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1. Introduction

From the beginning of the 1990s, Central and Eastern European countries (CEECS)
have attracted an increasing amount of foreign direct investments (FDI). The prospects
for enlargement of the EU to include these countries have increased this phenomenon,
triggered fears in the current EU member coigst about the whole enlargement prockss.

The impact of the transition process on CEECs has been investigated by analyzing the
evolution of trade patterns. Trade flows, both emanating from Eastern Europe countries
and going to those countries, were subject fudahanges in the early years of transition.
Baldwin (1994) found that bilateral trade flows between CEE and EU countries were far
below their normal levels in 1989. However, Fontagné and Pajot (1999) and Nilsson (2000)
show that this trade potential appears to have been exhausted by the mid-1990s, which
confirms a rapid shift in trade patterns for these countries.

In this paper, we investigate whether the changes in inward FDI in those countries have
followed the same pattern of a rapid return to normal. If this is the case, we expect to
find the following results. In the early days of transition and even more so before the
beginning of the transition process, the distioe between countries in Eastern Europe and
Western Europe should be important to the location choice of foreign investors. However,
as the transition process proceeds, investoosill evaluate countridgadependently and
not consider whether they belong to the Eastern group. Hence, we investigate whether
the determinants of location decisions by foreign investors in Eastern Europe are similar
to those explaining location choices in Western Europe. We consider investments by
French multinational firms in EU and CEBuntries from 1980 to 1999, and analyze the
geographic structure of this choice. We compare the determinants of location choice in the
two parts of Europe to assess the existence of a possible East West divide in the decisions of
foreign investors. Finally, we investigate ctuges in this division as the transition proceeds
and enlargement gets closer. We use a nested logit model of location choices for French
firms to assess empirically these issues.

The existing literature on FDI location decisions in CEECs is scarce. Meyer (1995)
provides an overview of FDI in CEECs during the first part of the 1990s. This author
shows that services sectors have receivdostantial FDI, although manufacturing has
attracted most of the capital inflows. Meyer considers the main factor attracting FDI to
the CEECs to be the local market. Interestingly, production cost advantages do not appear
to be a dominant motivation for investing. &lpolitical, economic and legal environment
is also identified as a key factor for foreign investors. Bevans and Estrin (2000) confirm
the importance of institutional determinardnd suggest that announcement of progress
toward EU membership has a positive and significant influence on FDI inflows. Using a
survey of senior managers from 117 Western manufacturing firms, Lankes and Venables
(1996) study the characteristics of FDI. Determinants of FDI focused on distribution and
local markets are shown to be different from export oriented FDI. As expected, proximity
to consumers is dominant in the former, whereas factor costs advantages play a crucial role

1 The topic of East—West FDI location is even moreartant in the newly enlarged Europe as FDI inflows
to CEECs are expected to increase substantially. Basecc@xierience of previous enlargements, Bertola et al.
(2002) report estimates of a temporary doubling of FDI inflows in those countries due to enlargement.
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in the latter. Lankes and Venables (1996) also highlight a link between the control mode in
the organization and other determinants of FDI. Investors with an export-oriented strategy
favor wholly-owned ventures, while investors focusing on the local market are more
inclined to find a local partner. Penningsiaiiltomonte (2003) show it the probability of
investing by a foreigner is negatively and significantly influenced by uncertainty in CEECs.
Furthermore, the authors demonstrate that the effect of uncertainty works through its effect
on expected profitability, rather than tlugh an option value of delay in investment.

The remainder of the paper is structured as follows. The underlying theoretical
framework and the related empirical literatame described in Section 2. The econometric
models used in the empirical work are presented in Section 3. Section 4 describes the data.
The empirical results are presented in Section 5. Conclusions are presented in Section 6.

2. Theunderlying theory and therelated empirical literature

Recent theoretical work, under the rubric of the New Economic Geography (NEG) has
contributed to a renewal of the analysi§location choices. Fujita et al. (1999), Neary
(2001) and Fujita and Thisse (2002) prowidverviews of this literature. Endogenous
agglomeration of activities is a central cponent of this framework, with the observed
level of clustering of firms resulting from a trade-off between several centripetal
(agglomeration) and centrifugal (dispersion) forces. In the traditional trade literature,
agglomeration of industries is a by-product of specialization of countries along the lines
of comparative advantages dictated by exogenous differences. In contrast, agglomeration
occurs in NEG models because of the intéicat between increasing returns to scale
and transport costs which cause firms to concentrate production in a single plant and
locate this plant close to final demand. In addition, consumers have an incentive to locate
near firms because the agglomeration afdurction bids up factor prices and lowers the
price index due to savings on transport costs when living in areas in which the largest
number of varieties is produced. These pecuniary externalities trigger a circular process of
agglomeration as Krugman (1991) models.

