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4 The Regional Distribution of Foreign Investment in
Russia. Are Russians more appealing to Multinationals as
Consumers or as Natural Resource Holders?

4.1 Introduction

This chapter investigates the fundamental characteristics of regions that give rise
to inbound foreign investment in large opening economies endowed with natural
resources. This interest arises because regions offer economic incentives in order to
attract foreign direct investment (FDI). They compete for foreign investment in the
hope of an influx of expertise, an increase in opportunities for local businesses, an
expanded investment base, jobs and import substitution (see, for example, Markusen
and Venables 1999; Ma 2013; Young, Hood, and Wilson 1994). There is reason to
believe that FDI externalities are facilitated mostly at the regional level (see, for
example, Aitken, Hanson, and Harrison 1997), while interregional differences in
location factors may affect the sectoral and knowledge composition of multinational
activities.

The Russian political discussion, however, challenges the optimistic attitude towards
FDI and stresses that the technology and business objectives are unlikely to be
achieved when multinationals invest in regions endowed with natural resources
or when these are established in wealthy urban agglomerations to exploit local
demand. In both cases the links to the local economies are minimal, while remote
and thinly populated regions without natural resources face challenges in their efforts
to attract investments and often remain cut off from globalization opportunities. As
a result, the Russian business journal ’Expert’ concludes that ’laying bets on foreign
capital preserves underdevelopment and poverty’.38 Therefore the careful study of
the geographical patterning of foreign affiliate production responds to these sensitive
political issues.

In terms of academic interest, Russia provides a compelling empirical setting for
analyzing internationalization: it is large and diverse; its spatial distribution of
demand, skills and resources is very uneven; remoteness from trade partners keeps
trade costs high; and until recently trade protection was higher than in competing
locations. Moreover, in recent years the dynamics of FDI flows and shifts in its

38 See discussion in Nariskin (2013) and Ivanter, Mekhanik, et al. (2013)
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structural and spatial composition have been very pronounced. In the period between
1996 and 2011 the portion of Russian inward FDI stock in relation to GDP grew from
1.4 percent to 24.8 percent, while the mining and quarrying sector was gradually
outperformed by manufacturing and services as recipients of FDI inflows. Another
striking feature of FDI in Russia is the spatial diversity within the country, which is
greater than that of the general economic indicators. In total, 77.6 percent of FDI
inflows during pre-crisis 2007 were concentrated in three locations, namely the city
of Moscow, the island of Sakhalin, and the Moscow region.39

This chapter is related to several strands of literature which show how geography
interacts with demand distribution and factor endowments to determine the microe-
conomic decisions made on an affiliate’s location. The following three theoretical
constructs are particularly relevant: firstly, the classic trade theory (the Hecksher-
Ohlin model), which predicts affiliate production by factor endowments of the region,
explaining FDI location by the importance of lower wages and access to natural
resources; secondly, the knowledge-capital model proposed by Markusen and Maskus
(2002), which relies on the combination of vertical and horizontal motives allowing
foreign owned plants to locate in regions where they may take advantage of both
factor-price differences and the large markets; and thirdly, the ’new’ trade theory
(see, for example, Helpman and Krugman 1985) that highlights economies of scale
and agglomeration externalities.

This chapter addresses four research questions. Firstly, which regional characteristics
drive multinationals to Russian regions, with a particular focus on vertical resource-
seeking and horizontal market-seeking investments? Secondly, does resource FDI
crowd out or stimulate FDI in other sectors? Thirdly, do micro-establishment data
provide additional insights into the location decisions of multinationals in Russia?
And fourthly, is there any evidence for regional interdependence in location decisions
by multinationals through agglomeration and third-region effects?

The chapter adds to the existing literature on the distribution of multinationals
in Russia. Recent studies, which have investigated the forces attracting FDI to
Russian regions (see, for example, Iwasaki and Suganuma 2005; Kayam, Yabrukov,
and Hisarciklilar 2013; Ledyaeva 2009), are based on aggregate regional FDI inflows.
Nevertheless, aggregate Russian FDI statistics are biased owing to the considerable

39 See Finansi Rossii (2010) p. 370.
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share of round-trip investments of Russian origin.40 Thus, the analysis is based
on micro data, which allows the testing of previously unobserved patterns of firm
heterogeneity. In a discrete choice framework, the combination of plant-level factors
(such as the plant’s trading status, sectoral classification and the origin of the investor)
with regional measurements of natural resource endowment and other socio-economic
indicators allows to investigate the comparative advantages hypothesis in a more
nuanced manner than has been done before. By relying on the literature review, the
impact of resource dependence on the attractiveness of Russian regions, including a
co-location hypothesis, has not been tested yet.

The findings lend further support to the knowledge capital model, revealing that
horizontal and vertical motives prevail simultaneously. The results show evidence for
differences in multinationals’ location decisions in terms of the export status of plants.
Resource rich regions are attractive to investors when oil prices are high, unless
resources do not dominate the regional economy. There is no evidence that resource-
driven FDI crowds out non-resource investments; they even co-locate with investments
to the service sector. Market access is always significant, both for vertically and
horizontally integrated investments. Proximity to the home country, third region
market size and agglomeration forces affect affiliate entries. These findings survived
several robustness checks with respect to the dominant share of investments located
in Moscow, the date of investment, the type of investment and the origin of the
multinational.

The chapter is organized as follows: section 4.2 provides a literature survey, seeking
an explanation for FDI location decisions. Section 4.3 describes the econometric
strategy as well as the construction of the sample. The findings are presented in
section 4.4, and section 4.5 presents the conclusion.

