer new jobs
than domestic private firms because they seek to replace local production
with commodities produced elsewhere in the multinational empire
(one-tailed).

Measures of firm performance

When measuring firm performance, as with any task of measure-
ment, researchers can only measure various indicators of the underlying
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concept of interest (Lazarsfeld 1966). Because all indicators are imper-
fect and might be misleading, the more indicators, the greater our
confidence in our measurement. This is especially true when one is
trying to get at a very complex variable like economic performance. For
example, most would agree that high performing firms will make sig-
nificant investments. However, if significant investments are made in a
product line with a declining demand, these investments would indicate
poor performance. Thus, there are many potential 'false positives' in
measures of performance. The solution to this dilemma is to use multi-
ple indicators. If a pattern can be seen across multiple indicators, one
can have great confidence in one's inferences (Webbet al. 1981).

Measurement of firm performance in the finance literature fre-
quently takes a measure of the market value of the firm as central to
defining its 'performance' (e.g. Ofer and Siegel 1987). This is a reason-
able measure if there are deep and effective stock markets and the
concomitant monitoring institutions. In the post-communist environ-
ment, however, very few companies are publicly traded and stock mar-
kets do not come anywhere near Western standards. Therefore, this
measurement of performance is not applicable. The other typical way to
measure performance in the sociological population ecology school is to
measure firm survival rates (Hannan and Freeman 1989). However, not
enough time has passed in post-communist society to use this measure,
and firms have not, generally, been allowed to go out of business entirely
(Mitchell 1998; King 1996). Thus, survival rates are also inapplicable to
the post-communist environment.

Fortunately, there are many other possible indicators of performance.
Three of these measures are indirect in the sense that they logically
follow if foreign owned firms are more efficient and dynamic than
domestically owned firms. The most obvious is profitability (e.g. Fryd-
man et al. 1997; LaPorta and Lopez-de-Silanes 1997; Boubakri et al.
1997; Brada 1998; Stijn and Djankov 1999; Pohl et al. 1997). Profit
represents the difference between the revenues with the cost of produc-
ing them. This necessitates a combination of entrepreneurial creativity
(making and selling the product) with discipline (keeping the cost of the
commodity down). Still, profitability, while one measure of efficiency, is
not a perfect measure, especially in the post-communist environment.
Extensive fieldwork in Central Eastern Europe uncovers a good deal of
manipulation of profitability for various purposes usually having to do
with reducing taxes, but also sometimes for other legal reasons concern-
ing subsidized loans (King 1996, forthcoming). Frydman et al. (1997)
argue that in the transition economies the dramatic changes in account-
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ing methods, imperfect disclosure and short reporting histories make
this measure even more problematic.

Perhaps a measure of performance that is less subject to manipula-
tion by accounting methods than profitability is the growth in a firm's
revenues (e.g. Frydman et al. 1997). High performing firms should be
able to generate a growing amount of revenue. Furthermore, for post-
communist firms, cost-cutting moves like cutting redundant labor and
socialist era amenities are usually obvious, while generating new rev-
enues in the face of world competition is far more difficult, and thus
plausibly requires more entrepreneurial activity or creativity.

A similar logic suggests that another important measure of perfor-
mance is the likelihood of providing new employment. In the severe
'transformational depressions' most firms had to shed significant
amounts of labor. However, if Schumpeterian creative destruction were
going on, some of these firms should be employing new labor as re-
structuring occurs. This is important, since in almost all firms inherited
from the communist period there was substantial hidden unemployment
(a result of labor hoarding in the shortage economy [see Kornai 1980]).
Clearly, the easiest cost-cutting opportunity was to let some of these
'hidden unemployed' go. Thus, both efficient and inefficient firms could
be expected to reduce their total workforce (Kotosi 1998). However, the
high performing firms will simultaneously be restructuring—which
involves changing production techniques, the range of commodities that
are produced, and marketing structures. All of these activities most
likely require hiring new labor.

While these measures are indirect measures of firm performance,
there are several direct measurements of aspects of firm performance.
One such measure of performance, also of great theoretical importance,
is labor productivity (Pohl et al. 1997). This may be the single best
indicator of firm performance of all, because only increases in labor
productivity allow profits, investment and real incomes to simulta-
neously expand in a virtuous circle that constitutes development (see
Brenner 1986; Storper 1998).

An intuitively important indicator often used to measure perfor-
mance is investment (Lizal and Svejnar 1997). This is even more
important in the post-communist environment than in the West because
of the universally recognized disadvantages inherited by post-
communist economies in terms of a technologically obsolete industrial
structure. To a large extent the success of the transition to capitalism
will be measured by the ability of post-communist enterprises to carry
out expensive restructuring.
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A final direct measure of performance is the linkages established by
the company with the domestic economy. Here we measure whether a
large proportion of a firm's inputs are obtained from foreign sources. If
FDI brings less additional economic activity than domestic investment,
and FDI is in competition with domestic firms, FDI becomes undesir-
able.

