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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.
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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 multi-
faceted 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.
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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
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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 resource-
seeking 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.
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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 export-
oriented 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
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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
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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 short-
term 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.
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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 sub-
sections 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 sub-
section 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
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Source: 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 under-
represented 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 medium-
sized 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
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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



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

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
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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:

Table 2.  The explanatory variables
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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 -       .

It should be noted that the pseudo-R2 is not analogous to
the R2 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
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Source: EBRD, World Bank, UNCTAD, various years.
Note: 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
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Source: 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.
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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
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Source: authors’ analysis.
Notes: (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
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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
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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
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Source: authors’ analysis.
Note: 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
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Source: authors’ analysis.
Note: 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
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Source: authors’ analysis.
Note: 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
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Source: authors’ analysis.
Note: 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
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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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