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422 Abstract 
This paper quantifies the effect of intercompany lending on the current account 
balances in the economies that previously made up the Socialist Federative 
Republic of Yugoslavia. This kind of transaction is a controversial part of the 
foreign direct investments, often criticised for its indebting nature and its involve
ment in tax evasion strategies. However, the data shows that in the post-crisis 
period it was the driving force of foreign capital inflow and investments in the 
region. For this study, a novel model averaging approach was employed, as it 
allows cross-country and country-specific analysis, and provides a sound basis 
for future policymaking. Additionally, as a way to overcome the limited data 
availability problem, and provide an additional robustness check, panel regression 
fixed effects for 17 CESEE economies was done. The results of both models are 
significant and indicate the stabilising effect of the observed transaction as it 
provided a steady inflow of funds. 

Keywords: intercompany lending, foreign direct investment, Jackknife model 
averaging

1 INTRODUCTION
Intercompany lending, is a constituent part of foreign direct investments (FDI) 
(IMF, 2009) that represents a controversial element, frequently underestimated 
because of its indebting nature and involvement in tax evasion strategies. How-
ever, in this paper, the goal is to observe it from another perspective and determine 
the beneficial effect it had on the current account balances (CABs) of Western 
Balkan economies when the global financial crisis struck. 

The effects of FDI have been the topic of many papers (Lim, 2001; Li and Liu, 
2005; Hermes and Lensink, 2003; Borensztein, De Gregorio and Lee, 1998). 
Some find that, especially for transition economies, the presence of foreign inves-
tors has created positive externalities, and helped them to integrate into the world 
market (DiMauro, 2000), and some indicate that it has contributed to the restruc-
turing of formerly state-owned enterprises (Estrin et al., 2009). Positive findings 
further spurred a vast literature about the FDI determinants in transition econo-
mies (Bevan and Estrin, 2004; Resmini, 2000). However, all papers observe FDI 
as a total and disregard the different nature of its components: equity investment 
(EI), reinvested earnings and intercompany lending (ICL). 

The existing literature on ICL is mostly focused on corporate finance and the pos-
sibilities for transfer pricing. However, in this paper, we will shift focus onto the FDI 
nature of cross-border ICL and show that since the crisis hit the observed region, 
ICL became an essential element of total FDI inflow. Furthermore, it will explain 
that the magnitude of the effect differs and depends on the country’s characteristics. 

The contribution of this paper is that until now, at least to the best of the author’s 
knowledge, no paper has analysed ICL in the region from this perspective. More-
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423over, it quantifies the effect with the use of two models. The novel technique of 

model averaging is employed as the primary model, while the panel regression 
fixed effects model, serves as a robustness check. The former focuses on individ-
ual countries, provides separate estimates for each of them and enables cross-
country and country-specific analysis. Therefore, it can serve as a sound basis for 
policymaking. 

The paper is organised as follows: the next section will give an overview of ICL. 
The occurrences in the post-crisis period that inspired this analysis are given in 
section 3. The econometric analysis will be explained in detail in section 4. Finally, 
the last part will contain the conclusion, potential policy recommendations and 
indicate the limitations of the study. Additionally, the appendix provides data that 
can be used for further analysis. 

2 INTERCOMPANY LENDING
The power of multinational companies (MNC) depends on their ability to make 
the most out of their global presence. Therefore, when deciding where to establish 
a new unit, they look for cost-cutting opportunities, such as tax reduction schemes 
(Devereux and Griffith, 1998; Barrios et al., 2009). ICL is a common part of these 
plans as it allows exploitation of the tax rate differentials to shift profit (Buettner 
and Wamser, 2007; Stewart, 1977) leaving both source and host countries with 
lower tax bases and tax revenues. 

However, ICL should not be observed only as a part of a tax evasion strategy but 
also as a part of a risk-management strategy that MNC employ to optimise 
resources and protect previously invested funds. Since the outbreak of the finan-
cial crisis, risk aversion among investors has risen, leading to an increase in ICL 
(ECB, 2012). There are at least two reasons for this. First, affiliated companies 
located in emerging markets were faced with a tightening of credit conditions and 
were unable to obtain the necessary funds under conditions acceptable to them. 
Second, as EI represents pricier and riskier forms of capital, direct investors 
needed something that would allow them to finance their subsidiary while pre-
serving flexibility. The solution was ICL since it provides a flow of funds for 
taffiliates, and at the same time, creates enough pressure to make them step up and 
work better in the crisis period. 

