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Abstract

Firms may need tax incentives to increase their viability and their profits and
governments need those incentives to attract significant FDI inflows in order to
decrease the unemployment rate, finance their deficits, increase their produc-
tion, their GDP and thus to fine-tune their economic development. Although
tax incentives in Bulgaria seem to be of less importance for the majority of
foreign investors, those incentives do seem to be significant for enterprises,
which belong to the textiles sector. MNEs established FDI projects in specific
areas with high unemployment rates, creating an export base and exploiting
mainly geographical proximity, tax incentives and low labor cost. This paper
concludes that the non-fiscal incentives such as political and macroeconomic
stability, functioning market economy, lack of corruption, bureaucracy and brib-
ery or the prospects of a country to participate to the EU, together with its
prospects for market growth, seem to be significantly considered by foreign
MNEs.
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1. Introduction

overnments have always used tax incentives to influence business relocation,

expansion, and start-ups, or to promote some businesses’ initiativesover others,
rescuing them from failure and bankruptcy or aternatively protecting them against
competition (Buss, 2001). In Central and East European countries, incentives have
been used in order enhance positive spillovers (technol ogy transfers, decrease of debt,
budget financing, gross domestic product (GDP) growth) and help in thetransition to
amarket economy.
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Inareview (UNCTAD, World Investment Report 1996) of the survey data, it was
concluded that incentives played alimited rolein theinvestment decisions of acountry
if we compareincentiveswith other factors. However, incentives are significant when
other factors are more or less the same and when a foreign investor is considering
investing in a region where different countries appear to offer the same investment
opportunities.

Benacek et al. (2000) concluded in their literature review that according to Lankes
and Venables (1997) “ tax incentivesfor foreign investment are not considered impor-
tant to the location decision in CEECs, although individual agreements between the
investor and the government are significant for a small group of investors. Thisis
especially the case in Hungary. The Czech Republic has offered little in the way of
incentivesfor foreign investors, according to the 1998 Czechl nvest survey. However,
new incentives were introduced in April 1998".

OECD (1997, p.101), concluded that “FDI incentives must not necessarily be
seen as FDI promotion, but, for example, the consequent enforcement of the law on
bankruptcy can work better than any FDI incentive... FDI incentive policiescan drive
aninvestor’sdecisionif investment attractiveness given by macroeconomic and polit-
ical stability isachieved or other disincentivesfor investment are eliminated. [p.98]...
if there are losses instead of profits, tax holidays do not help. If labor is not skilled
enough and produces a low-quality product, who caresif it is cheap?’

On the other hand, OECD (1997, p. 96) pointed out that according to a survey
carried out by Deloitte & Touche for foreign investorsinvesting in Central and East-
ern Europethe taxesin the host country constituted the single most decisive factor in
the investment decisions of these investors. Moreover, most of the 100 respondents
(50 MNCs) stressed the need for a stable and transparent |egislative framework for
investment. Half of the investors admitted that taxation influenced their decisionsin
amajor way.

However, Brewer et al. (1997, p.178) argued that “... there is anecdotal evidence
that, even when incentives may be strictly unnecessary to attract an investment project,
MNEswill till (inevitably) attempt to maximize aid levels at the point of negotiation
with host governments or regional authorities’.

When multinationals (MNES) are to invest in a host country, they consider not
only thefiscal incentives provided by the host country, but also the non-fiscal incen-
tives such as the macroeconomic, legal, social, and political stability of the country.
Thus, in order for a country to attract significant foreign direct investment (FDI)
inflows it must first overcome, abandon or withdraw any obstacle or barrier derived
from its economic-political environment (abandon monopoliesand trade barriers, lib-
eralize prices and exchange rates, and stabilize the economy). Furthermore, acountry
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should proceed to structural and institutional reforms such as privatization of state-
owned enterprises (SOES) in order to create a functional market economy, fight cor-
ruption, bribery and bureaucracy, provide stahility, and protect/encourage foreignin-
vestment flows. Thefiscal or tax incentives provided by the Bulgarian government to
foreign investors have been shown by the author’s questionnaire research to have had
limited successin attracting foreign investors. One exception was the accumulation of
approximately two hundred small Greek textiles companies which have been regis-
tered in areas near the Greek-Bulgarian borders (Bitzenis, 2004b; Bitzenis 2003a).
Section 2 will examine the importance of non-financial incentivesin relation to
fiscal/financial incentives imposed by the host country. Section 3 providesinforma-
tion regarding specific fiscal and financial incentives provided by the Bulgarian gov-
ernment during itstransition period. Finally, in Section 4, an analysis of the author’s
guestionnaire survey is presented. Here, we discusstheimportance of fiscal incentives
provided by the Bulgarian government. The conclusions can be found in Section 5.

2. Theimportance of non- financial incentives

Generally, theresultsindicate that when ahost country providesincentivest and espe-
cially tax incentives, the outcomes are infrastructure improvements, increased em-
ployment, growth, stability, and other positive spillovers due to the attraction of in-
ward FDI flows. On the other hand, there are some professional's, economists and
state officials who claim that tax incentives (corporate income tax exemption, job
creation tax incentive exemption, equipment and machinery tax exemption etc.) are
costly, ineffective and detrimental (Buss, 2001, p.90).