According to this theoretical framework, the location choice of individual firms is
determined by market access and production costs. In NEG models, investors avoid areas
in which the cost of production is high anadcate in central places that guarantee good
access to the markets targefeihis market access effect is summarized in the market
potential of firms’ profits presented by Head and Mayer (2004). For our purpose, imperfect
competition is an importantement because the attractiveness of a country is a function not

2 Similar mechanisms of backward and forwandkkiges occur between firms linked through input—output
relationships. The producers of intermediate goodat® close to the buyers of their products and final goods
benefit from this large local pool d@fiputs as Venables (1996) stresses.

31n general equilibrium, central places attract many§irwhich bids up production costs. Hence, if firms have
no incentive to move, wages are a positive function efket access. Fujita et al. (1999) provide a theoretical
argument; Redding and Venables (2004) examine this oaksttip empirically. However, we study the adjustment
to equilibrium in which individual firms choose their loaati This decision will be associated negatively with
production costs and positively with market access.
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only of market access but also of the intensitgompetition. In countries where perceived
demand is high, many producers will be found, which leads to a dispersion effect due
to increased competition on the goods maikeffirms concentrate in the same area. To
summarize, the NEG theory predicts that location choice should be influenced positively
by the size of perceived demand and negédyityy production costs ahlocal competition
intensity, for which the usual proxy is the number of firms.

Markusen and Venables (1998) offer similar insights from a model of FDI related
to Brainard (1993). The literature on FDI mpides similar predictions about specific
location choice regarding producing at home and exporting versus producing abroad
through FDI. Some types of hon-pecuniargernalities are omitted intentionally in NEG
theory, although they may be important in the real world. Knowledge spillover is an
obvious mechanism that can generate additiagglomeration effects. Individual firms are
attracted to areas having numerous other pcedsibecause of the positive impact on their
productivity through spillovers. As a conseaqge, the overall impact of competitors on
location choice is ambiguous. The existence df®gers provides incentives for clustering
with other firms in the same industry, wheréasreased competitive pressures leads firms
to look for locations having fewer competitors. Which force dominates is an empirical
guestion.

Individual firm-level empirical studies of location choices by foreign investors support
the dominance of agglomeration forces over dispersion ones. At the national level,
Devereux and Griffith (1998) and Smarzynska (19@3tablish this conclusion. At a sub-
national level, Head et al. (1995, 1999), Hansen (1987), Head and Ries (1996), Guimaraes
et al. (2000), and Crozet et al. (2004) find the same result. Concerning the locational
choices of French multinationals in EUgiens at the end of 1993, Ferrer (1998) confirms
the dominance of agglomeration effects. Finally, Mayer and Mucchielli (1999) observe the
same phenomenon for location decisions of Japanese firms in Europe at both a national
and regional level.

The implications of these theoretical and empirical results are important. First, if the
probability that a location will attract FDI is an increasing function of the presence of
multinational firms, the spatial pattern of activity will consist of cumulative clustering
of industries ending up in a strong core-péery pattern. Second, authorities could use
promotional policies in order to reduce or to trigger these cumulative agglomeration
effects, which has important tax competition implicatiénighird, the relative strength
of agglomeration and dispersion forces depends crucially on the level of transaction costs
faced by investing firms when shipping thgibods to various markets in the area. From
the perspective of the enlargement of the Ecés of agglomeration and dispersion need
to be assessed to estimate the potential change in the economic geography of Europe when
the CEECs are given better access to western markets, and vice versa.

4 Smarzynska (1999) examines the impact of intellettproperty rights on investment decisions of
multinationals in transition economies using a probit model.

5 However, the results of several empirical studieggest that such incentives are weak (Wheeler and Mody,
1992 and Crozet et al., 2004), or even negative (Ferrer, 1998).
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3. Econometric models

In this paper, we use information about the locational choices of individual firms from
19 EU and CEE countries. Because each location decision is a discrete choice made
among several alternatives, the conditional logit model (CLM) of McFadden (1984) with
a qualitative endogenous variable is appropriate. Supposd thatl, . .., j, ..., n) is the
set of possible location countries. Each location offers a profit;cguch that

wj=Uj+¢;j,

whereU; is a function of observable characteristi€s, = bX;, i.e., X;, of location j,
and b, a vector of coefficients to be estimated; is the unobservable advantage of
locationj. Location; is chosen by a firm if the profit at this location is higher than profit
at any alternative location. Henabg probability of choosing locationis

Pj =Proln; > m;) = Prob(ex < &j +b(X; — Xp)), Vk#j.

