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1 Introduction  

 

 Mobilization of resources from outside a country, in the form of investments, can be an 

efficient method to stimulate economic development. Alfaro, et al. (2006) showed that investment 

activity is one of the most important factors that determine the economic growth. They showed 

that FDI can boost the host economy by attracting funds to a country for producing goods, 

providing services, or implement various projects. Moreover, it attracts new technologies and new 

management practice to a country. Thus, attraction of FDI seems to be a strategic target for any 

government.  

There are different ways as to how one can attract FDI, but there is no catch-all solution 

that would work for all countries. It is almost impossible to build a system in which all FDI 

determinants will be taken into consideration. Nevertheless, experiences of the last decades 

showed that the European Union can be a good mechanism for creating a good investment climate 

by way of uniting economies of different member-states into one common trade platform 

[Martinez V. et.al., 2012].  

Integration into the European Union Institutions is likely to provide new member-states 

with access to additional financing through different channels. One of such channels is FDI 

[Vetter, 2014]. According to the theory and empirical evidence, attraction of FDI is determined by 

a number of factors, for instance, gravity factors, factor endowments and cultural factors [Walsh, 

Yu, 2010]. It was shown by number of researchers that common market, common standards and 

other major economic determinants of FDI, which the European Union is characterized by, 

stimulate growth of FDI inflow [Walsh, Yu, 2010]. Vetter (2014), Lafurcade and Paluzie (2010), 

Walch and Werz (2012) empirically showed a positive impact of the EU integration process on 

FDI inflow to member-states. Hence, it is highly expected that integration of Central and Eastern 

European (CEE) countries from the post-Soviet block into the European Union’s institutions 

encouraged FDI inflow. However, are such expectations correct and can we extrapolate the 

previous experience of some EU countries to new member-states from CEE? European countries 

are different economically and culturally [Petrakos G., 2013]. The last Eurozone crisis showed, by 

examples of Greece, that next to economics, culture also played a role in financial arrangements 

between EU member states [De Jong, van Esch, 2014]. An increase in cultural distance between 

countries enlarges the risk of cooperation in the economic field on the state level by reason of 
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distrust to a partner [De Jong, 2015, Hofstede, 2001]. This, in turn, is likely to be reflected on the 

investment riskiness. If the cultural distance between an integrating countries and the EU is higher, 

investment riskiness is likely to be higher as well. Furthermore, considering the duration of cultural 

transformation, it is expected that the integration process cannot mitigate the negative impact of 

cultural factors on FDI attraction in the short run. In order to research this hypothesis Estonia, 

Czech Republic, Poland, Slovak Republic and Hungary will be taken as the tested countries 

because all of them are already in the EU and all of them were in the Soviet Union block for quite 

a long period. Hence, these countries can satisfy all EU requirements and at the same time they 

should bear some cultural characteristics inherited from the Soviet Union.   

Influence of cultural factor as an important FDI determinant for countries from the post-

Soviet block (Czech Republic, Estonia, Slovak Republic, Hungary and Poland), which are already 

in the EU, has not been explicitly studied from the perspective of the EU integration process. There 

are number of studies about the impact of cultural differences of the EU countries on FDI flow 

[Bhardwaj, et.al., 2007; Vidal-Suarez, et.al., 2013] but there is a gap in the literature, in the sense 

that such a cultural perspective in the frame of the EU integration process for the post-Soviet 

countries is lacking. Investigation of this aspect seems quite interesting because understanding of 

cultural influences on FDI inflow in light of the EU integration process would clarify to economists 

and policy makers whether integration into the EU institutions can mitigate cultural risks. In turn, 

it would help to adjust their expectations regarding FDI that would be attracted to new member-

states of CEE. Hence, they could more properly predict future possible FDI impact on the 

economic development in a target country. Moreover, in case of a strong significant influence of 

cultural factors on FDI inflow, the question of reorganization of some governmental institutions 

or development of the legislation system related to FDI attraction would be raised and discussed 

in order to enhance the efficiency of FDI attraction policy.  

 The remainder of this thesis is organized as follows. Chapter 2: General overview of the 

literature about the EU, FDI and cultural impact and development of the hypotheses. 3: The 

methodological approach and database used in this research will be discussed.  Chapter 4: The 

findings of the research will be analyzed. Chapter 5: The study will be summarized by means of a 

comprehensive conclusion.       
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2 Literature overview and Hypotheses   

 

2.1 European Union 

The European Union is a unique model of integration of the European countries. 

Integration into the European Union implies integration into the European Union institutions. This 

institutional framework allows member-states to share their sovereignty in different sectors of 

economy within the Union. It in turn creates one common economic platform which is used for 

trade and investments [Lafourcade M., Paluzie E., 2010]. Thus, the EU integration process can be 

considered as integration in an economic platform with a single market, which encompasses 28 

countries with total population of more than half a billion of EU citizens. The big advantages of 

the EU are a common inter-state trade legislation system, common standards and the size of the 

EU market [Madura, Fox, 2014]. A common free-trade legislation system simplifies business 

cooperation between countries. It reduces uncertainty with regards to future risks relating to 

understanding of tax systems, bureaucratic procedures, laws and regulations [Contractor, Lahiri, 

Kundu, 2014]. The size of the common market provides more business opportunities for 

companies and higher expected income due to economies of scale [Krugman, Obstfeld, Melitz, 

2012]. All these advantages attract FDI to new EU member-states because of lower business risks 

and long lasting potential return [Martinez V., et.at., 2012]. 

In order to integrate into the EU and get the aforementioned benefits, a potential member-

state should meet the EU requirements and economic criteria [Maastricht treaty]. It stipulates 

adaptation of governmental institutions of new member-state to the EU standards through 

institutional reform. Such reforms usually are made through development of the legal system 

[Venizelos E., 2016]. It in turn allows new member-states to reorganize their institutions avoiding 

internal conflicts which would appear in case of inconsistency between the EU and new member-

state institutions. Contradictions in legislation and differences in standards can be a vivid example 

of such possible conflicts which can hamper the progress of business and economic cooperation 

between countries [Krugman P., et.al., 2012]. That in turn can leads to an increase in business risks 

and subsequently to deterioration of the investment climate. Moreover, conflicts of interest 

between EU members within one system cannot be regulated if there are no common rules of the 

game and regulation instruments applicable to all participants. Hence, building of the EU 

governmental institutions, based on common legislative and economic rules, seems to be a good 
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method to create a common, efficient trade system and a good investment environment within this 

system. However, does reorganization of governmental institutions through legislation and 

reaching of the economic targets required by the EU regulations lead to immediate qualitative 

changes of institutions and subsequently to their full integration in the common well-functioning 

system? Experiences of the last decade demonstrated that this assumption was wrong. The example 

of the last European crisis confirmed that there is another important cultural factor on which 

harmonious cooperation between the countries of the EU is to be built [Guiso, L., et.al., 2013]. 

Thus, culture is likely to affect economic cooperation and investment climate of the integrated 

countries. In the next section, this will be explained in more detail.  

 

2.2 Culture and its dimensions   

Many economists now accept that governmental institutions and culture (informal 

institutions) play a crucial role in determining economic outcomes [Tabellini, G., 2008, Zweynert 

J., 2009]. It was revealed and empirically shown that values formed on the national level directly 

affect the ways in which governmental institutions are created as a consequence of cultural norms 

and values, and in particular power distance and uncertainty avoidance [Hofstede, 2005]. Thus, if 

cultural influences make impact governmental institutions which in turn affect economic activity, 

then culture should also affect FDI attraction [Mac-Dermott R., 2015]. To understand the 

mechanism by which culture can cause FDI attraction, power distance and uncertainty avoidance 

will be analyzed and it will be discussed how they might impact governmental institutions.   

 

Power distance  

Countries with a vertical system of management are considered countries with a higher 

level of power distance. This means that governmental power in these countries tends to be 

concentrated in one (or a few) governmental positions [Hofstede G., 2001]. Hence, decision 

making center on the governmental level tends to be located in one particular hands. Moreover, 

the influence of political rivals and economic circumstances on this position is quite trivial and it 

makes such a management system more authoritarian and relatively independent from other 

governmental institutions. This in turn creates the environment in which governmental institutions 

are built based on hierarchical principles [De Jong, E., et.al., 2014]. At the top of the pyramid is a 

key person who accumulates majority of power and use this preference to build governmental 
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institutions in a way to control them. A good example of such a system is the Russian Federation. 