Buss, (2001, p.92), has also argued that thereislittle risk to politicians when incen-
tivesfail because failure can be blamed on economics, market forces, or dysfunctional
corporate behavior. Actually, according to the Association of State Development Agen-
cies (NASDA), there are few countries that have conducted rigorous eval uations of
the cost and benefit of incentives offered to private enterprises (Buss, 2001, p.93).
Buss (2001, p.101), has also pointed out that “taxes should matter to states, but
researchers cannot say how, when, and where with much certainty. Firms may need
tax incentives to increase their viability in some locations, but researchers cannot
definitively say which businesses or which locations’ . Thus, it is important for the
government to evaluate the costs and benefits of different types of incentives that it

1. Theterm fiscal incentives can be used to mean tax holidays, reductionin social security contributions,
deductions from taxable earnings (significant number of employees), investment allowances, income
tax reductions, import or export duty exemptions, etc. On the other hand, the financial incentives can
take the form of direct subsidies, subsidized |oans, government credit, equity participation, etc.
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will offer to foreign MNEs and to decideif there is a necessity to offer the incentives
in aspecific time period.

Governmentsin transition economies are much more motivated to use FDI incen-
tivesthan governmentsin western countries. In transition countriesthereisaneed for
modernization, structural reform, improvement of infrastructure, increase of capital,
know-how and manageria knowledge, all of which can be provided by foreign MNEs.

However, inthe 1997 OECD report, FDI incentives are claimed to be more gener-
ouswhen offered by western countriesthan by transition countries dueto thefact that
budgetary constraints are tougher in transition countries. Thus, there is a negative
aspect to financia incentivesfor transitional economiesin the sensethat the wealthier
nationswill most probably spend significantly more than poorer countries and conse-
guently, will offer more generous incentives. Obviously, richer countries can reduce
tax rates (income, profit tax rates) more significantly as their economies will more
easily offset the negative effects of decreased revenuesfrom limited tax payments.

All the Central and East European (CEE) economies concluded that FDI inflows
arean important factor in the transformation and restructuring of their economy. From
the experience of 12 yearsof transition, however, thereisstill no conclusive evidence
regarding the schedul e and the type of incentivesthat each country requiresin order to
attract foreign investors, or to limit the cost of these policies. On the contrary, the
study of thetransition of the Bulgarian economy strongly suggeststhat theimposition
of fiscal/financial incentives has only moderate results and thusthe Bulgarian govern-
ment has recently diminished or eliminated most of them.

Incentives, provided to foreign investorsin general, can be granted to all investors
or selectively to specific foreign investors (specific country of origin of MNES). Alter-
natively, incentives can be offered to certain investorsif they fulfill certain conditions.
It iscommon for transitional economies to recognize that alot of fake joint ventures
appeared asaresult of those governmental lawswhich discriminated against domestic
entrepreneurs (OECD, 1997, p. 92). These fake joint ventures enjoyed the advantag-
esof the FDI incentives. Another specific problem, apparent in transitional economies
during theimposition, enforcement, and application of theseincentivesisthe problem
of bureaucracy, corruption and bribery. There is a selective approach for choosing
specific investors to whom the incentives will apply. This selection procedure opens
up the possibility of timewasting aswell asproblems of corruption and bribery. OECD
(1997, p.92), argued that “the greater the number of conditions to be fulfilled by the
investor, the less the transparency and the greater the possibility of manipulation. In
addition, selective approaches also postpone decisions and, in reality, dissuade in-
vestors while serving primarily to demonstrate who decides what in the country: the
market or the bureaucrat?”
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MNEs often invest in host countries that provide a stable economic and political
environment. Countries introduce in their transition policies measures to remove or
eliminate obstacles and barriers that may discourage foreign investors. Thus, it is of
high priority for MNEs and/or governments to pay attention to other kinds of incen-
tives (not imposed by the governments, but imposed by the overall current situationin
the country or in the region) such as adequate infrastructure, privatization programs,
granting of monopoly rights, protection from import competition, geographical pro-
ximity, lack of investment interest, lack of local competition, special concessions on
the repatriation of the profits and closing the market to further entry (which Rover
(UK) requested of the Bulgarian government), etc. Such incentives can be called non-
financial incentives (OECD, 1997, p.90) or alternatively incentives that are derived
from passive governmental behavior (OECD, 1997, p.98). They are measures that
limit competition and thus reduce uncertainty and risk for the business operation through
the provision of monopoly or other preferential modes of treatment. The abolition of
amonopoly, thelow price of aprivatisation deal, the low cost of acquisition of land, a
chance to secure anew market, the liberalization of trade and business activities or a
more transparent legislation are also defined as non —financial incentives.

A fact which confirms the results of the author’s own research is that financial
incentives are not as preeminent in investment decisions as are non-financial incen-
tives. Indeed, investors tended to find alternative ways to avoid taxation and thus
overcometax incentives. First of al, thereisasuspicion that profits are under-report-
ed and transferred abroad before taxation. Another way of avoiding taxesistransfer
pricing which isusually done by over-invoicing theimported material suppliesor the
imported machinery and under-invoicing the exports back to the foreign subsidiaries.
A further supporting argument (regarding the limited interest of tax incentives) isthe
fact that foreign investors spent alarge sum of money in the initia investment years
and, thus, due to the depreciation of their capital, they transfer lossesin those years.
Offshore companies and double taxation avoidance agreements are also factors that
makeinvestorsindifferent to the tax incentives offered by the host governments. Fre-
quently, financial incentives, although significant in amount or in percentages, are
minimal in the final outcome if we consider that in the specific host country thereis
political, legal, social and macroeconomic instability or ahigh risk environment dis-
couraging foreigninvestorsin general.