If the error terms are independently and iteally distributed according to a type |
extreme-value distribution, éhprobability of choosing locatiofn becomes

P; Zebx,-/i:ebx,-_
i=1

In this CLM, the coefficients are estimated by maximum likelihood procedures. The
functional form of the CLM affords computational feasibility if the number of alternatives
is high. In addition, the property of the indeqgence of irrelevant alternatives (I11A), holds.
Hence the probability of alternativg being chosen over alternative given by P;/P;,
depends only on the characteristics of the two alternatives and not on any other third choice.

However, IIA implies that the error terms should not be more correlated within a
subsample of the choice set than across subsamples. Stated differently, all alternatives
should be comparable in terms of substitatipatterns. This assumption does not hold
in our case, because location choices of inmesare likely to have a nested structure.
A plausible decision structure has investors choosing first a region within Europe, East or
West, and then a country belonging to this region. Schematically, this can be represented
as a decision tree in which the higher level of the tree consists of the two European regions
and the lower level contains the countriefinging to each region. However, the upper and
lower level decisions are not independent. In addition to the attributes of each region, the
characteristics of all the countries locatedech region are considered by investors. The
choice of a country is also coitihnal on the choice of the régn. The nested logit model
(NLM)® allows such a decision structure of location choice; hence, we use this model to
estimate the relevance of the East—West structure in the location choices of French firms in
Europe.

Suppose that = (1,...,i,...,1) is the set of possible location regions and=
1,...,J,...,n;) is the set of countries belonging to regiarBeing located in country

6 Maddala (1993) provides a full description of this model.
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belonging to the regionyields a profit
mij = Vij + &ij,
whereV;; is a function of observable characteristics of locatioh;; = bX;; +a¥;. Unlike
in the previous model, some of these characteristics vary across both regions and countries,
i.e., X;;, but some of them vary across regions only, i}e., The probabilityof choosing

regioni depends on characteristics of this regiand also on characteristics of all the
countries belonging to the region. Hence, this probability is

l
Pi — ani‘HTiIi/Z anm"rO'mIm.

m=1

DefineJ; to be Iy, ; €”Xi¥), which is the inclusive value representing the maximal
utility expected from the choice of regian This value depends on characteristics of all
the countries located in regionin the second step, thegivability of choosing countryj
conditional on the choice of regiaris given by

n;

Pjji = ebxf//z e¥ik,
k=1
The probability ofchoosing country is
eXij

l
Pijj=Pji P = = (e”Yi+"fIf/Z e”Ym+UmI"’).
m=1

If the coefficient on the inclusive value, i.er, is estimated to be 1, the NLM collapses

to the CLM, in which countries are considered equivalent substitutes by investors. On the
contrary, ifo = 0, the upper nest is the only relevant decision in the location choice, which
means that countries inside the region are perfect substitutes. We use the NLM in what
follows to test these two possibilities.

4. Data

Our sample consists of 1843 location decisions of French firms in Europe from 1980 to
1999. The data come from the 2000 version of the database constructed by the Direction of
Foreign Economic Relations (DREE) of the French Ministry of Economic and Finances.
For each investment, the database reports the year of investment and the chosen country.
We have 19 potential host countries in the sample; these are 13 EU coliatrie® CEECs,
namely Bulgari& Hungary, Poland, Romania, Slovaniand ex-Czechoslovakia. The
unavailability of separated statistical series for Czech Republic and Slovakia before 1993,
which is the year of separation, forces us to aggregate these two countries for the entire

7 Data are aggregated for Belgium and Luxembourg.
8 For Bulgaria, the analysis covers the period from 1980 to 1997.
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Table 1

Independent variables: data sources and expected sign

Variable Definition Source Expected sign

NF French firms already located in the country DREE ?

GDP GDP CHELEM +

GDPICAP GDP per capita CHELEM +

DIST Weighted sub-national distance between REGIO (for the regional -
France and the host country population)

w Average wage per capita in manufacturing OECD -

UNEMPL Unemployment rate World Bank ?

EXCHR Exchange rate volatility IMF ?

FREE Free country Freedom House +

PNFREE Partly Free and Not Free country Freedom House var.

PR1 Country with political rights rated 1 Freedom House +

PR2 Country with political rights rated 2 Freedom House +

PR345 Country with political rights rated 3, 4, or 5 Freedom House +

PR67 Country with political rights rated 6 or 7 Freedom House var.

LI Annual liberalization index de Melo et al. (1997) +

CLI Cumulative liberalization index de Melo et al. (1997) +

ASSOC = 1if an association agreement is signed +

period. Of these 1843 observations, 1569 include Western Europe as a location and 274
Eastern Europe.