While we can identify multiple indicators of firm performance, to use
these indicators as a dependent variable one must confront a potential
selection bias. When comparing state owned firms to privatized firms it
is possible that only the 'good' firms were privatized, leaving the state
with the 'lemons' (Frydman et al. 1997; Stijn and Djankov 1999). We are
not concerned with state ownership in this analysis so this bias is of no
particular consequence. However, there is a logical possibility of a
similar selection bias in the data set with regards to foreign ownership.
Foreigners may have been able to select from among the firms with the
greatest potential—since foreign owned firms had the largest amount of
hard currency among potential owners. The state, generally being in
need of hard currency, might therefore favor foreigners. The perfect
data set would have to have some type of information that could serve as
a control for this bias. However, obtaining such data would be very dif-
ficult indeed. Measures that rely on financial statistics, like relative effi-
ciency (e.g. Spenner et al. 1998), are problematic. The 'prices' upon
which the earlier calculations are made are effectively fictitious and do
not represent supply and demand pressures. Minimizing 'prices' in late
socialism was not a measure of efficiency, because firms did not need to
cover the cost of production with sales because of the pervasiveness of
soft-budget constraints (Kornai 1980; Frydman, Rapaczynski 1994:
145)-

It could also be argued, however, that privatization occurred on such
a massive scale in so short a time that this potential selection bias effect
should be substantially reduced. For it requires time and manpower to
pick the winners from the losers—and multinationals may not have had
enough time in every instance. Furthermore, foreign capital's proclivity
for taking the jewels of the industrial structure will be at least partially
offset by: 1) the post-communist state's desire to hold on to the best
companies for fiscal reasons; 2) political pressure from workers and
domestic managers, as well as various nationalists, to protect domestic
firms from foreign owners; and 3) perhaps most of all, foreigner's limi-
tations on good contacts and good knowledge of local productive assets
and markets. Still, ideally, one would want to control for this. This analy-
sis does this indirectly in the models employing the 1997 data through
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the use of a set of detailed sector control variables that capture the
desirability of different kinds of businesses.

Data and measurement

The hypotheses will be tested with two firm-level large random
sample surveys fielded in Hungary in 1996 and 1997. The 1996 data is
taken from a survey by Janos Istvan Toth and Andras Semjen and col-
lected from 2 to 30 November 1996 by the professional survey organi-
zation Tarki, the leading such institution in Hungary. It is a firm level
survey of 293 firms sampled from all firms with more than 50 employees
registered in Budapest. The 1997 survey was written by Ivan Szelenyi
and Imre Kovacs, and conducted by doctoral students under the direc-
tion of Kovacs in the winter of 1998. It randomly samples 580 firms
from the 3,000 largest in the country based on revenues. Both surveys
are excellent samples of Hungary's medium and large firms.

Our confidence in the findings using the 1996 data is strengthened by
the results from the 1997 data. This data set, though generally less
valuable than the 1996 data in terms of the number of firm level vari-
ables, is superior in certain respects. First, the 1997 data includes
retrospective measures from 1993 and 1988 of firm level variables. The
retrospective data is utilized to construct performance indicators that
capture change over a longer period of time. This is superior to the
single year of data provided by the 1996 data set (7). Another advantage
to this data set is that it has superior information about firm activities
allowing for superior sector control variables. I will argue that these
variables serve as a rough control on the attractiveness of the firm, there-
by controlling for the possible selection bias in the data.

Measures of performance

Nine different dependent variables that measure firm performance
are employed in the logistic regression models. Six of these variables
were constructed from the 1996 data set. Profitability measures whether
the firm was profitable in 1996 (64.5% were). Increase revenue measures

(7) The 1996 data, however, are still very likely to be highly correlated with performance
valuable because performance in one year is in the previous year.
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whether the firm increased its revenues in 1996 compared to 1995
(38.6 % did). New employees measures whether the firm hired new
employees in 1996 (29.4% did). Invest infixed capital measures whether
the firm increased its fixed capital in 1996 (43.7% did). Big investment
measures whether the firm invested at least 10,000,000 Hungarian
forints (close to $50,000) in 1996 (51.2% did). Foreign inputs measures
whether the firm imported more than 50% of its inputs (13.3% did). The
last three variables were constructed from the 1997 data set. Increase in
profits measures whether the firm increased profits per worker from 1993
to 1997 (65.5% had). Increase infixed capital measures whether the firm
increased its fixed capital more than average from 1993 to 1997. Increase
in labor productivity measures whether the firm increased labor produc-
tivity by more than the average from 1993 to 1997. The increase in labor
productivity was calculated by dividing the change in revenues from
1993 to 1997 by the change in the number of employees in the same
period. The first six variables are recorded as dummy variables in the
1996 data set. The last three variables that use the 1997 data were turned
into dummies from continuous variables to make the comparison with
the 1996 data set easy to interpret.

