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Abstract

Using an extensive data set on foreign invested enterprises (FIEs) in the
Chinese mainland, we explore the role of regional economic institutions as
well as other more traditional factors in determining the locational choice
of foreign direct investment (FDI). In particular, we compare the sensitiv-
ities of FDI from six major source countries/areas (Hong Kong, Taiwan,
US, EU, Japan and Korea) toward the variation in economic institutional
strength across China’s regions. It is found that FIEs from the source coun-
tries/areas that are institutionally or culturally more remote from China
exhibit a stronger aversion to regions with weaker economic institutions.
Both the separate regression analysis for FDI from each major source coun-
try/area and the pooled regression analysis for FDI from all the six major
source countries/areas lend support to this finding. Moreover, this pattern
is more salient when FDI takes the form of fully-owned enterprises (FOEs)
than when it takes the form of joint ventures (JVs).

!>From the Chinese University of Hong Kong, University of Hong Kong and Univesity
of Hong Kong respectively.



1 Introduction

As a central part of the globalization process, foreign direct investment (FDI)
has substantially changed the landscape of the world economy in the past few
decades. Attracting FDI inflow is placed at the top of the agenda for most
countries. What determines where FDI goes has long remained an intriguing
question to academics and policy-makers. There is still much debate about
what factors and policies most influence the location decision of multina-
tional enterprises (MNESs) in the global marketplace. The conventional view
puts much emphasis on the impacts of agglomeration economies, market
size, taxes, trade policies, exchange rate and interest rate policies, produc-
tion costs, infrastructure adequacy, etc. on FDI locational choices. Recently,
more attention has been paid to the economic institutions of the FDI re-
cipient countries. Economic institutions refer to the various dimensions of
institutions that ensure the smooth operation of a market economy such as
contract enforcement, property rights protection, government efficiency and
government intervention in business operations.

This paper investigates the importance of economic institutions in addi-
tion to the more conventional factors like agglomeration economies, produc-
tion costs and infrastructure as determinants of FDI locational choices. In
particular, we explore how the interplay of the institutional features of the
FDI source countries and the host regions in China shapes the locational
choices of MNEs in different regions with varying institutional quality. In
other words, we address the issue of whether FDI from different source coun-
tries/areas exhibits different sensitivities to the economic institutions of host
regions based on the degree of difference in institutions and culture between
home and host countries.

The decision of a foreign-invested enterprise (FIE) to enter a foreign mar-
ket depends crucially on its knowledge and experience with the local market.
FIEs typically give priority to the markets perceived to be psychologically
closer. It is argued that psychically close countries can reduce uncertainty
over investment prospects and facilitate learning about the target countries
(Johnson and Vahlne, 1977, 1990; Kogut and Singh, 1988). However, the
psychic distance in turn depends on the proximity in culture and institutions
between the FDI source country and host country. FIEs from the coun-
tries/areas that are institutionally close to the host country may easily apply
their experience in dealing with bureaucrats and government agencies in the
home country to coping with bureaucrats and government entities in different
regions of the host country. However, FIEs from the countries/areas that are
institutionally remote from the host country may find it difficult in maintain-
ing frequent contacts with bureaucrats and government agencies in the host



country because their experience with home governments cannot provide a
useful guide to their endeavor in the host country. Therefore, institutional
proximity can facilitate the adaptation of FIEs to institutions in the host
country.

Cultural proximity can also play an important role in affecting the adapt-
ability of FIEs to local institutions in the host country. FIEs from coun-
tries/areas that are culturally close to the host country may find it easier
to learn to adapt to the different institutions in the host country. In other
words, cultural proximity can alleviate the negative impact of institutional
differences on FDI entry. For instance, FIEs from Hong Kong and Taiwan
encounter a completely different institutional environment when they enter
the Chinese mainland. But the sharing of the same language and cultural
heritage enable FIEs from these two areas to learn quickly how to build up
connections with the mainland bureaucrats. Thus, in our opinion, FIEs from
home countries/areas that are institutionally and /or culturally proximate to
the host country may find it easier to adapt to the local markets, institutions
and business environment. Then they will be less sensitive to local economic
institutions when they make decisions on FDI location.

We investigate the issue of how the cultural and institutional distances af-
fect the sensitivity of MNEs toward local institutions in FDI location choices
by looking at how FIEs from some major FDI source countries/areas choose
FDI location among different regions (i.e., provinces) in China. In recent
years, China has emerged as one of the largest FDI recipient countries in the
world. FDI is widely agreed to be one primary engine for China’s economic
growth. World Bank (1997) credited FDI as a main driving force behind
China’s economic miracle. At the same time, China is a vast country with
substantial regional disparity in economic institutions as well as infrastruc-
ture, production costs, human capital endowments and industry agglomera-
tion. This rich variation across regions makes China an ideal setting to study
the impact of economic institutions on FDI locational choices.

China is also a country whose inward FDI comes from a rich variety of
sources. Based on the FDI value, Hong Kong, Taiwan, US, European Union
(EU), Japan and Korea are the major source countries or areas. They exhibit
a wide variation in cultural and institutional distances to mainland China.
For instance, EU and US are very remote from China in both culture and in-
stitutions. However, sometimes the cultural and institutional distances could
deviate from each other. For example, Hong Kong is an ethnically Chinese
economy. In terms of culture, it shares the same Chinese culture with the
Chinese mainland. However, Hong Kong had been a British colony for more
than 100 years and, as a result, has adopted the British-style government and
legal institutions. In the post-colonial era, Hong Kong has retained most of
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these institutions. This rich variety of FDI sources makes China an ideal
setting to examine how the cultural and institutional distances between the
source and recipient countries shape the FDI locational choices.

We are particularly interested in whether cultural and institutional sim-
ilarities/dissimilarities between the FDI source countries/areas and China
affect the sensitivity of FDI flows to the economic institutions of different
regions in the Chinese mainland.

When we look at FDI in China, one striking feature emerges: FDI exhibits
a highly uneven distribution across regions with the east coast taking the
lion’s share. What determines this spatial distribution pattern of FDI in
China? Are the conventional factors such as infrastructure adequacy, human
capital endowment, and industry agglomeration able to account fully for the
pattern?

Using an extensive firm-level dataset on FIEs in China, we employ dis-
crete choice model developed by McFadden (1974) to examine the factors
determining the locational choices of FDI from Hong Kong, Taiwan, US,
EU, Japan and Korea. Our empirical analysis shows that FIEs from source
countries that are more remote institutionally or culturally from the Chinese
mainland exhibit a higher degree of sensitivity toward regional economic in-
stitutions in their choice of FDI location.

We further investigate the impact of regional economic institutions on the
location choices of joint ventures (JVs) and fully owned enterprises (FOEs),
i.e., the subsidiaries of MNEs. In terms of entry modes, FDI can take various
forms. In our dataset, we find that FIEs typically set up a JV with a local
partner firm or establish an FOE. We expect that regional economic institu-
tions would exhibit different patterns in influencing FDI location choice for
FIEs that enter China in the form of JVs or FOEs. It is likely that local part-
ners in JVs can help deal with local governments and overcome the barriers
posed by the inadequacy of local economic institutions so as to smooth busi-
ness operations, while FOEs have to cope with local governments on their
own. Therefore, we expect that FOEs are more sensitive to regional economic
institutions than do JVs in their location choice. Depending on whether FIEs
come from culturally and institutionally close or distant countries/areas, we
expect that JVs and FOEs from different sources exhibit different sensitivi-
ties to the variation in regional economic institutions in location choice. More
specifically, if FOEs are more sensitive to regional institutions than do JVs,
this differentiation will be more salient for FDI coming from more institution-
ally or culturally distant source countries/areas. In the empirical analysis,
we do find that FOEs exhibit stronger responses to regional economic insti-
tutions in location choice than JVs do when they come from sources that are
more culturally, and especially institutionally, remote from China.
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As the largest FDI recipient country, China has recently caught much
attention in the academic literature on FDI locational choice. For instance,
Head and Ries (1996), Cheng and Kwan (2000), He (2002), Chang and Park
(2005), and Amiti and Javorcki (2005) address the effects of agglomeration
on FDI location determination in China. Belderbos and Carree (2001), Fung,
lizaka and Parker (2002), Zhou, Delios and Yang (2002), and Fung, lizaka
and Siu (2003) examine a host of FDI location determinants, but they did
not touch upon the roles of agglomeration and institutions. Limited by the
unavailability of firm-level FIE data, most of these studies only include city-
level, region-level or industry-level data.

The studies of the impact of institutions on FDI flows have grown quickly.?
In a cross-country study using aggregate data, Wei (2000a, 2000b) finds that
corruption in a host country substantially deters inward FDI. More recently,
Campos and Kinoshita (2003), Anghel (2005), Benassy-Quere, Coupet and
Mayer (2005), Trevino (2005), and Hyun (2006) use aggregate FDI data to
conduct cross-country studies to examine the impact of institutions on FDI
flows.

This study contributes to the literature in several aspects. First, our
study provides a new perspective on the interrelationship between economic
institutions and FDI flows. We demonstrate that the impact of economic
institutions on FDI locational choice varies significantly from one FDI source
country to another based on their institutional and cultural proximity to
China. To the best of our knowledge, our paper is the first one that system-
atically examines how cultural distance and institutional distance between
the source and host countries affects the sensitivity of FIEs toward local in-
stitutions. Though Habib and Zurawicki (2002) examine the impact of the
absolute difference in the corruption level between the host and home country
on FDI flows, we conduct a much more systematic analysis of the distance
in various dimensions of institutions between host and home countries.

Second, our single country study is more powerful in capturing the vari-
ation in de facto institutional strength than do cross-country studies. As a
matter of fact, cross-country studies are likely to confound numerous factors.

2As an exception, Chang and Park (2005) employ the firm-level data to examine the
determinants of FDI location choice of Korean firms in China. However, they mainly focus
on the role of agglomeration effects without considering regional institution strength.

3In recent years, various cross-country and within-country studies such as, among oth-
ers, Besley (1995), Knack and Keefer (1995, 1997), Mauro (1995), Hall and Jones (1999),
La Porta, Lopez-De-Silanes, Shleifer and Vishny (1999), Acemoglu, Johnson, and Robin-
son (2001, 2002) (See Pande and Udry (2005) for a brief review) have produced largely
consistent results that a high quality of economic institutions contributes to a good eco-
nomic performance. This provides the general background for the study of the impact of
economic institutions on FDI flows.



In contrast, our single-country analysis allows us to hold constant many as-
pects such as political system, legal tradition, de jure legal codes, culture and
language, national tax policies, exchange rates, and trade policies that could
vary dramatically across countries. This helps us single out the aspects of
institutional quality that are most closely related to the effectiveness of law
enforcement and the efficiency of economic institutions.

Third, as far as we know, ours is the first study that examines the impacts
of economic institutions and institutional or cultural distances on FDI loca-
tional choice by using firm-level data. In so doing, we can virtually minimize
the concern for endogeneity (including reverse causality) issue in econometric
analysis.

The rest of the paper is organized as follows. Section 2 discusses the data
and variables. Section 3 lays out the empirical estimation strategy. Results
are discussed in Section 4. Section 5 concludes the paper.

2 Data and Variables

2.1 Data

Our data come from a broad dataset of FIEs in China compiled by China Na-
tional Bureau of Statistics. This extensive dataset on FIEs contains 150,602
FIEs in 2001, accounting for 74.44% of the total 202,306 FIEs in China as
reported by China Statistical Yearbook 2002. Among them, our dataset has
141,668 enterprises engaged in the manufacturing sector, covering 75.45% of
the total number of foreign manufacturing enterprises in China in 2001.

Our study focuses on FIEs from Hong Kong, Taiwan, US, EU, Japan
and Korea. We focus on the period 1993-2001 because the data on many
of the independent variables in regression analysis are not available in the
years before 1993 and the FDI flow into China has increased dramatically
only since 1992. After deleting those FIEs without registration dates and
involving individual foreign investors and after restricting ourselves to the
FIEs engaged in the manufacturing sector, we are left with 20,851 firms from
Hong Kong, 3,097 firms from Taiwan, 4,445 firms from the US, 2,440 FIEs
from the EU, 3,953 FIEs from Japan, and 1,786 firms from Korea. Though
our dataset covers only one year (2001), we follow the common practice in
the literature by using the year in which an FIE is registered as the year of
its entry. This enables us to identify the entry year of all FIEs.