The latter view fits better with the observed FDI nature of ICL. This dimension 
became noticeable only after the crisis when many posed the question regarding 
the sustainability of the benefits of FDI to emerging economies (Starnawska, 
2015). Hebous and Weichenrieder (2010) noted that ICL amplified the stabilising 
role FDI had during the crisis. Moreover, data show that in Central, Eastern and 
South-eastern Europe (CESEE) in the aftermath of the crisis, the increase of ICL 
sustained total FDI, and stabilised capital flows (Gardo and Martin, 2010). That 
occurrence is precisely what this paper analyses, with the focus on the Western 
Balkan region. 



iva
n

a đ
u

r
o

v
ić: 

th
e effec

ts o
f in

ter
c

o
m

pa
n

y len
d

in
g o

n th
e c

u
r

r
en

t a
c

c
o

u
n

t b
a

la
n

c
es  

o
f selec

ted ec
o

n
o

m
ies in th

e w
ester

n b
a

lk
a

n
s

pu
b

lic  sec
to

r  
ec

o
n

o
m

ic
s

41 (4) 421-441 (2017)

424 3 THE CRISIS PERIOD
Before the crisis, CESEE countries, experienced positive growth rates. They were 
resilient until the first half of 2008, since the region was not as exposed to sub-
prime markets as developed countries (Gardo and Martin, 2010). However, in 
September 2008, the crisis spread to the whole financial sector, and growth rates 
started to decline. 

Fast growth and return on investment that existed before 2008 created keen inter-
est from foreign banks in the whole CESEE region. It is noteworthy that at the end 
of 2008, almost 80% of the banking sector in this area was held by foreigners 
(Gardo and Martin, 2010). Although this type of vulnerability was not in focus 
before the crisis, it created significant liquidity problems after. The problem 
occurred when parent banks decided to withdraw funds from these markets so 
they could consolidate at home (Herrmann and Mihaljek, 2010). This spillover 
had several implications. First, parent banks were not able to extend the same 
amount of loans as earlier to their CESEE subsidiaries. Secondly, the interbank 
market was disrupted (ECB, 2012). Subsequently, this reduced the available funds 
of domestic banks, which reacted by tightening credit conditions. Finally, prob-
lems were transferred to the private sector, which was faced with liquidity issues.

Conversely, the share of the ICL flows in the total FDI inflow increased right after 
the start of the global financial crisis. Additionally, the same situation repeated 
itself when the Euro debt crisis began. Figure 1 highlights this in the region and 
allows comparison with similar movements in the advanced economies.

Figure 1 
The share of ICL in the total FDI, inflow in bn USD
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Source of data: IMF.

This post-crisis reversal in capital flows is crucial for this paper. Therefore, it is 
necessary to compare the inflow of loans, classified as Other investments in the 
Balance of Payments (BoP) and inflow of ICL in the region (figure A1 in appen-
dix). The assumption is that as a solution of mentioned liquidity issues, foreign 
affiliates sent additional funds to their subsidiaries in the form of increased ICL. 
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425During the observed period countries had a very volatile inflow of foreign loans. 

The majority of them had a significant decline, and some even had a negative 
inflow, indicating deleveraging by the banks. In addition, it is visible that although 
countries differ in their levels and dynamics of ICL inflow, there were no precipi-
tous declines or reversals. This is where we can see the FDI nature of ICL and the 
concern of foreign affiliates for their subsidiaries. Some would argue that addi-
tional funds were not provided in sufficient amounts and that they are essentially 
a loan. However, it must be taken into account that the whole world was faced 
with the crisis and that MNC had to manage risk on the global level. 