This country is run by the president who accumulates a majority of the power, and directly 

influences all governmental processes [Blum Z., 2013].  The Central Bank (CB) is not an exception 

in this system. The Chairman and board members of the CB are assigned by the president. Hence, 

the president has a political influence on the CB. Moreover, there is no legislative mechanism that 

protects the CB from such influence. It leads to the situation when the CB management is not able 

to adopt its own independent monetary policy. In case of conflict with the presidential institution, 

Chairman and board members can be dismissed from the occupied positions. This, in turn, 

increases uncertainty and thereby creates higher investment risks because the CB’s policy seems 

less predictable. Hence, exchange exposure is likely to raise FDI risks created by uncertain CB’s 

policy.   

  In contrast to the countries with higher power distance there are countries with lower 

power distance. Such countries are characterized by a horizontal management system that 

stipulates the distribution of the power among different governmental institutions [Hofstede G., 

2001]. It avoids concentration of the power in one hands and thereby creates a more competitive 

governmental environment. Different governmental institutions, authorized by people, have the 

power to influence the decision making process on the state level. It makes sure that the 

monopolization of power in one hands is avoided. A good example of such a system is Sweden 

where governmental institutions are built based on horizontal principles [Palm., 2011]. In such a 

system, Central Bank is an independent institution which is devoid of political influence. The 

appointment and management of CEO and the board members of the CB are regulated by a 

corresponding legislation mechanism without political interference of any authority [De Jong, E., 

2014]. It allows the CB to adopt an independent monetary policy that in turn allows investors to 

predict CB behavior more accurately than in a system with higher power distance where the CB is 

a quite politicized institution which is sometimes used as an instrument of indirect political impact 

on the electorate. In sum, an independent monetary policy reduces exchange exposure and 

therefore creates better investment climate. Thus, the countries with lower power distance seems 

more attractive for FDI due to less potential risks [Mac-Dermott R., 2015].   

Also, it is worthwhile to notice that the systems with higher power distance stipulate 

concentration of responsibility on the shoulders of the key governmental institution. This means 

that the monopoly of power is usually delegated with a high level of cautiousness. People, who 
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transfer the monopoly of power, also transfer responsibility for its application to one hands instead 

of its distribution among different governmental institutions. When giving the monopoly of power 

to one particular governmental institution, people demonstrate that they don't want to distribute 

the power among others. They believe that such form of governmental management is more 

efficient [Hofstede G., 2011]. People don't believe that the distribution of power among authorized 

governmental institutions can be more efficient than if its concentrated in one hands. Hence, they 

deny competition between governmental institutions. In other words, they think that independent 

institutions cannot cooperate efficiently because they cannot come to an agreement with each other 

in order to work as one team. As a result, this would cultivate institutional conflicts that cannot be 

solved through legislative mechanism nor through a normal agreement based on the trust principle. 

It demonstrates that in a system with higher power distance, the rule of law cannot properly 

regulate institutional relations [Hofstede G., 2011]. This, in turn, reduces level of trust. No one 

believes that in case of conflict there is a regulative mechanism to rely on. It leads to a corruptive 

environment [Uslaner E., 2004] Corruptive methods can be a source of illegal enrichment of 

governmental officers who are not afraid of the judicial system because of the weak rule of law. 

Hence, countries with weaker rule of law seem less attractive for investors. In case of a conflict or 

a problem, investors cannot be sure that their rights are properly protected by legislation of a host 

country. Settlement of investor’s issues in a corruptive way cannot guarantee that they will be not 

raised again. As a result, insecurity generates a higher level of mistrust of the system that creates 

additional investment risks which make a country less attractive for FDI.   

In contrast to the countries with higher power distance, countries with lower power distance 

demonstrate the ability of efficient institutional cooperation in a competitive environment. In 

countries with a horizontal management system, governmental institutions solve mutual problems, 

in case of clashes with each other, through legislative mechanisms which are based on the rule of 

law [Hofstede G., 2011]. Equal rights and a reliable judicial system create a trust-based 

environment for governmental institutions. Thus, the countries with lower power distance are 

characterized by a higher level of trust and stronger rule of law. Hence, in an egalitarian system a 

conflict between different institutions does not bear a higher risk than in the countries with higher 

power distance because it can be solved in a transparent framework with relatively predictable 

outcomes. Moreover, such a system usually has lower level of corruption [Uslaner E., 2004]. A 

strong judicial system threatens governmental officers to take bribes or make deal “under the 
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table”. It creates a better investment climate because foreign investors are more confident that their 

rights would be protected by the legislative system of the host country. Hence, countries with lower 

power distance are characterized by higher trust levels and therefore lower investment risks which 

should positively affect FDI inflow.  

 

Uncertainty avoidance 

 Countries with high uncertainty avoidance society are characterized by a system that relies 

on explicit rules. In such a system, people rely on rules that govern their behavior. Moreover, rules 

usually cannot be broken in case of necessity [Hofstede G., 2011]. It means that even in 

extraordinary circumstances government rather follows traditional rules than changes them to 

adapt to a new situation. In a such system governmental institutions demonstrate their aversion 

attitude to new rules because they have a traditional approach of regulative function. Hence, it 

creates lower level of uncertainty because traditional approach usually makes system more 

predictable and understandable. It in turn decreases investment risks because investors are able to 

rely on a legislative system that can be changed by the government only in extraordinary 

conditions. Thus, it positively affects FDI inflow of countries with higher level of uncertainty 

avoidance because some investment risks can be mitigated by legislative protection of foreign 

investments.  

 In contrast to the countries with a high uncertainty avoidance society, countries with low 

uncertainty acceptance society are characterized by a system that is not governed by explicit rules 

[Hofstede G., 2011]. This means that people in low uncertainty avoidance societies does not 

respect rules and are able to change them in case on necessity. Hence, a mechanism of the rule of 

law cannot be always used to protect investors rights because there is a risk that the legislative 

system can be changed. In other words, in such a system organization of society is not based on 

strict rules. Thus, in case of a conflict between an investor and a legal entity, there is a risk that a 

problem will not be solved through the legislative mechanism. It in turn increases future 

uncertainty risks because an investor is not protected by the legislative system of a host country. 

He understands that in case of a conflict he could not appeal to the law. Thus, low uncertainty 

avoidance can negatively affect FDI inflow.  

 Analyzing the factors that make impact on FDI inflow, it is worthwhile to notice that 

language as a component of any culture is likely to influence FDI as well. It is expected that 
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common language should positively affect FDI inflow. People, who use the same language, can 

easily communicate with each other because they don’t encounter linguistic barriers to 

communicate. Hence, they can build business relations faster. Moreover, according to Akkerman 

(2007) common language causes an increase in trust. In the Groningen University it was 

empirically proved that students playing the prisoner’s dilemma show higher trust in people 

speaking to them in their native language. Thus, countries that share the same language, create 

more hospitable environment for the people who speak this language. A high-trust society 

minimizes investment risks because investors are not afraid that they can be expropriated.  

It can be inferred, taking into consideration the aforementioned cultural factors, that lower 

power distance, higher uncertainty acceptance and a common language would positively affect 

FDI inflow whereas higher power distance and lower uncertainty avoidance would affect FDI 

inflow negatively.  

 

2.3 Relationship between formal and informal institutions 

 In different countries different types of government are elected by people or at least 

supported by a majority of people. It means that a system chosen by those people is more 

appropriate and more efficient for them, otherwise they change it in legal or illegal ways: election 

or revolution. Hence, a system supported by the majority of people can characterize a nation in 

terms of its values, attitude to risk, trust and rules [De Jong E., 2009]. As it was explained in the 

previous part, some nations prefer a system with higher power distance whereas others – systems 

with lower power distance. Some societies are more aversive to uncertainty than others. Thus, we 

can assume that culture and governmental institutions are interrelated and interdependent. 

Governmental institutions are established by people; however, behavior of people can be changed 

under the impact of new rules required by the institutions. Interrelation between culture and 

institutions was investigated by van Esch and de Jong (2009), de Jong (2014), Hofstede (2015). 

According to their research results, values – a core of a culture – can also be influenced by 

governmental institutions. Hence, both the institutions and values affect each other. If 

governmental institutions and national values affect behavior of the governmental officers, their 

mental maps in particular (de Jong, 2014), then it can be assumed that the decision making process 

on the state level is confined within the cultural and institutional frame of the corresponding 

country. Thus, cultural factors, which underlie decisions of governmental officers, are likely to 
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play an important role in the institutional functioning and therefore in the establishment of a proper 

investment climate.     

