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Abstract: The paper examines the interaction between FDI and International 
Trade in Bulgaria on the basis of successful structural and institutional reforms. 
After 1989, major changes took place in the political and economical scene in 
Bulgaria. The country has managed to successfully reform institutions and as a 
result liberalisation policies became effective in the transition to a market 
economy. This is evident in the entrance of Bulgaria into the EU, the increased 
FDI inflows and the re-orientation of trade activities towards the EU member 
countries. Our empirical research suggests that FDI and international trade are 
both complements and substitutes in the case of Bulgaria. 
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1 Introduction 

In this section, we first attempt to discuss the relationship between FDI, international 
trade and institutionalism. We propose to examine the interaction between FDI and 
international trade in Bulgaria on the basis of successful structural and institutional 
reforms. Initially, we describe the current political and economical situation in Bulgaria. 
This is characterised by:  

• the collapse of the communist system  

• the openness of borders  

• the transition to a market economy. 

The transition to a market economy is related to:  

• macroeconomic stability 

• market liberalisation 

• structural and institutional reform 

• privatisation and restructuring.  

Accepting that structural and institutional reform is the most significant factor for  
a successful transition to a market economy, the next section examines the role of 
institutions; how they relate to trade and FDI, Section 2 discusses alternative strategies 
for institutional development (see also Marangos, 2001a, 2002), and Section 3 presents 
empirical findings to support the interaction between trade and FDI. 

The paper examines the interaction between FDI and International Trade in Bulgaria, 
a South East European country that has attained success through the prism of  
well-planned and sound structural and institutional reforms. After the fall of communism 
in 1989, Bulgaria aimed to achieve economic collaboration in the frame of commercial 



 

 

   

 

   

    The interaction of international trade and Foreign Direct Investment (FDI)  71    
 

    
 
 

   

   
 

  

   

 

  

      
 

and investment relations, ensure the safety of its borders, and protect the consumers and 
the environment.  

In the frame of a common objective, that is the passage from a planned economy into 
a market economy on the one hand, and the potential integration of the country with the 
EU on the other hand, many initiatives and stabilisation programmes were introduced in 
order to confront negative events and the subsequent necessity for the reconstruction of 
states that follow a war. This includes the establishment of institutions in order for 
integration to be facilitated and improvements of communications and transportation 
infrastructure with the purpose to increase trade mobility (Bergsten, 1997; Baldwin and 
Venables, 1995; Edwards, 1998). Institutions facilitated countries in adopting measures 
prior to their membership to the EU, and in proceeding with reforms that lead to a market 
economy. Hence, the successful establishment of institutions assisted in the European 
Union (EU) membership of Bulgaria in 2007, providing for FDI and trade inflows, too. 

Given the common goal of the transition countries to move to a market economy and, 
therefore, to promote enhanced economic efficiency and high growth rates, there  
was a widespread agreement that the crucial elements of the transition process are 
macroeconomic stabilisation, price, foreign exchange, and trade liberalisation, 
institutional reform, and restructuring and privatisation (Lipton and Sachs, 1990; Fischer 
et al., 1996; Gomulka, 2000).  

Successful liberalisation needs successful establishment and sound institutions in 
order to facilitate and promote the liberalisation of prices, trade, capital flows and the 
whole market, in general (Marangos, 2001b). The above dimensions of the transition 
reform are interrelated and progress should be made in all of them (sequence of reforms). 
Otherwise, distortions, negative effects and the risk of a breakdown of the pursued 
market economy might appear. 

Decisive factors for the success that each country achieves in the transition process 
are the different reform models, the different transition strategies, policies, the sequence 
and speed of reforms, which each country goes along, and the different adverse initial 
economic conditions along with other external facts each country had faced or started 
with. Transition is a massive and complex task and very few of the transition countries 
are close to the completion of the transformation process. The aims of the transition were 
clear from the beginning: the establishment of political pluralism similar to Western 
Europe’s and the substitution of the administrative planning system with market-based 
decision-making, and the facilitation of speedy integration into the world economy and 
thus, participation in the globalisation procedure.  

Many authors highlight the importance of institutional reforms (Meyer, 1998; 
Lissowska, 2005; Kregel and Matzner, 1992; Hodgson, 1995). Without institutional 
support, there is no chance for the creation of a market economy.  

