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Abstract

This paper examines patterns of FDI inflows to Beut European (SE) regions, which seem to be at the
margin of the FDI attraction game accounting fovery small share of total inward FDI in the EU. drder

to understand why these regions attracted suctwanlomber of foreign investors, this contributioyides

the following analysis: i) an overall picture ofettmain characteristics of patterns of inward FDI $t
regions at geographical and sectoral level; ii) tfactors that drive FDI flows into EU regions; iigs
assessment of the potential of attractiveness akef§iéns, both in absolute terms and with respeaither

EU regions. The main results indicate that SE regiare definitively less attractive than other Etgjions,
though a lot of variation does exist at both geqinigal and sectoral level. In order to improve thei
capacity to attract FDI SE regions should improteit factors of attractiveness by implementing smve
structural reforms.
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1. Introduction

The potentials of the single market, as well asahgity of European firms to compete successfily
foreign markets, both within and outside the EUrmtaries, have made the European Union (EU) onleeof t
major players in global Foreign Direct InvestmeRDI). Generally speaking the EU is considered an
attractive location by foreign investors becauseitsfliberal FDI regulation, a highly educated and
productive labour force, as well as a large andgrated market for both final goods and services an
intermediates. The EU attractiveness is witnessedhb consistency of FDI stock, whose amount has

reached impressive figures in the last decadeodaitr 2013).

Despite that, the distribution of FDI across sp&cquite uneven, with some regions attracting nfebg
than others both within and across countries. SwntEuropean (SE) regions are at the margin ofFidle

attraction game accounting for a very small shatetal inward FDI in the EU.

This fact raises two questions: first, why did thesgions attract such a low number of foreign $twes?

And, does it depend on regional characteristiasnozountry characteristics?

One explanation for this fact is that SER havevapotential to attract FDI, since their charact&ssare not
those that foreign firms are looking for. This imgsl that the observed FDI inflows just reflect dlearcity of
location advantages of those regions. A seconcaaggibn is that the capacity to attract FDI of 8gons is
conditioned by their respective countries’ perfonges, characterized with respect to other EU camby
poor market regulations and legal enforcement, elsag low quality and inefficient administrativgssems;

in a few words, Southern Europe seems to suffan fiiwe lack of a business environment conducive for
foreign investments (Golub et al., 2003; Commift2@04).

In order to better understand the determinantshwhird FDI flows in the EU and potential differences

between Southern regions and other EU regionsctmsibution provides the following analysis:

— an overall picture of the main characteristics attgrns of inward FDI in SE regions at geographical

and sectoral level and their potential differenwél patterns of FDI in other EU regions;
— the factors that drive FDI inflows to EU regions;

— an assessment of the potential of attractivenesSEofregions, both in absolute terms and with

respect to other EU regions.

The degree of attractiveness of FDI of SE regiovss @otential differences with respect to other Egions
is analysed by using the number of newly createeido firms— disaggregated by 252 NUTS2 EU regions,
the most important sectors of economic activity] #re origin of foreign firms within or outside tEJ — as

a proxy for inward FDI in the period from 2005 t60Z ! Figures reflect averages over the period instéad o

! These figures come from FDIRegio database. SeellBagteal. (2011) for a comprehensive descriptidrihe
database and its reliability in describing patteshBEDI in the EU.
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annual flows in order to minimize excessive fluti@s in the dependent varial&loreover, the period
ends in 2007 since this work aims at isolatingdtractural factors that affect regions’ attractiess rather

than at understanding the impact of the recent@oandownturn on regions’ capacity to attract FDI.

This paper is not the only one dealing with locatahoices of multinational firms in Europe, buistthe
first focusing on Southern European regions in mmarative perspective. Some previous works have
addressed the question of why some regions attnacé or few FDI than other regions within specific
Southern European countriéslowever, a single country perspective does nowatb consider either the
potential effects on regions’ competitiveness dfamal factors — an issue particularly relevanttimgeting
appropriate FDI promotion policies — or the potaingffects of inter-country competition, which @&ssin
integrated spaces like the EU where competitioattact FDI may occur not only within but also &so0
countries (Basile et al., 2009; Crozet et al., 2004sterla and Resmini, 2007;).

This contribution is organized in four sectionseThist section provides some evidence on pattefinstra-
and extra-EU foreign investments in SE regionstdfadriving regions attractiveness are investigifitem
a theoretical and an empirical perspective in ttewing two sections. In the last section somdiprieary

conclusions are drawn.

2. Patterns of FDI in Southern Europe

Focusing on SE regions, the aim of this sectiotoidlustrate the main cross-country and cross-gtigu
features of patterns of FDI and highlight somehaf juestions that need to be addressed to undirthian
economic factors that underlie this phenomenon elé ag the role that policy can play in favouririge t

inflows of FDI in these regions, both in absolubtel aelative terms.

The data presented in Table 1 clearly shows thath®on Europe attracted a very low share (less 48an
of foreign firms established during the 2005-20@fiq. This share halves when extra-EU foreign firm
investments are taken into consideration. Withenghb-sample of Southern Europe, Spain and Italy thle
lion’s share, attracting about 90% of foreign firthsit invested into the region. This figure indesathat
Southern Europe cannot be considered as a homogiemea and that attractiveness in terms of FDI may

vary across cou ntries.

(insert table 1 about here)

2 Although the evaluation of several consecutivaquisr of time would have allowed a more in depth ardaustive
study, it should be born in mind that the availiépibf data is a major constraint in analysis fastdriving FDI at
regional level.