Measures of ownership

The 293 cases in the 1996 data set were divided up into three
mutually exclusive and exhaustive categories of ownership. If a firm had
no majority owner with at least 25% of the shares, it was classified as
having no dominant owner. If the state had at least 25% of the shares and
no other category had at least 25%, the firm was deemed state owned. If
foreign firms or people owned at least 25% of shares, regardless of other
holdings, it was considered foreign owned (thus, all joint-ventures were
classified as dominated by foreign capital, even though there was a
Hungarian partner). If firms had at least 25% domestic private
ownership, and no foreign ownership, they were labeled as under private
domestic ownership. If they also had a large state share (i.e. if they were
mixed public-private property), they were still categorized as domestic
private ownership under the assumption that the new private owners
had control and that the state was a passive owner that would eventually
sell the rest of its shares (8). According to this coding scheme, in 1996

(8) All models were run with more precise mixed ownership). These variables did not add
ownership categories (i.e. joint-ventures and any explanatory power, nor did they affect

24O



LAWRENCE P. KING

5.8% of firms had no dominant owner, 12.6% had dominant state
ownership, 22.9% had dominant foreign ownership, and 58.7% had
dominant domestic private ownership.

The categorization of ownership in the 1997 data set was the same as
in the 1996 data set with one exception. In addition to state ownership,
foreign ownership, and domestic ownership there was a new category
'other' that included firms that reported other, unspecified, types of
property (9). Again, joint ventures were considered foreign owned, and
mixed enterprises were considered domestic private firms. This yielded
3.4% of firms with no dominant owner, 14.8% with dominant state
ownership, 28.9% with dominant foreign ownership, 46.9% with domi-
nant domestic private ownership, and 6% with 'other' dominant
ownership. Since the 'other' category consists in all likelihood of various
types of non-state domestic ownership, these ownership breakdowns are
very consistent with each other. They are also quite consistent with the
European Bank for Reconstruction and Development's estimate that
70% of the Hungarian GDP was produced by the private sector in 1996
and 1997. For the regression analysis a series of dummy variables were
created to measure whether a firm had no dominant owner (Nodom),
dominant state ownership (Statedom), dominant domestic private
ownership (Domdom), dominant foreign ownership (Fordom), and for
those cases from the 1997 data set 'other' dominant ownership (Other-
dom). Each firm had a positive value on only one of these variables.

In some contexts (such as in the advanced West), if we know a firm
has 25% foreign ownership, we would not have enough information to
characterize the firm as under foreign control. It could be that the 25%
foreign ownership was divided up into 1,000 different owners, while a
small group of domestic private owners, with a combined 10% of the
ownership, might be the 'real' controlling owners.

The alternative strategy for determining which type of ownership is
dominant is to choose the biggest single owner (this is the strategy

any of the main findings. Joint-ventures be- do not own the company's shares, but rather
haved like foreign owned firms, and mixed they own shares in a special legal entity that
firms behaved like private domestic firms. owns the firm. If the loans are repaid, after a
For the passivity of state ownership see King fixed amount of time, ownership is transferred
forthcoming. to individual employees. 'Other* also probably

(9) This 'other' category is treated as included various domestic institutions which
though it has no specific ownership content— are neither state nor exactly private market
simply because we don't know what the 'other' entities. For example, the association of phar-
means. Prior experience with creating a data macists owns most of the local pharmacies
set from actual surveys with 'other' as an throughout the country. Thus, most of the
ownership category indicates that these firms 'other' category is in all probability some form
might be certain legal forms of employee of non-state domestic ownership,
owned firms because technically the employees
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employed by Frydman et al. 1997)- However, this method is still prone
to the same false positives as the method employed in this paper. This
operationalization would also not catch a case where the state was the
biggest owner, but five managers with 10% of the shares were the real
owners. Because 'control' is a relational concept it can only be ascertain-
ed on a case by case basis. The best way to avoid making errors in defin-
ing a firm's real locus of ownership rights is to conduct in-depth
research on control in each firm in the sample (see Zeitlin 1974).