In Bulgaria, customs reform was one of the most important priorities for the 
government of the National Movement Simeon II. The main objective was the handling 
of corruption, which increased during the government of Kostov (1997–2001). At first, 
attempts were proven to be inadequate, since the result was the decrease of customs 
revenues and not the elimination of corruption. This fact indicates the difficulties that 
countries have met when trying to implement institutional reforms. In the same context, 
Bulgaria made further efforts to achieve customs reforms. Some of the measures taken 
were the determination of customs bureaus responsible for handling risk goods,  
the introduction of the Road Traffic Law, which empowered employees of customs to 
stop vehicles and make relevant controls, the introduction of the Bulgarian Integrated 
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Customs Information System and the design of a new system for controls over liquid 
products (Todorov et al., 2002). Τhe government also stressed the necessity of 
introducing ethics standard and reducing smuggling into the country. This enables the 
unfolding of anti-corruption reforms, in particular, in the two institutions (the Customs 
Agency and the Ministry of Interior), which play the largest role both in countering 
smuggling, and in the corrupt partnership between state officials and smugglers (Todorov 
et al., 2002, p.68). 

Similar reforms have been made in the field of agriculture/land. The transformation 
of the sector began in 1991 when the Law for Agricultural Land Ownership and Land 
Use was introduced. Bulgaria managed to obtain the first stage of reforms related to the 
principles of ownership of land. Adoption of the Cadastre and Property Register Law 
(CPRA, April 2000) was another step towards land reform, as well as the introduction of 
a relevant information system (Margaris et al., 2001). Along with that law a new Cadastre 
Agency was created on January 1, 2001. Furthermore, the acquisition of real estate under 
Bulgarian law is regulated mainly by the Constitution of the Republic of Bulgaria,  
the Ownership Act, the Ownership and Use of Agricultural Land Act and the Civil 
Procedure Code.  

Other institutional reforms refer to the banking sector, which in Bulgaria has 
undergone great changes. For example, the Law on Bank Bankruptcy (September 2002) 
had the goal of the bankruptcy proceedings for a bank to secure in the shortest time 
practicable a fair satisfaction of the bank’s depositors and other creditors; it also had the 
goal of increased confidence of the public, and the stability of the banking system. 
Furthermore, the introduction of the new Law on the Bulgarian National (BNB), and the 
Law on Banks, both issued in June 1997 (just before the establishment of the currency 
board – July 1997) has altered the banking situation, providing numerous incentives to 
foreign investors, and stability to the whole system. Still, in order for institutional reforms 
to be successful, strategic planning should in place, and long periods of time are 
necessary to achieve the desired results (http://www.bnb.bg/bnb/home.nsf/vPages/ 
Laws_Banks/). 

In Central and East European (CEE) countries, the EU accession process had  
a significant effect on Foreign Direct Investments (FDI) inflows, which, in turn, 
substantially affected trade flows. Institutions play a key role in FDI development, too.  
If they are able to establish stability and certainty in economic relations, more FDI will be 
achieved and thus, the country will exhibit greater economic growth.  

A relationship between FDI increase and successful implementation of  
institutional reform has been recognised (Tridico, 2003). There is a relationship between 
cross-national trade volume and the volume of inward FDI of a host country  
(Gopinath et al., 1999; Munirathinam et al., 1998; Blonigen, 2001; Fontagne, 1999; 
Lipsey et al., 2000; Markusen and Venables, 1999). First, this relationship derives from 
the fact that most companies aiming to undertake foreign investment projects, consider 
whether the marginal profit between trading and operating through FDI is positive 
(Helpman, 1984). Moreover, the economic opening of the borders and the capital 
mobility in most countries had positive effects on both trade and FDI development, and 
also served to help the evolution of MNEs, which are vehicles of both FDI and trade 
(Rugman and Verbeke, 2004). MNEs handle 75–85% of world trade (EBRD Transition 
Report, 2000). Even from the theorists’ point of view, there is a recognised relationship, 
since many trade theories have been modified to fit FDI. The kind of relationship 
between trade and FDI differs depending on the function and the utility of the product 
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derived from the investment and the intentions of the company (whether the FDI’s aim is 
to merely serve the local market or to serve more than one market) (Blonigen, 2001).  

