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Abstract 
 
This thesis examines the investment climate and foreign direct investments’ attractiveness 

in Ukraine. The theoretical approach for the explanation of foreign investors’ decision-

making is presented on the basis of the selected theories of transnational corporations. 

Descriptive and comparative analysis of the investment flows in Ukraine since its 

independence is made on the basis of statistical data from the National Statistics Committee 

and World Statistical Databases. Analysis of variables which I regarded to have a potential 

influence  on  foreign  investors’  decision-making  in  Ukraine  was  held.  The  econometric  

method of regression analysis was used to determine the significant factors among the 

chosen for the analysis.  

 

Abstrakt 
 
Tato bakalá ská práce zkoumá investi ní prost edí a atraktivitu zahrani ních investic na 

Ukrajin . Teoretický p ístup je použit pro vysv tlení rozhodování zahrani ních investor . 

Tato analýza je založena na teoriích o transnacionálních korporacích. Za pomoci statistických 

dat Národního statistického ú adu a mezinárodních statistických databází je uskute na 

deskriptivní a komparativní analýza toku investic na Ukrajin . Dále je uskute na analýza 

veli in majících potencionáln  vliv na rozhodování investor . Ekonometrická metoda 

regresní anlýzy je použita na ur ení signifikantních faktor . 
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Introduction  
 

Transnational corporations (TNC) along with foreign direct investment (FDI) are 

important for the World economy globalization process. New globalized economic system 

consists  of  the  foreign  direct  investment  flows,  global  financial  and  trade  systems,  and  

development of technological processes. FDI fostered the economic growth in the World 

and improved the life standards. Investment flows generate employment, attract new 

technologies and stimulate modernization of plants. They contribute to the more tight 

economic  cooperation  with  foreign  companies  and  to  the  more  stable  currency  exchange  

rate. It should help to avoid the big amount of foreign credits. In spite of all the advantages 

there is a risk of gaining the control by the foreign countries or companies over the home 

country strategic industries, which influence the everyday life of the state population and 

will cause problems for the recipient country after all. 

These facts emphasize the importance of studying the TNCs’ activities in each state.    

A study on TNCs’ development in Ukraine is urgent because a lot of barriers to trade and 

investment impediments still exist since Ukraine gained its independence. In this thesis the 

research on the attractiveness of the FDI flows is made. The research in general can be 

divided into two parts. In the first theoretical part the selected theories on the TNCs should 

let us to understand the privileges which were regarded to be of the most importance for 

the  investors  since  1960’s.  The  second  part  represents  the  research  based  on  the  real  

numbers. Comparative analysis based on statistical data used in the description of the 

investment flows in Ukraine should help us to understand the current situation on the 

investment market. The final objective of the thesis is to choose the potential factors, which 

influence the investment climate in Ukraine. The econometric method of regression analysis 

will be used to verify the hypothesis on the significance of chosen variables for attracting 

FDI. 
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Chapter 1 

Development of Theories of Transnational Corporations 
 

1.1 Transnational corporations as main actors of the globalization 
process 

 

In this chapter the different approaches to the definition of the globalization process will 

be introduced. That should help to understand the role of the transnational corporations in 

this  process.  The  main  theories  of  the  transnational  corporations  will  show  us  the  main  

aspects in the companies’ functioning and will help to evaluate the potential of Ukraine in 

FDI attractiveness from the theoretical point. 

Modern system of the economic relations is heavily influenced by the World economy 

globalization process. Paul Collier considered this process to be comparable to integration.  

“Integration is the result of reduced costs of transport, lower trade barriers, faster 

communication of ideas, rising capital flows, and intensifying pressure for migration. 

Integration or “globalization” has generated anxieties about rising inequality, shifting power 

and cultural uniformity” (Collier, Dollar [7]). Malcolm Waters asserts that globalization has 

an  older  origin.  “Globalization  is  at  least  contemporary  with  modernization  and  has  

therefore been proceeding since the sixteenth century. It involves processes of economic 

systematization, international relations between states and an emerging global culture or 

consciousness.” (Waters [30]) 

In general, the integration process is a process of growth of cross-border goods and 

services’ flows, growth of export of capital and intensive exchange of information and 

technological innovations. It is carried on mainly by the transnational corporations’ (TNCs) 

activity, which make them to be the main actors of the globalization process. This tendency 

does not stop even with respect to the recent world economic and financial crisis. There are 

82 thousands TNCs and 810 thousands of their foreign branches in the world. Most of them 

have headquarters in the European Union, Northern America and Japan, which are called 

the Triad countries. These countries create 75% of the World production. The TNCs based 

there  manufacture  80%  of  the  total  production  of  all  TNC.  Sales  of  foreign  affiliates  
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constitute 30311 billion, while sales of top 100 non-financial TNCs are equal to 8518 billion 

dollars (UNCTAD [25]). 

Nevertheless, analysis of TNCs reveals both advantages and disadvantages of  their  

functioning.  Among the important advantages I consider to be: 

  International distribution of labor force, that leads to more effective distribution of 

resources and costs, and to the growth of the average living standard in particular 

countries  

 Economies of scale, which can induce decrease in expenditures and prices 

 Sharing of technological innovations between the countries 

The fact that the globalization processes take place mainly in the industrial (developed) 

countries leads to the negative impact on the rest of the World. The consequences of such 

processes can be as follows: 

 Control is being transferred from the existing sovereign governments to the world 

organizations 

 Spreading of the different collapses of the local economies, for example, Asian crisis 

and the Latin America (1997-1998) crisis transformed into the World financial crisis 

 Particular  instability caused by the international speculators’ activities 

 Inequality of the welfare and the internationalization level between rich and poor 

countries 

 Unemployment growth and dismissing of workers who are not acquainted with 

technical innovations 

As a conclusion, the globalization processes, and the TNCs in particular, tend to have 

both positive and negative influences on the World economy functioning. The 

understanding of the TNCs’ benefits and negative influences are regarded to be the 

important for implementation of adequate legislative policies regulating their activities in 

each state. 

1.2 Definition of Transnational Corporation 
 

We can observe plenty of different names and definitions of corporations in economic 

literature, such as multinational enterprise or corporation, transnational corporation, 

International Corporation, and so on.  
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Raymond Vernon, professor of Harvard University and the founder of one of the basic 

theories on TNCs, uses the term multinational enterprise (MNE) and defines it as “... a 

parent company that controls a large cluster of corporations of various nationalities. The 

corporations that make up each cluster appear to have access to a common pool of human 

and financial resources and seem responsive to elements of a common strategy. Size is 

important as well; a cluster of this sort with less than 100 million in sales rarely merits much 

attention. Moreover, the nature of the group’s activities outside its home country is 

relevant... ; finally, the enterprises involved generally have a certain amount of geographical 

spread;  a  parent with a stake in only a  country or  two outside its  home base is  not often 

found on the list” (Vernon [29]). While Vernon in his definition emphasizes the territorial 

size of the corporation and the amount of it turnover, Dunning outlines the competitive 

advantages  of  each  corporation  and  calls  it  transnational.  He  writes  that  a  TNC  is  “…  a  

company seeking to service a market beyond its immediate catchment area must have some 

kind of advantage, which we shall call an ownership specific advantage over and above that 

possessed by its competitors, or potential competitors, producing in this market”. (Dunning 

[9]). Therefore, different criteria has been used by the economists when defining a 

corporation such as the amount of companies’ affiliates, size of the company, share of the 

foreign  labor  force  and  the  total  number  of  employees.  Such  a  variety  of  criteria  can  be  

explained by the different factors which were regarded to be significant for the analysis.  

The definition, which combines all the aspects of the TNCs’ nature, can be regarded to 

be from Ietto-Gillies. He says that “the TNC is a company that operates direct business 

activities in at least two countries… A company that engages in international business via 

exports and/or import of goods and services or via non-equity collaborative agreement, or 

that engages in international portfolio investment – i.e. investment undertaken for purely 

financial  reasons-does  not  become  a  TNC  by  virtue  of  these  business  activities…  To  be  a  

transnational, the company must operate directly in the foreign country via the setting up of 

affiliates, and therefore through the ownership of assets located abroad” (Ietto-Gillies [15]).  
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1.3 Development of Transnational Corporations’ Theory 
 

Due to variety of methods and criteria I have mentioned above, different theories on 

TNCs have developed during the 1960’s.  