The final comparison is the structure of FDI inflow (figure A2 in appendix). First, 
Croatia and Serbia, in 2008, experienced, at the same time, a plunge in EI and a 
growth in ICL. Furthermore, the opposing movement of EI and ICL in 2011 in 
Croatia represents debt-for-equity swap, which changed the nature of the initial 
transaction and reduced the Croatian external debt by €0.7bn (CNB, 2012). 
Second, in Macedonia and Bosnia and Herzegovina, the decline of EI was so 
severe that ICL, although also on a declining trend, had a stabilising role since the 
decrease was not as steep. Next is Montenegro, where EI peaked because part of 
their energy sector being privatised in 2009. Finally, in Slovenia, ICL had an 
adverse effect on FDI inflow in 2009. However, this changed in 2010 and 2011 
when it surged. For Kosovo, ICL apparently is not a crucial source of funds, since 
EI dominates in the overall inflow of FDI. 

Based on these movements, we can see that countries differ when it comes to the 
structure of the total FDI inflow. However, it is noticeable that even in comparison 
to EI, ICL shows a certain robustness, and that it is a constant source of funds, 
available when other, more “important”, sources of foreign capital come to a halt.

4 ECONOMETRIC ANALYSIS
Data availability for this particular topic and the region observed posed several 
constraints for the econometric analysis. First, the methodology for the compila-
tion of the BoP has changed. Several shifts within its main components made old 
and newly compiled data incomparable and disenabled their simple combination 
and creation of longer time series. An additional impediment is that the majority 
of the observed economies are not EU members and do not have the same obliga-
tion to revise past data. For them, relevant BoP data can be found only as of 2007. 
Second, variables included in the models are not methodologically consistent and 
available at the same frequency. Therefore, these issues led to a decision to use 
available annual data from relevant databases, such as IMF, World Bank, Eurostat 
and WIIW and preserve comparability across countries. 

Table 1 lists the starting year from which the data are available for each country. 
The last year included in the analysis is 2016. It is important to note that for those 
countries where final data were unavailable, preliminary data from the statistical 
offices and national banks were used.
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426 Table 1 
Starting year of the available dataset

Country Year Country Year Country Year
Albaniaa 2007 Hungary 2002 Polanda 2004
Bosnia and 
Herzegovinaa 2007 Kosovoa 2006 Romania 2002

Bulgariaa 2007 Latvia 2002 Serbiaa 2007
Croatia 2002 Lithuaniaa 2004 Slovakiaa 2004
Czech R. 2002 Macedonia 2002 Slovenia 2002
Estonia 2002 Montenegroa 2010

a For some of the variables one year of observation is N/A.

The goal of this analysis was to get country-specific estimates for the observed 
economies, which is why the model averaging is chosen as the primary model. 
This approach rests on the averaging of the results of several candidate models 
and gives more robust results (Hansen, 2007). The major benefit is that it does not 
impose a limitation in the form of one preferred model with predefined variables. 
Also, it allows the use of the larger set of variables out of which the model creates 
various combinations and discrete sub-models. In the end, the final estimate is 
obtained by averaging results across all sub-models, where each receives a proper 
weight based on the suitable criterion.

The panel data fixed effects model serves as a robustness check for the results 
obtained by the primary model. For that purpose, we broadened the dataset and 
populated it with all countries listed in table 1, as they had similar movements in 
their cross-border financial transactions during the crisis. 

The dependent variable is one of the most important macroeconomic indicators, 
the CAB to GDP. It represents one of the core indicators the United Nations Com-
mission on Sustainable Development uses to observe a sustainable development 
of the country (UN, 2007). In addition, the importance of this indicator for the 
observed economies lies in the fact that they are all small and open, and highly 
dependent on the movement of foreign capital and international trade. 

4.1 DETERMINANTS OF THE MODELS
The focus of this paper is the effect of ICL on the CAB. Therefore, other determi-
nants will be briefly explained here, while the expected sign and source of data 
can be found in table A1 in appendix. 

All selected variables can be divided into two parts. The choice of the first set was 
influenced by relevant publications (Aristovnik, 2006; Caivano and Coniglio, 2016; 
Loayza, Chong and Calderon, 1999).

Lagged values of the CAB to GDP ratio (CAB_lag) – persistence of the CAB 
deficit exists, and countries need time to overcome shocks. 
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427Oil balance to GDP ratio (Oil) – oil prices affect the observed economies sig-

nificantly since all of them are net oil importers. 

Trade Openness (Open) – represents the share of a country’s foreign trade in GDP.

Macroeconomic uncertainty (Vix) – a proxy for instability in the global markets.