2 The role of institutions in the transition to a market economy  
and in the interrelation and facilitation of trade and FDI flows  

Many companies undertake FDI with the purpose of only serving the local market, 
responding to unfavourable conditions for trade and/or favourable conditions for FDI. 
Conditions unfavourable for trade are either set by governments (high tariffs, ceilings to 
quantity, etc., (EBRD, 2000)) or the geographical distance (transportation costs, etc.).  
In the latter case, since the capital mobility has made FDI easier and more profitable, 
companies prefer FDI to exports (Blonigen, 2001). Moreover, FDI is more profitable if 
the resources costs in the host country are low in order to minimise the cost of production 
and make it more profitable for the firm to produce and trade within the host country 
rather than produce in the home country and export to the host country. FDI became 
easier also because of the fact that governments realised the positive effect of FDI on the 
economy. This led them to provide a favourable environment for FDI through lower 
taxation and subsidies. Although FDI that aims in this direction has a negative effect on 
the host country’s imports, it has a positive effect on the trade balance. In this case,  
FDI is a ‘substitute’ for cross-national trade (Gopinath et al., 1999; Bayoumi and 
Lipworth, 1997).  

On the other hand, companies may invest in a foreign country with the objective of 
exporting the products derived from their investment. The company may decide to 
exploit a unique or a highly exportable product of the host country by processing it  
there and then exporting it (Rugman, 1986). The company may also decide to take 
advantage of some favourable conditions of the host country, e.g., trade agreements  
with neighbouring countries or free trade zones, in order to create an export base  
(Horst, 1971, 1972). Other advantages of the host country that the company may utilise 
are the low costs of labour and/or raw materials. If the company utilises them either by 
shifting its operations to the host country or by vertical integration, it may prove more 
cost efficient to produce in the host country and re-export to the home country. In this 
case, FDI has a positive effect on the exports of the host country and therefore, a positive 
effect on the trade balance, indicating that FDI is ‘complement or supplement’ to the 
cross-national trade (McCorriston, 2000; Rugman, 1986; Horst, 1971; Fukao et al., 2003; 
Fontagne, 1999). In the case that FDI is targeted at exploiting both the local market and 
the export opportunities, then again, it has positive effects on the trade balance. Finally, 
there are cases where FDI is ‘unrelated’ to the cross-national trade of the host country 
(Goldberg and Kein, 1999; Nakamura and Oyama, 1998). This is the case when the 
company that undertakes the FDI aims to serve only the local market, had no prior trade 
relationships with the host country or even if it had, the product they aim to trade after the  
FDI establishment is original and does not affect the demand for the product they  
were trading before (Feinberg et al., 1998). The same happens if the product is not 
exportable (e.g., mobile-phone services) or if the investment is done for strategic reasons, 
with no intent for export and no prior import history (Egger, 2001). In some cases, 
countries impose restrictions on imported goods either in order to protect local producers 
or to encourage FDI projects in the country. Theorists doubt whether companies would 
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undertake FDI based on those restrictions. However, there are cases where companies 
decided to produce in a country after the imposition of such restrictions (Meyer, 2001). 

Some products can not be efficiently exported to distant countries due to  
immense transportation costs (Daniels and Radebaugh, 1992) that raise the unit price  
to a non-competitive level, offering a certain advantage to local producers. To the 
transportation costs, one may add the custom taxes that raise the unit price to even higher 
levels. If the transportation costs are such as not to discourage exports or the price of the 
product is manipulated as being competitive, then, most companies are known to avoid 
direct investment. If the demand in a foreign market grows so much as to exceed the 
capacity of the local production unit (Lecraw, 1991), the company may undertake FDI 
after having gained certain knowledge of the given foreign market, and the confidence 
that the outcomes of the potential investment would be sufficiently absorbed by the 
foreign market (Brainard, 1993, 1997; Horstman and Markusen, 1992). 

A radical change, such as moving towards a market economy, required reform  
in the institutional structure consistent with the institutional arrangements that were 
fundamental for the proper functioning of a market economy (Chang and Rowthorn, 
1995; Clague, 1997; Ostrom et al., 1993; Swedberg, 1992). The role of economic 
institutions is to render individuals responsive to the economic environment and  
make the economic environment responsive to individual actions. The institutional 
structure determines the rules of the game in a society (Murrell, 1996), and identifies the 
constraints within which rational economic actors comprehend, plan and use to achieve 
their goals (Greif and Kandel, 1995). In addition, institutions encourage competitive or 
cooperative behaviour, reduce or increase transaction costs, and provide the 
organisational foundation for production and exchange (Hay and Shleifer, 1998).  

“Indeed, the market cannot properly be understood separately from the 
economic, social and political institutions necessary for its functioning and its 
legitimacy.” (Stilwell, 1996, p.95) 

Institutional development in transition economies did not only involve the development 
of formal, but also of informal, institutions (North, 1990). Those are extensions, 
elaborations, and qualifications of rules that ‘solve’ innumerable exchange problems not 
completely covered by formal rules and, in consequence, have tenacious survival ability. 
Routines, customs, traditions and culture are words we use to denote the persistence of 
informal constraints. The development of informal institutions could only be gradual.  

