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Abstract 

The paper describes the economic transition of Eastern European countries, 
with a particular focus on the role of foreign investment and multinational 
companies, innovation, evolving national policy-making and the role of the 
European integration. Eastern Europe starts to emerge as a prospective location 
on corporate R&D and innovation maps; and on the policy side, there has been 
a shift from “laissez-faire” policies towards realisation that innovation needs 
policy support. 

Introduction 

The 2004 enlargement of the European Union became a vital milestone of 
the European integration. The EU accession officially marked the end of the 
transition period for Central and Eastern European (CEE) countries, as the UN 
statistical office moved these economies from “transition” to “developed” 
category. 

Main focus of most studies on transition economies has been placed on 
macro-economic stabilisation and privatisation. Science and technology (S&T) 
and innovation receded to the background. Yet, it is exactly innovation that 
largely determines national competitiveness of virtually all advanced developed 
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economies. Surprisingly, this topic has not been comprehensively addressed in 
mainstream literature. 

In this paper we trace transition of the Central and Eastern European 
economies towards market economy through the prism of innovative activities 
and the role of foreign multinational companies in innovation process. 

1. Science and technology in CEE 

Science and technology were always on top of the political agenda of 
socialist regimes in CEE countries. However, the socialist system of research, 
technological development and innovation (RTDI) worked according to 
completely different logic than that of developed market economies. Hanson 
and Pavitt [3] provided an explicit comparative analysis of RTDI systems in 
East and West. According to them, the weak performance of S&T in East 
European countries was connected to central planning of innovative activities. 
The authors drew several conclusions from the analysis of these differences. 

First, by the definition, centrally planned economies are effective in 
mobilising large resources for R&D, investment and scientific and technical 
education. Nevertheless, the centrally planned economies are weak in applying 
in diffusing the output of RTDI activities, which in turn translates in declining 
technological competitiveness, declining rates of increase in factor productivity, 
negligible technology exports, etc. Further, supremacy of the market economies 
in volume of innovation and speed of diffusion is determined by market 
incentives, decentralisation and flexibility, pluralism, the locus of RTDI 
activities (RTDI activities tailor-made for specific enterprise), participation in 
international markets. 

Hanson and Pavitt [3] underscored the fragmentation of innovation systems 
and the linear characteristics of innovation models. In line with the evolutionary 
thinking, they present the critical lack of variety and redundancy of the selection 
mechanisms as the reasons for poor performance of innovation systems in the 
East. The specific characteristics of post-socialist countries in terms of R&D 
and innovations stem from explicit separation of R&D and producers built on 
the linear model: basic research – applied research – (forced) implementation, 
and weak application and diffusion of the output of R&D activity [3].  

2. Transition towards market economy and multinational companies 

After the (re-)gaining of independence in 1989–1991 almost all CEE 
countries turned from the command Socialist-type of economy to the market 
one. The dominant agenda was based on the “Washington consensus” neo-
liberal ideology. Stabilisation, transformation and restructuring became the key 
words of the economic policies carried out in CEE countries in the 1990s. These 
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policies included liberalisation of prices, liberalisation of foreign trade, 
liberalisation of inflow and outflow of foreign capital, large-scale privatisation, 
and creation of viable banking and financial system. This economic transition 
drew considerable interest from the academic community in the 1990s, and 
became a subject of extensive academic debate. 

These new markets in CEE became important for FDI host economies, 
especially in the second half of the 1990s. The FDI promotion was coupled with 
transition of socialist countries to market economies; and the inward FDI was as 
the major source of gross fixed capital formation. There is a clear geographical 
pattern of FDI inflows to the CEE countries. The lion’s share (almost 80%) of 
all FDI stock accumulated by CEE EU member states has been attracted by the 
Czech Republic, Hungary, Poland, as well as Slovakia. The high levels of FDI 
stocks in these countries are primarily a result of expansion of the investment-
intensive automotive industry from the EU member states to these economies. 
The production facilities were established mainly to service the host markets 
(with their high demand for cars), subsequently the finished products became 
exported to the EU. 

The CEE countries followed slightly different privatisation and FDI 
promotion strategies, however the commitment to employ FDI for industrial 
restructuring (especially in medium high-tech industries) was strongly 
pronounced in virtually all CEE economies. 

Overall, the growth of FDI stocks was impressive; for example, Hungary 
increased its FDI stock by the factor of 100 over the 15 year period. In fact, 
Hungary was the first to open its economy for FDI in 1989. “The first mover 
advantage” had a positive impact and allowed to attract several large 
multinational companies who were interested in the whole CEE region. Later on 
Poland joined the race for FDI, both countries started offering investment 
incentives from the early 1990s. Originally, Czech Republic and Slovakia did 
not grant any investment incentives and multinational companies were not 
welcomed in the privatisation process; they relaxed the investment regimes in 
the late 1990s. The Czech Republic introduced its investment incentives scheme 
in May 1998 and Slovakia did it in 2000. 