3. Fiscal incentives provided by the Bulgarian government for FDI projects

All countrieswho wish to attract FDI includein their regulations someincentivesfor
potential investors. Presented below are most of the incentives provided by the Bul-
garian government during itstransition years.
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According to the Law on Foreign Investments?, 1997 and Article 18 regarding
Priority Investment Projects, “ Priority shall be investment projects who meet at least
one of the following requirements: 1. amount of the foreign investment over 5 million
USdollars; 2. creation of more than 100 new jobs; 3. investment isin areas desig-
nated by the Council of Ministersas having a high level of unemployment exceeding
the average level of unemployment for the country.” Moreover, Articles 19 and 20
referred to these priority projects and mentioned that there is a reduction of 50% on
the amount of corporate profit tax for a period of 10 consecutive years. This law
provided incentives for foreign companies to make large investments in specific re-
gionsfor the sake of creation of new jobs and minimizing large local unemployment
rates. After only ayear, however, therewas abreak in the above settlement of priority
investment projects and these incentives were repealed by a Bulgarian law in 19982,

According to the Law on Corporate |ncome Tax, promulgated in 1999, and Article
17 on Priority Application of International Tax Treaties®, “\Whenever in a tax treaty
for avoidance of double taxation or in another effective international instrument,
ratified by the Republic of Bulgaria and promulgated in the Sate Gazette, there are
provisions differing from the provisions of this Law, the provisions of the respective
international treaty or instrument shall apply.” This law ensures the avoidance of
double taxation whenever atreaty exists in order for foreign companies to extract
more profitswhen investing in Bulgaria. It also allowsfor offshore companiesto be
taxed under the regime of the tax haven. Bulgaria might lose money from the limited
taxation, but gainsfrom the actual investment and its consequent positive spillovers.

According to Article 38, para 1, 19985, in Loss Carryovers for future tax periods
“ any negative annual financial result of a tax liable person, before adjustment for
tax purposes (losses), shall be deducted over the next five tax years, and in case of
banks over the next ten years, after being adjusted with the amounts under Art. 23,
para 2, with the exception of the amounts under Art. 23, para 2, subparas 3, 17, 15,
18, and 22.” Thislaw alows companiesto transfer their lossesin thefollowing five or
ten years thus providing them with some security and liquid funds (cash) in the first
difficult years of foreign investment. Simultaneously, therisk of theinvestment in the

2. The law was passed by the XXXV I11th National Assembly on 16 October 1997 and the State seal is
affixed hereto.

3. Law on Foreign Investment supplemented with SG No. 153 of 1998.

4. State Gazette No. 115/05.12.1997, Amended and Supplemented SG No. 19/1998, No. 21/1998, No
153/1998 effective from 01.01.1999, No 12 /1999, No 50/1999, effective from 1.01.2000, No 51, 64, 81,
103/1999

5. (1)Amd. — SG No 153/1998, effective from 1.01.1998



A. BITZENIS, South-Eastern Europe Journal of Economics 1 (2003) 65-84 71

initial stageisreduced dueto thelack of information about the business environment,
the small percentage of the market share at the beginning, limited revenues, etc.

A number of tax concessions were offered to provide foreign subsidiaries and
companies with “an option” to have an increased participation in the privatisation of
State Owned Enterprises (SOEs). For example, Article 107 of Decree 59 on econo-
mic activities stated that “the profits of subsidiaries of foreign persons or companies
with foreign participation above 49 per cent and above USD 100,000 or the equiva-
lent in some other currency, were charged at a rate of 30% (privileged tax rate at that
time).” Therewere a so provisions according to which profitsfrom economic activity
on the territory of the duty-free border zones were exempted from tax profitsin the
first five years, and were subsequently charged at arate of 20 per cent. These provi-
sionswere later abolished. The above law encouraged investorsto make large invest-
ments and have significant participation inlocal companiesin order for the country to
ensure the remarkabl e transfer of intangible assets aforeign company might hold. In
thisway, foreign MNESs have strong investment and profit interest and participatein
the management board of the company influencing corporate decisions. Therationale
behind the application of this law was that the more the foreign company risks, the
larger itsinvestment interest in thelocal company and minimal isthetax rate on profits.

Thereisalso atax concession in the event of privatisation of atrade company with
astate or municipal participation of not more than 33% of the total number of shares.
In this case thereis no tax on profits during the first three years of operation, and for
the following two years only half of the tax is due (50%). This “tax holiday” was
conditional upon meeting the commitments of the privatisation deal and will be ap-
plied under certain conditions related to the execution of the obligations under the
privatisation transaction. This clause applied from 1 July 1996 to 31 December 2001
irrespective of the privatisation date. Companieswhich were privatised before the law
was enforced on 1 July 1996, enjoy the tax incentives for the remainder of the five-
year period. The “tax holiday” also applied to:

e companies with registered capital of no lessthan 5 million USD and at least 50%
foreign participation if they invest in fixed assets at | east 50% of the tax allowance

e co-operatives and their enterprises (established according to the Law)

e companies employing labour of rehabilitated or disabled persons.

This law provided incentives for foreign investors to participate in privatisation in
order to assist the accel eration of the very slow process (up to 1997) (Bitzenis, 2003b).