This would be enormously time consuming and expensive, and in
all likelihood would not change the substantive story because of the
extremely high concentration of ownership in the post-communist
economy. Fieldwork from Hungary indicates that the biggest owner is
typically a very good indicator of who controls the firm, and most firms
are both owned and controlled by few people or institutions (see Hanley,
King and Toth 2000; King forthcoming). This work is corroborated by
recent survey data from Poland and Hungary, where the average holding
of a private party who is the largest owner is the majority shareholder
(Frydman et al. 1997: 11). Because of the high concentration of
ownership, it is no surprise that regression analysis using a simple
majority rule to characterize ownership did not change the results. Nor
did the use of a 10% cut-off, as is used by the IMF/OECD Common
Reporting System of Balance of Payments Statistics to determine
foreign ownership, alter the findings (10).

Control variables

Many factors could be causally related to the ownership variables as
well as the measures of performance in the different models. An obvious
candidate is the size of the firm. The bigger the firm, the more econo-
mies of scale it can capture. Economists expect diseconomies of scale at
some point, although Hungary, being a very small country, mostly has
undersized firms compared to its international competitors. Most likely,
economies of scale will start to taper off at some point. Thus, all the
models include a variable called Size, which is the natural log of the
number of employees. This transformation is appropriate for skewed
data like the number of employees in firms in which there are a small
numbers of very large values.

(10) Because the 1996 data set is coded by using the dependent variables constructed
quartiles. However, the 10% cut-off point from the 1997 data set.
could only be used in the regression equations
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The second obviously important control variable is the age of the
firm. Normally, organizational theorists would expect there to be a liab-
ility of newness (Stinchcombe 1965; Nelson and Winter 1982; Hannan
and Freeman 1989)—as there are various types of start-up costs to be
borne when establishing a business. On the other hand, one could
plausibly argue that in post-communist society, this liability of newness
is reversed and there is the liability of age. Old 'dinosaurs' from the
socialist period are described as outdated and inherently inefficient in a
market environment (see Kozminski 1993). One would expect that these
old socialist firms, even after being privatized, might have inferior per-
formance for some time. A dichotomous variable preiggo measures
whether the firm was founded before or after 1990. 15.7% of the firms in
the 1996 data set and 22.5% of the firms in 1997 data set were founded
before 1990. The continuous variable age, which measures the firm's age
in years, will catch any liability of newness that might be present. The
mean age was 7.2 years in the 1996 data set and 6.7 years in the 1997 data
set.

Equally likely to be a confounding variable is the firm's access to
sources of finance (see King 1996). The ability to obtain loans might
easily explain which firms can afford to make significant restructuring
moves to enhance performance. One would expect this variable to be
unevenly distributed across types of owners. State owned firms as well
as foreign owned firms are most likely have superior access to finance
(see King forthcoming). Thus, this factor is controlled for by the
dummy variable loans constructed from the 1996 data set which indi-
cates whether the firm used loans or not (49.8% did). Another variable
recorded in the 1996 data set indicates whether firms had very heavy
debt burdens which one would expect would damage firm performance
as cash that could be used for restructuring is used to make interest
payments (World Bank 1996; Bogetic 1993; Karsai and Write 1994).
Baddebt is a dummy that captures whether the firm had debts equal to
half or more of its equity (8.9% did).

Another control that is particularly important in the post-communist
context is the rate of taxation. Post-communist economies have under-
gone a number of very quick transformations of tax codes—and many
enterprise directors claim that taxation is neither uniform nor fair (see
King forthcoming). Furthermore, there is reason to expect that this
variable is not evenly distributed among firms with different types of
ownership. For example, for a period foreign firms in Hungary were
awarded tax reductions and holidays for 5 to 10 years as an incentive to
invest. Thus, any observed superior performance of foreign firms
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might be spurious, with taxation advantages being the real cause. Taxes
is a continuous variable recorded in the 1996 data set that measures the
percentage of revenues that are taxed in the total tax bill. The average
rate of taxation was 26.1%.

An additional fiscal variable likely to be important in the post-
communist environment is the continuation of 'soft budget constraints'
(see Kornai 1980). This might weaken firm performance because the
market does not sufficiently 'discipline' the firm (Schleifer and Vishny
1994). On the other hand, soft budget constraints might provide the
financial flexibility necessary for investment and restructuring.
Softbudget is a dummy variable constructed from the 1996 data set that
indicates that in the past year the firm has been late in paying taxes
and/or owes money to the social security fund. 40.6% of firms had soft
budget constraints according to this measure.

A different potential confounding variable is competition from the
dynamic or advanced capitalist word, including the Newly Industrial-
ized Countries of Asia. Arguably, competition with the major players in
the world economic system might be expected to discipline a firm over
time, leading to greater performance. Conversely, one could argue that
competition with huge, technologically superior Western producers, or
ultra-cheap Asian producers, would lead to a massive loss of markets
and revenues, damaging a firm's capacity to invest and restructure (see
Matzner 1996). The variable advanced comp., constructed from the
1996 data set, indicates the firm had major competitors based in Western
Europe, the U.S., or Asia. 52.0% of firms had such competition.