The data sources and the expected signs efkettplanatory variables are summarized
in Table 1. Following Head et al. (1995), agglomeration, dendtEdis defined as the
sum of one plus the cumulated number of French firms of the same industry located in the
country in the year before the location decision of a new firm is made. Hence, we assume
that the firm takes its own investment into account in determining the anticipated level of
agglomeration or dispersion forces in theuatry. Due to countervailing tendencies, the
expected effect of this variable on the Itioa decision is uncertain. Potential demand is
captured by the GDP of the host country. A firm will have more incentive to locate in a
country with high local demand if it intends to sell its product in the host country. However,
for export-oriented FDI local demand has no impact.

To control for the host country’s development level, we use GDP per capita. We
expect the probability of location to be positively correlated with this variable. In
addition, we control for the distance between France and host country, debkg&d
Distance is a proxy for the transaction coassociated with every investment decision
due to information asymmetries, cultural differences, and an unfamiliarity with the legal
framework. Distance is the sum of bilateral distances between capital cities of regions
weighted by the economic size of the regions, measured by the share of the population
living in the region? Bilateral distances are calculated using the great circle formula. We
expect distance to have a negative impact on location choice.

9 The regional disaggregation of EU countries faltothe NUTS Classification. For CEECs, we use the
statistical regions proposed by Eurostat based on the NUTS Classification.
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Regarding the labor market, labor cost is given by the average manufacturing wage
per capita, denote#/. Hence, the impact of labor costa tocation decision is expected
to be negative. In addition, we include a measure of unemployment, deldbtEMPL,
to take account of the large differences in tabdr market institutions in the countries.

A high unemployment rate may be a sigheth of the availaility of a large pool of
workers, which has a positive effect on location choice or of strong rigidities on the
labor market, which have a negative effect. However, involuntary unemployment was
non-existent in CEECs during the socialist period. Although these countries exhibited a
shortage of labor outside the firms, this phenomenon was combined with excess workers
within the firms. Unavailability of employable labor force is an obstacle for foreign firms,
considering these countries. Hence, the expected effect of unemployment is ambiguous in
our analysis.

To provide insights into the potential effects of CEE participation to the European
Monetary Union, we include a measure of exchange rate volatility, defto{&@HR and
estimate its effect on location decisions. Rose (2000, 2001) and Persson (2001) investigate
the impact of a common currency and of exchange rate volatility on international trade, and
find interesting but controversial results. We measure exchange rate volatility in country
at timer as the standard deviation of the first-difference of the monthly natural logarithm
of the nominal exchange rate during the ye&? Because of the drastic economic changes
in the CEECs during our sample period, the choice of the yeealy is appropriate. The
impact of exchange rate volatility depends on risk aversion and on the strategy of the
investors. Since both of these are unknove, ¢ffect of exchangete volatility cannot be
determined ex ante.

We also include several measures reflecting the institutional quality of each of the
two parts of Europe. These variables highlight the differences between the two regions
and strengthen the relevance of an analysis of location choices based on an East-West
structure. Bad institutions are often considered to be implicit taxes on the investor, e.g.,
corruption and low levels of protection of property rights. Wei (2000) argues that an
increase in the corruption level from that of Singapore to that of Mexico would have the
same effect on FDI as an increase of the tax rate from 18 to 50%. We use two different
measurements to test for the influence of institutional quality on location choices. The
first is the degree of freedom existing in a country. By averaging two ratings, one for
political rights and the other for civil liberties, Freedom House assigns each country to
one of these following categories: Free, Partly Free, or Not Free. In our estimations,
we take the first category by itself and denote the dummy variBBIEE but we pool
the last two categories as a single dummy variable, denBMEREE This pooling is
validated by the likelihood-ratio test. To confirm and develop the results obtained with
this measure, we also use the political rights rating constructed by Freedom House. The
annual survey rates political rights on a scélom 1 to 7, with 1 representing the best
rating and 7 the worst. This polytomic valile is divided into seven categories; each
of the first two categories is designated as a dummy variable, denofekand PR2

10 The default measure for exchange rate volatility used by Rose (2000) is the standard deviation of the first-
difference of the monthly natural logarithm of the béeal nominal exchange rate in the five years preceding
yeart.
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respectively. Categories 3, 4 and 5 are pooled and deRi&d5 In addition, categories 6
and 7 are pooled and identified BR67 These poolings are validated by likelihood-ratio
tests.