3.1 Tax policy of the Bulgarian government

The low taxation rates on income should be amajor goal for countries with a prefer-
ence for attracting significant FDI inflows. The Profit Tax envisaged in the Law on
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Profit Tax enforced on 1 July 1996 is paid by all local legal citizens and foreign citi-
zens operating in Bulgaria according to the amount of profit made in the country.
According to Article 87 of Decree N 56 on Economic Activity, the profit tax “is
charged on the annual profits as the difference between total revenues and the ex-
penses under sections|, |1, and 111 of the Income-Outcome Satement (addendum to
art. 40, par. 1, sec. 2 of the Accountancy Law). The resulting net profits are subject
to restructuring under art. 73, par. 5 of the Rules for the Implementation of Decree
N 56 on Economic Activity” . “ The profitstax is charged at a rate of 40 per cent, the
banks and persons specified under art. 1, par. 4 of the Bank and Credit Activities Act
pay at a rate of 50 percent, and the State Savings Bank at a rate of 70 per cent profits
tax.”

During the past few years the corporate tax was reduced® from 40% to 23.5%,
whichis satisfactory sinceit is now placed among the relatively low ratesin Europe.
According to the latest Law on Corporate Income Tax, promulgated” 1999, Article 44
(2), “the rate for taxation of profits shall be 25 per cent. (2) The profits tax of tax
liable persons, exclusive of banks and other financial institutions, shall be 20 per
cent if their income from sales for the previous year does not exceed 50000 BGN.”
According to article 45 of the same law “ the rate of the municipal tax shall be 10 per
cent” .

3.2 Law on Value Added Tax (VAT)

A high VAT rate in a country may be considered as an extra barrier for some MNEs
(especially in specific sectors), in their decision to undertake an FDI project in that
country. On 1 April 1994, the Bulgarian turnover tax and excise duty system was
abolished entirely and replaced by VAT and a new harmonized excise duty system.
Although Bulgariais not amember of the European Community, the VAT legislation
closely follows the provisions of the sixth VAT Directive. The VAT law is compara-
tively simple, but its application by the tax administration is problematic. Value Added
Tax on April 1, 1994 was 18%. According to the Value Added Tax Act and itsamend-
mentstin 1996, all transactionswith merchandise and services executed on theterrito-

6. Under the Bulgarian Corporate Income Tax Act (CITA) al companies and partnerships (including
non-incorporated partnerships) are liable to corporate income tax. The corporate income tax rate is
15%. In addition to the corporate tax there is a municipal tax at 10%, which is deductible from the
taxable base for corporate income tax. Thus the aggregate tax rate (including corporate and municipal
tax) for the annual taxable income is 23.5%.

7. State Gazette No. 115/05.12.1997, Amended and Supplemented SG No. 19/1998, No. 21/1998, No
153/1998 effective from 01.01.1999, No 12 /1999, No 50/1999, effective from 1.01.2000, No 51, 64, 81,
103/1999, article 44 (1) (Amended — SG No 153/1998, 111/1999).

8. State Gazette Issues No. 16/1996 and No. 56/1996.
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ry of Bulgaria are liable to VAT at the increased rate of 22%, except for export and
relieved transactions. Later, in June 1999, VAT became 20%. The competent parties
are considering restoring VAT to 18%, the level in most developed countries. Nowa-
days, Bulgarian legislation under the Law on Value Added Tax® allows exemptions
from VAT, according to the Import Exemptions cases. In these cases (Art. 59), thereis
VAT exemption when adifferent law or an international agreement is applicable and/
or goods come from aregion outside the territory of the country into free areas, free
warehouses or businesses licensed for foreign exchangetrade. The same applieswhen
there is an importation of life-saving and life-supporting pharmaceutical products,
consumables and medical equipment, etc.

4. Examining Tax Relief and high taxation in the case of Bulgaria; Questionnaire
survey analysisand discussion

For the purpose of examining whether foreign entrepreneurs in Bulgaria considered
the financial incentives provided as significant in their investment decision or if they
perceived high taxation rates as an entry barrier, a questionnaire was designed™ to

9. Promulgated, State Gazette No. 153/23.12.1998; amended, SG No. 1, 44, 62, 64, 103 & 111/1999; 63,
78 & 102/2000

10. The questionnaire used in the research study consisted of three parts. In the first part, the questions
provided necessary background information on certain issues that were considered important in charac-
terising the sample population. In the second part, one question included seven groups of sub-questions
with related factors that were considered to be of major importance and allowed the managers of the
enterprises to select the most appropriate for their case. These groups of sub-questions were initially
selected based on Dunning’ stheory, but necessary amendments were made during the research period of
eighteen months (the research begun in January 1998, six months were needed for the construction of
the questionnaire. Thisincluded studying the theories and deciding the way of contacting the companies
and creating the sample. Twelve months were needed for the interviews and the statistical analysisof the
results of the questionnaires). Similarly, part three contained only one question with a group of factors
that describe the barriers discouraging the firmsfrominvesting in Bulgaria. More specifically, inthefirst
part there are questions addressing some general characteristics of the company, such as the sector that
the company belongs to, the year of investment, the amount of investment, the home country of an
MNE, entry mode etc. In the second part thereis the theoretical part of the questionnaire survey. In this
second part, seven groups of hunters (seekers) have been created: (Dunning, 1998) Locational hunters
(historical links, cultural closeness or distance, geographical proximity, stability, climate etc.), factor
hunters or natural resource hunters (access to low cost of acquiring natural resources and raw materials,
market hunters (size of the market, prospects for market growth, increasing market share), strategic
market hunters (follow the competition, follow the clients, away to survive, acquisition of assets, inter-
national pressures, globalisation etc.), efficiency hunters (economies of scale, of scope, risk diversifica-
tion), exploitation of the ownership advantages (brand name, know-how, past experience, existing busi-
ness links etc.), hunter of financial aspects (favourable investment law framework, subsidies, tax ex-
emptions). In the third part, there are twenty entry barriers (instability, bureaucracy, corruption, unsta-
blelegal system, etc.). The construction of the questionnaire was based on Dunning’s theory [the eclec-
tic theory (OLI — eclectic paradigm of international production)]. According to Dunning, we have: Lo-
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solicit precise information regarding the determination of FDI in Bulgariaduring the
post-communist period 1989-1999™. Its purpose wasto identify the kind and thetype
of incentives and entry barriers for inward foreign direct investment, considered by
foreign MNEsin order to establish whether they should make an investment or notin
Bulgaria. From an official document collected from the Bulgarian Foreign Investment
Agency (BFIA), alist with 110 foreign companieswas compiled. Thislist containsthe
enterprises that according to the BFIA had invested over one million US$ dollars
(each MNE) in Bulgaria until mid June 1998. The total invested capital from these
enterprises amounts to around 70% of the total volume of foreign investments in
Bulgaria at that time (more than 75%, end 2001).

