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The FDI location decision: does
liberalization matter?
Antonio Majocchi and Roger Strange*
In this article, we address the question of whether market, trade
and financial liberalization has an impact upon FDI location
decisions. We use a sample of Italian firms which have made
investments in seven Central and East European countries (i.e.
Bulgaria, the Czech Republic, Hungary, Poland, Romania,
Slovakia and Slovenia). The results confirm that market size
and growth, the availability of labour, the quality of
infrastructure, and agglomeration economies are all important
determinants of FDI location. However, we also show that the
choice of FDI location is positively influenced by the extent of
trade, financial and (weakly) market liberalization, and
negatively related to the openness to foreign banks. This study
improves upon the previous studies in a number of aspects: it
uses firm-level data from the very start of transition process in
1990; it includes various dimensions of liberalization, notably
financial liberalization and openness to foreign banks, which
have not previously been considered; and finally, it provides
elasticity estimates that show the changes in the probability of
FDI location in each country arising from further liberalization
in each of the other countries in the region.
Key words: Location decisions, Economies in transition,
Italian FDI

* Antonio Majocchi is Associate Professor of International Business at
the Faculty of Economics, University of Pavia, Italy (tel.: +39 0382 98646,
e-mail: antonio.majocchi@unipv.it). Roger Strange is Senior Lecturer at
King’s College London, United Kingdom (tel.: + 44 20 7848 4423, e-mail:
roger.strange@kcl.ac.uk). The corresponding author is Antonio Majocchi.
The authors gratefully acknowledge financial support from MIUR (FIRB
2003, DM2PMI).

1. Introduction
Since the early 1990s, many countries in Central and
Eastern Europe (CEECs) have undergone substantial economic
liberalization, and these developments have contributed to
CEECs becoming popular destinations for foreign direct
investment (FDI) by Western firms (Meyer, 1998; Kalotay, 2004)
particularly those from the European Union (EU). These
countries share similar economic and institutional legacies from
their Communist pasts, and all are potential new markets and/
or low-cost production locations. But liberalization is a multifaceted process and involves, inter alia, market liberalization,
trade liberalization and financial liberalization. The speed and
extent of market, trade and financial liberalization have not been
uniform across the CEECs, and their individual paths of
transition to market economies have differed substantially. These
observations raise the issue of whether market, trade and
financial liberalization each have an impact upon inward FDI
and, if so, which effects are the strongest.
This article addresses this issue by establishing the
determinants of FDI location in seven CEECs1 (i.e. Bulgaria,
the Czech Republic, Hungary, Poland, Romania, Slovakia and
Slovenia), all of which have been involved in the process of
accession to the EU and which together account for most inward
investment in the region. The statistical analysis is based upon
a sample of firms from just one country (i.e. Italy), which means
that we do not need to control for possible country-of-origin
effects (Grosse and Trevino, 1996; Chadee et al., 2003) due to
geographical and/or cultural proximity to Eastern Europe. We
cover the period from the very beginning of the transition process
in 1990 up to 2003, which allows us to explore fully the effects
that the different paths towards a market economy have had upon
the FDI location decisions of Italian firms.

1

The three Baltic States (i.e. Latvia, Lithuania and Estonia), Malta
and Cyprus are not the included in the present analysis due to the lack of
data.
2
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The article makes three important contributions. First, the
findings add to the established literature by showing that market,
trade and financial liberalization all have different effects upon
the FDI location decision. Second, we derive estimates of the
strength of these effects for each of the seven CEECs. These
estimates may be used to derive appropriate policy implications
for each country, though this is beyond the scope of this article.
Third, the sample of Italian firms is particularly interesting
because it consists primarily of small and medium-sized
enterprises (SMEs) rather than large transnational corporations
(TNCs). The role of SMEs in FDI flows has been increasingly
acknowledged (Fujita, 1995a, 1995b; Urata and Kawai, 2000),
but there are still relatively few empirical studies, compared to
those that focus on large TNCs. Investments by transnational
SMEs are much less visible, and official data often only count
large investments. The analysis in this article thus fills this hole
in the literature and provides insights into the FDI behaviour of
SMEs.
The article is structured as follows. In section 2, we briefly
discuss the main characteristics of inflows of FDI to the CEECs
and outline the timetable of their accession to the EU. We then
review the literature on the determinants of FDI location
decisions and develop the hypotheses to be tested. Section 4
describes the sample of firms, presents details of the explanatory
variables and provides a brief interpretation of the estimation
technique. The penultimate section presents the empirical results
and discusses their interpretation. The final section considers
the policy implications and highlights the limitations of the
analysis.
2. Background
Since the early 1990s, the CEECs have witnessed a large
increase in inflows of FDI, notwithstanding a high level of
volatility in the annual figures. As a consequence, FDI in the
CEECs has increased from less than 1% of the world total in
1990 to roughly 4% in 2005 (UNCTAD, 2006, pp. 299-302).
Firms from Western Europe have accounted for the bulk of the
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investments in the region, with Germany being the most active
investor in terms of value. However, such data on FDI values
do not offer a complete picture of Italian investments in the
area. Italian direct investments in the CEECs are generally small
in value, but large in terms of numbers reflecting the fact that
Italian industry structure is characterized by a high share of
SMEs. For example, Italy was only the sixth most important
investor country in Romania in terms of the value of FDI, but
second in terms of the numbers of projects (with more then 2,000
firms involved). Notwithstanding the small average size of the
Italian investments, the total value of FDI outflows from Italy
during the 1990s increased at an average rate of 25% per year
reaching more than 38 billion in 2003. According to one recent
estimate (Istat, 2006), the share of these flows directed toward
the CEECs increased to roughly 3% of the total in 2005 so that
we can infer that the average flows of FDI from Italy to the
CEECs have been roughly 1.15 billion.
This growth of FDI has taken place concomitantly with
the process of the CEECs’ accession to the EU. All the CEECs
decided from an early stage that EU membership was essential
in terms of their transition to liberal democratic market
economies, and the EU had to decide how best to respond to
these overtures. Initially, the EU negotiated a series of bilateral
trade and cooperation agreements, and these were quickly
superseded by a series of more wide-ranging Association
Agreements. The first Association Agreements (with Poland and
Hungary) came into force in February 1994, but the CEECs
wanted more. In June 1993, the European Council meeting in
Copenhagen defined a set of economic, political and
administrative criteria (the “Copenhagen criteria”) that set out
in general terms the requirements to be satisfied for any CEEC
to be granted access to the Union. These requirements included
a sound and competitive market-based economy, stable
democracy governed by the rule of law, the development of
administrative and institutional standards comparable to those
of western partners, and the capacity to cope with competitive
pressures within the Union. More detailed measures were
subsequently set out in a 1995 White Paper. The first evaluation
of progress was made in 1997 in a document called Agenda 2000
4

Transnational Corporations, Vol. 16, No. 2 (August 2007)

and accession negotiations began in the following year with
Cyprus, the Czech Republic, Estonia, Hungary, Poland and
Slovenia. Accession negotiations were to continue at a later date
with Bulgaria, Malta, Latvia, Lithuania, Romania and Slovakia.
In 2002, after close evaluation of developments in various
candidate countries, the EU Commission extended the first group
of applicants to include Latvia, Lithuania, Malta and Slovakia,
and these ten countries joined the EU in May 2004 (Clausing
and Dorobantu, 2005). Bulgaria and Romania have since signed
accession treaties that came into force in January 2007, and
accession negotiations are underway with other countries. The
“Copenhagen criteria” set a tight and well-defined path that
candidate countries had to follow in order to comply with the
requirements for EU membership. This process of institutional
upgrading transformed the investment environment in each
country, and rendered them increasingly stable and appealing
locations for inward FDI. It is within this context that we have
analysed the development of Italian investments in the region.
3. Review of the literature and research hypotheses
Research on the choice of FDI location has received a
recent boost from the work of scholars such as Krugman (1991)
and Porter (1994), who have argued that many of the factors
that determine firm competitiveness are location-bound and that
the choice of location for their activities is an important strategic
decision for TNCs. These sentiments have also been echoed by
Dunning (1998). These location-specific factors range from
simple natural assets like raw materials and cheap labour to more
complex assets, such as public support, and market or
technological knowledge. Various authors (e.g. Birkinshaw and
Hood, 2000; Rugman and Verbeke, 2001; Andresson et al., 2002)
have shown how international strategies are often formulated
to selectively tap local knowledge and location-bound resources
in order to improve firms’ overall competitive standings.
Several previous studies on the locational choices of TNCs
have explored the role of aspects such as market size and market
potential for market-seeking investments, and local knowledge
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and the availability of resources for strategic-asset and resourceseeking investments (Frost, 2005; Chang and Park, 2005). Most
have focused on the FDI location decision into and within the
United States, the EU or, more recently, China.2 Rather less
attention has been devoted to the CEECs, with several authors
(e.g. Lankes and Venables, 1996; Meyer 1998) simply reporting
aggregate data or using case study and survey methods, and
relatively few econometric studies (Lansbury et al., 1996;
Holland and Pain, 1998; Resmini, 2000; Campos and Kinoshita,
2003; Bevan et al., 2004; Bevan and Estrin, 2004; Grosse and
Trevino, 2005). These studies have all used aggregate FDI flows
or stocks in selected CEECs as the dependent variable, and have
established that these are positively related to market size and
market growth in the host economy, the availability of labour,
the quality of infrastructure and agglomeration economies while
negatively related to labour costs.3
As regards market size and growth, several studies (see,
for example, Woodward et al., 2000; Altomonte, 1998; Manea
and Pearce, 2004) of FDI in the CEECs have stressed the role
of market-seeking considerations. For example, Resmini (2000,
p. 678) suggests that “in general, FDI in Central and Eastern
2

See, for example, Bartik (1985), Coughlin et al. (1991), Friedman et
al. (1992), Friedman et al. (1996), Glickman and Woodward (1988), Head
et al. (1995, 1999), Luger and Shetty (1985), Woodward (1992), Shaver
(1998) and Shaver and Flyer (2000) on FDI in the United States; Crozet et
al. (2004), Ford and Strange (1999), Yamawaki (1991), Scaperlanda and
Balough (1983) on FDI in the EU; and Belderbos and Carree (2002), Chang
and Park (2005), Cheng and Kwan (2000), Chadee et al. (2003), He (2003)
and Head and Ries (1996) on FDI in China. This is a not an exhaustive list,
and there are also some interesting studies of FDI location in other regions:
see, for example, Woodward and Rolfe (1992) on FDI in the Caribbean Basin.
3 Other research (Resmini, 2000; Campos and Kinoshita, 2003; Bevan
et al., 2004; Bevan and Estrin, 2004) has also established that proximity
between home and host countries is an important determinant of bilateral
FDI flows. The shorter the distance between the countries, the greater is the
attraction of the host country. Closer countries not only involve smaller
transportation costs, but are also potentially closer in terms of “psychic”
distance thus facilitating international investments. However, the sample of
firms in this study are drawn from just one country (i.e. Italy), so it was not
necessary to control for this proximity effect.
6
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Europe is targeted to the local market”. But Lankes and Venables
(1996) point out that all the CEECs have become integrated,
though to differing extents, with the EU as many West European
firms invest in order to provide inputs for their domestic
operations. Labour costs are particularly important for exportoriented investments in upstream manufacturing activities,
though lower wages are only attractive insofar as they are not
offset by lower productivity (Campos and Kinoshita, 2003).
Bevan and Estrin (2004) find that labour costs are negatively
associated with FDI, and similar results are reported by Resmini
(2000). But lower average wages also mean lower average
purchasing power and, to the extent that Italian firms have
invested in the CEECs for market-seeking motives, they may
well have been attracted by high average wage levels.
Furthermore, high levels of remuneration are generally
correlated to higher levels of skill. These two offsetting effects
mean that many studies have failed to detect a statistically
significant effect of labour costs on the choice of location (see,
for example, Lansbury et al., 1996; Holland and Pain, 1998;
Basile et al., 2003).
Another important factor that has been shown to have an
impact on FDI location is agglomeration economies which arise
from the concentration and co-location of related economic
activities (Nachum, 2000; Sun et al., 2002). The basic rationale
is that greater numbers of foreign firms in a particular location
generate positive externalities in terms of the availability of
skilled workers, specialized services, intermediate products and
shared knowledge. Several previous studies on FDI in the CEECs
confirm this positive relationship (Resmini, 2000; Campos and
Kinoshita, 2003; Cieslik, 2004). There is plenty of anecdotal
evidence that the quality of infrastructure is an important
determinant of FDI location decision. Unfortunately, it is also a
variable that is notoriously difficult to operationalize. Mariotti
and Piscitello (1995) and Chang and Park (2005) both use the
extent of the transportation network as a proxy variable, while
Campos and Kinoshita (2003) used the per capita number of
telephone lines as a measure of the state of communications
infrastructure and found a positive impact upon FDI location.
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Recent research on new institutional economics has
highlighted the potential effects of institutional variables on
flows of FDI in general, and on entry mode choice and
international performance in particular (Henisz, 2000; Delios
and Beamish, 1999; Meyer, 2001). Others have focused on the
impact of institutional factors on location. For instance, both
Grosse and Trevino (2005) and Brada et al. (2003) have shown
that levels of political risk in CEEC host economies are
negatively correlated with inflows of foreign investment, as
investors perceive a less favourable investment climate and
higher transaction costs.
Several researchers have addressed the effects of
liberalization on FDI in various regions of the world, though
most have concentrated on the impact of privatization of
previously State-owned firms and/or trade liberalization. For
instance, Trevino et al. (2002) found a positive relationship
between privatization and FDI in Latin America, and suggest
that this is because privatization policies are seen by foreign
investors as an indication of a country’s positive attitude towards
private firms. Various studies have investigated the link between
trade openness and FDI, but with mixed results. Wheeler and
Mody (1992) found that Brazil and Mexico attracted large
inflows in the 1980s despite low levels of trade openness, but
several more recent studies (Sin and Leung, 2001; Sun, Tong
and Yu, 2002) seem to confirm a positive relationship between
external trade liberalization and foreign capital inflows.
There have been few studies of the effects of financial
liberalization on FDI, and most empirical analyses have focused
on the effects of capital controls. Asiedu and Lien (2004) provide
a review and report that older studies had mixed results, but
that more recent studies seem to suggest an inverse relationship
between capital controls and FDI.
With specific reference to the CEECs, Bevan et al. (2004)
found that various institutional developments impacted on the
flows of investments, the most important of which were
privatization and private sector development, banking industry

8
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reform (though not necessarily the non-banking financial
industry), the liberalization of foreign exchange, and the
development of the legal system. Brenton et al. (1999) reported
that external trade liberalization had an impact upon foreign
capital inflows. Previous work by the authors has shown that
both lower levels of administered prices and higher levels of
trade openness are positively related to FDI location (Strange
and Majocchi, 2007).
This study builds upon this stream of literature. As noted
in the introduction, the process of economic liberalization is
multi-faceted and involves, inter alia, market liberalization,
trade liberalization and financial liberalization. All seven CEECs
have undergone massive structural and institutional changes
since the beginning of the 1990s, though the extent of these
changes has not been uniform. We hypothesize that the relative
speed of these changes has had an impact upon the distribution
of FDI among the seven countries.
As Bevan et al. (2004) stress, the creation of markets has
been the main objective in the transition of the formerly
centrally-planned economies of the CEECs, and a crucial
element has been the liberalization of prices for goods and
services. Domestic price liberalization should promote
competition and reduce bureaucratic interference, weaken the
power of incumbent firms, and create new business opportunities
for efficient firms. We would thus expect foreign firms to favour
countries where the government does not interfere unduly in
the workings of the market, where market forces thus guide the
allocation of resources, and where, ceteris paribus, there is a
“level playing field” so that they are not subject to
discrimination. Furthermore, we would expect such
considerations to be all the more important for firms whose
principal motivation for FDI is market-seeking. Service firms
are likely to be primarily concerned with the domestic market,
while it is likely that a substantial part of Italian manufacturing
FDI in Eastern Europe is associated with the production of goods
for export to the EU and elsewhere. Our first pair of hypotheses
are thus:
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Hypothesis 1a: Foreign firms are more likely to locate in countries
where the extent of market liberalization is high.
Hypothesis 1b: Foreign service firms are likely to be more strongly
influenced in their location choices by market liberalization than
foreign manufacturing firms.

If the creation of domestic markets has been an important
objective for the CEECs, so, too, has been improved access to
international markets, as is evident from the brief account of
the countries’ negotiations on EU accession. These developments
will clearly interest foreign firms, and we would expect investors
to favour countries which are already substantially engaged in
trade with the rest of the world, as not only does this suggest a
certain intent by the host country government, but it should also
be associated with more efficient import/export channels.
Furthermore, it has been shown that countries that are more open
to trade are likely to have better property rights protection
(Ayyagari et al., 2005), better macroeconomic policies and be
less prone to corruption (Bonaglia et al., 2001; Gokcekus and
Knorich, 2006). Weak property rights are a considerable
disincentive to FDI (Oxley, 1999; Smarzynska, 2002), whilst
corruption is analogous to a tax as it raises the costs of doing
business and has been negatively linked to FDI flows (Grosse
and Trevino, 2005). We would therefore expect countries that
are more open to international trade to be more attractive to
foreign investors and, following the same logic as above, that
this to be the case a fortiori for manufacturing firms. Our second
pair of hypotheses are thus:
Hypothesis 2a: Foreign firms are more likely to locate in countries
where the extent of trade liberalization is high.
Hypothesis 2b: Foreign manufacturing firms are likely to be more
strongly influenced in their location choices by trade liberalization
than foreign service firms.

The process of financial liberalization involves, inter alia,
liberalization of the domestic financial industry and the removal
of discrimination between foreign and domestic providers of
financial services. The liberalization of the domestic financial

10
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industry requires the elimination of controls on credit allocation
and on deposit/lending rates, and more generally a diminution
in the role of the State in favour of allowing the market to allocate
resources. In principle, this should lead to the entry of new
domestic providers of financial services, with the resultant
increase in competition giving rise to higher economic growth
rates, enhanced product variety and improved efficiency. A more
efficient system allows the deployment of funds towards those
firms that are able to generate the highest returns on their
activities. Thus, it is likely that greater financial liberalization
will be associated with the entry and growth of profitable
businesses, and the improved provision of goods and services
both to final customers and to other businesses in the host
economy (Demirgüç-Kunt and Maksimovic, 1998; Rajan and
Zingales, 1998; Beck et al., 2000; Wurgler, 2000; Bekaert et
al., 2005). Beck et al. (2005) report that financial development
stimulates the growth of small firms more than large firms. These
developments enhance the attractiveness of a particular host
country to a foreign investor both directly and indirectly through
the possibility of more and cheaper supplies of intermediate
goods and services. Furthermore, manufacturing firms in general
are more reliant than service firms on supplies of intermediate
goods and services. Thus, the indirect benefits accruing from
the greater selection of potential suppliers and the cheaper
supplies of intermediate goods and services should be more
substantial for manufacturing firms. Our third pair of hypotheses
are thus:
Hypothesis 3a: Foreign firms are more likely to locate in countries
where the extent of financial liberalization is high.
Hypothesis 3b: Foreign manufacturing firms are likely to be more
strongly influenced in their location choices by financial liberalization
than foreign service firms.

As regards the removal of discrimination between foreign
and domestic banks, there are several conflicting effects. On
the one hand, the entry of foreign banks may well lead to
enhanced competition, the introduction of new financial
instruments, improved access to international capital markets,
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better compliance with international standards, and greater
stability (Meltzer, 2000). If this is indeed the case, then we would
expect a greater presence of foreign banks to have a positive
impact on FDI location. On the other hand, Stiglitz (1993)
suggested that domestic banks might incur extra costs and
domestic firms receive less access to funds as a result of foreign
bank entry. Weller (2000a, 2000b) notes that transnational banks
have been particularly active in Eastern Europe through the
1990s, but that the fast growth in their loans does not reflect
substantial inflows of capital. He points out that transnational
banks tend to expand their global operations to follow large TNC
clients to whom they provide a range of services. Transnational
banks introduce some funds from overseas but also raise funds
in the host country, with the result that domestic banks lower
their credit exposure and become less (rather than more)
efficient.4 Weller (2000a) emphasizes that greater competition
and less access to capital raise the chance of domestic bank
failure, but that this risk may be mitigated by favouring loans to
less risky clients. He suggests that loans to large TNCs or to
large domestic corporations are less risky than loans to SMEs
or to start-up companies. Claessens et al. (2001) found that
foreign bank entry had a destabilizing effect on financial systems
in developing countries. And, Lensink and Hermes (2004)
showed that the effects of foreign bank entry depended upon
the level of development of the banking industry in the host
economy, and typically pushed up costs and margins in the shortterm in developing countries. Our sample consists primarily of
SMEs rather than large TNCs, and these SMEs are likely to
want to raise credit for their working capital needs through the
host country banking system so as to limit their foreign exchange
exposure. Thus, given the CEEC context of our study, our fourth
hypothesis is:
Hypothesis 4: Foreign SMEs are less likely to locate in transition
economies where the financial industry is relatively open to foreign
banks.
4

Focarelli and Pozzolo (2000) found that foreign banks were more
represented in countries where the domestic banking industry was less
efficient.
12
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4. Data and methodology
This section is divided into five sub-sections. In the first
sub-section, we explain how the dataset of 272 foreign affiliates
of Italian TNCs in Eastern Europe was constructed and outline
some of its main characteristics. The second and third subsections detail respectively the dependent variable and the
explanatory variables included in the regression model. The
fourth sub-section provides a brief description of the conditional
logit model and its interpretation. And, the fifth and final subsection provides some descriptive statistics on the explanatory
variables for the seven CEECs.
4.1 Data sources and sample characteristics

Each of the 272 observations in the sample corresponds
to an affiliate of an Italian firm in one of the seven CEECs
considered in the study. The observations are drawn from a larger
database, constructed specifically for this study, which contains
data on 969 Italian firms5 with investments in at least one of the
seven CEECs. Basic information on the investments was
gathered from several different sources, such as the Amadeus
database, the local branches of the Italian Institute for the
Promotion of External Trade (ICE), and the seven Italian-CEEC
Chambers of Commerce. Each of the 969 firms were contacted
first by mail, and then by e-mail and/or telephone and asked to
participate in a survey on Italian investments in the area, but
only 288 firms (29.5% response rate) replied. These firms were
asked a number of questions, though the only ones relevant to
the present article were the industry and year of establishment
of the CEEC affiliates. Sixteen of these firms had undertaken
their investments before 1990 and were dropped from the
sample, so the final sample consisted of 272 affiliates which
had been established between 1990 and 2003. The geographical
distribution of these investments is shown in table 1.
5

An invitation letter to participate in the research project was sent to
1552 Italian firms which were believed to have investments in the CEEC
countries. 583 letters were returned undelivered, so only the remaining 969
were considered active firms.
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Table 1. The sample distribution of firms in the seven countries

Number of firms
in sample

Percentage of
total number of
firms in sample
(per cent)

Bulgaria
Czech Republic
Hungary
Poland
Romania
Slovakia
Slovenia

29
13
16
144
8
26
36

11
5
6
53
3
9
13

1 398.9
13 356.2
15 478.3
17 754.7
3 375.4
2 444.6
1 997.0

2.5
23.9
27.7
31.8
6.0
4.4
3.6

Total

272

100

55 805.4

100.0

Country

Source:

Average Italian
FDI stock,
1990-2003
(billions of dollars)

Percentage of
total Italian
FDI stock
(per cent)

UNCTAD, World Investment Report (various years).

Over half are located in Poland, and a further quarter in
Slovenia and Bulgaria combined. These figures on the numbers
of investments may be compared with the data on the total value
of the Italian FDI stock; it appears as though Poland may be
over-represented and Hungary and the Czech Republic underrepresented in the sample. However, we are not comparing like
with like. Data regarding the size of the investing firms are
unfortunately incomplete, but only 27 of the 272 firms were
publicly listed either in Italy or in the host economy, so we can
assume that the sample consists primarily of small and mediumsized firms. The sample thus corresponds well to the traditional
structure of the Italian economy (Savona and Schiattarella,
2004), but does not include any really large-scale investments.
Further efforts are needed to ascertain the representativeness of
the sample; in the meantime, the results should be interpreted
with caution. Almost two-thirds of the firms in the sample (172
firms) were classified as manufacturing, whilst the remaining
100 were active in the services sector.
4.2 The dependent variable

The dependent variable in the conditional logit model is
the choice among the seven alternative locations for the 272
14
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East European affiliates. Most of the previous econometric
studies of FDI location in Eastern Europe have used aggregate
inter-country FDI flows or stocks as the dependent variable. In
this study, we focus on the individual FDI projects for three
main reasons. First and foremost, location choices are strategic
decisions made by firms, and it is thus preferable to look at the
determinants of these individual decisions rather than the
resultant flows of FDI. Furthermore, inter-country FDI flows
are not only influenced by the factors which affect firms’ FDI
decisions, but also other macro factors which are likely to be
irrelevant at the micro level. Thus a variable such as GDP in the
home country might have an impact upon aggregate FDI flows
(Bevan et al., 2004), but it is not clear why it should affect the
firm’s choice of host country. Second, FDI data correspond to
flows of funds across national boundaries, some of which may
relate to new investments and some to past investments. It is,
thus, quite possible for there to be a recorded FDI flow in a
particular year, but for there to have been no new FDI project.
Furthermore, FDI projects may take place with little or no
aggregate FDI flow, either if the capital is raised in the host
economy or if there are concomitant disinvestments. Third, the
lagged value of the FDI stock is often used as a measure of
agglomeration economies in the host economy and included as
an explanatory variable. If FDI flows/stocks are the dependent
variable, then OLS estimation may potentially generate
inconsistent estimates (Campos and Kinoshita, 2003, p. 13).
4.3 The explanatory variables

Several of the previous studies (see, for example, Bevan
et al., 2004; Bevan and Estrin, 2004; Grosse and Trevino, 2005)
have used various EBRD index numbers to capture the various
dimensions of transition. Unfortunately, these index numbers
are only available for the CEECs from 1994 onwards while our
data on Italian investments extended back to 1990; so we were
obliged to look for alternative measures. We initially included
two measures related to the extent of market liberalization. One
is the percentage of prices that were administratively controlled
(ADM), rather than being set by market forces. The other is
government expenditure as a percentage of GDP (GCON). Both
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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coefficients are expected to be negative. The proxy for trade
liberalization (OTRA) is the ratio of total exports and imports
to GDP (Resmini, 2000). The extent of financial liberalization
(FLIB) is captured by the proportion of total credit provided by
the domestic banking industry to private investors (Fries and
Taci, 2002). Both these coefficients are expected to be positive.
And, the openness of the financial system (OFIN) is measured
by the proportion of foreign banks to total banks operating in
each country (Claessens et al., 2001); a negative coefficient is
expected.
Several other variables were included in the model to
control for the effects that had been established in the previous
literature. To capture the effects of market size and potential,
we included two variables. The first is population (POP), which
measures the current size of the market. The second is the GDP
growth rate (GROW), which relates to the future potential of
the market. We would expect foreign investors to be attracted
not only to larger markets but also to more dynamic markets.
Hence, we would expect the coefficients of both variables to
have positive signs.
We include GDP per capita (PCGDP) as an explanatory
variable to capture the combined impact of labour costs and
purchasing power: we would expect this variable to have a
positive coefficient if the firms in the sample primarily have
market-seeking motives, and a negative coefficient if low labour
costs are an important motivation. As regards the availability of
labour, we include two variables. The first is the rate of
unemployment (UNEM), with the expectation that a high rate
should attract FDI not just because more labour is available but
also because of the depressing effect of the excess supply of
labour on wages at the margin. The second is a human capital
variable (HUM), measured by the proportion of the labour force
with tertiary education. We would expect this to have a positive
effect.
Another factor that is generally considered as important
in attracting FDI is the quality of infrastructure. Given the span
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of time covered by our sample and the relative scarcity of
information on infrastructure in the early 1990s in the CEECs,
we have to rely on a very simple measure, viz the number of
telephone lines (fixed and mobile) per 100 inhabitants (TEL).
This variable has been used in other similar studies (e.g. Campos
and Kinoshita, 2003) and is a reasonable proxy for the state of
communications infrastructure. We would expect this variable
to have a positive impact upon FDI location. However, we do
not presently have data on a suitable proxy for transportation
infrastructure that cover the period of our analysis.
Agglomeration economies have been shown in numerous
studies to have a positive impact upon FDI. This argument is
particularly strong when dealing with SMEs, and Italian SMEs
in particular, given their well-known tendency to locate in
clusters. Country-specific knowledge tends to be passed from
firm to firm, and Italian firms often pursue a follow-my-leader
strategy (Meyer and Skak, 2002). More FDI generally leads to
better infrastructure, better trained workers, a finer division of
labour, the provision of more specialized support services and,
in general, lower production costs. Following Wheeler and Mody
(1992), we use the natural logarithm of the cumulative FDI stock
(LFDI) in each country to proxy agglomeration economies and
expect this to have a positive impact on location choice.
Detailed definitions of all the explanatory variables are
provided in table 2. Following the practice in previous studies,
the data for all the location-specific attributes relate to the year
before the relevant affiliate was established: thus, for example,
we use data for 1989 for FDI projects established in 1990, and
data for 2002 for FDI projects established in 2003.
4.4 The conditional logit model

The dependent variable in the regression model is a
discrete choice between the seven alternative locations in Eastern
Europe (i.e. Bulgaria, the Czech Republic, Hungary, Poland,
Romania, Slovakia and Slovenia). As all the explanatory
variables are location-specific attributes, the appropriate
estimation technique is conditional logit. Each Italian investor
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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Table 2. The explanatory variables
Variable Definition

Source

POP
PCGDP
GROW
UNEM
TEL
HUM
LFDI

EBRD
World Bank
EBRD
EBRD
EBRD
World Bank

GCON
ADM
OTRA
FLIB
OFIN

Population (million)
GDP per capita at current prices (thousands of dollars)
Annual GDP growth rate at constant prices (per cent)
Unemployment rate (per cent)
Number of telephone lines (fixed and mobile) per 100 inhabitants
Percentage of labour force with tertiary education
The natural log of the cumulative stock of inward FDI
(millions of dollars)
Government expenditure as a percentage of GDP (per cent)
The percentage of prices administratively controlled (per cent)
Total exports and imports as a percentage of GDP (per cent)
Credit to the private sector as a proportion of total domestic
credit provided by the banking industry
The number of foreign banks as a percentage of the total
number of banks (per cent)

Source:

UNCTAD
World Bank
EBRD
World Bank
World Bank
EBRD

UNCTAD, World Investment Report; EBRD, Transition
Report; World Bank, World Development Indicators.

is thus faced with a choice of J = 7 alternative locations, and
will choose to locate its affiliate i in country j so as to maximize
the expected future profits from its investment. More formally,
affiliate i will be located in country j if and only if:
Rij > Rik for all k ≠ j ,

(k = 1, 2,…, J)

where Rij = expected profit earned by affiliate i if it is located
in country j.
Let Yi be a random variable that indicates the location
chosen for affiliate i. Then the probability of choosing a specific
country j depends upon the attributes of that country relative to
the attributes of the other seven countries in the choice set. If Xj
is a vector of location-specific attributes for country j and β is a
vector of parameters to be estimated, then, following McFadden
(1974), the probability of locating in country j (assuming that
the disturbance terms are independently distributed and follow
a Weibull distribution) is:
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Prob (Yi = J ) =

e

βX j

7

∑ eβ

Xk

k =1

Estimates of β may be obtained through maximum
likelihood estimation. If the explanatory variables have been
entered linearly, then a small change ∆x in variable x leads to a
change in the probability P that a firm will choose a particular
location, ∆P = βx .P.( 1 – P ). ∆x, where βx is the coefficient
associated with variable x. The effect of ∆x thus depends upon
the initial probability of choosing location j, which in turn
depends upon each attribute set (Greene, 2000, p. 863). The
coefficient βx is thus not the marginal effect, though it will have
the same sign. In the empirical analysis below, we report
estimates of elasticities: i.e. the percentage changes in the
probability of firm location in a particular host country as a
result of 1% changes in the various measures of liberalisation.
The overall significance of the estimated equations may
be assessed by a likelihood ratio test. The test statistic λ follows
a chi-squared distribution with degrees of freedom equal to the
number of restrictions imposed by the null hypothesis:
λ = 2 [ L(m) – L(0) ] ,
where L(m) is the log-likelihood of the chosen model, and L(0)
is the log-likelihood of a constrained model where all the slope
coefficients are set equal to zero. Model fit may be assessed by
calculating the pseudo-R2 as follows:
pseudo-R2 = 1 -

L(m)
L(0)

.