% Basile et al,2005; Bronzini, 2004; and MariottdaRiscitello, 1995 analyzed the distribution ofefign firms across
Italian regions, while Mota and Brandao, 2001, Bagbet al., 2004; Guimaraes et al., 2000; focoseghatterns of FDI
across Portuguese regions. The distribution of &bss Spanish regions has been investigated by & Lopez,
1991; Villaverde and Maza, 2012 and Rodriguez aath®, 2008, while Jordaan and Monastiriotis, 28td Petrakon,
2013 deals with the attractiveness of Greek regions
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At sectoral level, further heterogeneity emerg@8s ®f foreign affiliates in Southern Europe opeliat¢he
services sectors and mainly in business serviagsrse while about 34% can be classified as manufac
firms, with a slight preference for traditionalwldechnology intensive sectors in case of intrafakéign
firms and for high-technology intensive manufaatgrisectors as for extra-EU foreign firms (Table' 2).
These patterns suggest that motivations for beqpmiultinationals may differ between intra- and ax&U
manufacturing firms: the former seem to be inte@dn exploiting differences in factor prices, mgin
labour costs, across the EU, while the latter mayehchosen to delocalize production plants in tbeirke
order to take advantage from the local technolagy the size of the integrated market rather thamfr

global differences in input prices
(insert Table 2 about here)

By crossing the geographical and sectoral dimessather interesting features emerge. Table 3 repbet
index of specialization of inward FDI in six diffsrit economic sectors, covering primary, manufaatuand

services activities. The index of sectoral conaitin of FDI is given by:

SPIsc = (FDIse /X5 FDIsc) /(B¢ FDIsc/Xs Xic FDIsc) 1)

whereFDI is the number of foreign firms, aiscandc refer to sectors and countries, respectively. idex

is built relative to both the EU average (uppergbarf Table 3) and Southern Europe average (bogtanel

of Table 3) and shows the extent to which eactheffour countries under consideration and the $onth
European area taken as a whole receive more ofdeign firms than the EU — or Southern Europe as
whole — in each of the reported sector. By definitithe average value of the index for a particedantor in
the EU (Southern Europe) is 1; therefore, valuesatgr (lower) than 1 indicate that countryshows a

concentration of FDI in sectgrabove (below) the EU (or Southern Europe) average.
(insert Table 3 about here)

Table 3 indicates that Southern European coundtieact relatively more FDI in production ratheathin
services activities. Only Spain and Greece showrhil®lex of inward FDI above the EU average in the
primary sector, while Italy emerges for a conceitraof FDI in manufacturing activities above bolie EU
and the Southern Europe averages. On the coninarsird FDI concentration in services activitiebeow

both average values.

Overall these results confirm the idea that pastefmFDI in Southern Europe are different from #o$ the

other EU countries and, therefore, may respondfterent motivations and local advantages. Morepiter

* See Table Al in the appendix for details on highd low-tech manufacturing sectors, as well asroseetoral
aggregations used in this contribution.
® The theory of FDI usually distinguishes four typé$DI: i) horizontal FDI, which occurs when a firm is intsted in
exploit foreign marketsj) vertical FDI, which occurs when firms fragmentfelient stage of the production process in
one or more locations in order to exploit interoaél differences in input priceii) resource seeking FDI which occurs
when firms are searching for affordable provisibmatural resources; ang) strategic asset seeking FDI, which occurs
when firms aim at gaining access to advanced tdobies, skills and other production capabilitiedareign locations.
See Barba Navarretti and Venables, 2004 and lammamnd McCann, 2013 for a thorough discussion e$¢hand
other theoretical issues related to multinatioma¢gorises.
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seems, at least at first sight, that SE regiondemise competitive than other EU regions in the EBfiMaction
game, a result further confirmed by Figure 1 whatbts the relative attractiveness of each regioth wi
respect to the EU average on the vertical axistartie corresponding national average on the hoigo
axis® By considering simultaneously each region capagitattract FDI relative to both the EU and the

respective country average, four different groujpegions can be identified:

1. Regions performing better than the respective nationean and the EU mean. South-Western

European regions are not represented in this group.

2. Regions performing better than the respective natimean but that underperform compared with

the EU mean. 22 out of 60 SE regions are includetis group.

3. Regions performing worse than the respective nakiomean but that perform better than the EU

mean. This group does not encompass any SE regions.

4. Regions performing worse than the respective natiorean and that underperforms compared with

the EU mean. 38 out of 60 SE regions encompasssgitoup.
(insert Figure 1 about here)

It is clear that all SE regions are less competithan other EU regions, since none of them peddvaiter
than the EU average. Despite that, some of thematteacted a number of foreign firms per million of
inhabitants above the national averages. Thesenegire those hosting the capital cities or thetmos
important industrial centres in the respective ¢oes. Once again, it emerges a clear distinctietwben
Spain and Italy, which are closer to the EU avethga Greece and Portugal. The next section istddvo

explain factors underling these potential crossgggoehical and cross-sectoral differences.

3. Theattractiveness of regions

Table 4 summarizes the main information about Kmamatory variables considered in this study iteorto
analyse factors driving foreign firms’ location ot® These variables may be classified into thnemd

categoriesl) demand side variable) supply side variable8) agglomeration economies.

Demand side variablesStudies focusing on the influence of demand siu#racteristics on foreign firms
location choice stress the importance of marke¢ simd its accessibility and growth potential of thos
locations. The market size is usually proxied byRG@er capita (Coughlin and Segev, 2000; Guimaraes e
al., 2004) in order to capture local purchasing @owr by a sum of distance-weighted GDPs of afhfimns

different from the observed one in order to captwth market size and its accessibility (Head arayé,

® The index of FDI penetration has been computest dis number of foreign firms per million of inhelits in order to
capture the size effect; then, it has been noredlizy the EU average and the corresponding natavehges in order
to make it easier the comparison across regions Wwihin and across countries. This implies that itdex of FDI
penetration varies between -1 and +1. It assuneesgdlue of zero when a region host the same nuoftfereign firms
per million of inhabitants than the EU or the cepending national average.
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2004). Since it is likely that a foreign firm coder the size of the whole market and transportsdosorder

to decide where to set up a production plant imgegrated area like the EU (Barba Navarreti andales,
2004), a measure of regional market accessibiggns more appropriate than a simple measure of loca
market size. Therefore, this contribution considersong the explanatory variables a market accéssibi
measure and the regional GDP growth rate. The islehat foreign investors willing to exploit foreig
markets prefer to locate in dynamic, large and \seltessible regions (Neary, 2002). Moreover, highly
accessible markets are also preferred by firmsgngan vertical FDI, due to the large flows ofdemin

intermediate goods that characterize verticallgritanted FDI.