cational (L) (natural resources' availability and cost, investment incentives, characteristics of the coun-
try —language, culture...), Internalisation (1) (avoidance of costs, control supplies, avoidance or exploi-
tation of government intervention), and Ownership advantages (O) (intangible asset advantages, prod-
uct innovations, know how, multinationality). Dunning (1988, 1993) has also defined natural resource
seeking (vertical integration, availability, cost), market seeking (market size and characteristics, invest-
ment incentives, efficiency seeking (economies of scale and scope, risk reduction through product di-
versification and strategic asset seeking (gains of new product lines or markets, economies of synergy,
economies of common governance, improved competitive or strategic advantages, reduction or spread
of risks. The questionnaire was al so based on the Universal model that appeared in Bitzenis, (2003a). At
this point, it is worth saying that the researcher spent alot of time explaining to all the interviewers the
guestionnaire's questions and the questionnaires were completed in the presence of the researcher.

11. The statistical analysis establishes possible relations between the variables for the 64 questioned
companies. The nature of the relation between the variables, if any, wasinvestigated with the chi-square
statistic, which is regarded as the most suitable for this kind of data. Instead of using a statistic method
like correlation coefficients, which requires data collected in a continuous form, the chi-square test
allows for making inferences about the population of interest, in this case foreign investorsin Bulgaria,
by making use of the categorical data. The results are valid in most of the cases at 0.01, 0.05 and 0.1
levels of significance and the inferences about the popul ation were based on the results of the p-value.
There are reported to be some 110 foreign enterprises in Bulgaria, according to the official catalogue
obtained from the Bulgarian Foreign Investment Agency (BFIA) mid 1998, which have invested over
1,000,000 US dollars. For the purpose of this questionnaire research, the author used an extended cata-
logue of 131 foreign investorsin Bulgaria, which was comprised from the official BFIA catal ogue men-
tioned above, and another 21 investors mainly of Greek origin, whose data was collected from aone to
oneinterview (5 companies, which were excluded from the old BFIA catalogue in mid 1998, have been
included in the new BFIA catalogue, end 2000). These 21 other investors did not form part of the BFIA
official published dataof foreign investment in Bulgariadue to the inefficient data collection expected in
such adifficult task, and dueto all the other reasons mentioned in Bitzenis (2001). The response size was
64 out of 131, and it formed the sample size. Literature has shown that this response rate in the subject
areaisextremely large and according to statistics a sample size (response rate) of 10% of the population
of interest is regarded as large enough to allow secure inferences about the population of interest. Our
response rate was 48.9% of the updated catalogue. The sampleis very representative since it comprises
companies that have invested a very significant amount of US $ by Bulgarian standards. The invested
volume of the 131 companies amountsto 70% of the total foreign invested capital in Bulgaria(Total FDI
inflowsinBulgaria: 1.7 billion US$ in mid 1998). The questionnaire was originally based on the author’s
knowledge of the ample literature regarding FDI theories and following the Dunning theory regarding
the possible reasons and entry barriers for foreign investment in Bulgaria
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According to the existing literature'?, there has been no other statistically analysed
research for Bulgaria with such a magnitude (64 companies have been interviewed
using a questionnaire) and a statistically significant sample. Other surveys tried to
determineincentives and barriersfor more than one country simultaneously with less
than 64 MNEsfor a specific country (Bitzenis, 2003c). Our sampleisvery represen-
tative since it comprises companieswhich invested avery significant amount of US$
in Bulgaria. Moreover, the sampleisal so representative because the answers® collect-
ed and analyzed belonged in almost equal proportionsto the sectors of industry, ser-
vices and trade (see endnotes for more details').

Moreover, it was enriched and updated according to the answers received in the course of time from the
investors. The survey lasted 18 months (time period January 98 — June 99), but most of the question-
naires were completed in the period Jan '99 - June ' 99. The total invested amount for the 110 foreign
companieswas 1,283,419,173 USD$ and for the 21 enterprises 47,6 million USD$. The statistical sam-
plewith 64 companies consists of atotal investment amount equal to 863 million USD$, whichis64.7%
of the total investments of these 131 companies or 50.7% of the total Bulgarian FDI inflows (BFIA
catalogue, Foreign Direct Investments over 1 million USD$ (as of 30 June 1998)). The whole statistical
research appearsin Bitzenis (2003d).