It should be noted that the pseudo-R2 is not analogous to
the R 2 in linear regression though there is an empirical
relationship between the two, and a pseudo-R2 of 0.2 represents
an R2 of approximately 0.4 (Hensher et al., 2005, p. 338).
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4.5 The characteristics of the alternative locations

Table 3 provides some basic descriptive statistics for the
explanatory variables in each of the seven countries. More
specifically, the table reports the values of the explanatory
variables in the years 1990 and 2002.
Table 3. Descriptive statistics for the explanatory variables,
1990 and 2002
Country

Year POP PCGDP GROW UNEM

Bulgaria

1990

9.0

2002

0.950

- 9.1

TEL HUM LFDI GCON ADM OTRA FLIB OFIN

1.50 24.2 17.6 2.05

91

6.8

0.0

8.0

1.984

37.20 21.3

113 61.6

76.5

Czech Rep 1990 10.3

2.700

- 0.4

0.80 15.8

9.6 3.13

60.10 28.0

25 86.1

0.0

2002 10.2

6.742

1.5

8.80 37.8

11.6 4.58

46.60 12.4

125 52.0

70.3

1990 10.4

3.300

- 3.5

9.6 13.4 2.81

57.00 16.0

63 43.9

34.4

2002

9.9

6.581

3.5

5.80 36.1 16.5 4.55

44.00 18.9

130 59.3

71.1

1990 38.2

2.100

- 11.6

6.10

13 2.13

32.70

11.0

49 31.2

0.0

2002 38.6

4.924

1.4 17.76 29.5 12.9 4.68

44.10

1.0

63 49.7

76.3

1992 23.2

1.300

- 5.0

3.00 10.5

7.6 0.60

39.00 85.0

39 36.6

0.0

2003 22.4

2.091

5.0

9.97 18.4

9.1 3.95

32.70 20.4

77 58.3

77.4

- 0.4

1.50 13.5 41.4 1.94

Hungary
Poland
Romania
Slovakia
Slovenia

1990

5.3

2.280

2002

5.4

4.403

1990

2.0

6.400

2002

2.0

11.026

Source:
Note:

4.9 17.80 37.5 23.3 3.56

64.30 70.0

2.50

8.6

60.10 22.0

103 53.4

0.0

11.5 3.89

48.40 21.1

151 49.8

83.3

4.70 22.0 15.1 2.79

49.60 24.0

116 77.9

2.5

3.3 11.26 40.7 16.6 3.61

42.60 14.0

114 87.4

27.3

4.6 18.53 26.1
- 4.7

EBRD, World Bank, UNCTAD, various years.
See Table 2 for details of units and sources.

The data show quite clearly the paths undertaken by the
seven countries in the process of transition. All the countries,
with different degrees of speed and success, have experienced
substantial increases in per capita income, though there have
also been accompanying increases in the rates of unemployment.
The GDP growth rates were all negative in the years immediately
after the fall of the Communist regimes, but have all been
positive in recent years. Moreover, all the countries have pursued
processes of market, trade and financial liberalization that have
led to decreases in the roles of their governments in their
domestic economies and higher levels of integration into the
world economy. All seven countries show substantial increases
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in their ratios of trade to GDP and their openness of their
financial systems to foreign banks, and marked reductions in
both the proportion of administered prices (except for Hungary)
and government expenditure as a percentage of GDP (except
for Poland). Financial liberalization has also progressed in most
countries, with the exception of the Czech Republic and
Slovakia. It should also be noted that population (POP) has
remained relatively constant in all seven countries.
The correlation matrix, together with average values and
standard deviations of the explanatory variables, are provided
in table 4.
Table 4. The correlation matrix of the explanatory variables
Variable

Mean

POP
PCGDP
GROW
UNEM
TEL
HUM
LFDI
GCON
ADM
OTRA
FLIB
OFIN

13.95
3.499
- 0.774
9.38
21.91
17.34
7.16
45.72
21.19
85.37
0.522
0.255

Source:

s.d.

POP PCGDP GROW UNEM

11.67
1.00
2.286 -.3897
6.10 .0173
4.86 .0226
9.01 -.4904
10.15 -.3533
1.93 .0557
8.73 -.4499
15.12 -.1551
32.53 -.6841
0.233 -.3519
0.230 -.00312

TEL

HUM

LFDI GCON

ADM OTRA FLIB OFIN

1.00
.3641
1.00
.1407 .2204 1.00
.5293 .4041 .3494 1.00
-.0894 .0595 .2716 .0973 1.00
.4217 .4507 .3224 .4769 -.1475 1.00
.0533 -.1382 -.3200 -.0999 .2688 -.0557
1.00
-2713 -.1954 -.3519 -.0791 -.0583 -.6648 .1371 1.00
.4403 .2677 .2562 .7017 .4970 .2117 .0735 -.0872 1.00
.5893 .1953 -.0561 .3421 .0362 .3245 -.0568 -.2374 .2576 1.00
.1418 .4349 .1942 .4375 -.0238 .7716 -.0896 -.4409 .2900 .1909 1.00

authors’ analysis.

Two correlations are quite high exceeding 0.7: the first is
the correlation between communications infrastructure (TEL)
and trade liberalization (OTRA), and the second is the one
between agglomeration economies (LFDI) and the openness of
the financial system (OFIN). To test for the severity of the
multicollinearity, we calculated variance inflation factors (VIF)
for each of these four variables by running OLS regressions
with each as a function of all the other explanatory variables
(Greene, 2003). The respective VIFs were 3.70 (TEL), 3.33
(OTRA), 4.17 (LFDI) and 4.17 (OFIN). The common rule of
thumb is that the multicollinearity is severe if the VIF > 5, but
all values were smaller than this value.
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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5. Discussion
This discussion section is divided into three parts. In the
first part, we estimate the model for the full sample of 272
affiliates using all twelve explanatory variables which have been
hypothesized to have an influence on firms’ FDI location
decisions. Two of the twelve variables are discarded on the
grounds of a lack of statistical significance, which leaves a
“base” model with ten explanatory variables. In the second part
of the section, we estimate this base model separately for the
manufacturing affiliates and for the service affiliates, and
compare the two sets of regression coefficients. Finally, in the
third section, we derive estimates, for each of the seven
countries, of both the direct and the cross-elasticity effects of
changes in the liberalization variables. This enables us to assess
the potential impact on the probability of further inward FDI in
each country, not only of further liberalization within that
country, but also of further liberalization in the other six
countries.
5.1 Estimation of the base model

The coefficient estimates from the conditional logit model
using the full sample of 272 affiliates are presented in table 5.
Three different versions of the model are presented, each of
which is highly significant when assessed by the chi-squared
statistics. As noted above, the coefficients do not measure the
marginal effects, but they do have the same sign.
The first model (1) reports the coefficient estimates when
all twelve explanatory variables are included. The signs of two
of the variables (HUM and GCON) are as expected, but are
statistically insignificant. GCON is one of the two proxies for
market liberalization and therefore its omission, and the retention
of the other proxy (ADM), should not cause any problems of
omitted variable bias. The human capital variable (HUM) has a
very low t-statistic and is not highly correlated with any other
variable; so its omission is also justified. The model (2)
constitutes our base model. The chi-squared statistic is highly
significant, and the pseudo-R2 has an acceptable value of 0.236.
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Table 5. The conditional logit model: coefficient estimates
Explanatory
variables

Model (1)

Model (2)

Model (3)

Model (4)
Manufacturing

Model (5)
Service

0.0864***
(0.0149)
- 0.116*
(0.065)
0.0406*
(0.0232)
0.104***
(0.029)
0.0557**
(0.0256)
0.0047
(0.014)
0.227*
(0.122)

0.0872***
(0.0124)
- 0.124**
(0.059)
0.0423*
(0.0226)
0.107***
(0.027)
0.0529**
(0.0222)

0.0598***
(0.0076)
0.033
(0.041)
0.0397**
(0.0226)
0.127***
(0.027)
0.0485***
(0.0175)

0.0829***
(0.0156)
- 0.063
(0.074)
0.0392
(0.0274)
0.089***
(0.034)
0.0167
(0.0294)

0.0880***
(0.0219)
- 0.239**
(0.107)
0.0590
(0.0428)
0.153***
(0.050)
0.1026***
(0.0373)

0.212**
(0.978)

0.137**
(0.065)

0.172
(0.127)

0.347**
(0.170)

- 0.0100
(0.0114)
2.074***
(0.594)
1.559**
(0.688)
-1.877
(1.261)

- 0.0206
(0.0152)
1.538*
(0.839)
0.661
(0.871)
- 1.820
(1.577)

Control variables
POP
PCGDP
GROW
UNEM
TEL
HUM
LFDI
Liberalization variables
GCON
ADM
OTRA
FLIB
OFIN

sample size
log-likelihood
chi-squared
pseudo-R2

Source:
Notes:

- 0.0035
(0.0144)
- 0.011
(0.0093)
1.725***
(0.605)
1.346**
(0.547)
-1.535
(0.987)
272
- 404.65
249.28***
0.236

- 0.0123
(0.0088)
1.845***
(0.471)
1.394***
(0.511)
-1.594*
(0.950)
272
- 404.70
249.17***
0.236

272
- 419.22
220.13***
0.208

172
- 261.32
146.76***
0.219

100
- 137.43
114.33***
0.294

authors’ analysis.
(1) The full sample consists of 272 firms; the number of
alternative locations is seven.
(2) Standard errors are in brackets. The symbol * denotes that
the coefficient is significant at the 10% level, ** that the
coefficient is significant at the 5% level and *** at the 1%
level.
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All the estimated coefficients have the expected signs, and all
except one are significant at the 10% level or better.
The results confirm the established findings that market
size and potential, the availability of labour, the quality of
infrastructure, and agglomeration economies all have positive
effects upon the FDI location decision. The coefficient of
PCGDP is negative and statistically significant suggesting that,
at least for the Italian firms in the sample, low labour costs are
more important in the FDI location choice than high levels of
purchasing power. A word of caution is required. We should
note that the population figures for each of the countries do not
change markedly between 1990 and 2002 – see table 3. The
coefficient of the POP variable may thus be picking up, not only
the effects of relative market size, but also the average influence
of various unspecified effects that vary between locations.
The results are also encouraging with respect to the effects
of economic liberalization. The coefficient of the market
liberalization variable (ADM) is negative as expected, because
greater liberalization implies a smaller proportion of prices that
are administratively controlled. However, the p-value of the
coefficient is just over 10%. There is thus some, albeit weak,
support for hypothesis 1a. Interestingly, Bevan et al. (2004) also
found that the liberalization of domestic prices had a positive,
but statistically insignificant, effect on FDI inflows. The
coefficient of the trade liberalization variable (OTRA) is
positive, as expected, and highly statistically significant lending
strong support to hypothesis 2a. Similarly, the coefficient of
the financial liberalization variable (FLIB) is also positive and
highly statistically significant, lending strong support to
hypothesis 3a. Finally, the significant negative sign for the OFIN
variable appears to confirm that the entry of transnational banks
actually leads to a reduction in the level of credit provided by
domestic banks. This supports the view of Weller (2000b) who
notes that prime examples of this connection between
transnational banks and less credit “can be found in the
economies of Central and Eastern Europe. In these areas MNBs
have quickly gained significant market shares, while the credit
supply, especially to smaller companies, has been stagnant or
24
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declining” (Weller, 2000b, p. 4). As our sample is primarily made
up of SMEs, and their affiliates are likely to want to raise capital
locally to finance their working capital requirements, any
potential problems with the availability of credit would not be
welcome. Our results suggest that such concerns are taken into
account by SMEs in making their FDI location decisions.
Hypothesis 4 is thus supported.
In summary, we have demonstrated that market, trade, and
financial liberalization all have impacts upon the location
decisions of foreign investors, as does the openness of the
financial system to foreign banks. The combined significance
of these four variables may be assessed by removing them, as
in model (3). This gives rise to a very significant loss of
explanatory power (λ = 29.04, p< 0.01). The coefficients of the
included variables retain their signs and statistical significance,
with the exception of the coefficient of PCGDP which becomes
positive and insignificant. This suggests that this coefficient may
be picking up the net effects of the omitted variables.
5.2 Comparison of manufacturing and service firms

The full sample consisted of 172 manufacturing and 100
service firms. As has been hypothesized above, it is reasonable
to assume that there might be differences between these two
groups of firms in terms of the sensitivity of location choice to
changes in the explanatory variables. We thus ran two further
regressions – see table 5 - using the base model: one with the
manufacturing firms (model 4) and the other with the service
firms (model 5).
Both regression models were highly statistically
significant, with a healthy pseudo-R2 of 0.294 for the regression
on the services sector firms, and the corresponding coefficients
in both regressions had the same signs. Five of the control
variables were statistically significant in the regression for
service firms, whereas only POP and UNEM were significant
for the manufacturing firms. Furthermore, the absolute sizes of
the coefficients for all six control variables were larger for the
services sector firms than for the manufacturing firms, implying
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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that the former were rather more sensitive to changes in these
location attributes.
As regards the liberalization variables, the (absolute) value
of the coefficient of the market liberalization variable (ADM)
was larger for the service firms, though not significantly so;
thus there is only weak support for hypothesis 1b. And, the values
of the coefficients of both the trade (OTRA) and financial
liberalization (FLIB) variables were larger for the manufacturing
firms, though again the differences were not statistically
significant; so there is only weak support for hypotheses 2b and
3b. Further investigation of these hypotheses will require a larger
sample of firms.
5.3 The expected impacts of liberalization

Perhaps the most interesting results to emerge from the
analysis are the estimated elasticities reported in tables 6-9.
These elasticities show the change in the probability of FDI
location in a particular host economy arising from a change in
one of the liberalization variables. Estimates are provided for
the manufacturing and service firms separately. The diagonal
elements in these tables show the estimated direct elasticities
of changes for each country in each of the four liberalization
variables in that country, and are highlighted in bold type. The
off-diagonal elements in the tables show the cross-elasticities –
the effects of greater liberalization in one country on the
probabilities of FDI location in the other six countries. Large
(absolute) values indicate strong effects. Thus, in table 7(a) for
example, a 1% increase in the trade liberalization variable
(OTRA) for Bulgaria would lead to an estimated 1.8% increase
in the probability of manufacturing firms investing in Bulgaria,
whilst a similar 1% increase in the trade liberalization variable
for Poland would only lead to an estimated 0.5% increase in the
probability of manufacturing firms investing in Poland.
Table 6 shows the effects of market liberalization on the
probabilities of manufacturing firm and service firm FDI
location in each of the seven countries.
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Table 6. The impact of market liberalization on FDI location
by (a) manufacturing firms, and (b) service firms
Change in ADM
in country

Estimated elasticities with respect to the probability of firm location

(a)

Bulgaria

Czech Rep. Hungary

Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

- 0.272
+ 0.012
+ 0.007
+ 0.051
+ 0.013
+ 0.022
+ 0.030

+ 0.023
- 0.173
+ 0.007
+ 0.051
+ 0.016
+ 0.023
+ 0.031

- 0.498
+ 0.023
+ 0.016
+ 0.108
+ 0.011
+ 0.029
+ 0.033

+ 0.105
- 0.366
+ 0.018
+ 0.097
+ 0.015
+ 0.034
+ 0.044

Poland

Romania

Slovakia

Slovenia

+ 0.020
+ 0.013
- 0.134
+ 0.050
+ 0.013
+ 0.022
+ 0.030

+ 0.021
+ 0.013
+ 0.006
- 0.052
+ 0.014
+ 0.022
+ 0.032

+ 0.021
+ 0.014
+ 0.006
+ 0.054
- 0.248
+ 0.021
+ 0.029

+ 0.021
+ 0.014
+ 0.007
+ 0.051
+ 0.014
- 0.177
+ 0.031

+ 0.022
+ 0.014
+ 0.006
+ 0.053
+ 0.017
+ 0.022
- 0.179

+ 0.075
+ 0.024
- 0.307
+ 0.104
+ 0.009
+ 0.031
+ 0.029

+ 0.085
+ 0.023
+ 0.016
- 0.085
+ 0.011
+ 0.029
+ 0.033

+ 0.084
+ 0.023
+ 0.017
+ 0.114
- 0.484
+ 0.030
+ 0.030

+ 0.087
+ 0.029
+ 0.019
+ 0.101
+ 0.011
- 0.360
+ 0.034

+ 0.111
+ 0.039
+ 0.014
+ 0.114
+ 0.016
+ 0.031
- 0.389

(b)
Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

Source:
Note:

authors’ analysis.
The figures in each row of the table show the effects of market
liberalization in the country in the first column on FDI location
in all seven CEECs.

The figures along both leading diagonals are negative, as
high values of the ADM variable correspond to low degrees of
liberalization, whilst the off-diagonal elements are all positive.
The following points are of interest. First, the direct elasticities
are largest for Bulgaria and Romania, and smallest for Poland,
suggesting that market liberalization has a potentially greater
effect in heavily regulated economies than in economies where
market forces already hold sway to a large extent. Second, the
direct elasticities are larger for the service firms than for the
manufacturing firms in all seven countries, suggesting that
service firms are more susceptible to domestic market
liberalization as manufacturing firms are more concerned with
export markets. The differences are most pronounced in Bulgaria
and Romania, and least evident in Poland. Third, the cross
elasticities are largest with respect to liberalization in Poland
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than with respect to the other countries. When Poland chooses
to liberalize, this has a marked effect on the other CEECs, but
market liberalization efforts in the other countries do not have
such a wide impact. In contrast, the cross elasticities are smallest
with respect to liberalization in Hungary.
Table 7 shows the effects of trade liberalization on the
probabilities of manufacturing firm and service firm FDI
location in each of the seven countries.
Table 7. The impact of trade liberalization on FDI location by
(a) manufacturing firms and (b) service firms
Change in OTRA
in country

Estimated elasticities with respect to the probability of firm location

(a)

Bulgaria

Czech Rep. Hungary

Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

+ 1.847
- 0.133
- 0.096
- 0.500
- 0.065
- 0.281
- 0.336

- 0.144
+ 1.650
- 0.087
- 0.480
- 0.069
- 0.288
- 0.344

+ 1.243
- 0.075
- 0.084
- 0.425
- 0.020
- 0.142
- 0.131

- 0.209
+ 1.121
- 0.091
- 0.418
- 0.019
- 0.161
- 0.169

Poland

Romania

Slovakia

Slovenia

- 0.157
- 0.132
+ 1.792
- 0.510
- 0.064
- 0.285
- 0.336

- 0.142
- 0.124
- 0.082
+ 0.496
- 0.066
- 0.263
- 0.344

- 0.142
- 0.144
- 0.084
- 0.503
+ 1.084
- 0.266
- 0.322

- 0.149
- 0.135
- 0.091
- 0.494
- 0.063
+ 2.173
- 0.349

- 0.138
- 0.110
- 0.075
- 0.488
- 0.058
- 0.264
+ 1.965

- 0.227
- 0.095
+ 1.553
- 0.452
- 0.022
- 0.162
- 0.118

- 0.224
- 0.076
- 0.083
+ 0.342
- 0.022
- 0.142
- 0.131

- 0.216
- 0.084
- 0.089
- 0.447
+ 0.852
- 0.147
- 0.120

- 0.222
- 0.091
- 0.098
- 0.439
- 0.021
+ 1.732
- 0.135

- 0.209
- 0.061
- 0.063
- 0.395
- 0.017
- 0.133
+ 1.552

(b)
Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

Source:
Note:

authors’ analysis.
The figures in each row of the table show the effects of trade
liberalization in the country in the first column on FDI location
in all seven CEECs.

The figures along both leading diagonals are positive, as
high values of the OTRA variable correspond to high degrees
of liberalization, whilst the off-diagonal elements are all
negative. The following points are of interest. First, the direct
elasticities are largest for Slovakia, which is the most open of
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the seven countries (see table 3), and smallest for Poland which
has the largest domestic market. Second, the direct elasticities
are larger for the manufacturing firms than for the service firms
in all seven countries, as would be expected as manufacturing
firms are typically more engaged in international trade than
service firms. Third, the cross elasticities are again larger with
respect to trade liberalization in Poland than with respect to the
other countries. In contrast, the cross elasticities are smallest
with respect to liberalization in Romania.
Table 8 shows the effects of financial liberalization on the
probabilities of manufacturing firm and service firm FDI
location in each of the seven countries.
Table 8. The Impact of Financial Liberalization on FDI
location by (a) manufacturing firms and (b) service firms
Change in FLIB
in country

Estimated elasticities with respect to the probability of firm location

(a)

Bulgaria

Czech Rep. Hungary

Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

+ 0.469
- 0.082
- 0.028
- 0.316
- 0.038
- 0.100
- 0.180

- 0.041
+ 1.106
- 0.025
- 0.306
- 0.041
- 0.100
- 0.177

+ 0.214
- 0.029
- 0.014
- 0.150
- 0.007
- 0.029
- 0.039

- 0.038
+ 0.456
- 0.015
- 0.145
- 0.007
- 0.034
- 0.050

Poland

Romania

Slovakia

Slovenia

- 0.049
- 0.082
+ 0.546
- 0.316
- 0.038
- 0.103
- 0.181

- 0.035
- 0.083
- 0.025
+ 0.305
- 0.038
- 0.094
- 0.184

- 0.038
- 0.090
- 0.024
- 0.317
+ 0.635
- 0.094
- 0.170

- 0.042
- 0.088
- 0.027
- 0.305
- 0.037
+ 0.774
- 0.184

- 0.029
- 0.086
- 0.024
- 0.287
- 0.034
- 0.094
+ 1.046

- 0.053
- 0.033
+ 0.256
- 0.166
- 0.007
- 0.034
- 0.036

- 0.038
- 0.030
- 0.014
+ 0.120
- 0.007
- 0.029
- 0.039

- 0.042
- 0.030
- 0.014
- 0.164
+ 0.292
- 0.030
- 0.036

- 0.045
- 0.036
- 0.016
- 0.157
- 0.007
+ 0.355
- 0.041

- 0.024
- 0.043
- 0.011
- 0.131
- 0.006
- 0.028
+ 0.466

(b)
Bulgaria
Czech Rep.
Hungary
Poland
Romania
Slovakia
Slovenia

Source:
Note:

authors’ analysis.
The figures in each row of the table show the effects of financial
liberalization in the country in the first column on FDI location
in all seven CEECs.