Governments had an important role in supporting the ever-changing market with the 
appropriate institutional structure. Otherwise “trade relations are destroyed by the 
absence of market institutions” (Kornai, 1994, p.47) and “laissez faire is not optimal” 
(Thomas and Wang, 1997, p.218). Essentially, the success of the privatisation process 
depended on how rapidly the market legal frameworks and supervisory institutions 
developed, how promptly the bankruptcy proceedings and liquidation processes were in 
place, and finally, on the reliability of the free transfer of property rights. Institutional 
change was imperative for divorce tax collection by various levels of government from 
the ownership of firms. The transition economies that relied on the spontaneous 
appearance of the necessary institutional structure, without any government initiation, 
were unable to manage adequately the transition process. Nevertheless, governments 
should not have been expected to replace the spontaneous, decentralised, organic growth 
processes of institutions, as often, social arrangements might have been more powerful 
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than government in establishing the rules. Fewer rules usually have advantages over more 
regulation. 

Most of the institutional literature on transition suggests that the creation of 
guaranteed property rights was the only ultimate goal consistent with the neoclassical 
approach to transition (Aghion and Blanchard, 1994; Southern, 1993; Kovács et al., 1996; 
Neff, 1992).  

3 Empirical evidence on trade and FDI interaction: the case of Bulgaria 

Our basic argument is that institutional reform in Bulgaria encouraged FDI inflows and 
re-orientation of trade activities towards EU member countries. First, institutions are 
essential for the efficiency of trade liberalisation. Second, successful institutional reform 
is related to FDI increase and further, cross-national trade volume is related to the volume 
of inward FDI of the host country. This section presents empirical evidence for the 
interaction of FDI and International Trade by examining the cases of Greece and Bulgaria 
in order to support the relationship of institutional reforms, international trade, and FDI. 

This investigation relates to the motives behind FDI development in Bulgaria.  
A questionnaire was designed to obtain information regarding the determinants of FDI in 
Bulgaria during the post-communist decade of the 1990s. The purpose was to identify the 
type of motivations for inward FDI considered by foreign MNEs while investing in 
Bulgaria. The questionnaire was based on Dunning’s theory (1988, 1993) regarding the 
possible reasons and entry barriers for foreign investment. A descriptive/analytical type 
of research was adopted as it best suited the research objectives. The sample was 
determined on a quota basis (non random selection) involving the selection of subjects 
based on the identification of specific characteristics with the purpose of increasing 
representativeness.  

In quota sampling, the target population is divided into subgroups on the basis of 
different characteristics. In the case of this study, taking into consideration companies 
from different types of industries, the volume of investments, and the number of 
employees, we then determined the quota for each subgroup. Based on the criterion of the 
largest investment deals in Bulgaria, a quota has been developed with the help of an 
official document, which was retrieved from the Bulgarian Foreign Investment Agency 
(BFIA), resulting in a list of nearly 131 foreign companies. The response rate was around 
50%, with 64/131 foreign companies participating in our survey. 

In the next paragraphs, we present the findings of the research on a case scenario 
highlighting the relationship of trade and FDI. Opinions regarding FDI development in 
Bulgaria differ relative to the enterprise type. In particular, 69.6% of companies operating 
in the production sector and 47.8% in the trade sector perceive Bulgaria as an export base 
with the purpose of taking advantage of additional links with other neighbour countries. 
On the other hand, enterprises in the service sector and especially banks are not interested 
in links with other countries, implying a trend towards deeper integration (Table 1).  
The Pearson Chi-Square test (Table 2) confirms the findings ( p-value is 0 and  
thus <0.01). Therefore, we accept the Ha hypothesis at 1% level of significance, 
suggesting that there is a strong association between the two variables (the motive of 
FDI- using Bulgaria as a link to other neighbour countries- and the sector that each 
company belongs to).  
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Table 1 A link to other neighbour countries and the sector that an MNE belongs to 