Supply side variabledn their location decisions, firms are also mated by labour market conditions,
particularly, labour costs and the qualificatioigh® workforce. The labour cost, measured by therage
wage rate, is included in several studies on Férdeinants, which usually find a negative relatiips
between FDI inflows and labour cost (Coughlin etl&91; Barbosa et al. 2004; Figuereido et al. 26{ai
2004a, 2004b;Woodward et al. 2006; Basile et a@920Therefore, in this research, the proxy forolab
costs is an average of annual labour cost in eétheBgion. The influence of population skills andlitibs
on the productivity of the workforce has also bawtuded in several studies. Many authors consitiére
education-level of population (Bartik 1985; Woodd;al 992; Basile et al. 2009), but results were ost
inconclusive. In this study, the influence of sfiecskills (e.i. managerial and professional cafies) on
foreign firm location choice is used as a proxyrigional endowment of human capital. In additiothiese
traditional determinants for FDI flows, the influen of the business environment is usually consitere
Therefore, an index of the quality of the local gmance (Charron et al., 2010) has been introdandda

positive impact on regions’ attractiveness is ekgec
(insert Table 4 about here)

Agglomeration economie$he relevance of agglomeration economies as ardiave=DI inflows has been
acknowledged by several studies (Basile et. al12D&vereux et al., 2007; Head et al., 1999). Tieedture
usually distinguishes between urbanization econsnaied localized economies. While the former are
external to firms and industries and relates topibstive effects of a diversified economic envirant, the
latter are external to firms but internal to indiest and depend on the availability of a specidlilsdour
market (Jacobs, 1961 and 1969), the proximity fopkers and clients as well as the opportunity éapr
technological externalities (Marshall, 1890). Almadl empirical studies dealing with agglomeration
economies conclude that foreign firms value posifiva location that allows to reap agglomeration
economies (Markusen and Venables, 1999; Rodrigl@zC1996; Gorg and Strobl, 2001; Altomonte and
Resmini, 2002). However, when agglomeration reaehestical value, congestion effects may arisesthu
reducing the attractiveness of a given locatiors{Baet al., 2011; Arauzo-Carod, 2005; Viladecarer$al,
2004). In this study, in order to capture the pt&krrole of agglomeration forces in attracting FEHe
shares of low- and high-tech manufacturing sedtoregional value added have been considered asegro

for localization externalities, while the sharebofsiness services in regional value added is ceresidas a
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proxy for urbanization economies given that sewicsually characterized large and diversified urban

environment.

All these explanatory variables refer to 2004 @vjpus years, according to the availability of d&a the
one hand, this reflects the fact that foreign firnegd time to evaluate the characteristics of atioe before

making investments; on the other hand, this styabedps in mitigating potential endogeneity probdem

Another important issue that should be accountedhfthe analysis of FDI determinants is the exiseof
spatial effects, either in the form of spatial hegeneity and spatial dependence. In order to abfr
possible spatial heterogeneity, the regressiontexuancludes spatial fixed effects referring eithe SE
regions, or to single Southern European countfiiés. aim is to investigate not only whether and taaiv
extent SE regions areeteris paribusless attractive than other EU regions, but mawtiether this potential
unattractiveness is due to characteristics comraahé Southern European periphery or rather to tcpun
specific peculiarities. As for spatial dependertbe, simplest ways to incorporate spatial dependémee
regression equation are the spatial lag model mdpatial error model (Anselin, 1988)According to the
former, spatial effects occur through the dependaniable, i.e. foreign firms’ location decisionseanot
independent and in choosing the location of a fprgbroduction plant, a firm considers not only the
characteristics of this location, but also wheteeotforeign firms have been established. The dpatiar
model, instead, accounts for the presence of dgati@related omitted variables, that is, tellwisether and

to what extent a shock to FDI in a location spNer neighboring locations.

Many reasons can explain spatial dependence indeErminants. First of all, it may be the resultthod
activities of multinational firms, which may wisb serve multiple markets from a single locationjtas
likely in integrated area such as the EU, or beedligy have fragmented the production processvierake
stages, each of which is carried out in a diffefecktion in order to exploit international inputiqe
differences (Baltagi et al., 2007; Blonigen et 8D07). Moreover, spatial dependence may occuruseca
foreign firms tend to cluster with other foreigmnfis producing at the same stage of the value abrain
different stages of it in order to exploit inputtput linkages and technology spillovers or, momrapsy,
because other foreign firms signal the presenca lmiisiness environment conducive for foreign inwsst
(Pusterla and Resmini, 2007; Basile et al., 2008uBerhjelm and Svensson, 1996; Woodwark, 1992).

Although the theory supports a spatial lag spedfion, it iS not possible to determiepriori whether
spatially correlated omitted variables do existerBfiore, a "specific-to-general approach” has ekowed
(Elhorst, 2010; Florax et al., 2003). Hence, a apatial linear regression model has been estinfatdy

traditional OLS techniques, and then the potespatial characteristics of the data have been jrocated.

A final remark concerns the spatial weight matrsed to accommodate spatial dependence. Given the

objectives of this paper, the most appropriatecttire for capturing the underlying spatial pattesh$-DI

’” Recently more complex specifications have beenIdped in order to capture spatial patterns in dgaerating
processes. Both the lag and the error models caedted within one or more of these specificati®ee Elhorst, 2010
for a discussion on this.
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inflows is a simple inverse distance matrix. Faneigvestors entering Europe, in fact, are theaadic
interested in the EU market as a whole rather thanof the host location or its neighbours, esghcif it is

a small territorial unit, such as a NUTS2 regiororbbver, the further the distance the more diffiduls to
develop supplier and/or client linkages due a wané reasons that can be broadly labelled as dis¢soof
doing business at a distance. This implies thagramtions may continue, depending on the degree of
distance decay. Therefore, using a first orderigaity matrix or other more or less sophisticatechfs of

truncated spatial matrix would not be advisabletfieotheoretical point of view.