The investment boom can be explained by several factors, specifically, by 
the low starting levels and the large-scale privatisation of former state-owned 
enterprises at the beginning of the 1990s. While in the 1990s the CEE 
economies were very successful in terms of attracting foreign investors, interest 
of policymakers in R&D and innovative activities receded into the background. 
The neo-liberal agenda implied that the market forces alone are sufficient and 
policy intervention is not needed. 
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3. Corporate strategies in CEE region 

Opening of the CEE markets predictably drew attention of the leading 
western multinationals. Several factors such as new rapidly growing consumer 
markets, cheap highly-skilled labour and geographical proximity to Western 
Europe, strong manufacturing traditions and the legacy of the socialist science 
and technology base have had a strong impact on the corporate strategies, 
making these countries attractive location for FDI in manufacturing, as well as 
FDI in R&D, which involves upgrading existing facilities and focusing on 
export-oriented manufacturing, in the automotive and machinery industries in 
particular [4]. 

Privatisation of state-owned enterprises attracted large FDI inflows and was 
a predominant mode of entry in the mid-1990s. Multinational companies 
acquired purely manufacturing facilities for the production of certain goods. In 
certain cases they could acquire a full-scale domestic company, whose activities 
would range from sales to R&D. A multinational had a choice – either to 
downsize R&D but to integrate manufacturing to the corporate network, or 
capitalise on the R&D capabilities as well as manufacturing.  

Another interesting observation is that some western multinationals arrived 
in the CEE region in search of excellence in order to boost their own 
technological capabilities. Such behaviour represented a typical case of asset-
seeking FDI, attracted by strategic assets created in a host economy. 
Multinational companies entered host economies by acquiring R&D facilities, 
without prior experience in that country or prior investment in other, even less 
advanced, corporate functions. They acquired existing state-owned research 
institutes / stand-alone R&D laboratories, which were further integrated in the 
corporate R&D network. For instance, Thermo King Corp (part of IR Comp) 
bought and integrated former Research Institute for Cooling Technology in 
Prague. Another example is when the Swiss Lonza Group took over a Czech 
research institute SPOFA in 1992, and established Lonza Biotec s.r.o., a limited 
liability company. In fact, this case represents an example of ‘reverse’ 
subsidiary evolution, whereby operations of a multinational company in a given 
host economy start from the most advanced operations (R&D), and later other 
operations are added, such as manufacturing, sales and marketing. 

Another way of entering host markets is the greenfield investment. This 
option became wide-spread in the CEE region after the end of the large-scale 
privatisation. Many western multinational companies established their 
manufacturing facilities. Over time, some of them added R&D functions, e.g. 
Delphi Automotive, GSK and LG in Poland, Continental and Honeywell in the 
Czech Republic, Audi and Continental in Hungary. These examples illustrate 
the functional upgrading of subsidiaries and maintain the tenets of subsidiary 
evolution. Some multinational companies, in an effort to tap into local 
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knowledge and competences, established stand-alone R&D units without prior 
(manufacturing) presence, e.g. as IBM, Motorola and Samsung did in Poland. 

An alternative to both acquisition of domestic firms and greenfield 
investment is formation of collaborations, or strategic alliances with domestic 
companies and research institutes. Both partners remain separate legal entities 
but they commit resources and share the results of joint research projects. The 
General Electric Company (GE) is one of the world’s leading manufacturers of 
jet engines for civil and military aircraft was present in Poland since 1992, 
however, only in sales and assembly operations. In 2000 in Warsaw, GE 
Transportation-Aircraft Engines established GE Engineering Design Centre, 
jointly with the Institute of Aviation.  

Overall, foreign subsidiaries in new EU member states became responsible 
for a significant share of corporate R&D. In Hungary this number is around two-
thirds and in Czech Republic – roughly half. 

Dependency on foreign R&D may cause concerns from the part of policy-
makers and scholars. Domestic firms may buy technology from subsidiaries 
instead of developing it themselves. It may lead to high technological payments 
(in terms of licensing); and more importantly, there is a risk of losing control 
over domestic innovative capacity. Thus, competitiveness of domestic firms in 
relation to foreign subsidiaries will be undermined. Dependency on foreign 
R&D potentially exposes the national innovation system to instability as 
decision-making process takes place not in this system itself but in corporate 
headquarters. Smaller changes in the locational factors of corporate R&D labs 
may have a detrimental impact on the host country’s innovation system as well 
as substantially affecting volumes of business expenditure on R&D, ultimately, 
affecting the national R&D intensity. This can be especially challenging for 
smaller economies. 