   Kind of business  

   Productive/Industry + Textiles Services/banks Trade/food Total 

ax7 No Count 7 18 12 37 
  % within ax7 18.9% 48.6% 32.4% 100.0% 
  % within kind 

of business 
30.4% 100.0% 52.2% 57.8% 

  % of total 10.9% 28.1% 18.8% 57.8% 
 Yes Count 16 0 11 27 
  % within ax7 59.3% 0% 40.7% 100.0% 
  % within kind 

of business 
69.6% 0% 47.8% 42.2% 

  % of total 25.0% 0% 17.2% 42.2% 
Total  Count 23 18 23 64 
  % within ax7 35.9% 28.1% 35.9% 100.0% 
  % within kind 

of business 
100.0% 100.0% 100.0% 100.0% 

  % of total 35.9% 28.1% 35.9% 100.0% 

Table 2 Chi-Square tests for Table 1 

 Value df Asymp. sig. (2-sided) 

Pearson chi-square 20.503a 2 0.000 
Likelihood ratio 27.045 2 0.000 
Linear-by-linear association 2.193 1 0.139 
No. of valid cases 64   

a0 cells (0%) have expected count less than 5. The minimum expected count is 7.59. 

In this respect, an important motive (27/64 = 42%) hidden behind FDI development was 
to use Bulgaria as a link in order to serve other neighbour countries (Tables 3 and 4). 
Companies view Bulgaria as an export base for neighbour countries. With this in mind, 
FDI can be considered as an export oriented FDI and this could improve the Bulgarian 
trade balance when the exports increase. Thus, trade and FDI can be complementary, 
especially for textile companies, and companies that belong to the trade/food sector. 

Furthermore, 54.1% of Greek enterprises operating in Bulgaria show a great interest 
in serving other markets, using Bulgaria as a bridge destination country. On the other 
hand, only 25.9% of companies from Europe or other regions think of Bulgaria as an 
intermediary in their geographical expansion. Since Greece is geographically close to 
Bulgaria, it is interested in trade liberalisation with other neighbouring countries, while 
companies from more distant countries do not pay attention to other links. 
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Table 3 A link to other neighbour countries and the origin of MNEs  

   Origin of MNEs 

   Greece Europe and other Total 

ax7 No Count 17 20 37 
  % within ax7 45.9% 54.1% 100.0% 
  % within Origin of MNEs 45.9% 74.1% 57.8% 
  % of Total 26.6% 31.3% 57.8% 
 Yes Count 20 7 27 
  % within ax7 74.1% 25.9% 100.0% 
  % within Origin of MNEs 54.1% 25.9% 42.2% 
  % of Total 31.3% 10.9% 42.2% 
Total  Count 37 27 64 
  % within ax7 57.8% 42.2% 100.0% 
  % within Origin of MNEs 100.0% 100.0% 100.0% 
  % of Total 57.8% 42.2% 100.0% 

Table 4 Chi-Square tests for Table 3 

 Value df 
Asymp. sig.  
(2-sided) 

Exact sig.  
(2-sided) 

Exact sig.  
(1-sided) 

Pearson Chi-Square 5.064b 1 0.024   
Continuity correctiona 3.976 1 0.046   
Likelihood ratio 5.201 1 0.023   
Fisher’s exact test    0.040 0.022 
Linear-by-linear 
association 

4.985 1 0.026   

No. of valid cases 64     
aComputed only for a 2 × 2 table. 
b0 cells (0%) have expected count less than 5. The minimum expected count is 11.39. 

The Continuity Correction Test (2 × 2 Table) confirms the above findings ( p-value 0.046 
and thus <0.05). Therefore, we accept the Ha hypothesis at 5% level of significance 
indicating that there is an association between the two variables (the motive of  
FDI – using Bulgaria as a link to other neighbour countries, and the origin of each 
company). Accordingly, companies coming from a neighbouring country such as Greece 
significantly prefer the investment climate of Bulgaria and make use of the company as  
a bridge for further investments in other neighbouring countries. In this way, the FDI and 
trade are also complements, especially for the case of Greek multinationals when most of 
them have established export bases in Bulgaria. They produce their products abroad and 
return them to the home country in order to exploit the low labour cost. Thus, the low 
production cost, together with the low transportation cost due to geographical proximity. 
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Almost 1/3 of Greek companies (32.4%) considered the avoidance (absence) of trade 
barriers as a motive in order to invest in Bulgaria (Table 5). At the same time, 8/27 
(29.6%) of foreign companies other than Greek MNEs have similar thoughts. Thus, the 
origin of MNEs did not play a decisive role in the consideration of this motive as 
significant. Moreover, this lack of trade barriers indicated that the specific MNEs have 
considered FDI and trade as substitutes for each other, since they moved from their 
export activities to FDI in order to overcome the resulting trade quotas and tariffs and 
minimising the product cost. 