Theories of International trade in the 1950s were explaining the TNCs existence on the 

basis of the differences in the country facilities which influence the character and the 

structure of the trade between states. This approach doesn’t include the analysis of TNC 

itself and is based on the assumption of the perfect competition and capital immobility. It 

was criticized in Hymer dissertation and by other economists later. Hymer rejected the 

assumption  of  perfect  markets  and  declared  that  the  FDI  theory  “cannot  explain  the  

territorial expansion of firms, because the essence of this explanation was the transfer of 

real, not financial assets; and that it occurred not in perfect, but in imperfect, markets” 

(Vernon [28]). Therefore theories I regard of the most importance are the monopolistic 

advantage theory (1960), product life-cycle theory (1966), the theory of internalization 

(1976) and the eclectic paradigm (1958-1988). 

 

1.3.1 Monopolistic Advantage Theory 
 

S. Hymer’s monopolistic advantage theory is presented in his dissertation (Hymer 

[14]). Hymer explains the TNCs activity from the microeconomic perspective. Firms are the 

subjects of the market, which determine the flows between markets. Firm increases its size 

by mergers and acquisitions, therefore also by the production growth until it is possible to 

do it inside the home country. Then firm starts to invest abroad and becomes international. 

Due to the economies of scale of the international firm, the barriers of entrance for new 

competitors appear and it leads to the monopolistic competition consequently. 

 

1.3.2 Product Life-Cycle Theory 
 

The Product life-cycle theory (1966) was developed by Raymond (Vernon [27]) in 

response to Heckscher-Ohlin theory of the international trade. Vernon accepted “the 

recognition that each might require a different portfolio of location/specific endowments 
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for their efficient production” (Dunning [12]). The product life-cycle is divided in three 

stages: the new, maturing and standardized product stage. On the first stage the product 

starts to be produced in the home-country. The home-country labor and resources are used, 

as Vernon’s theory is based on the assumption of immobile natural endowments and labor. 

At this stage basic characteristics of the product such as quality, size of the production, and 

technology are not established finally. Producer defines the consumer preferences and will 

rely on them when planning his future production. According to Vernon, integration of the 

particular  firm  in  the  world  market  depends  mainly  on  its  ability  to  improve  its  product.  

(Dunning [10]).  

During the second stage the main characteristics of the product are already defined. If 

demand  from  abroad  is  present,  production  size  increases,  as  it  leads  to  the  economy  on  

scale. The firm starts to export and produce in other developed countries at the same time. 

The demand for the product becomes more elastic. So, if the prices are determined mainly 

by the price of labor, then, according to Vernon, the production should be moved from the 

parent country to the Western Europe (cheaper from the point of view of an American) and 

then exported back to the parent country (USA). This happens at the third stage, when 

consumers have already used to the product and the producers have used to its 

manufacture. The production moves to the developing countries and is imported from there 

by the developed economies. The developed countries are then conducting research on 

another product. 

 

1.3.3 Theory of Internalization 
 

The internalization theory was first published by Buckley and Casson (Buckley, Casson 

[3]). The theory of internalization is based on the concept from the Nature of the firm by R. 

Coase.  It  assumes  imperfections  on  the  market  of  the  intermediate  products.  This  causes  

the transactional costs. So, the operations between markets should be executed inside of 

the firm within its “control and ownership” to minimize these costs. It says that it is much 

more efficient to produce and distribute production factors, goods and services inside the 

firm. Therefore TNC should provide the internalization of the production. Casson suggests 

distinguishing between vertical and horizontal integration. The vertical integration is defined 
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by the internalization of the tangible intermediate products, while the knowhow is 

integrated horizontally (Buckley, Casson [3]).  

 

1.3.4 The Eclectic Paradigm 
 

J. Dunning emphasized the fact that the development of TNCs can be caused by three 

groups of factors which increase its competitiveness. These factors are ownership 

advantages, allocation advantages and internalization advantages. He says that the theory 

of TNCs should be based on “… the configuration of competitive (or ownership (O)-specific) 

advantages  of  MNEs  relatively  to  those  of  non-MNEs,  the  competitive  (or   location  (L)-

specific) attractions of one country or region relative to those of another, and the benefits 

of firms exploiting these two sets of advantages by internalizing the market for the O-

specific advantages (including those arising directly from FDI), that is internalization (I) 

advantages” (Dunning [9]). Eclectic paradigm combines the approaches of all of the theories 

which have been already described above. Unlike internalization theory, it aims not to be a 

theory of the multinational enterprise, but a paradigm which encompasses various 

explanations of the corporations’ activities (Dunning [12]). 

 

Ownership advantages. Ownership advantages are the firm’s organizational capabilities, 

entrepreneurial experience and the intellectual potential of its managers, reputation of a 

firm, its political contacts and long-term business connections with other firms. Ownership 

advantages can be distinguished between tangible (natural resources, labor, and capital) 

and intangible (technology, information, access to intermediate goods’ market, 

qualification).  

One of the most important ownership advantages is possession of the unique 

technology. “Technology transfer lies at the heart of the issue of the growth of firms, 

domestically and internationally. Firms grow on their ability to create new knowledge and to 

replace this  knowledge so as  to extend their  market.  Their  advantage lies  in  being able to 

understand and carry out this transfer more effectively than other firms.” (Kogut, Zander 

[18]). 
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Location advantages. Location advantages used to determine the regions of the TNCs’ 

activities. According to Dunning, these are, for e.g., market size, provision with production 

factors, transportation costs, differences in prices, the development of infrastructure in the 

host country and others. The market size of the recipient country is mainly essential for the 

TNCs, oriented on the internal market  

 

Internalization advantages. In subchapter 1.3.3. in the internalization theory of Casson 

advantages  of  the  inside  firm  production  aimed  to  minimize  its  costs  has  been  already  

mentioned . These advantages help to avoid negotiating costs of a purchaser, on the one 

hand, and the need of seller to convince about the quality of intermediate products on the 

other hand. The theory tells that the internalization of the production is caused by the 

imperfections on the market and it is held through the horizontal or vertical integrated 

structure of TNCs. Especially huge losses caused by the market imperfections may happen 

when transferring technology, know-how and managerial experience due to additional costs 

on negotiations. Costs on a legal assistance and control of the production quality lead to the 

losses as well. It can be illustrated with such an example. Seller of the technology has to 

persuade the buyer that the price is legitimate. At the same time he cannot release all the 

technological secrets as he fare to reveal them before the deal is completed. Firms prefer 

internal rather than an external market channels for the ownership advantages transfer. 

Asian economies industrialization challenged the MNE theories. Indices on the labor 

productivity, communication costs and physical infrastructure started to differ significantly 

among countries. The geographical diversity of FDI flows creates new distribution of labor. 

The location distances are changing as well, because of the products’ technological 

complexity. The OLI paradigm became not applicable for explanation of the long-term FDI in 

natural endowments sectors. (Dunning [12]).  

That fact leads to the conclusion that the theories which have been described remain 

to be relevant for explanation of FDI flows before 1990’s mostly. The essential point which 

comes  up  from  the  analysis  of  the  different  theories  on  TNCs’  is  that  the  increase  of  the  

company size and diversification of its assets raises the effectiveness of the company 

functioning on the competitive markets. The ownership and location advantages described 

in Dunning theory emphasize the potential of Ukraine in the globalization process. That is 

important remark for the further analysis of Ukrainian investment climate  
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Chapter 2 

Description of FDI Flows since Independence of Ukraine 

 

2.1 Types of FDI and Investment Realization Decision 
 

In this chapter, practical points on FDI development will be presented to separate 

from the previous clearly theoretical part. Regarding the motive of the investor four types of 

the investments can be distinguished, such as resource-seeking, market-seeking, efficiency-

seeking and strategic-asset-seeking. 