The second part of the variables were chosen based on the intertemporal approach, 
which seeks to explain movements in the CAB as a result of the changes in savings 
and investment (UN, 2008; IMF, 2009). The following identity is crucial for this 
part, and it breaks savings and investment down into private and government parts: 

S – I = Sp + Sg – Ip – Ig → CAB = (Sp – Ip) + (Sg – Ig)

General Government Budget to GDP ratio (F.bal) – budgetary balance of the 
Government can have a significant impact on the CAB (IMF, 2009). 

GDP growth (GDP_ gr) – a standard measure of the health of the economy.

Unemployment rate (Unem) – its impact on expectation and living standard af-
fects both savings and the investment in the economy. 

Foreign direct investments – one of the most important sources for financing 
CAB deficits in the transitional economies. The effect of the FDI depends on sev-
eral factors, and the sign of the coefficient can be both positive and negative. A 
positive sign on the coefficient can mean that investments created positive effects 
and increased country’s exports or that there is not enough foreign capital inflow 
to allow a higher CAB deficit. On the other hand, a negative sign can indicate that 
FDI produced a higher outflow of capital in the form of income or interest pay-
ments, or that the import of equipment increased, which again is beneficial in the 
long run, since it is assumed that it will create future growth. Therefore, the inter-
pretation, which applies to all of its components, must be country specific.

As noted, for this analysis FDI is broken into EI and ICL. Both variables are 
expressed in terms of GDP and only those that represent the liabilities of the coun-
try were taken into account. 

–– Intercompany lending (ICL) – The effect of this is the topic of the paper. As 
a part of FDI, it provides additional funds that countries use to generate 
future growth. However, as debt position, it can also create an outflow in the 
form of interest and of principal repayment.

–– Equity investment (EI) – Commonly perceived as the only form of FDI, 
this type of flow brings growth and future improvement of the CAB. How-
ever, it can also generate outflows in the form of profit repatriation. 
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428 4.2 MODEL AVERAGING
The idea for the model came from the article by Urosevic, Nedeljkovic and Zild-
zovic (2012), which observed determinants of the CAB for five CESEE econo-
mies. Although the model is similar, the goal of the analysis is different. First, the 
focus is only on ICL. Second, FDI is broken down into EI and ICL, which makes 
their effects comparable. Third, the model aims to make a comparative analysis of 
the economies and show the heterogeneity in the ICL effects among them. Finally, 
the data used are comparable across countries, which allows a robustness check 
with a panel regression.

Previously it was mentioned that model averaging, unlike model selection, enables 
that all relevant information is taken into account by averaging the results of the 
candidate sub-models. Its resulting estimates consider both the uncertainty and the 
bias that exist in each of the sub-models, which makes them more robust. How-
ever, the crucial element necessary for the optimal results is the criterion that 
assigns the weights to each of the sub-models. Two methods are proposed in the 
literature, Bayesian and frequentist. While the first relies on the subjective deter-
mination of probabilities and weights, the second one uses well-known criteria. 
Although many criteria can be found in the literature, many of them exclude het-
eroscedasticity and non-nested setup, which makes them unsuitable for the analy-
sis of the CAB (Urosevic, Nedeljkovic and Zildzovic, 2012). Therefore, as pro-
posed by Hansen and Racine (2012) for these conditions the best results are given 
by jackknife model averaging (JMA), which selects the weights by minimising a 
leave-one-out cross-validation criterion and provides an estimator that is an 
asymptotic equivalent to the lowest expected squared error. Liu (2012) further 
adjusted this model and made it applicable for the time series analysis, and this is 
the approach that will be used in this paper. 