Table 5 To avoid trade barriers and the origin of MNEs  

   Origin of MNEs  

   Greece Europe and other Total 

CX33 No Count 25 19 44 
  % 56.8% 43.2% 100.0% 
  % 67.6% 70.4% 68.8% 
 Yes Count 12 8 20 
  % 60.0% 40.0% 100.0% 
  % 32.4% 29.6% 31.3% 
Total  Count 37 27 64 
  % 57.8% 42.2% 100.0% 
  % 100.0% 100.0% 100.0% 

The Continuity Correction Test (2 × 2 Table) confirms the above findings (Table 6)  
(p-value 1, thus >0.10). Therefore, we neglect the Ha hypothesis and we accept the  
Ho hypothesis, suggesting that there is no association between the two variables  
(the absence of trade barriers as an FDI motive, and the origin of each company).  

Table 6 Chi-Square tests for Table 5 

 Value df 
Asymp. sig. 
(2-sided) 

Exact sig.  
(2-sided) 

Exact sig.  
(1-sided) 

Pearson Chi-Square 0.057b 1 0.811   
Continuity correctiona 0.000 1 1000   
Likelihood ratio 0.057 1 0.811   
Fisher’s exact test    1.000 0.516 
Linear-by-linear 
association 

0.056 1 0.813   

No. of valid cases 64     
aComputed only for a 2 × 2 table. 
bCells (0%) have expected count less than 5. The minimum expected count is 8.44. 

From Table 7, it is suggested that the avoidance of trade barriers was decisive for the 
trade/food companies in 69.6% (16/23) of the cases, for textile and productive companies 
in only 17.4% (4/23) of the cases, and totally insignificant for the services sector.  
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Table 7 To avoid trade barriers and the sector that an MNE belongs to 

   Kind of business  

   
Productive/industry
 + textiles Greece Services/banks Trade/food Total 

CX33 No Count 19 18 7 44 
  % 43.2% 40.9% 15.9% 100.0% 
  % 82.6% 100.0% 30.4% 68.8% 
 Yes Count 4  16 20 
  % 20.0%  80.0% 100.0% 
  % 17.4%  69.6% 31.3% 
Total  Count 23 18 23 64 
  % 35.9% 28.1% 35.9% 100.0% 
  % 100.0% 100.0% 100.0% 100.0% 

The Pearson Chi-Square test also confirms the findings (Table 8) ( p-value is 0 and thus 
<0.01). Therefore, we accept the Ha hypothesis at 1% level of significance, indicating 
that there is a strong association between the two variables (the absence of trade barriers 
as an FDI motive, and the sector that each company belongs to).  

Table 8 Chi-Square tests for Table 7 

 Value df Asymp. sig. (2-sided) 

Pearson Chi-Square 25.954a 2 0.000 

Likelihood ratio 29.978 2 0.000 

Linear-by-linear association 14.343 1 0.000 

No of valid cases 64   
a0 cells (0%) have expected count less than 5. The minimum expected count is 5.63. 

Table 9 designates that only 7/37 (18.9%) of the Greek MNEs and 7/27 (25.9%)  
of other foreign MNEs have used their existing business links such as the use of network, 
a representative office, prior trade relations, a past trade or business activity, distribution 
channels, etc. to undertake an FDI project. Thus, these companies unrelated to country 
origin had moved from their past trade activity to FDI activity. Even in this case, we have 
trade and FDI as substitutes. 

The Continuity Correction Test (Table 10, 2 × 2 Table) confirms the above findings  
(p-value 0.716 and thus >0.10). Therefore, we neglect the Ha hypothesis and we accept 
the Ho hypothesis, suggesting that there is no association between the two variables  
(the use of MNEs existing business links by the MNEs as an FDI motive, and the origin 
of each company). 
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Table 9 Existing business links and the origin of MNEs 

   Origin of MNEs 

   Greece Europe and other Total 

CX33 No Count 30 20 50 

  % 60.0% 40.0% 100.0% 

  % 81.1% 74.1% 78.1% 

 Yes Count 7 7 14 

  % 50.0% 50.0% 100.0% 

  % 18.9% 25.9% 21.9% 

Total  Count 37 27 64 

  % 57.8% 42.2% 100.0% 

  % 100.0% 100.0% 100.0% 

Table 10 Chi-Square tests for Table 9 

 Value df 
Asymp. Sig. 