2.2 Variables
2.2.1 Regional Institutions in China

Regional institutions mainly refer to the state of contract enforcement, gov-
ernment intervention in business operations, property rights protection and
bureaucratic corruption in a region. Regions with weak economic institu-
tions are typically characterized by weak contract enforcement, heavy govern-
ment intervention in business operations, inadequate protection of property
rights and severe corruption, which may increase the expropriation risks to
FIEs. China is a unitary state with uniform de jure laws across the country.
However, law enforcement may exhibit a wide variation across regions, i.e.,
provinces or province-level cities. In this sense, examining the variation in
economic institutions across regions in China allows us to conduct a natural
experiment to focus on the de facto law enforcement after holding constant
the de jure legal codes. This certainly offers a better setting to distinguish
between legal codes and law enforcement than does the cross-country analy-
sis.

Contract Enforcement

Contract enforcement hinges on legal institutions and law enforcement.
While China has had commercial laws on paper since the early stage of its
economic reforms, the quality of legal institutions and the degree of law
enforcement, however, vary significantly across regions. A comprehensive in-
dicator of the effectiveness of contract enforcement is the willingness to use
courts in resolving business disputes. From the survey of China’s Private En-
terprises, we construct a measure of Contract Enforcement in China’s various
regions. It is the proportion of private entrepreneurs answering affirmatively
to the question: will you use courts to resolve business disputes? This index
also exhibits a large variation across regions. For instance, some neighboring
regions in North China, i.e., Beijing, Tianjin, Hebei and Shanxi, exhibit a
large variation in the value of this index, having 0.24, 0.17, 0.22 and 0.10
respectively.

In Fan-Wang-Zhu’s (2003) China Regional Marketization Indices, there
is a sub-index on legal institutions and contract enforcement. It is the pro-
portion of lawyers in a region’s total population. We use it as an alterna-
tive measure of contract enforcement in our robustness analysis. Again, our
analysis will be restricted to the subsample of 1998-2001 when this variable
is used, for it is available only after 1997.

Intellectual Property Rights Protection



Unlike some of the other transition economies, China did not have formal
protection of private properties until fairly recently. However, various reg-
ulations and rules help maintain a reasonable level of protection for private
properties, and the level of protection differs from one region to another.
Thus, our measure of property rights protection intensively reflects the de
facto property rights protection across China’s regions. We use the protec-
tion of intellectual properties to measure property rights protection. This
is ideal not only because we can rely on the quantifiable patent data in
gauging intellectual property rights protection but also because it reflects
the central concern of FIEs from advanced economies. For instance, multi-
nationals from the United States and the EU are typically large companies
equipped with modern technologies. This is consistent with the importance
of intellectual property in those economies. According to Israel (2006), in-
dustries with significant intellectual properties account for over half of all
U.S. exports; intellectual property accounts for over 1/3 of the value of all
U.S. corporations, and represents 40% of U.S. economic growth. Similarly, in
service/knowledge-based economies of the EU, protecting intellectual prop-
erty rights (IPR) is considered essential by many businesses in their pursuit of
innovation and competitiveness. According to the Technology Review Patent
Scoreboard 2004, Philips and Ericsson filed over 1,400 and 650 patents respec-
tively worldwide in 2003. It is thus not surprising that FIEs from advanced
economies such as the United States and the EU are particularly concerned
with intellectual property rights protection.

In recent years, the rising tide of counterfeiting and piracy in China has
posed an enormous threat to foreign business interests. For example, in a
2005 survey of the U.S.-China Business Council, members put enforcement
of IPR protection at the very top on their list of concerns. The serious in-
tellectual property infringement in China reflects the lack of proactive and
deterrent intellectual property enforcement, especially at the local level (Is-
rael, 2006; Stratford, 2006). Depending on the difference in government
coordination capacity, corruption, staff training and legal enforcement power
across regions, the degree of IPR protection also exhibits a large variation
from region to region.

We use the logarithm of the number of approved patents per capita (avail-
able from China Statistical Yearbook, various issues) as a measure of IPR
protection. Though patent number could be an outcome of research and de-
velopment capacity and inputs, human capital endowment and other factors
in various regions, property rights protection provided by regional govern-
ments no doubt plays an important role. For example, Guangdong has a
lower level of education achievements in terms of both the proportion of
people enrolled in higher education institutions and that having higher ed-

8



ucation degrees than many other provinces such as Jilin and Heilongjiang,
but the number of patents per capita in Guangdong is much higher than
that in these two Northeastern regions. To further relieve the potential con-
cern about whether the number of patents per capita mainly reflects regional
human capital endowments, we control for the education level in various re-
gions in China in our regression analysis. IPR protection varies substantially
across the country. Beijing has the highest number of patents per capita, fol-
lowed by Shanghai and Guangdong, whereas Gansu has the lowest number
of patents per capita and followed by Guizhou and Qinghai.

For robustness check, we use an alternative measure of intellectual prop-
erty rights protection, which is a sub-index of the China Regional Marke-
tization Indices developed by Fan, Wang and Zhu (2003). This index is
constructed by combining two ratios. One is the ratio of the number of ap-
plications for various types of patent to GDP, and the other is the ratio of
the number of various types of approved patent applications to GDP. Since
the compilation of the Fan-Wang-Zhu index started as late as 1997, we have
to restrict our analysis to the subsample of the period 1998-2001 when using
this alternative index of IPR protection.

Government Intervention in Business Operations

The second variable for property rights protection concerns the degree of
Government Intervention in Business Operations, constructed based on data
from the survey of China’s Private Enterprises 1995-2002.* In the survey,
there is a question about whether private entrepreneurs would go and ask
for government help when they encounter business disputes, and the variable
Government Intervention in Business Operations is defined as the proportion
of entrepreneurs requesting government help in case of business disputes.
This index exhibits a wide variation across regions. For example, in terms
of level of economic development, the six regions of Beijing, Guangdong,
Jiangsu, Shanghai, Tianjin, and Zhejiang are at similar level, but they differ
substantially in terms of government intervention. Beijing, Jiangsu, Tianjin
and Zhejiang have a score of about 0.10 and 0.11, Shanghai has a value of
0.07, whereas Guangdong has 0.05 that is only about half of that for Beijing
etc.

Government intervention in business operations could be indicative of
either strong or weak protection of private properties. On the one hand,
government help may fill the void created by the lack or weakness of the

4This survey was conduced by the United Front Work Department of the Central
Committee of the Communist Party of China, the All China Industry and Commerce
Federation, and the China Society of Private Economy at the Chinese Academy of Social
Sciences, in 1995, 1997, 2000, and 2002.



court system. That is to say, government intervention is a second-best solu-
tion to the lack of formal protection of private properties. If this is the case,
FIEs may find government help in business operations an appealing feature
of China’s regional governments. On the other hand, government help may
lead to rent-seeking and even corruption: entrepreneurs lobby or bribe gov-
ernment officials to seek favor in resolving business disputes. This becomes
the grabbing hand of the government (Frye and Shleifer 1997; Shleifer and
Vishny, 1999).

Again, for robustness check, we use an alternative index of government
interference with enterprises, a sub-index in Fan-Wang-Zhu’s China Regional
Marketization Indices. It is constructed on the basis of the percentage of
time the enterprise managers have spent dealing with government agencies
and officials.

Government Corruption

China’s economic reform has been accompanied by the rampant corrup-
tion over the past three decades. The extensive state control of and state
intervention in the national economy, the lack of democracy and freedom of
media, the weak rule of law, etc. have contributed to the severe corruption
problem. Government corruption, however, varies across China’s regions,
which provides us an opportunity to test the impacts of the severity of gov-
ernment corruption on FDI from different source countries/areas.

From the same survey of China’s Private Enterprises, we construct an in-
dicator of the degree of Government Corruption in China’s different regions.
It is the proportion of private entrepreneurs answering "Yes" to the question:
is it necessary to have stricter policies against government corruption in your
region?’ Guizhou has the highest degree of government corruption, followed
by Hainan and Jilin, while Shanghai enjoys the lowest degree of government
corruption followed by Hubei and Jiangsu. Like the cross-country corruption
indices such as those constructed by Business International, Transparency In-
ternational or International Country Risk Guide, our cross-region corruption
measure for China is a subjective survey-based index based on entrepreneurs’
perceptions of the severity of corruption.

2.2.2 Cultural and Institutional Distances

Cultural Distance

5Because the question on the degree of government corruption was introduced only after
the 1997 survey, our analysis using the "Government Corruption" index will be restricted
to the subsample of the period 1998-2001.
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Based on the cultural proximity with the Chinese mainland, we can put
the major FDI source countries/areas into three groups. The first group is
composed of the ethnically Chinese economies such as Hong Kong and Tai-
wan. Hong Kong is a former British colony. Between 1853 and 1997, it was
ruled by Britain and has adopted British-style government and legal insti-
tutions. Taiwan has been separated from the Chinese mainland since 1949
when the Nationalist Party retreated there after losing the civil war to the
Communist Party. No matter it was under an autocracy of the Nationalist
Party or a democracy since 2000, Taiwan has been a capitalist society under
non-communist ruling. These ethnically Chinese economies share the same
language and culture as the Chinese mainland, though they have adopted
completely different institutions. The second group consists of Japan and Ko-
rea. In history, these two East Asian powers had long been influenced by the
Chinese language and culture, especially the Confusian doctrines. Though
the Westernization movement following the Meji Restoration changed the
landscape of the Japanese society and culture to a large extent, the Chinese
cultural heritage still exists and penetrates deeply into the Japanese society.
Currently Korea is closer to China culturally than does Japan. The Confu-
sian doctrines are still highly respected and extremely influential in Korea.
In this sense, these two countries are culturally closer to China than most of
the other countries. The third group is made up of the US and EU. Cuturally
they are rather distant from China with totally different languages, religions
and ethics.

Systematically, we measure the cultural diversity between various source
countries/areas and China on the basis of the influential Hofstede’s cultural
values (Hofstede, 1997). According to this cultural value index, China has a
score of 118, while Hong Kong, Taiwan, US, EU, Japan and Korea have scores
of 96, 87, 25, 33, 80 and 75 respectively. The cultural distance reflected in
this index largely testifies to our breakdown of the source countries/areas into
three distinct groups. We can systematically measure the cultural distance
between China and each FDI source country/area by calculating the square
of the difference in this cultural index. In pooled regression analysis that
puts together all source countries/areas, we calculate the cultural difference
of each EU country with China separately.

Institutional Distance

Another angle to classify source countries is the institutional proximity
to China. We can break down the source countries or areas largely into two
groups. One group consists of Japan, Korea, and Taiwan. These economies
fall into the so-called East Asian model, that is, the governments in those
countries have played a central role in economic development. Their govern-
ments have been highly interventionist; the governments and the business
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sectors have kept a rather close relationship. The merit of this approach
is that the governments can channel economic resources toward the key in-
dustries and sectors to achieve certain developmental goals. However, this
government intervention also has a dark side: it spurs crony capitalism, rent
seeking between the governments and the businesses, and in some cases cor-
ruption.

China has been undergoing a transition process from a central planning
economy to a market economy. In this period the governments at various lev-
els still control a large part of social resources. Regional governments have
served as locomotives of economic development since the decentralization-
based reform began. As with the general case of the East Asian model, the
extensive government intervention gives rise to the prevalent two-way rent
seeking between the government and the businesses and rampant corrup-
tion. In this sense, we regard Japan, Korea and Taiwan as FDI source coun-
tries/areas that are institutionally proximate to China. US, EU and Hong
Kong make up the other group. Comparatively speaking, these FDI source
countries/areas have governments that are less interventionist in economic
activities and conduct less rent-seeking than does the East Asian model, and
as a result, they are institutionally less close to China.