If governmental institutions are able to affect people’s behavior, then they can change 

values of these people and consequently their culture. It means that changing governmental 

institutions can change the culture of people and subsequently, their model of thinking. This, in 

turn, leads to a change of the economic environment, for instance through economic reforms: 

promotion of trade liberalization, development of legislation and bank systems (Van Hoorn, 

Maseland, 2010, de Jong, 2014). Consequently, governmental institutions are likely to influence 

the investment climate in a country.  

Thus, it can be inferred that investment activity in a host country can be affected either 

through cultural or institutional channels because both are interrelated with each other.  

 

2.4 Cultural factor as a part of EU integration process and FDI attraction  

Integration into the European Union stipulates reorganization of governmental institutions 

and adaptation of a legislative system of a new member-state in accordance with EU standards. 

This means that governmental institutions of new member state should be reformed in order to 

correspond to the common EU institutional mechanisms. This, in turn, makes the whole system 

understandable and functional for all members [Zweynert, J., 2009, Vidal-Suarez M., et.al., 2013]. 

Moreover, it simplifies many bureaucratic procedures and eliminates financial and trade barriers 

within the EU. Hence, it is likely to change the role of governmental institutions which practiced 

different institutional policies before. For instance, in countries with a vertical system the role of 

the CB, as the institution which controls monetary policy, becomes more independent from 

governmental influence [De Jong, E., et.al., 2014]. It allows the European Commission and the 

European Central Bank to make sure that the Maastricht treaty requirements regarding 

corresponding threshold of annual inflation rate will be fulfilled by a member-state.  

Transformation of governmental institutions sometimes leads to change in decision-

making process on the state level. For example, if a country was characterized by a vertical 

management system, then in the EU it should adjust its approach to a more egalitarian one because 

the Union is characterized by a horizontal management where decisions are made based on 

consensus [Guiso, L., 2013]. Moreover, institutional reorganization indicates a change of attitude 

to the uncertainty factor.  If a country decides to integrate into the EU institutions, then such a 
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decision demonstrates that the people of this country and the governmental institutions, as a part 

of the country’s system, accept the risks that the integration process can bear. In other words, 

integration into the EU institutions is likely to lead to changes in the cultural dimensions of an 

integrated country with respect to power distance and uncertainty avoidance. Hence, change of the 

cultural dimensions, caused by institutional changes, should cause change of values of people on 

the national level [Tabellini, G., 2008]. If transformation of the people’s values cannot be done in 

an integrated country, then it is expected that the institutional integration process is likely to fail. 

It means that even after full formal integration of a new member-state in the EU community, its 

institutions are not able to work properly and fulfill all taken obligations. Such a situation becomes 

possible if governmental officers, who run governmental institutions, consider new management 

system as a foreign and unacceptable one. As a result, they struggle with new system instead of to 

supporting it. The mental map of the governmental officers contradicts by the new principles of 

institutional functioning. This can happen because institutional transformation on the 

governmental level usually doesn't go simultaneously with cultural transformation of informal 

institutions. Quick reforms are able to reorganize governmental structure and develop a new 

legislation system that settles new rules for governmental institutions and therefore for a society. 

However, it takes a lot of time to get used to the new rules and follow them if such rules are not 

developed based on the old cultural principles. Moreover, these rules should be accepted and 

followed by an entire population, otherwise an elected government that allows these rules to be 

implemented would not be re-elected.   

According to Hofstede (2005), de Jong (2009), and Tabellini (2008) values, as a core of 

culture, are changed over generations because it is partially inherited from parents and partially 

obtained through a life experience. Hence, substitution of old values by new ones takes quite long 

period of time. Considering that behavior of governmental officers and their mental map is 

determined by national values, it is expected that a big gap in the cultural distance between new 

member-state and EU can be overcome in long run. Moreover, if the cultural distance between 

systems is quite big, then it can lead to cultural clashes and hence to political and economic 

instability [Guiso, L., 2013, De Jong, E., et.al, 2014]. Hence, they cannot reach agreement on how 

to solve a problem. A vivid example is the last European crisis caused by a conflict between 

Germany and France.  French and German governmental officers approached the Greek debt crisis 

in a different way. “Germans pleaded for IMF involvement whereas French politician and the 
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French president of the ECB, Jean-Claude Trichet, were in favor of a European solution which did 

not contain any relation with the IMF” [De Jong, E., et.al, 2014]. Such different approach to the 

problem were based on different cognitive maps of the officers which in turn are caused by 

different cultural dimensions, power distance and uncertainty avoidance in particular.  

To summarize, it can be assumed that integration into the EU institutions can lead to 

cultural clashes in case of large cultural distance between a new member-state and the EU. It may 

cause political and economic instability. As a result, investment risks in such countries raise and 

negatively affect FDI inflow. Taking into consideration the fact that values are a core of culture, 

the problem of cultural clashes is likely impossible to solve in a short run using mechanism of the 

EU integration because national values are formed and changed over decades.  

 

2.5 Cultural heritage of the Soviet Union and Hypotheses  

  In the previous parts of this section it was explained that culture, power distance, 

uncertainty avoidance and language in particular, are able to affect FDI inflow of a host country. 

Furthermore, it was clarified that a large cultural distance can negatively impact the EU integration 

process and consequently FDI attraction. In this part it will be explained why the inherited Soviet-

Union culture, in terms of power distance can negatively influence FDI attraction but also 

positively –  through the uncertainty avoidance and the language channels. Moreover, it will also 

be explained that the Soviet-Union culture in terms of high power distance is likely to affect the 

EU integration process in a negative way that in turn can be negatively reflected on the FDI inflow 

of a host country.  

 The Soviet-Union was built based on strong authoritarian state management.  

Governmental institutions had a distinctive centralized hierarchical structure. On the top of the 

pyramid was the first secretary or later – the president who accumulated all political power. He 

run the Union under his total control. All governmental institutions reported to him and were 

managed by him [Shlapentokh V., 2001]. Hence, the Soviet-Union can be characterized as a 

system with a high level of power distance. Considering part 2.1 of this section regarding cultural 

dimensions, it can be concluded that the Soviet-Union culture in terms of power distance is likely 

to affect FDI inflow to a host country in a negative way. Furthermore, the Soviet planned economy 

with its centralized management system had a strong impact on the governmental institutions and 

the mental maps of governmental officers as well as people. The economy of the Soviet Union was 
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built in a such way as to plan all production and economic activities in advance [Shlapentokh V., 

2001]. Any deviation from the approved plan was punished by the government. Such a 

management approach created strong uncertainty aversion in the attitudes of the people. They were 

afraid to face an unexpected situation in which planned levels are not reached. Thus, based on the 

part 2.1 of this section regarding cultural dimensions, it can be concluded that this feature of the 

Soviet-Union cultural in terms of uncertainty avoidance is likely to affect FDI inflow of a host 

country in a positive way. Better predicted future usually minimizes cost and make an investment 

project more attractive. In addition to this positive impact of the Soviet culture on FDI attraction, 

there is another one. Russian language, which was a part of the Soviet-Union culture, is quite 

spread out in Europe and even in the world [https://en.wikipedia.org/wiki/Russian_language]. 

Hence, businessmen who know this language, can easily communicate with each other. Better 

developed communication channels between businessmen allows to exchange information and 

decrease level of uncertainty risks. Hence, the usage of the same language improves 

communication between potential investors that in turn stimulates FDI inflow.  

Taking into consideration that culture is passed on from generation to generation mostly 

through values, it can be assumed that the post-Soviet-Union countries were to inherit at least 

partially some characteristics of the post-Soviet-Union culture in terms of power distance, 

uncertainty avoidance and language. Furthermore, if substitution of values takes decades, then 

despite of the fact that collapse of Soviet Union was 25 years ago influence of the Soviet culture 

should be still present in our days. A lot of people who currently are living in post-Soviet countries 

are bearers of the Soviet culture including the Russian language because they were born and had 

been living for quite a long period of time there. Moreover, a lot of people were brought up by 

parents who grew up in the Soviet environment. These parents were likely to transmit some portion 

of Soviet culture to their children. Thus, if the Soviet culture still has influence on the people from 

the post-Soviet-countries, then it is expected that the Soviet culture is able to affect the economic 

behavior and consequently the decision making process of physical and legal entities of these 

countries. It in turn can directly impact the functionality of governmental institutions and the 

investment climate. Hence, it is assumed that the integration of governmental institutions of a new 

member-state from the post-Soviet block into the EU system will not change the de facto conduct 

of governmental officers, although they will of course reorganize the de jure system in such a way 

as to comply with EU regulations. In this concern, it is expected that the cultural characteristics of 
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the Soviet-Union inherited by governmental institutions, in terms of power distance, uncertainty 

avoidance and language, will affect trade liberalization and legislation modification processes in 

light of the EU integration process. This in turn is likely to make impact on the investment climate 

and to be reflected in the FDI attractiveness in the host country.  