Resource-seeking FDI is looking for production factors, which are not available in the 

domestic country (natural resources, cheap labor force). It can be investments in developing 

states or countries in transition. Market-seeking investments aim to penetrate or maintain 

the host country’s market. Efficiency-seeking investment is aimed to exploit the economies 

of scale advantages to increase the company profitability (in developed countries). 

Strategic-asset-seeking is aimed to prevent the loss of resource in future (in oil and gas). 

FDI can be realized in two ways at least. It can be Greenfield investment, which means 

a direct investment in host country economy. Main advantages of such an investment are 

considered to be the creation of the new jobs, transfer of the technology and know-how, 

even though the profit from the investment belongs to the investor's country. The other 

way  of  investing  can  be  held  by  means  of  mergers  and  acquisitions.  Merger  takes  place  

when foreign company purchases the existing assets of the local enterprise, while 

acquisition means its takeover (www.investmentsandincome.com). We will use these terms 

in the second chapter (see Table 1, page 21). 

According to Cohen, there are two basic criteria the investment decides on. The first 

one is the net profit. The second one is investment climate in the host country. It includes 

government policy character, political stability, macroeconomic policies, such as fiscal 

(corporate tax rate), monetary policy (interest rate). The „intermediate“ factors  consist of 

particular industries instruments such as subsidies, tax breaks, protection from import 

competition, exemption from antitrust laws, physical and human infrastructure and import  

barriers.  
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Nevertheless, there are no special and unique criteria by which investor determines 

the foreign recipient. These criteria can be determined according to the type of the 

investment. Resource-seeking investments emerged at the beginning of the globalization 

process in developed and developing economies. Market-seeking (including services-

seeking) investments widened the territory of the recipients for Western Europe and 

Canada in the 1950’s. These are investments from industrialized countries to other 

industrialized countries. Thus, the Triad of the United States, the European Union, and Japan 

were  at  the  same  time  the  source  and  the  recipient  of  FDI.  According  to  the  UNCTAD  

statistics FDI into the Less Developed Countries (LDC) with low labor costs started to flow 

massively since 1990s. The largest share of it flew to China, Hong Kong, Singapore, Mexico 

and Brazil (Cohan [6]). 

Decisions on foreign direct investments are not taken accidentally by corporations.   It 

is the result of rational considerations. Main reason to invest abroad is, of course a higher 

expected return on the investment in the foreign country. Even if the expected profit does 

not exceed the profit in home country, a firm may choose to invest abroad. It happens in the 

case, when a firm is very successful and it home market becomes too small for its activity. 

Now the question emerges whether it is better to produce and run business abroad or only 

to run a production in home country and then export. Reasons for investment can be 

investment incentives by host country or import barriers.  

Let us look at this problem from microeconomic perspective (Figure 1). Consider long 

term average cost curve of the firm (AC). This curve is for a small number of output 

downward sloping, which means that for these levels of output firm has increasing returns 

to scale. Then there is a segment where AC curve attains it minimum and for some level of 

output  returns  to  scale  begin  to  decrease,  so  AC  curve  starts  rising.  This,  so  called,  flat-

bottomed AC curve is used to model situation when firm has many levels of output, which 

are  optimal  from  perspective  of  cost  minimization.  Minimum  of  these  levels  of  output  is  

called  minimum  efficient  scale  (MES).  It  is  the  lowest  level  of  production  where  firm  

produces the most effectively. 

Now consider that firm faces a demand function D1 in home country and so it output 

is Y1. Firm decides on whether to invest abroad or export. Independently on its decision, if 

demand function in host country is D2, firm will face demand function D1+D2 and new 

optimal production will be Y2. Because Y2 does not exceed MES there are still increasing 
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returns to scale and so the firm will prefer export to foreign investment. It makes no sense 

to  invest  abroad  if  firm  does  not  fully  utilize  existing  facilities  in  home  country.  On  the  

contrary, if function in host country is D2’, firm cannot count on increasing returns to scale 

and will prefer to invest abroad. 

 
Figure 1: Minimum Efficient Scale and FDI 

 
Source: self-made on the basis of the theory on minimum efficient scale 

 
As a conclusion, the minimum efficient scale is the important factor for the decision 

between foreign investment and export. If new production level is lower than MES, then the 

firm will export. In opposite case the firm will invest abroad. 

 

2.2 Description of FDI Development  
 

There  are  82.000  TNCs  in  the  World  and  810.000  companies  form  their  foreign  

branches. Its prosperity plays the important role for the World total output as 100 largest 

world  TNCs  compose  4%  of  its  GDP  in  recent  10  year  period.  Specialization  of  these  

corporations is manufacturing (General Electric, Toyota Motor Corporation, Ford Motor 

Company), services (Vodafone Group, Electricite De France) and primary production (Royal 

Dutch/Shell Group, British Petroleum Company, ExxonMobil Corporation). 
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The world FDI flows grew significantly in 1990’s due to the international capital 

markets integration processes. During 1990 – 2007 the FDI grew by 856% from 207 billion 

dollars  to  1.979  billion  dollars.  World  financial  and  economic  crisis  was  the  reason  of  the  

end of the six year period of growth, which started in 2002. FDI flows’ decrease made up 

15% in 2008 while the growth in 2007 formed 35 % year-on-year (Figure 2).  

 

 
Source:  UNCTAD (United Nations Conference on Trade and Development) 

 

The decrease in 2009 made up 39% and its amount was equal to 1.000 billion dollars. 

It is planned to stabilize TNCs activity in 2010 and to raise its inflows to 1.400 billion dollars.  

In  2011  the  level  of  TNCs  flows  is  planned  to  reach  approximately  the  year  2008  level  

(UNCTAD [24], UNCTAD [25]).  

The impact of crisis differed among developed countries, developing countries and the 

countries with transition economies (South-East Europe, Commonwealth of independent 

states (CIS)). FDI inflows decline in developed countries started in 2008 and was proceeding 

in  2009.  FDI  inflows  in  the  rest  of  the  world  were  still  growing  in  2008  even  though  in  a  

smaller  rate  and  started  to  deteriorate  just  in  2009.  That  is  the  consequence  of  the  

developing countries' less dependence on the financial systems of the United States and 

Europe. Later on, these countries were more heavily hitted by the crisis as their economies 

were much dependent on export.  
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Source: UNCTAD 

 

FDI flows in CIS countries were continuously increasing during 8 years since 2000 

(Figure  3).  FDI  inflows  in  CIS  countries  still  continued  to  grow  in  2008  but  already  not  on  

such  a  scale.  Its  value  was  equal  to  10.693  million  dollars  which  made  up  8%  growth  

comparing  with  45%  in  2007.  Nevertheless,  value  of  mergers  and  acquisitions  in  CIS  

countries has declined significantly that year (see Table 1, page 21). Factors which incurred a 

decrease were (from developed and developing countries) investors' fear during the crisis 

and transition economies instability (UNCTAD [25]). In figure 3 we can observe the 

continuous FDI flows growth in Ukraine since it independence in 1991 but its value was still 

miserable if to compare with the other Central European states. 

 

2.3 Description of FDI Development in Ukraine particularly 
 

2.3.1 Ukrainian Position in World Investment Arena 
 

The  geographical  location  of  Ukraine  influences  the  investment  flows  due  to  its  

bordering with 5 European countries and Russia. The Black sea harbors are a big logistic 

advantage in Ukrainian infrastructure. That means that Ukraine is an important transit 

country for goods’ arriving by ships. It allows export grain and steel from Ukraine, as well. 

Nevertheless, investment climate plays the determinative role in decisions of the foreign 
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investors as it has been already affirmed at the beginning of the chapter. The openness of 

the economy and creation of the equal competitive conditions with the national investors 

stimulate  the  inflow  of  the  foreign  capital.  Investment  climate  can  be  defined  as  the  

perception of the market by the investor. Investor prefers the legal system stability to be 

able to plan his activity for a certain period of time. Instability causes the uncertainty of the 

investor on the results.  