We make use of different types of cross-country indices of institutional
quality to measure the institutional distance between the Chinese mainland
and the FDI source countries/areas. We experimented with many different
cross-country institution indices and present four representative ones here:
(1) Impartial courts index. This is a survey-based index constructed by the
Economic Freedom of the World. It is based on the following question: Does
a trusted legal framework exist for private businesses to challenge the legality
of government actions or regulation? A higher score of the index corresponds
to a more impartial court system. This index is also closely related to the
regional contract enforcement index that we used for China’s different re-
gions, i.e., whether courts are effective in resolving contract disputes. They
both reflect whether the court system can keep away the pressure from bu-
reaucrats and businesses to remain impartial in trial and judgment. (2) A
comprehensive index of government regulations. This index is constructed
by the Economic Freedom of the World. It is a comprehensive measure of
government regulations of credit markets, labor markets and businesses. A
higher score corresponds to lighter government regulations of the economy.
We use this index to match the regional index of government intervention
in business contracting for China’s different regions because they both re-
flect government interference with the private business sector. (3) Intel-
lectual property rights protection index. This index is constructed by the
Global Competitiveness Report. It measures the adequacy of IPR protec-
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tion. A higher score indicates better protection of IPR in a country. This
index matches well the regional IPR protection index. (4) Corruption index.
We use the cross-country corruption index constructed by the International
Country Risk Guide (ICRG) where a higher score corresponds to less severe
government corruption. This index teams up with the regional corruption
index for China’s different provinces and municipalities.

We find that in general our grouping of the FDI source countries/areas
in terms of institutional distance is supported by these indices. We illustrate
by some examples. According to the 1995 impartial court index, a measure
of rule of law compiled by the Economic Freedom of the World where a
higher score means more justice in the court system, China has a score of
4.92. In the first group, Japan, Korea and Taiwan have a score of 6.13,
5.25, and 6.47 respectively, whereas in the second group, US, EU and Hong
Kong have a score of 8.52, 7.73, 7.93 respectively. Similarly, according to
the 1996 World Bank comprehensive corrupton index where a higher score
indicates less severe government corruption, China has a score of -0.01. In
the first group, Japan, Korea and Taiwan have a score of 1.22, 0.54 and 0.74
respectively. In the second group, US, EU and Hong Kong have a score of
1.71,1.54, 1.5 respectively.

If we turn to government regulation, a similar pattern still emerges. Ac-
cording to the 1995 government regulation index compiled by the Economic
Freedom of the World where a higher score means lighter government regu-
lations of economic activities, China has an index value of 4.52. In the first
group, Japan, Korea and Taiwan have a score of 6.57, 4.97 and 6.13 respec-
tively. In the second group, US, EU and Hong Kong have a score of 8.32,
6.45, 8.81 respectively. It seems that EU has quite much government regu-
lation of business activities so that its regulation index score is close to the
Asian group. This is largely due to the welfare state policies implemented in
the Continental Europe in the post-war era. If we break down EU into the
English-legal-origin EU, i.e., UK and Ireland, and the continental EU, the
former has a score of 8.165 that is comparable to the US and Hong Kong,
whereas the latter has a score of 6.18 which is quite close to Japan and Tai-
wan. However, government regulation in EU is less related to rent-seeking
and government corruption than it is in Japan or Korea. As testified above,
EU has much better performance in the corruption index than the Asian
group does. Even if we break down EU into English-legal-origin EU, i.e., UK
and Ireland, and the continental EU, though the latter has a score of 1.48 in
the corruption index that is smaller than the former (1.88), the continental
EU still clearly scores higher than the Asian group. This suggests that the
government regulation in EU could be much less predatory than that in the
Asian group.
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Systematically, we measure the institutional distance between the Chinese
mainland and each FDI source country/area by calculating the difference in
each of three representative institutional indices, i.e., the impartial courts
index, the government regulation of business index, and the corruption index.
Since all the FDI source countries/areas have better scores than the Chinese
mainland in the three indices, it is equivalent to use the scores of each FDI
source country/area to measure their institutitional distance from China.

2.2.3 Other Variables

While our focus is on the impacts of economic institutions on FDI location
choice made by U.S. multinationals, we also control for a list of other factors
that have been found to be important in the literature. The most important
one is agglomeration effect, including both horizontal and vertical agglomer-
ation.

The growing literature on new economic geography focuses on knowledge
spillover and the improved access to and the sharing of information about
local markets and technology trends as the potential benefits of horizontal
agglomeration (Krugman, 1991; Porter, 1998). On the other hand, agglomer-
ation could also generate negative externalities. A firm’s own knowledge and
technologies can be transferred to rival firms to its disadvantages. Agglom-
eration may also give rise to intensified competition in both product markets
and input markets among adjacently located firms.

The new economic geography theories also highlight the role of backward
and forward linkages, as they promote complementarities and cooperation
among firms of related production stages. The concentration of upstream
firms indicates the accessibility to component suppliers in the region, whereas
the concentration of downstream firms and final goods consumers shows the
accessibility to markets in the regions (Krugman and Venables, 1995; Ven-
ables, 1996; Duranton and Puga, 2004). Therefore producers typically like
to choose locations that have good access to large markets and to suppliers of
intermediate inputs. It should be pointed out that the horizontal and vertical
agglomeration are often bundled together (Fujita, Krugman and Venables,
2001).

Agglomeration

Horizontal agglomeration is measured by the ratio of the number of firms
in the same region and same 4-digit industry to the national total of the
same 4-digit industry. Here we differentiate two types of horizontal agglom-
eration: the agglomeration of multinationals from the same home country as
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the firm in question, which is constructed on the basis of the 2001 Survey of
Foreign Invested Enterprises, and the agglomeration of China’s indigenous
firms based on the Annual Survey of Industrial Firms by China’s National
Bureau of Statistics.

Number FIE;.,

Number FIE,
Number _Domestici

Agglomeration FIE;, =

Agglomeration _Domesticy.

Number _Domesticy

where i represents industry, r denotes region and ¢ indicates year.5

For a given 4-digit industry and a given region, the degree of vertical
agglomeration is measured by the concentration of upstream or downstream
firms in the same region, weighted by the degree of linkages between the in-
dustry and those upstream or downstream industries. Specifically the back-
ward (i.e., upstream industries) and forward (i.e., downstream industries)
agglomerations are defined as

Number _domesticj

Backward;y = Xay; -
i Number _domesticj

GDP,,

Number _domesticj

+ 06

Forward,, = X0,
i "7 Number _domesticj,

where «;; is the input-output ratio reflecting the inputs from the upstream
industry j required for one unit of output of industry é; 3,; is the input-
output ratio showing the input made by industry ¢ required for one unit of
output of downstream industry j; and S, %%IID;‘; indicates the proportion of
final demand for industry i’s output by region r in the total final demand by
the whole country.” The data used for constructing the indices for vertical
agglomeration come from the Annual Survey of Industrial Firms by China’s

National Bureau of Statistics and the 1997 Input-Output Table of China.®

OHere we follow Head, Ries, and Swenson (1995) in considering the degree of horizontal
agglomeration of both indigenous firms and firms from the same source country.

"Here we employ regional GDP to proxy for market demand and use the ratio of
regional GDP to national GDP to indicate the share of final demand accounted for by
some particular region.

8Our backward and forward agglomeration indicators are similar in nature to the sup-
plier access and market access measures respectively adopted in Amiti and Javorcki (2007).
In their work, industry output is used to gauge the market access and supplier access, while
we use the number of firms instead because of data limitation. They have also consider
the effect of distance on the impacts of agglomeration economies.
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Other Regional Characteristics as Control Variables

We follow the literature on FDI location choice to control for the following
factors in regression analysis.

(1) Wages. Low production costs mainly reflected in low wages are widely
regarded as an advantage of China in attracting foreign manufacturing firms.
To see how the regional differentiation in wage costs affects FDI distribution,
we include in our analysis the average manufacturing wages in each region.”

(2) Infrastructure. It is widely reported in the literature that regions
with superior transportation facilities are more appealing to FIEs. We use
highway density, i.e., the length of highway per square kilometer in a region,
as an indicator of infrastructure adequacy.

(3) Education. The average human capital level of the workforce could
be an important determinant of FDI location for foreign multinationals, es-
pecially those engaged in technology-intensive industries. We therefore use
the proportion of the number of students enrolled in higher education insti-
tutions in a region to its total population as a proxy for the average level of
human capital in the region.

(4) Government promotion policies. The Chinese central government and
the local governments at various levels set up a large variety of promotion
policies to attract FDI. One important aspect of these promotion policies
is establishing different types of special development zones. At the national
level, the central government set up four special economic zones and fourteen
open coastal cities in the 1980s. Later, the central government established
various national-level economic and technological development zones in many
cities in various regions. These areas are granted various types of preferen-
tial policies (like preferential tax policy) by the central government and are
allowed to have deals with FIEs flexibly. At the same time, the provincial
and the municipal governments have also established numerous provincial- or
local-level economic and technological development zones and offered special
tax incentives to attract FDI. However, it is virtually impossible to have a
clear picture of how many provincial- or local-level development zones and
what kinds of special tax incentives there are in different regions because there
are no complete statistics from publicly available informational sources. We
thus focus on the national-level zones.

Following Fung, Tizaka and Parker (2002), we adopt two dummy variables.
One (SEZD) takes value one if a region has either special economic zone or
open coastal city, and zero otherwise. The other one (ETDZD) takes value
one if a region has national economic and technological development zone,
and zero otherwise. By including these promotion policies, we are able to

9Data sources for the five variables are listed in the Appendix Al.
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control for the effects of government incentive policies on FDI location choice
and at least partially distinguish between the effects of regional institutional
strength and those of government promotion policies.

3 Estimation Strategy

To investigate the impacts of institutional and cultural distance between the
FDI source countries and China on the location choices of FIEs in China’s var-
ious regions, we conduct two types of econometric analysis. First, we conduct
discrete choice model regression analysis for each FDI source country/area
separately. Next, we pool all FIEs from all FDI source countries/areas to-
gether.

In the first type of analysis, we employ the discrete choice model de-
veloped by McFadden (1974) to analyze how institutions as well as other
potential determinants shape the FDI location choice for each of the FDI
source countries/areas separately. The basic premise of the discrete choice
model is that the location chosen by an FIE must offer the highest profit over
all other possible regions. Let m;;; be the profit firm ¢ derives from setting up
a manufacturing operation in region j at time ¢. As discussed earlier, 7;;; is
determined by regional economic institutions, /1, and a host of region j’s
other characteristics including agglomeration etc. at time ¢t — 1, X4, and
gijt is a disturbance term:

Tije = 0+ Bl + v - Xj—1 + €ije
The probability of firm 7 locating in region j is given by:
P,(j) = Prob{mj > mix:} for all k # j
= Pr Ob{9 + 5Ijt—1 + - th—l + Eijt
> (9 + 5[1@,1 + - th71 + gikt)} for all k 75]
€ijt — €t > B(Lje—1 — Tr—1) -

= Prob J J for all &k

He { +7 - (X1 — Xge-1) orallk 7 J

McFadden (1974) shows that, if and only if ¢;;; follows Type I extreme
distribution, P;(j) can be further simplified to the following logit expression:

eBlit—1+7-Xji1

Fi(j) =

o Z efBIjt—l""\/'thfl
keK

where K is the set of location choices faced by firm 7. And it can then be
estimated by the conditional logit method, which has been used extensively in
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the FDI location literature (e.g., Coughlin, Terza and Arromdee, 1991; Head,
Ries and Swenson, 1995). The conditional logit method estimates how each
regional characteristic increases or decreases the chances that a region will
be chosen rather than all other potential regions available for choice.

For FDI from each major source country/area, we analyze the importance
of the four economic institution variables — Intellectual Property Rights Pro-
tection, Government Intervention in Business Operations, Government Cor-
ruption, and Contract Enforcement - one by one, with all the other variables
included as control variables. We then compare the statistical significance
and the magnitude of the estimated coefficients on the regional economic in-
stitutions indices in regressions for each source country/area. It is expected
that countries/areas that are more culturally or institutionally proximate to
China will have less statistically significant or smaller-magnitude estimated
coefficients on the regional economic institutions indices in FDI location
choice regressions, which suggests that cultural or institutional proximity
may help FIEs better cope with weak economic institutions in local markets
so as to reduce the impact of institutions on FDI locational choices. Similarly,
we compare the importance of regional institutions in shaping the location
choice of JVs and FOEs. We expect that FOEs would exhibit a higher degree
of sensitivity toward regional institutions in location choice than JVs, and
this pattern is more striking for FDI from source countries/areas that are
more remote from the Chinese mainland.