The last potentially important variable that will be considered in the
regression models using the 1996 data is sector. In any given year, one
might expect the particularities of the market for specific commodities
to be a major predictor of a firm's success. Some research also indicates
that sector might be important when measuring the effect of FDI.
Hlavacek (1998) finds that the effects that FDI has on quality of life
indicators varies by sector. Jaffee and Stokes (1986) find that the effect of
foreign direct investment depends on whether the investment is in
extractive industries or not. All firms in the 1996 data set were coded as
belonging to only one of three broadly defined sectors. The dummy
variable production measures whether the firm engaged only in manu-
facturing and/or construction (18.4% of firms). The dummy variable
Trade indicates a firm exclusively engaged in wholesale and/or retail
trade (20.6% of firms). If firms operated in both sectors they were coded
Both, the excluded category in the logistic regression models (61.0% of
firms).
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In the regression analysis performed on the 1997 data set identical age
and size variables were used. A dummy variable privatized, which indi-
cates whether the firm had been privatized or not, was also constructed.
This is an important potential control variable because some have
theorized a 'privatization shock' (see Mertlik 1996) in which the business
of preparing privatization dominates management's time and energy,
thereby delaying needed restructuring. 34.2% of the firms in the sample
had been privatized.

There are fifteen dummy variables to control for sector in the 1997
data set. These are: Chemicals (3.4%), Textiles (3.4%), Construction
(9.3%), Trade (23.2%), Engineering (8.25%), Food (5.15%), Financial
services (5.3%), Other services (9.8%), Tourism (2.4%), Agriculture
(which includes agriculture, fishing and forestry) (4.0%), Transport
(which includes transport and communication) (5.3%), Education
(which includes education, science and mass media)(4.o%), and Army
(which includes the armed forces and the police) (4.8%). Each sector
containing at least 12 firms was measured with a dummy variable. A
residual category, Othersectors, lumped together mines, oil,
paper/printing, household, and 'other industry' (5.3%). The suppressed
category consists of firms in electricity, public utilities, health and social
services (6.3%). Firms performing these activities are all highly regulat-
ed by the state.

Models and methods

Logistic Regression techniques are used because many of the
dependent variables taken from the 1996 data set were coded as categori-
cal variables. Tables 1 and 2 report odds ratios. These are the exponen-
tiated coefficients from the regression equations. They have a lower limit
of zero and no upper limit. They represent the likelihood that foreign
owned firms, compared to domestic private firms, covary with the
dependent variable. For example, an odds ratio of 3.0 for foreign
ownership means that a firm with foreign investment is three times as
likely as an equivalent firm with domestic private ownership to have a
positive value on the dependent variable. Odds ratios below 1.0 mean
that foreign owned firms are less likely than equivalent firms with
domestic private ownership to covary with the dependent variable. Thus
an odds ratio of 0.5 for foreign ownership means that such a firm was
half as likely as an equivalent firm with domestic private ownership to
covary with the dependent variable.
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The basic equation for the six models using the 1996 data is: Y =
a + Bi (Nodom) + B2 (Statedom) + B3 (Fordom) + B4 (Production)
+ B5 (Trade) + B6 (Size) + B7 (Prei99o) + B8 (Age) + B9 (Baddebt) +
810 (Loans) + Bu (Softbudget) + B12 (Taxes) + B13 (Advanced
comp.) + £.

Where Y = the log odds of a firm being a high performer in 1996. All
six models are the same except for the measure of firm performance.
Table 1 reports the odds ratios for foreign investment (relative to
domestic private ownership) and the control variables for the six
dependent variables taken from the 1996 data set.

TABLE 1

Odds ratios for foreign ownership and control variables (1996 data set)

Model 1
Foreign
inputs

Model 2
Pro-

fitability

Model 3
Increase

Model 4
New

employee

Model 5
Invest
in fixed
capital

* p <=.O5 (one-tailed)
**p<=.oi(one-tailed)
** p <=.ooi (one-tailed)

t p <=.O5 (two-tailed)
ft P < = o i (two-tailed)

t t t p<=ooi(two-tailed)

Model 6
Big

invest-
ment

F D I

Product.

Trade

Size

Preio.90

Age

Baddebt

Loans

Softbud.

Taxes(i%)

Advcomp.