The figures along both leading diagonals are positive, as
high values of the FLIB variable correspond to high degrees of
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liberalization, whilst the off-diagonal elements are all negative.
The following points are of interest. First, the direct elasticities
are largest for the Czech Republic and Slovenia, both of which
are highly liberalized (see table 3), and lowest for Poland.
Second, the direct elasticities are considerably larger for the
manufacturing firms than for the service firms in all seven
countries, suggesting that the availability of efficient domestic
suppliers is particularly important for the former. Third, the cross
elasticities are again larger with respect to financial liberalization
in Poland than with respect to the other countries, and are
smallest with respect to liberalization in Romania.
Table 9 shows the effects of greater openness to foreign
banking on the probabilities of manufacturing firm and service
firm FDI location in each of the seven countries.
Table 9. The impact of greater openness to foreign banking on
FDI location by (a) manufacturing firms and (b) service firms
Change in OFIN
in country

Estimated elasticities with respect to the probability of firm location

(a)

Bulgaria

Czech Rep. Hungary

Bulgaria
Czech R.
Hungary
Poland
Romania
Slovakia
Slovenia

- 0.314
+ 0.049
+ 0.048
+ 0.205
+ 0.026
+ 0.056
+ 0.023

+ 0.028
- 0.564
+ 0.044
+ 0.194
+ 0.027
+ 0.054
+ 0.025

- 0.403
+ 0.039
+ 0.053
+ 0.266
+ 0.013
+ 0.041
+ 0.011

+ 0.079
- 0.568
+ 0.057
+ 0.261
+ 0.013
+ 0.043
+ 0.010

Poland

Romania

Slovakia

Slovenia

+ 0.038
+ 0.050
- 0.883
+ 0.208
+ 0.027
+ 0.057
+ 0.023

+ 0.023
+ 0.043
+ 0.040
- 0.179
+ 0.022
+ 0.046
+ 0.022

+ 0.025
+ 0.049
+ 0.042
+ 0.200
- 0.380
+ 0.053
+ 0.024

+ 0.030
+ 0.046
+ 0.045
+ 0.185
+ 0.024
- 0.380
+ 0.023

+ 0.018
+ 0.035
+ 0.036
+ 0.137
+ 0.017
+ 0.037
- 0.130

+ 0.101
+ 0.053
- 0.986
+ 0.330
+ 0.017
+ 0.053
+ 0.011

+ 0.071
+ 0.039
+ 0.053
- 0.209
+ 0.014
+ 0.041
+ 0.011

+ 0.078
+ 0.044
+ 0.057
+ 0.305
- 0.553
+ 0.047
+ 0.012

+ 0.089
+ 0.047
+ 0.062
+ 0.300
+ 0.015
- 0.487
+ 0.011

+ 0.037
+ 0.022
+ 0.041
+ 0.150
+ 0.008
+ 0.023
- 0.123

(b)
Bulgaria
Czech R.
Hungary
Poland
Romania
Slovakia
Slovenia

Source:
Note:
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authors’ analysis.
The figures in each row of the table show the effects of greater
openness in the country in the first column on FDI location in
all seven CEECs.
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High values of the OFIN variable correspond to high
degrees of openness. The figures along both leading diagonals
are negative, whilst the off-diagonal elements are all positive,
reflecting the comments made about the regression coefficients.
The following points are of interest. First, the direct elasticities
are largest for Hungary, and lowest for Slovenia. Second, the
direct elasticities are larger for the service firms than for the
manufacturing firms in six countries though often not by much,
but the reverse is true in Slovenia. Third, the cross elasticities
of greater openness in other economies are particularly small in
Slovenia.
6. Conclusions
We stated in the introduction that this article aimed to
contribute to the literature in three ways. First, our findings
contribute towards a better understanding of the factors behind
the growing flows of FDI to the CEECs. The econometric results
confirm the conclusions of the previous studies in literature that
market size and growth, the availability of labour, the quality
of infrastructure, and agglomeration economies are all important
determinants of FDI location. However, our results also explore
the impact of different liberalization policies upon FDI location.
There have been few studies of the effects of liberalization
policies, and these generally focused on trade or capital account
liberalization, or the effects of privatization policies. In transition
countries, however, there is much wider scope for liberalization.
We show that the choice of FDI location is positively influenced
by the extent of trade, financial and (weakly) market
liberalization, and negatively related to the openness to foreign
banks. Our findings on trade liberalization in the CEECs confirm
those of Bevan et al. (2004), but our other results show effects
that have not previously been identified. Moreover, we believe
that this study improves upon the previous studies of FDI in the
CEECs in two other ways. On the one hand, it uses firm-level
data rather than modelling the determinants of inter-country
flows of FDI. On the other hand, our analysis uses data from
the very start of the transition process in 1990.
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The second contribution is that our methodology may be
used to derive appropriate policy implications for each of the
seven CEEC countries, though detailed analysis is beyond the
scope of this article. Our empirical results suggest that
liberalization in the CEECs has affected the choice of FDI
location in the past, and the estimated elasticities suggest that
there are important effects at the margin. To the extent that the
governments in these countries perceive inward FDI as bringing
benefits to their economies, then the elasticities in tables 6-9
provide guidance as to which forms of liberalization are most
effective in attracting FDI.
Thus market, trade and financial liberalization all have a
positive impact upon the probability of FDI location. Trade
liberalization appears to be particularly effective in all countries,
particularly in attracting manufacturing firms, but much less so
in Poland than elsewhere. For countries keen to attract FDI,
appropriate measures should involve not only an improvement
in export/import channels and the elimination of controls on
credit allocation and deposit/lending rates, but also stronger
protection of intellectual property rights and less corruption.
Domestic price liberalization, whilst also important, should have
a lower priority, as our findings suggest it does not have a
significant impact upon FDI location. The estimated cross-price
elasticities also confirm that the CEEC governments need to be
mindful of the policies that their neighbours are pursuing, in
that the Italian firms clearly view some countries as potential
substitute locations for each other. However, it should be stressed
that other considerations, apart from FDI promotion, should be
taken into account in deciding upon appropriate liberalization
policies.
The third contribution is the focus on the FDI location
decisions of a sample largely consisting of SMEs. It appears
that such SMEs respond in similar ways to larger firms in that
they are attracted ceteris paribus to economies with greater
market size etc., and also to economies with greater degrees of
market, trade and financial liberalization. However, it does
appear that openness to foreign banks has had a negative impact
upon SME location, perhaps because of crowding-out effects in
32
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the domestic credit markets. There may well be a case for stricter
controls on the policies and activities of the foreign banks, if
not on their presence per se.
As with all econometric work, there are limitations and
scope for further research. The main limitations are threefold.
First, liberalization is a complex phenomenon and this
complexity cannot be fully captured by a handful of quantitative
measures. Second, the empirical results reflect the experience
of firms over the period 1990-2003, and there is no guarantee
that the same relationships will hold true in the future. Third,
the empirical results are derived from a sample of SMEs from
one host country (Italy). Further research is thus merited. First,
it would be useful to confirm whether the findings hold true for
firms from other home economies, apart from Italy, and for a
sample of larger firms. Perhaps the results in this article only
apply to SMEs, which make up the greater part of the sample,
and larger firms may have different considerations. In particular,
it would be interesting to establish whether greater openness to
foreign banks also had a negative impact upon the FDI location
of larger firms. Second, it is likely that other firm-specific
characteristics (apart from size) may have an impact on the
choice of FDI location, and the significance of such
characteristics could be established. Perhaps firms from certain
industries prefer particular countries and are more sensitive to
particular attributes (e.g. trade liberalization), whilst firms in
other industries favour alternative locations and are more
sensitive to different attributes (e.g. financial liberalization). A
first step was comparing the results of manufacturing and service
firms, but the analysis could be taken further by contrasting,
for example, labour-intensive and capital-intensive firms, and
introducing additional explanatory variables such as
international experience and ownership structure. Third, the
effects of EU accession could be investigated.
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Foreign direct investment and host country
economic growth: Does the investor’s
country of origin play a role?
Fabienne Fortanier*
Empirical evidence on the relationship between FDI and
economic growth is still inconclusive. Recent studies have
examined factors that could influence this relationship but have
not extensively addressed the role of the characteristics of
foreign direct investment (FDI). This article contributes to the
debate by analysing the differences in the growth consequences
of FDI from various countries of origin, using a dataset on
bilateral investment stocks of six major outward investor
countries in 71 host countries for the period 1989-2002. Panel
data analysis confirms that the growth consequences of FDI
differ by country of origin, and that these country of origin
effects also vary depending on the host country characteristics.
Key words: foreign direct investment, country of origin,
growth consequences

1. Introduction
In the past two decades, foreign direct investment (FDI)
by transnational corporations (TNCs) has become the prime
source of external financing for developing countries. Yet,
evidence on the consequences of the influx of TNC investment
for the host economy is still far from conclusive. 1 Recent
research has indicated that part of the divergence in empirical
findings can be attributed to methodological issues, such as
research design (Görg and Strobl, 2001), and to host country
* University of Amsterdam, Faculty of Economics and Business Studies,
Roetersstraat 11, 1018 WB Amsterdam, the Netherlands (email:
F.N.Fortanier@uva.nl).
1 See, for example, reviews by Caves (1996), Rodrik (1999), Fortanier
(2004) and Meyer (2004).

characteristics such as institutions (Rodrik, 1999; Alfaro et al.,
2004), openness to trade (Balasubramanyam et al., 1996) and
technological development (Borensztein et al., 1998).
However, one set of factors that influence FDI-economic
growth relationship have so far received little systematic
empirical attention: the heterogeneous characteristics of FDI
itself (Nunnenkamp and Spatz, 2004; Lall, 1995; Jones, 2005).
In the field of economics, where most studies on FDI and growth
can be found, FDI is generally conceptualized as homogeneous
flows of capital. In the field of International Business, the
differences in types of investors and investments (e.g. the
organizational, technological, managerial and strategic
characteristics of the firms) are recognized, but these are mostly
related to firm performance, rather than “host country
performance”. This article examines whether taking into account
the differences in the characteristics of FDI in empirical research
helps our understanding of the impact of FDI: i.e. whether, to
what extent and under what conditions the entry of TNCs
enhances economic growth in host economies.
In this article, we focus on the role of one particular FDI
characteristic: the country of origin of the TNC. The market
conditions, business systems and institutions in the TNC’s
country of origin (cf. North, 1991; DiMaggio and Powell, 1983;
Whitley, 1998) influence a wide range of strategic and
organizational characteristics of TNCs, including, for example,
the degree of intra-company sales and trade (Harzing and Sorge,
2003), sector specialization (Moen and Lilja, 2001) and human
resource management practices (Bae et al., 1998). It is therefore
hypothesized that FDI from different countries should also have
different consequences for host country economic growth. In
addition, it is expected that such effects also differ across host
countries depending on their characteristics. To test these
hypotheses, a dataset was constructed from various official
sources for a sample of 71 countries covering a 14-year period
(1989-2002), including information on both total FDI as well
as FDI from the world’s six major investor countries (France,
Germany, Japan, the Netherlands, the United Kingdom, and the
United States).
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Before moving to the empirical analyses, this article first
reviews the literature on the role of FDI on economic growth in
more detail. Both the (theoretical) mechanisms through which
TNCs influence host economies and the (empirical) outcomes
of these processes are discussed. Then the roles the
characteristics of both the host country and FDI play in FDIeconomic growth relationship are elaborated, and hypotheses
are developed. The data collection, methodology and estimation
techniques are explained in section 3, while the results of the
analysis are presented in section 4. Section 5 discusses the
findings and explores potential explanations that may guide
further research. Section 6 concludes.
2. Literature and hypotheses
2.1 FDI and economic growth

FDI and TNCs affect economic growth (and other
dimensions of development) through three key mechanisms: size
effects, skill and technology effects and structural effects. Size
effects refer to the net contribution of FDI to the host country’s
savings and investment, thus affecting the growth rate of the
production base (Bosworth and Collins, 1999). Most of the
potential costs and benefits of foreign capital, however, result
from more indirect effects of FDI either through the transfer of
skills and technologies (Baldwin et al., 1999) or through
structural change in markets (competition and linkages) (Kokko,
1996).
TNCs are one of the most important sources of skills and
technology transfer across borders. TNCs are generally
concentrated in technology-intensive industries (Markusen,
1995; Baldwin et al., 1999). Technology brought in by TNCs
through FDI can “spill-over” to local firms through
demonstration effects, labour migration or linkages with buyers
and suppliers (Blomström et al., 1999). Local firms use the new
technologies to increase their productivity and thus contribute
to economic growth. However, TNCs’ technologies are often
designed for industrialized country wages and capital costs, and
may not always be appropriate under the factor prices prevailing
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in developing countries (Caves, 1996). In such instances, the
scope for skill and technology transfer may be small.
Structural effects brought about by the entry of a TNC
include both horizontal (competition) as well as vertical
(linkages with buyers and suppliers) changes. Investment of a
TNC in the host economy can stimulate competition and improve
the allocation of resources, especially in those industries where
high entry barriers are limiting the degree of domestic
competition (e.g. utilities). In this way, the entry of a TNC may
contribute to the dynamics and innovation in the local market
(Lall, 2000) and thus to economic growth. However, TNCs with
their superior technology, greater possibilities for exploiting
economies of scale and access to larger financial resources may
also out-compete local - often much smaller - firms (“crowding
out”) (Agosin and Mayer, 2000). In a strict economic sense,
crowding out does not have to be problematic, as long as local
firms are replaced by more efficient firms. However, if crowding
out leads to increased market concentration, the risk of monopoly
rents and deterioration of resource allocation (and thus reduced
economic growth) increases. These potential effects are not
necessarily confined to product market competition alone, but
can also extend to, for example, capital markets (Harrison and
McMillan, 2003).
Linkages between the foreign affiliates and local suppliers
(and buyers, see Aitken and Harrison, 1999) form the final main
channel through which spillovers from TNCs to local firms occur
(Javorcik, 2004). Linkages, or sourcing relations with suppliers
(Alfaro and Rodríguez-Clare, 2004), can raise the overall output
of local supplier firms and – especially if paired with training –
their productivity and product quality (McIntyre et al., 1996).
However, TNCs improve welfare only if they generate more
linkages than those previously formed by the local firms they
displace. This is not always the case, since TNCs often source
their inputs through their own international production networks,
which, in addition, could also have potentially negative trade
balance effects (De Mello and Fukasaku, 2000).
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It is through these size, skill and technology, and structural
effects that TNCs can affect the economic growth of host
countries. Whether this effect is, on the whole, positive or
negative is a fervently debated research question. On the one
hand, De Mello (1999), Sjöholm (1997b) and Xu (2000) found
that foreign investors increased growth in host countries.
Baldwin et al. (1999) established that domestic technological
progress was aided by foreign technological progress, and
studies by Borensztein et al. (1998) and OECD (1998) also
presented evidence that FDI had a larger impact on economic
growth than investment by domestic firms. On the other hand, a
study by Kawai (1994) on Asian and Latin-American countries
indicated that an increase in FDI generally had a negative effect
on growth (with the exception of Indonesia, the Philippines,
Peru, Singapore and Taiwan Province of China). Also in Central
and East European countries, the impact of FDI on growth was
found to be negative in a number of studies (Djankov and
Hoekman, 1999; Mencinger, 2003). Furthermore, Carkovic and
Levine (2000) found negative results in their study of the impact
of FDI on income and productivity growth in 72 countries.
Studies that used enterprise or industry-level data rather
than macro-economic data did not yield consistent results. Some
studies identified positive effects of FDI on productivity: e.g.
Sjöholm (1997a); Anderson (2001) for the Indonesian
manufacturing industry; Kokko (1994) and Ramírez (2000) for
Mexico; Kokko et al. (1996) for Uruguay; and Liu et al. (2001)
for China. On the other hand, another group of studies found
negative effects of FDI on the productivity of local firms. Aitken
and Harrison (1999) used data for Venezuela and concluded that
productivity in local firms decreased while productivity in
foreign firms and firms with significant foreign participation
increased. The study by Haddad and Harrison (1993) for
Morocco and Aitken et al. (1996) for Mexico and Venezuela
were also unable to establish positive productivity spillovers.
2.2 FDI characteristics and host country context

Diverging empirical results have prompted several
researchers to look for explanations for these differences. In
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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addition to the methodological issues related to research design
(Görg and Strobl, 2001), two sets of factors that could
(potentially) influence the FDI-economic growth relationship
have been identified: the characteristics of FDI and the host
country environment.
It is the explicit consideration of the first set of factors
that constitutes the main contribution of this article to the FDIeconomic growth debate. The characteristics of FDI have
hitherto received very little empirical attention as determinants
of FDI-growth relationship. However, FDI is not a uniform flow
of capital across borders and should not therefore be treated as
such. Rather, FDI differs by the size and mode of entry; the
nature of the (production) techniques chosen; the trade
orientation of the parent company; the role of the affiliate in the
global production network; the type of activity that takes place;
and the aim with which the investment is made (Lall, 1995;
Dunning, 1993; Jones, 2005). Some initial research results
support this perspective. For example, Mencinger (2003)
suggested that the negative relationship between FDI and growth
in transition economies could be explained by the form of FDI,
which had been predominantly through acquisitions rather than
greenfield investments. Kearns and Ruane (2001) found that in
Ireland, the scale of R&D activity of foreign affiliates was
positively related to job creation rates. Egelhoff et al. (2000)
examined FDI characteristics in relation to the patterns of trade
and found that industry, affiliate size and parent country all
significantly influenced the size and patterns of trade.
This study focuses on the role of one particular
characteristic of FDI: its country of origin. The influence of the
country of origin on TNCs has been extensively documented,
especially from an institutional theory perspective. The nature
of the domestic market, business system and institutional
backgrounds influences a wide range of strategic and
organizational characteristics of TNCs (cf. North, 1991; Ruigrok
and Van Tulder, 1995; DiMaggio and Powell, 1983; Whitley,
1998; Pauly and Reich, 1997). The combination of national
production factors and institutions determine the opportunity
set of firms, and because these sets differ across countries, firms’
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optimal actions diverge, and hence also firm behaviour and
strategy (North, 1991; Wan and Hoskisson, 2003). Examples of
the characteristics that are influenced by country of origin effects
include intra-company sales and trade and the extent of local
manufacturing and R&D (Harzing and Sorge, 2003); sector
specialization, forms of ownership and ways of
internationalization (Moen and Lilja, 2001); capital intensity
of production and technology use (Schroath et al., 1993); the
use of global (vs. multi-domestic) strategies (Yip et al., 1997);
human resource management practices (Bae et al., 1998). Each
of these factors critically influences one or more of the skill,
structure and skill, and technology effects outlined above, and
thereby the impact of FDI on economic growth. For example,
industry specialization and R&D have an important impact on
the level of technology adopted by foreign affiliates and hence
its potential for knowledge spillovers (Kokko et al., 1996;
Haddad and Harrison, 1993). The mode of entry (greenfield
versus acquisition) influences the impact of FDI on the market
structure (Maioli et al., 2005). The way in which international
production is organized determines, amongst others, the extent
of local linkages creation (Pauly and Reich, 1997). Therefore
we hypothesize:
Hypothesis 1. The growth impact of FDI differs by the country of
origin of FDI.

The impact of FDI on growth also differs depending on
host country characteristics related to the so-called “absorptive
capacity” of a host country – the ability to actually reap the
potential benefits of FDI. The quality of host country institutions,
in particular the rule of law and the protection of property rights
(North, 1991; Rodrik, 1999), is an oft-cited example of host
country characteristics that determine the growth-enhancing
effect of FDI. High quality institutions facilitate the start-up of
new local ventures that can exploit knowledge spillovers from
foreign TNCs. In addition, institutions make contracts – in
particular with regard to supplier relationships – more easily
enforceable and thereby lower the transaction costs of local
sourcing for TNCs. High quality institutions can thus enlarge
the potential for positive indirect effects of FDI (technology
transfer and linkages).
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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A host country’s openness to trade has also been found to
positively influence the extent to which FDI contributes to
growth. (Balasubramanyam et al., 1996). Trade openness is a
measure of the existing level of competition (and strength of
competitive forces) in a local economy. In countries that are
more open to trade, market distortions are less and the level of
efficiency and competition is higher. This is likely to induce
TNCs to invest more in human capital, but also to enhance
spillovers as local competitors would be “forced” to learn (Görg
and Strobl, 2001; Blomström et al., 1999). In closed economies,
there are more opportunities for rent-seeking (Hirschey, 1982).
The lack of competition would allow TNCs (and local firms) to
sustain X-inefficiencies, and therefore resource allocation would
be sub-optimal with detrimental effects on growth.
Thirdly, the extent to which FDI contributes to growth also
depends on the level of technological sophistication and the stock
of human capital available in the host economy. FDI has been
found to raise growth only in those countries that have reached
a minimum threshold level of technological sophistication or
the stock of human capital (Borensztein et al., 1998; Xu, 2000).
Extending this line of research, this article explores if such
thresholds are the same for all kinds of investment, or whether
some types of investment start contributing to host economy
growth at a lower threshold level than others. Suggestions that
the latter might be the case are found in evidence regarding
technology gaps (Kokko et al., 1996; Haddad and Harrison,
1993); this work indicates that it is the relative difference (e.g.
in productivity) between local and foreign firms that determines
the degree of spillovers, which are thus dependent on the
absolute level of sophistication of both domestic and foreign
firms. Hence, to the extent that the impact of FDI differs by its
country of origin, we can also expect and hypothesize that:
Hypothesis 2. The impact on economic growth of FDI differs
depending on host country characteristics, including the quality of
institutions, the extent of trade openness and the stock of human
capital.
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3. Data and methodology
3.1 Sample and variables

To test the two hypotheses, data on total inward FDI in
host economies were collected. Similar data were collected for
inward FDI from the six major investor countries (the United
States, Japan, Germany, the United Kingdom, France and the
Netherlands, creating the variables USFDI, JPFDI, GEFDI,
UKFDI, FRFDI and NLFDI) in each country in the sample.
These six investor countries account for 63% of the global
outward FDI stock. FDI was measured as changes in stocks,
rather than flows. While this approach differs from other studies,
it better captures (changes in) the role of FDI and foreign TNCs
in a host economy and also better mirrors the growth in capital
stock in the production function (Balasubramanyam et al., 1996).
Data were taken from UNCTAD (for total inward FDI)
and the national statistics offices or central banks of the six
outward investor countries. For Japan, which has very detailed
geographically broken down data available for flows but not
for stocks, estimates were made for stock breakdown by applying
the percentages of individual country shares in the accumulated
outflows to the outward stock total. The comparison of these
estimates with the real values for the geographically broken
down stock data that were available for a small group of countryperiods (1997-2003, for 25 countries) resulted in a Pearson
correlation of 0.89 (p<0.001), indicating that the estimates were
good approximations of the real values. All inward stock data,
both the total value and the values for the individual investors,
were calculated as percentages of the host country GDP.
Data on investment stocks by country of origin were
available from 1989 for all outward investors, while 2002 was
the latest year for which all six countries reported the
geographical breakdown of their outward stocks. Since not all
investor countries include the same host countries in their
outward investment statistics, only those host countries in the
sample for which data were available for at least three of the
six investors for the entire period were included. This resulted
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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in a sample of 71 countries (of which 49 were developing
countries) and a total of 994 observations. Table 1 gives an
overview of the countries (and regions) included in the sample.
Table 1. Countries included the sample
Region

Countries included

Developed (n=22)

Australia, Austria, Belgium/Lux, Canada, Cyprus,
Denmark, Finland, France, Germany, Greece,
Ireland, Italy, Japan, Netherlands, New Zealand,
Norway, Portugal, Spain, Sweden, Switzerland,
United Kingdom, United States
Africa & Middle East (n=15) Cote d’Ivoire, Egypt, Ghana, Iran, Israel, Kenya,
Mauritius, Morocco, Nigeria, Saudi Arabia, South
Africa, Tanzania, Turkey, United Arab Emirates,
Zimbabwe
Asia (n=11)
China, Hong Kong, India, Indonesia, Korea,
Malaysia, Pakistan, Philippines, Singapore, Sri
Lanka, Thailand
Eastern Europe (n=9)
Bulgaria, Czech Republic, Hungary, Poland,
Romania, Russia, Slovak Republic, Slovenia,
Ukraine
Latin America (n=14)
Argentina, Brazil, Chile, Colombia, Costa Rica,
Ecuador, El Salvador, Guatemala, Mexico, Panama,
Paraguay, Peru, Uruguay, Venezuela

While combining investment data in this way has some
important limitations, since the methodologies of data collection
are not the same across countries, this dataset still represents
the best data available to date. With the exception of Japan, the
dataset has exactly the same methodology and data quality (and,
where the samples overlap, the same values) as the OECD Direct
Investment Yearbook. This, the only known official source of
bilateral FDI data, is also compiled from national official data.
However, going back to the original sources of the data ensured
a wider developing country coverage (49 vs. 25) and in some
instances, fewer missing values (as national data seem more
regularly updated) than the OECD dataset.
The relationship between FDI and economic growth was
controlled for other factors that are usually included in growth
equations. Both the augmented Solow model and endogenous
growth models include the initial levels of GDP per capita, total
investment, and human capital (education) as a minimal set of
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explanatory variables in cross-country growth regressions (cf.
Mankiw et al., 1992; Romer, 1993). The key difference lies in
the role of externalities, or spillovers from knowledge goods,
that endogenous growth theory proposes. In fact, the study of
FDI as a driver of economic growth in host countries via
technology transfer, diffusion and spillover effects is based on
endogenous growth reasoning (Nair-Reichert and Weinhold,
2001). Hence, following Borensztein et al. (1998) and Alfaro et
al. (2003), the direct effect of FDI on economic growth was
estimated using a model in which growth was dependent upon
initial GDP per capita, total investment, human capital as well
as FDI.
Here, economic growth (denoted as gGDP) was measured
by the annual percentage growth of GDP; the extent of domestic
investment (GCF) by gross capital formation as percentage of
GDP (expected sign is positive); and the level of initial GDP
per capita (GDP0), which served as a “catch-up” variable and
captures diminishing returns to capital (expected sign negative),
by the GDP per capita in 1990 (PPP). The stock of human capital
(School) was measured by the percentage of secondary school
enrollment in 1990. Trade openness was measured by the sum
of exports and imports as a percentage of GDP (TradeOp), while
institutional quality (Instit) was proxied by the ICRG “Rule of
Law” indicator, averaged over the 1990-1999 period. All data
on the control variables were taken from the World Development
Indicators (from the World Bank) with the exception of the ICRG
Rule of Law indicator, which was drawn from the Dollar-Kraay
dataset (Dollar-Kraay, 2004). Finally, a set of regional dummies
for the host economies (R), as grouped in table 1, were included.
Table 2 summarizes the variable definitions and data sources.
3.2 Estimation

The data were analysed in several steps. As explained
above, the analysis started with a basic growth model that
included the rate of investment, the initial GDP per capita, FDI
(denoted as FDI), regional dummies, and indicators for human
capital, trade openness, and institutional quality:
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Table 2. Variable definitions
Variable

Measurement

Source

gGDP
GDPC0(log)
GCF
FDI
School
Tradeop
Institut
USFDI

percentage growth of GDP
level of initial GDP per capita (1990)
Gross Capital Formation as percentage of GDP
Change in total inward FDI stock / host GDP
percentage of secondary school enrollment 1990
sum of exports and imports as percentage of GDP
RG ‘Rule of Law’ indicator (1990-1999)
Change in US FDI stock in host country /
host GDP
Change in Japanese FDI stock in host country /
host GDP
Change in German FDI stock in host country /
host GDP
Change in UK FDI stock in host country /
host GDP
Change in French FDI stock in host country /
host GDP
Change in Dutch FDI stock in host country /
host GDP

World Bank WDI
World Bank WDI
World Bank WDI
UNCTAD
World Bank WDI
World Bank WDI
Dollar-Kraay

JPFDI
GEFDI
UKFDI
FRFDI
NLFDI

gGDPit =

βt + β1GCFit + β2GPD0i + β3 FDIit +
β6Tradeopit + β7 Institi + ε it .

BEA
Ministry of
Finance
Deutsche
Bundesbank
National Office
of Statistics
Banque de
France
Netherlands
Central Bank

(1)

This basic model was then extended in order to test whether
the effect of FDI differs across host countries, by the level of
human capital development, institutions and trade openness:
gGDPit =

β t + β1GCFit + β 2 GPD0 i + β 3 FDI it
+ β 6TradeOpit + β 7 Institi + β 8 FDI it

(2)

where HOSTCC is either School, TradeOp or Instit. In the
next step, to assess the role of differences in the country of origin
of FDI, the FDI variable was replaces by six FDI variables
(denoted as XXFDI) distinguished by country of origin:
(3)

gGDPit =

β t + β 1GCFit + β 2 GPD0 i + β 31−6 X
β 5 Schooli + β 6TradeOpit + β 7 Ins
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Lastly, the interactions between FDI from different
countries and host country characteristics were explored:
gGDPit =

β t + β1GCFit + β 2 GPD0 i + β 31−6 XXFDIit1−
β 6TradeOpit + β 7 Institi + β

1− 6
8

(4)

1− 6
it

XXFDI

These equations were estimated using all observations in
the dataset by utilizing techniques specifically designed to
handle panel data. Using the data for all 994 observations
enabled us not only to take full advantage of the benefits of
pooling data (larger sample), but also to take into consideration
the time dimension in the relationship between FDI and growth.
However, it is exactly the combination of data across units and
over time that may create additional difficulties in the estimation.
In addition to the issues related to the structure of the error terms
(heteroskedasticity, autocorrelation), the potential endogeneity
of FDI and growth, caused by unobserved (omitted) variables
that influence both, is a major potential concern in economic
growth research.
Endogeneity would make OLS estimations inconsistent.
In particular, certain host country characteristics, such as trade
openness or the quality of institutions, are known not only to
enhance growth, but also to attract FDI. As our equations
included three important host country characteristics (quality
of institutions, trade openness, and level of human capital), there
might have been less reason to suspect that there were any
additional unobserved variables that greatly influenced FDI and
growth and resulted in creating a correlation between FDI and
the error term. However, we still tested for potential endogeneity
using both the Durbin-Wu-Hausman (DWH) test and the
Hausman specification test. Essentially, both test compare
coefficients obtained from OLS (potentially inconsistent) with
those obtained via IV regressions (consistent but inefficient)
and test whether they differ significantly.
With IV estimations, the selection of instruments for FDI
is the main problem. We followed Xu (2000), Borensztein et al.
(1998), Alfaro et al. (2004) and De Mello (1999) and selected
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the lagged values of FDI as instruments. Some researchers
include other instruments in addition to lagged FDI values.
However, our system of equations already included most of those
variables in the primary equation. Therefore, similar to the
approach in Xu (2000), we included only the lagged FDI values.
The DWH test indicated that there might be some weak
endogeneity (F1,914=3.66, p<0.10). However, the F-statistic was
only significant at the 10% level and evidence for endogeneity
was thus not particularly strong. In addition, the Hausman
specification test further indicated that endogeneity was unlikely
to be present (Chi2(11)=13.77, p=0.25). Thirdly, other studies
(e.g. Borensztein et al., 1998; Alfaro et al., 2001), though not
formally testing for endogeneity, concluded that the results they
obtained with or without IV estimators were qualitatively similar,
implying that OLS is not inconsistent and that IV estimation is
therefore unnecessary. Finally, estimating the models using
dynamic (Arellano-Bond) GMM estimators led to virtually the
same results. Given these arguments, and considering that using
IV would imply a loss of efficiency in comparison with OLS,
the models were estimated without using instrumental variables.
Since the Panel-adjusted Durbin Watson test for model
(2) specified above indicated the presence of autocorrelation
(DW=1.01, rho=0.43), and modified Wald tests (Chi2(71)=8235,
p<0.001) the presence of heteroskedasticity, the equations were
estimated using AR(1) GLS with heteroskedasticity-corrected
standard errors and time fixed effects.
4. Results
The descriptive statistics of the continuous variables and
their correlation coefficients are presented in table 3. The main
independent variables are significantly correlated with the
dependent variable, gGDP, with the exception of institutions.
Table 3 also indicates that substantial correlations exist between
the independent variables, notably between schooling,
institutions and initial GDP. In order to test for potential
multicollinearity, VIF statistics (for model 1) were calculated,
which resulted in an average VIF of 2.38 and a maximum value
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GDPC0(log) 994

704

p<0.01
p<0.05
p<0.10

GCF

School

Tradeop

Institut

USFDI

JPFDI

GEFDI

NLFDI

FRFDI

UKFDI

***
**
*

4

5

6

7

8

9

10

11

12

13

646

689

896

897

910

994

994

994

994

0.20

0.16

0.11

0.13

0.02

0.33

17.50

max.
1.00

1

5.97

0.62

1.62

-2.80

-1.50

-2.81

-3.79

2.21 -19.65

0.78

0.39

0.55

0.38

0.03

0.26 *** -0.01

31.05

0.02

9.17 -0.03

0.00

6

7

-0.05

0.11 *** 0.06

-0.02

0.21 *** 0.08 ** -0.04

0.33 *** 0.07 *

8

9

10

11

12

0.07 *

0.05

0.06

0.13 *** 0.04

0.08 ** 0.33 *** 0.27 ***

0.10 ** 0.09 ** 0.11 *** 0.13 *** 0.11 *** 0.22 *** 0.27 *** 1.00

0.11 *** 0.11 *** 0.14 *** 0.27 *** 0.14 *** 0.09 ** 1.00

0.08 ** 1.00

0.18 *** 1.00

0.15 *** 0.10 *** 0.19 *** 0.04

-0.13 *** -0.01

0.09 *** 0.27 *** 0.14 *** 1.00

-0.08 ** 0.00

0.34 *** 0.12 *** 0.01

7.55 -0.09 *** 0.17 *** 0.09 *** 0.04
4.28

5

0.21 *** 0.31 *** 0.12 *** 1.00

5.17 -0.18 *** 0.38 *** -0.04

21.56 -0.04

1.00

4

0.75 *** 0.11 *** 1.00

0.03

1.00

3

0.07 ** 0.74 *** 0.18 *** 0.65 *** 0.23 *** 1.00

0.12 *** 0.02

6.00 -0.05

0.00 425.99

1.64 -21.47

1.18

43.64

4.53 -0.08 **

1.00

2

6.00 124.00 -0.14 *** 0.05

6.15

2.22

6.63 -42.80 116.10 -0.07 **

76.98 62.61

4.31

min.