In the second type of analysis, we conduct systematic regressions by pool-
ing together FIEs from different source countries/areas over different years.
The location choice hinges upon the profit 7;;; that firm ¢ derives from set-
ting up a manufacturing operation in region j at time . m;; is determined
by regional economic institutions in China, /j;—1, a host of region j’s other
characteristics including agglomeration etc. at time ¢ — 1, Xj;,_;, and the
cultural or institutional distance between the home country h of firm ¢ and
China (c), Dpe. € is a disturbance term. Thus, we have

Tijt = 0+ Blj—1 + 7 - Xje—1 4+ 011 * Dper—1 + €ijt

Here we see that the profit of firm ¢ is shaped by not only regional eco-
nomic institutions and other regional characteristics in China but also by the
interaction between China’s regional economic institutions and the cultural
or institutional distance between the FDI home country and China. The
determination of the probability of choosing region j can be derived in a
similar way as stated above. We expect that the estimated coefficient of the
interaction term ;1 * Dp—1 will be statistically significant, and it will sug-
gest that China’s regional economic institutions play a more important role
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in shaping FDI location choice for FDI coming from countries/areas that are
culturally or institutionally more remote from China. Similarly, we expect
that this interaction term will exhibit more statistically significant and/or
large magnitude estimated coefficient for FOEs than for JVs, and this pat-
tern is more salient for FDI stemming from source countries/areas that are
more distant from the Chinese mainland in terms of culture or institutions.

Utilizing firm-level data can also minimize the endogeneity problem when
we examine the impact of institutions, agglomeration and their interplay on
FDI entry. Apparently, institutions, FDI inflow and agglomeration are inter-
dependent with each other. For instance, strong initial regional institutions
induce FIEs to enter the region. This can cause an increase in regional FIE
agglomeration, which in turn attracts more FIEs to choose the region. Using
discrete choice model with firm-level data, we can mainly focus on how the
given regional institutions and industry agglomeration affect individual FIE
locational choice without worrying about their codetermination.

4 Results

4.1 Institutional and Cultural Distances and FDI Lo-
cation Choice

The four panels in Table 1 present the regression results based on each FDI
source country/area separately, and compare the statistical significance and
magnitude of the estimated coefficients of the regional institution indices in
FDI location choice across six major FDI source countries/areas. In Panel
1, the index of contract enforcement displays positive coefficients with sta-
tistical significance level of 1% for U.S. and EU and positive coefficient with
statistical significance level of 5% for Japan. However, the estimated coeffi-
cients of the contract enforcement index for Korea, Hong Kong and Taiwan
are all statistically insignificant. They are even negative for Korea and Hong
Kong. Interestingly, the estimated coefficient of the contract enforcement
index for EU is particularly large in magnitude. This reflects that FIEs from
the EU are particularly sensitive to the quality of contract enforcement in
the local business environment.

In Panel 2, the indicator of government intervention in business oper-
ations exhibits strikingly different estimated coefficients for different FDI
source countries/areas. It produces negative estimated coefficients that are
statistically significant at the 1% level for US, EU, Japan, and Korea, whereas
it generates positive estimated coefficients for Hong Kong and Taiwan, which
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are statistically significant at the 1% and 10% levels respectively. This sug-
gests that government intervention in business operations poses a threat to
business interests for FIEs from non-ethnically-Chinese economies. On the
contrary, government intervention could provide government protection and
support to FIEs from those ethnically Chinese economies. This striking con-
trast of the effect of government intervention between the two types of FDI
source countries/areas suggests that whether government intervention would
become a grabbing hand or a helping hand hinges to a large extent on whether
the FIEs know how to deal with local bureaucrats.

In Panel 3, we look at the impact of IPR protection across FDI source
countries/areas. The results are quite consistent among different FDI source
countries/areas. The regional IPR protection index displays positive esti-
mated coefficients with statistical significance of 1% level for all FDI sources
except Taiwan. The estimated coefficient for Taiwan is still positive, but
statistically insignificant. It is clear that Hong Kong and Taiwan are less
sensitive to regional IPR protection. The estimated coefficient for Hong
Kong, though statistically significant, is obviously smaller than those for US,
EU, Japan and Korea. Taiwan does not show sensitivity to regional IPR
protection. This pattern suggests that the ethnically Chinese economies are
more concentrated in low-tech and labor-intensive production and assembly
processes so that they may not be very sensitive to the regional protection
of intellectual property rights.

In Panel 4, we investigate the impact of regional corruption on FDI lo-
cation choice. The effect is fairly consistent for almost all FDI source coun-
tries/areas except Korea: Regions having more severe bureaucratic corrup-
tion are less appealing to FIEs. Nonetheless, the estimated coefficient of the
regional corruption index turns out to be positive and statistically signifi-
cant for Korea. Perhaps the quite serious corruption problem at home en-
ables Korean businesses to have learnt how to deal with corrupt bureaucrats
so that regional corruption in China does not deter Korean multinationals
at all. Also interestingly, the magnitude of the corruption index for EU,
Japan, Hong Kong and Taiwan is higher than that for US. This means US
FIEs are not especially vulnerable to local government corruption because
of the self-binding 1977 US Foreign Corrupt Practices Act that prohibits US
multinationals from bribing local bureaucrats to seek business favors.

Table 2 presents three panels of regression results that pool together FIEs
from these six major FDI sources. In Panel 1, we look at how China’s re-
gional economic institutions affect the location choice of FIEs from all the six
major FDI source countries/areas. Two regional institution indices produce
statistically significant results: a higher regional level of IPR protection pro-
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motes the entry of FDI; a more severe regional corruption deters FDI entry
into the region.

In Panel 2, we examine how the institutional distance between the FDI
source country and the Chinese mainland affects the sensitivity of FIEs to-
ward regional economic institutions. The central focus of our investigation
is the interplay of the institutional distance and regional institutional in-
dices. We find that the regional contract enforcement index has a particularly
larger-magnitude positive effect on FDI location choice when the difference in
the impartial courts index between mainland China and the FDI source coun-
try/area is larger. It is also found that the regional government intervention
in business operations index has a larger negative impact on FDI entry when
the difference in business regulation index between Chinese mainland and
the FDI source country/area is bigger. Similarly, the positive effect of the
regional IPR protection indicator on FDI location choice is more salient when
there is a larger disparity in IPR protection between the Chinese mainland
and the FDI source country/area. Finally, the deterrent effect of regional
bureaucratic corruption on FDI entry is more striking for FIEs coming from
a source country/area where the corruption problem is much less serious than
in mainland China.

In Panel 3, we explore how cultural distance between the FDI source
country and the Chinese mainland shapes the patterns of responses of FIEs
to regional economic institutions. We do not find cultural distance to sig-
nificantly affect the effect of the regional contract enforcement index. In
addition, the interplay of cultural distance and regional corruption turns out
unexpected positive sign. However, we do detect statistically significant im-
pacts of cultural distance on the importance of the remaining two regional
institutional indices on FIE location choice. First, the deterrent effect of re-
gional government intervention in business operations on FDI entry is more
salient when the cultural distance between China and the FDI source coun-
try/area is larger. Second, the enhancing effect of regional IPR protection
on FDI entry is more remarkable for FIEs stemming from the source coun-
tries/areas that are more culturally remote from China.

In both Table 1 and Table 2, we find that all the four control variables
of agglomeration economies generate positive and statistically significant im-
pacts on the FDI location choice of multinationals from the six major source
countries/areas. This suggests that foreign multinationals tend to choose
those regions where there are concentration of other FIEs engaged in the
same industry from the same home country, clustering of China’s indigenous
firms of the same industry, and wide market and supplier access. Results in
Table 2 suggest that for FIEs as a whole the positive impact of agglomera-
tion of home country FIEs is larger than that of China’s indigenous firms:
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if the agglomeration of China’s indigenous firms increases 1%, it raises the
probability of investment of foreign multinationals by 3.01%, while a 1%
rise in the agglomeration of home country multinationals boosts the chances
of investment of multinationals by 1.53%.!" This is reasonable because the
clustering of home country FIEs could help disseminate information, share
experience and thus enhance the adaptability of new FIEs to the new re-
gional business environment. Interestingly, based on Table 2, the effects of
forward agglomeration (market access) are in most cases much larger than
those of backward agglomeration (supplier access) on the location choice of
FIEs. It can be calculated that a 1% increment in the ratio of the forward
agglomeration indicator will push up the chances of investment of foreign
multinationals by 11.37%, whereas the same increment in the backward ag-
glomeration indicator will raise the probability by 6.43%. This suggests that
market access is extremely more important in attracting FIEs than supplier
access does.!!

This is in contrast to the result of Head, Ries and Swenson (1995) that,
when investing in the United States, the Japanese multinationals care more
about the clustering of fellow Japanese firms than that of American firms.

The other control variables for regional characteristics mostly exhibit re-
sults consistent with both theoretical predictions and existing findings in the
literature. Highway density in a region consistently promotes FDI entry, sug-
gesting that basic infrastructure is one essential factor in luring FDI. Human
capital endowment reflected in higher education enrollment also in most cases
boosts FDI. However, there exists one exception: education has negative ef-
fects on FDI location choice for FIEs from Hong Kong and Taiwan. This
somewhat surprising result is probably due to the fact that FDI from these
two ethnically Chinese economies are mainly small-scale low-technology en-
terprises so that they do not put much emphasis on labor skill. Our results
are largely consistent with the findings of Fung, lizaka and Parker (2002) and
Gao (2005) that regional labor quality significantly affects regional aggregate
FDI flows from developed countries. The national government promotion
policies consistently produce the expected positive and significant impact on
FDI entry. The most puzzling result is concerned with the regional average
wage. It fluctuates a lot from negative and significant to positive and signif-
icant. The positive effects of wages mainly come from FDI from Hong Kong

0The effects of agglomeration are calculated based on the average of the estimated
coefficients of the relevant explanatory variable in regressions 1, 2 and 4 of Table 4. The
estimated coefficients in regression 3 are not used because of the much smaller sample size
in that regression.

1 Amiti and Javorcik (2007) find that the supplier access and market access have sinilar
impacts on the changes of FDI flows of China’s regions.
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and Taiwan. This seems inconsistent with the labor-intensive nature of FDI
from these two areas.

4.2 Institutional and Cultural Distances and the Lo-
cation Choice of JVs and FOEs

The four panels in Table 3 compare the importance of regional economic
institutions in shaping the location choice of JVs and FOEs from the six
major source countries/areas. Panel 1 examines the contract enforcement
index. Clearly, regional institutions reflected in contract enforcement have
no significant effect on the location choice of JVs. In contrast, contract
enforcement strength produces positive and statistically significant impacts
on the location choice of FOEs from US, EU, Japan and Hong Kong. This
supports our prediction that FOEs are more sensitive to regional institutions
than JVs do. Furthermore, in terms of the magnitude of the estimated
coefficient of the contract enforcement index, those of US and EU are larger
than that of Japan which in turn is larger than that of Hong Kong. This
shows the importance of cultural distance in shaping the variation in the
impact of regional institutions: the effect of institutions is more salient for
FOEs from culturally more distant countries/areas.

In Panel 2, we look at the index of government intervention in business
operations. It produces negative effects on the location choice of JVs and
FOEs from US, EU, Japan and Korea. US, Japan and Korea exhibit the
pattern that the government intervention index produces a negative effect
of a larger magnitude for FOEs than for JVs. This is consistent with our
expectation. However, the government intervention index generates positive
and mostly statistically significant effects on location choice for FDI from
Hong Kong and Taiwan. This suggests that the cultural proximity of Hong
Kong and Taiwan to mainland China could allow FIEs from these two areas
to lobby and seek rents from bureaucrats when local government officials
have a strong tendency to intervene in the business operation.