4. Results
4.1 Full sample and European vs. Non-European supdes

In Table 5 we first assess the role of regionatatiaristics in attracting FDI in EU regions (colurh). All
coefficients turn out to be statistically signifitaand with the expected sign. In particular, thsifive
coefficients associated to market accessibility gravth prospect confirm that foreign firms concatd
where demand is highest and dynamic, while thethegeoefficient of the labour cost variable indieghat
high wages discourage FDI. Both the quality of therkforce and local governance are important
determinants of location. As for agglomeration ewmuies, the results confirm the importance of both
localization and urbanization externalities. Howevke negative though not significant coefficiefthigh-
technology intensive manufacturing sectors inde#it@t congestion diseconomies may arise and rdtiace

attractiveness of EU regions.
(insert Table 5 about here)

After having defined the factors of regional potainattractiveness to FDI, the capacity of SE ragito
attract few or more foreign firms than other EUioeg with similar observable characteristics hasnbe
investigated (column 2 of Table 5). In so doingluasnmy for SE regions has been included in the matel
indeed has a negative and significant coefficiemdjcating that SE regions attracigteris paribus less
foreign firms than other EU regions with similarustural characteristics. Alternatively, a dummy &ach
Southern European country has been considerednfooB). The results indicate that only Portugues® an
Greek regions are less competitive than other Ejibns, while Spanish and Italian regions seem tade
attractive as other EU regions with similar chaggstics. It is worth noting that when the spafiakd
effects are considered, the coefficient of the prokagglomeration economies in high-tech manufaagu
sectors turn out to be significant, maintainingegative sign. This indicates that congestion disentes
affect high-tech manufacturing sectors and thadllions may suffer from competitive pressures tegby

foreign firms in labour markets and other internag¢elinput

® The change in sign of the high-tech manufactusegtor variable may also indicate that the impaeaaf this
variable as factor able to drive FDI may be difféane SE and in other EU regions.
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These results may also depend on the fact thapthential attractiveness of European regions is not
accurately measured because of the presence aélspHiects. Spatial diagnostics (see table A.Zhe
appendix) provide evidence on the existence ofidpa¢pendence, although its nature cannot be g&ci
identified? For that reason, both the spatial error and tlgiaidag model have been estimated. Results are
shown in columns (4) and (5) of Table 5, respebtiv®n the basis of these results, the spatiaintaglel
seems to be the most appropriate, as indicateded¥t the log-likelihood and the AIC and BIC tests, othi

are all better in the spatial lag rather than mgpatial error model. As far as the standard Fdmininants

are concerned, the results are robust to the inclusf the spatial effects and in line with the ariging

theory.

As a first attempt to see how the results for tothbdws of FDI are robust to changes in FDI flowilse basic
model has been re-estimated for two different saubges, i.e. FDI inflows from EU and non-EU couedri
The reason to look at FDI originating within or side the EU is, on the one hand, to test for thevamce of
the EU single market and, on the other hand, testigate whether and to what extent FDI coming from
different source countries share the same pattéaide 6 shows the results of the spatial modellg since
these specifications are to be preferred over th® €stimations (see spatial diagnostics in TabziAthe

Statistical Annex).
(Insert Table 6 about here)

It turns out that our results are indeed sensttivilhe sample selection. Main differences concepetbrns

of extra-EU FDI, which seems to respond to a sreatl of location advantages than intra-EU FDI. In
particular, extra-EU FDI is sensitive to demandesidriables, as well as to the quality of both l&i®our
force and the local governance. Moreover, non-Etdi¢m investors perceive only Portuguese and Greek
regions as less attractive than other EU regidh®tlzer things equal. Finally, the results suggést the
two sub-samples of FDI follow different spatial geahs, with extra-EU FDI patterns better explaibgda
spatial lag model and intra-EU FDI patterns bettedelled with a spatial error model. This may reifle
higher propensity of the former to cluster all tihge, given the lack of knowledge of EU regions’

similarities and differences.
Overall the estimation results in Tables 5 and@aato conclude that:

- SE regions areeteris paribudess attractive than other EU regions;

- SE regions unattractiveness is mainly driven bye®@nd Portuguese regions;

- Spatial effects matter for both intra- and extra4ED, though its nature differs across the two sub-
samples of foreign firms. In particular, the looatiof extra-EU foreign firms depends more on the
location of other extra-EU foreign firms, ratheathfrom the transmission FDI shocks in a location

across space. The opposite holds for intra-EU dorérms.

° As it is shown later on in this contribution, tliepends on the fact that the dependent variabieics aggregate FDI
data and thus it is the summation of all FDI decisiundertaken by foreign firms on the basis dieadifferent
motivations.
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- The standard determinants of FDI as well as thativel unattractiveness of SE regions are rather
robust to the inclusion of spatial effects;

- Extra-EU foreign firms are attracted mainly by rieltcessible and dynamic markets, as well as by
regions well-endowed with skilled workers and amigmmment conducive for business;

- Intra-EU foreign firms instead follow a more complgattern, being in search for a combination of

relatively low production costs, good market accassl agglomeration economies;

4.2 Sectoral FDI

Previous results help in understanding which leraadvantages are able to drive the distributiofrDF
across EU regions and in particular, in SE regidisce the magnitude of the effects these location
advantages can exert on FDI flows may differ aceessors it is useful to disaggregate FDI datardfoee,

the original sample has been split first betweenufecturing and services sectors and then betwigdn h
and low-tech manufacturing sectors and businesicssr respectively. Results are shown in Tablasd’8,

respectively.

Although the level of aggregation is quite highegb results indicate that sectoral disaggregaton i
important to understand the attractiveness of Elibres in general and SE regions in particular, et as

the role of spatial linkages.