The regression model used can be described as follows1:

	 yn = Xn  β + un� (1)

	 E (un | Xn) = 0� (2)

	 E (un
2 | Xn) = σ 2 (Xn)� (3)

where yn is the CAB to GDP ratio, Xn is the vector of independent variables, and β 
is the ordinary least square estimator. Also, un is the error term that does not pre-
clude heteroscedasticity. If there is an assumption about M number of models, 
m = 1, 2 … M, where each model is a sub-model and unique combination of inde-
pendent variables Xn, then for each model there is a set of linear estimators that can 
be written as: 

	 � (4)

1 Description of the model is taken from Urosevic, Nedeljkovic and Zildzovic (2012).
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429The final estimate of the model is a weighted average of all sub-model estimations:

	 � (5)

where ωm is a set of non-negative weights, that sum up to one. As previously men-
tioned JMA selects the weights by minimizing the leave-one-out cross-validation 
criterion (CV), defined as:

	 � (6)

where ũ-i= (ũ-i ,1 ,..., ũ-i ,M ) is a NxM matrix of leave-one-out residuals, where ũ-i, m 

are the residuals from the mth model estimated by least squares, excluding the ith 
observation. Finally, the JMA chooses ωm which minimizes the CVn(m). 

4.2.1 Model averaging results
Before running the JMA, the stationarity was checked. For each variable within 
each country, a KPSS test was done, as it shows better performance on small sam-
ples (Bart, Franses and Ooms, 1998). Its null hypothesis states that the observed 
time series is stationary. Results can be found in table A2 in appendix, and for all, 
except for Montenegrin GDP growth, we failed to reject the null. For this country 
the problem is the limited sample availability since the complete data set is avail-
able only as of 2010. Also, the JMA gave insignificant coefficients for Montene-
gro, which is why this country is excluded from the subsequent analysis.

Previously it was noted that only the effects of ICL would be in focus and hetero-
geneity across the economies (table 2). Results obtained are significant, and for 
all, except for Kosovo, the effect is negative. Remaining variables and their 
p-values can be found in table A3 in appendix and can serve for future analysis. 
Furthermore, in order to understand better how important ICL was in comparison 
to other variables within the specific economy, the standardised coefficients are 
also included in the analysis. Those were calculated as the product of the esti-
mated coefficient and the ratio between the independent’s and dependent’s varia-
ble standard deviations. 

Table 2 
Jackknife model averaging, ICL coefficients, by country

Country ICL p-value
Bosnia and Herzegovina -1.868 0.022**
Croatia -0.802 0.002***
Kosovo 3.837 0.003***
Macedonia -2.818 0.000***
Serbia -3.488 0.008***
Slovenia -0.650 0.004***

** Significance at 5% level, *** significance at 1% level.
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430 The negative values of the estimates imply that for those economies that have 
persistent current account deficits, such as Bosnia and Herzegovina, Macedonia 
and Serbia, an increase in the share of ICL in GDP is followed by the growth of 
the CAB deficit in the GDP. Inversely, a similar movement can be spotted for 
Slovenia and Croatia, which in recent years have had a surplus in the CAB, fol-
lowed by the negative inflow of total FDI. The only positive effect of ICL on CAB 
is derived for Kosovo, and the possible explanation is that since the inflow of ICL 
was at a very low level, it did not provide additional funds that would finance a 
higher share of CAB deficit in GDP. 

As for the magnitude, the strongest negative effect is for Serbia, then Macedonia 
and Bosnia and Herzegovina, while Slovenia and Croatia demonstrate a some-
what weaker effect. The magnitude of the results serves as an indicator of the 
differences that exist among the observed countries in their level of dependence 
on foreign investment inflows. 

Furthermore, we include standardised coefficients into the analysis to find the 
relative importance each variable has within the country (table 3). Again, we can 
note that for all observed economies, ICL had a high contribution to the CAB. 
However, it is the largest for Kosovo and Serbia. As previously noted, the positive 
sign for Kosovo signals an insufficient inflow of ICL. Here, the stock of EI is at a 
low level, and foreign investors do not have an incentive to send additional ICL. 
Furthermore, the negative value of the EI coefficient proves that this is the FDI 
component that serves as a source for CAB financing. For Serbia, it is interesting 
to see that, when observed separately, ICL has a negative effect, while EI has a 
positive impact on the CAB, which is a result of successful privatisations that 
induced export. Therefore, here we can argue that in Serbia ICL is sent as a con-
stant fuel that allows further growth of the initial investment and finances the 
CAB deficit, caused by the import of intermediary goods and equipment. 