In Panel 3, the indicator of regional IPR protection produces positive
effects on the location choice of JVs, which is statistically significant for
all source countries/areas except Taiwan. The IPR protection indicator has
weaker and less consistent effects on the location choice of FOEs. FOEs from
US, Japan and Korea show positive and statistically significant effects, but
their estimated coefficients are not clearly larger than those for JVs. Sur-
prisingly, the regional IPR protection index in regressions for Hong Kong
and Taiwan produce statistically significant negative effects on FOE location
choice. Perhaps FIEs from Hong Kong and Taiwan are typically not equipped
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with proprietary assets and advanced technology as their counterparts from
the West, Japan and Korea. Thus, FIEs from Hong Kong and Taiwan shy
away from the regions with good IPR protection and active technology in-
novation to avoid fierce competition.

In Panel 4, we investigate the impact of regional corruption index on the
location choice of JVs and FOEs. For FDI from all source countries/areas
except Korea, a severe corruption in a region deters FDI entry in both JV
and FOE forms. For EU, Japan, and Hong Kong, the deterrent effect of
corruption on FOEs is larger in magnitude than that on JVs. However, for
US and Taiwan, the reverse case applies. Quite puzzlingly, Korea produces
positive estimated coefficient on the corruption index, and it is statistically
significant in the case of FOEs. Perhaps the prevalent corruption in Korea
itself enables Korean businesses to get adapted to a corrupted business envi-
ronment, and they may even find a corrupted region offers more chances of
lobbying and rent-seeking.

Table 4 addresses the issue by pooling together FIEs from all the six
major source countries/areas. In Panel 1, we investigate how institutional
distance between the FDI source country/area affects the sensitivity of loca-
tional choice of JVs and FOEs to regional economic institutions. It is found
that the regional contract enforcement, the regional IPR protection and the
regional corruption have significantly stronger impacts on the location choice
of FOEs than that of JVs when the institutional distance between mainland
China and the source country/area is larger. However, regional government
intervention in business operations turns out to have significantly stronger
and larger impacts on JV location choice than FOE location choice when the
institutional distance is larger.

In Panel 2, we explore how cultural distance between the FDI source
country /area and the Chinese mainland shapes the sensitivity of locational
choices of JVs and FOEs to the variation in regional institutions. The re-
sults are much less strong and consistent than in the case of institutional
distance. Regional contract enforcement index has stronger impacts on JVs
when cultural diversity is larger, which is inconsistent with our expectations.
The effect of government intervention in business operations on FDI location
choice is stronger in both JV and FOE scenarios when the cultural distance
is larger, and the magnitude of the effect is similar in both JVs and FOEs,
though that of FOEs is a little larger. The impact of IPR protection on
the locational choice of both JVs and FOEs is stronger when the cultural
distance is larger, but the magnitude of the effect shows no difference be-
tween JVs and FOEs. Surprisingly and puzzlingly, regional corruption shows
significantly larger positive effects on the locational choice of both JVs and
FOEs when the cultural distance is larger.
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Turn to the control variables. Based on the results for FIEs as a whole in
Table 4, the agglomeration of home country multinationals has an apprecia-
bly larger promoting effect on the entry of FOEs than on that of JVs. At the
same time, clustering of Chinese indigenous firms has a much larger stimu-
lative effect on the entry of JVs than on that of FOEs. This suggests that
when foreign multinationals build a fully-owned subsidiary in the Chinese
mainland, the agglomeration of home country multinationals could provide
a useful network for sharing experience and enhancing collective bargaining
power with local bureaucrats and businesses; however, when FDI adopts JVs,
the importance of home country multinationals diminishes, and that of the
clustering of Chinese indigenous firms of the same industry increases because
the Chinese partners in the JVs can make good use of the connections with
Chinese industry partners. Backward agglomeration plays a much larger role
in attracting JVs than FOEs, while there is no clear difference in the effect
of forward agglomeration on JVs and FOEs.

The sign of average wage rates in the region fluctuates tremendously.
Highway density consistently produces positive and significant effects on FDI
entry, and the magnitude of the effect is larger for FOEs than for JVs. This
indicates that FOEs prefer regions with better infrastructure more than JVs
do. The effect of human capital endowment is not consistent, sometimes
positive and sometimes negative. Government promotion policies reflected
in development zones do produce consistently positive effects on the entry
of both JVs and FOEs. The effects are typically larger for FOEs than for
JVs, which suggests that government promotion policies are more appealing
to FOEs than to JVs.

To test the robustness of our results on economic institutions, we use
the alternative measures of Intellectual Property Rights Protection, Govern-
ment Intervention in Business Operations, and Contract Enforcement from
Fan-Wang-Zhu’s (2003) China Regional Marketization Indices as described
in Section 2.2. Table 2 summarizes the main results of the regressions that
are restricted to the subsample 1998-2001 because of the limited availabil-
ity of the Fan-Wang-Zhu indices. We find that all these three alternative
measures of economic institutions have the same qualitative results as in our
main regressions (Table 1). The results for the control variables are also sim-
ilar to those of Table 1, except that the horizontal agglomeration of China’s
indigenous firms no longer exhibits a larger impact than that of U.S. multi-
nationals. Actually the magnitude of the former effect is a bit smaller than
the latter one. However, the backward agglomeration still exerts a positive
impact of a larger magnitude than the forward agglomeration does. Other
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regional characteristics variables present qualitatively equivalent results as in
Table 1. In summary, our main results on economic institutions are robust
to the alternative measures of the strength of economic institutions.

5 Conclusion

Foreign direct investment by multinationals of developed countries/areas has
been shown to be important for transition economies as well as develop-
ing economies, for it brings capital, advanced technologies and management
know-how. This is especially the case in China, as its transition from a cen-
trally planned economy to a market economy has been driven by its open-
door policy (i.e., opening to foreign trade and investment) since 1978. Indeed,
many of these developing countries or transition economies have been trying
to attract foreign direct investment, mostly through tax incentives.

This paper, however, focuses on the importance of economic institutions
in attracting FDI by multinationals. More importantly, it addresses the pos-
sible interactions between the national identity of foreign investors and local
economic institutions. In particular, this study compares the sensitivities of
FDI from six major source countries/areas (Hong Kong, Taiwan, US, EU,
Japan and Korea) toward economic institutions across China’s regions. Us-
ing a data set covering FIEs from six major FDI source countries/areas in
various regions in China for the period 1993-2001, we find that FIEs from
the source countries/areas that are institutionally or culturally more remote
from China exhibit a stronger aversion to regions with weaker economic in-
stitutions. Both the separate regression analysis for the locational choice of
FIEs from each major source country/area and the pooled regression analysis
for FDI from all the six major source countries/areas lend support to this
finding. Moreover, this pattern is more salient when FDI takes the form of
fully-owned enterprises (FOEs) than when it takes the form of joint ventures
(JVs).

This study is the first attempt that sysmatically investigates how the
interplay of regional institutions and the cultural or institutional distance
between the host country and the home country/area gives rise to different
patterns of sensitivity of FDI toward regional economic institutions. More-
over, compared with some cross-country studies of the impacts of economic
institutions on FDI, our study avoids the problem of controlling for the dif-
ferences in political system, culture and language, corporate tax policies, and
national trade and investment policies across countries.

Our results on the importance of economic institutions for FDI are ro-
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bust to alternative measures of economic institutions, and to the inclusion
of control variables such as those for agglomeration economies, and other
traditional factors of FDI location choice.

Our study generates policy implications for the governments in transition
and developing economies as FDI recipients on the importance of strength-
ening economic institutions in attracting FDI. Since East Asian economies
such as Japan, Korea, Hong Kong and Taiwan are the largest FDI sources for
the Chinese mainland, our comparative analysis of FDI from different ma-
jor source countries/areas will help East Asian governments and East Asian
MNESs understand better the importance of institutions versus other factors
in shaping the location choice patterns of FIEs in China. Both governments
and MNEs in East Asian FDI source economies can urge the Chinese gov-
ernments at the national and regional levels to improve their institutional
infrastructure and thus investment environment. At the same time, given
that institutional structure might take quite some time to improve, East
Asian governments and MNEs can take advantage of their cultural and/or
institutional proximity to the Chinese mainland to overcome institutional
barriers and outperform their counterparts in North America and Europe
in exploring the vast Chinese market. This competitive edge for the East
Asian source economies should be of great significance because the Chinese
economy is growing rapidly and offers numerous business opportunities.
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Table 1

Panel 1: Rule of Law

uUs EU JP KO HK TW
Agglomeration
Agglo_home L 60%sk 1. 04k 2,27k 2.8Twkk 4,328k 2 45k
0.09 0.10 0.08 0.08 0.05 0.08
Agglo_domestic 3.03kkx  3.22%kk  2.82%kk  1.09%kk 1 T6kkk 2. 38k
0.22 0.30 0.23 0.29 0.10 0.2
Backward agglomeration 10. 04k 10. B4sokk 9. 08k 0. 46 5.04%k% 5. A8k
0.83 1.13 0.74 1.25 0.38 0.85
Forward agglomeration 7.82%k%  7.39wkk  8.30kek  12.95%kk  3.55kkk 8. 9Dk
0.74 1.00 0.77 1.02 0.35 0.76
Institution Environment
Contract enforcement index 0. 92k L. 4Tk 0. 82+ -0. 02 -0.16 0. 34
0.33 0.45 0.36 0.4 0.19 0.39
Controlled Variables
Wage 0. Tk -0. 14 “1 3lsekk -4, 09k 0. 4Bkkk 1. 02k
0.08 0.11 0.09 0.13 0.05 0. 09
Highway 0.67#k%  0.75%kk  0.64%pk  0.79%%kx 0. 70%xx 0. 65%kx
0.04 0. 06 0.05 0. 06 0. 02 0.05
Education 0.54sk% 0,39k 0,87k 0. 9Tk =0, 2Dk —0, 13k
0.03 0.04 0.03 0.04 0. 02 0.03
Sezd 0. 49k 0,20k 0, 96%kk [, 124k 0, 48k (), 52k
0.04 0. 06 0. 05 0. 06 0.03 0.05
Etdzd 0. 293k 0. 42%% 0, 32k 1. 1500k 0. 33k 0. 45k0k
0. 05 0.07 0.06 0.08 0.03 0.06
No. of Choosers 6, 288 3,612 5,915 3,952 32, 130 6, 304
No. of Choices 29 29 29 28 29 29
Pseudo R2 0.1837 0. 1901 0. 2462 0.3188 0. 3605 0. 2650
LR chi2(10) 7780.66  4624.02  9805.49  8396.56  78001.59  11250.22
Standard Errors are reported in the parenthesis
*, %%, k%% represent the significance at 10% 5%, and 1% level, respectively
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Table 1