Starting from the latter, the results confirm thxésgence of spatial patterns of FDI that differass sectors.
In particular, manufacturing foreign firms in onegion are able to affect manufacturing foreign §irm
other regions, while spatial spillovers are weakon-existent in case of services foreign firms ($able
A.1 in the appendix). This result may reflect thanufacturing firms are usually vertically integm@tand
significant flows of intermediates may occur amaingm. Therefore, they tend to locate close to edlobr

in order to minimize transportation costs. On tlentary, the spatial distribution of foreign sersc
suppliers is conditioned by proximity to clientgthrer than to other foreign producers given the-non
tradability of several services. Therefore, spatiggrrelations, if they do exist, arise becauseéhef spatial

propagation of regional shocks on FDI across space.
(insert Table 7 and 8 about here)

By and large, factors determining FDI in manufacigrand services are not the same, a result already
highlighted by the literature (Casi and Resminil@0 The main differences concern the labour aelich

is not significant for the FDI in services sub-s#ém@nd the local development of the business cesvi
sectors, which is not able to improve FDI inflowfsF®I in manufacturing. This indicates that urbaatian
economies are not among the location advantagesidewad by manufacturing firms. Other differences
between manufacturing and services foreign firmaicen regions’ specialization in high-tech
manufacturing sectors and the quality of governambose significance becomes negligible in the

manufacturing FDI sub-samples. Demand size vamabistead are significant in both sub-samples but

10



somewhat larger in case of FDI in services. A firdisaggregation between low- and high-tech
manufacturing FDI indicates that low-tech manufaotiforeign firms positively evaluate the opportyro
exploit linkages with indigenous firms operatingtie same sectors, while fear possible competéitects
from indigenous high-tech manufacturing firms. Ow tcontrary, high-tech manufacturing firms exploit
agglomeration externalities with other manufactyfinms, regardless of their sectoral affiliatidks for the

business services FDI sub-sample, all the explapatriables are significant with the expected sign

Last but not least, the sectoral disaggregatiawalla better understanding of the relative undtireess of
SE regions. In particular, the findings confirm taek of FDI in services, and mainly in business/ises,
while the picture is more scattered when FDI in ufaoturing is considered. In particular, Spain and
Portugal seem to beeteris paribus as attractive as other EU regions; Greek regiorsdead, are more
attractive than other EU regions in terms of loektenanufacturing firms, while Italy is less attraetthan

other EU regions both in low- and high-tech sectod in business services sectors.

4.3 Missing FDI in Southern Europe?

On the basis of the statistical relationships distaéd above, the predicted values for the depengeiable
can be computed and compared with the actual FiWsfl This exercise allows the evaluation of the
performance of Southern Europe in general and eaahtry belonging to SE in particular, relativeao

“target value” predicted by the model.

Table 9 summarises the findings of this analysmgifor each dependent variable the variable wiefits
of the most significant specification. The reswdte given in terms of the ratio between the actuml
predicted values of FDI flows. They show that thé & a whole has attracted FDI according to iteiul
(i.e. has a ratio very close to one), as captusethe explanatory variables, indicating that theusdion
point has been reached, with two exceptions, nafgtya EU FDI and FDI in business services. Actual
inflows of extra-EU FDI are under the norm as preati by the model also in Southern Europe, and, in
particular in Greece, with the only exception ofrtBgal. Also, Southern EU has attracted less Fow$l
than its potential in business services sectorgewie saturation point has been already reaanéodth FDI

in services and in manufacturing.
(insert Table 9 about here)

The situation, however, is not homogenous amongtci@s. Actual inflows of FDI in Italy are very de
not only to the predicted ones, but also to the d&Mdrage target values. Despite that, Italy lagsnideh
especially in services and business services iticpkar, and as far as extra EU FDI inflows are c@ned.
Spain is under its target values in high-tech mactufing and business services FDI, while it haseted
FDI in manufacturing sectors above its target &l@aes predicted by the model, while Greece is uttter
norm predicted by the model in business servicesimrnerms of extra EU FDI inflows. On the contrary

Portugal is above the target values in all the dypfe-DI inflows explored in this contribution. Qedl these
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results may reflect the impact of EU structuraldsiand cohesion policy. By creating more favourable
conditions for investments in peripheral region®tigh funding training, infrastructure and R&D attes,
they have offered a positive contribution in thieaation of foreign invesments, counteracting aggtcation

forces which lead to a concentration of economiivisies in core regions (Basile et al., 2008).

5. Conclusions

This contribution investigated factors driving thestribution of FDI across EU regions and the re&at
(un)attractiveness of SE regions. In so doing,séirdition has made between intra- and extra-EU &l
manufacturing and services FDI in order to higHlifshm and/or sectoral specificities in spatial teats of
FDI in the EU.

Without focusing on a single specification, a comptet of variables has been shown to determine FDI
patterns in the EU. The results discussed abovergiy support the hypothesis that FDI has beeredrby
market considerations, even though the responssgent FDI to market variables differs across sactor
being stronger in the services ones. Labour cdféstanegatively FDI in low-tech manufacturing swst
and intra-EU FDI, and positively FDI in businesstees, indicating that in the latter foreign firrmaee more
sensitive to productivity issues rather than ta sasing ones. The quality of the local governanfieence
mainly intra-EU FDI flows and FDI in services sastowhile the possibility of exploiting both intrand
inter-sectoral agglomeration economies influenceniypantra- rather than extra-EU FDI. On a sectoral
basis, FDI in low-tech manufacturing sectors explboth intra-manufacturing and inter-sectoral
agglomeration economies with indigenous businessces providers, while high-tech manufacturing FDI
are attracted by the opportunity to enjoy agglomneneexternalities with local manufacturing firmelp. As

for FDI in services, both intra- and inter-sectoegjglomeration economies are important factors of

attraction.

An interesting feature highlighted by the empiriaahlysis is the existence of different spatiatgyas in the
distribution of FDI across EU regions. Spatial lspirs do exist only for manufacturing and extra-EDI.

This result may reflect the vertical organizatidraacterising several manufacturing production gsees as
well as the importance of agglomeration econommesrgy foreign firms for extra-EU multinationals, whi
consider the presence of other foreign firms irghleouring regions as a signal of a business envieorn
conducive for foreign investments. The lack of apatial pattern in FDI in services, instead, can be
explained by the intrinsic characteristics of seeg, which need the proximity between consumers and
producers in order to be delivered. This implieat thervices providers follow the market rather tbérer
potential local or foreign competitors and regiomaérdependencies are relegated to shocks bethesin

regions.