Whereas the arguments may hold, the counterargument is that presence of 
innovative subsidiaries in a host economy is more beneficial than presence of 
“truncated” subsidiaries, with basic functions. Innovative subsidiaries have 
a bigger potential for spillovers and positive externalities.  

The prospects of CEE region both for manufacturing and knowledge-
intensive activities for multinational companies were maintained in the 2008 
Ernst & Young European Attractiveness Survey [2]. It reports that CEE is 
a second attractive region in the world (42%), following China as number 1 
leader (47%). There is a clear trend of shifting the European focus eastward. 
Western Europe that was a top leader in 2006 (68%) came to the third place in 
2008 (33%). 
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4. Transition towards a knowledge-based economy 

The issue of transformation of socialist centrally-planned systems of 
science and technology into national systems of innovation was raised by 
scholars only at the end of 1990s [9, 10, 11]. The argument that competitive 
advantages of new EU member states lay not in the low-cost manufacturing but 
in value added and “R&D at a reasonable price” emerged in the rhetoric of 
policy makers and national investment promotion agencies at the beginning and 
mid-2000s. 

The distinctive path of development of these countries differentiates them 
from both developed and developing countries. They are relatively far from the 
technological cutting edge, but at the same time have a long history of 
industrialisation and a stock of highly-qualified human capital. Today they are 
faced with the socialist legacy having far-reaching implication on economic 
structure, science, technology and innovations, which in turn influences the 
government policies and corporate strategies. Fragmentation of the science and 
technology systems, limited extent of interaction between business agents and 
academia and low degree of commercialisation of inventions still remain a 
major problem.  

Competition for the advanced investment projects (e.g. FDI in R&D) 
became a main priority of the FDI promotion policies in these countries. In fact, 
new EU member states have gained only a limited experience in attracting 
“usual” FDI for the past 10–15 years rush into the race for a tiny share of the 
“best” FDI (in R&D and knowledge-intensive activities). Today they are 
newcomers into the global R&D game which started more than half a century 
ago.  

Moreover, Eastern European countries seek to position themselves as 
competitors in the field of high technologies. A recent example is a competition 
between EU member states to host the European Institute for Innovation and 
Technology. Three out of four bids to host the institute came from new EU 
member states – Poland’s Wroclaw, Hungary’s Budapest and a joint Slovak-
Austrian nomination of Bratislava-Vienna. Sant Cugat del Vallès (near 
Barcelona) is the only nomination from the “Old Europe”. The final choice was 
made in favour of Budapest. 

With the increasing labour wages, the competitive advantages of Eastern 
Europe as a low-cost manufacturing base erode, and may lead to divestment. 
The cases of Dutch electronics giant Philips that relocated its CRT monitor 
production from Szombathely, Hungary to China in 2003, electronics 
manufacturer Flextronics that relocated its production from Czech Republic to 
South-East Asia, and relocation of Microsoft Xbox production from Hungary to 
China serve as a good example. A decision to relocate assembly facilities to 
Asia might be relatively easy, based on the cost-benefit analysis. However, 
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relocation of multifunction subsidiary with strong competence base might be 
more difficult, and they are more resilient to changing economic environment. 

5. Advantages of new EU member states 

Foreign subsidiaries have become major players in manufacturing, export 
and R&D, and an important factor in the macro-economic situation in new EU 
member states. Most of them have become highly dependent on foreign 
investment. FDI contributed to job creation and accelerated transformation from 
a command to market economy. 

The major benefit of CEE for the international business – the European 
culture – means that the clients and producers are similar in mentality and 
perhaps life, much more than the Asian or South American clients. The close 
proximity to affluent Western European economies is a key advantage. 
Moreover, EU membership lends them additional credibility among the 
multinational companies, as a sort of “quality mark”. As opposed to volatile 
emerging BRICS economies, new EU member states score favourably in terms 
of risk, highlighting them as relatively safe environments for investments.  

Factors such as enlargement of the EU, globalisation, the role of 
multinational companies, public sector reform, and rapid advances in ICT, have 
interacted with global political and societal changes have had a profound impact 
on subsidiaries located in CEE countries.  

Despite the global slowdown, the new EU member states remain attractive 
investment locations, and not only for the manufacturing, but for other 
economic sectors, R&D in particular. In the study of the impact of global 
economic crisis on the activities of subsidiaries in new EU member states, 
Kalotay and Filippov [6] suggest that the response of subsidiaries to the crisis – 
started in 2008 – hinges critically upon the type and the industry of such 
subsidiaries. Export platforms in automotive industries have been hardest hit. 
However, there are indications of the qualitative development of subsidiaries in 
other industries, despite the crisis, as well as growing attractiveness of new EU 
members FDI in services. 