 

Based on the aforementioned theory the following three hypotheses were developed: 

 

1. It is expected the Soviet Union’s culture, through a high level of power distance, would 

negatively affect FDI inflow into the host country that is being integrated into the EU. 

 

2. It is expected the Soviet Union’s culture, through a high level of uncertainty avoidance, 

would positively affect FDI inflow into the host country that is being integrated into the 

EU. 

 

3. It is expected that influence of common language will positively affect FDI inflow of the 

host country that is being integrated into the EU. 
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3 Methodology and Data   

 

 The aim of the empirical section of this thesis is twofold. Firstly, to apply an appropriate 

methodological approach to test the Soviet cultural impact in terms of power distance, uncertainty 

avoidance and language on FDI inflow alongside with other FDI determinants. It will be explained 

why the chosen methodology is appropriate to investigate the research question and what kind of 

benefits the chosen methodological approach can provide testing the developed hypotheses. 

Secondly, to clarify whether the Soviet cultural factor makes influence on the FDI inflow into a 

host country in light of the EU integration process.  

In order to test the hypotheses developed in the previous section, Estonia, Czech Repablic, 

Poland, Slovak Republic and Hungary will be served as a sample. They were selected because all 

of them were in the Soviet block for quite long period of time. Hence, it is expected that the Soviet-

culture, inherited by the last two generations, should influence governmental institutions of the 

countries, and hence, FDI inflow. Moreover, the selected countries are already in the EU. Thus, it 

allows to test the hypothesis about influence of the Soviet culture on FDI inflow of these countries 

in light of the EU integration process. 

 

3.1 Gravity equation  

Tinbergen was the first economist who applied Newton’s gravitation principle in 

economics [Squartini T., Garlaschelli D., 2013]. He used the simple gravity model of bilateral 

trade to analyze bilateral trade flows. Essentially, it extrapolates Newton’s gravitational law to 

basic economic principles regarding the attraction of two masses and the distance between this two 

masses reducing this effect. In order to determine the volume of bilateral trade, Tinbergen analyzed 

trade factors. He assumed that the volume of flow between two nations should increase with size 

and decrease with transportation cost between them as measured by the distance between economic 

centers of locations [Jordi P., 2001]. 

Today, models based on the gravity model are widely used to explain FDI. A number of 

economists like Gorg, Greenaway (2002), Blonigen (2007), Lafourcade M., Paluzie E., (2012) 

successfully used a gravity equation to evaluate the FDI flow of various countries. Application of 

the gravity model to analyze FDI flow presumes that FDI flow are larger between large economies 

and the more so if the countries are close neighbors [Leibrecht, Riedl, 2012]. In other words, if a 
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country’s size of the economy is defined in terms of GDP, we can say that FDI flows between any 

two countries are proportional to countries’ GDP and decrease with their distance. Taking into 

consideration these variables, as well as linear determinants of FDI inflow, the gravity model is 

used in this research to estimate the Soviet cultural impact on FDI inflow. Furthermore, this 

econometric technique is an easy-to-use and efficient method to estimate FDI inflow         

[Lafourcade M.,, Paluzie E., 2012]. It allows one to estimate simultaneously different factors 

which influence FDI inflow of the tested countries over time. It in turn allows one to investigate 

interaction between variables if such interaction exists. Hence, gravity model should help to test 

the developed theory about whether the Soviet cultural factor affects structural principle of 

building governmental institutions and thereafter investment climate of the host countries from 

CEE integrated into the EU institutions. 

The developed model used in the research is based on the primary gravity equation: 

FDIit  = 0 +1GDPit + 2GDPjt + 3Distanceijt +eij   (1.1)              

             

where “FDIit” is FDI inflow of the host country “i” (tested country), “GDPit” is GDP of country “i” 

at time “t”, “GDPjt” is GDP of country “j” at time “t”, “Distanceij” is the distance between country 

“i” and country “j” and eij is an error term. This equation models a linear relationship of GDP to 

FDI inflow and a linear relationship of the distance. It means that economic development in terms 

of GDP either in the host or home country stimulates FDI inflow of the host country. Thus, market 

size of a host country is an indicator of potential returns on an investment and market size of the 

home country indicates the number of firms that have the capacity to invest [OECD]. The variable 

“Distance” in the equation stands for inverse relationship between FDI inflow of the host country 

and the distance between host and home countries. So, an increase in distance between countries 

negatively influences inward FDI of the host country.  

The aforementioned model is simplified because it omits a lot of FDI determinants that 

could affect FDI inflow into countries. In this model, only cultural factors are included, and this is 

likely to lead to a distorted picture of FDI inflow. To mitigate omitted variable bias, the primary 

gravity model was developed by including market, distance, endowment and cultural related 

variables. All together 10 additional variables, among them, cultural variables which are variables 

interest. The most important FDI explanatory variables were selected according to traditional and 
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neoclassical theories of FDI [Demirhan E., Masca M., 2008]. Description of the general role of 

every FDI determinant included in the equation is provided below. 

 

Cultural variables (variables of interest): 

- Power distance and uncertainty avoidance. The essence of these two variables and their influence 

on FDI inflow of a host country were explained in details in the second section of this research. 

Meanwhile, it is worthwhile to notice that power distance and uncertainty avoidance are included 

in the model as independent variables. Moreover, they will be used to test the interaction effect 

with the variable “EU member” (interaction effect is explained in more details below).   

- Language. A theoretical reason of the linguistic impact on FDI inflow was explained in the 

second section of this research. Here, the influence of language on FDI will be determined and 

how one can measure the impact of a common language between two countries on FDI inflow. 

The Russian language cannot be used to measure the language impact on FDI inflow because of 

data unavailability of the percentage of people in a home country who are native speakers of 

Russian, and the people in a host country who are native speakers of Russian. However, based on 

the fact that the main idea of the language test is to clarify whether the factor of common native 

language, used in home and host countries, can spur investment activity in the host country, it was 

decided to use general data set on percentage of native speakers in a host county (people who are 

living in a home country and consider the language of the host country as a native one). Such way 

of substitution of Russian speakers’ data by data on native speakers should not distort a result of 

the language test. Language is used as a channel of communication. Hence, there is no difference 

what is a language people use to transfer information. The important thing for people is to have 

understandable and easy to use a tool of communication. In this regard, a native language seems a 

most appropriate one. Thus, obtained result of testing influence of native language on FDI inflow 

can be easily extrapolated on the situation related to the Russian language or another language 

which is considered as a native. It is expected that common language should positively affect FDI 

inflow in the host country.  

 

Market related variables: 

- GDP of home and host countries. As it was mentioned before, GDP indicates the size of a 

country’s economy. More specifically, amount of GDP in the host country shows the market 



19  

volume. The size of the market in its turn defines several factors that attract investments: 

economies of scale and agglomerations [Walsh J., Yu J., 2010]. Thus, a larger market in the host 

country implies a higher demand for investor’s products. The level of GDP gives an indication 

about the number of firms and their ability to invest. Generally, it is assumed that a country with 

higher level of GDP has greater economic potential in terms of large companies that produce a lot 

of products and provide a lot of services which are incorporated into GDP. Hence, such large firms 

can accumulate capital to invest. Pursuing commercial goals, they quite often invest abroad. It is 

expected that the coefficient of GDP is going to be significant and positive. It is worthwhile to 

notice that not all GDP is produced by large companies. For instance, in China there is a quite 

strong private sector with smaller firms that drive growth [Bloomberg]. In this concern, GDP does 

not always show potential of a home country to invest abroad.  Therefore, a lot of other different 

control variables will be included in the model.  

- Population. This variable can also indicate size of a country’s economy. Theoretically every 

citizen of a particular country can produce some goods or provide some services. It means by 

definition that volume of goods and services within a country increases if population of this 

country grows. An increases in population lead to GDP growth [Walsh J., Yu J., 2010]. This leads 

to economy of scale and market attractiveness due to a number of potential solvent consumers. 

Hence, an increase in the population can attract FDI.  However, it is not always the case because 

population is able to grow if GDP declines [Walsh J., Yu J., 2010]. In this case an increase of the 

population can lower wages, making labor cheaper [Vetter S., 2014]. That can attract investors 

from abroad to invest in production in such country because of cheap labor power. Usually, this 

scenario can be observed in developing countries [Florida R., 2013]. Thus, it is expected that the 

coefficient of population will be positive and significant. 