The capacity to attract FDI of Southern Europeayiores is,ceteris paribusbelow the EU average. The

least attractive regions are those belonging teGreand Portugal, while Spanish regions and, theaigh
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lesser extent, Italian ones are, generally speakiagceived as as attractive as other EU regioespiie
that, some differences do exist both between iraral extra EU FDI and across sectors. SE regiorls FD
shortfall is indeed particularly apparent for exté#id and business services FDI, where actual FDbuvs

are well below those that would have been predigieen the structural characteristics of SE regidéyssfor
intra-EU FDI and FDI in manufacturing, FDI inflovis SE regions are on average very similar to thenno

and above the target value predicted by the maueébfeek and Portuguese regions.

Important policy implications can be drawn fromdéeaesults, mainly for those SE countries that seem
have already reached the saturation point: in otleattract a high and sustainable level of FDliaeagl

locational advantages should be reinforced andaowgat through several structural reforms.

To this respect, the “tool kit” available to policyakers is quite wide. It includes a large setegfional
policies able to improve the investment environmaational policies that enhance the credibilityoficies

as well as European initiatives that help to bdtigrgrate markets across the EU, thus making tmersts

in these regions more attractive. An effective tetyg for revitalizing foreign investments in SE imts
should include a combination of such efforts. Agesult, a virtuous and self-sustaining process of
agglomeration among foreign firms should be ignitédrkusen, 1990), with positive effects on growtid
development prospects of the whole area. At redjilmval, the high number of foreign direct investitge
recorded in some SE regions — i.e. those with alnpleéDetration index above the country average icates
that such a self-reinforcing effect might alreadgse and only needs to be extended to other Sauther
European regions. At sectoral level, this reasgnihgroven, might instead help to explain why, for

example, the amount of FDI in high-tech manufaamigectors is so low.

This basic empirical analysis leaves some quesbpes for further investigations. It particular,ahpolicy
issues are worth to take into consideration: theaich of EU Cohesion policy and the effects of the

Barcelona declaration and other neighborhood patfisfruments on regions’ capacity to attract FDI.

Structural and Cohesion funds have been implemeatkdlp laggard regions to transform and modernmize
order to be able to compete within the EU Singlerkda Therefore, regions receiving structural and
cohesion funds should be, at least in principleraraitractive than other regions, provided thay thave
effectively used the EU funds. It has been dematesirthat Structural funds have affected the looatif
industries in Europe (Midelfart-Knarvik and Overma@002) while the impact on FDI inflows is still clear
(Basile et al., 2008; Breuss et al., 2010; Hubed BRain, 2002; Crozet et al., 2004), the main medming
the lack of detailed data either on the spatialriistion of FDI within Europe, or the amount ofnfis

transferred to regions for different activities.

As for integration agreements, it is well knownttheeferential trade liberalization affects notyotrade but
FDI as well (Baltagi et al, 2008). One reason Far fatter is the increasing importance of expatfptrms in
multinational activity (Eckholm et al., 2007; YeapR003). If tariffs are reduced or fully elimindten a
subset of economies, it becomes cheaper for mtitimels to deliver goods to consumers inside the

liberalizing area from export platforms within tldieea. Hence, we would expect the Barcelona déidar
13



make SE regions interesting locations for thoseimationals, both European and non-European, giltm

serve the Southern Mediterranean markets.

Further quantitative studies including these polfegtors may provide essential clues for a better

comprehension of the determinants of FDI in thellsenm peripheral European regions.
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Table 1. FDI in Southern Europe (number of foreign firms
All FDI Intra EU FDI  Extra EU FDI

EU26 110573 37095 73478
Southern Europe 4189 702 3487
Greece 165 18 147
Italy 1819 327 1492
Portugal 217 6 211
Spain 1988 351 1637

Source: FDIRegio database

Table 2. FDI in Southern Eur ope by sector (percentages)

Sectors All FDI Intra EU FDI Extra EU FDI
Primary 1.12 1.23 0.57
Manufacturing 33.52 33.18 35.19
Low Tech sectors 17.55 18.33 13.68
High Tech sectors 15.97 14.86 21.51
Services 60.13 59.94 61.11
Business services 23.11 22.25 27.35
Total 100.00 100.00 100.00

Source FDIRegio database

Table 3. Index of FDI penetration in Southern Europe

Spain Greece ltaly Portugal SE

Primary 1.43 1.15 0.73 0.44 1.06
Manufacturing 1.27 0.91 2.53 1.24 1.80

Low Tech sectors 1.15 0.66 1.72 1.04 1.37

High Tech sectors 152 1.45 4.30 1.66 2.73
Services 0.90 1.03 0.64 0.82 0.79

Business services 0.72 0.86 0.46 0.61 0.61
(Southern Europe only)
Primary 1.34 1.08 0.69 0.41
Manufacturing 0.70 0.51 1.41 0.69

Low Tech sectors 0.84 0.48 1.25 0.76

High Tech sectors 0.56 0.53 1.57 0.61
Services 1.14 1.31 0.81 1.03

Business services 1.19 142 0.76 1.00

Source Own calculation from FDIRegio database
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Table 4. Driversof FDI in the EU regions

Variables Description Sour ce
Demand side variables:
GDP growth rate % change in real regional valudedd Eurostat

Market accessibility

Supply side variables:

Labour Cost

High skilled labour force

qog

Agglomeration variables:

Low-tech sectors

High-tech sectors

Business Services

Weighted average of GDP of all European regipasher Eurostat (GDP)

than i. The weights are the reciprocal of the bilatef@alGRegio (bilateral

distances between the respective capitals. distances)
Annual labour cost (average): salaries and wagesu@ing E

; . urostat
apprentices and trainees).
Corporate manager (ISCO-88/12) and professionals and
scientists (ISCO-88/2) employment share on totalored DGRegio

employment

EU regional quality of governance index Charron et al.,

2010

Share of regional value added generated by sewititdow

technological intensity on total value added geteerdy the Eurostat
region.

Share of regional value added generated by seesftirshigh

technological intensity on total value added geteerdy the Eurostat
region.