Index of economic freedom counted by the Heritage foundation (counted on the basis 

of 10 macroeconomic freedom indicators) divides states on free, mostly free, moderately 

free, mostly unfree and repressed. Ukraine belongs to the repressed states with its 162th 

rank. It is ahead just of several African states, Turkmenistan, Venezuela and North Korea. 

Ukraine competitiveness and investment attractiveness level is one of the lowest in 

the  World,  as  well.  Its  total  rank  is  139,  comparing  to  Czech  Republic  on  the  56th place, 

Russia takes the 106th and Kazakhstan - on 71th (World Bank [32]). 

 

Figure 4: Business Environment Indicators (ranks) 

Source: Doing Business 2008 

 

 

The small area of polygon on the figure above demonstrates the Ukrainian poor 

business environment compared to the other countries. From know I will compare in the 
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thesis the Ukrainian economy with two biggest economies of CIS countries, such as 

Kazachstan and Russia, and one European Union representative Czech Republic. 

 

2.3.2 Description of FDI Development in Ukraine since Independence 
 

Since Ukrainian independence the weak economic environment in Ukraine was caused 

by supply decline even though the reforms were held. The transition period in Ukraine was 

one of the longest compared with the other CIS countries. FDI injections were mostly 

important to stabilize the economy. Nevertheless, the foreign capital was attracted through 

some private relations at the beginning. Majority of the foreign enterprises were aimed to 

import and distribute their production on the territory of Ukraine or to export for a lower 

prices to other transition countries. Consequently, there were no large TNCs’ investments 

during this period in Ukraine. The important role in the foreign investments’ development in 

Ukraine played the law on regime of foreign direct investments. It was implemented in 

1993. During this period the majority of TNCs’ foreign affiliates were established in Ukraine, 

such as Coca-Cola, Procter&Gamble, Philip Morris, Philips, Sony, Bosch, Daewoo Electronics, 

Samsung, LG, R.J. Reynold’s Tobacco and Amatil. This expansion can be explained by the law 

on foreign direct investment implementation. Taxes and other legislative levies on 

investment profit were guaranteed by the state. Ukrainian government released the TNCs 

from the tax on income for a 5-year period. Ukrainian market exploitation by the foreign 

residents was free due to the lack of the governmental regulations over the foreign 

transnational companies’ activities as well. Nevertheless, the cancellation of the law on the 

regime of the foreign investments in 1997 caused the decrease of „such” companies’ 

activities on the Ukrainian market.  
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Source: The World Bank 

 

Let us have a look on the FDI distribution by sectors in Ukraine. During 1990’s foreign 

nonfinancial investors were mostly interested in such industries as food industry and trade, 

and less interested in metallurgy, machine-building, finance, chemical and petrochemical 

industry and construction. Investments in capital-intensive industries in 1999, such as fuel 

did not exceed 10%, while in food and in trade it made 33,7 and 28,4 respectively (figure 6). 

That means that the capital was mainly injected into the high profit but not highly 

technological industries. As a result, FDI flows continued to increase in Ukraine, but the 

overall economic environment didn’t get better.  These industries are characterized by the 

fast return on the investment. Investments in capital-intensive industries, such as fuel 

(9.7%) did not exceed 10%. Investment climate improvement in Ukraine starts with the 

Orange  Revolution.  Largest  world  investors  in  many  branches  started  to  be  interested  in  

investment opportunities in Ukraine. In 2008 we can observe the larger spectrum of 

investments’ sectors. Trade accounted for 27%, finance 15%, construction 15% and 

metallurgy for 7%.  
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Figure 6: FDI in Ukraine by Sectors (in %) 

 
Source: State Statistics Committee of Ukraine 

  

 FDI inflows in Ukraine in 1999 came mainly from the USA, Russia, Great Britain, 

Netherlands and Germany (Figure 7). USA contributed the largest share, which was equal to 

589, 5 million dollars. In 2008 it was Cyprus with its 8593 million dollars. This fact can be 

explained by the tendencies of Russian and wealthy Ukrainian investors to invest from the 

offshore areas, such as Cyprus, Virgin Islands and Lichtenstein. This explains the Russian low 

share in investments in Ukraine. Russians as well as Ukrainians do not fear of the investment 

climate as they are used to equal business environment. The second reason for Russian 

investments expansion is the fact that political influence of Russia on the Ukrainian 

economy development exceeds that of the international financial organizations such as 

World Bank or IMF. The increase of the investments remains to be miserable if compared to 

the other states in Central Europe which went different way of privatization processes and 

legislative system development. 

 

Figure 7: FDI in Ukraine by Countries (in %)

 
Source: State Statistics Committee of Ukraine 
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Sharp rise in FDI flows in Ukraine in 2005 after the Orange Revolution was followed by 

its stable growth until the World crisis. Its biggest part consisted of mergers and 

acquisitions. In 2008 its’ net sales made up 5933 billion dollars (Table 1).  

 

Table 1: Mergers and Acquisitions in CIS Countries, 2006-2008 (current billion dollars) 

Country  2006 2007 2008 

CIS 
Net sales 4 596 2 8482 1 9739 

Net purchases 5 032 2 0690 2 0653 

Ukraine 
Net sales 261 1 818 5 933 

Net purchases 23 260 972 

Russia 
Net sales 5 811 22 753 13 777 

Net purchases 3 507 18 597 17 115 

Kazakhstan 
Net sales -1 751 727 -344 

Net purchases 1 503 1 833 2 047 

Source: World Investment Report 2009 

 

The total FDI inflows grew in the first three quarters of 2008 in Ukraine to 2596, 3762 

and 3401 million dollars respectively, but in the fourth quarter it decreased to 934 million 

dollars. FDI in Ukraine conducted over 10 billion dollars in 2008. The acquisition of OJSC 

Ukrsotsbank by Unicredit (Italy) equal 2.2 billion and the acquisitions of Sukhaya Balka GOK 

by Evraz group (Russian Federation) equal to 2.2 billion are the second and the third largest 

acquisitions respectively among ten top cross – border M&A in the Southeastern Europe 

and CIS countries.  

Nearly 80% of the Ukrainian export consists of processed metal. This sector with its 

high level of FDI has struggled a lot during world economic and financial crisis. That was the 

consequence of the decline in demand for exports by the developed countries.  

In general, Ukrainian higher level of FDI flows is always followed by the comparatively 

higher  level  of  GDP  (Figure  13,  14,  see  page  35).  This  emphasizes  its  importance  for  the  

state. Therefore, the impediments for the investments should be removed. Nowadays these 

impediments are presented in Ukraine by imperfections of the market economy, political 

and legal system instability, corruption, complicated tax system, low level of business skills 



20 

of the entrepreneurs, underdeveloped infrastructure and others indicators create 

impediments for the inward FDI flows in Ukraine. 
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Chapter 3 

Analysis of Factors influencing FDI Flows in Ukraine 

 

3.1 Determinants of FDI 

 

 In this chapter I am trying to find out which variables affect the size of FDI in Ukraine.  

We use the linear regression method to achieve this. Yearly size of FDI is the explained 

variable in our model.  Due to lack of  data,  series  starts  from 1998.  Now we look closer  to 

variables, which we choose as potential candidates for explanatory variables in our model 

and present arguments to prove this choice.  

3.1.1 Orange Revolution 
 
Important points in Orange Revolution Events  

 

By the end of 2004, political discrepancy in Ukraine was divided between several 

influential groups. Division was made due to the conflict of economic interests of the big 

financial groups in main industrial branches (metallurgy, machine-building, chemical 

industry, coal mining). The next factor was the intensification of the contradictions between 

pro-Russian east and south of Ukraine and pro-western west and central part of Ukraine. 

Presidential elections in 2004 were almost equally divided between those two campaigns. 