(2-sided) 
Exact Sig.  
(2-sided) 

Exact Sig.  
(1-sided) 

Pearson Chi-Square 448b 1 0.503   

Continuity 
correctiona 

132 1 0.716   

Likelihood ratio 0.445 1 0.505   

Fisher’s exact test    0.551 0.356 

Linear-by-linear 
association 

0.441 1 0.506   

No. of valid cases 64     
aComputed only for a 2 × 2 table. 
b0 cells (0%) have expected count less than 5. The minimum expected count is 5.91. 

Based on the data from Table 11, it is suggested that the sector plays a significant  
role in considering the prior business links and the sector that each MNE belongs to.  
This is common practice in business (pilot test), especially for the trade/food sector. 
Thus, as expected, 12/23 companies (52.2%) from the trade/food sector but only 2/23 
(8.7%) from the textiles and the industrial/productive sector mentioned the use of 
business links as a motive for undertaking an FDI project in Bulgaria. None of the 
companies from the services sector utilised the above motive. However, the use of such  
a motive means that these companies recognise trade and FDI as substitutes.  
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Table 11 Existing business links and the sector that an MNE belongs to  

   Kind of business  

   
Productive/industry
 + textiles Greece Services/banks Trade/food Total 

CX33 No Count 21 18 11 50 
  % 42.0% 36.0% 22.0% 100.0% 
  % 91.3% 100.0% 47.8% 78.1% 
 Yes Count 2  12 14 
  % 14.3%  85.7% 100.0% 
  % 8.7%  52.2% 21.9% 
Total  Count 23 18 23 64 
  % 35.9% 28.1% 35.9% 100.0% 
  % 100.0% 100.0% 100.0% 100.0% 

The Pearson Chi-Square test also confirms the findings (Table 12, p-value is 0 and thus 
<0.01). Therefore, we accept the Ha hypothesis at 1% level of significance, suggesting 
that there is a strong association between the two variables (the use of existing business 
links as an FDI motive, and the sector that each company belongs to). 

Table 12 Chi-Square test for Table 11 

 Value df Asymp. sig. (2-sided) 
Pearson Chi-Square 19.733a 2 0.000 
Likelihood ratio 21.810 2 0.000 
Linear-by-linear association 12.522 1 0.000 
No. of valid cases 64   

a1 cells (16.7%) have expected count less than 5. The minimum expected count is 3.94. 

Finally, Tables 13 and 14 feature Greek FDI inflow in Bulgaria and volume trade 
between Greece and Bulgaria to further support our evidence that FDI and trade are 
complement. Greek FDI inflow in Bulgaria has significantly increased over the last 
decade (Table 13). The total trade volume between Greece and Bulgaria has increased 
significantly, 410% in the period 1995-2005 (Table 14). Thus, we could support the 
argument that trade and FDI are complementary for the case of Greece and Bulgaria 
when the exports from Bulgaria to Greece and the Bulgarian imports from Greece have 
both increased.  

In particular, Bulgarian exports to Greece have increased by 357% during the period 
1995–2005. The reasons behind this may be that Bulgarian products became more 
competitive and/or the Greek companies with FDI projects in Bulgaria re-export their 
products back to Greece. The latter is also supported by Bitzenis (2006) who argued that 
Greek FDI outflows to Bulgaria are mainly export oriented FDIs. The Bulgarian imports 
from Greece in the same time period increased by 501%. This is either because the Greek 
companies engaged in FDI projects in Bulgaria imported raw materials and/or semi-final 
products or the attractiveness of the local Bulgarian market has increased (e.g., increased 
consumer needs, increased per capita income) for Greek companies to export final 
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products. In the latter case, prior trade relationships could be considered as a step before 
FDI realisation suggesting that the FDI and trade will become substitutes in the future. 

Table 13 Greek foreign direct investment inflows in Bulgaria by years in million of USD$ 
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Table 14 Volume of trade between Bulgaria and Greece 
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4 Conclusions 

Bulgaria has managed to successfully reform institutions so that liberalisation policies be 
effective and market success be achieved. Liberalisation policies and successful 
institutional reforms were the basis for significant FDI inflows and re-orientation of  
trade activities with EU members. The participation in the European Union suggests trade 
liberalisation aiming at economic improvement (McCorriston, 2000). Indeed, trade 
liberalisation can cause not only trade expansion but also the increase of foreign direct 
investment (Dritsaki et al., 2004). In this context, institutions play a key role in the 
efficiency of trade liberalisation. As Harriss et al. (1997) indicated, institutions are crucial 
for the operation of a market economy and facilitate business operations. Bulgaria is an 
emerging market in terms of its level of institutional infrastructure (Meyer, 2001),  
a situation that affects trade and FDI interaction. North (1990) states that institutions are 
the rules of the game in a society, thus determining the importance of institutional reform 
in transition to a market economy. Furthermore, institutions, by imposing restrictions  
and offering various incentives, shift the playing field, favouring some deals and 
opportunities while disadvantaging others. They force the investing firms to think 
strategically about how to avoid the limits imposed by domestic laws as well as how to 
reap the benefits that the law and particular circumstances are capable of providing  
(Spar, 2001).  