Panel 2: Government Intervention in

Business Operation

uUs EU JP KO HK TW
Agglomeration
Agglo_home LBl 1 Odkwx  2.20%kx  2.7Okkx 4. 3Dkkk 2, 45wk
0.09 0.10 0.08 0.08 0.05 0.08
Agglo_domestic 3.00%%% 3. 10%kx 2. T8kkx L Odwkx L TRk 2. 38k
0.22 0.29 0.23 0.29 0.10 0.2
Backward agglomeration 10. 01tk 10, 39kkk 9. I8k 0.95 5. 00k 5, 36k
0.83 1.12 0.74 1.25 0.38 0.85
Forward agglomeration T 72k T.28%kk 834wk 12,58k 3,60k 8. 90%kx
0.74 0.99 0.77 1.02 0.35 0.75
Institution Environment
Government intervention in —2. 41k —1.99%kk -2 48%kk -6, 13k L ATwkx 0. 97
business index 0.55 0.72 0. 65 0.77 0.28 0.58
Controlled Variables
Wage 0. 70k -0. 08 —1.26%kk =3, 96k 0. 42%kk 0. 99k
0. 08 0.11 0. 09 0.13 0.05 0.09
Highway 0.63%ik  0.70kex 0,60k 0.70%kx 0. 7lkkk 0. 66kkk
0.04 0.06 0.05 0. 06 0. 02 0.05
Education 0.51%k%  0.37kk  0.84%kk 0,934k —0, 19kk  —0, 2k
0.03 0.04 0.03 0.04 0. 02 0.03
Sezd 0. 4Tk 0,284k 0,94k [ Olsek 0,50k 0, 55k
0.05 0. 06 0.05 0. 06 0.03 0.05
Etdzd 0. 30%%x 0. 413k 0. 33k 1. 26k 0. 323 0. 435
0.05 0.07 0.06 0.09 0.03 0.06
No. of Choosers 6, 288 3,612 5,915 3,952 32, 130 6, 304
No. of Choices 29 29 29 28 29 29
Pseudo R2 0. 1840 0. 1900 0. 2464 0. 3213 0. 3606 0. 2650
LR chi2(10) 7792.93  4621.53  9815.40  8462.81  78028.16  11252.26
Standard Errors are reported in the parenthesis
*, %%, k%% represent the significance at 10% 5%, and 1% level, respectively
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Table 1
Panel 3: Intellectual Property Rights

us EU JP KO HK TW
Agglomeration
Agglo_home 1620wk L OTksk  2.31kkk  2.66kkx 4. 30%kkx 2. 45kkk
0. 09 0.10 0. 08 0.08 0.05 0.08
Agglo_domestic 2,87k 3. [3wkk 2. Tlwkk 0,80k L 75wk 2. 36kkk
0.22 0.29 0.23 0.29 0.10 0.20
Backward agglomeration 9. 44Kk 9.90%kk 8. 8lwkk 1.02 4. Tdkix 5. 38k
0.83 1. 12 0.73 1.24 0.39 0.85
Forward agglomeration 6. 2Tk 6. 33bkk  7.35%kk 8. 9lwkk  3.06%kk 8. TGk
0.75 1.01 0.79 1.04 0.35 0.77
Institution Environment
Intellectual property rights 0.38##%  0.25%k%  0.23%k%x 0,98k 0, 12k 0.03
protection indicator 0.04 0.05 0.04 0.06 0. 02 0.03
Controlled Variables
Wage -0. 86k -0.23%%  —1. 3Dk —4 ATk 0,434k 1L Ol
0.08 0.11 0. 09 0.13 0.05 0. 09
Highway 0.50%k%  0.6L#kk  0.54%k%  0.50l00k  0.65%0k 0. 63%xk
0. 04 0.06 0.05 0.06 0. 02 0.05
Education 0.22%%% 0. 19%kx 0. 66k 0. 11 —0. 328k 0. 15k
0. 04 0.05 0. 05 0. 06 0. 02 0. 04
Sezd 0.50%#% 0,334k 0,98k (.93 0. 46%ex (. 5k
0. 04 0. 06 0. 05 0. 06 0.03 0.05
Etdzd 0.24%k%  0.36%k%  0.280kk 1 05%ek  0.34%ex 0. ddkxx
0. 05 0.07 0. 06 0.08 0.03 0. 06
No. of Choosers 6, 288 3,612 5,915 3,952 32,130 6, 304
No. of Choices 29 29 29 28 29 29
Pseudo R2 0. 1864 0. 1910 0. 2470 0. 3294 0. 3607 0. 2650
LR chi2(10) 7892.21  4644.99  9838.40  8674.79  78052.63  11250.02

Standard Errors are reported in the parenthesis
*, %% *kk represent the significance at 10% 5%, and 1% level, respectively
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Table 1

Panel 4: Corruption

us EU JP KO HK T™W
Agglomeration
Agglo_home 2,84k 1. 65%kk 3,28k 344wk 48Tk 3. 43k
0.19 0.19 0.19 0.12 0. 09 0. 17
Agglo_domestic 2.45%k% 2. 84wkk 2. 98kk 0. 42 L 06wk 1. 52k
0.36 0.47 0.42 0.45 0.21 0.35
Backward agglomeration 6. 79kkx T 1lwkkx  7.94wkk 5. 52%kk 4 60%kk 6. 33kkk
1. 41 1.83 1.38 1.95 0.73 1. 46
Forward agglomeration 8. 18wk 9. Tlwek 5. 40%kk 10, 69%kk 2. 9dkrx 9, 50kx
1.18 1. 00 1. 41 1. 49 0. 64 1.20
Institution Environment
Corruption indicator S1o16%ek -2.032%kk 2. 20%kk 1. 20%kk  —1. O5wkk -2, 0T%kk
0.23 0.30 0.29 0.34 0.16 0.26
Controlled Variables
Wage -0.82k  -0.25  —1.48%kk 3. 54wk 0. Bdwx 0. 77wk
0. 14 0.19 0.18 0.20 0.10 0. 17
Highway 0.60%k%  0.680kk  0.50wpk  0.50%kx  0.5Lkkx 0, 46%kx
0. 06 0.09 0.08 0.08 0. 04 0.08
Education 0.53%kk 0,390k 0.96%0k  0.94%kx -0 4l%ex -0, 16k
0. 06 0.09 0.08 0.07 0. 04 0.07
Sezd 0. 59t 0. 14 0.92%% 0.9l 0. 428k (. 484k
0.07 0.09 0. 09 0.09 0.05 0. 09
Etdzd 0.27#k% 0, 44k 0. 10 L. 38kk 0,58k 0. 62k
0. 09 0.11 0.11 0.14 0. 06 0.11
No. of Choosers 2, 259 1, 328 1, 649 1,788 8,071 2,075
No. of Choices 29 29 28 27 29 28
Pseudo R2 0.2019 0.2143 0. 2454 0. 3377 0. 3865 0. 3069
LR chi2(10) 3071.01  1916.27  2696.84  3979.64  21010.54  4244.25
Standard Errors are reported in the parenthesis
*, %% *kk represent the significance at 10% 5%, and 1% level, respectively
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Table 2 Panel 1

1 2 3 4
Agglomeration
Agglo_home 3. T6kskk 3. Tk 3. Tk 3. Tk
0.02 0.02 0. 02 0. 02
Agglo_domestic 2. 10%3k5k 2. 10k 2. 05k 2. 09k
0. 07 0. 07 0.07 0. 07
Backward agglomeration 3. 63k 3. 62k 3. 2Tk 3. 38k
0.27 0.27 0.27 0.27
Forward agglomeration 7. 04k 7. 043¢ 6. 128k 7. 05k
0.25 0.25 0. 25 0.25
Institution Environment
Contract enforcement index 0.04
0.13
Government intervention in 0.18
business index 0.19
Intellectual property rights 0. 213k
protection indicator 0.01
Corruption indicator 0. 48k
0. 05
Controlled Variables
Wage 0. 20%%x 0. 19k 0. 14#5% 0. 13k
0.03 0.03 0.03 0.03
Highway 0. 613k 0. 61k 0. 52k 0. 62k
0. 02 0. 02 0. 02 0. 02
Education 0. 04k 0. 05k 0. 13tk 0. Q7ssks
0.01 0.01 0.01 0.01
Sezd 0. 54ssese 0. 55k 0. 53tk 0. 56k
0. 02 0. 02 0. 02 0. 02
Etdzd 0. 428k 0. 42sx 0. 42%k 0. 435k
0.02 0.02 0. 02 0. 02
No. of Choosers 58, 201 58, 201 58, 201 58, 201
No. of Choices 29 29 29 29
Pseudo R2 0. 2907 0. 2907 0.2915 0. 2909
LR chi2(10) 113854. 75 113855. 50 114170. 58 113941. 13

Standard Errors are reported in the parenthesis

*, %k, *k¥k represent the significance at 10%, 5%, and 1% level,

respectively
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Table 2 Panel 2

1 2 3 4
Agglomeration
Agglo_home 4. 224k 3. Tk 4. 1Tk 3. 8 sk
0.04 0. 02 0.04 0.03
Agglo_domestic 1. 65k 2. 11k 1. 573k 2. 06k
0.11 0.07 0.11 0. 07
Backward agglomeration 6. 21k 3. 61k 5. 5Tk 3. 44k
0. 39 0.27 0. 39 0.28
Forward agglomeration 5. 86tk 7. 03%%k 4. 68k 6. 86k
0. 35 0.25 0. 35 0.26
Institution Environment
0. 90
Regional contract enforce- 0. 4Tst%
ment * Impartial courts 0.12
Government intervention in 2. 46k
business operation 0. 81
Government intervention -0, 32k
* Regulation 0.11
Intellectual property rights -0. 04
protection index 0. 06
Regional IPR protection *IPR 0. 06k
0.01
Regional corruption -0. 04
0.21
Regional corruption * -0. 10%
Country-level corruption 0.05
Controlled Variables
Wage 0. 08k 0. 18k T =0, 4Tk 0. 14k
0.04 0.03 0. 05 0.03
Highway 0. 56k 0. 6 ks 0. 4235k 0. 62k
0.02 0. 02 0. 02 0. 02
Education 0. 06k 0. 05k 0. 13k 0. 06k
0. 02 0.01 0. 02 0.01
Sezd 0. 52k 0. 55tk 0. 55k 0. 58tk
0. 02 0. 02 0. 02 0. 02
Etdzd 0. 53k 0. 423 0. 0%tk 0. 42s0%
0.03 0. 02 0.03 0. 02
No. of Choosers
No. of Choices
Pseudo R2 0. 2954 0.2907 0. 2969 0.2974
LR chi2(10) 54448. 39 113864. 88 54732. 60 110065. 21
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Standard Errors are reported in the parenthesis
*, %k, *k¥k represent the significance at 10%, 5%, and 1% level, respectively
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Table 2, Panel 3

1 2 3 4
Agglomeration
Agglo_home 3. 82k 3. 8Lk 3. 8 sk 3. 82k
0.03 0.03 0.03 0.03
Agglo_domestic 2. 073k 2. 073k 2. 02k 2. 06k
0. 07 0. 07 0. 07 0. 07
Backward agglomeration 3. TOsskk 3. 68k 3. 28k 3. 4Tk
0.27 0.27 0.27 0.27
Forward agglomeration 6. 93k 6. 965 6. 10 6. 9Tk
0.25 0.25 0.26 0.25
Institution Environment
Contract enforcement -0. 14
0.16
Contract enforcement * 0. 00
Culture diversity 0. 00
Government intervention in business 1. 46k
0.24
Government intervention in business -0. 0005k
* Culture diversity 0. 00
Regional IPR protection 0. 17sk0x
0.01
Regional IPR protection 0. 0000
* Culture diversity 0. 00
Regional corruption 0. T4k
0. 06
Regional corruption*Culture Diversity 0. 000 13k
0. 00
Controlled Variables
Wage 0. 19k 0. 173k 0. 123k 0. 113k
0.03 0.03 0.03 0.03
Highway 0. 6 sk 0. 6 sk 0. 52k 0. 6 13k
0. 02 0. 02 0. 02 0. 02
Education 0. 04k 0. 05 0. 13k 0. 0750k
0.01 0.01 0.01 0.01
Sezd 0. 55k 0. 56k 0. Bdsrx 0. 57sksk
0. 02 0. 02 0. 02 0. 02
Etdzd 0. 435 0. 42%s5 0. 42s%0% 0. 43tk
0. 02 0. 02 0. 02 0. 02
No. of Choosers 56, 896 56, 896 56, 896 56, 896
No. of Choices 29 29 29 29
Pseudo R2 0.2943 0. 2945 0.2953 0.2946
LR chi2(10) 112676. 61 112753. 00 113078. 58 112806. 77

Standard Errors are reported in the parenthesis
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spectively
*, %%, k¥* represent the significance at 10% 5% and 1% level, resp
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Table 3 Panel 1