4.16 -22.90

s.d.

69.79 25.93

22.47

3.55

1.29

3

994

FDI

2.88

2

994

gGDP

m.

1

n

Table 3. Descriptive statistics and Pearson correlations

of 3.28. Although there are no formal criteria for assessing the
value of VIFs, most authors suggest that multicollinearity
becomes a problem with VIFs over 10 (Stevens, 2002; Myers,
1990; Dewberry, 2004), far above the values found in our
analyses.
As might be expected, the values of FDI for individual
investor countries are correlated with total FDI, and to a lesser
extent, with each other as well. Still, the coefficients are rather
small, and there also seems to be considerable variation in the
value of the correlation coefficients between FDI of individual
investors and the other variables in the model. These are first
hints of the differences in FDI by country of origin. The
descriptive statistics do not point to the presence of influential
outliers, although the maximum values for trade openness and
all FDI variables are quite high. This is primarily caused by the
inclusion of Hong Kong (China) and Singapore in the sample.
While these observations did not significantly influence the
outcomes of the estimation in most instances, these two
economies were problematic in examining the interaction
between trade openness and FDI. Therefore, both economies
were excluded from the subsequent analyses.
The results of the regression analyses are presented in table
4. The first model that was estimated was the growth equation
in its most restricted form, while models 2-5 added the
interaction effects between FDI and host country characteristics.
The results confirm the previous findings. Looking at the values
and significance of both the main effects of FDI and the
interactive terms, it can be concluded that FDI has a negative
effect on growth in countries that have a low stock of human
capital; are relatively closed to trade; or are characterized by
low quality institutions. However, FDI has a positive effect on
growth in countries that score high on these dimensions.
The final two columns in table 4 present the results for
models (5) and (6) for which FDI was disaggregated by country
of origin. The findings support H1: considerable differences exist
in the impacts of FDI on host country growth depending on its
home country. Additional F-tests on the coefficients (not
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Table 4. GLS AR1 Regression results, Host country
characteristics
1
GDPC0(log)
GCF
FDI
School
Tradeop
Institut
FDI x School
FDI x Tradeop

-0.92
(-1.97)
0.22
(9.83)
-0.06
(-3.70)
0.00
(0.47)
0.01
(1.67)
0.06
(0.26)

2
**

-0.88
(-1.84)
***
0.24
(10.84)
***
-0.39
(-8.41)
0.00
(-0.62)
*
0.00
(1.34)
0.00
(-0.02)
3.94x10 -3
(7.13)

3
*
***
***

***

FDI x Institut
R1 (Developed)
R2 (Africa)
R3 (Asia)
R4 (Eastern Europe)
USFDI

-0.64
(-0.92)
-0.10
(-0.23)
0.21
(0.37)
-3.95 ***
(-4.92)

-0.32
(-0.46)
0.09
(0.21)
0.26
(0.47)
-3.64 ***
(-4.54)

-0.91 *
(-1.92)
0.22 ***
(9.89)
-0.12 ***
(-3.18)
0.00
(0.52)
0.01
(1.51)
0.04
(0.18)
0.00 *
(1.71)
-0.60
(-0.87)
-0.07
(-0.17)
0.18
(0.32)
-3.94 ***
(-4.93)

4

0.07 ***
(5.55)
-0.43
(-0.61)
0.04
(0.08)
0.21
(0.37)
-3.79 ***
(-4.74)

GEFDI
UKFDI
FRFDI
NLFDI
0.45
966
352
-2169 ***

0.46
966
444
-2150 ***

0.44
966
353
-2172 ***

6

-0.86 *
-1.71 ***
-0.64
(-1.80)
(-3.07)
(-1.39)
0.23 ***
0.30 ***
0.25 ***
(10.53)
(10.40)
(10.49)
-0.42 ***
(-6.52)
0.00
0.02
0.00
(0.20)
(1.53)
(0.50)
0.01
0.00
0.01 *
(1.56)
(0.45)
(1.94)
-0.08
0.27
-0.17
(-0.38)
(1.03)
(-0.81)

JPFDI

Rho
n
Wald Chi2
LogLikelihood

5

0.45
966
413
-2158 ***

-0.46
(-0.53)
0.98
(1.46)
-0.49
(-0.64)
-2.82
(-3.28)
-0.10
(-1.15)
-1.81
(-6.37)
-0.40
(-2.35)
0.08
(2.16)
-0.03
(-0.24)
-0.07
(-0.28)

***

***
**
**

0.40
483
396
-1034 ***

-0.49
(-0.71)
0.09
(0.22)
-0.05
(-0.09)
-2.52 ***
(-3.44)
-0.09 *
(-1.72)
-1.50 ***
(-6.41)
-0.18
(-1.14)

0.44
831
355
-1838 ***

GLS AR(1) regressions, dependent is gGDP, time dummies not reported.
T-values based on heteroskedasticity-corrected s.e. in parentheses below coefficients.
***
p<0.01
**
p<0.05
*
p<0.10
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reported) indicated that Japanese FDI, in particular, had a
negative impact on growth in comparison with FDI from other
five countries. United States and German FDI also affect growth
negatively, though significantly less so than Japanese FDI.
United Kingdom FDI, in contrast, has a positive effect on
growth. French and Dutch FDI seem to take the “middle ground”,
as their impacts are neither generally negative nor positive. The
coefficients for French and Dutch FDI are not significantly
different from those for the United Kingdom, the United States
or Germany. The results are confirmed in model 6, in which
only United States, Japanese and German FDI were included.
This model was estimated because even though care was taken
in selecting the sample of countries, missing data, especially
for the United Kingdom, France and the Netherlands, reduced
the sample considerably. We therefore tested the model (and
those in table 5 below) twice: once with all the FDI variables
for a sample of 483 observations; and once for a larger sample
(831 observations) but with only the United States, Japan and
German FDI variables. In particular, smaller and less developed
countries were eliminated from the sample due to data
availability. The results of these two estimations did not differ
substantially (even though the t-statistics for the coefficient for
Germany indicate it is not significantly different from zero,
additional F-tests indicate that there is also no significant
difference between the United States and Germany but that the
difference between these two countries and Japan is significant).
Table 5 presents the results of the country of origin effects
in interaction with the host country characteristics. The results
strongly confirm hypothesis 2 and even exceed the expectation
that the differences in interaction effects could only influence
the threshold after which FDI positively affects economic
growth. Instead, we also find negative interaction effects. Table
5 presents 3 panels, each of which explores the interaction
between the FDI variables and one of the variables that represent
host country characteristics.
Panel (a) displays the interaction effects for trade
openness. The results indicate that the positive interaction effect
between FDI and trade openness is particularly strong for United
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Table 5. GLS AR1 Regression results, COO-host country
interaction effects
Panel a:
HOSTCC = TradeOp
(1)
GDPC0(log)
GCF
School
Tradeop
Institut
USFDI
JPFDI
GEFDI
UKFDI
FRFDI
NLFDI
USFDI x HOSTCC
JPFDI x HOSTCC
GEFDI x HOSTCC
UKFDI x HOSTCC
FRFDI x HOSTCC
NLFDI x HOSTCC
Rho
n
Wald Chi2
LogLikelihood

-1.83
(-3.28)
0.30
(10.85)
0.02
(1.76)
0.00
(0.73)
0.35
(1.40)
-0.54
(-2.77)
-0.08
(-0.12)
1.00
(1.67)
0.22
(2.38)
-0.07
(-0.17)
-0.86
(-1.06)
0.00
(2.11)
-0.02
(-2.88)
-0.01
(-2.47)
0.00
(-1.33)
0.00
(-0.04)
0.01
(1.03)

(2)
***
***
*

***

*
**

**
***
**

0.38
483
501
-1029 ***

-0.65
(-1.41)
0.25 ***
(10.64)
0.00
(0.46)
0.01 **
(2.00)
-0.16
(-0.79)
-0.31 **
(-2.35)
-0.33
(-0.59)
0.19
(0.31)

0.00 *
(1.73)
-0.01 **
(-2.33)
0.00
(-0.55)

0.43
831
382
-1836 ***

Panel b:
HOSTCC = School
(3)
-1.81
(-3.42)
0.28
(9.86)
0.01
(1.03)
0.00
(0.96)
0.39
(1.55)
-3.00
(-5.76)
-0.43
(-0.45)
-0.89
(-0.70)
0.51
(2.13)
0.23
(0.20)
2.02
(1.49)
0.03
(5.63)
-0.01
(-0.71)
0.01
(0.44)
-0.02
(-1.43)
0.00
(-0.23)
0.00
(-1.73)

***
***

***

**

***

(4)

(5)

-0.48
(-1.04)
0.25
(10.77)
0.00
(-0.25)
0.01
(1.69)
-0.18
(-0.85)
-0.50
(-3.31)
-2.73
(-4.76)
-1.69
(-2.13)

-1.80
(-3.09)
0.29
(10.05)
0.02
(1.82)
0.00
(0.87)
0.30
(1.16)
-3.12
(-5.18)
1.45
(1.06)
-0.42
(-0.25)
0.41
(2.12)
-0.34
(-0.27)
1.87
(0.91)
0.56
(5.07)
-0.64
(-2.01)
0.01
(0.02)
0.05
(0.25)
-0.06
(-1.70)
-0.33
(-0.89)

***

*

***
***
**

0.00 ***
(2.88)
0.02
(0.66)
0.02 **
(1.99)

*

0.39
483
445
-1022 ***

Panel c:
HOSTCC = Institut

0.44
831
386
-1824 ***

(6)
***

-0.60
(-1.29)
***
0.25
(10.62)
*
0.00
(0.47)
0.01
(2.03)
-0.22
(-1.07)
***
-0.57
(-3.03)
-1.06
(-1.14)
-2.79
(-2.27)
**

***
**

0.38
483
439
-1030 ***

***

**

***

**

0.10 ***
(2.60)
-0.11
(-0.50)
0.48 **
(2.13)

0.43
831
381
-1836 ***

GLS AR(1) regressions, dependent is gGDP. Region and time dummies R1-R4 are included,
not reported.
T-values based on heteroskedasticity-corrected s.e. in parentheses below coefficients.
*** p<0.01
**
p<0.05
*
p<0.10

Transnational Corporations, Vol. 16, No. 2 (August 2007)

59

States FDI. In contrast, the negative effect of Japanese FDI on
growth is exacerbated in countries that are more open to trade.
German FDI has a positive (yet not very significant) effect on
growth in countries closed to trade, and a negative effect in
countries open to trade. For French and Dutch FDI, the signs of
the coefficients confirm the positive interaction between FDI
and trade openness, though the coefficients are not significant.
The positive effect of United Kingdom FDI on growth is not
affected by trade openness.
Panel (b) presents the interaction effects for education.
Again, the effect found for total FDI appears to be caused
primarily by United States FDI. Both the negative impact in
countries with low levels of education and the positive impact
in countries with high levels of education are significantly
smaller for German and French FDI. For Dutch FDI, the
relationship between FDI, education and growth appears to be
“inverted”, though only weakly; Dutch FDI promotes growth
in countries with low levels of education and reduces it in
countries with high levels of education. Similar results (though
not significant) are found for the United Kingdom. Finally,
Japanese FDI continues to be negative throughout, independent
of the level of education in the host country.
Panel (c) reports the results of the interactions between
FDI and institutional quality of the host country. Again, United
States FDI seems to be responsible for the overall finding of a
positive interaction effect between FDI and institutional quality
for growth. Similar (though less significant) results of a positive
interaction effect are also found for German and French FDI.
The effect of Japanese FDI is again negative, and significantly
more so in countries with high quality institutions, while Dutch
FDI interacts negatively (though insignificant) with institutional
quality.
Some of the coefficients in table 5 that represent the main
and interactive effects of FDI may appear to be unstable.
However, the three panels in table 5 reflect the interactions of
FDI with different variables with different measurement scales.
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In addition, within each panel, the samples for the two models
differ considerably in size; the smaller sample contains a
disproportionate number of developed countries. In this context,
it is not surprising that variation in indicators that represent
differences in income (GDP0) or schooling (School) decreases
to such an extent that they do not distinguish between high and
low growth countries, and hence lose significance.
Table 6 summarizes all the empirical results. It shows that
first of all, the overall or general effect of FDI on growth is
negative, though the extent to which that is the case differs by
home country. For some countries (notably France), it was not
possible at all to establish a significant effect (which provides
further support for the hypothesis that not all FDI affects host
country growth in the same way). Only United Kingdom FDI
has a positive effect on host country growth. In addition, as far
as the interaction effects are concerned, only United States FDI
behaves entirely as hypothesized (i.e. with positive interaction
effects with all three host country characteristic variables). It
appears that the findings of previous studies on the positive
interaction effect with trade openness, schooling and institutions
are very much driven by how United States FDI interacts with
local environments and disregards the different impact of FDI
from other countries. The differences are clearest for Japanese
FDI, which tends to be negatively related to growth, an effect
which is increased in countries that are open to trade and
characterized by high quality institutions. In contrast, United
Kingdom FDI is generally good for economic growth, regardless
of the characteristics of the host country characteristics. The
findings for French FDI are most ambiguous – generally in line
with what is expected, but not significantly different from zero.
Finally, the interactions of German and Dutch FDI are the
opposite of each other; where the effect of German FDI is
positively influenced by the level of education and the quality
of institutions in the host country, and negatively by trade
openness, this is the other way around (though not always
significant) for Dutch FDI.
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Table 6. Summary of the findings
General effect

Interaction effects
With Trade Openness

With Schooling

With Institutions

US FDI Moderate negative Positive interaction

Positive interaction

Positive interaction

JP FDI Most negative

n.s.

Negative effect
increased

GE FDI Moderate negative Negative interaction

Positive interaction

Positive interaction

UK FDI Positive
FR FDI n.s.

n.s.
n.s.

n.s.
n.s.

n.s.
n.s.

NL FDI n.s.

n.s.

Negative interaction

n.s.

Negative effect increased

n.s. = not significant

5. Discussion and potential explanations for the results
The results reported in the previous section clearly support
the two hypotheses: the impact of FDI differs by country of
origin, and so does its interaction with host country
characteristics. Differences in home country factor endowments
and institutional backgrounds have created TNCs whose
investments have considerably diverse effects for host country
development. But these findings immediately raise questions
about the underlying attributes that create these differences.
Given the multitude of (home-country influenced) dimensions
in which TNCs can differ from each other, which ones could be
causing the differences we found in the empirical analysis of
this article? This section explores two likely candidates: first,
different sector specializations (and thus level of knowledge and
technology, and potential technology gaps) across home
countries; second, differences in organizational structure, in
particular those related to the role of affiliates in relation to the
whole organization and its external network (centralization or
integration, versus decentralization or local responsiveness).
These explorations are mainly qualitative, not quantitative,
firstly because of the relatively small set of home countries
involved (which reduces cross-sectional variation) and secondly,
because of the difficulties associated with measuring these
62

Transnational Corporations, Vol. 16, No. 2 (August 2007)

variables (organizational structure) and with including these
variables in the analysis (sectoral composition). The three-way
interaction of inward FDI, home country share, and sector
distribution would not only be complex as such, but also impose
quite a rigid assumption on the data (that the sectoral pattern of
FDI is the same for all host countries) which might be acceptable
in a first exploration of potential explanations for empirical
findings, but less suitable for a more sophisticated quantitative
analysis.
5.1 Sector specialization

Table 7 gives an overview of the sectoral distribution of
investment made by the six outward investor countries in the
course of the 1990s. Numbers in bold font indicate industries in
which FDI from a particular country is relatively concentrated
within each sector, while numbers in italics indicate industries
in which a particular country has relatively little FDI. Table 7
shows that all countries have a rather distinct set of industries
in which their FDI is (relatively) concentrated with the exception
of United States. This is an important indication that industry
specialization could potentially account for (part of) the
established country of origin effects. While FDI overall (i.e.
without relative concentration on particular sectors, hence most
similar to United States FDI) shows positive interaction effects
with the host country characteristics identified in this article,
the negative or absent interaction effects for other countries
could be due to the particular nature of industries. The question
is whether, for certain industries, arguments can be found that
explain the negative, instead of positive, interaction of FDI with
trade openness, institutional quality and the level of education.
For trade openness, the general argument has been that
large trade to GDP ratios imply high levels of competition in
the local economy, in which case foreign TNCs would be forced
to produce efficiently and local firms to learn from TNCs (Görg
and Strobl, 2001; Blomström et al., 1999). However, it has been
suggested that because of the oligopolistic character on a global
scale in many industries, the entry of one TNC is often followed
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Table 7. Average FDI flows (1989-2002) by sector as percentage
of total flows
United States

Japan

Germany

United Kingdom

France Netherlands

PRIMARY SECTOR
5.04
2.65
Agriculture and Fishing
0.03
0.39
Mining and Quarrying,
ex petroleum & gas
1.25
n.a.
Petroleum and gas
3.76
n.a.
MANUFACTURING
32.26 35.11
Food products
5.18
3.24
Textile and wood
4.92
1.96
Petroleum, chemical,
rubber, plastic prod.
9.88
4.72
Metal and mechanical
products
3.98 14.33
Machinery, computers,
RTV, com.
5.03
7.43
Vehicles and other
transport equipments
3.58
6.98
SERVICE SECTOR
61.76 61.17
Electricity, Gas and Water 2.66
n.a.
Construction
0.25
0.69
Trade and Repairs
10.29
9.60
Hotels and Restaurants
0.72
n.a.
Transports and Com.,
excl. telecom.
1.48
n.a.
Telecommunications
2.10
n.a.
Financial Intermediation 29.81 20.47
Real Estate and Business
Activities
16.82
7.66
Other Services
1.33 17.89
UNALLOCATED
1.32
1.07
TOTAL
100.00 100.00

1.33
-0.28

12.30
-0.08

3.07
0.04

0.70
0.09

0.30
1.29
36.70
0.60
2.06

1.66
10.73
34.46
8.95
2.39

0.95
2.08
21.82
3.04
1.23

0.36
-0.01
40.14
12.76
6.05

10.73

9.76

6.52

11.53

6.81

3.32

2.66

1.56

3.20

-0.09

3.29

5.98

12.54
67.64
7.17
0.69
3.88
0.04

3.95
51.27
1.38
0.61
8.02
2.98

2.16
55.81
3.80
1.29
7.45
1.02

0.80
57.07
0.38
0.46
11.68
0.18

0.16
0.99
38.22

1.93
15.57
15.91

0.71
2.54
15.53

1.32
3.21
34.83

16.70
4.71
-5.68
100.00

8.14
7.24
2.51
100.00

20.57
2.89
19.30
100.00

6.01
0.75
2.08
100.00

Source: OECD.
Note:
Bold figures represent the highest relative share in a particular
industry (and hence a relative specialization or advantage of a
particular country in that sector). Italics represent the lowest relative
share (and hence a relative disadvantage of a particular country in
that sector.

by others with important (short-term) positive consequences for
competition (Newfarmer, 1985; Liang, 2005). The potential
competition-enhancing effect of TNC entry could be higher in
non-competitive (i.e. closed) economies. In contrast, highly
competitive (trade-open) local markets may experience a
reduction in total competition (and allocative efficiency) if a
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TNC in a globally oligopolistic industry replaces exports to such
a market by taking over a local independent firm. It may
therefore be that industry specialization in highly concentrated
industries can result in negative interactions with trade-openness
in relation to economic growth.
Industries traditionally considered as oligopolistic include
motor vehicles; petroleum and gas; chemicals, and food,
beverages and tobacco. In contrast, trade, financial
intermediation and computers and electronics are far less
concentrated (Pryor, 2001; Davies and Lyons, 1996). Japan and
Germany – the two countries that showed negative interactions
between trade-openness and FDI – are most active in lessconcentrated industries, such as financial intermediation,
construction and utilities. Therefore, industry specialization, and
particularly with regard to the level of concentration, is unlikely
to offer explanations for the interaction of FDI with tradeopenness.
The second host country characteristic, the level of
education, has generally been used as a proxy for the technology
gap: i.e. the (technological) difference between foreign and
domestic firms. TNCs are generally considered to be (far)
superior to local firms, and hence local firms should have
reached a considerably high level of human capital accumulation
before they are able to benefit from FDI. Negative interaction
effects, in contrast, mean that FDI has a beneficial impact in
countries with low levels of education, and negative in countries
with high levels of education. From a technology gap
perspective, this could be possible if FDI is concentrated in “low
to medium tech” sectors; the gap is then small enough for
countries with low levels of human capital to benefit, while too
small (or even negative) for countries with high levels of
education. This can explain the negative interaction effect of
Dutch FDI with the level of education. Table 7 shows that Dutch
FDI is very strong (in comparison with others) in low to medium
tech manufacturing. Positive interactions would then primarily
be found for medium to high tech FDI. This is the case for
German (and also United States) FDI, which are strong in
medium to high tech industries. Finally, the overall negative
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effect (and a lack of interaction) for Japanese FDI might be
explained by its (relatively) strong focus on high-tech industries,
making the gap even for countries with relatively high levels of
education too large to benefit from spillovers. To conclude,
industry specialization, especially given the differing level of
technology across industries, can thus potentially explain the
differences in the interaction of FDI with host country levels of
human capital.
As for the third host country characteristic, the quality of
institutions, the main argument focuses on the potential of direct
versus indirect spillovers. High quality institutions particularly
encourage positive indirect effects of FDI, as they facilitate
contracts and business transactions (linkages and technology
transfer). From this perspective, “reverse” interaction effects
(i.e. a positive impact on growth in low-institutional quality
environments) might be due to the firms in industries that are
primarily engaged in large-scale, labour intensive production,
where direct (size) effects might dominate. Dutch FDI (which
shows this pattern of impact) is primarily focused in such
industries, with relatively large FDI in food, textiles and
petroleum products. Also in the more high-tech computer and
radio and television industry in which Dutch TNCs are relatively
active, parts of the production process involve high-volume
production, with limited local backward linkages. This is also
the case for Japanese FDI. Industry specialization, in particular
differences in production methods, might hence (partly) explain
the differences in the interaction of FDI with the quality of
institutions.
5.2 Organizational structure

The second factor that could potentially account for the
different findings for the impact of FDI from different countries
is the way in which firms organize and coordinate their overseas
affiliates and international production network. TNCs face the
conflicting pressures to, on the one hand, optimally exploit
relative factor endowments and achieve economies of scale, and
on the other hand, to adapt products and production methods to
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local market conditions, government policies and business
environments. Different balances between these pressures lead
to organizational forms that range from globally integrated and
centrally coordinated TNCs, to multi-domestic, locally
embedded and decentralized TNCs (Doz and Prahalad, 1984;
Bartlett and Ghoshal, 1989; Ruigrok and Van Tulder, 1995).
Firms that are locally embedded are – by definition – more
connected with local firms (thus increasing linkage potential),
more inclined to adapt technologies and marketing practices to
local environments (thus diminishing the technology gap) and
conduct more R&D and manufacturing of the products in the
host country (thus increasing the size effects) than integrated
affiliates (Harzing and Sorge, 2003).
Pressures to organize as a multi-domestic or integrated
firm are partly influenced by industry characteristics (Kobrin,
1991). Still, even within each industry, strong differences are
observed in the organizational structures of TNCs from different
countries (Thomas III and Waring, 1999). The following general
conclusions regarding the organizational characteristics of
Japanese, European and United States firms can be ascertained
from the literature.
Japanese TNCs are among the most integrated firms, where
there is little or no decentralization of decision making (Ruigrok
and Van Tulder, 1995) and strong long-term relationships with
domestic suppliers and distributors hamper the creation of
linkages with local suppliers in host countries (Thomas III and
Waring, 1999). As indicated above, this might explain the
negative interaction of Japanese FDI with institutions. The
increased negative impact of Japanese FDI in countries that are
more open to trade might also be explained along these lines:
the more open to trade, or competitive, a local market is, the
larger are the potential costs of using the traditionally preferred,
rather than the most competitive supplier.
German FDI resembles Japanese FDI most closely
(Harzing et al., 2002; Thomas III and Waring, 1999) in that it is
very much oriented towards headquarters in Germany (affiliates
as “pipelines of headquarters”, Harzing et al., 2002), with
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reliance on imports from the home country (Yip et al., 1997)
instead of local linkages. This could explain the negative
interaction with trade openness. But where Japanese firms are
strongly (regionally) integrated across borders, German FDI
tends to copy home country (medium-high tech) production
methods, which would explain the positive interaction with the
level of education.
United States (and United Kingdom) TNCs make much
less use of an integrated and centralized strategy than Japanese
TNCs (Yip et al., 1997). Decision-making centers can be
decentralized and the division of labour is worldwide. There is
considerable intra-firm trade, but also lots of local manufacturing
as well as R&D and product adaptation. United States (and
United Kingdom) firms rely far less on headquarters-affiliate
trade than their Japanese or German counterparts (Yip et al.,
1997; Harzing et al., 2002). This can explain the positive
interaction with the quality of institutions.
French TNCs tended to be relatively multi-domestic (a
heritage of colonization), but have become more integrated over
time. Its main distinguishing characteristic in comparison with
United States and United Kingdom TNCs is the greater
centralization of decision-making authority (Calori et al., 1997),
limiting the scope for local embeddedness (and hence local
product or process adaptation). This might account for the
generally positive but insignificant interactions of French FDI
with variables representing host country characteristics.
Finally, Dutch TNCs – with the exception of the few largest
(often bi-national) firms including Shell, Unilever, and Philips
Electronics – can be characterized as multi-domestic and seeking
a local player status (Ruigrok and Van Tulder, 1995). This
implies high levels of local embeddedness and local linkages,
which, given the negative interaction with schooling, are also
created in countries with low levels of human capital.
As this brief overview shows, both industry specialization
and differences in general organizational structure appear to
account for some part of the variation in the impact of FDI form
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different countries of origin on growth in host countries.
However, many uncertainties remain, making these two variables
more interesting topics for further research than definitive
explanations.
6. Conclusion
This article set out to explore the different consequences
of FDI from various countries of origin for economic growth in
host countries. Existing studies on the effect of FDI on growth
have already recognized the role of host country factors, such
as the quality of institutions and openness to trade, in
determining whether FDI is beneficial for development. In
contrast, a distinction between different types of FDI is hardly
ever made in assessing its development impact, partly due to
the fact that the majority of contributions to the debate on FDI
and development come from the field of Economics, where FDI
is generally treated as homogeneous flows of capital.
In the field of International Business, however, it has long
been established that TNCs and their investments are not
homogenous at all and differ in many aspects. The country of
origin of a TNC is one such dimension, and one that has been
found to explain differences in many aspects of TNC strategy,
organization and behavior. It was therefore hypothesized that
the effect of FDI – and its interaction with host country
characteristics like the level of education – should differ by its
country of origin. The empirical results confirmed the
hypotheses.
In particular, we found that many of the conclusions that
previous studies have drawn on the effect of total FDI are, in
fact, essentially applicable only for United States FDI. The effect
of investments from other major investor countries on growth –
notably Japan and the United Kingdom, but also France,
Germany and the Netherlands – seem to differ considerably from
United States FDI. These results have important implications
for host countries. Taking into consideration the quality of
institution, trade openness and the level of education in the host
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country, the results suggest areas in which investment promotion
efforts regarding FDI from developed countries could best be
focused.
However, to some extent, the result of this study that the
impact of FDI differs by country of origin raises more questions
than answers. As was elaborated in the discussion of the findings,
the present article constitutes a very plausible first step in
exploring the influence of FDI characteristics, but the country
of origin of FDI may not be a very specific indicator of the
exact kind of attributes of FDI that play a role. Follow-up studies
should aim to use more refined measures of FDI characteristics,
shifting towards micro levels of analysis while striving to
maintain a cross-country comparative perspective. This article
suggests that an analysis of industry specific patterns – where
technology levels seem more important explanations than
competition effects – and of the organizational characteristics
of TNCs could be fruitful avenues of further research for
explaining in more detail why the impact of Japanese FDI, for
example, appears so different from United States FDI.
Studies of this type have hitherto been hampered by data
constraints. Much of the detailed data that are necessary for
such analyses are often only available for the operations of TNCs
from a single country (the United States BEA’s financial and
operating statistics for United States TNCs are a prime example).
However, the results of this study actually provide some hope
in this area. First of all, the results of this study can serve as a
background against which to assess the extent to which the
conclusions of future studies based on the operations of TNCs
of one particular nationality can be generalized.
A second argument is primarily related to the United States
TNC operating statistics. On the one hand, the results of this
study that the effects of United States FDI are very similarly to
those of total FDI can indeed imply that the “total” effect of
FDI is in fact a “United States” effect, and that an analysis of
the impact of TNCs for individual investor countries is therefore
more appropriate. However, it could also imply that United
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States FDI can serve as a good proxy for total FDI. Along this
line of argument, when cross-national variation is partly
determined by sector specialization, it could also be tested using
within-United States sector peculiarities. In this way, further
exploration of the available United States statistics could shed
further light on the impact of FDI. In terms of future research
strategies, probably both approaches have their merits and could
be pursued concurrently. Such research becomes all the more
relevant given the large and increasing role of TNCs in
developing countries.
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Attracting FDI to transition countries: the
use of incentives and promotion agencies
Fergus Cass*
Transition countries have made extensive use of two policy
measures that aim to encourage foreign direct investment,
namely fiscal and financial incentives and Investment
Promotion Agencies (IPAs). Drawing on data in respect of 27
countries and using specially constructed scales, activity levels
over time for these two measures are evaluated; countries are
compared; trends are identified; and the factors behind policies
are discussed. The data suggest that use of incentives increased
from the mid-1990s but that recent falls in tax rates and, in
some countries, accession to the EU are reversing this trend.
Incentives do not appear to have been used as a way of
compensating for disadvantages in the business environment
during the earlier stages of transition; their later importance in
some countries may have been influenced by active
participation in international competition for export-oriented
investment. The use of IPAs seems linked to progress in
transition.
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1. Introduction
Throughout the world, governments have been seeking to
attract foreign direct investment (FDI) through a variety of
measures, including the use of financial and tax incentives and
the establishment of Investment Promotion Agencies (IPAs).
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Both of these measures are extensively employed: while precise
data on the supply of investment incentives are limited (Oman,
2000, pp. 7 and 114), it is clear that most countries offer them
(UNCTAD, 2000, p. 11), and “nearly every country” has an IPA
(Morisset and Andrews-Johnson, 2004, p. 8). This article
examines the use of these measures by transition countries, with
the aim of answering some basic questions: to what extent have
countries used them relative to each other and over time; what
types of incentives have countries offered; and can policies in
relation to incentives and IPAs be explained in terms of the stages
that countries have reached in the transition process or by other
factors?
On first inspection, this may seem well-covered territory,
at least so far as investment incentives are concerned. Data on
the tax rates and incentives packages of individual countries
can be readily obtained from a variety of sources, including
international accounting firms. Scholars have examined the
evolution of tax systems during transition, seeking to identify
common themes (Martinez-Vazquez and McNab, 2000; Mitra
and Stern, 2002; Gandullia, 2004). There is a range of studies
that present and compare tax policies related to investment,
drawing on data from various transition countries (Hunya, 2000;
Mah and Tamulatis, 2000; Antaloczy and Sass, 2001;
Sedmihradsky and Klazar, 2002; OECD, 2003; Meyer and
Jensen, 2004). There is also a growing body of work that
examines the effectiveness of tax and incentive policies in
attracting FDI (Sedmihradsky and Klazar, 2002; Beyer, 2002;
Mallya et al., 2004). All of these studies have been valuable
sources for the present study, which, however, has different
goals. It attempts to measure the intensity of incentives
systematically, in order to enable comparisons over time and
across countries; it does this by applying a specially constructed
scale to the incentive packages offered by 27 transition countries.
This procedure undoubtedly involves simplification and a degree
of subjectivity, but it brings important advantages in terms of
insight into overall trends and the ability to assess the relative
position of individual countries.
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Data on the scale and scope of investment promotion1
activities in transition countries are limited. Comparative
assessments of IPA practice in transition countries are virtually
non-existent. An UNCTAD study (UNCTAD, 2001) of IPAs
worldwide included aggregated data on 15 agencies in Central
and Eastern Europe; individual country data were not reported.
While a number of studies deal with the effectiveness of IPAs
(such as Wells and Wint, 2000; Wint and Williams, 2002;
Morisset, 2003; Morisset and Andrews-Johnson, 2004; Charlton
and Davis, 2004), few use data from transition countries and all
present only aggregate findings. In the present study, the IPA
activities of 27 transition countries are assessed individually
and an attempt is made to measure the intensity of these activities
so that, as with incentives, comparisons can be made and trends
identified.
The information assembled on incentives and IPAs
provides a basis for consideration of the drivers of country
policies in these fields. Have incentives been used to overcome
investor reluctance to invest in newly liberalized economies and
were they therefore most likely to occur in the early stages of
transition? Have they been a means of offsetting high tax rates,
and are they likely to be reduced if overall tax rates fall? Have
they been driven by competition for export-oriented, efficiencyseeking investment? Have IPAs grown out of a need to attract
initially reluctant investors or have they become more prevalent
and more active as countries make progress towards a market
economy?
The article begins by considering the rationale for
interventions by transition countries in these two areas and
1