Table 3 
Jackknife model averaging, standardised coefficients, by country

Variable B&H Croatia Kosovo Macedonia Serbia Slovenia
ICL -0.482 -0.270 1.236 -0.890 -0.688 -0.154
CAB_lag 0.174 0.301 -0.081 0.519 0.367
EI -0.879 -0.019 -0.800 -0.375 0.202 -0.105
Oil 0.597 0.231 -0.203 -0.151 0.282 0.259
Open 0.099 -0.033 0.327 0.257
GDP_gr 0.088 -0.542 -0.664 0.717 -0.187 -0.152
Unem 0.369 0.289 -0.031 -0.039 0.495 0.281
F.bal -0.151 0.119 0.331 0.451 0.002
Vix -0.233 0.127 -0.405 -0.916 -0.485  

Bolded figures indicate the strongest effect.

For Macedonia and Bosnia and Herzegovina, the contribution of ICL is also 
among the highest ones. For Bosnia and Herzegovina, which struggles to attract 
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431FDI (U.S. Department of State, 2015), the highest contribution is derived for EI. 

That result signals that this country still needs to attract the critical amount of this 
type of FDI and that those already obtained had an important effect on the financ-
ing of CAB deficit. After that happens, the relative significance of ICL might 
increase. For Macedonia the highest contributions are for VIX and ICL, which can 
suggest that this is a country highly dependent on foreign capital and highly sensi-
tive to the movements of the world economy. For Slovenia and Croatia, the ICL 
contribution is not as important as for the mentioned three countries. Additionally, 
the importance of other variables is somewhat balanced. That may indicate that 
their CAB is not overly dependent on one particular variable. 

The analysis can be further broadened when we observe how the contribution of 
ICL to the CAB changed over the years (figure A3 in appendix). We can see that 
for Serbia and Macedonia, the strength of the effect fluctuates but remains high, 
which is in line with the previously stated high dependency on foreign investment 
inflow. However, for Bosnia and Herzegovina, this contribution declines and can 
be explained by the very slow increase in the EI inflow, and subsequent drop in the 
ICL inflow. As previously noted, its primary concern should be attracting EI. In 
Slovenia and Croatia, the contribution was modest across years and became posi-
tive when countries started achieving a surplus in the CAB, and this is also in line 
with the previous analysis of the results.

4.3 PANEL REGRESSION FIXED EFFECTS
The second model serves as a robustness check of the results obtained the JMA. 
This model uses the same variables as JMA, however, here it was used on an unbal-
anced panel with 17 economies (table 1). The estimated model can be written as:

	 yin = α + Xin  β + γ ti + uin� (7)

where yin is the CAB to GDP ratio, Xin is the vector of independent variables, ti is 
the trend dummy, and β and γ are coefficient estimates. Also, uin is the error term. 

The unit root tests were done for the whole dataset. Since it failed to reject its 
existence for dependent and several control variables, the trend dummy variable 
was added to control for the trend. Results obtained before and after adding the 
trend dummy (table 4) did not differ substantially, which is why we decided to 
accept the results of the panel regression and continue with the analysis. 

Results in table 4 show that the ICL effect is significant, while the same is not true 
for that of EI. One way to explain this is that once initial investment happens in 
the form of EI, foreign investors opt to send additional funds to the CESEE region 
in the form of ICL. This supports the view that since the crisis started, the FDI 
inflow has been sustained by the ICL in the observed countries. The negative sign 
is also expected, since FDI in the transitional economies represents funds used for 
financing the CAB deficit. 
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432 Table 4 
Panel regression results, with and without trend dummy

Coefficients Without trend dummy With trend dummy
Estimate p-value Estimate p-value

ICL -0.372 0.0291** -0.368 0.0306**
EI -0.012 0.8576 -0.011 0.8787
Oil 0.665 0.0044*** 0.634 0.0047***
Open 0.186 0.0000*** 0.176 0.0000***
GDP_ gr -0.487 0.0000*** -0.469 0.0000***
Unem 0.249 0.0005*** 0.253 0.0007***
F.bal 0.130 0.3883 0.132 0.3764
VIX -0.008 0.3651 -0.008 0.3483
Dummy trend 0.0004 0.7613

** Significance at 5% level, *** significance at 1% level.

5 CONCLUSION
5.1 SUMMARY OF FINDINGS
The assumption from which this analysis was derived is that in the crisis periods, 
countries that are dependent on foreign capital can face many problems if a sud-
den stop occurs. For the observed economies, September 2008 marked the begin-
ning of the crisis and the sudden decline in the inflow of foreign funds. 