Share of regional value added generated by busgersikes Eurostat

sectors on total value added generated by therregio
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Table 5. Deter minants of FDI in SE regions: basic model

OoLS Spatial lag Spatial error
) @ ©) 4 ®)
Coeff. Std. Err.  Sig.Coeff. Std. Err.  Sig.Coeff. Std. Err.  Sig.Coeff. Std. Err.  Sig. Coeff. Std. Err.  Sig.
Market accessibility 0.27  0.056 *** 0.28 0.056 *** 0.29 0.055 *** 0.23 0.056 *** 0.28 0.058 ***
GDP growth rate 0.13  0.019 *** 0.13 0.019 *** 0.13 0.017 *** 0.09 0.018 *** 0.10 0.019 ***
Labour cost -0.22  0.056 *** -0.14 0.064 ** -0.13 0.062 ** -0.15 0.057 *** -0.13 0.061 **
Low-Tech man. Sectors 12.47 2.688 ***  11.65 2,58 ***  10.79 2.746 *** 10.7 2.65 ***  10.33 2.670 ***
High-Tech manuf. Sectors -4.32 3.013 -6.76 3.084 ** -8.17 3.013 »**  .530 2.82 * -8.40 3.009 ***
high skilled labour force 10.12  1.953 #*** 9.12 1.799 *** 8.62 1.549 *** 6.68 1.436 *** 8.72 1.544 H**x
Business services 468 1.359 *** 3.77 1.396 *** 3.16 1.396 ** 4.39 1.364 ** 3.11 1.396 **
quality of governance 0.51 0.089 *** 0.38 0.104 *** 0.36 0.109 *** 0.26 0.105 ** 0.35 0.112 **+*
SER - - -0.52 0.205 ** - - - - - -
Italy - - - - -0.45 0.274 -0.41 0.255 -0.54 0.288 *
Spain - - - - -0.15 0.201 0.03 0.208 -0.23 0.227
Greece - - - - -1.09 0.363 ***  -0.71 0.369 ** -1.03 0.414 **
Portugal - - - - -1.13  0.473 ** -1.05 0.478 ** -1.27 0.506 **
constant 1.064 0.687 0.92 0.674 1.19 0.665 * -1.32 0.866 1.16 0.753
rho/lamba - - - - - - 0.72  0.179 *** -0.52 0.205 **
R-squared/Variance ratio 0.67 0.68 0.70 0.72 0.68
Log likelihood -292.31 -293.47
AIC test - - - 614.63 616.93
BIC - - - 667.57 669.87
n. of obs. 252 252 252 252 252

% % % mean significance at 1, 5 and 10%, respieely.



Table 6. Deter minants of FDI in SE regions: Intra-EU vs. Extra-EU FDI

Intra-EU FDI Extra-EU FDI
Spatial lag Spatial error Spatial lag Spatial error
Coeff. Std. Err.  Sig. Coeff. Std. Err. Sig. Coeff. Std. Err. Sig. Coeff. Std. Err.  Sig.

Market accessibility 0.23  0.057 *** 0.28  0.059 *** 0.19  0.072 #*** 0.25 0.08 ***
GDP growth rate 0.08 0.019 *** 0.09 0.20 *** 0.11  0.018 #*** 0.12 0.021 ***
Labour cost -0.16  0.060 ** -0.14 0.064 *  -0.03 0.054 0.001 0.054
Low-Tech man. Sectors 11.01 2.699 *** 10.67 2.695 *** 276 2.205 2.26 2.279
High-Tech man. Sectors -7.33 2916 ** 10.49  3.128 *** 6.08 2571 * 3.44 2.853
high skilled labour force 6.15  1.477 *** 8.13  1.576 *** 8.05 1.236 *** 10.27 1.423 ***
Business services 3.88 1.469 *** 2.66 1.486 * 431 2.084 ** 2.8 2.176
quality of governance 0.24 0.109 ** 0.32 0.115 *** 0.14  0.095 0.25 0.104 **
Italy -0.44 0.268 * -0.57  0.299 * -0.17  0.205 -0.32 0.241
Spain 0.02  0.213 -0.22  0.233 0.00 0.207 -0.33 0.237
Greece -0.68 0.367 * -0.96  0.407 *  -0.30 0.276 -0.74 0.346 **
Portugal -1.01 0468 *  -1.19 0.496 *  -0.49 0.296 * -0.74 0.345 **
constant -0.98 0.912 1.31 0.817 -3.29 0.56 ***  -1.52 0.769 **
rho/lambda 0.72  0.192 *** 0.87 0.12 *** 0.89  0.093 #*** 0.93 0.069 ***
Variance ratio 0.66 0.63 0.78 0.64
Log likelihood -302.15 -301.59 -256.69 -267.34
AIC test 634.3 633.18 543.88 564.69
BIC test 687.2 686.12 596.32 617.63
n. of obs. 252 252 252 252

% ¥ % mean significance at 1, 5 and 10%, respieely.



Table 7. Deter minants of FDI in SE regions. M anufacturing FDI

Manufacturing FDI

Low-tech manufacturing FDI

Higledh manufacturing FDI

Spatial lag Spatial error Spatial lag Spatial error Spatial lag Spatial error
Coeff. Std. Err.  Sig.Coeff. Std. Err.  Sig.Coeff. Std. Err.  Sig.Coeff. Std. Err. Sig.Coeff. Std. Err. Sig.Coeff. Std. Err.  Sig.