While some writers apply the term “investment promotion” to
investment incentives (e.g. Hanson, 2001) and others situate incentives
among the tools of investment promotion (e.g. Head et al. 1999, p. 204,
Charlton and Davis, 2004, p. 3), the majority distinguish incentives from
promotion, and use “investment promotion” to describe the activities of IPAs
(e.g. Wells and Wint, 2000; Loewendahl, 2001; Morisset and AndrewsJohnson, 2004); this article follows the latter usage.
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formulating hypotheses as to the factors that shape their
evolution. The data collection exercise is described and trends
in incentives and promotional activities are analysed. The
hypotheses about the factors shaping incentive and promotion
policy are assessed. Finally, conclusions are drawn.
2. Rationale for incentives during transition
FDI incentives have been defined as “any measurable
advantages accorded to specific enterprises or categories of
enterprises by (or at the direction of) a Government, in order to
encourage them to behave in a certain manner” and include
“measures…designed either to increase the rate of return of a
particular FDI undertaking, or to reduce (or redistribute) its costs
or risks”. They are seen as distinct from “broader nondiscriminatory policies” such as “the general…fiscal regime for
business operations” (UNCTAD, 2000, p. 11). This article takes
a less precise view of the boundaries between FDI incentives
and the rest of the tax system. Its scope includes investment
incentives that are available to local as well as foreign investors;
in practice, such incentives are often used as a tool to attract
FDI and are principally taken up by foreign investors. The
borderline between general fiscal rules and specific incentives
is not always clear and there can be an interaction between them:
for example, between tax holidays and rules about the carrying
forward of losses. Therefore, while accepting that a key
characteristic of incentives is that they are selective in their
application (OECD, 2003, p. 67), it is assumed that they may be
broadly targeted and that they should be considered “alongside
basic features of the tax system” (OECD, 2003, p. 39).
The term “FDI incentives” covers fiscal and financial
benefits. Fiscal incentives include full or partial holidays from
tax; reductions in the standard rate of tax; tax reductions
conditional on reinvestment of profits; investment allowances
and investment tax credits; accelerated depreciation of assets;
preferential treatment of profit on exports; tax deductions based
on specific types of expenditure (e.g. R&D); and exemptions
from import duties on capital goods or other inputs (list adapted
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from UNCTAD, 2000, p. 20). Financial incentives include: cash
grants related to the value of assets invested or numbers
employed or training costs; provision of subsidized facilities
such as factories or sites; provision of infrastructure related to
new facilities, such as roads and links to utilities; and direct
subsidies. Entitlement to incentives can be based on criteria such
as: scale of investment; numbers employed; export orientation;
or sector/industry. “Export Processing Zones” (EPZs), “Special
Economic Zones” (SEZs) or “Free Trade Zones” (FTZs)
generally combine some of the above incentives – for example,
exemptions from import duties, tax holidays and low cost
facilities – with a streamlined administrative system that is
distinct from that of the rest of the country.
In the context of transition, where ownership of
productive assets is undergoing substantial change and private
capital is scarce, the rationale for encouraging foreign
investment has tended to focus on the contribution of FDI to
the transition process. The possible contributions of FDI to
transition include “solv(ing) the restructuring problems (of state
enterprises) by passing them on to foreign firms” (Lavigne, 1999,
p. 171); “restructuring and improving the technological structure
of exports” (Smith, 2000, p. 182); compensating for the
inadequacy of domestic financial markets (Gros and Steinherr,
1995, p. 289); and contributing to the upgrading of skills,
knowledge and managerial expertise (World Bank, 2002, p. 67).
The interaction between FDI and the dynamics of the transition
process suggests that incentives might be particularly necessary
in the early stages. Even with rapid liberalization and
macroeconomic stabilization, time would be needed to create a
legal, institutional and administrative framework that would be
attractive to international business. In the meantime, investors
could face levels of cost, uncertainty and risk that were outside
their normal decision criteria, or higher than in their home
countries or in alternative investment locations. They might also
take longer to bring their investments to full production. This
imbalance between urgently needed economic benefits on the
one hand and returns to investors on the other might seem to fit
the classic “market failure” rationale for incentives. A number

Transnational Corporations, Vol. 16, No. 2 (August 2007)

81

of broader arguments in support of incentives could also be seen
as especially relevant to transition countries: firstly,
transformational developments may need to be insulated from
the hindrances of the wider environment – for example, EPZs
may overcome administrative deficiencies by creating an enclave
with simplified and relatively efficient procedures (Levy, 1990,
p. 27); secondly, incentives can have a “signalling effect”,
communicating a government’s commitment to stimulate FDI
(Morisset and Pirnia, 2000, p. 13); and finally, assuming a
tendency for some export-oriented investment to “cluster”,
incentives can attract a “first mover investor who is …followed
by competitors or suppliers” (UNCTAD, 2002, p. 204). All of
these considerations were most clearly visible in the earlier
stages of the transition process. It might be expected that their
relevance would diminish as the transition process advanced
and the business environment matured, and that incentives would
therefore become less necessary over time. This perspective of
the role of incentives is referred to here as the “transitional
hypothesis”.
The development of the tax system provides another
possible rationale for the role of FDI incentives in a transition
context. When transition began, taxes on companies represented
a higher share of government revenue and of GDP than in the
high income OECD countries (Mitra and Stern, 2002, pp. 910), linked to a tradition of heavy taxation of enterprises. In the
early years of transition, countries faced erosion of tax revenues
and needed to create institutions for raising revenue in a market
economy. Incentives could arguably insulate potential investors
both from the initial high tax rates and from the uncertainties
associated with tax reform. Thus a “tax hypothesis” would link
the level of incentives to the state of tax reform and to the
corporate tax rate; in part, it is a subset of the “transitional
hypothesis”.
An alternative interpretation derives from the investmentdevelopment path, outlined by Dunning and Narula, which
suggests that as an economy moves from dependence on primary
industries, through the expansion of manufacturing, to the rise
of the services sector, the level and composition of FDI also
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evolves from resource-seeking in the early stages to a
combination of efficiency-seeking, market-seeking and “assetaugmenting” in the later stages (Narula and Dunning, 1998, p.
34). Radosevic et al. adapted this to relate changes in the types
of FDI to the specific circumstances of transition; in their model,
FDI moves from predominantly market-seeking to
predominantly efficiency-seeking (i.e. export-oriented)
(Radosevic et al., 2003, p. 65). Given that export-oriented FDI
is more likely than other forms of FDI to be influenced by
incentive levels (Morisset and Pirnia, 2000, p. 9), there is the
possibility that, far from diminishing as transition progresses,
incentives will be driven up by competitive pressure when the
emphasis shifts to efficiency-seeking investment. This will be
referred to as the “competitive hypothesis”.
3. Rationale for Investment Promotion Agencies during
transition
In their pioneering work, first published in 1990, Wells
and Wint defined investment promotion in terms of “promotional
techniques”, which comprise “providing information to potential
investors, creating an attractive image of the country as place
to invest, and providing services to prospective investors” (Wells
and Wint, 2000, p. 1). Typically, these are implemented by a
single agency – an IPA – but some promotional techniques may
be carried on in other ways (e.g. by economics ministries or by
embassies) and some IPAs may have other functions (e.g. export
promotion). In this article, the term “promotional activities”
covers the three key areas defined by Wells and Wint - these
will also be referred to as the “classical IPA tasks”. Only the
activities of IPAs are considered. A fourth task undertaken by
IPAs will also be discussed, namely “policy advocacy” – a role
identified by Wells and Wint in the light of experience
subsequent to their 1990 paper (Wells and Wint, 2000, p. vii).
These tasks are explained in table 1, in terms adapted from
Morisset and Andrews-Johnson (2004, p. 7).
The economic rationale for promotional activities has
much in common with that for incentives. Market failure may
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Table 1. Functions of investment promotion agencies

Policy-related
activities

“Classical” IPA tasks

Function

Description

Example of means

Investor facilitation
and investor services

Assisting an investor
to analyse his decision,
establish a business
and ensure it continues
to operate.

Provision of information,
assistance in getting
approvals, assistance
with sites, utilities etc.

Image building

Creating the perception
of a country as an
attractive site.

Advertising and public
relations.

Investment
generation

Targeting specific
sectors and companies
in order to create
investment leads.

Identification of targets,
direct contact, forums,
seminars etc.

Policy advocacy

Supporting initiatives to
improve the investment
climate and identifying
private sector views.

Surveys, participation
in task forces, policy
proposals, lobbying.

Source:

author’s adaptation from Morisset and Andrews-Johnson
(2004, p7).

arise if potential investors are unaware of a location’s advantages
or have an incorrect impression of its business environment
(Morisset and Andrews-Johnson, 2004, p. 10). Loewendahl
(2001, p. 2) quotes an IFC assessment that “most companies
consider only a small range of potential investment locations;
many other countries are not even on their map” (IFC, 1997, p.
49). This is consistent with the literature on strategic decisionmaking: typically, decision makers face “cognitive limits”,
“satisfice instead of optimise” and “rarely engage in
comprehensive search” (Eisenhardt and Zbaracki, 1992, p. 22).
Even if aware of a potential location, companies may fail to
assess it because of unfamiliarity or search costs.
As noted earlier, incentives might be justified in the early
stages of transition on the grounds that they insulate from or
offset disadvantages in the environment, signal that the country
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is open for business and attract first movers in the formation of
export-oriented clusters. Some linked or analogous roles for
investment promotion can be envisaged, for example, in assisting
potential investors navigate through regulatory processes that
are still undergoing reform, creating international awareness that
conditions are changing, and alerting investors to the emerging
opportunities, including the existence of incentives. Thus, a
“transitional hypothesis” might also be used to explain the
evolution of IPA activities.
However, the ability of promotional activities to generate
investment is likely to be constrained by fundamental conditions
related to markets, resources, costs and the general business
environment. Promotional activities will be wasted if these
conditions are not satisfactory. An investor may be persuaded
to consider a location, but if he finds that his needs will not be
met or that the financial returns will be inadequate or uncertain,
he will not proceed with the project. An alternative hypothesis,
labelled here as the “marketing hypothesis” would relate
promotional activity to the quality and attractiveness of the
investment location being promoted. An IPA might evolve in
stages, initially confined to facilitation services and a modest
level of image building, and later, when the business
environment strengthens, developing into more advanced levels
of service provision and the sophisticated targeting of potential
investors. Other advantages such as low tax rates, incentives,
or proximity to markets or sources of investment might provide
additional platforms for promotion.
Policy advocacy – activity related to improving the
investment climate - seems conceptually distinct from the
“classical” IPA tasks of attracting investment through
information and promotional techniques and it is not
immediately obvious that it needs to be undertaken by IPAs.
The role may emerge because an agency’s interactions with
investors alert it to their concerns. But it may also reflect the
logic of the model of investment promotion, set out by Wells
and Wint, in which an IPA’s activities are viewed as analogous
to industrial marketing, with potential investors as “customers”
and the country as a “product” to be marketed (Wells and Wint,
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2000, p. 28). This conceptualization of investment promotion
as a business process seems to have been formulated primarily
as a way of illuminating an IPA’s promotional techniques, which
are seen as very similar to those of industrial marketing. But,
just as marketing is linked to the characteristics of the product
being marketed and to the strategy that shapes the overall
business approach, by analogy investment promotion can be
conceived as closely connected with processes such as the
determination of sectoral priorities, the enhancement of the
country’s capability to attract the desired investment, the choice
of incentives to be offered, and the use of those incentives to
influence specific decisions. Arguably, these are not all capable
of being handled by a single agency, but it is significant that
through policy advocacy, many agencies are already seeking to
influence the attributes of the “product” (i.e. the business
environment) and that some successful agencies go beyond the
three classical IPA tasks. Notable international examples are:
Singapore’s Economic Development Board, which formulates
policy (UNCTAD, 2002, p. 222), develops industrial estates
(ibid.) and initiates industry clusters (te Velde, 2001, p. 46);
and Ireland’s IDA, which has considerable discretion in
operating a system of incentives (Ruane, 2003, p. 6) and uses
its relationships with investors “to promote the development of
clusters and agglomerations” (Ruane, 2003, p. 7). The extent to
which transition country IPAs have developed along this “policy
axis” - from policy advocacy towards development management
- will be briefly assessed later.
4. Survey of country practices
This section describes the information collected on country
incentives and IPAs and indicates how values have been assigned
to them. The first step was to establish the position at the time
the data were collected in mid-2005. The incentives offered and
the promotional activities undertaken were translated into values
on appropriate scales. These “point in time” values were used
in combination with other information to estimate values in the
period 1994-2003.
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4.1 Previous studies and surveys

Studies have described incentives in transition countries
in varying degrees of detail, some in the context of a specific
focus on tax or incentives, most within wider frameworks such
as FDI policies, competitiveness or compliance with WTO
requirements. An OECD study (OECD, 2003) describes the
incentives available in eight countries in South-East Europe, as
part of a report on tax policies relevant to investment in the
region, and reviews ten other transition countries for
comparative purposes; this has been a valuable source of
information on key developments. Other studies include those
by Hunya (2000), Mah and Tamulaitis (2000), Antalóczy and
Sass (2001), and Meyer and Jensen (2004). Sedmihradsky and
Klazar (2002) outline the evolution of tax incentives in the
Visegrad countries, examine Czech practice in detail and review
evidence on the effectiveness of incentives. Studies of the reform
of tax systems in transition countries, such as those by Mitra
and Stern (2002), Gandullia (2004), Martinez-Vazquez and
McNab (2000) and Appel (2003), deal, inter alia, with
incentives, providing comparative information and identifying
common themes. There is therefore an extensive literature that
presents incentive policies in some transition countries, albeit
at different points in time, with different levels of country
coverage and having different purposes. However, the data are
not comparable and, though detailed, are not readily usable for
analytical work.
Comparative assessments of IPA practice in transition
countries have not been identified. An UNCTAD study
(UNCTAD, 2001) of 101 IPAs segmented its findings by region
and presented aggregated data on 15 agencies in Central and
Eastern Europe, covering activities, resources, priorities, issues
and organization. Morisset and Andrews-Johnson included nine
transition countries in their survey of the effectiveness of IPAs
(Morisset and Andrews-Johnson, 2004) but reported only
aggregate findings. In neither case were individual country data
reported.
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4.2 Incentives: data, sources and evaluation method

For each transition country, the corporate tax rate as of
May/June 2005 was identified and the principal incentives
offered were noted. The main sources were tax surveys produced
by two accounting firms, Ernst and Young (Ernst and Young,
2005) and Price Waterhouse Coopers (PriceWaterhouseCoopers,
2005a) and the websites of the country IPAs. Other sources
included other accounting firms or, in the case of some CIS
countries, websites of the United States Department of
Commerce. The data headings are described in table 2 and the
results are summarized in appendix 1.
Table 2. Data on tax and incentives
Heading

Background

Company taxation
rate %

The top rate of tax applied to the taxable profit of
companies.

Tax holidays

Full or partial reduction of profit tax for a defined
period.

Tax credits

Reductions in taxable profit, by: amounts related
to total investment; accelerated depreciation of
fixed assets; employment costs; research and
development costs; or other factors.

Grants

Cash grants, based, for example, on number of
new jobs created or to reimburse training costs.

Subsidized locations

Subsidized access to premises or sites, e.g. in
industrial parks; assistance with cost of
infrastructure.

Free trade zones

Areas in which there is a special regime for
import duties, sales taxes and profit taxes and
which may also be exempt from other rules and
requirements; generally related to production for
export.

Source:
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Certain other incentives were excluded, notably
exemptions from import duties and/or VAT on capital goods and
other inputs. The rationale for exclusion is the difficulty of
evaluating their significance, in a context where import duties
have been falling and where VAT on inputs is often recoverable
through the operation of the tax system. In some countries,
transitional arrangements for existing investors have been
instituted when incentives have changed. The data in appendix
1 are based on incentives applicable to new investors.
The incentives offered by each country were assessed
and a score was attributed to them. Determining the value and
attractiveness of incentives to potential investors is difficult. In
principle, they should be considered in conjunction with the tax
system as a whole, leading to computation of an “effective tax
rate” for FDI projects in each country. In their study of the impact
of incentives on location decisions in the EU, Hubert and Pain
calculated this as “the ratio of cash receipts from taxes and
profits of corporations to the total operating surplus”, on the
assumption that “this rate, which reflects the past profitability
of all firms in the host country, corresponds to the one that might
be faced by the representative foreign firm in that location in
the future” (Hubert and Pain, 2002, p. 345). However, this
assumption would probably not be valid in transition countries,
where incentives and tax systems have been changing rapidly
and the past may not be a good guide to the future. In principle,
a more relevant measure should result from computation of a
forward looking rate, based on expected cash flows before and
after tax from a hypothetical investment project. The
methodology has been extensively used by the EU in computing
effective tax rates for member countries (e.g. European
Commission, 2001a). An EU Working Paper by Finkenzeller
and Spengel examines effective tax rates in the countries that
joined the Community in 2004, and incorporates the effects of
the tax incentive considered to be most typical of the each
country concerned (Finkenzeller and Spengel, 2004, p. 40).
However, the results have not been used here, due to the limited
number of transition countries covered, the somewhat arbitrary
approach to the incorporation of incentives, and the difficulty
attached to including significant incentives such as FTZs.
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The home country’s tax environment may also affect the
benefit derived from incentives, although this is a contested area.
Morisset and Pirnia quote research suggesting that “tax
incentives are more effective when they apply to firms from
countries whose governments do not tax their foreign activities”
(Morisset and Pirnia, 2000, p. 17), the logic being that if foreign
income is taxed in the home country, the tax saved abroad could
be recaptured by more tax paid at home. However, it has been
argued that “with intelligent tax planning it ought not to be too
difficult to avoid having the benefit of host country incentives
neutralised by the home country” (OECD, 2003, p. 87) and this
is the assumption made here.
In the absence of viable alternatives covering all of the
countries under review, a simplified and judgement-based
approach was adopted for this study. The level of incentives
was assessed using a four point scale analogous to that used by
the EBRD in its transition indicators. A score was assigned to
the attractiveness of the total incentives offered by each country
in May/June 2005 on a scale of 1 to 4+; the “+” and “-” ratings
were translated into numbers by adding and subtracting 0.33
from the assigned value. 2 Attractiveness in this context is
judgement-based, combining the value of incentives and the
range of potential investors likely to have access to them. The
assessment involved a process of inter-country comparison to
establish relative positions, using the following principles:
•

Tax rates were ignored; a tax holiday in a country with a 30%
profit tax rate was deemed as attractive as one in a country
with a 20% tax rate.
Tax holidays were regarded as more valuable than credits
related to the amount of the investment, unless the holiday is
short and the credit is substantial.
A tax holiday with no restriction was deemed more valuable
than one subject to an upper limit such as the amount of the
investment.
Holidays or credits conditional on reinvestment were regarded
as less valuable than those without a requirement to reinvest.

•
•
•
2
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•

•
•

Profit tax benefits arising in a free trade zone (FTZ) were seen
as less attractive than those applying “on-shore” if it appeared
that not all categories of business were eligible to operate in
the FTZs (e.g. investments targeted at the local market) or that
the number of FTZs was limited.
Tax concessions applicable to individual industries were treated
as less attractive than those applying to the whole sector.
Concessions conditional on location (e.g. in areas of high
unemployment) were seen as less attractive than those with no
conditions.

Appendix 1 summarizes the assessments and shows the
scores.
From a range of sources, including the studies referred to
earlier, key stages in the evolution of each country’s tax and
incentive system were identified. This information was used to
adjust the 2005 scores up or down in the light of movements in
the level of incentives offered, giving estimated values for each
year between 1994 and 2003; averages for the period were also
computed and are shown in appendix 1. Tax rates for years prior
to 2005 were obtained from the Heritage Foundation, which drew
on data used for its Indices of Economic Freedom (Heritage
Foundation, 2005).
4.3 IPAs: data, sources and evaluation method

Information on IPAs has been gathered mainly from the
websites of each agency. In a small number of cases, sources
such as government or other websites indicated the existence of
an agency but no agency website could be located at the time of
the study and the agency was therefore treated as inactive.
In the relatively limited number of studies of this area,
promotional activities have been measured in a variety of ways.
In evaluating the impact of IPAs, Wells and Wint (2000)
identified whether or not a country was actively promoting itself
in the United States. Morisset (2003) and Morisset and AndrewsJohnson (2004) measured the resources involved, in terms of
budgets and manpower. Wint and Williams (2002) utilized the
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assessment of experts on the effectiveness of IPAs. Charlton
and Davis (2004) investigated the relationship between FDI
flows to specific industries and the industry targeting strategies
of IPAs and therefore did not need to measure total IPA activity.
The resource-based approach has the merit of objectivity, but is
constrained by availability of information: Morisset made a
special survey of selected agencies and gathered information
on one year only. The assessment method may risk circularity
as the judgment of “effectiveness” could be influenced by the
country’s success in attracting FDI.
In this study, an assessment-based approach is used to
derive a measure of the extent and intensity of IPA activities,
concentrating on the three “classical” IPA tasks, i.e. Investor
Services, Image Building and Investor Generation; Policy
Advocacy is not considered. These are further simplified into
two categories: (1) Investor Services and (2) a category
combining Image Building and Investor Generation, and
therefore covering all activities aimed at attracting investors.
Based mainly on its website, each IPA is assessed on (a) whether
or not it engages in each of these two categories of activity,
assigning the value of 1 if it performs a task and a zero if it does
not, and (b) the strength of its activities in each of them, using a
“+” or “-” to make distinctions within each category, with “+”
or “-” having a value of 0.33. The combined scale ranges from
1, where no activities have been identified, to 3.67, where an
agency is judged to perform relatively strongly in both
categories. Investor Services are generally listed on IPA
websites. Assessment of other activities relies on the impression
given by the website (e.g. whether it appears to provide well
supported arguments for investing in the country); the existence
of activities such as seminars which focus on potential investors;
and evidence of a strategic sense expressed, for example, in
terms of clear descriptions of priority sectors/industries.
The year of establishment of each agency was identified.
In some cases, there were precursor agencies. The score from
the process described above was assigned to each year of
operation by the agency or its precursor, assuming it took the
agency three years from inception to build to its current score.
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Averages for the period 1994-2003 were then computed. The
results are summarized in appendix 2.
4.4 Limitations of the evaluation methodology

The methodology that generated the values assigned to
incentive levels and promotional levels is, as noted, judgementbased. This undoubtedly limits the reliability of the data and
the extent to which firm conclusions can be drawn from them.
Previous paragraphs have indicated the limitations of existing
data, notably the absence of consistent information covering all
of the countries under review. The computation of effective tax
rates may well be the most useful tool for future research. More
effective measurement of IPA activity will probably require data
on budgets and resources.
5. Principal trends
After presenting summary data on FDI, this section
reviews the principal trends in taxation rates, the use of
incentives and the work of IPAs. In a number of instances, the
data are split between the CIS countries and the countries of
Central and Eastern Europe and the Baltics (abbreviated as
CEEB).
5.1 FDI

Figure 1 shows total annual FDI flows to transition
countries, the CEEB countries and the CIS countries for the
period 1994-2003. FDI inflows increased until 2002, largely
driven by inflows to the CEEB countries. The decline in 2003
was due mainly to the end of privatization in the Czech Republic
and Slovakia (UNCTAD, 2004, p. 69).
Figure 2 ranks countries according to the value of annual
average FDI over the period 1994-2003. Average FDI as a
percentage of average GDP is also shown, above the relevant
bars. The chart illustrates the high levels of FDI inflows to the
countries of Central Europe and to those with significant oil
and gas resources.
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Figure 1. Annual FDI inflows 1994 – 2003
(Millions of dollars)
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Figure 2. Annual average FDI inflows as percentage of
GDP by country, 1994-2003
(Millions of dollars and per cent)
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5.2 Tax and Incentives