12. (1) Lankes and Venables (1997) found that tax incentives for foreign investment are not considered
important to the location decision in CEECs, although individual agreements between the investor and
the government are significant for asmall group of investors. Thisis especially the case in Hungary. (2)
In April 1998, KPMG International (Consultant Company) initiated a survey on foreign investors in
Bulgariain order to identify key factors such as major incentives and barriers to foreign investment,
present business opportunities and further investment considerations. The skilled labour force has been
one of thedriving considerationsfor morethan athird (36%), followed by low labour cost (34%), former
business contacts (34%), strategic geographic location (31%), good local market 29%, proximity to
home operations (9%) and tax incentives (only 2%).

(3) Andersen (OECD, 1994, p. 50) in an OECD survey using 162 interviews, argued that 45% of corpo-
rates (73/162) were aware of the availability of investment incentives and benefited from them. The
most common types of incentives were: tax holiday (48/73), concessions in respect of import/export
duties (14/73) and profit repatriation guarantees (5/73).

13. Theusual way of replying to questionnairesin any research study, i.e. by post, failed (i.e. only 4.7%
of the companiesreplied in thisway). Hence, it seems that the best replying rate came from one to one
interviews (35,9% of the total response rate, followed by e-mail or www with 29.7%). The fax and
telephone methods had success in about 30% of cases. Due to the above bad response rate by post
(despite the fact that the questionnaire was sent to all the companies) and the possibility of afailure to
collect the sufficient data, a multiple approach of the target group was decided by applying some pres-
sure with various methods of contacting and getting their attention.

14. From the questionnaire survey the services sector accounts for 28% and the FDI inflowsin Bulgaria
in the same sector were 18% (Finance 11,4% + Tourism 5,1% + Telecommunications 1,8% =18.3%)).
Trade in the questionnaire survey accounts for 36% and the FDI inflowsin Bulgariain the same sector
were 19,2%. Finally, the answers from the industrial sector were 22% and textiles 14% (total 36%) and
at the same time the FDI inflowsin Bulgariain the industrial sector were 55% of the total.
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Among the 64 interviewed companies, 37 were of Greek origin. Of those 37 com-
panies, 29 were entirely Greek MNEs and the other 8 were either registered compa-
nies in offshore centers (i.e. Cyprus or Luxembourg) but with an approved Greek
component or joint-ventures and/or consortiumswith a Greek partner (i.e. Alico/CEH
that bought Postbank, the management and 43% of the shares belong to the Greek
Eurobank and the remaining to the American Insurance Group (AlG) and its subsid-
iary ALICO), (Bitzenis, 2002, Bitzenis, 2004a).

The managers of MNEsinterviewed were asked to mention any number of incen-
tives they considered to be the most decisive for their company in their decision to
undertake an FDI project in Bulgaria. Therefore, the sum of percentages of theresults
found in Figure 1 is not equal to 100%.

Figure 1. Groups of Incentives from Questionnaire Analysis (Ranking) - 64 MNEs

O efficiency hunters 3,13%
3,13% Y

Efinancial aspects hunters
17,19%

Oexploiting ownership
advantages 20,31%
0
32,81% Omarket for strategic
reasons hunters 32,81%

Olocation hunters 50%
62,50% Ofactor hunters 62,5%

W market hunters 79,69%

Source: Bitzenis' Questionnaire Research

According to the abovefigure (Bitzenis, 2003c), foreign investorsin Bulgariahave
proved to be market hunters (80%), followed by factor hunters (62.5%), locational
hunters (50%) and strategic market hunters (33%). At the same time, 20% of those
MNEsinvested in Bulgariain order to exploit their ownership advantages and 18% to
exploit financial advantages. Only 3% of theinvestors were efficiency hunters.
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Table 1. Financial Hunters and the origin of MNEs

Financial Aspects
Hunters
Not
important | |mportant Total

Origin  Greece  Count 27 10 37
of % 30,6 6,4 37,0
MNEs % 42,2% 15,6% 57,8%
Europe  Count 26 1 27
& Other o4 22,4 4,6 27,0
% 40,6% 1,6% 42,2%
Total Count 53 11 64
% 53,0 11,0 64,0
% 82,8% 17,2% 100,0

Source: Bitzenis

From Table 1, we can conclude that these 64 MNEs, which invested in Bulgaria
were not important financial aspect hunters'®. Only 11/64 (17.2%) of the total MNEs
considered financial incentives in their decision for undertaking an FDI project in
Bulgaria. However, we can argue that mainly Greek MNESs (10/37, 27%) considered
thesetax reliefs. Therewasonly one[1/27 (3.7%)] foreign MNE [other than of Greek
origin] that considered financial incentives to be significant. Thus, it can be argued
that the origin of MNEs played a significant role and it is evident that only Greek
MNEs considered financia incentiveswhen investing in Bulgaria. From the statistical
point of view, we can reach the same conclusion, when the p-value (Fisher’s exact test
used) is 0,018 and thus <0.05. Therefore, we accept the Ha hypothesis, and so, there
isan associ ation between the two variables (the origin of the MNEs and the consider-
ation of financial incentives asareason for FDI) at a5% level of significance.

Moreover, it is necessary to examine if the sector® that each MNE belongs to
(especially for those 11 MNEsthat considered tax reliefsasadecisiveincentive), also
played asignificant rolein the consideration of these incentives.