- Member of EU. In the section two part one it was explained that EU integration can boost FDI 

inflow. Elimination of trade barriers, product standardization, a similar legislation system, a 

transparent judicial system, make new member-states a more attractive object for establishing a 

business, and hence, for investment. The variable “Member of EU” will be used in the model as a 

dummy and takes value of “1” if the host and the home countries are in European Union and “0” 

otherwise. It is one of the key variable that should show whether EU association impacts FDI 

inflow of new member states. In the next part it will be explained how this variable will be used 
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in order to estimate cultural effect on FDI inflow in light of the EU association process. It is 

expected that the coefficient of “EU member” is going to be positive. 

 

Distance related variables: 

- Geographical distance between countries in kilometers. Distance is one of the fundamental 

variables in the gravity model (Cheng and Wall, 2005). However, in contrast to GDP,  distance 

plays a negative role. If geographical distance between the host and the home country increases, 

then, according to the gravity theory FDI inflow is likely to decrease because an increase in 

distance bears additional transportation costs and costs related to distortion or lack of information 

[Assunaco S., et.al., 2011]. It is expected that the coefficient of “Distance” is going to be negative. 

- Common border. A common border variable supplements the measure of geographical distance 

because the distance between two countries is measured as a line between their capitals. Hence, if 

any two countries are quite big by area and their capital is located in the geographical center of the 

country, then the distance between these countries is large despite the fact that they are neighbors. 

If countries are small and located close to each other than the distance between them will be smaller 

than in the previous example. Hence, the distance factor in some cases cannot reflect the 

dependency of FDI on geography in some cases. In order to mitigate this deviation a “Common 

border” variable is included in the model. It is used as a dummy variable that takes the value of 

“1” if the host country has a common border with the home country and the value of “0” if 

otherwise. It is expected that the coefficient of “Common border” is going to be positive. 

 

Variables relating to endowments:  

- GDP per capita. GDP per capita indicates the technological and the general development level 

of country. Helpman, Melitz & Yeaple (2004) argue that a high level of GDP per capita results in 

high productivity of firms and far-developed technology. Moreover, the level of GDP per capita 

also reflects the purchasing power of consumers. Thus, if the host country shows dynamic growth 

of GDP per capita, it consequently gives a signal of market growth for investors that in turn 

stimulates FDI inflow in host country. Also, it is worthwhile to notice that economic development 

and technological progress assist with accumulating capital that in turn can be used as investments. 

It is expected that coefficient of “GDP per capita” is going to be positive. 
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Rule of law. The rule of law variable assesses legislative and judicial aspects in the host country. 

A country with higher rule of law level is characterized by more transparent and fair judicial 

system, that in turn makes this country more trusted from the perspective of investor. In case of 

any conflict, an investor is sure that his rights will be protected in the court and the conflict will 

be settled legally with a predictable result. Thus, uncertainty risks of investor are likely to be 

minimized and therefore investment attractiveness of the country increases [Laporta R., 1997]. It 

is expected that coefficient of “Rule of law” is going to be positive. 

- Corporate income tax. The corporate income tax is a tax that is imposed by government to deduct 

a percentage of company income. The smaller this tax, the more attractive the host country is for 

FDI because smaller corporate tax gives a company from a home country the opportunity to earn 

more money. Hence, higher corporate income tax in the host country is likely to influence its FDI 

inflow in a negative way [Morisset, J., Pirnia N., 1999]. It is expected that coefficient of “Corporate 

income tax” is going to be negative. 

Summarizing the explanation of the categorized variables, the table with hypothesized 

relationships between the dependent and independent variables is shown below.  

 

Table 1: 

No Variable category Variable Hypothesized relationship 

1 Market related variables 

 

GDP  

Population  

Common currency 

EU member 

+ 

+ 

+ 

+ 

2 Distance related variables  

 

Geographical distance 

Common border 

_ 

+ 

3 Endowments related variables  

 

GDP per capita 

Rule of law 

Corporate income tax 

 

+ 

+ 

_ 

4 Culture related variables 

 

Power distance  

Uncertainty avoidance  

Language 

_ 

_ 

+ 

      

 After including in the primary gravity equation the aforementioned variables, the proposed 

model looks like this: 
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FDIit  = 0 +1GDPit + 2GDPjt + 3GDPperCapitait + 4GDPperCapitajt + 5Populationit + 

6Populationjt + 7Currencyit + 8Distanceijt + 9EU-memberit + 10Languageit + 11Borderit + 

12Corporate-taxit + 13Rule-of-lawit + 14Power-distanceit + 15Uncertainty-avoidanceit + eij.  

            (1.2) 

3.2 The OLS and interaction effect 

The OLS 

In order to estimate the model, the OLS regressions are estimated. This technique was 

chosen for a number of reasons. First, there are 10 independent variables identified as influencing 

FD. Secondly, this method good suits to estimate linear relations between dependent (FDI inflow) 

and others 10 independent variables, included into the gravity equation.  It is worthwhile to notice 

that based on the recommendations of Blonigen (2007), ] Lafourcade M.,, Paluzie E., (2012) who 

applied the gravity model to estimate foreign direct investment flow, “FDI inflow” of the host 

country, “GDP”, “GDP per capita”, “Population” of the host and the home countries and 

“Distance” between the host and the home countries will be logarithmized in order to scale down 

the raw data of the mentioned variables and generate better estimation results in terms of statistical 

significance and standard errors. Also, logarithmic forms will be used to interpret the coefficients 

as the elasticity of “FDI inflow” with respect to “GDP”, “GDP per capita”, “Population” and 

“Distance”. Hence, the first model, which will be used to test the second developed hypothesis 

regarding the influence of language on FDI inflow into the host country, looks like this: 

 

logFDIit  = 0 +1logGDPit + 2logGDPjt + C+ eij.   (1.3) 

 

The Interaction Effect 

 In order to test impact of cultural factor on FDI inflow into the host country from the 

perspective of the European Union integration process, an interaction effect between EU member 

and power distance will be included in the model. This way, the interaction between EU 

membership and power distance/uncertainty avoidance on FDI inflow is measured.  

To analyze the impact of power distance on FDI inflow in light of EU integration process 

the following model will be estimated: 
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logFDIit  = 0 +1logGDPit + C + 17EU-memberit Power-distanceit +  eij.  

    (1.4) 

To analyze the impact of uncertainty avoidance on FDI inflow in light of EU integration process 

the following model will be estimated: 

logFDIit  = 0 +1logGDPit +C + 17EU-memberitUncertainty-avoidanceit + eij.  

      (1.5) 

In order to decrease the correlation between interaction term and its component variables and to 

make interpretation of parameter estimates easier, “Power distance”/“Uncertainty” will be 

centered.  Also, it is worthwhile to notice that every particular host country will be tested separately 

but not in a group with other host countries. Such a way of treating the data will be applied because 

of the three-level panel data set (host country – home country – year) to which fixed effect models 

cannot be applied.  

 

3.3 Data and measurements 

The developed hypotheses of this research will be tested using the data collected from 

recognized and trustable sources:  the Internet web site of OECD (FDI inflow, GDP, GDP per 

capita) , the Internet web site of the World Bank (rule of law index, corruption index, corporate 

tax, population), the Internet web site of CEPII (language), the Internet web site 

http://www.distancefromto.net (distance between countries), the Internet web site https://geert-

hofstede.com (Hofstede’s cultural dimensions, power distance and uncertainty avoidance in 

particular), the Statistical Yearbook of Czech Republic, the Estonian Statistics website, 

nationalencyclopedia.com. The data sets encompass the time period from 1995 till 2012. The 

statistical data is collected from nineteen countries: five of them are host countries that play the 

role of the observed countries whereas the other ones (fourteen countries) are home countries that 

play the role of explanatory countries. As it was explained earlier Czech Republic, Estonia, Poland, 

Slovak Republic and Hungary were taken as host countries because all of them were in the Soviet 

Union block and now they are in the EU. Also, these countries were chosen because of their data 

availability.  