Jv FOE
us EU P KO HK T™w us EU P KO HK T™wW
Agglomeration
Agglo_home 159k 1.0Lwkx  2.08%wk 2. 25kix 3.T4kkx 169wk | 15THwk 108wk 2.6Twkk 3. 36wk 5. 42k 3. 04k
(0.11) (0.12) (0.10) (0.11) (0. 06) (0.12) (0.19) (0.18) (0.15) (0.11) (0. 09) (0.12)
Agglo_domestic 3,63kl 3 5Qkwek 3 3%k 2. 16k 2. 22%kk 3. 28k | 1. T6ksek 2. 36wk 1. 6Tk 0.51 0. 413 1. 58k
(0. 27) (0. 36) (0. 27) (0. 44) (0.12) (0. 29) (0. 40) (0. 52) (0. 41) (0. 38) (0. 20) (0. 27)
Backward agglomeration 10. 40%k 10, 9lsetk 9, 465k -1.84 T 44k 7064k | 8 84wk 10, 3%k 7. 99k 2.12 0. 57 4. 96k
(0.99) (1. 36) (0. 90) (1.84) (0. 46) (1.23) (1.53) (2.01) (1.30) (1.73) (0.74) (1.21)
Forward agglomeration 6. 15%kk 5. T0%kx 7.66%k% 14, 163k 4. 30k 6. 88kkk | 11.29%kk 10, 63%ick 9. 82k 1. HTxekk 0.00 9. 20tk
(0.89) (1.23) (0.95) (1.56) (0.42) (1.11) (1.37) (1.72) (1.34) (1. 36) (0. 65) (1.06)
Institution Environment
Contract enforcement 0.59 0.81 0.53 0. 10 1. 15w 0.35 2.5T%kk  2.99%kx 1. 8lkkk -0. 14 0. 94k 0.27
(0. 40) (0.54) (0. 45) (0.58) (0.24) (0.51) (0. 70) (0.87) (0. 65) (0.58) (0. 35) (0. 64)
Controlled Variables
Wage ~1. 05k —0.55%#k  —14THek 425wk 0. ATk 0.12 0. 04 0.70%%x  —0.84kwx  —3.92%kk 0. T34kk 2. 00
(0.10) (0.13) (0.11) (0.19) (0. 06) (0.12) (0.16) (0. 20) (0.17) (0.21) (0. 09) (0.13)
Highway 0.63%#x 0,73k 0.63%px 0. 5Ok 0.5T%k  0.6L%kk [ 0.56%kk  0.72%k%  0.52%6% 0. 95%kk 0. 8Ttk 0. 55%%
(0. 05) (0. 06) (0. 05) (0. 08) (0.03) (0. 06) (0. 09) (0.12) (0. 10) (0.10) (0. 05) (0. 09)
Education 0.53%%k  0.41wex  0.88%kx 1 15kkx -0 15wk 0. 17kkk | 0.61kkk  0.38kkx  0.86%k%  0.8Lwkk  —0.37Tkkx 0. 445k
(0.03) (0. 05) (0. 04) (0. 06) (0. 02) (0. 04) (0. 06) (0.07) (0. 06) (0. 06) (0.03) (0. 05)
Sezd 0. 48k 0. 26k 0. 84k 1. 16k 0. 3Tk 0. 45%%k 0. b5k 0. 39k 1. 223k 1. 073k 0. T4k 0. 70k
(0. 05) (0.07) (0. 06) (0. 09) (0.03) (0.07) (0.08) (0.11) (0. 09) (0. 09) (0. 05) (0. 09)
Etdzd 0. 31k 0. 403 0. 38tk 0. 68k 0. 273k 0. 3Tk 0. 20%kk 0. 563k 0. 24k 1. 803k 0. 61k 0. 65%%k
(0. 06) (0. 08) (0.07) (0.10) (0.03) (0.08) (0.10) (0.14) (0.11) (0.16) (0. 06) (0.10)
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No. of Choosers 4,445 2,440 3,953 1,786 20, 851 3, 097 1,843 1,172 1,962 2,166 11, 279 3,207
No. of Choices 29 29 29 28 29 29 25 27 27 24 29 26
Pseudo R2 0.1711 0. 1657 0. 2346 0. 2547 0. 3039 0. 1891 0. 1948 0. 2396 0. 2599 0. 3581 0.4871 0. 3422
LR chi2(10) 5122.61 2723. 31 6246. 22 3031.53 42669. 40 3944. 33 2311.48 1850. 64 3361. 83 4929. 50 36998. 98 7151.79

Standard Errors are reported in the parenthesis

%, %k, dkk represent the significance at 10%, 5%, and

1% level, respectively
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Table 3, Panel 2

v FOE
us EU Jp KO HK W us EU P KO HK W
Agglomeration
Agglo_home L. 600k 1. O Lok 2. 09k 2. 21wk 3. T3k L 69k | 1. 6 kkk L. 100k 2. 70k 3. 24k 5. 39k 3. 03k
0.11) (0.12) (0. 10) 0. 11) (0. 06) (0.12) (0. 19) (0. 18) (0. 15) 0. 11) (0. 09) (0.12)
Agglo_domestic 3. 6Lk 3. 56k 3. 36ksk 2. 13tk 2. 24k 3. 29k 1. 69tk 2. 36k 1. 61k% 0.44 0. 42%% 1. 60k
(0.27) (0. 36) (0.27) (0. 44) (0. 12) (0. 29) (0. 40) (0. 52) (0. 41) (0. 38) (0. 20) (0.27)
Backward agglomeration 10. 37#kx 10, 85%kk 9. 55wk -1. 64 7. 45k 6. 95%kk | 8. 65k 9. Bk 8. 09tk 2. 88% 0.36 4. 81k
(0.99) (1. 36) (0. 90) (1.84) (0. 46) (1.23) (1.53) (1.99) (1. 30) (1.74) (0.74) (1. 20)
Forward agglomeration 6. 113tk 5. 68k 762k 13. 99wk 4. 36tk 6. 88wk | 10. 88k 10. 26%kk 9. T2k 11. 05k 0.02 9. 23tk
(0. 89) (1.23) (0. 95) (1. 56) (0. 42) (1.11) (1.37) (1.72) (1.34) (1.37) (0. 64) (1. 06)
Institution Environment
Government intervention —1ATRE 2. 20kkx —1. 88k —2. 51k% 1. 98%k% 1.03 ~4. 4%k -0.91 =3. T8%%k  —Q. 30%kx 1. 63%k% 2. 01k
in business operations (0. 64) (0. 86) (0.79) (1.05) (0.33) (0.79) (1.05) (1.34) (1.15) (1.12) (0. 50) (0. 90)
Controlled Variables
Wage —L 0Lkt —0.49%kk  —1 43%0k —4, 20wk 0. 43k 0.10 0.12 0. 74%%x  —0. 8%k —3. 66wk 0. 69 1. 94k
(0. 10) (0. 14) (0.11) (0.19) (0. 06) (0.79) (0. 16) (0. 21) (0.17) (0. 20) (0.09) (0.13)
nghway 0. 61k 0. 69k 0. 60k 0. 5Tk 0. 623k 0. 61k 0. 51k 0. 653k 0. 483k 0. 77k 0. 87k 0. 583k
(0. 05) (0. 06) (0. 05) (0.07) (0. 03) (0. 06) (0. 09) (0.12) (0. 10) (0. 10) (0. 05) (0. 09)
Education 0. 518k 0. 38k 0. 86k L. 130k —0. L4k 0. 18%kx [ 0. 55%kx 0. 38k 0. 82k 0. 76k —0. 34k —0. 413k
(0. 03) (0. 05) (0. 04) (0. 06) (0.02) (0.04) (0. 06) (0.07) (0. 06) (0. 06) (0.03) (0. 05)
Sezd 0. ATk 0. 24k 0. 82:sks L. 1Lk 0. 37k 0. 47#xx | 0. 52k 0. 46k 1. 2030k 0. 89k 0. 80 0. 75k
(0. 05) (0.07) (0. 06) (0. 09) (0. 03) (0.07) (0. 08) (0.11) (0. 09) (0. 09) (0. 05) (0. 09)
Etdzd 0. 31k 0. 40 0. 39k 0. T3 0. 295 0. 35%x% | 0. 22 0. 493 0. 23k 1. 978k 0. 5Tk 0. 63
(0. 06) (0.08) (0.07) (0. 10) (0. 03) (0. 08) (0. 10) (0. 14) (0.11) 0.17) (0. 06) (0. 10)
No. of Choosers 4,445 2, 440 3,953 1,786 20, 851 3,097 1,843 1,172 1,962 2, 166 11,279 3, 207
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No. of Choices 29 29 29 28 29 29 25 27 27 24 29 26
Pseudo R2 0.1712 0. 1660 0.2348 0. 2552 0. 3039 0. 1892 0.1951 0.2381 0. 2602 0. 3634 0. 4871 0. 3425
LR chi2(10) 5125.71  2,727.84  6,250.60  3,037.27  42,679.48  3,945.56 | 2,315.37  1,839.54  3,365.19  5,003.01  37,002.21 7, 156.60

Standard Errors are reported in the parenthesis

%, %%, *kkk represent the significance at 10%, 5%, and 1% level, respectively
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Table 3, Panel 3

v FOE
us EU Jp KO HK ™ us EU JpP KO HK T™W
Agglomeration
Agglo_home 160k 1. Odsesk 2. 1lsek 2. Oddorx 3. T3k 169k | 1. 645%kk 1. 12%k 2. Tldek 3. 15k 5. 42%%x 3. 03k
(0. 10) (0.12) (0. 10) 0.11) (0. 06) (0. 12) (0. 19) (0. 18) (0. 15) (0.11) (0.09) (0.12)
Agglo_dm 3. 48kkk 3. 4THkek 3 24kkx 1. 88k 2. 20k 3. 26k [ 1.B5wkx 2 34wk 1, Bluekk 0.22 0. 413% 1. 62k
(0.27) (0. 36) (0.27) (0. 44) (0.12) (0. 29) (0. 40) (0. 52) (0. 41) (0. 38) (0. 20) (0.27)
Backward 9. 9lskk 10, 3k 9, 22k -1.31 7. 1655 6. 99k | 7. 73kxx 9. 23k 7. 60k 2. 62 0.63 5. 34k
(0.99) (1. 36) (0. 89) (1.83) (0. 46) (1.23) (1.53) (1.99) (1. 30) (1.72) (0.75) (1.21)
Forward 4. 7Tk 4. 494k 6. 45k 10. 033k 3. T1kskek 6. 6%k 9. 12k 9. 8Tk 9. 09k 7. 86%kk 0. 26 9. 84k
(0. 90) (1. 24) (0. 96) (1. 60) (0. 42) (1. 14) (1. 39) (1.75) (1.37) (1. 40) (0. 66) (1.08)
Institution Environment
IPR protection 0.36#k%  0.31wkk  0.28%tk 0. 99wk 0. 16k 0. 04 0. 4630tk 0.12 0. 16%% 0. 92tk -0.07#x =0, 17k
(0. 04) (0. 06) (0. 05) (0. 09) (0. 02) (0. 05) (0. 07) (0. 08) (0.07) (0. 09) (0.03) (0. 05)
Controlled Variables
Wage “1. L4t =0, 65%k  —1 ATkt —4, Blskx 0, 4ddomk 0.12 -0. 08 0.67k%x  —0.89kkx  —4, 20%kkx 0, T6kk 2. 10k
(0. 10) (0. 14) (0.11) (0. 19) (0. 06) (0.12) (0. 17) (0.21) (0. 17) (0. 20) (0.09) (0. 14)
nghway 0. 483k 0. 59k 0. 51k 0. 32k 0. 54k 0. 59k 0. 303k 0. 603k 0. 46%kk 0. 70k 0. 8Tk 0. 64k
(0. 05) (0. 07) (0. 06) (0. 08) (0.03) (0. 06) (0. 10) (0. 13) (0. 10) (0. 10) (0. 05) (0. 09)
Education 0. 213%% 0. 145 0. 63sx 0. 24 0. 31k 0. 13%x 0.26%% 0. 32%k%x 0. T3k 0.03 -0. 31k —0. 34k
(0. 05) (0. 06) (0. 06) (0. 10) (0.03) (0. 06) (0. 07) (0. 09) (0. 08) (0. 09) (0.04) (0. 06)
Sezd 0. 46k 0. 27kk 0. 843k 0. 98k 0. 32k 0. 45k 0. 65%*k 0. 50k 1. 2Tk 0. 893k 0. 78k 0. 71k
(0. 05) (0.07) (0. 06) (0. 09) (0.03) (0.07) (0. 08) (0. 10) (0. 09) (0. 09) (0. 05) (0. 08)
Etdzd 0.28%%x  0.35%kx 0. 35kkx 0. 60%kx 0. 313#x 0.36%#k | 0.08%kx 0. 44wk 0.17 1. 770k 0. 58k 0. 66k
(0. 06) (0. 08) (0.07) (0. 10) (0.03) (0.07) (0. 10) (0. 14) (0. 11) (0. 16) (0. 06) (0. 10)
No. of Choosers 4,445 2, 440 3,953 1, 786 20, 851 3,097 1,843 1,172 1, 962 2, 166 11, 279 3, 207
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No. of Choices 29 29 29 28 29 29 25 27 27 24 29 26
Pseudo R2 0. 1736 0. 1676 0. 2360 0. 2663 0. 3042 0. 1891 0. 1977 0. 2383 0. 2598 0. 3669 0. 4871 0. 3427
LR chi2(10) 5195.86  2,753.34 6,281.52 3,169.94  42,710.16  3,944.59 | 2,346.02 1,841.16 3,359.79  5,051.53  36,996.16 7, 161.27