Our paper developed on three points. First, alternative strategies for institutional 
development were discussed. The analysis revealed contrasting results for the Post 
Keynesians and shock therapists. Essentially, the choice of the most appropriate method 
depended on what was considered to be efficient: a market mechanism providing  
market-produced institutions, or state intervention providing state-produced market 
institutions. Governments, as in the case of Bulgaria, had an important role in supporting 
the ever-changing market with the appropriate institutional structure. 

Second, the discussion evolved around the proposition that institutional reforms could 
assist in the realisation of trade and FDI improvements. We recognised a strong 
relationship between FDI increase and successful implementation of institutional reform. 
Furthermore, there is a relationship between cross-national trade volume and the volume 
of inward FDI of a host country. The establishment of institutions facilitates the 
integration as well as the improvements of communications and transportations 
infrastructure in order to increase trade mobility. Hence, institutions facilitated countries 
in adopting measures prior to the membership in the EU and proceed in reforms that lead 
to the market economy. Furthermore, the successful establishment of institutions had as 
an outcome the EU membership of Bulgaria in 2007, resulting in improved FDI and trade 
flows. Successful liberalisation calls for establishment of sound institutions in order to 
facilitate and promote the liberalisation of prices, trade, capital flows and the whole 
market in general. In the CEE countries, the EU accession process had a major effect on 
FDI, which significantly affected trade. The economic opening of the borders, and the 
capital mobility in most countries had positive effects on both trade and FDI 
development, and also rendered the evolution of MNEs, which are vehicles of both FDI 
and trade. Institutions play a key role in FDI development, too. If they are able to 
establish stability and certainty in economic relations, more FDI will be achieved and the 
country will realise greater economic growth.  
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Also, empirical evidence was presented to support the argument that trade and FDI 
are correlated. In fact, trade theories have been modified to fit FDI; correspondingly,  
to account for the interrelationship of FDI and trade. Many researchers support that trade 
and FDI are not complements (Ma et al., 2000; Bayoumi and Lipworth, 1997; Graham, 
1999). However, at the same time, substantial variance exists regarding this relationship 
(Fontagne, 1999; Lipsey et al., 2000). Empirical research in Bulgaria suggests that FDI 
and trade are both complementary, and substitute for each other, as traditional theory 
indicates. The same opinion is shared by Blonigen (2001) in an attempt to examine FDI 
effects on trade between the USA and Japan. Trade effects from both exports and imports 
indicate whether FDI and trade are complementary or substitutes. In particular, past 
evidence indicates that FDI abroad stimulates the growth of exports for originating 
countries (investing countries) thus, substituting trade. At the same time, FDI increases 
exports from host countries, thus, complementing trade. From the perspective of the 
investor country, FDI can be seen as substituting for trade, as exports are replaced by 
local sales on foreign markets. This could be detrimental to the investing country’s 
domestic industry, hurting production and employment. Ma et al. (2000) have also found 
a substitute relationship between trade and FDI. The same opinion is shared by Bayoumi 
and Lipworth (1997), too.  

On the other hand, FDI and trade can be seen as complementary, since investing 
abroad leads to greater competitiveness in foreign markets and trade in intermediate 
goods (inputs) and complementary final products to affiliates. Pfaffermayr (1996) finds  
a significant complementary relationship between FDI and trade. For host countries,  
the relationship between FDI and trade can be seen to be symmetrical to that of the 
investing country. Foreign affiliates’ local sales and local procurement substitute for 
imports from the investing country, thus improving the current account, domestic 
production and employment. If inward FDI results in the import of inputs, this might 
imply a weakening of the host country’s current account, a conclusion reached by some 
studies. The main findings from the present research suggest the presence of both 
substitute and complementary relationships. Blonigen (2001), Goldberg and Kein (1999) 
and Nakumara and Oyama (1998) arrive at the same conclusions, too. 
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