Market accessibility 0.13  0.052 * 0.17 0.06 *** 0.24 0.058 *** 0.27 0.064 *** 0.34 0.064 *** 0.38 0.066 ***
GDP growth rate 0.06 0.016 *** 0.07 0.018 *** 0.05 0.025 ** 0.06 0.028 ** 0.04 0.026 0.04 0.028
Labour cost -0.13  0.056 ** -0.12 0.061 ** -0.19 0.089 ** -0.19 0.093 ** 0.09 0.073 0.11 0.073
Low-Tech man. Sectors 8.72 2.382 ** 8.5 2.39 ¥+ 13.04 2.88 ***  12.99 2.895 *** 9.62 3.352 *** 9.19 3.366 ***
High-Tech manuf. Sectors -3.84 2318 * -5.68 2.61 ** 1.63 4.49 0.43 4.74 12.98 3.481 **  11.73 3.492 ***
high skilled labour force 454 1.275 ** 5.85 1.43 *** 0.84 1.707 1.9 1.825 3.08 1.677 ** 4.05 1.802 **
Business services 0.94 1.395 -0.01 15 6.69 1.925 *** 5.82 2.017 *** 351 1.83 * 2.69 1.871
quality of governance 0.16 0.096 * 0.22 0.107 ** 0.09 0.141 0.11 0.15 0.09 0.127 0.15 0.132
Italy -0.14 0.227 -0.25 0.263 -1.06 0.32 ***  -1.25 0.357 ***  -0.68 0.314 * -0.80 0.348 **
Spain -0.19 0.191 -0.45 0.222  ** -0.14 0.261 -0.01 0.297 -0.28 0.28 -0.47 0.308
Greece -1.079 0.281  ***.1.42 0.338 *** 1.6 0.343 *** 1.58 0.374 *** 0.38 0.372 0.17 0.403
Portugal -1.04 0.362  *** -1.30 0.377 **  0.17 0.256 -0.25 0.304 0.1 0.235 -0.001 0.256
constant -0.59 0.607 0.92 0.674 -01.23 0.954 -1.32 0.866 -3.39 0.94 ** -1.70 0.796 **
rho/lamba 0.91 0.079 ** 0.9 0.09 - 0.79 0.183 **  0.95 0.993 0.63 0.243 *** 0.74 0.246 ***
R-squared/Variance ratio 0.63 0.52 0.44 0.4 0.52 0.49
Log likelihood -257.64 -265.09 -317.03 -327.80 -315.03 -315.50
AIC test 545.27 560.19 682.76 685.60 660.05 661.01
BIC 598.21 613.13 685.60 738.30 712.39 713.34
n. of obs. 252 252 248 248 242 242

% % * mean significance at 1, 5 and 10%, respieely.



Table 8. Deter minants of FDI in SE regions: Services FDI

Services FDI Business services FDI
Spatial error OoLS
Coeff. Std. Err. Sig.Coeff. Std. Err. Sig.
Market accessibility 0.33 0.058 *** 0.49 0.06 ***
GDP growth rate 0.12 0.019 *** 0.08  0.023 #***
Labour cost -0.10 0.06 0.21 0.091 **
Low-Tech man. Sectors 9.3 2.711 *** 6.27 3.071 **
High-Tech manuf. Sectors -9.74 3.469 *** 755 4223 *
high skilled labour force 9.46 1.542 *** 5.34 1.674 ***
Business services 4.71 1.407 *** 8.51 1.748 ***
quality of governance 0.39 0.109 *** 0.4 0.128 **=*
Italy -0.79  0.297 ** -1.89 0.313 ***
Spain -0.164 0.251 -0.52 0.254 **
Greece -0.64  0.425 1.08 0.434 **
Portugal -1.00 0464 ** -0.29 0.276
constant -0.26 0.743 -4.14 0.926 ***
rho/lamba 0.85 0.144 ** - -
R-squared/Variance ratio 0.71 0.76
Log likelihood -304.78
AIC test 641.62
BIC 639.56
n. of obs. 252 252
*rx k%% mean significance at 1, 5 and 10%, regpieely.
Table 9. Actual vs. Predicted FDI in the EU.
FDI EU SE Greece Italy Portugal Spain  Specification
All 1.01 1.03 1.05 1.00 1.12 1.02 SAR
Extra EU 0.94 0.87 0.54 0.94 1.12 0.93 SAR
Intra EU 1.05 1.09 1.11 1.05 1.21 1.07 SEM
Manufacturing 1.08 1.16 1.18 1.07 1.46 1.11 SAR
Low-Tech sectors 1.02 1.03 1.03 1.01 1.04 1.04 SAR
High Tech sectors 1.01 0.99 1.03 0.99 1.02 0.96 SAR
Services 1.28 2.16 5.97 0.98 1.18 1.03 SEM
Business services 0.95 0.82 0.07 0.46 1.12 0.92 OLS




Figure 1. Therelative attractiveness of SE regions
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Source: Own calculation from FDIRegio database.



Statistical Annex
Table Al. Sectoral disaggregation of FDI

description

Nace Rev. 1 code

Primary sectors:
Agriculture, hunting and forestry; fishing

Manufacturing sectors:
Manufacture of food products, beverages and tob@ame Tech)
Manufacture of textiles, clothing and leather (Ldach)
Manufacture of wood and wooden furniture (Low Tech)

Manufacture of paper, publishing, and printing (L®&ch)

Manufacture of coke, refined petroleum products mnclear fuel; manufacture of

chemicals, chemical products and manmade fibregh(Fiech)
Manufacture of rubber and plastic

Manufacture of hon-metal products
Manufacture of metal and metal based products
Manufacture of machinery and equipment
Manufacture of electrical and electronics, precisisstruments (High Tech)
Manufacture of automobile and other transport emeipt
Other manufacturing n.e.c. (Low Tech)

Services sectors:
Wholesale and retail trade
Hotels and restaurants
Transport, storage and communication (Businesscas)yv
Financial intermediation (Business services)

Real estate, renting and business activities (lgsigervices)
Public administration and defence, compulsory daeaurity
Education

Health and social work

Other personal services

AB
C

DA
DB-DC
DD
DE

DF-DG

DH
DI
DJ
DK
DL
DM
DN

<

OoP

Table A2. Spatial diagnostics: all specifications

Spatial error Spatial lag
LM Robust LM LM Robust LM
coeff. sig. coeff. sig. coeff. sig. coeff. sig.

All FDI 13.49 **= 4.84 ** 13.21 x> 4.56 **
Extra-EU FDI 28.26 *** 6.29 ** 55.70 ***  33.73 ***
Intra-EU FDI 16.36 *** 7.77 % 10.17 ** 1.57
Manuf. FDI 18.36 *** 0.41 41.08 *** 23,13 ***
Low-Tech FDI 6.47 ** 0.00 11.59 *=*=* 5.12 **
High-tech FDI 4.01* 0.41 5.33 ** 1.73
Services FDI 10.74%*= 5.81 ** 6.37 ** 1.44
BS FDI 0.84 0.42 0.58 0.16

%k k% * mean significance at 1, 5 and 10%, respigely.
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