Pro-western campaign leader was Viktor Yushchenko and Julia Tymoshenko. Pro-Russian 

campaign leader was Viktor Janukovych. Orange Revolution started on 22 November 2004 

in Kiev, when Viktor Janukovych was proclaimed a winner by Central Voting Committee of 

Ukraine. More than a several tens of thousands of servicemen and special detached forces 

protected Kiev’s safety during these events. More than 100 thousand people came out on 

the main street to demand the cancellation of the voting results. Yushchenko insisted on the 

repetition of the second tour with the renewed composition of the voting committee. 

Western Europe and USA supported that demand. Votes were admitted to be invalid after 

the Parliament adopted the constitutional reform and established the Parliamentary 

Republic regime in Ukraine. Repetition of second tour of voting led to Yushchenko’s victory. 



22 

These changes were accepted positively by Members of the Europe Union and the United 

States. 

 One would expect that the changes brought by the Orange Revolution  would attract 

investments from Western Europe. The question is whether data confirm our hypothesis 

that Orange Revolution positively affects size of FDI.   

 

Orange Revolution as the variable for FDI regression model 

 

Looking  at  the  data  of  FDI  flow,  we  can  clearly  see  that  there  is  an  overall  positive  

trend but also a difference in size between period before revolution (1998-2004) and after 

(2005-2008) (Figure 8, left). I run a simple regression to estimate this trend 

 

 ,   = 1998, , 2008.                (1) 

 

The resulting regression line is depicted in Figure 8, left. Estimated values of trend 

coefficients  T ,    T  are not important at the moment. Rather the value of R-squared, which 

is 0.7689, is interesting. This tells us that simple linear trend explains approximately 77 % of 

data variance. We are interested in whether this number increases when Revolution came 

into play. So let us define the variable   (like Revolution) as following 

 

= 0   , for = 1998, , 2004;
1   , for = 2005, , 2008. 

 

 indicates time after Revolution of smoothed data.  Now define an improved model  

 

,   = 1998, , 2008.             (2) 

 

In fact variable  soothed data like in Figure 8, right. It is evident that resulting 

regression line approximates data better.  Value of R-squared in this model is 0.9203, which 

means approximately 15 % improvement comparing with the model (1). This proves 

legitimacy of considering Orange Revolution as potential explanatory variable. 
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Figure 8: FDI Flow in Ukraine and Orange Revolution 

 
Source: self-made 

 

The economy was growing before the Revolution but the income of the growth was 

distributed in an unclear manner. Yushchenko’s voting campaign was focused on the 

elimination of the main problems, such as Corruption. The impediments to these goals 

realization was no coordination policy between president, parliament and cabinet of 

ministers. This could be the reason of the economic growth decline in 2005. The policy of 

high social payments, increased wages and unstable economic environment led to the 

inflation raise at the beginning of 2005. Tymoshenko’s government popularity fell down 

because of the re-privatisation policy and government was discharged by the president. 

Export orientation of the Ukrainian economy deepened the unfavorable situation on the 

market, as the external demand for the metallurgy decreased. These facts caused the 

decrease of investments and GDP growth rate declined comparably to the previous year by 

the end of 2005. Nevertheless, in spite of the governmental failure, the amount of foreign 

investments  in  Ukraine  during  the  August-October  2005  was  equal  to  6  billion,  while  the  

total sum of investments made since the independence until that period was equal to 10 

billion dollars. The most prominent contribution for the economy was the reprivatisation of 

Krivorizgstal by Mittal Steel. Another good example is the privatization of Aval bank by 

Raiffeissen International for 1.03 billion dollar. During this period the agreements for the 

Ukrsostsbank and Ukrasibbank acquisitions were made, as well (Terterov [23]). 
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Ukraine, European Union and WTO 

 

Entrance to the European Union and WTO was scheduled as the closest goal after the 

Revolution. Negotiations on joining the EU in 2007 started in Ukraine. Nevertheless, the 

„take  it  or  leave  it”  agreement  was  made  between  EU  and  Ukrainian  Government.  That  

meant  that  Ukraine  did  not  take  it  as  the  obligation  to  implement  the  items  of  the  

agreement immediately. Moreover, the EU entrance is not possible without WTO entrance. 

(Terterov [23]). Ukraine first applied for WTO membership in 1993 and in recent 2008 it was 

accepted. The Revolution favored Ukraine’s intensive preparation for the WTO entrance. 

More than a half of WTO protocols were signed by Ukraine in 2005. Since that time, the 

significance of the trade with member countries has increased as it made up 62% of export 

and 58% of import in Ukraine in 2007. The decrees concerning tax system, system of 

standardization and conformity assessment, customs  system  (Customs  Code),  intellectual  

property rights legislation, used cars imports easiness, keeping environmental standards, 

presence of foreign auditors and life-insurers, foreign banks activity on the territory of 

Ukraine, import tariffs for manufacturing products regulation were held according to the 

other EU and WTO members decrees and conditions. The accession package of Ukraine was 

approved by the General Council of the WTO on February 5, 2008. Advantages of the WTO 

entrance concerning the tariffs levels were: 

Import tariffs 

 Agricultural products tariff decreased to 10.66% 

 Sugar and sunflower seed oil tariff set to 50% and 30% respectively 

 Industrial goods tariff increased to 4.95% 

 The replacement of the pervasive tariff for the food made from the agricultural 

products by the ad-valorem tariff  

Export tariffs and quotas reduction. That should assist for the Ukrainian exporters and for 

the domestic prices increase on grain, oilseeds and other products (World Bank [29]). 

 

 

 

 



25 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

BOX 1 - Ukraine and WTO The Chronological Perspective 
 

1993 Ukraine officially applies for the GATT/WTO participation. The special 
Workgroup for the Ukrainian application examination is created 

1994 June memorandum on the Ukrainian foreign trade regime was submitted 
to demonstrate the products Ukraine trade with and the way of trade. 

1997 Negotiations on goods and services‘ markets accessibility with the 
Workgroup members started.  

2001 Ukrainian president Leonid Kuchma determined the date of accession in 
WTO on 2001-2002 first, but later changed on 2003.The project for the 
entrance programme was adopted. 

2002 The sanctions for the money laundering were applied towards Ukraine. 
They were cancelled in 2003 but the country continued to be in the black 
list. 

2003 The next WTO entrance date remains to be year 2004. Bilateral protocols 
were signed up with 13 of 22 WTO members. 

2004 The international organization for the money laundering fight confirmed 
the resignation of Ukraine from the black list. 

2005 Protocols with 29 member countries were signed up and president 
Yushchenko proclaimed that Ukraine will enter WTO in a short period of 
time. The entrance was put off by the time Ukraine acquire status of the 
market economy country. 

2005 WTO general secretary Pascal Lami proclaimed that Ukraine still would 
have to wait until it enters WTO. 

2006 Ukraine gets the status of the market economy country. USA signs up the 
agreement on bilateral accessibility on the goods and services markets. 
The  negotiations  with  workout  group  are  held  with  49  among  50  
members. 

2007 The last protocol with Kyrgyz republic was signed up. Yushchenko 
proclaims that Ukraine could enter WTO on December 20, 2007 but the 
question study was postponed until 2008 by WTO general council. 

2008 General Council on the basis of the Workout group report approves the 
protocol on the Ukraine joining the WTO. The protocol was signed up by 
the president Jushchenko and WTO director Pascal Lami. 

Source:Snezko, [27] 
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3.1.2 Corruption 
 

Box 2 – The Consequences of the WTO entrance 
 
Metallurgy: Among the positive effects in metallurgy there are an increase in 

production  and  export  or  a  decrease  in  import.  Elimination  of  quotas  makes  the  
possibility  to  increase  exports.  The  foreign  investments  increase  due  to  the  
simplification of cross-border bank crediting conditions as well. Metallurgists will be able 
to protect their interests more confidently during antidumping investigations, as they 
will be able to use the WTO accepted mechanisms on arguments’ regulations. The 
negative consequence of WTO entrance may be twice a decrease of the export-
protective tariffs on the ferrous metals. 

Chemical industry: Decrease of custom tariffs on imports of chemical production 
will lead to increase of the import size. Competitiveness at the market will increase 
between foreign and home producers. That will cause further increase in production. 