Corporate tax rates have declined significantly since the
mid-1990s. Figure 3 shows the average “headline” rates in the
OECD, in transition countries as a whole and in the CEEB in
the period 1996-2002.
While the OECD average fell from 37.6% to 31.4%, the
average in all transition countries went from 32% to 26.4% and
that in the CEEB countries fell more sharply from 31.2% to
23.6%. This drop was not accompanied by a reduction in
incentives. Figure 4 shows for the CEEB countries the trend of
corporate tax rates and the average incentive level (measured
as described in section 4) over a slightly longer period. Incentive
levels grew strongly and then apparently stabilized.
The evolution of tax rates and incentives in CEEB can be
segmented into four broad periods. In the first phase, in the early
years of transition, some countries - for example Hungary and
the Czech Republic - introduced tax holidays and other
incentives. Next, in the first half of the 1990s (mostly before
the period shown in figure 4), a number of countries eliminated
or restructured incentives, in conjunction with reform of the tax
system and, in some cases, reduction of tax rates. Examples are
the Czech Republic in 1993 (Gandullia, 2004, p. 16), Estonia in
1994 (Hunya, 2004, pp. 106-107), Hungary in the early 1990s
(Gandullia, 2004, p. 15), Lithuania in 1996 (OECD, 2003, p.
183), Poland in 1993 (Sedmihradsky and Klazar, 2002, p. 3),
and Slovenia in 1994 (OECD, 2003, p. 184).
In the third period, largely in the second half of the 1990s,
the situation was more complex. Tax rates fell, albeit slowly. A
significant development was what has been characterized as “tax
competition” between four Central European countries, the
Czech Republic, Hungary, Poland and Slovakia (MartinezVazquez and McNab, 2000, p. 9; Mitra and Stern, 2002, p. 43;
OECD, 2003, p. 181). Hungary was the leader of the process
(OECD, 2003, p. 181), with relatively low tax rates from an
early stage, “generous tax holidays” (OECD, 2003, p. 181) and
free trade zones (UNCTAD, 2002, p. 216). Poland’s response
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Figure 3. Average corporate tax rates, 1996 -2002
(Per cent)
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Figure 4. Tax rates and incentive levels, CEEB countries,
1995 - 2003
(Per cent and index)
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gathered momentum from 1995, with a network of “special
economic zones” in which ten year tax holidays were available
(OECD, 2003, p. 181), and with incentives for investment in
certain industries (Gandullia, 2004, p. 16) and regions (Hunya,
2000, p. 9). These measures “encourage(d) a similar response
in the Czech Republic”, starting in 1997 (OECD, 2003, p. 181)
and enhanced in 2000. This involved incentives including: tax
holidays up to ten years for large new enterprises; tax exemptions
for expansion of existing businesses (OECD, 2003, p. 182); and
job creation and training grants (Hunya, 2000, p. 9). In 1998,
Slovakia was “the last to enter the competition” (OECD, 2003,
p. 181), “introducing new and more generous tax holidays and
further relaxing the qualifying rules for tax incentives in 1999
and in 2001” (OECD, 2003, p. 181). In the same period, Romania
and Bulgaria introduced and repealed a series of incentives
described as “bewildering” in the case of Bulgaria (OECD, 2003,
p. 121) and “inconsistent” in Romania (OECD, 2003, p. 148).
While the three Baltic States “tended to rely more on low rates
of CIT (corporate income tax) than on special incentives”
(OECD, 2003, p. 182), Lithuania offered significant profit tax
reductions for investments in duty free zones (Hunya, 2004, p.
108) and Latvia also established special economic zones offering
tax reductions (Hunya, 2004, p. 108; Latvian Investment and
Development Agency, 2005). In the countries that had formerly
comprised Yugoslavia, there were few incentives during this
period.
In the fourth phase – the period since 2001 – the level of
incentives offered showed signs of stabilizing and may now be
in decline, accompanied by rapidly falling tax rates. Incentives
offered by countries joining the EU are required to comply with
EU competition rules (European Commission, 2001b). For the
four Central European countries, this has meant the curtailment
of tax holidays, greater emphasis on tax credits and various cash
grants – all subject to overall limits on the total value of
incentives offered. The greater emphasis on cash grants provides
an incentive of a type that “may be particularly attractive from
the perspective of a recipient” (UNCTAD, 2002, p. 212). EU
membership may also have stimulated some levelling up in
countries where incentives were relatively low: for example,
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since 2001, Latvia has offered partial tax holidays for larger
investments - these are compatible with EU rules (Hunya, 2004,
p. 107). Bulgaria and Romania have reduced incentives (OECD,
2003, p. 121; FIC, 2002, p. 39), while a more stable environment
in the Balkans has led to an expansion of incentives, notably
ten year tax holidays in Croatia in 2001 (OECD, 2003, p. 127)
and a similar development in Serbia in 2002, following reforms
in 2001 (OECD, 2003, pp. 160 and 162).
By 2005, the average tax rate in the CEEB countries had
fallen to 17% and the average incentive score was at the same
level as 2001, after a small rise in the intervening years.
In the CIS, tax rates have been higher than in the CEEB
countries and incentives have been much lower – in some cases
non-existent. Compared with the CEEB countries, there is less
literature on taxation and incentives and the dates of introduction
of some incentives had to be estimated. Figure 5 summarizes
the position. Trends are less clear than in the CEEB countries.
Early introduction of tax holidays was reversed in some cases e.g. abolition of tax holidays in Ukraine in 1995 (OECD, 2003,
Figure 5. Tax rates and incentives, CIS countries, 1995 – 2003
(Per cent and index)
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author’s calculation based on his survey of country practices.
Kazakhstan, Kyrgyzstan and Uzbekistan, whose tax rates for
earlier years could not be obtained, are not included.
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p. 183) and in Georgia in 1996 (United States Department of
Commerce, 2005a). In Russia, tax concessions that were
developed in the late 1990s were abolished with the introduction
of the new tax code in 2002 (Deloitte Touch Tohmatsu, 2002, p.
2). Overall, in the period since 1999, there appears to have been
a modest expansion in incentives, generally through short tax
holidays. Countries enhancing incentives have included
Kazakhstan in 2004, with a programme of “Investment Tax
Preferences” for up to five years for investments in “priority
types of activity” (Kazinvest, 2005a), and Moldova in 2002,
offering tax holidays ranging from three to five years (OECD,
2003, p. 139). At least seven out of the twelve CIS countries
have legislation enabling economic zones that give profit tax
reductions but not all zones appear to be operational. By 2005,
average tax rates had fallen further to 22.8%, with a slight
reduction in average incentive levels compared with 2003.
Table 3 shows the percentage of countries offering the
principal categories of incentive. In this table, tax holidays and
tax credits are combined into one category. The distinction
between tax holidays and tax credits has become blurred, as
some tax holidays are partial (e.g. only a part of the tax normally
payable is reduced) or are capped in a manner similar to a credit
(e.g. the benefit is restricted to an amount equivalent to the value
of the investment). The figures for free zones exclude those
zones that do not offer reductions in profit tax; also excluded
are countries where zones are permitted but do not appear to
operate in practice. In this table, no account has been taken of
Table 3. Incentives by type, 2005
% of total countries offering:
Tax holiday or tax credits
Free zones with profit tax reduction
Grants
Subsidized locations
No significant incentives

Source:
Note:

CEEB

CIS

All

87%
53%
60%
40%
7%

58%
58%
0%
8%
33%

74%
56%
33%
26%
19%

author’s own calculation based on his survey of country practices.
The columns add to more than 100%, as countries give more
than one type of incentive.
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the scale of an incentive; a tax holiday for ten years is treated in
the same way as a two-year holiday, unlike in the evaluation
process described earlier.
Tax holidays or tax credits are the most popular form of
incentives, being used by 74% of all transition countries and by
87% of the CEEB countries. This is consistent with the global
picture - “reductions in the standard rates of corporate income
tax and tax holidays are the most widely used fiscal incentives”
(UNCTAD, 2000, p. 12). Free zones are the second most popular
form of incentive, available in 56% of all countries and in 53%
of the CEEB countries. Grants are available in 33% of countries,
all of which were EU members at the time of the survey except
Bulgaria (which joined in 2007) and Croatia (a candidate for
membership). The data supports UNCTAD’s assessment that
“fiscal measures are more common in developing countries,
which cannot afford a direct drain on the government budget
(while) (d)eveloped countries frequently employ financial
incentives such as outright grants” (UNCTAD, 2002, p. 204).
Incentives are generally linked explicitly to
“manufacturing” investment or have that effect in practice, as
they often have value thresholds that are likely to be reached
only with investment in production facilities. Five countries
(19%) take a more fine-tuned approach to defining priorities,
although it is not always clear how these affect the granting of
incentives. In Kazakhstan, where investors in “priority types of
activity” are eligible for incentives (Kazinvest, 2005a), the
country prioritizes “science intensive and high tech exportoriented production” and “goods and services with high added
value” (Kazinvest, 2005b). Serbia lists 16 industries that qualify
for higher levels of tax credit, although its tax holidays for larger
investments do not appear to have sectoral restrictions
(PriceWaterhouseCoopers, 2004, p. 51). The Czech Republic
targets its manufacturing incentives on specific manufacturing
industries or on investment in “high tech machinery”
(PriceWaterhouseCoopers, 2005b). In addition to incentives for
manufacturing, the Czech Republic, Hungary and Slovenia have
packages for R&D and for services such as call centres and
regional corporate centres. A sixth country - Estonia – has
100
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priority sectors (Enterprise Estonia, 2005) but may be unable to
influence investment in their direction due to its limited use of
incentives.
5.3 Promotion

The number of IPAs has increased steadily since the early
1990s. Not all of those IPAs whose establishments have been
announced show evidence that they are actually functioning.
The trends in the totals of those announced and of those in
operation in the years concerned are shown in Figure 6.
The 2005 totals are analysed in table 4. Only 42% of the
CIS countries had active agencies compared with 87% of the
CEEB countries. Active agencies in the CIS had an average age
of 5.4 years while CEEB agencies had an average age of 9.5
years. Use of IPAs is therefore more extensive and longer
established in the CEEB countries.
All agencies claim or imply that they perform the three
“classical” tasks of IPAs (Investor Services, Image Building,
and Investment Generation). In practice, some seem to
emphasize Investor Services only. Table 5 presents an assessment
of the scope of IPA activity.Those in the “relatively strong
Figure 6. Number of IPAs, 1992 - 2005
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Table 4. Incidence of IPAs in 2005
% of countries with -

CEEB

CIS

All

Active agencies
Agencies inactive or
not yet active
No agency
Total

87%

42%

67%

coverage”
category
comprise the Czech
Republic,
Estonia,
Hungary and Poland.

61% of active IPAs
claim to undertake “Policy
Advocacy”.
Their
effectiveness in this task
Source: author’s own calculation based
on his survey of country has not been evaluated. As
noted above, six IPAs state
practices.
that their countries have
investment priority areas. Of these,
Table 5. priorities of
only one agency - CzechInvest active IPAs
seems to be engaged in shaping
investment
priorities
and
% of active
influencing their implementation.
IPAs
Having absorbed other tasks such
as SME development and Primary focus on
22%
administration of structural funds, Investor Services
it claims to be a “development All three functions
to some degree 56%
agency”. Its strategic priorities have covered
Relatively strong
been
clearly
articulated coverage of all
22%
(CzechInvest, 2004) and, crucially, three functions
100%
it is the sole body in the Czech Total
Republic authorized to submit Source: author ’s
own
investment incentive applications
calculation based on
his survey of country
to the relevant ministry.
13% 50% 30%
0%
8%
4%
100% 100% 100%

practices.

61% of agencies have tasks
other than investment promotion, including export promotion
(33%) and local business development (39%). Many of these
responsibilities have come through mergers between IPAs and
other agencies. Whether they contribute to the effectiveness of
the agencies’ investment promotion role is open to question:
Wells and Wint argued that investment and export promotion
are significantly different, in terms of contact points, processes
and resources and that proposals to combine them “have usually
failed” (Wells and Wint, 2000, pp. 170-171).
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The foregoing analysis suggests a way of looking at IPAs
that goes beyond the conventional classification of their
activities. First come what might be described as the “symbolic”:
agencies that exist legally, may even have some kind of
organization and facilities, but don’t show any sign of activity.
Next, there are the “practical”: these major on facilitating new
and existing investors, often providing a substantial range of
information and services. Armenia’s ADA seems to be an
example of an agency in this category. The third category might
be termed “comprehensive”: they perform, or attempt to perform,
the three main promotional tasks, providing services and
attempting to promote the country to potential investors, with
varying degrees of impact; the majority of IPAs are probably in
this category. IPAs in the “practical” and “comprehensive”
categories are likely also to engage in policy advocacy. Finally,
there is the “strategic” category: agencies with a strong sense
of the direction in which they want to steer FDI and having the
influence and capabilities to advance their goals. The
international models include Singapore and Ireland; among
transition countries CzechInvest is perhaps the only one that
comes into this category. This typology might be represented as
in figure 7.
This categorization does not necessarily imply an
evolutionary path. Some agencies may deliberately choose to
Figure 7. IPA roles
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concentrate on services and limited image building; there is
evidence that these activities are relatively more cost effective
than investment generation (Morisset and Andrews-Johnson,
2004, pp. 32-43).
5.4 Overview of incentives and promotional activity

To complete the review, this section briefly presents the
position of individual countries in 2005, in the form of a scatter
diagram (figure 8) whose axes measure incentive levels and the
extent of promotional activity. Two contrasting groups are
highlighted in the chart. On the one hand, there are four Central
European Countries (the Czech Republic, Hungary, Poland and
Slovakia), which, in 2005, gave relatively high levels of
incentives and had active IPAs, a stance they had maintained
for some time. On the other, there is a larger group of CIS
countries with few incentives and without IPAs. There are some
extreme positions: Estonia with few incentives (but low taxes)
and an active IPA, Croatia with substantial incentives but no
Figure 8. Country Scores, Incentives and Promotion, 2005
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IPA in the period surveyed. Of the remainder, some such as
Slovenia, Lithuania and Latvia have followed a reasonably
consistent course over time while others, in the years prior to
2005, underwent significant policy shifts, whether towards
higher incentives (e.g. Croatia, Bosnia and Herzegovina, Serbia
and Montenegro) or fewer (e.g. Romania).
6. Factors shaping incentive and promotion policies
This section assesses whether the data shed light on the
factors that have influenced the policies of transition countries
towards incentives and promotional activities.
It was hypothesized earlier (Section 2) that incentives
were most likely to be offered in order to offset disadvantages
in the business environment, such as those that arise when the
transition process is incomplete (described as the “transitional
hypothesis”) or profit taxes are high (the “tax hypothesis”). An
alternative perspective would see incentive levels as driven by
international competition for efficiency-seeking investment
(described as the “competitive hypothesis”). The “transitional”
and “tax” hypotheses gain only limited support from the data
reported above. There is evidence from some CEEB countries
that incentives were introduced in the early years of transition
and subsequently withdrawn as tax systems were reformed and
rates reduced. But the dominant trend is a progressive increase
in the level of incentives against the background of reductions
in tax rates and progress in transition. Explanations in terms of
the “competitive hypothesis” seem plausible, at least for the
four countries – the Czech Republic, Hungary, Poland and
Slovakia - reported as having engaged in “tax competition” in
the late 1990s. Recent stabilization of incentive levels - and, in
some cases, reduction - appears linked to EU rules and may
also reflect a shifting of competition from incentives to tax rates.
As noted, a “transitional hypothesis” might also seem
relevant to the development of IPAs, in that promotion could be
particularly important in the early stages of transition when
investors might be unaware of the opportunities or might need
assistance in establishing their operations. In practice, however,
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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the number and scope of active IPAs have grown as the process
of transition has advanced, giving support to the alternative
hypothesis (the “marketing hypothesis”) under which the level
of promotional activity is linked to the advantages a country
can offer to potential investors.
The relationship between incentive levels and
promotional activity on the one hand and a range of possible
explanatory variables such as transition progress on the other
might lend itself to formal econometric analysis. This has not
been undertaken here, reflecting the approximate nature of the
quantification of some of the relevant variables, especially the
measures of incentives and of promotional activity. Instead,
country behaviour is explored briefly by examining incentive
levels and IPA activity in a number of country clusters. Countries
have been grouped on the basis of similarities in a small number
of variables that may be relevant to attractiveness to foreign
investors in the context of transition, comprising:
•

•
•

•
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Transition progress, defined as progress towards an
“industrialized market economy” (using the EBRD’s
terminology) and measured as the average of the EBRD
transition scores for each country in the period 1994-2003,
under the headings: large-scale privatization; small-scale
privatization; governance and enterprise restructuring; price
liberalization; trade and foreign-exchange liberalization;
competition policy; banking reform and securities markets
(source: EBRD transition reports).
Political stability, using a measure taken from the World Bank’s
set of Governance Indicators and averaged for the period 19962002 (source: World Bank, 2004).
Proximity to sources of FDI, measured by the average distance
between the capital city of the country and the capitals of the
three nearest potential sources for FDI, which are defined as
EU capitals, Moscow (for all countries except Russia) and
Istanbul.
Resource endowment, defined as whether or not the country
has a “rich” natural resource endowment (source: De Melo et
al., 1997, table 1).
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Five principal clusters were identified, and are shown in
table 6. For each cluster, the average level of taxation, incentives
and IPA activity in the period 1994-2003 is also shown.
Incentives and IPA activity have been grouped into three
categories, “high”, “medium” and “low/no” based on the scores
computed for this article. Average corporate tax rates have been
converted to a scale used by the Heritage Foundation, in which
taxes below 15% are rated as “very low”, taxes at or above 36%
are rated “very high” and intermediate positions are rated “low”,
“moderate” and “high” (Heritage Foundation, 2005, p. 63). More
extensive information, including individual country data, is
given in appendix 3.
Table 6. Summary of country clusters and scores
Group (comment)

Members

Avge. level 1994-2003
Tax

Incentives

IPA activity

Czech Republic,
Estonia, Hungary,
Poland, Slovakia,
Slovenia

High

High

High

2

Bulgaria, Croatia,
Latvia, Lithuania,
Romania.

High

Medium

Medium

3

Albania, Armenia,
High
Belarus, Bosnia &
Herzegovina,
Macedonia, Moldova,
Ukraine, Serbia and
Montenegro

Low/No

Low/No

Georgia,
Kyrgyzstan,
Tajikistan,
Uzbekistan

V high

Low/No

Low/No

V high

Low/No

Low/No

1

(more stable
and advanced
in transition
and closest to
FDI sources)

4

(less stable or
less advanced in
transition and
furthest from
FDI sources)

5

(resource rich – Azerbaijan,
would otherwise Kazakhstan,
be in 3 or 4)
Russian Federation,
Turkmenistan

Source: author’s analysis based on his survey of country practices.
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There are differences between the clusters with respect to
the level of incentives offered and the extent to which IPAs are
used, but there doesn’t appear to be a marked difference in tax
levels. The resource-rich countries (Cluster 5) may perhaps be
viewed as a special case, in that they could presumably attract
FDI into their oil and gas and mineral industries (and perhaps
other areas also) without needing to promote themselves or give
incentives; it may also be that the special regimes some of them
operate in the oil and gas industry were used in such a way as to
offer attractive terms, at least to first movers. Leaving them
aside, the exercise suggests that in the period under consideration
(1994-2003) the countries that were less advanced in transition,
less stable or further from potential sources of FDI were also
less likely to offer high levels of incentive and to engage in
promotional activity. These countries appear to have had
disadvantages that could deter investors, but they have offered
fewer incentives and have promoted themselves less actively
(if at all) than countries that have relatively more attractive
business environments. The interaction between tax rates and
incentives levels is less clear: clusters with “very high” taxation
seem to have offered little or no incentives and the three clusters
classified as having “high” taxation offered very different
incentive levels, ranging from high to low. Thus high or very
high tax rates cannot be seen as an explanation of high
incentives. The picture that emerges is that levels of incentives
and of promotional activity among transition countries have been
shaped by factors other than relative disadvantage.
A positive identification of the factors behind country
policies is more complex, because practices vary, even within
clusters, and some countries have changed their policies over
time. One approach would be to explain trends in the use of
incentives in terms of an initial focus on privatization followed,
at a later stage, by the encouragement of greenfield investment.
It could be argued that a formalized system of incentives was
not needed in order to attract investors in privatizations, who
could instead be influenced by the acquisition price and specific
contractual terms. An incentive system, on the other hand, would
become more relevant when attention shifted to greenfield
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investors. This interpretation can be assessed by considering
mergers and acquisitions (M&A) and total FDI flows, as
presented by UNCTAD.3 If reported M&A inflows are assumed
to be predominantly in respect of privatizations – a reasonable
assumption at least in the initial years of transition – they might
be expected to decline in absolute terms and as a percentage of
total FDI. The actual picture is more complex, both in total and
at country level. Significant privatization inflows occurred after
the start of “tax competition” in the second half of the 1990s.
Greenfield investment seems to have been substantial and on
an increasing trend from an early stage. Figure 9 shows the
values involved for transition countries as a whole.
Figure 9. Total FDI inflows to transition countries and M&A
inflows, 1993 – 2003
(Millions of dollars)
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There are limitations attached to linking M&A and total inflows, as
M&A data are not always consistent with total FDI reporting. While FDI
figures are derived from balance-of payments data, the M&A data are sourced
separately. The M&A figures represent the total amounts of the transactions
involved, recorded at the time the relevant deals are closed, but these are
not always paid in a single year. The FDI inflows represent the value of
transactions in the year in question (see UNCTAD, 2005, pp. 301-302 for
an elaboration of the differences between the two series).
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It seems that policies towards incentives and promotion
can best be explained in terms of a complex of factors. The
most crucial element may well be a decision to focus strongly
on attracting efficiency-seeking investment, either because
market-seeking FDI (whether greenfield or acquisition of
privatized firms) was tailing off or because of an intensified
focus on growth following the transition recession. This doesn’t
explain the consistency with which some countries have
developed their incentive systems, compared with the
inconsistent policies followed by others. It may be that success
in actually attracting investment (resulting from a range of
factors, including institutional and locational advantages) may
reinforce the initial commitment to attracting FDI and ensure
the continuation of the relevant policies, including the offering
of incentives. Effective IPAs, with links to an expanding number
of existing and potential investors, may develop an influence
on policy formulation, minimizing radical shifts in direction,
protecting or even enhancing incentives, and embedding
attitudes favourable to FDI within key sectors of government
and more widely.
This account seems to fit the experience of countries in
the first and second clusters. The Czech Republic, Hungary,
Poland and Slovakia, which were relatively advanced in
transition (as well as being close to investment sources) made
decisive commitments to encouraging FDI through a range of
policies, including an escalating level of financial and fiscal
incentives, in the mid- to late-1990s. The development of
effective IPAs and the accumulation of an “installed base” of
FDI may have ensured the continuation and indeed enhancement
of investor-friendly policies. Estonia’s approach can be analysed
in broadly similar terms: its choice of low taxes rather than
incentives represents an equally decisive commitment to
encouraging FDI; significantly, it has an experienced IPA, which
attaches high priority to “aftercare of existing investors”
(UNCTAD, 2002, p. 213). Romania in the 1990s illustrates a
different set of circumstances. It offered “a multitude of
overlapping incentives”, subject to frequent change (OECD,
2003, p. 148), subsequently scaled back incentives and recently
introduced a low overall tax rate. The earlier instability might
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be linked to an uncertain attitude to FDI, perhaps aggravated by
weak feedback mechanisms; actual FDI was relatively low in
the period concerned and it may be significant that the Romanian
IPA underwent a number of changes and reorganizations until
its relaunch in 2002, suggesting that its voice in policymaking
was weak.
7. Conclusions
While most transition countries have offered investment
incentives at some point, there are considerable differences in
the extent to which they have done so and country policies have
varied over time; generalizations, therefore, have to be heavily
qualified. Tax rates are an important background to incentives
and here conclusions can more easily be drawn – corporate tax
rates have been falling since the mid 1990s and especially since
the year 2000. There was a significant increase in the average
level of incentives since the mid-1990s; this rise was most
marked in the period from 1997 to 2001/2002, occurred mainly
in the CEEB countries and took place despite the fall in corporate
tax rates. The most common form of incentive is a tax holiday
or investment tax credit, followed by free zones; only a minority
of countries – generally those with higher income levels – offer
cash grants. Incentives have largely been targeted at
manufacturing, with varying degrees of discrimination between
industries, while some countries have recently begun to offer
special packages for investment in R&D and certain services.
EU membership has restricted the incentives that some CEEB
countries can offer. A recent further fall in corporate tax rates
may herald a new phase in which incentives play a lesser role in
FDI attraction. The widespread lowering of tax rates brings into
question whether an elaborate apparatus of fiscal and financial
incentives continues to be necessary.
IPA numbers have grown steadily since the early 1990s,
although some agencies do not appear to be active in any
meaningful sense. When these are excluded, IPAs are largely a
CEEB phenomenon – only 40% of the CIS countries have an
active agency compared with 87% of the CEEB countries. Most
agencies claim to undertake the main promotional tasks into
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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which IPA activities are conventionally classified: Investor
Services, Image Building, and Investment Generation. 60% also
engage in “Policy Advocacy” – working to improve the
investment climate – and a similar percentage undertake nonIPA activities, such as export promotion - a recent development
that may carry the risk of loss of focus. Performance of the three
main tasks varies in quality: a minority appear to have chosen,
sensibly, to focus on investor services and facilitation; a similar
minority appears to perform relatively well across the spectrum;
and there is a larger group that probably still needs to find an
effective way to deliver the more proactive functions, notably
investment generation. International best practice suggests that
there is a further “strategic” dimension to IPA activity: at least
one agency – CzechInvest - appears to have moved to this level,
with a clear strategy, sharply defined sectoral priorities and an
active involvement in the negotiation of incentives with
individual investors. The wide divergence in the role and
effectiveness of IPAs has policy implications, including whether
limited resources are being spread over too wide a range of tasks;
whether it is desirable to undertake tasks additional to investment
promotion; and whether some agencies are positioned in such a
way as to make an appropriate and effective input to official
policy in relation to FDI.
This article has attempted to understand the factors that
have shaped policy towards incentives and promotional activity.
There was no evidence that incentives have been influenced by
a need to compensate for inadequacies in the business
environment, high tax rates or other relative disadvantages, such
as distance; if anything the reverse appeared to be the case –
incentive levels increased as countries made progress towards
a market economy and reduced their tax rates. Countries more
advanced in transition are more likely to have active promotion
agencies than the laggards. It seems likely that policies have
been shaped by the seriousness and consistency of a country’s
commitment to encouraging efficiency-seeking, export-oriented
FDI; competition between countries; and mechanisms, including
“policy advocacy” by IPAs, that reinforce or even amplify initial
policy decisions that have proved successful.
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The measures used here to evaluate incentive levels and
promotional activities have shown their limitations. At worst,
their value may be illustrative rather than analytical; at best they
need further refinement - this applies particularly to promotional
activity.
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No significant incentives identified
Limited tax holiday only (2 years)
Production sharing agreements in oil sector may operate
as incentives - not taken into account here
Free zones with five year tax holiday appear to be the
main incentive
Tax holidays, both in free zones and onshore (5 yrs) plus
tax credit for reinvested profit provide significant incentive.
Conditions attached to incentives (location in areas of
high unemployment, reinvestment profit) may reduce
their advantage
10 year tax holidays represent a significant benefit
A significant and wide range of incentives, now constrained
by EU rules
Limited incentives, as focus is on low tax rate
Reforms of tax system being prepared
EU rules have constrained the generous range of
incentives previously offered but the current package,
especially the development tax incentive, appears to
provide considerable scope, albeit with complex rules
and overall limits.
A significant range of incentives, whose attractiveness may
be lessened by the operation of the Governments system
of priority sectors. Accounts of what is available differ.
No incentives identified
Tax credits, grants and free zones offer a significant range
of incentives which, however, seem more limited than
some other EU members
The main incentive appears to be the generous regime
in FEs
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by EU limits.
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disadvantaged areas means that the overall level of
incentives is relatively modest.
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various tax credits imply a high level of incentive.
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Dividend restrictions appear to limit value of relatively
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Status
Apparently
Years in
Scoring 2005
Other tasks
inactive /
operation
Average Explicit policy
Local
None
not yet
(active
score
advocacy /
business
No other
identified
active
Active agencies only) Base Services Promotion Total 1994-2003 liaison role
Exports development Other
task
Albania
X
3
1
1
12.67
1.20
X
X
Armenia
X
7
1
1+
0
2.33
1.70
X
X
Azerbaijan
X
2
1
112.67
1.10
X
X
Belarus
X
4
1
10
1.67
1.07
X
Bosnia & Herzegovinia
X
6
1
1
12.67
1.64
X
X
Bulgaria
X
10
1
1
12.67
2.00
X
Croatia
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Czech Republic
X
13
1
1+
1+
3.67
3.37
X
X
Estonia
X
11
1
1
1
3.00
2.70
X
X
Georgia
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Hungary
X
12
1
1
1
3.00
2.80
X
Kazakhstan
X
7
1
112.33
1.60
X
Kyrgyzstan
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Latvia
X
12
1
1
0
2.00
2.00
X
X
Lithuania
X
8
1
1
0
2.00
1.70
X
Macedonia
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Moldova
X
7
1
112.33
1.70
X
X
X
Poland
X
13
1
1+
1
3.33
2.90
X
X
X
Romania
X
11
1
112.33
1.80
X
X
Russian Federation
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Serbia & Montenegro
X
4
1
1
12.67
1.30
X
X
Slovak Republic
X
11
1
1
12.67
2.04
X
Slovenia
X
9
1
1
12.67
2.13
X
X
Tajikistan
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Turkmenistan
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Ukraine
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Uzbekistan
X
na
1
na
na
1.00
1.00
na
na
na
na
na
Totals:
Mean scores:
Totals:
CEEB
15
0
2
13
9.5
2.49
1.97
8
5
6
1
4
CIS
12
1
6
5
5.4
1.53
1.18
3
1
1
0
3
Total
27
1
8
18
8.3
2.06
1.62
11
6
7
1
7
% of total countries
% of active countries
CEEB
100
0%
13%
87%
62%
38%
46%
8%
31% *
CIS
100
8%
50%
42%
60%
20%
20%
0%
60%
Total
100
4%
30%
67%
61%
33%
39%
6%
39% *
* Adds to more than 100% due to agencies with more than one extra task
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5
5
5
5