1.818

1.230

I-74I
1.421

1-493

•998

.783

.829

3-729

.268

2.IO3f

.290***

•567

.678

1.277

2.no

.992

.521

I-37I

.078ft

.280

1-373

2.340**

•44of

•47 i t
i-°33

3-3°7

-9S6t

1.281

1363

1.301

.717

1.390

2.11**

.847

•250tt

I.483**

.866

•984

-657

.984

3-933

1.203

2.361ft

1.819*

1.190

.686

1.280**

.612

1.017

1.030

1.630*

.461

1.156

1.299

2.140*

•923

•979
2.677***

.683

•973

•973

2.092**

.441

•5638

.771
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Results from the 1996 data

As can be seen from Table i, foreign ownership is the most consist-
ently important determinant of firm performance after controlling for a
number of variables. Compared to domestic private ownership, foreign
owned firms are more than two times as likely to have increased their
revenues, more than twice as likely to employ new laborers, almost two
times as likely to have invested in fixed capital, and more than two times
as likely to have invested at least 10,000,000 HUF in 1996. These find-
ings across four indicators of economic performance makes it fairly clear
that firms with dominant foreign ownership perform better than
domestically owned private firms.

In light of these results, the fact that foreign owned firms are less than
a third as likely than domestic private firms to be profitable is quite
surprising. Profitability, after all, is traditionally held out as the best
indicator of firm performance. Anti-FDI advocates could argue that
lower levels of profitability are probably the result of transfer pricing
profits out of Hungary to minimize the multinational tax bill. On the
other hand, because many foreign owned firms received tax breaks or
even tax holidays in the first 5 to 10 years of operation, they may have
had an incentive to use transfer pricing to move profits into Hungary
during this period. What seems most likely, given the superiority of
foreign firms on the other indicators, is that that domestically owned
private firms are able to have superior profitability without as much
investment or restructuring.

This could occur for a number of reasons. It might be because they
have special information about niche markets (although this is at least
partially controlled for with the variable 'advanced competition'). It is
also possible that superior knowledge of the local economic landscape
allows them to restructure in ways that require less monetary investment
than foreign firms. They may recognize new opportunities and be able to
innovate much as they did under the shortage economy—perhaps they
are natural 'flexible specializes' because of this inherited skill. If this
were the case to a significant extent, however, we would expect domes-
tically owned private firms to perform more favorably than they do when
compared to foreign owned firms in terms of increasing their revenues.
It is perhaps more likely that domestically owned firms are better able to
exploit network ties to political actors forged in the socialist period. For
example, they might use these connections to disproportionately receive
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state contracts or subsidies that allow for a high rate of profit (see Stark
1989, 1992, 1996; Stark and Bruszt 1995; and King forthcoming for a
discussion of the continuing importance of network ties formed in the
socialist period in the post-socialist environment). Alternatively, it could
be that the foreign owned firms enjoy such an advantage in terms of
market access and investment capital that they are not as concerned with
economizing as much as domestic firms. Rather, they may be focusing
their activities on the growth of market share. Finally, it is also possible
that profitability simply doesn't have as great validity as these other
indicators of performance. Profitability can be manipulated, although
most domestic firms would have an incentive to manipulate profits down
to minimize taxes.

In spite of the low levels of profitability, the other indicators consist-
ently rate foreign owned firms as the star performers of the post-com-
munist economy. However, the story is even more favorable to the pro-
FDI position when one considers the lack of statistical significance for
the finding that foreign owned firms are more likely than domestic
owned firms to import a high percentage of inputs. Those in the anti-
FDI camp insist that foreign ownership leads to underdevelopment by
importing what were previously domestically produced intermediary
goods (see Evans 1979). This should damage the balance of trade and
destroy domestic demand and jobs. Thus, while foreign owned firms
were almost twice as likely as domestic private firms to have more than
half of the firm's inputs originate from external sources, this difference
did not even approach being statistically significant. This was because
most firms seemed to purchase most of their inputs from domestic
sources (only 13% of the entire sample imported such a high proportion
of their inputs).

While ownership was clearly the most important predictor variable
overall, some of the control variables were also important. As expected,
size seems to matter a great deal. The larger the firm, the more likely the
firm is to make investments and to hire new employees. Let us take the most
typical domestically owned firm (four years old, with a tax rate of 25%, with
advanced capitalist competitors, loans, no bad debt and no soft-budget
constraints) as an example. The likelihood of making an investment of at
least 10,000,000 HUF for such firms in the 25th percentile (73 employees)
is 43.5 5%, for firms in the 50th percentile (120 employees) it is 55.23%, and
for firms in the 75th percentile (240 employees) it is 71.17%. We see a
clear pattern of accelerating economies of scale.

Another important variable was sector. Firms that engaged only in
production or engaged only in trade performed significantly worse than
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firms that engaged in both activities. This might reflect the institutional
uncertainty of the post-communist economies—where firms that can do
both marketing and production may be able to respond flexibly to this
uncertainty and thus have superior performance. Or, it might reflect
high transaction costs in the post-communist environment, with firms
that are capable of performing more activities themselves able to avoid
the opportunistic behavior of other firms. Interestingly, with the
exception of a slight negative effect of firm age on increasing firm rev-
enues, the age of the firm does not have an effect on performance,
undermining with the notion of the under-performing 'dinosaur'.