15. Financial Aspect Hunters' group includes: favourable investment law framework seekers together
with several specific tax reliefs applicable to the Bulgarian case.

16. The three groups of sectors contain the following: 1: (Power Industry, Non-Ferrous Metallurgy,
Metalworking Industry, Electrical Industry, Non-Metallic Mineralsand Building Material, Chemical and
Pharmaceutical Industry, Woodworking Industry, Glass Industry, Cement Industry, Textile Industry,
L eather and Footwear (Clothing) Industry, Paper Production and Processing (Productive-Industrial com-
panies—thus Heavy — Light Industry, productive +industry + textiles), 2: Banking — Finance— Telecom-
muni cations— Hotels (Tourism) - Banks— Transport (thus Services), 3: Food Processing Industry, Cater-
ing and Trade, consumer products— retail sector (thus Food + Trade).
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Table 2. Financial Hunters and the sector that an MNE belongs to
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Financial Aspects
No Yes Tota

Kind of Productive/Industry+Textiles ~ Count 18 5 23
business % 19,0 4,0 230
% 28,1% 7,8% 35,9%

Services/Bank Count 18 0 18

% 14,9 31 18,0

% 28,1% ,0% 28,1%

Trade/Food Count 17 6 23

% 19,0 4,0 23,0

% 26,6% 9,4% 35,9%

Total Count 53 11 64
% 53,0 11,0 64,0

% 82,8% 17,2% 100,0%

Source: Bitzenis

From Table 2, it is arguable that MNES belonging to the services sector (mainly
banks) showed no interest at all in financial incentives (0/18). On the other hand, a
significant percentage (6/23, 26.1%) from the trade/food/retail sector and 5/23(21.7%)
from the industrial/textile sector were interested in considering financial incentives.
Thus, it can be said that the sector to which an MNE belongs al so plays a significant
rolein the consideration of financial incentivesasareason for undertaking FDI. From
the statistical point of view, we can underpin our conclusion, when according to the
Pearson chi-square test the p-value is 0.069 and thus <0.1. Therefore, we accept the
Ha hypothesis, and so, there is an association between the two variables (thereisan
associ ation between the sector that an MNE belongsto and thefinancial incentives) at
a1l0% level of significance.

In order to determine if the origin of MNESs or the sector that an MNE belongsto
was the factor that affected significantly the decision to invest in Bulgaria because of
certain tax reliefs or other financial incentives, we have to examine Tables 3 and 4.
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Table 3. Financial Aspects Huntersin the Textile Sector

Financial Aspects
Hunters

No Yes Total
textiles  No Count 49 6 55
sector % 45,5 9,5 55,0
% 76,6% 9,4% 85,9%
Yes Count 4 5 9
% 75 15 9,0
% 6,3% 7,8% 14,1%
Total Count 53 11 64
% 53,0 11,0 64,0
% 82,8% 17,2% 100,0%

Source: Bitzenis

Looking at Table 3, we can argue that 5/9 (55%) textile companies considered
Bulgariamainly because of the specific favourable tax framework and the specific tax
reliefs offered by the Bulgarian government.

Table 4. Origin of MNEs in the textile sector

textiles sector
No Yes Total

Origin Greece Count 29 8 37
of MNEs % 31,8 52 37,0
% 45,3% 12,5% 57,8%

Europe Count 26 1 27

& % 232 38 27,0

% 40,6% 1,6% 42,2%

Total Count 55 9 64
% 55,0 9,0 64,0
% 85,9% 14,1% 100,0%

Source: Bitzenis

Finally, from Table 4, we can conclude that 8/9 (88,8%) textiles companies were
of Greek origin. Thus, with the help of the above Tables (1-4), we can summari ze that
mainly MNEs from neighboring countries such as Greek MNEs from the textile sec-
tor or thefood/trade/retail sector prefer toinvest in Bulgariain order to exploit certain
tax reliefs and to establish export bases.

Turning now to the examination of high taxation rates and the high VAT rateasa
barrier to an investment decision in Bulgaria, we have to consider the most decisive



80 A. BITZENIS, South-Eastern Europe Journal of Economics 1 (2003) 65-84

barriersthat theinvestors had to deal withinthe Bulgarian market. These barriersare
shown in Figure 2. The biggest obstacle (according to our survey) was the unstable
legal system in Bulgaria (74%), followed by bureaucracy (58%), corruption, crime
and mafia (53%) and the high investment risk with 52%. At the same time, high
taxation rates and a high VAT rate ranked 8", with a percentage of around 30%. This
occurred mainly because at the time of the survey (1998-1999), there was ahigh VAT
rate of 22% and high corporate taxation rates which, as mentioned above, have now
been reduced to only 23.5%.