As noted, the financial sector in the CESEE is mostly foreign owned, and pre-
crisis growth rates were greatly fuelled by the loans provided by the major bank-
ing groups. Additionally, the crisis affected the private sector. However, those that 
were foreign owned got help in the form of ICL. Although it shares some charac-
teristics with commercial banking loans, ICL is an FDI. The core element of FDI 
is the long-term commitment that an MNC makes when it invests initial equity. 
Afterwards, the subsidiary is expected to function on its own and generate profits. 
Additional funds can be sent because there are either growth opportunities or 
problems. After the crisis, growth opportunities became rare, so we assume that 
ICL was sent as a support. 

Reasons why the ICL and not some other form of capital was sent can be observed 
from the risk management point of view. As explained before, for an MNC they 
provide flexibility, an additional channel of control and lower costs. The world-
wide crisis and perception of risk in the region made ICL a reasonable option and 
influenced the amount sent. An additional element that proves this point is the 
debt-for-equity swaps. If we look again at the structure of the FDI for the observed 
economies (figure A2 in appendix), movements in the FDI inflows show the exist-
ence of several debt-for-equity swaps, which imply risk management strategy. If 
the investors perceive the economy to be risky, and they want to keep flexibility in 
their capital flows, they can initially send funds in the form of the loan, and then, 
depending on the situation transform it into equity or pull it back. In these econo-
mies, all plunges in ICL were followed by the surges in EI2. 

2 In Croatia in 2015, debt-for-equity swaps prevented even larger decline of total FDI since EI plunged due to 
value adjustments and negative reinvestment of earnings (EBL News, 2016).
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433Furthermore, if we add that the majority of investments came into the region as the 

brownfield investments and that this source of EI has almost dried up, then we can 
note that ICL is an FDI component that sustains the total inflow. Therefore, if we 
envision ICL as funds that fuel previously established direct investment and are an 
“introductory” form of current EI, it is easy to comprehend the magnitude of the 
effect derived in the model and how the benefits of this FDI component are created.

Finally, the opponents of ICL can state that the outflow of capital through interest 
payments is a drain on the economy and that it increases external debt. The former 
is not true for the observed economies since they have not experienced a substan-
tial outflow of funds through ICL-based interest payments. As for the latter, debt 
exposures toward affiliated companies are considered to be more sustainable 
because of the FDI relationship. Furthermore, the frequently recorded debt-for-
equity swaps have the same effect on external debt level as debt forgiveness. 
Overall, this debt is more stable.

5.2 POLICY IMPLICATIONS AND RECOMMENDATIONS
The goal of the paper was to observe whether or not the ICL inflow had a signifi-
cant effect on the observed economies. Two models that were employed indicated 
that it did. For the majority of countries, that effect is negative, which is not surpris-
ing since in many of the observed economies domestic savings are not sufficient to 
finance investments, and additional funds must be imported. Therefore, when 
deciding which policy to pursue, an increase in the CAB deficit because of the 
surge in investment should not be considered problematic, since, in the long run, 
it will generate growth.

The first set of results obtained by JMA allows cross-country comparison and 
indicates which countries are more dependent on foreign financing, while the 
second set, with the standardised coefficients, allows country-specific analysis 
and shows areas where policy actions are most important.

Essentially, when it comes to the policy implications for ICL, one crucial element 
must be taken into account. ICL are conditioned with the existence of the direct 
investment relationship, and its inflow is dependent on the policies that promote EI. 
Therefore, countries should concentrate on the implementation of policies that 
attract it, and consequently, inclusion in the multinational networks will bring 
higher performance (Alfaro and Chen, 2010). 

Therefore, the set of recommendations should be foremost concerned with the 
attraction of new EI. In the past, foreign investors were mostly interested in privati-
sation and brownfield investments. Since the potential for those is decreasing, it 
would be beneficial to promote greenfield investments. Furthermore, as noted by 
Estrin and Uvalic (2016), FDI in the region was mostly focused on the financial 
sector, and not enough in the manufacturing, which may be a reason why these 
countries still are not able to integrate better into the global market and benefit from 
the higher export potential. In addition to that, for the majority of these economies, 
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434 full integration into the European Union would bring significant benefits. One of the 
biggest ones would be an improvement in the institutional quality that these econo-
mies lack. The severe effect of this is the increased perception of risk investors 
have, that ultimately undermines the higher inflow of foreign capital (Estrin and 
Uvalic, 2013). 