In order to check sources of FDI inflow of the host countries it was decided to include 

countries from all over the world, not only from the EU, in the data set. Such an approach is chosen 

with purpose to clarify whether the EU integration stimulates the inward FDI flow of new member 

http://www.distancefromto.net/
https://geert-hofstede.com/
https://geert-hofstede.com/
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states or may be growth of FDI inflow are caused by general increase of investment inflow from 

other countries. In this concern, the following countries were taken to create control group 

(countries were selected based on data availability): France, Germany, Italy, Japan, the 

Netherlands, United Kingdom, United States, Austria, Australia, Norway, Switzerland, Spain, 

Belgium, and Canada. If EU membership does not influence FDI inflow of the host country, then 

it would make no sense to test the interaction effect between EU membership and the cultural 

factor because one of the variables is already insignificant.  

 Due to unavailability of data on cultural dimensions of the Soviet Union, it is assumed that 

the level of power distance and uncertainty avoidance of the observed countries in the beginning 

of the period were the same as now in the Russian Federation. Such assumption was made based 

on the fact that currently, the Russian regime has inherited the Soviet way of management 

regarding the decision-making process, risk attitudes, and the structure and functioning of 

governmental institutions. [Yehuda Z., 2013, www.stratfor.com]. Hence, the current level of 

power distance and uncertainty avoidance of Russian Federation can be the reference point for the 

cultural dimensions of the host countries in the beginning of the tested period. However, some 

correction in their cultural dimensions should be made because being in the Soviet Union block 

these countries differed culturally between each other in spite of the same Soviet institutional 

structure and management principles. Presumably, such cultural deviation was caused by the 

influence of different ethnic groups which have been living in that countries. Hence, it is assumed 

that the number of people belonging to certain ethnic groups which have been living in that 

countries and bearing different cultures affect cultural dimensions of the tested countries. If the 

percentage of people belonging to certain ethnic groups increases, then national cultural 

characteristics of a tested country tend to be similar to the cultural dimensions of that ethnic group. 

Thus, taking into consideration the prime cultural dimensions of the host countries as well as 

percentage of different ethnic groups which have been living in the host countries and their cultural 

dimensions, as a reference point, we can calculate power distance and uncertainty avoidance levels 

of the host countries in the beginning of the tested period. To calculate it we make three steps. 

First, we multiply the corresponding cultural dimension of a host country by percentage of 

indigenous people who are living a host country. Second, we multiply percentage of people of 

different ethnic groups of a host country by their respective values of power distance and 

uncertainty avoidance. Third, we sum the multiplication result of the first and second steps. Ethnic 
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groups were taken based on 0.5%-0.7% threshold. It means that ethnic groups, whose population 

was less than the mentioned percentage threshold, are not taken into consideration by reason of its 

weak impact on country’s cultural dimensions. It is assumed that such small ethnic groups are 

assimilated in local society.  

 

Table 2: Population distribution of ethnic and indigenous groups in percentage; Level of power 

distance currently and in the beginning of the tested period  

Country Ethnic group, population % Indigenous 

people % 

Power 

distance in 

the Soviet 

Union 

Current 

level of the 

Power 

distance in 

the tested 

country 

Power distance 

in the 

beginning of 

the tested 

period 

Estonia 69.7%-Estonian, 25.2%-Russian, 

1,7- Ukrainian, 3,4%-undeclared 

(added to Estonian as assimilated 

group) 

 

73.1 % 

 

93 

 

40 

 

54.24 

Czech 

Republic 

94%-Czech, 3%-Slovak, 0.6%-

Polish, 0.5%-German, 0.4%-

Ukrainian, 0,3% -Romanian, 1.1% 

undeclared  (added to Czech as 

assimilated group)   

 

 

95.1 % 

 

93 

 

57 

 

58.428 

Poland 95.9% Polish, 1.3%-German, 1.1% 

Ukrainian, 1.7 – undeclared added 

to Polish as assimilated group)   

 

97.6 % 

 

93 

 

68 

 

67.835 

Slovak 

Republic 

85.7%-Slovak, 10.6%-Hungarian, 

1.6%-Romanian, 1%-Chech, 1,1%-

undeclared  (added to Slovak as 

assimilated group) 

 

86.8 % 

 

93 

 

100 

 

93.686 

Hungary  91.4%-Hungarian, 2.6%-German, 

2%-Slovak, 1.5% - undeclared 

(added to Hungarian as assimilated 

group) 

 

91.4 % 

 

93 

 

46 

 

44.954 

                   

Estonia:  – 69.7%-Estonian, 25.2%-Russian, 1,7- Ukrainian, 3,4%-undeclared (added to Estonian 

as assimilated group). Power distance in Estonia – 40, Uncertainty avoidance in Estonia – 60. 

Power distance in Russian Federation/Soviet Union – 93, Uncertainty avoidance in Russian 

Federation/Soviet Union – 95. 
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Table 3: Population distribution of ethnic and indigenous groups in percentage; Level of 

uncertainty avoidance currently and in the beginning of the tested period 

 
Country Russian ethnic people % Indigenous 

people % 

Uncertainty 

avoidance in 

the Soviet 

Union 

Current level 

of Uncertainty 

avoidance of 

the 

corresponding 

country 

Uncertainty 

avoidance in 

the 

beginning of 

the tested 

period 

Estonia 69.7%-Estonian, 25.2%-Russian, 

1,7- Ukrainian, 3,4%-undeclared 

(added to Estonian as assimilated 

group)  

 

73.1 % 

 

95 

 

60 

 

69.415 

Czech 

Republic 

94%-Czech, 3%-Slovak, 0.6%-

Polish, 0.5%-German, 0.4%-

Ukrainian, 0,3% -Romanian, 

1.1% undeclared (added to Czech 

as assimilated group)   

 

 

95.1 % 

 

 

95 

 

 

74 

 

 

73.437 

Poland 95.9% Polish, 1.3%-German, 

1.1% Ukrainian, 1.7 – undeclared 

(added to Polish as assimilated 

group)   

 

97.6 % 

 

95 

 

93 

 

92.658 

Slovak 

Republic 

85.7%-Slovak, 10.6%-

Hungarian, 1.6%-Romanian, 1%-

Chech, 1,1%-undeclared (added 

to Slovak as assimilated group) 

 

86.8 % 

 

95 

 

51 

 

55.14 

Hungary  91.4%-Hungarian, 2.6%-German, 

2%-Slovak, 1.5% - undeclared 

(added to Hungarian as 

assimilated group) 

 

91.4 % 

 

95 

 

82 

 

77.658 

                          

Hence, Power distance in Estonia in the beginning of the tested period = 

(69.7%+2.8%)*40+25.2%*93+1.7%*92=54.24 

Uncertainty avoidance in Estonia in the beginning of the tested period = 

(69.7%+2.8%)*60+25.2%*95+1.7%*95= 69.415 

In the same way the corresponding cultural dimensions were calculated for the other four countries. 

Considering the period of institutional reorganization in the tested countries during 90s, it can be 

assumed that the institutional transformation led to changes in cultural dimensions, power distance 

and uncertainty avoidance in particular. After collapse of the Soviet Union, the cultural 

transformation was triggered by EU integration process in the host countries and finished when 
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the observed countries became members of the EU. Thus, if we assumed that cultural changes had 

been running gradually during 90s and in line with institutional transformations, then knowing 

level of cultural dimensions in the beginning of the period and at the moment of the EU integration 

we can calculate annual average change of the corresponding cultural dimension.  For instance: 

Power distance in Estonia in the beginning of the tested period was 54.24, while the current level 

of power distance in Estonia is 40. Hence, during the period of EU integration and the beginning 

of the sample period, power distance decreased in 54.24 – 40 = 14.24 points. During the 

institutional transformation period of 10 years, power distance had been changing on average by 

1.424 points annually. Such way of analysis and calculation allows to trace the progress of cultural 

changes over time.  It in turn allows one to analyze the influence of these changes on FDI inflow 

of the host countries. 

 Summing up this part its worthwhile to mention that penal data analysis will be used to 

combine cross section and time-series data of host and home countries. Taking into consideration 

that panel data has three levels (host country – home country – year), the interaction effect will be 

tested for every particular host country separately.  
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4 Empirical results   

 

 In this section the empirical results obtained from using the gravity model will be 

presented. The analysis will be made according to the stage principle. The model will be tested by 

including different variables in several stages. From the start, the result of the simplified gravity 

model (based on a countries’ size and a distance between countries) will be analyzed. The next 

step of the empirical part is to analyze the model based on inclusion of all control variables in the 

model. Such technique will allow one to see how independent variables interact with each other 

and how they influence on the dependent variable (FDI inflow). Thereafter, if relations of control 

variables are clarified and their appropriateness (no multicollinearity, etc.) for the model identified, 

the variables of interest (power distance and uncertainty avoidance) will be included in the model 

for further testing. The final stage of the empirical research is inclusion in the model of two 

interaction terms (uncertainty avoidance*EU_member and power distance*EU_member) which 

should demonstrate the influence of culture on FDI inflow in light of EU integration process.   