Agriculture: Agriculture will stop to be financed by government and VAT for 
agricultural producers will be set to 20% instead of previous 0%. The adaptation period 
will be fixed for 5 years. These measures would lead to the decrease in agriculture 
production.  According  to  the  WTO  legislative  government  measures  taken  to  finance  
agriculture are mainly aimed not to support the production volume and producer prices 
but to develop scientific research, training and improve the qualified personnel. 

Machine building: This industry can struggle significantly due to the non-
protectionist policy. The bankruptcy of the electronic is expected due to the excess of 
these goods and of a better quality in addition. The customs duties decrease can 
stimulate internal production market of foreign machine building firms. Moreover, 
import  of  foreign  cars  older  than  8  years  is  allowed.  These  factors  would  lead  to  the  
decrease in domestic production, import increase, export decrease. 

Banking: Creation of the foreign banks branches would strengthen the banking 
system increase its credit portfolio. WTO legislative system’s adjustment would lead to 
the  growth  of  the  transactions  service  level,  decrease  of  the  periods  of  its  
accomplishment, increase of services sector and technologies improvement. The 
productions should increase, as well as exports and imports. 

Insurance sector: Increase in production, exports and imports. High risk level 
comparatively to other states but state insurance system does not invest in its 
development. Joining WTO should create the stimulus in the development of this field 
due to the foreign investment companies’ competition. Production should increase as 
well as exports and imports should. 

Furniture industry: Reduction of the import customs tariffs for the furniture 
production to 5.17% comparatively to the 22.6 % established in 1998. These would 
increase the competition in this field. The production and import will increase. Decrease 
in export is expected.  

Food industry: Confectionary industry is considered to be the most 
technologically developed in food industry. The import tariffs reduction for cognacs, 
brandy, whiskey, rum, vodka, gin, tequila, lickers is expected. Sunflower seeds export 
tariffs reduction would lead to the competitiveness’ increase at this market and will 
increase export of the sunflowers. 

Transport: Sea and air transport are functioning in international competitive 
conditions  already  for  some  time.  Water  transport  is  developed  weakly  and  will  gain  
from  market  opening.   Competition  will  harm  Ukrainian  hailers  and  costs  of  
transportation for Ukrainians can be increased. Railway will not be affected by WTO 
entrance as it is a state monopoly. 
 
Source: Institute of Economic Research and Policy Consulting 
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Corruption exists everywhere in the World and depends mostly on political and social 

institutions’ policies and on the way people seek wealth and power. Corruption in Ukraine is 

the result of the administrative inefficiencies, such as daily bribes for the government 

services or other permits and licenses. Corruption is used by state elites to gain its wealth, 

as well. Transparency in business gained by means of the low corruption indices is important 

for high foreign investments in the state. 

The analysis made up by the USAID defined the type of the corruption syndrome in 

Ukraine as the Elite Cartels syndrome. These elites, which are close to the organized crime, 

have privatized and acquired the state economic resources and influence the political 

parties, the mass media and the government. Such practices frighten the foreign investors 

(USAID [26]). Orange Revolution was an attempt to destroy the clans’ power, but the 

tendency of decrease of corruption in 2004 did not continue for a long period of time 

(Figure 9). 

 

 
Source: Transparency International1 

 

Michael Johnston defines Elite Cartels as „extended networks linking diverse elites 

who  share  a  strong  stake  in  the  status quo and in resisting political and economic 

competitors. Such competition, in most cases, is intensifying at least gradually. Elites in the 

cartel may include politicians, party leaders, bureaucrats, media owners, military officers 

                                                        
1 The Corruption Perceptions Index (CPI) measures the perceived level of public-sector corruption in 180 countries and territories around the 

world. The CPI is a "survey of surveys", based on 13 different expert and business surveys. 
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and business people—in both private and, often, parastatal sectors—in various 

combinations. Corruption will be moderate to extensive, but tightly controlled from above, 

with the spoils shared among (and binding together) members of the elite network” 

(Johnston [16]). 

On the other hand, Johnston regards the elite cartels corruption to be the instrument 

of “political stability and policy predictability” comparably to the underdeveloped political 

institutions which can have positive influences on the foreign investments (Johnston [17]).  

Four types of corruption are generally defined. 

Market Corruption is  a  type  of  corruption  which  exists  due  to  the  black  market  

functioning in Ukraine, illegal financial and ownership practices, the falsification of the 

reports and avoidance of tax payments. 

Patronage Networks exist when limited groups of individuals control corrupt bargains. 

These economic actors try to monopolize the government until the full control is settled. 

This form is less stable and less integrative, then the market corruption. 

Cronyism and Nepotism is the control over the unfair deals of a few persons, which 

belong  to  the  same  family.  These  deals  can  be  such  as  the  kin  people  hiring  on  the  

managerial positions, the subsidized purchases of the national ownership, the privileged 

access to the hard currency. Cronyism and nepotism is unstable and mainly internally 

integrated within limited elite groups or family members (www.korupzia.org.ua). 

Crisis Corruption is represented by businessmen activities in risky conditions. The term 

crisis emphasizes its significance and defines the temporary period of its existence. This 

form  is  neither  stable,  nor  integrative  and  can  be  transformed  to  some  other  form  of  

corruption. It can be represented by the new authorities in a power for taking decisions over 

purchases  and  sales.  This  can  lead  to  the  political  changes  (privatization  process,  state  

guarantees for investors).  

Unfortunately all of these four forms of corruption are spread in Ukraine, which 

means that the corruption is systemized. We may expect that, high corruption perception 

index in Ukraine has a negative impact on FDI. 
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3.1.3 Infrastructure 
 

Infrastructure determines the location of investments and its kind. Total area of 

Ukraine  makes  up  607  thousand  square  kilometers  with  population  of  41  million  people  

(ranks 27th), total GDP per capita is 7 thousand dollars, and HDI is 0.78 (ranks 76th in the 

World). Ukraine is situated in the Eastern Europe and shares it border with Russia and 5 

other European countries. That contributes to the significance as a transit country. 

Developed infrastructure reduces distances between countries. Transport 

infrastructure, power and telecommunications are especially important for doing business. 

Ukrainian total infrastructure’s rank is 79th, behind the Czech Republic (52) and Kazakhstan 

(69), but ahead of Russian Federation (86). The rank worsened by one place compared with 

2008.  

 

Figure 10: Infrastructure indicators (ranks) 

 
Source: World Investment report 2009 

 

There were hardly any significant investments from the time of Soviet Union collapse. 

The railroad infrastructure has the highest score among the other types of infrastructure 

and it takes the 30th rank in the World. The main contribution for such a high rate was the 
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investments made during the Soviet Union period. Developed railway infrastructure 

contributes to the competitiveness advantages and further investment flows in such 

industries as agriculture, manufacturing and extraction in Ukraine. Quality of air transport 

infrastructure increased to 101th rank, but quality of roads in Ukraine worsened to 125th 

from 116th rank. Many investment projects are planned o be realized on the Ukrainian 

roads network. Foreign investors rather do not risk investing in the Ukrainian infrastructure. 

The financial terms and inappropriate legislation terms on the distribution of land are the 

main reasons.  The quality of the motor roads causes 1 billion dollars reduction of transit as 

it  does  not  meet  the  cases  of  trans-European  transport  corridors.  Government  imperfect  

legislation restricts the private sector capital engagement in road construction and prefers 

to finance it by the loans from the international organizations. According to the World Bank, 

that  is  caused  by  the  lack  of  state  guarantees  to  cover  risks  of  the  investors  through  the  

direct road toll payments (World Economic Forum [34]).  

Ukraine  is  the  main  center  for  natural  gas  transit  from  Russia  to  Europe.  The  main  

route  is  from  Russia  to  the  Black  Sea  ports.  The  port infrastructure development has 

improved to the 80th place. The analysis of Ukrainian infrastructure led to the conclusion 

that Ukraine is capable enough to export mainly raw materials, but that the infrastructure is 

not so suitable for exporting goods with high value-added. (World Economic Forum [33]) 

Therefore, I assume the negative influence of the poor Ukrainian infrastructure on FDI 

flows. 