Figure2. The Most Important Barriers, Obstacles or Disincentivesfor Bulgarian FDI
Inflows (Research from 64 MNES)

unsizblelegal system | 73,44%
bureaucrecy | 57,81%
e 0
fon 53,13%
high investment risk | 51,56%0
limited purchase power | 50,00%b
tack of infrastructure | 42,19%
macroeconomic
0
ey I 31,25%
high vat, igh taxation - [N 29,69%
ool | 0
consumption, labour 26’56 /o
lack of managerial skills [ I 20,31%
low progressin 0,
wenstion AN 15,63%

political instability [l 6,25%

Source: Bitzenis' Questionnaire Research
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Table 5. High Taxation rates, high VAT rate, etc. as abarrier for FDI and the sector
that an MNE belongs to

High Taxation rates

No Yes Tota
Kind of Productive/Industry+Textiles Count 18 5 23
business % 16,2 6,8 230
% 28,1% 7,8% 35,9%
Services/Banks Count 17 1 18
% 12,7 53 18,0
% 26,6% 1,6% 28,1%
Trade/Food Count 10 13 23
% 16,2 6,8 23,0
% 15,6% 20,3% 35,9%
Tota Count 45 19 64
% 45,0 19,0 64,0
% 70,3% 29,7% 100,0%

Source: Bitzenis

However, in order to determineif the origin of MNESs or the sector that each MNE
belongsto matter, we haveto statistically examine Tables5 and 6. Thus, from Table5,
we can argue that MNEs belonging to the trade/food/retail sector were mostly affect-
ed by high taxation and VAT rates (13/23, 56.5%), when at the same time only 1/18
(5.6%) from the services sector/banks and 5/23 (21.7%) from the industrial/textile
sector considered the above as a barrier. From the above, we can conclude that an
important variableisthe sector each MNE islocated in, when considering high taxa-
tion and VAT rates as a barrier of FDI. From a statistical point of view, we can con-
clude the same. According to the Pearson chi-square test, the p-value is 0.001 and
thus <0.01. Therefore, we accept the Ha hypothesis, and so, there is a strong associ-
ation between the two variables (there is an association between the sector that an
MNE belongs to and the high taxation, VAT rates) at a 1% level of significance.

From Table 6, we can argue that 19/64 (29.7%), approximately 1/3 of the total
MNEs, informed the author that the high tax rates, or the high VAT rate was a barrier
for their investment projects. As mentioned, our questionnaire research took place
during 1998-1999, when the VAT rate was 22%. I n June 1999, the Bulgarian govern-
ment reduced the rate from 22% to 20% and currently there are rumoursthat the rate
will be reduced to 18%. 5/27 (18.5%) of foreign MNES (other than Greek MNES)
along with 14/37 Greek MNEs (37.8%) mentioned the high taxation and VAT ratesas
animportant barrier for FDI. The consideration of the origin of MNEswasindifferent
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due to the fact that the above difference in percentagesisonly aresult which is con-
nected with the sector that an MNE belongsto (see Table 5). From the statistical point
of view, we can conclude the same, when the p-value (continuity correction, 2x2
Table) is 0,163 and thus >0.1. Therefore, we neglect the Ha hypothesis, and thereis
Nno associ ation between the two variabl es (no association between the origin of MNEs
and the consideration of the VAT and tax rates as an obstacle for FDI).

Table 6. High Taxation rates, high VAT rate, etc. as a barrier for FDI and the origin of
MNEs belongsto

High Taxation Rates
No Yes Total

Origin Greece Count 23 14 37
of % 26,0 11,0 37,0
MNEs % 35,9% 21,9% 57,8%
Europe & Count 22 5 27

Other % 19,0 8,0 27,0

% 34,4% 7,8% 42,2%

Total Count 45 19 64
% 45,0 19,0 64,0

% 70,3% 29,7% 100,0%

Source: Bitzenis

5. Conclusions

Ingeneral, our statistical analysisof the questionnaire survey showsthat MNEsdo not
look upon financial incentives asamajor reason for undertaking FDI projectsin Bul-
garia. Moreover, MNEs of Greek origin that belong to the textile sector or the food/
trade sector, considered high VAT and taxation rates as a significant barrier for their
FDI projects. Furthermore, from the analysis it was clear that MNEs prefer to invest
in a stable economy with prospects for market growth and simultaneously exploit
regional agreementswith neighboring countries.

Resultsindicate that the provision of tax incentives to establish foreign direct in-
vestment projectsin specific areas with a high unemployment rate, attracted a group
of investors, belonging to enterprises from thetextile sector with aneighboring coun-
try origin. Although the government istrying to limit tax incentives by claiming that
they are costly, ineffective and detrimental, the author’s questionnaire survey proved
that around 200 small firms from the textile sector established business activitiesin
specific areasin Bulgariadirectly to exploit these financial incentives.

Our results are in line with OECD (1997, p. 30), as here they argued that “the
impact of investment incentives on the volume of investment is probably stronger
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than most empirical surveys seem to suggest though not as strong as investment
promotion agencies would make believe. One reason is that investors would under -
standably tend not to mention incentives as a significant factor in site selection when
countries offer roughly similar incentive levels. With competition among countries
driving the level of incentives even higher, their importance would correspondingly
grow. Thisisparticularly so when export-oriented (factor seeking) investment projects
are at stake and the investor may choose between different locations within the same
world region where other (than incentives) policies and non-policy conditions con-
verge. ...(p.29) in the established hierarchy of investment motives, incentives consis-
tently rank far below core FDI determinants... incentives are typically regarded as
“ sweeteners’ or “icing on the cake” with marginal impact at best... (p.25) FDI
which was located in a country only because of high incentives will be especially
sensitive to higher incentives which may be given elsewhere, later on.”

Lastly, OECD (1997, p.33), concluded that “ CEE countries should rather put
their money and efforts in streamlining the investment procedures and in the elimi-
nation of obstaclesto foreign (and domestic) investment... a reduction of investment
incentives can be achieved in an easier way if international agreements on binding
rules for the case for FDI are concluded. The most effective way to handle this
problem seems to be cooper ation among the core CEE states since they are immedi-
ate competitors for mobile investment” .
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