The first stage of the empirical analysis confirmed the theoretical grounds for further 

application of the gravity model. All coefficients of the basic variables of the model are significant. 

The empirical results, provided in the Appendix 1, regression (1), showed that GDP growth in host 

and home countries leads to increase in FDI inflow of the tested host countries. Moreover, FDI 

inflow into the host countries increases if the distance between host and home countries becomes 

smaller. Hence, it was shown empirically that that the hypotheses were tentatively verified.  

The next step of the analysis is inclusion of all control variables in the model in order to 

clarify interrelations between them and their influence on FDI inflow. An additional seven controls 

variables were included in the previous basic gravity model: GDP per capita, population, common 

language, corporate income tax, common border, rule of law and EU member. The empirical 

analysis showed that the model quite good fits to the data (adj. R-squared = 0.58), however 

multicollinearity between GDP, GDP per capita and population was revealed (Appendix 4). 

According to the literature, GDP and population can correlate with each other because both 

variables are able to indicate the size of a country’s economy [Walsh J., Yu J., 2010]. Because of 

this reason GDP was excluded from the model. GDP per capita and population can substitute GDP 

in explanation of size and economy potential of countries. When GDP was excluded from the 
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model, the collinearity disappeared and GDP per capita and population became significant and 

positive (Appendix 1, regression (3)) as it was expected according to the theory. All coefficients 

in the model are significant except Corporate income tax. A reason of its insignificance could be 

data unavailability for quite a long period of time. Nevertheless, the model generally fits the data 

well, (adj. R-squared = 0.58). Moreover, the analysis showed that a common language, common 

border, the Rule of law and the EU membership positively affect FDI inflow of the tested countries.  

The next step of the analysis was inclusion in the previous model, which encompassed 

seven control variables, the variables of interest, uncertainty avoidance and power distance in 

particular. The empirical analysis showed multicollinearity between uncertainty avoidance and 

power distance (Appendix 5). Because of this it was decided to test variables of interest separately. 

Firstly, power distance was included in the model with the seven control variables. The empirical 

result showed that collinearity disappeared. Moreover, the coefficient of power distance became 

significant and negative (Appendix 1, regression (5)). It confirms the assumption that decrease in 

power distance leads to growth of FDI inflow. Also, it’s worthwhile to notice that inclusion in the 

model of power distance did not affect the sign (positive/negative) and significance of the control 

variables. Afterwards, uncertainty avoidance was included in the model with the seven control 

variables. As in the previous regression, the empirical results also showed that multicollinearity 

disappeared and the coefficient of uncertainty avoidance became positive and significant 

(Appendix 1, regression (6)). Such obtained result confirms the hypothesis explained in the second 

section of this paper, which holds that an increase in uncertainty avoidance leads to an increase in 

FDI inflows. Also, as in the previous regression, inclusion of the variable of interest did not affect 

the sign (positive/negative) and significance of the control variables (Appendix 1, regression (6)). 

Considering that time period of data set encompasses 2008, the year of crisis. It was 

decided to include in the models: regression (5) and (6), the crisis as a dummy (crisis =1 if year 

=> 2008) in order to test whether the crisis impacts FDI inflow and whether the variables of interest 

interact with the crisis.  The empirical analysis showed that the coefficient of crisis in both models 

is significant and negative (Appendix 1, regression (7), (8)). It seems logical because usually 

during a crisis period risk factor increases. Hence, FDI activities decline that in turn reflects on 

FDI inflow. Moreover, inclusion in the model the crisis factor did not affect sign 

(positive/negative) and significance of other variables (Appendix 1, regression (7), (8)). 
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To summarize the results of the analyses (1-8), it is worthwhile to emphasize that the 

coefficient of common language is positive and significant in all tested regressions. It in turn 

confirms the hypothesis that common language positively affects FDI inflow. This confirms the 

third hypothesis of the research. 

As a final step of the empirical analysis, the model with interaction effect (EU 

member*Uncertainty Avoidance / EU member*Power Distance) was tested. Considering three 

levels of data set, every host country was tested separately. This was decided because the data 

structure makes it impossible to apply fixed effect model to catch interaction effect for all countries 

at once if they are simultaneously analyzed. 

Running the analyses for each country separately, as shown in regressions (5) and (6), 

including interaction term (EU member*Uncertainty Avoidance / EU member*Power Distance), 

it was revealed that there arises multicollinearity between some variables. Corporate income tax is 

correlated with GDP per capita and population in all tested countries (Appendix 6, 7, 8, 9, 10). It 

was decided to exclude Corporate income tax from the model with the purpose of avoiding 

collinearity. Moreover, in the dataset there are missing data for quite a long time for Corporate 

income tax. Hence, it could distort an obtained result.  However, after exclusion of corporate 

income tax from the model, GDP per capita and population started to be correlated with each other 

as well. However, these variables were left in the model because they don't impact the variables 

of interest and their correlation just says that both of them explain the dependent variable in the 

same way. Also, it is worthwhile to notice that according to the theory if one creates an interaction 

term, this variable will show multicollinearity with the variables from which it is constructed. 

Hence, it is normal that Centered power distance, Centered uncertainty avoidance and/or EU 

member correlate with the interaction term. Thus, analyzing the host countries, the analysis 

showed that the interaction term in the form of EU member*Uncertainty Avoidance is insignificant 

for all tested countries (Appendix 2). It means that uncertainty avoidance does not affect FDI 

inflow in light of EU integration process which in turn contradicts the developed hypothesis. The 

same insignificant results with the exception of the Slovak Republic (Appendix 3), were obtained 

by running the model with interaction term EU member*Power Distance. In case of Slovak 

Republic, the coefficient of interaction term in the form of EU member*Power Distance was 

obtained as significant and positive. However, despite of the significant result, the interpretation 

of the interaction effect is difficult because there is no way of identifying the ceteris paribus effect 
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of Power Distance (coefficient of centered power distance is insignificant). In other words, it is 

not clear under which circumstances FDI inflow increases. Theoretically it is possible that FDI 

inflow is able to either grow or decrease following an increase in power distance. Thus, the 

obtained result regarding Slovak Republic is inconclusive in the light of EU integration process.  

 To conclude this section, the empirical analysis of the five countries from post-Soviet 

Union block showed insignificant results regarding the influence of uncertainty avoidance and 

power distance on FDI inflow in light of EU integration process. However, in case of the Slovak 

Republic, the influence of power distance is significant but inconclusive from the perspective of 

the theory. Also, it was empirically shown based on the analysis of five countries that a common 

language, a decrease in power distance and an increase in uncertainty avoidance positively affect 

FDI inflow.   
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Conclusion    

 

 

In this paper, the transformation of governmental institutions after the collapse of the 

Soviet Union and consequences of institutional transition period were discussed. The focus of the 

research was concentrated on the cultural aspect and its impact on FDI inflow. The empirical 

analysis of the five countries from the post-Soviet Union block confirmed prediction that decrease 

in power distance positively affects FDI inflow into the tested countries. The possible theoretical 

reasons of such an impact were explained in the second section of this research. Moreover, analysis 

of the data also showed that an increase in uncertainty avoidance positively affect FDI inflow. This 

result confirms the hypothesis laid out in the section 2. Such a result can be explained by 

assumption that a higher level of uncertainty avoidance is an important factor for investment 

attraction to a host country. If uncertainty avoidance increases, it indicates that a host country 

becomes more averse to risk. A higher level of uncertainty avoidance leads to a more conservative 

and stable legal system that in turn makes the future more predictable and therefore creates a better 

investment climate, if the judicial system in such county works properly. 

Despite of the significant result of the cultural variables, the empirical results obtained 

testing interaction terms in form of EU member*Power Distance and EU member*Uncertainty 

Avoidance do not support the first and second hypotheses, except for Slovak Republic with regard 

to power distance. However, despite of the significant coefficient, the result is inconclusive. Also, 

it is worthwhile to note that the language factor showed positive and significant results in all tested 

models. It means that common language is likely to spur FDI inflow.  