Standard Errors are reported in the parenthesis

%, %%, *kkk represent the significance at 10%, 5%, and 1% level, respectively
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Table 3, Panel 4

v FOE
us EU JpP KO HK ™ us EU JpP KO HK T™W
Agglomeration
Agglo_home 2.94%%%  1.66%pk  3.00kkx 2. 56%kk 3. 8Tk 2.05%%% | 2.56%%k  1.5Tkkx  3.64%kx 3. 30%kk 5. 85k 3. 94k
(0.23) (0. 24) (0. 25) (0.19) (0.12) (0.29) (0. 33) (0.31) (0.31) (0.18) (0. 15) (0.22)
Agglo_domestic .44k 3019k 4 1Dk 1. 42% 2. 13 3. 24k [ 1. 18k 2, 36k 1. 19% 0.24 -0. 37 0. 62
(0.47) (0. 63) (0.53) (0. 73) 0.27) (0.59) (0. 56) (0. 70) (0. 71) (0.57) (0.33) (0. 45)
Backward agglomeration T 5Tk T.50%kk 8. 33kk 0.52 8. 65k T.46%%x | 3. 86k 7. 29%% T.70ksk 12, 684k 0.98 5. 5 Lotk
(1. 80) (2. 36) (1.73) (2.91) (0.98) (2. 35) (2.32) (2.92) (2.31) (2.85) (1.13) (1. 96)
Forward agglomeration 4. T3k 5. 9k 3. 41% 10. 02k 3. 56k 4. 64%x 11,61k 12.20%kk  8.86%kx 6. 11akx 1.07 10. 58sks0k
(1.53) (2. 11) (1.79) (2. 43) (0. 86) (2.03) (1.88) (2.29) (2.29) (1.98) (0.99) (1.57)
Institution Environment
Corruption indicator S1 3Tk —1 9Twk 1. 86k 0.05 —1. 04k =2, 83k | —0.92%k -2 2Tk —2 B3kk 6. 06kik =3 18k —1. 24skik
(0.29) (0. 40) (0.37) (0. 48) (0. 20) (0. 40) (0.37) (0. 48) (0. 48) (0. 66) (0. 26) (0. 38)
Controlled Variables
Wage —1.43%%k 0. 63%k%k  —1 64kkx 3. 48%kx 0. 02 ~0. 65%%k | 0. 62%% 0.41 —1.36%kk =3, 6THkx 1. 60k 2. 20%%
(0. 18) (0. 24) (0.22) (0.28) (0.12) (0. 25) (0. 26) (0. 36) (0. 30) (0. 30) (0. 16) (0. 27)
Highway 0. 54k 0. 59k 0. 45%k% 0. 40%s#k 0. 51k 0. 52k 0. 413k 0. 83k 0. 613k% 1. 18k 0. 51k -0. 01
(0.07) (0. 10) (0. 10) (0. 10) (0. 05) (0. 10) (0.13) (0. 19) (0. 16) (0. 14) (0. 08) (0. 16)
Education 0.63%%x  0.40%%x  0.98kkx [ O5kx  —0. 17#kk 0. 32%kk 0. 23 0. 28%* 0. 99 0. 243%% =0. 79k —0. 4THwk
(0.07) (0.11) (0.10) (0.11) (0. 05) (0.11) (0.11) (0.14) (0.13) (0.11) (0.07) (0. 10)
Sezd 0. 65%#% 0. 30%x 0.76%%k 1. 19%kx 0. 373 0.5k [ 0. 62k 0.03 129k 0. Tlokk 0. 47##% 0. 63%#%
(0.09) (0.12) (0.11) (0.13) (0. 06) (0.12) (0. 13) (0. 15) (0. 16) (0.13) (0. 08) (0. 13)
Etdzd 0.28%%%  0.40%%x 0. 38%kx 0. 82 0. 463 0. 44s% 0.09 0.53k%k  —0.53%kk 2. 04%kx 0. 79k 0. 76
(0.11) (0.14) (0.14) 0.17) (0.07) (0. 15) (0. 16) (0.19) (0.19) (0.27) (0.09) (0. 16)
No. of Choosers 1,411 781 1,021 745 4,090 792 848 547 628 1,043 3,981 1,283
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No. of Choices 29 28 27 26 29 27 24 25 26 18 29 23
Pseudo R2 0. 1907 0. 1774 0.2314 0. 2581 0. 2974 0. 1998 0. 2001 0. 2418 0. 2542 0.3618 0. 5007 0. 3609
LR chi2(10) 1,812.50  923.47  1,557.62 1,253.13  8,192.22  1,043.26 | 1,078.75  851.56  1,040.28 2,181.32  13,424.05  2,903.51

Standard Errors are reported in the parenthesis

%, %%, *kkk represent the significance at 10%, 5%, and 1% level, respectively
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Table 4, Panel 1

1 1 2 2 3 3 4 4
vV FOE WV FOE WV FOE vV FOE
Agglomeration
Agglo_home 3. 58 4. 88tk 3. 2Tk 4. 54k 3. 53k 4. 8kt 3. 30 4. 63tk
0. 05 0. 06 0.03 0.04 0. 05 0. 06 0.03 0.04
Agglo_domestic 2. 56wk 0. 50%kx* 2. 68k 1. 0Lk 2. 44wk 0. 50k 2. B 1kk 0. 98k
0. 14 0.16 0. 09 0.12 0. 14 0.16 0. 09 0.13
Backward agglomeration 8. 03k 5. 023k 5. 45k 0. 983 8. 0%k 3. 15k 5. 52k 0.24
0. 52 0. 61 0.33 0. 47 0.51 0. 60 0.34 0. 49
Forward agglomeration 4. 423 6. T2%%x 6. 60k 6. 6134k 3. 55k 5. 15k 6. 53tk 6. 36tk
0. 47 0.52 0.31 0.42 0. 47 0.53 0.32 0. 44
Institution Environment
Regional contract enforce- -2.13% —4. TO%kk
ment index 1.28 1.29
Regional contract enforce- 0.25 1. 123k
ment index* Impartial court 0.17 0.17
Government intervention 4. 46kkx 1.98
in business operations 0.97 1.45
Government intervention in —0. 50k -0. 31
Business * Regulation 0.13 0.20
Regional IPR protection 0.06 0. 35k
0. 08 0. 09
Regional IPR protection * IPR 0. 0Bk 0. 11sx
0.01 0.01
Regional corruption -0. 05 -0.15
0.29 0.33
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Regional Corruption -0. 02 0. 265k
i’r"]dc(:;))(untry—Ievel corruption 0.07 0.08
Controlled Variables
Wage 0. 48k 0. 523k 0.03 0. 55k =0, 89k 0. 195 0. 10k 0. sk
0.05 0.07 0.04 0.05 0.06 0.08 0.04 0.05
Highway 0. 51k 0. 64k 0. 55k 0. 69k 0. 40k 0. 44t 0. 55k 0. 73k
0.03 0.04 0. 02 0.03 0.03 0.04 0. 02 0.03
Education 0. 180k 0. 110k 0. 12%0% 0. 08k 0. 04 0. 26k 0. 09k 0. 04k
0. 02 0. 02 0.01 0. 02 0. 02 0.03 0.01 0. 02
Sezd 0. 5%k 0. H8*skk 0. 44k 0. 77k 0. 45%k% 0. T4%skx 0. 43%sk% 0. 84k
0.03 0.04 0. 02 0.03 0.03 0.04 0. 02 0.03
Etdzd 0. 435k 0. T4setox 0. 3Tstox 0. 675k 0. 34stox 0. 56tk 0. 38k 0. 68k
0.03 0. 05 0. 02 0. 04 0. 04 0. 05 0. 02 0.04
No. of Choosers
No. of Choices
Pseudo R2 0. 2342 0. 3846 0. 2454 0. 3827 0. 2362 0. 3839 0. 2502 0. 3935
LR chi2(10) 23418. 09 32430. 02 60414. 93 55686. 97 23628. 19 32368. 43 58099. 19 54240. 26
Standard Errors are reported in the parenthesis

%, %%, **kx represent the significance

at 10% 5%, and 1% level, respectively
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Table 4, Panel 2

1 1 2 2 3 3 4 4
vV FOE WV FOE vV FOE vV FOE
Agglomeration
Agglo_home 3. 34 4. 5Tk 3. 33 4. 56k 3. 33k 4. 5Tk 3. 3 4. 608k
0. 03 0. 04 0. 03 0. 04 0. 03 0. 04 0. 03 0. 04
Agglo_dm 2. G4k 0. 99k 2. 66k 0. 99 2. 5k 0. 9Tk 2. Bk 0. 96k
0. 09 0.12 0. 09 0.12 0. 09 0.12 0. 09 0.12
Backward 5. 5%k 1. 1Dk 5. 53k 1. 01k 5. 20k 0.63 5. 5l 0.28
0.34 0. 47 0.34 0. 47 0.34 0. 47 0.34 0. 47
Forward 6. 48%+kk 6. 59k 6. H2kkk 6. 5k 5. 64k 6. 193k 6. H2:kkk 6. 71k
0.31 0. 42 0.31 0. 42 0.32 0.43 0.31 0. 42
Institution Environment
Contract ~1. 08tk 0. 88tk
0.20 0.27
Contract*Culture Diversity 0. 00023k =0, 000 1%k
0. 00 0. 00
Government 2. 34k 1. 20k
0.27 0.41
Government*Culture Diversity -0. 0006%#%  —0. 00073k
0. 00 0. 00
Intellectual Property 0. 19tk 0.03
0. 02 0. 02
Intellectual Property*Culture Diversity 0. 0000k 0. 00000k
0. 00 0. 00
Corruption 0. 50k 1. 38tk
0. 08 0.11
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Corruption*Culture Diversity 0.0001sk% 0. 0001 %kt
0. 00 0. 00

Controlled Variables

Wage 0. 06 0. 56k 0.03 0. 55k 0.01 0. 50k 0.03 0. 38tk
0. 04 0.05 0. 04 0.05 0. 04 0.05 0. 04 0.05

Highway 0. 52k 0. 69k 0. 55k 0. 68k 0. 45k 0. 623k 0. 5k 0. 738k
0.02 0.03 0.02 0.03 0.02 0.03 0.02 0.03

Education 0. 113 0. 09k 0. 123 0. 094k 0. 094 0. 18soik 0. 18k 0. 04
0.01 0.02 0.01 0.02 0.02 0.02 0.01 0.02

Sezd 0. 45%% 0. 76%%sk 0. 45%%k 0. 78k 0. 42k 0. 80k 0. 45%%k 0. 8 Lskeksk
0.02 0.03 0.02 0.03 0.02 0.03 0.02 0.03

Etdzd 0. 35%%% 0. 69k 0. 33k 0. 68k 0. 38k 0. 68k 0. 38k 0. 0%
0.02 0. 04 0.02 0. 04 0.02 0. 04 0.02 0. 04

No. of Choosers

No. of Choices

Pseudo R2 0. 2485 0. 3859 0. 2487 0. 3861 0. 2495 0. 3870 0. 2486 0. 3871

LR chi2(10) 59564. 04 55286. 74 59613. 27 55310. 12 59785. 47 55439. 98 59585. 37 55460. 24

Standard Errors are reported in the parenthesis

%, %k, dkk represent the significance at 10%, 5%, and 1%

level, respectively
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