4
4
4
4

3
3
3
3
3
3
3
3

2
2
2
2
2

1
1
1
1
1
1

Czech Republic
Estonia
Hungary
Poland
Slovak Republic
Slovenia
Cluster 1 average
Bulgaria
Croatia
Latvia
Lithuania
Romania
Cluster 2 average
Albania
Armenia
Belarus
Bosnia & Herzegovinia
Macedonia
Moldova
Serbia & Montenegro
Ukraine
Cluster 3 average
Georgia
Kyrgyzstan
Tajikistan
Uzbekistan
Cluster 4 average
Azerbaijan
Kazakhstan
Russian Federation
Turkmenistan
Cluster 5 average

Cluster Country

3.50
3.45
3.60
3.45
3.35
3.25
3.43
2.85
3.10
3.10
3.20
2.75
3.00
2.65
2.50
1.65
1.70
2.75
2.55
1.65
2.25
2.21
2.40
2.80
1.90
2.25
2.34
2.05
2.45
2.75
1.35
2.15

3.45
3.34
3.44
3.21
3.25
3.57
3.38
2.87
2.98
3.17
3.11
2.83
2.99
2.15
2.22
2.51
2.03
1.91
2.37
1.34
2.34
2.11
1.37
2.48
0.60
1.93
1.60
1.80
2.77
1.95
2.63
2.29

Transition Political
Progress Stability
(average, 1994-2003)
375
433
574
578
466
501
488
617
522
506
693
683
604
622
1639
743
610
618
898
672
953
844
1602
3517
3409
3258
2947
1984
3646
1230
2688
2387

Proximity
(km)

Cluster characteristics

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
1
1
1
1
1

Natural
Resources
36.5%
18.0%
18.0%
36.0%
36.5%
26.5%
28.6%
34.5%
29.0%
25.0%
27.0%
35.5%
30.2%
29.5%
25.0%
29.5%
30.0%
19.0%
30.0%
23.0%
30.0%
27.0%
20.0%
31.0%
48.0%
34.5%
33.4%
32.5%
30.0%
35.0%
37.0%
33.6%

V high
Low
Low
V high
V high
Moderate
High
V high
High
Moderate
High
V high
High
High
Moderate
High
High
Low
High
Moderate
High
High
Low
High
V high
V high
V high
High
High
V high
V high
V high

Corporate Tax
%
Group
3.00
1.70
3.73
3.60
2.84
2.77
2.94
2.60
1.90
2.63
3.00
3.10
2.65
1.67
1.34
2.34
2.17
1.70
2.07
1.54
1.87
1.84
1.30
1.80
1.50
1.70
1.58
1.00
1.00
1.84
1.67
1.38

High
Low/No
High
High
High
Medium
High
Medium
Low/No
Medium
High
High
Medium
Low/No
Low/No
Medium
Medium
Low/No
Medium
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No

Incentives
Score
Group
3.37
2.70
2.80
2.90
2.04
2.13
2.66
2.00
1.00
2.00
1.70
1.80
1.70
1.20
1.70
1.07
1.64
1.00
1.70
1.30
1.00
1.33
1.00
1.00
1.00
1.00
1.00
1.10
1.60
1.00
1.00
1.18

High
High
High
High
Medium
Medium
High
Medium
Low/No
Medium
Medium
Medium
Medium
Low/No
Medium
Low/No
Low/No
Low/No
Medium
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No
Low/No

Promotional Activity
Score
Group

Average levels, 1994 - 2003

4.00
2.00
4.33
3.67
4.00
2.33
3.39
2.33
4.00
3.33
3.00
2.00
2.93
1.00
1.67
2.33
3.33
3.33
2.67
3.67
1.33
2.42
1.00
1.00
2.67
2.00
1.67
1.00
3.00
2.00
1.67
1.92

Incentives
Score

2005 levels

3.67
3.00
3.00
3.33
2.67
2.67
3.06
2.67
1.00
2.00
2.00
2.33
2.00
2.67
2.33
1.67
2.67
1.00
2.33
2.67
1.00
2.04
1.00
1.00
1.00
1.00
1.00
2.67
2.33
1.00
1.00
1.75

Pomotion
Score

** 0% tax rate is for undistributed profit;
distributions are taxed at 24%

26.0%
** 0.0%
16.0%
19.0%
19.0%
25.0%
17.5%
15.0%
20.0%
15.0%
15.0%
16.0%
16.2%
23.0%
20.0%
24.0%
30.0%
15.0%
18.0%
10.0%
25.0%
20.6%
20.0%
20.0%
30.0%
15.0%
21.3%
24.0%
30.0%
24.0%
20.0%
24.5%

Tax rate
%
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RESEARCH NOTE
The impact of inward foreign direct
investment on the nature and intensity of
Chinese manufacturing exports
Chengqi Wang*, Peter J. Buckley**, Jeremy Clegg**
and Mario Kafouros**
Using data for the period 1983-2002, this study examines the
relationship between inward foreign direct investment (FDI)
and export performance in China. The results indicate that FDI
promotes exports by foreign as well as domestically-owned
firms, and that this effect is strongest for labour-intensive
industries. This impact, however, does not depend on the
country of origin of the investor. This finding contradicts
previous results that showed that western transnational
corporations (TNCs) were significantly less export-oriented
than the affiliates of TNCs from other economies, suggesting
that western TNCs in China have become more export-oriented
in recent years. The finding that the relationship between FDI
and exports is not influenced by the country of origin
underscores the timeliness of the elimination of the
discriminatory policy of China towards foreign investors.

1. Introduction
The contribution of transnational corporations (TNCs) to
exports from developing countries has long been a point of
debate. Host countries often complain that TNCs export too little,
and the findings in some studies support these arguments. For
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University of Nottingham, NG8 1BB UK, United Kingdom (tel.: +44 0115
8467821, e-mail: Chengqi.Wang@Nottingham.ac.uk) and Business School,
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example, Lall and Mohammad (1983) found that TNCs
performed rather poorly in generating exports from India.
However, other empirical studies have suggested the opposite,
showing that inward foreign direct investment (FDI) was exportoriented and raised the level of exports from host economies
(O’Sullivan, 1993; Blake and Pain, 1994; Cabral, 1995).
Research on the role of inward FDI in improving Chinese export
performance has been a more recent addition to the literature.
Many studies found evidence of a generally positive and
significant role for inward FDI in promoting the expansion of
Chinese exports (Buckley, Clegg and Wang, 2002; Sun, 1999,
2001; Zhang and Song, 2000).
What remains unclear, however, is the mechanism through
which FDI creates or encourages Chinese exports; the rise in
Chinese exports could result either directly from the export
activities of foreign affiliates1 or from the expansion of exports
by domestically-owned firms. This study contributes to this
stream of research by shedding some light on the ways in which
inward FDI has impacted on Chinese export expansion and
upgrading.
The question at issue is the nature and structure of the
relationship between inward FDI and Chinese exports. Firstly,
we examine the extent to which the growth of Chinese exports
is attributable to inward FDI. Secondly, we assess whether FDI
has contributed to the changing structure of Chinese exports.
The expansion of Chinese exports is taking place alongside a
shift in the composition of exported goods, namely, an increasing
share of capital- and technology-intensive goods (and a relative
decline of traditional labour-intensive goods). There has not been
much research on this issue. Thirdly, we examine the countryof-origin effects. Depending on the origin of the parent company,
foreign affiliates in China are perceived as either “local marketoriented” or “export-oriented”. A survey by De Beule et al.
(2001) showed that the affiliates of “overseas” Chinese firms
in Guangdong province sold a substantially larger share of its
1

In China, foreign affiliates are often referred to as foreign-invested
enterprises or FIEs.
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output abroad than western TNCs. The affiliates of European
TNCs exported less than 30% of their sales, while the average
in Guangdong province was approximately 50%. This study
examines whether (and to what extent) these country-of-origin
effects are present in more recent data.
The rest of this article proceeds as follows. Section 2
outlines the theoretical framework. We then present the model
specification and the data in section 3. The empirical results
and discussion are given in sections 4 and 5. Concluding remarks
are offered in the last section.
2. Conceptual framework
One of the challenges currently facing applied research is
how to investigate the theoretical predictions regarding the
impact which the movement of factors of production (and the
export of factor services) via TNCs’ operations has on the
patterns of the host economy’ trade. In this regard, the recent
experience of China offers a valuable case for examining how
developing countries are able to realize their export potential
when factors and services are internationally mobile. The
substantial differences in factor endowments between China and
developed countries are the principal drivers of the export of
technology, management skills and headquarter services in the
form of FDI from developed countries to China, which,
according to theory, could stimulate exports from the labourabundant host. Dunning (1998) argued that the relationship
between trade and FDI was conditional on the motivation of the
FDI in question. Market-seeking FDI can displace exports from
the home to the host country, while efficiency-seeking FDI will
increase the volume of trade (Gray, 1998; Kojima, 1978;
Buckley, 1983). Theory therefore suggests that FDI plays an
important role in reallocating global economic resources and
stimulating productive capabilities.
Foreign affiliates are usually considered as better placed
to serve international markets than their host country
counterparts since they are usually better informed about
international market conditions and benefit from access to
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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international marketing and distribution networks of their parent
companies. Moreover, TNCs are often larger than local firms
and have managerial, entrepreneurial and financial resources to
afford the high fixed costs associated with export activities
(Blomström and Kokko, 1998). Hence, inward FDI should
positively impact on the volume of exports from China. Thus,
our first hypothesis is:
Hypothesis 1: Inward FDI has raised the volume of exports from
China.

Foreign affiliates may directly enhance the exports of local
firms in the host economy through the provision of competitive
assets (UNCTAD, 2002), but may also indirectly create external
effects that enhance the export prospects of local firms (Rhee
and Belot, 1990). Such externalities may arise, for example,
through the formation of linkages where local firms are engaged
as suppliers and subcontractors to TNCs. These linkages provide
channels through which knowledge about technologies and
foreign market conditions can be transmitted. In addition, local
firms may learn how to succeed in foreign markets by imitating
TNCs. In the case of Sino-foreign joint ventures, marketing
knowledge and know-how might be transferred back to the
Chinese parent company. TNCs may also train local employees
in export management and foreign market knowledge, and local
firms can acquire this knowledge through hiring these employees
of TNCs. These arguments are empirically supported by Aitken
et al. (1994) for Mexico and by Kokko et al. (1997) for Uruguay.
This forms the basis of our hypothesis 2:
Hypothesis 2: Inward FDI has raised the volume of exports by
domestically-owned firms.

The first two hypotheses are concerned with the general
impact of FDI on exports. Next, we investigate the specific
nature of the impact that arises from China’s current stage of
development and its comparative advantage. As China is
abundant in labour, it is expected that the dominant motive of
incoming TNCs is to use it as a production base for labourintensive goods. Thus, our third hypothesis is:
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Hypothesis 3: The impact of inward FDI on Chinese exports is
stronger for labour-intensive goods than for capital- and technologyintensive goods.

A notable feature of inward FDI in China is that investing
countries can be divided into two distinct groups: “overseas”
Chinese, including Hong Kong (China) and Macao (China), and
“western” countries (primarily, the European Union, Japan and
the United States).2 TNCs from overseas Chinese and those from
developed countries have different types of technological
advantages (Yeung, 1994; Shi, 1998; Luo, 1999). Western TNCs’
knowledge assets are typically in proprietary state-of-the-art
product and process innovations, generated by extensive
investment in R&D (Buckley and Casson, 1976). In contrast,
overseas Chinese TNCs are relatively small and less innovationintensive. Their primary knowledge assets are skills of using
standardized technology and experience in organizing labourintensive production. Much of these have been generated through
export-oriented production conducted during the take-off period
of the development of their home economies (Shi, 1998).
These differences in ownership advantages are expected
to influence the motivations of the two groups of investors.
Market-seeking is the prime motivation for FDI by western
TNCs in developing countries with large domestic markets (Shi,
1998). TNCs from overseas Chinese typically originate from
newly-industrialized economies (NIEs) which are exportoriented. The ownership advantages of overseas Chinese TNCs
- in combination with the availability of cheap labour and land
in the host economy - allows them to reduce production costs.
The main motive for FDI by overseas Chinese TNCs is therefore
likely to be efficiency-seeking. These TNCs relocate exportoriented industries out of their home economies to take
advantage of cheaper immobile factors abroad in order to pursue
2

The use of the term “overseas” Chinese to refer to firms based in
Hong Kong and Macao is, in some sense, a misnomer since these two
territories are part of China. However, the business communities in these
territories are quite distinct from their mainland counterparts and so are the
regulations governing them. Therefore, they are treated as “overseas” firms
in this study.
Transnational Corporations, Vol. 16, No. 2 (August 2007)

127

export expansion. This line of argument suggests that overseas
Chinese TNCs contribute more to China’s exports than their
western counterparts. This is the basis for hypothesis 4:
Hypothesis 4: The contribution of overseas Chinese FDI to Chinese
exports is greater than that of western FDI.

3. Data and model specification
The econometric analysis was conducted using aggregate
data obtained from various issues of the China Statistical
Yearbook and the China Foreign Economic Statistical Yearbook.
Table 1 presents the figures for annual exports and inward FDI
for the period under consideration. It is clear that the rapid
increase in the volume of exports from China was accompanied
by an increasing share of exports by foreign affiliates. Partly as
a result of the priority given to the development of new export
industries in China, a substantial share of FDI flows has been in
industries that are highly export-intensive. Wei (1995, 1996)
concluded that almost all of the growth of Chinese exports since
1992 could be directly or indirectly attributed to foreign
affiliates’ activity. The growth of exports by domestically-owned
firms has been relatively slow but still substantial in absolute
terms. Total exports by these firms in 2002 were worth $156
billion, seven times the value of 1983.
Although many of the world’s largest TNCs have
established operations in China, a large share of the realized
investment has originated from smaller investors within the
Asian developing region. Table 1 shows that over the period
under consideration, 47% of the accumulated FDI came from
Hong Kong (China) and Macao (China).3 Since 1996, a growing
3

The dominance of Hong Kong (China), however, may be overstated
for two reasons. First, some of the investments may have been “roundtripping” investments: i.e. domestic Chinese investment re-routed through
Chinese affiliates in Hong Kong so that they are able to enjoy the special
tax breaks and incentives FDI into China receives. Second, some FDI listed
as originating from Hong Kong is in reality from Taiwan Province of China
that is placed into China via their affiliates in Hong Kong.
128

Transnational Corporations, Vol. 16, No. 2 (August 2007)

Table 1. Exports and inward FDI of China, 1983-2002
(Millions of dollars)
Years

Export

Total
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
Total

22 226
26 139
27 350
30 942
39 437
47 516
52 538
62 091
71 843
84 940
91 763
121 006
148 780
151 048
182 792
183 712
194 930
249 210
266 152
325 600

Source:

Domestic
firms
21 896
26 070
27 053
30 360
38 229
45 060
47 625
54 277
59 796
67 584
66 526
86 293
101 904
89 538
107 893
102 750
106 302
129 769
132 932
155 615

Foreign firms
(the share in
per cent )
330 (1.49)
69 (0.26)
297 (1.08)
582 (1.88)
1 208 (3.06)
2 456 (5.17)
4 913 (9.35)
7 814 (12.6)
12 047 (16.8)
17 356 (20.4)
25 237 (27.5)
34 713 (28.7)
46 876 (31.5)
61 510 (40.7)
74 899 (41.0)
80 962 (44.1)
88 628 (45.5)
119 441 (47.9)
133 218 (50.1)
169 985 (52.2)

FDI

Total
636
1 258
1 661
1 874
2 314
3 194
3 392
3 487
4 366
11 007
27 515
33 767
37 521
41 725
45 257
45 463
40 319
40 720
46 850
52 943
445 070

Hong Kong
and Macau
(China) Japan United States
378
748
956
1 132
1 597
2 095
2 077
2 214
2 487
7 709
19 516
20 170
20 500
21 257
21 027
18 930
16 673
15 847
17 038
18 329
210 710

97
225
315
201
219
515
356
503
533
710
1 324
2 075
3 108
3 679
4 326
3 400
2 973
2 916
4 348
4 190
36 010

52
256
357
315
263
236
284
456
323
510
2 060
2 490
3 083
3 443
3 239
3 898
4 220
4 383
4 433
5 424
39 780

EU
41
148
168
130
53
157
188
147
246
243
671
1 876
2 239
3 002
4 439
4 309
4 797
4 673
4 182
3 909
35 610

authors’ calculations from Almanac of China’s Economy and
China Statistical Yearbook, various issues.

proportion of inward FDI has come from other sources, such as
the European Union, Japan and the United States. Nevertheless,
in terms of accumulated investment, China’s inward FDI is still
dominated by Asian developing economies. FDI from
developing Asia typically consists of fairly small scale, labourintensive projects, often concentrated in the processing of
imported inputs for re-exports.
The composition of China’s exports has also experienced
a significant transformation over the period. Table 2 shows that
the share of capital- and technology-intensive goods in Chinese
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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exports has more than doubled, from 19.6% in 1983 to 43.7%
in 2002. UNCTAD (2002) reported that all of China’s 10
principal exported goods in 2000 (accounting for 42% of the
total) were products exhibiting rapid growth in world trade. All
of these findings are consistent with the common perception
that inward FDI has been important for China, but more research
on the precise nature of this relationship is necessary.
Following previous studies (Sun, 2001; Zhang and Song,
2000), we model the level of exports as a function of FDI,
domestic investment, the exchange rate and the economic
performance of the host country (as proxied by the level or
Table 2. Export structure of China, 1983-2002
(Millions of dollars)
Year
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Source:
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Labour intensive goods
8
9
7
10
14
18
21
25
31
50
55
73
86
84
104
102
105
129
131
154

169
751
979
804
843
757
652
262
076
369
173
155
788
922
836
610
800
050
530
779

Capital and technology
intensive goods (% of total)
2 472 (19.6)
2 857 (20.1)
2 130 (15.8)
2,827 (14.4)
3 976 (15.2)
5 666 (17.1)
7 075 (18.9)
9 318 (20.2)
10 967 (19.7)
17 567 (25.9)
19 905 (26.5)
28 131 (27.8)
40 501 (31.8)
44 189 (34.2)
53 927 (34.0)
60 550 (37.1)
69 200 (39.6)
94 700 (38.0)
108 270 (40.7)
142 301 (43.7)(1)

Authors’ calculations from China Statistical Yearbook, China
Foreign Economic Statistical Yearbook and China Almanac of
Foreign Economy and Trade, various issues.
In this study, capital or technology intensive goods comprise
“chemicals and related products” and “mechanical and
transport equipment”.
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growth of GDP). The following theoretical arguments underpin
the selection of these variables. Domestic investment allows
local firms to upgrade their technological capabilities and
improve efficiency. As a result, they are better able to compete
in international markets. Indeed, studies of the determinants of
exports confirm that domestic investment is a significant
predictor of export performance (Zhang and Song, 2000).
Exports are also affected by exchange rates. A depreciation of
the country’s currency tends to increase its export earnings.4
GDP (and its growth) is also an important determinant of export
performance as it represents the overall performance of the
economy (Zhang and Song, 2000). The model can be written as
follows:5
LogEX t = α 0 + α 1 LogFDI t −1 ,+α 2 LogRt −

,

(1)

where EX is the value of exports, FDI is the “utilized
R is the exchange rate, expressed as the Renminbi (RMB)
yuan price of foreign exchange.7 We estimate the model by OLS.
FDI”6,
4

During the period under study (1983-2002), the Chinese currency
depreciated significantly from $1=RMB1.98 yuan in 1983 to $1=RMB8.27
yuan in 2002. The REER of Chinese currency fell from 285.16 in 1983 to
121.37 in 2002. The Chinese authorities have stated that in managing the
RMB exchange rate, priority must be given to encouraging export.
5 Following Zhang and Song (2000) and Sun (2001), we sought to
avoid the problem of omitted variables by including lagged domestic
investment and GDP growth. In almost all preliminary regressions, GDP
growth had no effect on exports, while domestic investment was usually
insignificant and often wrongly signed. In view of this, and suspected
collinearity with the FDI variable, these two variables were removed from
the equation. Possible reasons for the poor performance of the domestic
investment variable include the extreme variability in the data: the average
growth rate from 1983-2002 was 13.7%, with a low of 6.5% in 1989 climbing
to 25.0% in 1991, 35.1% in 1992 and 47.8% in 1993. Another possible
explanation is that the bulk of domestic investment went to the infrastructure
sector, which may be only weakly linked to export activities.
6 Utilized FDI is the official term given to investment actually made.
This is to be distinguished from the value of investment for which permission
has been granted by the Chinese authorities.
7 A rise in this variable represents a depreciation in the foreign exchange
value of the Chinese currency, and therefore a fall in the foreign currency
price of Chinese exports.
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The value of exports (EX) is deflated by a retail price index (as
there is no other appropriate deflator). A similar approach has
been used in other studies (e.g. Pain and Wakelin, 1998; Sun,
2001; Zhang and Song, 2000; Zhang, 1995). The real effective
exchange rate (REER) is used as the exchange rate variable.
The data on REER were obtained from the IMF. We expect the
coefficients on LogFDI t −1 and LogRt −1 to have positive signs.
Of particular interest is the coefficient of LogFDI t −1 , as
this indicates the elasticity of exports with respect to inward
FDI (of the previous year). The use of lagged dependent
variables in examining the impact of FDI on export performance
has long been established (e.g. Orr, 1991). The first-order lag
structure is also adopted for the exchange rate variable ( LogRt −1 )
to take into account the time taken for demand to respond to
price changes in international markets. The time variable
( TIME ) is included in order to capture the time trend. To assess
the impact of FDI on exports by domestically-owned firms, the
model in equation (1) is estimated using exports by domesticallyowned firms, denoted as EX(D)t, as the dependent variable (table
3).
Two further variations of the model in equation (1) are
estimated to examine the nature of the relationship. First, the
model is estimated by separating the data for the dependent
variable into two groups: exports of labour-intensive goods and
those of capital-intensive goods (table 4). Second, the model is
estimated by separating the data for FDI by country of origin
(table 5).
4. Empirical results
The results of the estimations are presented in tables 3-5.8
Column (1) in table 3 shows that the coefficient on the FDI
8

As indicated by adjusted R 2 and D.W. statistics, most of the
regressions fit the data well. All our calculated d values but one (column
(5) in Table 3) lie well between d u (0.998) and 4 − d u (2.324) at the usual
5% level of significance, Therefore, there appears to be no general problem
of autocorrelation.
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variable is positive and statistically significant, confirming the
contribution of FDI to China’s overall export expansion in the
period under study. The result shows that a 1% increase in FDI
leads to a 0.2% growth in exports in the following year. This
finding is consistent with H1. It is also consistent with Thoburn
(1997), Sun (1999, 2001) and Zhang and Song (2000), which
found evidence of a positive role for foreign TNCs in promoting
China’s export growth.
Table 3. FDI and Chinese export performance, 1983-2002
Dep. variable

LogEX t
(1)

Constant

LogFDI t −1
LogEX ( F ) t −1
LogRt −1
TIME
R 2 − adj
D.W.

Source:

LogEX ( D) t
(2)

5.613(36.31)

6.058(38.26)***

0.196(4.06)***

0.179(3.62)***

___

___

0.369(3.15)***

0.532(4.44)***

0.132(8.62)***

0.087(5.56)***

0.99

0.98

1.95

2.34

authors’ analysis.
Figures in parentheses are t statistics (two-tailed tests); *, **,
and *** denote significance at the 10%, 5% and 1% levels
respectively.

The variable LogFDI t −1 is also significant in column (2),
which presents the estimation of the model with exports from
domestically-own firms as the dependent variable. This result
confirms the existence of externalities. It is also in line with the
findings by Buckley et al. (2002), Kokko et al. (1997) and Aitken
et al. (1994).
The significant results for the exchange rate variable
( LogRt −1 ) confirm that a depreciation of the RMB yuan promotes
the growth of exports. These results are also consistent with
Wang (1993), Wu (1994) and Zhang (2001), which provide
accounts of the contribution of the exchange rate policy to export
growth in China. Table 3 shows that the price responsiveness of
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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exports by domestically-owned firms appears greater than the
average for all Chinese exports.
Table 4 shows the impact of FDI on exports of different
categories of goods, namely exports of labour-intensive goods,
denoted by EX(L) t, and exports of capital-intensive goods,
denoted by EX(C) t. Although it would have been better to
examine the impact that FDI in labour-intensive industries had
on labour-intensive exports (rather than the effect of total FDI
on labour-intensive exports), this was not possible in our case
as the data were not available.
Table 4. FDI and Chinese export performance by category of
exported goods, 1983-2002
Dep.variable

LogEX ( L) t

Constant

4.756(18.37)***

2.850(9.96)***

LogFDI t −1
LogRt −1
TIME
R 2 − adj

0.220(2.73)***

0.152(1.71)*

0.711(3.63)***

0.426(1.96)*

0.135(5.27)***

0.236(8.32)***

0.98

0.98

1.16

1.01

D.W.

Source:

(1)

LogEX (C ) t

(2)

authors’ analysis.
Figures in parentheses are t statistics (two-tailed tests); *, **,
and *** denote significance at the 10%, 5% and 1% levels
respectively.

The aggregate FDI is shown to have a positive and
significant impact on both groups of Chinese exports. What is
interesting, however, is the difference between the coefficients;
the size of the coefficient (and the level of significance) of the
FDI variable is greater for the labour-intensive group than the
capital-intensive group. Thus, the results provide support for
hypothesis 3.
Table 5 presents the results of the estimation in which FDI
is separated by home economy. The coefficient of FDI is positive
and statistically significant for all home economy groups.
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Table 5. FDI and Chinese exports by major source countries,
1983-2002
Dependent variable: exports by China ( LogEX t )
Hong Kong
FDI origin

and Macau (China)

United States

EU

Constant

5.624(36.77)***

6.125(70.91)***

6.377(46.27)***

LogFDI t −1
LogRt −1
TIME
R 2 − adj

0.180(3.77)***

0.220(5.45)***

0.165(3.50)***

0.449(4.05)***

0.710(9.09)***

0.825(7.56)***

0.146(11.14)***

0.125(9.84)**

0.129(7.08)***

0.99

0.98

0.99

2.04

2.24

1.83

D.W.

Source:

authors’ analysis.
1. Figures in parentheses are t statistics (two-tailed tests); *,
**, and *** denote significance at the 10%, 5% and 1% levels
respectively.