Data from national investment promotion agencies suggested rather good 
results for 2008 in terms of new investment. In case of Poland, the Polish state 
investment promotion agency PAIiIZ reported about 56 facilitated greenfield 
investment projects in 2008, worth of almost €€ 1.5 billion, and leading to 
creation of over 15 000 new jobs [8]. The Czech investment agency CzechInvest 
reported about a larger amount of mediated greenfield investment projects in 
2008 (213 projects), however, with similar results – overall value of $1.77 
billion, and leading to creation of 14 600 new jobs [1]. The agency underscores 
that around 4 000 newly created jobs are for university graduates. 
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Analysis of Table 1 shows the declining role of new investments in pure 
manufacturing, and the proliferating role of service subsidiaries. In fact, 
CzechInvest [1] states that 2008 is the first year when the FDI in services (and 
R&D) surpassed that in manufacturing. Expectations for 2010 are even more 
optimistic. 

 
Table 1. New investment projects in Czech Republic and Poland in 2008 
 

Sector Number of 
projects 

Value New jobs created 

Czech Republic  $ million  
Production 79 1 565.16 7 255 (356) 
R&D 76 113.95 750 (481) 
Services 58 94.94 6 601 (3 114) 

Poland  €€  million  
Shared Services Centres 21 38.5 5 251 
Automotive 13 433.5 3 220 
Electronics 4 29.0 1 914 
R&D 4 1.9 225 
Chemical 3 20.0 235 

 
Notes: Investment projects facilitated by the respective national investment promotion agencies – 

CzechInvest in Czech Republic and PAIiIZ in Poland. Indicated in brackets – number of 
jobs for university graduates 

Source: [1, 8]. 
 

The potential of service subsidiaries in terms of capital inflow is rather 
limited; however, in terms of employment they show good performance. 
Increasing orientation of multinational companies towards knowledge-based 
activities is warmly welcomed by the host countries for whom transformation 
towards a knowledge-based economy became a major priority on a national 
level. 

Conclusion  

The competitive advantage of the new EU member states is shifting away 
from the traditional low-cost labour operations that were inherent to them in the 
transition period of the 1990s. Skilled workforce starts to emerge as a key asset 
of the countries, and an attractive element for the operations of foreign 
multinational companies. In the long term, the attractiveness of the new EU 
member states for cost-sensitive operations will hinge upon the changes in the 
costs and productivity [5]. It is expected that the wages and other costs rise 
faster than the productivity. Then manufacturing may choose to move further 
eastwards. At the same time, the cost of labour may not be the only decisive 
factor for manufacturing operations in the new EU member states. 
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The new EU member states possess the heritage of the socialist-type 
science and technology bases, which should be transformed into national 
innovation systems. The comprehensive innovation policy is to play a key role. 
This policy is seen as sine qua non of transformation toward the knowledge-
based economy, and hence creation of necessary conditions for higher value 
added activities of subsidiaries. 

The importance of foreign subsidiaries in the total R&D expenditures of 
new EU member states has been growing significantly. Yet, the share of value 
added in the knowledge based activities remains lower in comparison to 
developed countries of Western Europe. While the 1990s witnessed FDI in 
manufacturing, the mid-2000s started witnessing several investment projects in 
R&D. By the end of the 2000s, the FDI has started flowing to the outsourcing 
operations and business process outsourcing (BPO) centres. Large multinational 
companies are especially eager to open BPO centres in Central and Eastern 
Europe today.  

As in the case of manufacturing presence, the choice for establishing a BPO 
or service centre is shaped by several factors, such as earlier presence of the 
company in a host economy, availability of a pool of trained workforce, the 
relative dynamism and success of established subsidiary as well as active 
lobbying from the part of the local management (i.e. subsidiary initiative). All 
these developments show that overall the region is rated positively by investors.  
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Europa Centralna i Wschodnia: przemiany gospodarcze determinowane 
innowacjami 

Słowa kluczowe 

Bezpośrednie inwestycje zagraniczne, innowacja, filie przedsiębiorstw 
ponadnarodowych, zagraniczne badania i rozwój.  

Streszczenie 

W artykule zaprezentowano przemiany gospodarcze zachodzące w krajach 
wschodnioeuropejskich. Skupiono się na roli inwestycji zagranicznych i firm 
ponadnarodowych, innowacji, krajowych reform i integracji europejskiej. Euro-
pa Wschodnia zaczyna odgrywać coraz większą rolę jako potencjalna lokali-
zacja prowadzonych na poziomie korporacyjnym prac badawczo-rozwojowych. 
Sprzyja temu zmiana polityk rządów z leissez-faire w politykę wspierania 
innowacyjności. 