High institutional quality inceases the attractiveness of a country to a foreign investor.
Econometrically, the estimated coefficients bage institutional variables are interpreted
relative to a reference variable. HencePXIFREEis the reference variable, a significant
and positive coefficient oRREE suggests that a stronger degree of freedom influences
positively the probability of a country beincghasen by a foreign investor. We test the
sensitivity of our results for the CEECs with respect to the measurement of institutional
quality. Two indexes of economic liberalization are substituted for our measure of
institutional quality. First, an annual liberalization index, denotédis used; then a
cumulative liberalization index, denotdtl l, is defined as the sum of a country’ss
throughout the relevant period (as in de Melo et al., 1997). The ihilég measured as
a weighted average of internal markets liberation, external markets liberalization, and
private sector entry. Indexes are available from 1989 to 1994; based on EBRD indicators,
indexes are computed up to 1959,

Table 2 provides summary statistics for all those variabéghey are used in the next
section as the determinants of location choices by French multinational firms. We proceed
to those estimations in two steps. First, considering all host countries on an equal ground,
with the conditional logit model, and then testing the relevance of an East—West structure
in the decision of firms, with the nested logit model estimation.

Table 2

Summary statistics

Variable Minimum Maximum Mean Std. Dev.
GDP (billion USD) 763 245826 26350 41927
GDP/CAP (USD) 8631 3476891 1172941 867418
Distance (km) 494 204011 119605 45710
Wage (USD) 2152 8018522 1779506 1474429
Unemployment (%) 0 247 7.65 514
Exchange rate volatility 0 61 003 005
FREE 0 1 082 038
PNFREE 0 1 018 038
PR1 0 1 071 046
PR2 0 1 011 032
PR345 0 1 005 021
PR67 0 1 013 034
Liberalization index B6 095 079 013
Cumulative lib. index 016 932 456 235
ASSOC 0 1 011 031

11 de Melo et al. (1997) provide an explanation of this procedure.
12 Summary statistics by country and the correlatinatrix are available from the authors.
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5. Results

Table 3 presents the estimation results concerning the determinants of location choice
without taking into account a possible uppevdetree structure, i.e., Eastern versus
Western Europe, in the decision process. The coefficients for the entire period from 1980
to 1999 are reported in columns (1) and (2). We divide the sample into two sub-periods,
namely 1980 to 1990 and 1991 to 1999, to capture any change in location decisions
made before and after the fall of the communist regime. These coefficients are found in
columns (3) and (4) and columns (5) and (6), respectively. The overall fit of the estimations
is consistent with that found in comparalgapers using conditiohéogit techniques on
location choices. In general, the different@®hinants have the expected signs and their
magnitudes match with existing comparable work using logit models of location choice

Table 3
Location choice of French firms in Europe: the conditional logit model
Model (1) ()] 3) 4 (5) (6)
Ln NF 0.46™ 0.45™ 0.46™ 0.45™ 0.49™ 0.46™
(0.04) (0.04) (0.07) 0.07) (0.05) (0.05)
Ln GDP 0.35™ 0.35™ 0.35™ 0.35™ 0.36™ 0.38™
(0.03) (0.03) (0.04) (0.04) (0.04) (0.04)
Ln GDP/CAP —0.34" —0.44" —0.70™ —0.77™ 0.17 —0.08
(0.15) (0.18) (0.22) (0.24) (0.26) (0.29)
Ln DIST —0.88™ —0.89™ —0.84™ —0.83™ —0.74™ —0.78™
(0.09) (0.10) (0.14) (0.14) (0.14) (0.14
Ln W —0.33™ -0.36™ —0.05 —0.09 —0.71™ —0.62™
(0.12) (0.13) 0.17) (0.18) (0.20) (0.20)
Ln UNEMPL 0.37™ 0.30™ 0.60™ 0.56™ —0.01 —0.05
(0.07) (0.07) (0.10) 0.1D) 011 0.12)
EXCHR —2.18" —250™ 2.65 —2.03 —2.28™ —2.14
(0.98) (1.08) 4.12 4.67) (1.10) (1.11)
FREE 1.83™ 2.09™ 0.84™
(0.24) (0.44) (0.28)
PNFREE ref. var. ref. var. ref. var.
PR1 4.09™ 3.36™ 1.16™
0.73) (0.76) 0.3D)
PR2 355" 2.81™ 0.76™
0.73) (0.75 (0.28)
PR345 2617 1.89"
(0.75) (0.84)
PR67 var. var.
Observations 1843 1843 825 825 1018 1018
Pseudar? 0.152 Q156 0221 0223 0108 Q109

Notes The dependent variable is location choice. Columi)sapd (2) contain the coefficients for the entire
sample from 1980 to 1999. Columns (3) and (4) consider the initial time period from 1980 to 1990, while
columns (5) and (6) report the results for the lateiquefrom 1991 to 1999. Standagdrors in parentheses.