Thus, generalizing empirical results of the five countries, it can be concluded that the 

developed hypotheses are confirmed only partially and there needs to be follow-up research, in 

order to investigate cultural determinants of FDI in a broader context. 
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Appendix  

 

Appendix 1: OLS analysis by gradual inclusion of control variables  

 (1) (2) (3) (4) (5) (6) (7) (8) 

Log_GDPi *** 

1.008223 
(22.42)  

* 

36.21165 
(1.93) 

      

Log_GDPj *** 

.5504293 

(11.38) 

 

8.343927 

(1.55) 

      

Log_GDPi 

per capita 

  

-3.999219 
(-0.75) 

*** 

4.253391 
(10.98) 

*** 

4.278603 
(9.62) 

*** 

4.28813 
(9.64) 

*** 

4.287389 
(9.66) 

*** 
4.278813 
(9.64) 

*** 

4.287389 
(9.66) 

Log_GDPj 

per capita 

 * 

-35.14392 
(-1.88) 

*** 

.8819018 
(2.60) 

 

1.522151 
(1.53) 

*** 

1.533713 
(3.82) 

*** 

1.994594 
(4.06) 

*** 
1.533713 
(3.82) 

*** 

1.994594 
(4.06) 

Log_popi  * 
-35.15135 

(-1.88) 

*** 
1.002605 

(20.23) 

 
.9810236 

(1.27) 

*** 
.9712135 

(18.72) 

*** 
.5669081 

(3.64) 

*** 
.9712135 
(18.72) 

*** 
.5669081 

(3.64) 

Log_popj   

-7.605705 

(-1.41) 

*** 

.744956 

(15.24) 

*** 

.693831 

(12.33) 

*** 

.6938452 

(12.34) 

*** 

.6943634 

(12.35) 

*** 
.6938452 
(12.34) 

*** 

.6943634 

(12.35) 

Distance *** 
-.0002936 

(-19.20) 

*** 
-.0002857 

(-16.91) 

*** 
-.0002886 

(-17.27) 

 

*** 
-.0002757 

(-13.65) 

*** 
-.0002757 

(-13.67) 

*** 
-.0002758 

(-13.67) 

*** 
-.0002757 
(-13.67) 

*** 
-.0002758 

(-13.67) 

Common 

Language 

 ** 

.8286685 

(2.22) 

** 

.7949781 

(2.14) 

 

* 

.7321016 

(1.77) 

* 

.7321334 

(1.77) 

* 

.732024 

(1.77) 

* 
.7321334 
(1.77) 

* 

.732024 

(1.77) 

Corporate 

income tax 

  

.0090942 

(0.90) 

 

.0096935 

(0.96) 

 

 

-.0089554 

(-0.29) 

 

-.0088531 

(-0.29) 

 

-.0039336 

(-0.13) 

 
-.0088531 
(-0.29) 

 

-.0039336 

(-0.13) 

Common 

border 

 *** 
1.005198 

(5.94) 

*** 
.9819275 

(5.82) 

 

*** 
.8882688 

(4.70) 

*** 
.8883093 

(4.70) 

*** 
.8904587 

(4.71) 

*** 
.8883093 
(4.70) 

*** 
.8904587 

(4.71) 

Rule of law  *** 

.0245711 

(3.20) 

*** 

.0229916 

(3.01) 

 

 

-.0189545 

(-1.18) 

 

-.0189093 

(-1.20) 

 

-.0157452 

(-1.05) 

 
-.0189093 
(-1.20) 

 

-.0157452 

(-1.05) 

Member of 

EU 

 *** 
.8940799 

(5.51) 

*** 
.8818969 

(5.45) 

*** 
1.084222 

(5.82) 

*** 
1.084175 

(5.83) 

*** 
1.081772 

(5.81) 

*** 
1.084175 
(5.83) 

*** 
1.081772 

(5.81) 

Power 

distance 

    

-.0007848 

(-0.01) 

*** 
-.0158092 
(-.2.95) 

 *** 
-.0158092 
(-.2.95) 

 

Uncertainty 

avoidance 

    

-.0161793 
(-0.55) 

 *** 

.0324048 
(2.90) 

 *** 

.0324048 
(2.90) 

Crisis       *** 
-2.554801 
(-2.69) 

*** 

-2.860921 

(-2.91) 

Dependent variable: FDI inflow. T-statistics are in parentheses 

*p<0.10, **p<0.05, ***p<0.01 
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Appendix 2: The model analysis with interaction term (EU member*Uncertainty Avoidance) 

FDIi Log_

GDPi 

per 

capita 

Log_

GDPj 

per 

capita 

Log_p

opi 

Log

_po

pj 

Distan

ce 

Com

mon 

Lang

uage 

Comm

on 

border 

Rule 

of 

law 

Memb

er of 

EU 

Center

ed 

Uncert

ainty 

avoida

nce 

Interact

ion 

EUUA  

Czech 

Republic  
*** 

4.128 

(5.31) 

* 

-4.076 

(-1.68) 

 

-9.604 

(-0.57) 

*** 

.609 

(6.31) 

*** 

-.0002 

(-7.09) 
 

* 

1.596 

(1.71) 

** 

.818 

(2.61) 

 

-.025 

(-0.70) 

 

-1.04 

(-0.56) 

 

.242 

(0.17) 

 

12.568 

(1.11) 

Estonia  *** 

3.837 

(6.00) 

omitted omitted * 

.156 

(1.97) 

*** 

-.0003 

(-11.0) 
 

*** 

3.4 

(7.36) 

omitted ** 

-.094 

(-2.24) 

 

-1.398 

(-0.65) 

*** 

-.281 

(-2.71) 

 

-.798 

(-1.03) 

Poland *** 

1.935 
(2.85) 

 

-.195 
(-0.24) 

 

omitted *** 

.734 
(8.91) 

*** 

-.0003 
(-9.40) 

 

.113 
(0.14) 

** 

.603 
(2.33) 

 

-.048 
(-1.31) 

* 

3.704 
(1.75) 

omitted  

-29.402 
(-1.40) 

Hungary  *** 

4.18 
(5.91) 

omitted omitted *** 

.954 
(10.5

5) 

*** 

-.0003 
(-12.51) 

** 

1.678 
(2.07) 

*** 

1.698 
(4.79) 

** 

.091 
(1.97) 

 

-1.751 
(-0.78) 

 

.202 
(1.34) 

 

1.588 
(0.90) 

Slovak 

Republic  
*** 
7.014 

(6.10) 

omitted omitted *** 
1.319 

(8.19) 

*** 
-.0004 

(-6.78) 

** 
-1.838 

(-2.02) 

*** 
2.445 

(4.78) 

 
-.206 

(-1.39) 

 

 
-.651 

(-0.19) 

 
-.161 

(-0.42) 

 
-1.46 

(-0.52) 

Dependent variable: FDI inflow. T-statistics are in parentheses 

*p<0.10, **p<0.05, ***p<0.01 

 

Appendix 3: The model analysis with interaction term (EU member*Power Distance) 

FDIi Log_

GDPi 

per 

capita 

Log_

GDPj 

per 

capita 

Log_

popi 

Log
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ce 
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Czech 

Republic  

*** 

4.163 
(5.22) 

omitted  

 
 

omitted *** 

.602 
(6.10) 

*** 

-.0002 
(-6.71) 

 

* 

1.613 
(1.69) 

** 

.818 
(2.54) 

*** 

-.12 
(-2.75) 

 

1.648 
(0.66) 

** 

1.309 
(2.37) 

 

1.458 
(0.25) 

Estonia  *** 

3.837 
(6.00) 

omitted omitted * 

.156 
(1.97) 

*** 

-.003 
(-11.0) 

 

*** 

3.4 
(7.36) 

omitted ** 

-.094 
(-2.24) 

 

-1.398 
(-0.65) 

*** 
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(-2.71) 
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(-1.03) 

Poland *** 
1.935 

(2.85) 

 
-.195 

(-0.24) 

 

omitted *** 
.734 

(8.91) 

*** 
-.0003 

(-9.40) 
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(0.14) 

 

** 
.603 

(2.33) 

 
-.048 
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(-1.40) 
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** 
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(2.07) 
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(4.79) 
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(1.97) 

 

-1.751 

(-0.78) 

 

.837 

(1.34) 

 

6.593 

(0.90) 

Slovak 

Republic  

*** 

7.046 

(6.14) 

omitted omitted *** 

1.333 

(8.25) 

*** 

-.0004 

(-6.86) 

** 

-1.931 

(-2.12) 

*** 

2.48 

(4.85) 

 

.047 

(0.16) 

omitte

d 

 

 

-.478 

(-1.02) 

** 

.943 

(2.07) 

Dependent variable: FDI inflow. T-statistics are in parentheses 

*p<0.10, **p<0.05, ***p<0.01 
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Multicollinearity in the model without interaction term 
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Multicollinearity in the model with interaction term 
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