 

3.1.4 Wages 
 
ULC versus Wages 

 

The assertion of the unit labor cost (ULC) to be a determinative indicator for the 

foreign investors is supported by many economists. 

Unit labor cost (ULC) is equal to total labor costs (including benefits) divided by the 

real output. An increase in unit labor costs can serve as an indicator of potential inflation. 

This increase will cause the loss of the profitability, as well, unless the firm raises the labor 

costs.  
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 So, some  economists  used  to  assert  that  the  ULCs  are  lower  in  the  developing  

countries (Baumol, Golub, Blinder), which can be the result of its technological inefficiency 

(Dosi, Pavitt, Soete). The other group of economists (Hymer, Dunning, Markusen) asserts 

that the heterogeneity of the MNE affiliates caused by its ownership (well-known 

trademark, patented product etc.) and location advantages (infrastructure, skilled labour 

force etc.) raises its labour productivity and therefore decreases the unit labour costs. These 

advantages are privileged before the knowledge of the state language, culture and 

marketing. (Larudoo, Koechlin [19]). Nevertheless, the ULC in some low-wage countries may 

be identical with some of the high-wage countries. That can be the consequence of transfer 

pricing by export - oriented MNEs (Larudoo, Koechlin [19]). That is the reason I chose wages 

as a potential explanatory variable but not the ULC indicator. 

Disposable income per capita in Ukraine (3879 billion dollars) turns to be more than 

twice lower than that of other CIS countries such as Russia (11463), Kazakhstan (7769) and 

more than three times of the EU countries, such as Czech Republic (19457). 

 

 
Source: UNCTAD 

 

After all, we would expect the comparatively low wage level, which makes up the 

majority of income in Ukraine (figure 12), to have a positive influence on FDI. 

Nevertheless, we observe positive stable tendency of the total income growth in 

Ukraine (figure 12). Nominal income of the population grew by more than a quarter in 2008 

compared with 2007.  
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Source: State Statistics Committee of Ukraine 

 

Wages  made  up  43%  of  the  total  income  in  Ukraine  in  2008.  Profits  and  mixed  

incomes made up 15%, property incomes made up 4%, social benefits and transfers made 

up 38 %. 

Disposable income per capita increased by 26.4 % in 2008 (figure 11). Disposable 

income per capita per month made up 1217.2 UAH in 2009 and average month wage level 

was equal to 1909 UAH in 2009 which means that wages are the main source of disposable 

income of working population (www.ukrstat.gov.ua).  

 

3.4.5 GDP 
 

Hyperinflation caused by the karbovanec2
 appreciation after the Soviet Union’s collapse 

led  to  the  decrease  in  wages  in  1992  –  1996  in  Ukraine.  This  caused  the  consumption  to  

decrease, followed by the individual and aggregate demand decline and finally led to the 

significant supply shortage (GDP).  

 

 

                                                        
2 currency in Ukraine, which existed after the Soviet Union collapse till the modern currency Ukrainian hryvna 
was adopted 
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Source: The World Bank 

 

The increase of wages and adoption of the new currency „Ukrainian hryvna” in 1996 

stopped this decrease tendency of GDP and the stable growth began in 1999. The production 

decreased more than twice in 1999 compared to 1990. GDP was equal to 31.26 billion USD in 

2000 and constantly grew to 180.36 billion USD in 2008 in absolute values with the average real 

GDP growth rate equal to 7.3% per year.  

 

 
Source: State Statistics Committee of Ukraine 

 

Export  was  accounting  for  more  than  a  half  of  GDP  during  the  years  of  growth.  Higher  

openness of the state borders would be of a big advantage for Ukraine as GDP per capita of 
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Central European countries has risen significantly after it removed its investment barriers. The 

Ukrainian GDP per capita continues to grow in a comparatively lower rate.  

Industrial sector, in particular metallurgy, machine building and chemical industry, was 

the most financed sector in Ukraine since its independence. Construction sector, 

telecommunication, business, finance and personnel services were well financed. New plants 

were built for food processing, textile and clothing. Sectors continuing to remain behind are 

manufacturing, agriculture, government services and coal mining sector.  

During the whole 2005, year after orange Revolution, Ukraine experienced shocks in 

several sectors, such as oil, meat, and sugar production, and political and reprivatization shocks. 

This led to slowdown of the economy with GDP growth rate equal to 2.7%. The increase of the 

external demand on the markets led to the foreign investments inflow and the GDP grew by 

7%. The GDP growth was relatively high in 2007 and was equal to 7, 9%. The biggest part of the 

growth was due to the constructing, trade and processing industry. The 2008 recession resulted 

in an export decline and decrease of the domestic demand. There was weak demand for steel, 

so the main industry of Ukraine suffered very significantly. The GDP decline was 14 percent in 

2009. 

 

 
         Source:  UNCTAD 
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GDP growth as the variable for FDI regression model 

 

Does investor decide on whether to invest or not in particular country on the basis of 

the GDP size? This argument is doubtful, because GDP is made up by product of firms which 

are already present on the market. One would rather expect reverse causality – that rising 

FDI has positive impact on GDP. Investor is interested in market growth potential, rather 

than  GDP  itself.  Therefore,  we  think  that  GDP  growth  rate,  but  not  the  GDP  in  absolute  

values, affects FDI.  

Investors  cannot  decide  whether  to  invest  in  a  particular  year  on  the  basis  of  GDP  

growth rate that year, because such data is not available (they do not exist indeed). Investor 

can count with GDP growth rate from the previous year instead.  In conclusion I  decide to 

take variable GDP growth rate shifted by one year ahead as potentially explanatory. 

 

3.2 Regression Analysis 
 

According to section 3.1 I choose five variables as candidates for explanatory 

variables. Following table shows abbreviation for these variables. 

 

Table 2: Variables abbreviation 

Abbreviation Related variable 

Rev Orange Revolution 

W Wages 

GDPgr GDP growth 

CPI Corruption perception index 

Infr Infrastructure 

  

Our regression model is defined by equation  

 

 

                                                        ,                = 1998, , 2008 .        (3) 
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As  mentioned  above,  due  to  lack  of  data  the  series  starts  from  1998.  Random  

variables  are disturbances. Regression coefficients   are unknown deterministic 

numbers, which I aim to estimate. 

I’ve used the regression model, given by equation (3), on FDI data from two sources. 

First, data are FDI flows from World Bank statistics. Second, data come from Statistical 

Committee of Ukraine. They differ significantly because of different methodology of both 

institutions. While data from World Bank are net inflows coming from balance of payments, 

UKRSTAT direct investments to Ukraine include data from National Bank and State Property 

Fund of Ukraine (as for difference between market and nominal value of shares, property, 

etc., unrecorded in statistical reporting of some enterprises). All data used (both 

explanatory and explained variable) are presented in Appendix in full.  

Before estimating regression coefficients the verification of the model assumptions 

has to be held. I assume that disturbances are independent identically distributed variables. 

Moreover, I assume that disturbances are normally distributed with zero mean value. These 

assumptions ensure that coefficient estimation obtained by least squared method would 

attain Rao-Cramer lower bound and so would be the best unbiased estimation. All the tests 

will be done twice, first for World Bank data and second for UKRSTAT data. 

Let us start with normality assumption. Shapiro-Wilks test returns p-values 0.2604 and 

0.2802 respectively. So in both cases we cannot reject null hypothesis that disturbances are 

normally distributed. The normality of disturbances has been checked graphically as well. 

Figure 16 plots residuals’ standardized positions. The residuals are normal if this graph falls 

close to a straight line. 

Figure 16: Normal Q-Q - World Bank data (left) and UKRSTAT data (right)  
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Since now, we consider disturbances to be normally distributed. 