All but one of these results were confirmed in the analysis performed
using the 1997 data set. The basic model for the equations using the
1997 data is:
Y = a + B1 (Nodom) + B2 (Statedom) + B3 (Fordom) + B4 (Otherdom) + B5
(Size) + B6 (Privatized) + 67 (Pre 1990) + B8 (Age) + B9 (Chemicals) + B1 o
(Textiles) + B11 (Construction) + B12 (Trade) + B13 (Engineer-
ing) + B14 (Food) + B1 s (Financial services) + B16 (Other services) + B17
(Agriculture) + B18 (Transport) + B19 (Education) + B20 (Army) + £.

The three different dependent variables are increase in profits,
increase in fixed capital and increase in labor productivity. Table 2
reports odds ratios for FDI and the control variables for the latter two
measures of firm performance (the profitability model is not reported
because it had no significant, or even suggestive, results).

What is clear is that foreign investment is still an excellent predictor
of firm performance—even when one controls for sector more fully than
in the first six models that use the 1996 data. Foreign owned firms are
almost twice as likely as domestically owned private firms to be above
average in increasing labor productivity. They are also more than 1.5
times as likely as domestically owned private firms to have increased
their fixed capital investments more than average.

These findings also speak to the potential selection bias discussed
above through the use of the detailed sector variables. Some firms were
modernized by the communist regime just prior to the revolution—and
these might be more attractive to foreign capital. Investment usually
went to entire sectors that were typically monopolistic. Even when the
sector did not consist of a monopoly, there was extensive cooperation
among the firms in the sector leading to similar investment status ('plan
bargaining' was typically organized by a group of managers from firms
within a particular sector). Thus, if sector captures 'firm potential',
controlling for sector allows us to see if foreign owned firms have su-
perior performance beyond any selection bias. An example of this is the
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TABLE 2

Odds ratios for foreign ownership controls variables (1997 data set)

FDI

Size
Chem.
Textile
Constr.
Trade
Engin.
Food
Trans.
Agr.
Army
Educ.
Tourism
Finserv.
Othserv.
Othsec.
Privatiz.
Prei99O
Age

* p <=.O5 (one-tailed)
** p <=.oi(one-tailed)

Increase in labor
productivity

1.987**

.716
8.25ft
i.636t
2.117

1.671
1.207
2.675
1.123

1-359
.625

1-743
•347

2-245
2.129

1.177

.762
•938
•995

Increase infixed
capital

1-549*

1.806

1-723
1.723

i-34i
2.764
1.213
1.639
5-456tt
1.940

n.429tt
3956
1.881
4-869t
3-428f
2.806
-426ft
.624
.996

t p <=.os (two-tailed)
f t P <=.oi (two-tailed)

pharmaceutical industry, which had been the flagship industry during
the late socialist period in Hungary and thus received major investment
funds from the state. Much of this sector was privatized by French-
based multinationals. Controlling for sector is therefore at least an
approximate control for the possible sample selection bias.

Notably, the contrary finding on profitability from the 1996 data is
not supported with the regressions using the 1997 data. Foreign owned
firms are not less profitable than domestically owned firms. Nor are they
more profitable as the pro-FDI position would predict. Perhaps the
various purported effects cancel each other out. It could also be that the
negative effect of foreign ownership and profitability holds only for 1996
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and 1997, and not over the period 1993-1997. Possibly, tax holidays that
had been granted to some investors might have run their course by 1997,
thereby prompting firms to begin transferring profits to other tax havens
located in the multinational empire.

Finally, the control for privatization is statistically significant for
increasing fixed capital by less than average levels. This is a confirmation
of the 'privatization shock' hypothesis.

Discussion and conclusion

If we return to the initial six hypotheses, we see that the evidence
strongly supports the position that FDI is developmentally beneficial.
Foreign ownership did not provide less stimulation to domestic produc-
ers of inputs than domestically owned firms (the effect was nowhere near
being statistically significant). Foreign owned firms were able to dis-
proportionately increase their revenues, hire new labor, invest in fixed
and variable capital, and increase labor productivity. Taken together,
these findings strongly support the pro-FDI position. The only pro-
FDI hypothesis that was not supported is that foreign owned firms are
more profitable than domestic firms. In one of the regression models
using the 1996 data set, foreign owned firms are significantly less likely
to be profitable than domestic private firms. Possibly, this is the result of
transfer pricing. However, this finding on profitability was not repeated
in the regression model using the 1997 data set.