* Significant at the 10% level.

* Idem., 5%.

*kk

Idem., 1%.
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(Head et al., 1999 and Guimardes et al., 2000, for instance). All continuous variables
are in logs, so that the coefficients are approximations of the elasticity of the probability
of choosing a particular country with respect to the explanatory variable for the average
investort3

Location choice is influenced positively by local demand. In addition, the greater is the
distance between the French investor and the host country, the smaller is the probability
of that country being chosen. The results also reveal the presence of agglomeration
effects; the location of French competitors imparts a consistently positive and significant
impact on the attractiveness of potential host countries. Ferrer (1998) finds a similar
result for the overall location patterns of French firms in EU countries at a regional
level. Wheeler and Mody (1992) and Devereux and Griffith (1998) observe the same
phenomenon for location decisions of American firms, while Head et al. (1995) and Mayer
and Mucchielli (1999) reach the same conabusfor Japanese firms. The results support
the argument that positive non-pecuniary engdities, e.g., technological or informational
spillovers, are sufficiently important to more than offset the adverse competitive effect
of spatial clustering on firms’ profits. Our estimated coefficient indicates that a country
that experiences a 10% rise in the number of local French affiliates in the same industry
increases the probability of being chosen in the future from 4.5 to 4.9%.

The labor cost variable has a negative and significant influence on location choice
in the entire sample and in the later sub-period, but the effect in the earlier period is
not significant. Insignificant or even positive results on wage variables are very frequent
(Devereux and Griffith, 1998; Head et al., 1999; Guimardes et al., 2000). This might in
particular result from the high skill intensity of foreign affiliates that dominates the labor
costs argument in the location choice. Asstbabove, the expected sign on unemployment
rate is ambiguous. A high unemployment rate might be a deterrent to FDI if it signals
imperfections in the labor market, but it could also attract investors if it means that a large
pool of workers is available locally. The empirical results reflect this ambiguity with a
positive influence in the first period and an insignificant though negative influence in the
second one. Exchange rate volatility has a negative effect that is significant in the later
sub-period. This effect is also substantially higher than the one obtained for trade flows by
Rose (2000), although Rose’s focus is on the effect of common currency ortfrdding
a sample of 42 developingantries receiving FDI frm 17 OECD countries from 1984
to 1996, Bénassy-Quéré et al. (208hpw that volatility reduces FDf In addition, they
find this effect to be higher when host and investor countries are close. The authors suggest
that, when the distance between the two pté&dpartners is large, the costs associated
with distance override those associated with volatility.

Contrary to our expectations, GDP per capita has a negative impact on location
choice. However, the institutional variables are highly correlated with income per capita

13 The coefficient is closer to this elasticity as the number of alternati¥esn the choice becomes large
because the elasticity for the average investor can be shown to equal the coefficieriiMirnés/N .

14 When multilateral resistance effects are included, the results are reduced significantly, although they remain
large (Rose and van Wincoop, 2001).

15 Bénassy-Quéré et al. (2001) measure volatility as thefficient of variation of the quarterly nominal
exchange rate of the host country versus the investing country over the past three years.
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and the estimated coefficients on both measures of institutional quality, i.e., degree of
freedom and political rights, are significant and posifi®¢lence, institutional quality is

an important determinant of location choice. Over the whole period and for the earlier
sub-period, the estimated coefficients aretipalarly large. As expected, the coefficient

on PR1is larger than the one oRR2 and coefficient orPR2is larger than the one

on PR345 Furthermore, the influence of the institutional variables decreases over time,
perhaps reflecting a convergence in the levels of institutional quality between potential
host countries. Therefore, an improvementtie institutional framework is an important
indicator to foreign investors.

These estimations on the entire sample do not discern possible differences in the
regional influence of each determinant. fwvestigate whether the influence of each
determinant is similar for the Eastern and Western parts of Europe, two approaches
are possible. First, a descriptive view candigained from separate estimations of the
determinants of location choice for CEE and EU countries. Due to space constraints, we
report only the overall results but details of the separate estimations are available from the
authors. These estimations highlight divergences in the determinants of location choice of
French firms in Eastern and Western Eurdpeparticular, GDP has a weaker influence
for EU countries than for CEECs. These estimations also indicate weaker agglomeration
effects in CEECs than in EU countries, whicbuld be explained by stronger competition
between firms in these countries, getig@ dispersion of economic activities. An
alternative interpretation is in forward @mackward linkages, in that affiliates in CEECs
rely heavily on intermediate products from France and other EU countries. From this
perspective, input and output linkages witleithassociated externalities would be smaller
in CEECs than in EU countries where a larger proportion of inputs can be purchased
locally. Finally, exchange rate volatility has no influence on location decisions within the
group of CEECs. Hence, exchange rate volatility is important only if it relates to an East
versus West choice rather than to a country choice inside the CEE region.