Finally, when giving a policy recommendation, one must take into account the 
other side of the ICL. Even though in the paper the focus was on the identifica-
tion of the benefits from ICL, it must not be forgotten that it can induce transfer 
pricing. That is why the implementation of policies and participation in the ini-
tiatives such as the BEPS are of utmost importance. Ultimately, this can lead to a 
situation in which ICL is no longer perceived as a rent-seeking transaction and 
starts to be perceived as a significant advantage to those companies that are a part 
of the FDI circle.

5.3 LIMITATIONS OF THE STUDY AND FUTURE RESEARCH POSSIBILITIES
Certain limitations of the study exist, and they are mostly concerned with the 
availability of the data. The issue of the short time series may have impeded an 
econometric analysis that would have yielded more convincing results. The meth-
odological changes and difficulties in finding relevant quarterly data further com-
plicated the analysis. Additionally, it restrained the full potential of the model 
averaging technique, since the number of variables had to align with the number 
of observations available. 

When we observe the region of interest, only two countries are members of the 
EU and have more stringent rules when it comes to the availability of data sets. 
Others choose whether to comply with them, as it is not compulsory. Since in this 
paper the emphasis was on the comparability across economies, the same number 
of variables was used for all models. Therefore, for those countries where longer 
series are available, the data limitation can be overstepped, and a more detailed 
analysis with additional variables can be made. Additionally, this can also provide 
a solid ground for other economies when the longer time series become available. 
Finally, the analysis does not have to stop at the effect of ICL, and the data in the 
appendix can also be a starting point for further research.

Disclosure statement 
No potential conflict of interest was reported by the author.
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435APPENDIX

Table A1 
Variable description

Variable Expected sign Source
Lagged values of the CAB  
to GDP ratio (CAB_lag) + Vienna Institute for International 

Economic Studies (WIIW)

Oil balance to GDP ratio 
(Oil) +

Eurostat, International Trade in Mineral 
fuels, lubricants and related materials 
(SITC Rev. 4) served as a proxy

Trade Openness (Open) Ambiguous World Bank 

Macroeconomic uncertainty 
(Vix) Ambiguous

Federal Reserve Bank of St. Louis, 
CBOE Volatility Index, % change from 
a year ago, annual, not seasonally 
adjusted

General Government Budget 
to GDP ratio (F.bal) + WIIW

GDP growth (GDP_ gr) – WIIW
Unemployment rate (Unem) Ambiguous WIIW
Foreign direct investments:
Intercompany lending (ICL)
Equity investment (EI)

Ambiguous International Monetary Fund 

Table A2 
Jackknife model averaging, unit root tests results

Variables B&H Croatia Kosovo Macedonia Montenegro Serbia Slovenia
KPSS test results

CAB 0.392* 0.440* 0.107 0.306 0.326 0.416 0.729**
ICL 0.390* 0.230 0.302 0.185 0.144 0.347* 0.131
EI 0.251 0.282 0.332 0.223 0.205 0.348*
Oil 0.211 0.137 0.314 0.175 0.287 0.407 0.148
Open 0.314 0.363* 0.231 0.389* 0.089 0.698** 0.391*
GDP_ gr 0.153 0.260 0.306 0.144 1.235*** 0.186 0.239
Unem 0.135 0.292 0.261 0.560** 0.514** 0.196 0.382*
F.bal 0.144 0.124 0.349* 0.226 0.253 0.165 0.267
Vix 0.085 0.050 0.097 0.050 0.085 0.050

The null hypothesis for KPSS is existence of stationarity, and it is rejected if obtained value is 
above the critical. Critical values are 0.739 (*** significant at 1%), 0.463 (** significant at 5%), 
0.347 (* significant at 10%). 
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437Figure A1 

Other investments and intercompany lending, liabilities, % of GDP
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Figure A2 
The structure of FDI, inflow, in bn USD
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438 Figure A3 
The contribution of ICL to the CAB, two and three-year averages, % of GDP
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