These findings speak directly to the debate on the role of FDI in
development. The methodology employed in this paper is more reliable
than studies relying on state-level macroeconomic data in a cross-
national comparative framework because it eliminates a possible eco-
logical fallacy. There are many variables that contribute to a country's
overall economic performance, and these are likely to also have a causal
effect on levels of FDI. Thus, any findings based on relating aggregate
levels of FDI to development will have a difficult time ruling out spur-
ious results. (After more than twenty years of using cross-national
state-level data, researchers have failed to produce a consensus on this
issue; another logic of inquiry should be used to complement the more
traditional research strategy.) Different types of data to answer the same
question can only increase our confidence in our findings. Of course,
there is no reason to limit such future data collection to firm comparisons
within a single country. Firm level data collected in multiple countries
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would be the most valuable data of all, allowing the factoring out of
various state level variables like trade liberalization or monetary policy
from firm level processes.

The findings are consistent with the cross-national studies, such as
Firebaugh's (1992, 1996), that conclude that foreign investment is
positively related to growth. However, these findings are even stronger
than Firebaugh's in their support for the pro-FDI position. Firebaugh
agrees with Dixon and Boswell (1996) that foreign owned firms are not
as developmentally beneficial as domestically owned firms, that they
have a negative differential productivity. The findings from this paper
speak directly to the economic activity of foreign firms compared to
domestic private firms, and offer strong support for the position that
foreign firms have a positive differential productivity rate compared to
domestic firms (confirming De Soysa and Oneal's [1999] recent finding).

These findings, because they are based on data that does not cover an
extensive period of time, are still logically consistent with the various
interpretations that see foreign investment as being negatively associated
with economic development in the long run (e.g. Dixon and Boswell
1996; Kentor 1998). After initial investments and growth, foreign owned
firms may export large amounts of capital out of the country through
profit repatriation, and they may become new monopolists. Detailed
case studies of dozens of firms in Hungary, while revealing some in-
stances of this pattern, do not generally support this position (see King
and Varadi 2000; King forthcoming). Still, the logical possibility of a
growing monopolization of the economy combined with a repatriation
of profits is clearly a recipe for stagnation. Indeed, the absence of data on
the repatriation of profits in the models employed in this paper could be
seized upon by those that have a negative view of FDI to challenge all of
the findings in this study. This argument, however, is logically premised
on the assumption that domestic owners are more likely than foreign
owners to keep their profits in the country. This assumption is clearly
untenable in the post-communist environment, where we know that
domestic actors have exported huge sums of money (indeed, vastly
exceeding profits) out of various post-communist economies. To
conclusively answer the question of repatriation verses re-investment we
would need longitudinal firm level data on both total investment and the
repatriation of profit.

While foreign ownership theoretically might still damage the eco-
nomy in the long run, based on the available data, foreign ownership
seems to have had a largely positive effect on the Hungarian economy.
What is clear is that compared to domestic private firms, foreign owned
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firms were superior in their ability to make investments and increase
their revenues through exports. While Hungary's post-communist eco-
nomic performance has hardly been 'good', it might have been closer to a
Russian style debacle if not for the beneficial effects of FDI.

This need for investment must be analyzed in the historical context in
which the transition from socialism was carried out. First, Eastern
Europe received no Marshall plan to stimulate investment as Western
Europe was granted after World War Two (nor the spillovers from great
levels of defense expenditures associated with rearmament during the
Cold War). Virtually all analysts agree that most enterprises in post-
communist countries need massive amounts of new investments to be
internationally competitive. But investment capital is extremely scarce
in this environment, where domestic bank loans are usually prohibi-
tively expensive or can only be obtained through clientelistic connec-
tions (King 1996, 1997, forthcoming). In this context, foreign invest-
ment may be the only significant source of capital available. Second, the
importance of gaining access to Western European markets cannot be
underestimated. All cases of successful 'catching-up' in the post-World
War Two period have relied on exports to drive this process. Germany
and Japan modernized their economies during the 1950s and 1960s by
capturing an increasing share of the U.S. market, much as South Korea
and Taiwan were able to capture export markets in the 1970s and 1980s,
and now the Chinese in the 1990s (see Brenner 1998).

Let us conclude by touching on the policy implications of the find-
ings. Poor countries, especially in the post-communist world, should not
curtail or eliminate FDI. Based on the findings of this paper, the current
trend towards increasing FDI in the transition economies of Eastern
Europe should be encouraged. This should not, however, be taken as
evidence for the entire 'Washington Consensus' that is associat-
ed with structural adjustment programs and shock therapy regimes.
FDI cannot serve as a substitute for an industrial policy, but should be
strategically encouraged as part of an effective industrial policy.
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