The second approach involves testing extlidor an upper-level structure in the choice
among nations in Europe. An assessment of the relevance of the East—-West divide in the
decision tree is provided by the nested logit model.

Table 4 presents the results of these estimattiétunlike in Table 3, the coefficients in
columns (1) and (2), correspond to the later period from 1991 to 1999. We also consider the
following three sub-periods: 1991 to 1993 in column (3), 1994 to 1995 in column (4), and
1996 to 1999 in column (5). A measure of thatitutional quality is included in the first
column because most of the countries are in the free category from 1991 to 1999. At the
regional, supra-national, level, all the information relevant to a choice between Eastern and
Western Europe is contained in the inclusive value. As we emphasized above, the inclusive
value for each region consists of all relevatitibutes of the countries that belong to that
region. We cannot identify any relevant attribute that would vary among regions but would
be constant across countries in each region.

16 No country receives a rating of 6 or 7 during the period from 1991 to 1999. Therefei5is the reference
category for the estimation in the later period.
17 Due to the lack of data for Bulgaria aft@®97, estimations do not include this country.
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Table 4

Location choice of French firms in Europe: the nested logit model

Model 1) 2 (3) (@) (5)

Ln NF 0.68™ 0.71™ 0.62™ 0.70™ 0.83™
(0.06) (0.06) (0.10) 0.13 (0.10)

Ln GDP 0.30™ 0.29™ 0.42™ 0.24™ 0.20™
(0.04) (0.04) (0.07) (0.09) (0.08)

Ln GDP/CAP —0.10 —0.13 —0.65 105 —0.18
(0.29) (0.29) (0.51) 0.79) (0.43)

Ln DIST —0.70™ —0.60™ —0.89™ —0.69™ -0.13
0.17) (0.16) (0.24) (0.3% (0.30)

Ln W —0.68™ —0.51" —0.57 —-0.88 —-0.33
(0.25) (0.24) (0.40) (0.67) (0.36)

Ln UNEMPL —0.06 —0.06 —0.16 035 -0.17
(0.12) (0.1 0.17) (0.29) 0.19

EXCHR —1.81 —4.79™ —6.00™ —-0.81 —1368"
(2.08) (2.00) (2.29) (16.66) 8.22)

FREE 1.03™
(0.32)

PNFREE ref. var.

Inclusive value 1™ 077" 0.47™ 0.51™ 0.92™
(0.08) (0.06) (013 0.07) 0.12)

Observations 1008 1008 430 223 355

Pseudar? 0.141 Q139 Q151 Q147 Q137

Notes The dependent variable is location choice. Coluni)sagd (2) contain the coefficients for the years of
the sample ranging from 1991 to 1999. Column (3) considers the first time period from 1991 to 1993, column (4)
reports the coefficients for the period from 1994 to 1995, wtnlleimn (5) presents the results for the later period
from 1996 to 1999. Standardrers in parentheses.
* Significant at the 10% level.
™ 1dem., 5%.
™ Idem., 1%.

The NLM coefficients in column (1) of Tde 4 are directly comparable to the CLM
ones in column (5) of Table 3, only their interpretation differs. Results from the NLM
estimation provide information about the influence of variables on the choice of country
within each nest (Eastern and Westerndpa), while the CLM model does not consider
such a distinction. Comparing the results, we note that, during the entire period from 1991
to 1999, the determinants inside each group are very similar. This pattern is confirmed by
the estimated coefficient on the inclusive value, which is within the expected 0-1 range, but
not significantly different from 1. The only important difference concerns GDP per capita,
which exerts a positive influence (although insignificant) on FDI, only when the East—
West structure of the choice is neglected gaing that the attractiveness of high GDP per
capita is relevant when choosing a locatimtweerthe two groups of countries, nafthin
each group. Column (2) of Table 4 presents results from the same NLM estimation, only
omitting the institutional variablEREE Results are largely sihar, with the noticeable
exception of the inclusive value coefficiemiw indicating a higher relevance of the East—
West structure in the location choice. A natural interpretation is that the East—West divide
apparent in the choices of French investor is mostly “institution-based.” Controlling for
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institutions in the analysissduces the difference between the two groups. Although this
interpretation would need to be verified using the choices of investors from other origin
countries and better proxies for institutioritkis suggests that the convergence of the
institutions in CEECs to Western standdftisould gradually make this group of countries