Since the dependent variable used in the analysis is
aggregate exports from China, the results do not allow us to say
whether the positive impact of FDI from western economies on
exports is due to their affiliates’ exports or through spillover
effects that stimulate exports from domestically-owned firms.
But the impact of FDI from western countries on Chinese exports
is no less than the impact of FDI by overseas Chinese firms.
Hence, hypothesis 4 is not supported by the data.
5. Discussion
The results show that foreign affiliates in China appear to
be acting as a platform for exports, which is in line with the
findings in Zhao and Zhu (2000). The location advantages of
China are likely to centre on the exploitation of cheap labour
and land. Inward FDI realizes export potential of the economy
through transferring either entire production processes or labourintensive and less technology-intensive segments of high
technology industries (Lee, 1992). Further investigation is
required to understand better which intangible assets are being
transferred and through what mechanisms.
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It is noted that the exchange rate has a larger coefficient
for labour-intensive goods than for capital and technologyintensive goods. This is to be expected as labour-intensive export
goods are likely to be more standardized, competing in foreign
markets on price rather than on quality. Consequently, they are
more sensitive to changes in the price caused by exchange rate
movements. This explanation can also account for the findings
presented in table 3 that the exchange rate has a greater impact
on exports by domestically-owned firms, since they are
exporting more standardized goods than the affiliates of TNCs.
In contrast with previous findings that European Union
and United States affiliates in China were mostly local marketoriented operations, we found (by using more recent data) that
their impact on Chinese exports were comparable to those of
FDI from Hong Kong (China) and Macao (China). This finding
may be explained by two possible factors. First, the exportoriented approach of western TNCs might have taken longer to
implement, perhaps because TNCs under pressure to satisfy local
content requirements (Bjorkman and Osland, 1998) have not
found many local subcontractors and suppliers with capabilities
to meet their quality requirements. Second, those TNCs that
entered the country primarily for servicing the local market
might have changed their strategy to focus more on exports
following intensifying competition and local market saturation
in China.
Finally, the results concerning Hong Kong (China) and
Macao (China) in table 5 are in line with the findings in De
Beule et al. (2001). It is likely that investment from Hong Kong
(China) and Macau (China) in mainland China is undertaken to
establish labour-intensive operations on imported intermediate
goods for re-export.
6. Conclusion
We found that inward FDI exerted a considerable effect
on overall Chinese export expansion. This export expansion
comprises the growth of exports by foreign affiliates as well as
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those by domestic firms that have benefited from externalities
associated with the presence of foreign affiliates. We also found
that the impact of inward FDI on Chinese exports was stronger
for labour-intensive goods than for capital-intensive goods. This
finding is consistent with the observation that while there is an
increasing share of capital-intensive goods in exports, China’s
exports of manufactures still consist mainly of products with
low value-added and a low level of technology (e.g. textiles,
garments, shoes and low-value electronics and machinery).
We also examined whether there are differences in the
impact of FDI on Chinese exports by the investors’ home
economy. We found that the differences were insubstantial. The
dominant view in the past was that western TNCs that invest in
China were primarily domestic market-oriented (in contrast with
overseas Chinese FDI), and had been little concerned with
exports. The more recent data used this study indicate that this
has changed.
The findings also have implications for Chinese policy
towards the encouragement of inward FDI and the promotion
of exports. The results show that FDI had a more marked impact
on the exports of labour-intensive goods than the export of
capital-intensive goods. This reflects China’s current
comparative advantage, and signals the potential for the
development of China’s exports in more capital- intensive
activities. TNCs are increasingly locating research and
development in China. This is likely to result in the gradual rise
of the impact of inward FDI on exports of goods in this category.
The study has also shown that the policy of the
Government of China to allow the exchange rate to depreciate
stimulated Chinese exports. This policy was criticized abroad
for rendering Chinese goods “too cheap”. However, the findings
suggest that this policy has been important to China’s export
performance. With the accession of China to the World Trade
Organisation, the Government of China has lost discretion to
discriminate between national and foreign firms. Our results
suggest that this loss will have lesser impact than might have
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been expected from earlier studies. In fact, whatever the home
economy of the investors, inward FDI is found to stimulate
Chinese exports. Hence, from the perspective of export
promotion, FDI from all economies should be equally welcomed.
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BOOK REVIEWS
Multinational Firms, Innovation and Productivity
Davide Castellani and Antonello Zanfei
(Cheltenham and Northampton, MA, Edward Elgar, 2006),
249+xii pages
Innovation, internationalization and performance – mainly in
terms of productivity – are the three interrelated dimensions
that form the basis of the book’s overall framework within which
there is an exploration of a variety of issues, all connected with
the concept of heterogeneity of firms. In particular the book
examines how the activities of transnational corporations (TNCs)
interact with innovation; and also how the performance of host
economies is affected by the cumulative interaction of various
elements of internationalization and innovation.
The authors point out that firms’ heterogeneity has usually
been studied in relation to inter-industry differences and/or
differences in the country of origin of TNCs. Castellani and
Zanfei’s work concentrates on a less researched aspect: intraindustry heterogeneity. The foreign TNCs differ from each other
even within the same industry; their heterogeneity impacts on
innovation and performance as well as on their contribution to
positive spillover effects in the host economy. Similarly, firms
in the host country are heterogeneous even within the same
industry. They differ in a variety of characteristics that impact
on their own innovation capabilities and productivity and on
their absorptive capacity as receptors of spillover effects from
foreign TNCs. This is the overall framework around which the
book is structured; it has three parts, each comprising two
chapters.
Part I deals with the changing role of TNCs. Chapter one
clearly develops the two way linkages between
internationalization and innovation; the latter constitutes an

advantage for the firm branching out into the international arena
and, conversely, internationalization creates opportunities for
innovation activities via what the authors term double network
structure. The intra-firm network of affiliates at home and abroad
interacts positively with the external networks of formalized or
informal linkages that each unit of the company establishes. The
positive interaction allows each unit of the firm to learn from
external linkages and – via the internal network – to transmit
knowledge to other units within the firm. The scope for
knowledge acquisition is higher the more diverse the
environments with which the various units of the firm come
into contact and therefore the higher and more diverse the host
countries in which a TNC operates. Thus, the authors see the
TNC as a bridging institution between different localities and
countries with their diverse economic, technological and cultural
contexts.
Innovation and internationalization affect each other and
co-evolve along three main features: (a) innovation activities
create advantages that lead to and/or enhance
internationalization; (b) the double network structure allows the
TNCs to learn from diverse environments; (c) if local firms are
innovative, they contribute to the innovativeness of the foreign
TNC and at the same time, they will have enough absorptive
capacity to benefit from the innovative activities of the foreign
TNCs. The other five chapters develop the discourse around
these main points; in each chapter, theoretical arguments are
presented, and empirical evidence from the authors’ own
research and/or from other sources is brought in to strengthen
the theoretical arguments.
Chapter two deals with the double network structure. The
authors analyse the issue of geographical dispersion of
innovative activities as well as the issue of embeddedness. On
the latter point there is evidence that many foreign TNCs are
becoming embedded into the host economies via adaptation of
their technology to local conditions and/or the establishment of
cooperative agreements on innovation with local firms; a
relevant role in the effectiveness of the double network structure
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is played by the internal organization of the TNC: specifically
by the degree of autonomy that the affiliates enjoy vis-à-vis the
parent company. A high degree of autonomy allows the affiliate
to develop more external linkages and become more embedded
into the host locality; however, a lower degree of autonomy may
favour the intra-firm transfer of knowledge. One question that
emerges from this chapter is the following: are internal and
external networks complementary or substitutive with regard
to innovation activity? There are arguments and evidence that
the relationship could be either way. The authors’ view is that,
on balance, the evidence of complementarity is stronger. On
this point, they present their own case study of the electronics
and chemicals industries.
Part II deals with firms’ heterogeneity in terms of
innovation, internationalization and productivity. Chapter three
explores heterogeneity in terms of international involvement and
its relationship to innovation. TNCs differ from each other
because of the differences in their country of origin or in their
ability to develop their internal innovation capabilities or in
terms of their chosen inernationalization path. The issues are
explored by reference to relevant theories of internationalization
from Vernon’s international product life cycle to the
internalization theory to the Scandinavian School’s stages in
the internationalization process. We are also presented with the
authors’ own study of productivity and innovation of Italian
firms.
Chapter four develops the theme of TNCs as bridging
institutions in the context of their heterogeneity seen as a
characteristic that applies across and within TNCs. Across TNCs,
the heterogeneity arises from differences in the the following
aspects: (a) characteristics of the country of origin; (b)
characteristics of the foreign systems in which they operate;
and (c) the number, diversity and quality of the different systems
in which they operate as well as the type of interaction they are
involved in. The analysis of heterogeneity within the TNC leads
the authors to consider the position, behaviour, innovation
activities and performance of the parent company, the foreign
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affiliates and the national affiliates. The analysis addresses the
following issues: organization of innovative activities with
particular attention given to the dispersion of R&D activities;
constraints to the transfer of knowledge and innovation and
constraints to the adoption of innovation and technology. The
inference on the performance of parent companies versus foreign
affiliates and national affiliates is derived not only from studies
by other experts but also from the authors’ own work on the
Italian case. The study concludes that affiliates of foreign firms
perform better than purely domestic firms but not better than
domestic TNCs: a conclusion with relevant policy implications
highlighted in the book.
Part III analyses the indirect impact of TNCs’ innovation
activities through spillover effects on the host economy. Chapter
five considers various spillover channels: competition; imitation
and demonstration effects; workers’ mobility and various
forward and backward linkages. The empirical evidence of
spillovers is scanty. The authors explain this lack of evidence
as resulting partly from the problems in model specification of
the econometric studies and partly from the negative impact of
competition neutralizing any positive impact.
Chapter six goes “in search of horizontal spillovers” from
TNCs and again looks at the role of heterogeneity. Positive
spillovers from foreign to domestic firms can occur in the
presence of: technological gap between foreign and domestic
firms; and/or high absorptive capacity by the domestic firms.
Thus, the characteristics of both foreign and domestic firms are
relevant. In this respect, foreign firms differ in the following
characteristics: (i) extent of R&D in the host economy; (ii)
propensity to establish collaborative linkages for innovation
activity; (iii) and time elapsed since the establishment of the
affiliate in the host country. All three characteristics are relevant
for the degree of embeddedness and the extent of positive
spillover effects. The heterogeneity of domestic firms is analysed
with regard to their being internationalized or not, which may
take the form of engaging in export or direct production abroad.
Internationalized firms are found to have higher absorptive
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capacity and thus be better able to receive positive innovation
spillover effects. A last arm of the study takes the authors to the
issue of whether the difference between domestic and foreign
TNCs is due to the latter being foreign or being transnational.
This involves analysing transnationals (both foreign and
domestic) versus non-transnationals. The authors’ own study
finds that the expansion of foreign firms in Italy helps domestic
firms that internationalize via exports while an increase in
activities at home of Italian TNCs favours other domestic firms.
This is an excellent book - results of years of research. It
offers the reader a fairly coherent theoretical framework, a very
large literature review for every element of the study and a great
deal of empirical research by the authors themselves, which is
mostly for Italy and based on the Community Innovation Survey
and ELIOS databases. The literature review as well as the
authors’ empirical studies point to a large number of unresolved
questions and therefore to the need for further research – as in
the case of spillover effects of TNCs into the host economy. In
other words, the book can be turned into a gold mine for doctoral
students to dig in and find sources of ideas for their own research.
Given the multi-dimensionality of the theoretical
framework and the richness of elements covered for each
dimension, the book is necessarily dense as well as deep: not an
easy bed-time reading. The readers may have to devote their
full attention to gain the full benefits; however, the result is
highly rewarding. Moreover, clear and concise introductions and
conclusions to each chapter are a great help to the reader; so are
the summary tables offered by the authors in various parts. All
in all, a must on the reading list of any researcher working on
innovation, internationalization and the interface between the
two.
Grazia Ietto-Gillies
Professor Emeritus of Applied Economics
Director, Centre for International Business Studies
London South Bank University
United Kingdom
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The New Political Economy of Emerging Europe
Second edition
László Csaba
(Budapest, Akadémiai Kiadó, 2007), 400 pages
Transition studies is a huge academic discipline these days.
From a modest start – e.g. a “passionate pamphlet” published in
Hungary in 1989 (Kornai, 1989)1 – it has grown into a mass
industry. Given the proliferation of studies, why would anyone
read yet another book entitled The New Political Economy of
Europe, especially 18 years and arguably millions of worthless
pages after the birth of transition studies?
It is safe to bet, however, that this second (revised and
extended) edition of the book by László Csaba will become a
best seller against all the odds. Naturally, you have to read it in
its revised version, not least because the first edition (Csaba,
2005) sold out quickly. You also have to read the second edition
because the author has extended and improved the analysis in
various ways. Among other additions, two new chapters have
been added, entitled “Re-interpreting rules-based behaviour in
Europe” (chapter 9) and “Post-crisis perspectives on the future
of the EU” (chapter 10).
The remaining ten substantive chapters carry the same
titles as in the first edition, although some of the data have been
updated and the style has been improved. After two forewords
(to the second and first editions), the first substantive chapter
looks at the empirical evidence on transition (chapter 3), and
then the author turns to the question of what post-communist
transformation means for development (chapter 4). The
prominence of development issues in the book implies that for
the author, the main benchmark of success in transition is based
on the pragmatic question of how people’s lives have improved.
The development question is followed by examinations of the
1

Its English version was re-baptized and given a more solemn but less
exciting title of “Road to a free economy” (Kornai 1990), probably to depict
transition as the reversal of the “Road to serfdom” as argued in Hayek (1944).
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relationship between states and markets (chapter 5), and of the
relationship between globalization and regionalization,
especially in the countries that joined the EU in 2004 and 2007
(chapter 6).
The chapter on globalization and regionalization provides
a logical bridge to the subsequent four chapters(including the
two new ones), which all focus specifically on EU integration
issues. Indeed, one of the main merits of this book is that it
organically links transition with EU accession. We can largely
agree with the author that accession is not the end of transition,
but its logical continuation. It is again another key message of
the book that EU accession brings as many new challenges to
the development of new member countries as solutions to old
problems. The chapter titles are self-explanatory here: “Limits
to accession-driven transformation in Central Europe” and “A
non-stability and anti-growth pact for Europe?”. In the latter
chapter, indeed already in the first edition published in 2005,
the author was not afraid of taking an unpopular position against
the fashionable argument of the day that in EU accession
countries macroeconomic stability would not be conducive to
sustainable growth, and therefore they should aim for loose
monetary and fiscal policies. Recent history indicates that he
may well have been right. His own country disregarded
macroeconomic discipline for a long period of time. When the
inevitable correction came in late 2006 – the fiscal deficit was
approaching 10% of GDP – it was accompanied by riots and
other forms of social upheaval. Since then, nobody challenges
any more Csaba’s adherence to macroeconomic orthodoxy.2
The last four chapters of the book return to broader issues
in transition. They deal, successively, with transition in the
Russian Federation (chapter 11), the mutations of market
socialism (chapter 12), the issue of privatization and regulation
(chapter 13) and the nexus between institutions and growth
(chapter 14). In chapter 12, the author delves into the long history
of market reforms (“The viable impossible?”), including the New
Economic Policy of the Soviet Union in the 1920s, Tito’s
2

Not all politicians, however, have stopped preaching the “virtue” of
macroeconomic imbalances.
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Yugoslav model from the 1960s onwards, Hungary’s economic
reforms after 1968 and the opening up of the Chinese economy
since the introduction of reform by Deng Xiaoping. The choice
of the topics in these chapters reflects the fact that Csaba is first
and foremost an institutional economist. He is a particularly
active member of the European Association for Comparative
Economic Studies (Vice President in 1990-1994 and 1996-1998,
President in 1999-2000, currently a member of the Advisory
Board).
Scholars of international business and international
investment will appreciate that the book pays considerable
attention to the role of foreign direct investment (FDI) and
transnational corporations (TNCs) in transition. This is very
important because, for a long time, the majority of transition
studies neglected this issue. As Csaba’s compatriot, Peter
Mihályi, noted: “by emphasizing de-etatization and certain
aspects of corporate governance, policy makers in the East and
the West (Hungary included) for many years misunderstood the
raison d’être of privatization, and had a distorted idea of where
the priorities should be. […] In this model, FDI was not expected
to play a key role in privatization.” (Mihályi, 2001, pp. 61-62).
In contrast, scholars of FDI noted at the beginning of the
transition that due to the relative weakness of the nascent local
private sector and its limited experience with the functioning of
market economy, FDI and TNCs had to play a disproportionately
larger role in economic transformation than in the development
of other countries at a similar level of development (Dunning,
1993).
An inconvenience in the book’s treatment of FDI and TNCs
is that this discussion is spread over various chapters and sections
of the book. In the chapter on empirical evidence (chapter 3),
there is a detailed section entitled “Foreign direct investment –
Do we possess a key?” (pp. 64-68), and FDI figures again
prominently in the preliminary conclusions from empirical
evidence (pp. 68-70). In chapter 5, the analysis of the experience
of the front-runners countries deals partly with the topic
(especially pp. 118-122). The chapters on the Russian Federation
(chapter 11) and on market socialism (chapter 12) discuss the
FDI component of transition in two large countries (p. 282 for
Transnational Corporations, Vol. 16, No. 2 (August 2007)
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the Russian Federation and p. 331 for China). Finally, the chapter
on institutions and growth (chapter 14) puts the spotlight on
investment promotion policies (p. 377) and on the role of foreign
banks on financial intermediation (p. 382). The dispersal of FDI
issues over various chapters is understandable from the author’s
point of view, as he aims to provide a comprehensive picture of
the key aspects of transition, for which FDI is only a part.
While most of the issues related to the role of FDI in
transition are discussed well in the book, the role of FDI in EU
accession and the impact of EU accession on FDI are treated
only implicitly in the most part. A more explicit analysis could
start with questions on the relationship between economic
integration and FDI and the changing structure of FDI-related
production, which are only partly touched upon in this book.
We know already that accession to EU leads to a major shift in
the composition of inward FDI, while also giving it a new
impetus. The enlargement in 2004 indeed resulted in a change
in the composition of inward FDI in new member countries
towards higher value-added and more services-related FDI.
However, at the same time, their inward FDI plummeted in 2004,
to recover gradually afterwards (Hunya and Sass, 2005). Why
did this happen? Was it just a temporary drop resulting from a
wait and see attitude of investors with regard to the regulatory
uncertainty? Or did they also anticipate a potential increase in
production costs, as the full application of the rules and
regulations of the acquis communautaire requires additional
expenditure by business? Or did they think old Members would
pressure accession countries to increase their taxes? And when
it comes to the restructuring of industries, why is it that most of
us did not foresee that new countries could not just gain but
might also lose productive capacity during such rationalization?
These are issues which the author might consider incorporating
into future editions of the book.
A critical comment that might be added is on the FDI
statistics presented in the annex of chapter 3 (p. 87). Regrettably,
the data series stops at 2002. We know that one of the reasons
for this is the demise of the author’s main source of information,
the Economic Survey of Europe published by the United Nations
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Economic Commission for Europe (UNECE). Still, the last issue
of that series (UNECE, 2005) contained data at least up till year
2003. Moreover, the on-line statistical database of UNECE offers
further updates, and the FDI/TNC database of UNCTAD, the
main United Nations agency on such statistics, provides even
more detailed data, free of charge and on-line, which the author
could have used to update his table. One of the unintended
consequences of the lack of statistical updates is the author’s
limited attention to some new developments. For example, for
many years, we all contended that FDI in the Russian Federation
was relatively little because of the country’s investor
unfriendliness, and that the situation would not change any time
soon. However, since 2003, the inflows of FDI to the Russian
Federation have literally exploded – against the backdrop of
increasingly restrictive rules on inward FDI. It seems that the
need to access natural resources, for which global demand has
increased substantially, has overridden most concerns about the
business environment. Moreover, the sudden enrichment of part
of the Russian population on the back of high oil and gas prices
has provided an incentive for market-seeking investors, for
example, in banking.
These limited critical remarks, however, do not cancel or
lessen the merits of this excellent book. The author’s evaluation
of the development impact of FDI on countries in transition is
comprehensive and even-handed. On balance, FDI has had more
positive than negative impacts on transition. Going one step
further, one can say that, in hindsight, it is difficult to imagine
how transition could have happened at all without inflows of
FDI. That does not mean, however, that FDI has been the only
factor underlying success in transition. It has contributed to the
transformation of countries from centrally planned to market
economies in conjunction with an overhaul of the domestic
business sector, a redirection of external trade and financial links
with the world at large, macroeconomic stabilization and, last
but not least, social transformation. Without an interaction with
the latter processes, FDI would have created only an enclave
with little embeddedness in its host economy. The importance
of these processes is well documented in Csaba’s book. He also
points out that FDI is not a panacea to all problems arising from
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transition; its risks and negative impacts have to be
acknowledged, too. The book again does that in a reasoned
manner, for example, when discussing the consequences of
foreign ownership in retail banking.
All in all, this is a refreshing book. It is a comprehensive,
balanced, pragmatic and non-ideologized account of both
transition and what comes after. It avoids most of the problems
related to the over-econometrization of the dismal science. Csaba
puts all data analysis under a critical scrutiny. The fact that he
is from inside the region helps. Moreover, by putting the
economic analysis into the institutional and political context of
the societies concerned, the author is able to evaluate the
credibility of quantitative information. What follows from this
is a lucid and uncompromised analysis of transition with all its
complexities. However, Csaba is not a thriller writer. His
sentences tend to be dense, perhaps too long. Why does the magic
nevertheless work? Why is it that if you started reading the book,
you do not want to stop reading it? It is the excitement about
the topic and the quality of the analysis that keep you there.
You are encouraged to obtain a copy of this book and enjoy
it. Whether you are a scholar, a student, a public servant, or just
interested in finding out what is happening in formerly centrally
planned economies, I am sure you will find the book useful. It
can be used as a textbook or as reference material. We also hope
that the publisher, which is member of the international Wolters
Kluwer Group, has printed a larger number of copies than the
first edition. However, if you do not want to take the risk of
seeing it sold out, it is better to buy it now.
Kálmán Kalotay*
United Nations Conference on Trade and Development
Division on Investment, Technology and Enterprise Development
Geneva, Switzerland

* This review represents the personal opinion of the reviewer.
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Corrigendum
The December 2006 issue of this journal published an
article by Axèle Giroud and Hafiz Mirza, entitled "Factors
determining supply linkages between transnational corporations
and local suppliers in ASEAN" (vol. 15, no. 3, pp. 1-32).
However, one table and the appendix were omitted in error. We
apologize for this omission. This article should have the
following table on page 20:
Table 6. Linear Regression Models

Subsidiary characteristics
Strategic role
Experience in host economy

Reg. 1

Reg. 2

Reg. 3

Reg. 4

Reg. 5

.295***
(15.072)
.349***
(.943)

.288***
(14.724)
.367***
(.994)

.254**
(12.987)
.275***
(.744)

.270***
(13.800)
.279***
(.755)

.309***
(15.779)
.299***
(.807)

Mode of entry
Sales on the local market
Size of the subsidiary
Industry
Consumer electronics

198***
(11.754)

Other electronics
Textiles
Garments

-.242**
(-13.958)

Host economy
Cambodia

-.256***
(-20.012)

Malaysia
Thailand
Viet Nam
Home economy
United States
Japan
Europe
ASEAN
Others
Model statistics
Adj. R -sq.
F-value

Source:
Notes:

-.195***
(-17.872)

.255
15.059***

.286
11.959***

.298
12.581***

.307
13.125***

.283
11.799***

authors’ calculations
Significance levels: *** p<0.01, ** p< 0.05, * p < 0.1, all
two-tailed tests. Values for the independent variables are
standardized beta coefficients. The intercept was insignificant
in all models. All models were re-run without the intercept,
the results in terms of significance levels remained similar to
those presented in the models above.
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This article should have the following tables on page 34
as an appendix:
Appendix 1
Table A1. Number of subsidiaries by host and home countries
(Frequency)
Host economy

Malaysia

Home country
Japan
United States
Europe
3 NIEs
ASEAN
Others
Industry
Consumer Electronics
Other Electronics
Textiles
Garments
Total

Source:

Thailand

Viet Nam

Cambodia

Total Share (%)

10
7
5
4
0
1

9
2
2
8
0
4

7
1
3
8
3
0

0
1
0
5
4
1

26
11
10
25
7
6

30.5
12.9
11.7
29.4
8.2
7.0

7
18
1
1
27

5
16
1
3
25

8
3
3
8
22

0
0
0
11
11

20
37
5
23
85

23.5
43.5
5.8
27.0
100

authors’ calculations.

Table A2. Average share of inputs purchased locally: host
country by home countries and industry
(Percentages)
Host country
Home country
Japan
United States
Europe
3 NIEs
ASEAN
Others
Industry
Consumer Electronics
Other Electronics
Textiles
Garments
Total

Source:
Note:
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Malaysia

Thailand

Viet Nam

Cambodia

Total

37.1
38.5
15.0
40.0
0
60

49.8
20.0
25.0
21.8
0
43.7

12.0
60.0
15.0
28.7
10.0
0

0
0
0
0
0
0

34.1
37.0
17.0
22.6
4.2
39.1

34.4
32.5
90.0
20.0
34.7

39.6
36.7
50.0
13.3
35.0

31.1
8.3
8.3
18.8
20.4

N/A
N/A
N/A
0.0
0.0

34.4
32.3
33.0
9.5
26.8

authors’ calculations
The three NIEs (newly industrializing economies) are Hong
Kong (China), the Republic of Korea and Taiwan Province of
China.
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GUIDELINES FOR CONTRIBUTORS
I.

Manuscript preparation
Papers for publication must be in English.

Authors are requested to submit their manuscript by email
to Anne.Miroux@UNCTAD.org. The manuscript should be
prepared with Microsoft Word (or an application compatible
with Word), accompanied by a statement that the text (or parts
thereof) has not been published or submitted for publication
elsewhere.
If authors prefer to send by post, please send three copies
of their manuscripts to: :
The Editor, Transnational Corporations
UNCTAD
Division on Investment, Technology
and Enterprise Development
Palais des Nations
CH-1211 Geneva 10
Switzerland

Articles should not normally exceed 12,000 words (30
double-spaced pages). All articles should have an abstract not
exceeding 150 words. Research notes should be between 4,000
and 6,000 words. Book reviews should be around 1,500 words,
unless they are review essays, in which case they may be the
length of an article. Footnotes should be placed at the bottom
of the page they refer to. An alphabetical list of references
should appear at the end of the manuscript. Appendices, tables
and figures should be on separate sheets of paper and placed at
the end of the manuscript.
Manuscripts should be double-spaced (including
references) with wide margins. Pages should be numbered
consecutively. The first page of the manuscript should contain:
(i) title; (ii) name(s) and institutional affiliation(s) of the
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author(s); and (iii) mailing address, e-mail address, telephone
and facsimile numbers of the author (or primary author, if more
than one).
Transnational Corporations has the copyright for all
published articles. Authors may reuse published manuscripts
with due acknowledgement.
II.

Style guide

A. Quotations should be accompanied by the page number(s)
from the original source.
B. Footnotes should be numbered consecutively throughout
the text with Arabic-numeral superscripts. Important
substantive comments should be integrated in the text itself
rather than placed in footnotes.
C. Figures (charts, graphs, illustrations, etc.) should have
headers, subheaders, labels and full sources. Footnotes to
figures should be preceded by lowercase letters and should
appear after the sources. Figures should be numbered
consecutively. The position of figures in the text should be
indicated as follows:
Put figure 1 here
D. Tables should have headers, subheaders, column headers
and full sources. Table headers should indicate the year(s)
of the data, if applicable. The unavailability of data should
be indicated by two dots (..). If data are zero or negligible,
this should be indicated by a dash (–). Footnotes to tables
should be preceded by lowercase letters and should appear
after the sources. Tables should be numbered consecutively.
The position of tables in the text should be indicated as
follows:
Put table 1 here
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E. Abbreviations should be avoided whenever possible,
except for FDI (foreign direct investment) and TNCs
(transnational corporations).
F. Bibliographical references in the text should appear as:
“John Dunning (1979) reported that ...”, or “This finding
has been widely supported in the literature (Cantwell, 1991,
p. 19)”. The author(s) should ensure that there is a strict
correspondence between names and years appearing in the
text and those appearing in the list of references. All
citations in the list of references should be complete. Names
of journals should not be abbreviated. The following are
examples for most citations:
Bhagwati, Jagdish (1988). Protectionism (Cambridge, MA:
MIT Press).
Cantwell, John (1991). “A survey of theories of
international production”, in Christos N. Pitelis and Roger
Sugden, eds., The Nature of the Transnational Firm
(London: Routledge), pp. 16-63.
Dunning, John H. (1979). “Explaining changing patterns
of international production: in defence of the eclectic
theory”, Oxford Bulletin of Economics and Statistics, 41
(November), pp. 269-295.
All manuscripts accepted for publication will be edited
to ensure conformity with United Nations practice.
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READERSHIP SURVEY
Dear Reader,
We believe that Transnational Corporations, already in
its fourteenth year of publication, has established itself as an
important channel for policy-oriented academic research on
issues relating to transnational corporations (TNCs) and foreign
direct investment (FDI). But we would like to know what you
think of the journal. To this end, we are carrying out a readership
survey. And, as a special incentive, every respondent will
receive an UNCTAD publication on TNCs! Please fill in the
attached questionnaire and send it to:
Readership Survey: Transnational Corporations
The Editor
UNCTAD, Room E-9121
Palais des Nations
CH-1211 Geneva 10
Switzerland
Fax: (41) 22 907 0194
(E-mail: tncj@UNCTAD.org)
Please do take the time to complete the questionnaire and
return it to the above-mentioned address. Your comments are
important to us and will help us to improve the quality of
Transnational Corporations. We look forward to hearing from
you.
Sincerely yours,

Anne Miroux
Editor
Transnational Corporations
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TRANSNATIONAL CORPORATIONS
Questionnaire
1. Name and address of respondent (optional):

2. In which country are you based?

3. Which of the following best describes your area of work?
Government

Public enterprise

Private enterprise

Academic or research

Non-profit organization

Library

Media

Other (specify)

4. What is your overall assessment of the contents of Transnational Corporations?
Excellent

Adequate

Good

Poor

5. How useful is Transnational Corporations to your work?
Very useful

Of some use

Irrelevant

6. Please indicate the three things you liked most about Transnational Corporations:
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7.

Please indicate the three things you liked least about Transnational
Corporations:

8.

Please suggest areas for improvement:

9.

Are you a subscriber?

Yes

No

If not, would you like to become one ($45 per year)? Yes
Please use the subscription form on p. 165).
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I wish to subscribe to Transnational Corporations
Name
Title
Organization
Address
Country

Subscription rates for Transnational Corporations (3 issues per year)
1 year US$45 (single issue: US$20)
Payment enclosed
Charge my
Visa
Master Card
American Express
Account No.

Expiry Date
United Nations Publications

Sales Section
Room DC2-853
2 UN Plaza
New York, N.Y. 10017
United States
Tel: +1 212 963 8302
Fax: +1 212 963 3484
E-mail: publications@un.org

Sales Section
United Nation Office
Palais des Nations
CH-1211 Geneva 10
Switzerland
Tel: +41 22 917 2615
Fax: +41 22 917 0027
E-mail: unpubli@unog.ch

Is our mailing information correct?
Let us know of any changes that might affect your receipt of Transnational
Corporations. Please fill in the new information.
Name
Title
Organization
Address
Country
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technology and enterprise development, please visit:
Division on Investment, Technology and Enterprise Development,
DITE
http://www.unctad.org/en/subsites/dite
Transnational Corporations Journal
http://www.unctad.org/tnc
FDI Statistics online
http://www.unctad.org/en/subsites/dite/FDIstats_files/FDIstats.htm
World Investment Report
http://www.unctad.org/wir
Advisory Services on Investment and Training
http://www.unctad.org/asit
International Investment Agreements
http://www.unctad.org/iia
Investment Policy Reviews
http://www.unctad.org/en/investpolicy.en.htm
LDCs Investment Guides
http://www.unctad.org/en/investguide.en.htm
World Association of Investment Promotion Agencies (WAIPA)
http://www.waipa.org
United Nations Conference on Trade and Development, UNCTAD
http://www.unctad.org

Printed at United Nations, Geneva
GE.07– December 2007 – 2,890
UNCTAD/ITE/IIT/2007/2 (Vol. 16, No. 2)

United Nations publication
ISBN 978-92-1-112732-4
ISSN 1014-9562