Assumption about zero mean of disturbances does not need to be verified. If it does 

not  hold  model  can  be  reparametrized  so,  that  new  disturbances  would  have  zero  mean   

value. Because normal distribution is determined by mean and variance, the only 

assumption needed to fulfill the requirements of identical distribution, is homoskedasticity. 

Homoskedasticity means constant variance for all disturbances. Figure 17 plots fitted values 

against the residuals. Because there is no obvious trend and points are spread evenly 

around horizontal line I conclude that homoskedasticity assumption holds. 

 

Figure 17: Residuals vs Fitted - World Bank data (left) and UKRSTAT data (right) 

 

 

Independence of disturbances assumption remains to be tested. As the normality 

assumption holds, the independence is equivalent to noncorrelation. I will test only 

noncorrelation hypothesis against alternative autocorrelation of first order by Durbin-

Watson test.  Values of Durbin-Watson statistics are DW=3.0994 and DW=2.1234. If DW is 

equal to 2, it means no autocorrelation. Corresponding P-values are 0.361 and 0.2578. So, in 

both cases we cannot reject null hypothesis, that disturbances are uncorrelated. 

Unfortunately,  the strength of  this  test  for  such small  number of  observations is  very low 

and  so  the  probability  of  rejection  is  small.  In  fact,  for  such  a  small  sample  there  is  no  

reliable method for checking independence. 

After checking the assumption I can make a statistical inference. Regressors’ 

estimation and results about significance are shown in following table. 
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Table 3: Results from regression model (3) 
 Explained variable 
 FDI flow (World Bank) FDI (UKRSTAT) 
 Estimate Pr(>|t|) Estimate Pr(>|t|) 
(Intercept) 9454.767            0.2545       -21729.65    0.051534  
Rev 3737.647   0.0456 * 1032.04       0.556954 
W 4.908 0.0129 * 16.18 0.000122 *** 

GDPgr -278.006                0.2536 596.76 0.062901  

CPI -22.977                0.9808 -402.51       0.718329 

Infr -114.762             0.1162   -49.93       0.509010 

Signif. codes:  0 ‘***’ 0.001 ‘**’ 0.01 ‘*’ 0.05 ‘.’ 0.1 ‘ ’ 
 

Value of R  is 0.9759 for World Bank data and 0.9935 for data from UKRSTAT. In both 

cases the model describes the data very well, but we see that only the few variables are 

significant.  For  the  model  with  World  Bank  data,  Revolution  and  Wages  are  significant  

variables. For the model with data from UKRSTAT, Wages and GDP growth are significant.  

Now I examine whether it is possible to simplify our models without a loss of quality. 

Let us define simplified regression models: 

 

                      ,                           = 1998, , 2008,            (4) 

                      ,              = 1998, , 2008.             (5) 

 

We  will  test  hypothesis  that  the  model  (4)  holds  (for  World  Bank  data)  against  

alternative that the model (1) holds (for World Bank data) and that the model (5) holds (for 

UKRSTAT data) against alternative that the model (1) holds. Test is based on the idea that if 

model (4) or (5) holds, than extension on model (1) does not bring substantial changes and 

fitted vectors  and  do not differ much. This consideration leads to test statistic 

with  F  –  distribution  (And l  [2]).  Test  gives  p-values  0.39  and  0.85.  So  in  both  cases  

hypothesis that simplified model holds cannot be rejected. Results about significance of 

parameters in simplified models are shown in following table. 
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Table 4: Results from regression models (4) and (5) 
 Explained variable 
 FDI flow (world bank) FDI (UKRSTAT) 
 Estimate Pr(>|t|) Estimate Pr(>|t|) 
(Intercept)  -307.926        0.55827 -2.326e+04        0.00408 ** 
Rev 4123.978   0.00780 ** -       - 
W 3.743      0.00934 ** 1.658e+01 1.10e-09 *** 

GDPgr -                     - 6.110e+02           0.00574 ** 

Signif. codes:  0 ‘***’ 0.001 ‘**’ 0.01 ‘*’ 0.05 ‘.’ 0.1 ‘ ’ 
 

Value of R  is 0.9577 and 0.9923, comparing to 0.9759 and 0.9935 from more 

complicated model. We can say that we construct simpler models without loss of quality. So 

models (4) and (5) are better than (3). 

 

3.3 Interpretation of Results 
 

High values of coefficient of determination in my models have much to do with small 

number of observations. Other reason for such high values is that variable wages itself 

corresponds to FDI data well.  

We expected that low wages attract FDI. So coefficient  should be negative. 

Nevertheless in all models (3), (4) and (5) this coefficient came out to be positive. This can 

be explained by the deeper look at the relation between wages and FDI. Dependence 

between wages and FDI is mutual and cannot be simplified to causality, that lower wage 

causes higher FDI. It sounds reasonable that low wages attract FDI, but on the other hand, 

higher FDI increase production and that makes pressure on wages to rise.  In the Ukrainian 

case perhaps the second effect exceeds the first one. 

Other significant variables are Revolution (for World Bank data) and GDP growth rate 

(for UKRSTAT data). For these variables the estimated value of regression coefficients 

corresponds to the expected sign. Revolution and GDP growth rate have a positive impact 

on size of FDI. 

Corruption Perception Index and Infrastructure appear not to be significant. These 

variables do not bring any additional information to that gained from variables mentioned 

above. I cannot affirm that foreign investors do not count within these variables, but at least 
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it seems like they do not reflect on corresponding indicators published in Transparency 

International and World Bank. 

  



41 

Conclusions 
 

I can conclude after studying the theories of the transnational corporations and its 

origin that no uniform criteria exist for these corporations decision on investment. 

Therefore, the interest of quantitative analysis increases. I examined and tested the basic 

criteria, using the hard data for Ukraine. 

In spite of the growth of investments in Ukraine during the last decade its level 

remains much behind the Central European countries. According to the statistical data 

analysis, resource-seeking and the market-seeking investments exceed in Ukraine 

nowadays. That means neither efficient-seeking investment, nor strategic–asset seeking 

investment are attracted in the country at appropriate level. It decelerates the overall 

economic development of the state. According to the regression analysis, wages appeared 

to be the main determinative factor for attracting FDI in Ukraine. This competitive 

advantage is not enough and it loses its significance. Significance is deteriorating because 

the economic activity in Ukraine went up due to the FDI growth. That fact caused the higher 

demand  for  labor  and  to  the  following  increase  in  wages.  Therefore,  the  main  source  of  

present FDI growth may be exhausted soon. That fact emphasizes the need of changes in 

other factors, which influence the investment climate in Ukraine, such as corruption, 

infrastructure and the political stability.  

The  next  essential  factor  turned  out  to  be  the  Orange  Revolution  for  FDI  inflows.  I  

affirm that it was purely a psychological factor, as there were no critical changes among the 

other variables since the Revolution. That let me conclude that the expectations are an 

important factor for TNCs’ functioning. 
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Appendix 

 
Data for Regression Models 
 
Year FDIflow 

World Bank 
(current 
million 
dollars) 

FDI 
UKRSTAT 
(current 
million 
dollars) 

Wages 
(average 
nominal 
wage per 
month) 

GDPgrowth 
(%) 

Infrastructue 
(Index) 

Corruption 
Perception 
Index 

GDP 
(current 
billion 
dollars) 

1997 - - - -3 - - - 
1998 743 2063,6 153 -1,9 2,15 2,8 41,9 
1999 496 2810,7 177 -0,2 2,64 2,6 31,6 
2000 595 3281,8 231 5,9 2,7 1,5 31,3 
2001 792 3875 312 9,2 2,70 2,1 38,0 
2002 693 4555,3 376 9,2 2,7 2,4 42,4 
2003 1424 5471,8 462 5,2 3,3 2,3 50,1 
2004 1715 6794.4 590 9,6 3,2 2,2 64,9 
2005 7808 9047 806 12,1 3,4 2,6 86,1 
2006 5604 16890 1041 2,7 3,2 2,8 107,8 
2007 9891 21607,3 1351 7,3 3,1 2,7 142,7 
2008 10693 29542,7 1806 7,9 3,50 2,5 180,4 
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