part of a global group of European countries in the eyes of investors. In the estimations,
this would yield a gradual increase of the inclusive value coefficient towards the value of 1.
Columns (3) to (5) reveal that this is indetite case. Over the three periods covered by
those columns, the coefficient estimates of the inclusive value are consistently between 0
and 1, which confirms the relevance of an East—West structure in the location choice
of French multinational firms in Europe. He® competition among countries to attract
foreign investors occurs more within either the group of CEECs or the group of EU
countries rather than between CEE and EU countries. Taking columns (3)—(5), the inclusive
value increases from 1991 to 1999. An increase in this coefficient means that the East—West
tree structure is less and less relevant, i.e., that CEECs are becoming closer substitutes to
EU countries. In addition, the difference betan the estimated coefficient for the first and

last sub-periods, i.e., 1991 to 1993 and 1996 to 1999, is significantly different from zero.
Our results suggest an increased similarity of countries in Eastern and Western Europe as
host countries for FDI. The estimated coefficient on the inclusive value for the years 1996
to 1999 is in fact not significantly different from 1, suggesting that the Eastern European
countries are in fact considered on the same ground as the Western European countries for
the most recent period.

To summarize, our econometric estimations concerning the location choices of French
firms in EU countries and CEECs from 1980 to 1999 indicate that these choices are
geographically nested. French firms choosegiorg i.e., Eastern or Western Europe, and
then they choose a country within that region. Our empirical approach provides a measure
of the gap between CEE and EU countries in the opinion of French investors. This gap is
shown to decrease over time, indicating a rise in the substitutability of Eastern and Western
European countries in the eyes of foreign investors.

6. Conclusion

We analyzed the location choices by Femultinational firms in Europe from 1980 to
1999. Our attention was focused on the determinants of location and on a possible East—
West divide in those determinants, using information on the countries chosen by individual
investors among a set of 13 EU and 6 CEE countries. Our econometric analysis makes
use of both conditional and nested logit models. The latter enables to test the empirical
relevance of the East—West divide in the choice of investors. Firstly our results confirm
that variables traditionally included in empirical work on location choice are relevant for
French investors. Market size and agglomeration effects are key determinants of a country’s
attractiveness. We also investigated the réiastitutional variables and found that they are

18 Thereis indeed such a convergence in our (admittedly cieid&Evariable. All EU countries are considered
free in the 1991 to 1999 period, versus 50% of the CEECs in 1990, this ratio increasing to 100% from 1996
onwards.
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important in the location choice. Regarding the structure of the location choice, we found
evidence of an East—West divide. Frenchieistors generally view CEECs as a distinct
group of countries. This distinction is however loosing relevance over time, to the point
that it has ceased to be relevant by the end of the 1990s.

The results can also be interpreted to explthe cause of the divide between the
two parts of Europe for FDI location. Institutions seem crucial in this respect. When the
institutional aspects of host couigts are controlled for, the determinants of location choice
by French multinational firms inside Eastern Europe do not differ significantly from the
causes of the choice among EU host countrigse institutions of those countries are
undoubtedly progressing towards the current EU members’ standards, and the European
Commission is urging CEECs to actually accaterthis movement in the prospect of the
enlargement. There is therefore an optimistic interpretation to our results in terms of policy
implications. As far as FDI is concerned, the main difference between those countries
and current EU members would be a difference in (broadly defined) institutions: CEECs
started their transition towards the marleeonomy with institutions inherited from the
former system and also corresponding to thevel of development. This initially made
those countries very different from Western European countries in the eyes of investors
and probably hindered FDI to a certain extent. Those institutions have changed however,
and this change seems to have quickly a#dcthe patterns of foreign investments by
French firms. Like trade flows, movements of capital in those countries seem to now
follow more “standard” patterns. The pastcaongoing insistence on institutional reform
in those countries by EU members might therefore have had a positive impact on FDI. Past
enlargement experiences like the entry of Spain and Portugal also point to optimism. Those
two countries were also initially considered tousey different from the existing members,
which triggered fears that have proven to be largely unfounded. A less optimistic view for
the future might come from regional policy side of location choices in those countries. If
location patterns of FDI in those countries follow a “normal” path, it will certainly result
in a highly unequal distribution of affiliates among and even within CEECs. Whether
this spatial agglomeration of FDI is a gooad a bad thing is still subject to theoretical
debates. What is however clear empirically is that, despite important efforts, regional
policies have been at best a minor determinant of the location of FDI in the EU, unable
to counterbalance agglomeration tendescle addition, European funding for lagging
regions in the CEECs will be implemented only gradually, which makes the prospects of
widening spatial inequality even more likely.
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