4.2 Theory and Literature

Theory and empirics suggest that FDI behavior is complex. As Faeth (2009) notes
in her literature survey, there are nine theoretical models of FDI which attempt
to explain the location decisions made by MNEs. Early models place emphasis on

40 Round-trip investments are defined as capital of Russian origin invested in offshore locations,
which returns under the guise of foreign investment to Russia. The estimated share of these
redirected investments in total accumulated FDI stock ranges from 30 percent (UNCTAD 2012:p.7)
to 70 percent (Ivanov 2011)
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two main determinants for FDI: horizontal market-seeking FDI tend to service host
markets as substitutes for export when trade costs are high and local demand reaches
a sufficient level, while vertical resource-seeking FDI exploit factor cost advantages,
mainly lower wages, to produce abroad (Markusen 1984; Helpman 1984). Another
important assumption is that horizontally and vertically integrated multinationals
respond in different ways to the location attractiveness of the regions, market demand
and natural resource endowment in particular. Helpman, Melitz, and Yeaple (2004)
extended the literature on horizontal motives, based on proximity-concentration
tradeoff, by introducing intra-industry firm heterogeneity as an explanation for the
decision to serve foreign markets, either through exports or local subsidiary sales.

The knowledge-capital model offers combined vertical and horizontal motivations (see
Markusen 1997; Carr, Markusen, and Maskus 2001), suggesting that factor advantages,
trade and gravity factors may affect FDI location decisions. Furthermore, the modern
literature distinguishes not only between vertical and horizontal categories of FDI,
but adds two additional modes - export-platform and complex vertical investments.
In the export-platform concept (see Ekholm, Forslid, and Markusen 2007; Yeaple
2003), an investment is made with the aim of selling in third markets rather than
in the parent or host markets. In the complex vertical concept, Baltagi, Egger,
and Pfaffermayr (2007) consider the intention of multinationals to make use of the
interaction of various affiliates.

The composition of horizontal-vertical-hybrid determinants may vary across sectors.
With respect to the sector affiliation of the plant, new plants require different fixed
costs of construction and reflect varying cost structures. Thus, Hanson, Mataloni,
and Slaughter (2001) stress the cost gaps between distribution and production FDI;
wholesale and retail would prioritize densely populated locations, while production
FDI would avoid high-cost densely populated areas. Other authors (Feinberg and
Keane 2001) argue that some manufacturing industries, machinery and electronics in
particular, provide evidence of vertical motives when factor prices and trade costs
are considered.

Natural resource endowment is usually understood as an advantage that countries and
regions use to attract FDI. As predicted by Helpman (1984), the benefits are created
by multinationals’ desire to access cheaper factor inputs, including immobile natural
resources (’vertical’ FDI). If a host region has the comparative advantage in factor
endowment (in this case, natural resource endowment) than this location is attractive
for FDI in industries that use this factor intensively (Yeaple 2003). Empirical papers
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on Russia often report the key role of natural resources in the location of FDI (see,
for example, Iwasaki and Suganuma 2005; Campos and Kinoshita 2003; Estrin and
Bevan 2003; Bradshaw 2002; Kayam, Yabrukov, and Hisarciklilar 2013).

The theoretical predictions based on resource-seeking motives have not gone un-
challenged in the empirical literature. Such studies conclude that the role played
by natural resource deposits in determining multinationals’ location choices is not
simple and varies across counties, depending on complementary conditions such as
infrastructure, institutions and regulation of access. Negative associations between
natural resource endowment and FDI are reported by Mina (2007) for six Gulf
countries and by Assunção, Teixeira, and Forte (2011) in a cross-country study of
125 economies. In the case of Russian regions, Ledyaeva (2009) finds that the link
between resources and FDI has been traceable only since the 1998 economic crisis.

Additional literature stresses the problem of a ’resource curse’, arguing that in
resource-rich locations resource-seeking FDI could crowd out non-resource-seeking
FDI, reflecting a possible distortion of FDI allocation between tradable and non-
tradable sectors. In their analysis of the ’Dutch Disease’, Corden and Neary (1982)
hypothesize that increased revenues (and additional foreign capital) in fuel and
energy resources result in a deterioration of non-resource sectors. This assumption
has been supported for FDI in several empirical papers, such as van der Ploeg and
Poelhekke (2010), who observe that resource abundance in general has a negative
effect on aggregate FDI. Conversely, Bruno and Sachs (1982) suggest that increasing
wealth in tradable sectors leads to a rise in demand for other goods and services. The
net effect of the energy sector is the reduction of long-term production costs of other
tradables and the improvement of the economy’s terms of trade for final goods. For
the purposes of this study, this theory explains how the demand for non-tradables
that is induced by energy exports, can be satisfied by FDI.

The effects of co-location of FDI may also be at work: Kolstad and Villanger (2008)
report a strong correlation between FDI in manufacturing and FDI in services,
such as finance and transportation. When regressing on the amount of investments
entering Russian regions, it is unclear whether one should expect crowding-out
or stimulating effects. Crowding-out may occur because only large and powerful
companies are able to cover the costs associated with accessing remote locations
with a weak infrastructure. These investments would be large in scale but small in
number. Furthermore, the Russian regional growth pattern depends largely on oil
price dynamics. Thus, market demand in the resource-rich regions may grow through
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redistributed oil revenues. If this was true, stimulating effects would be expected
rather than inhibiting ones, particularly in sectors associated with distribution.

The positive connection between market size and FDI is well established in the
literature. Among others, Harris (1954) concludes that producers tend to choose
sites with good access to markets. These mostly horizontal FDI serve local mar-
kets, substituting export and saving on transportation and import protection costs
(Markusen 1984; Markusen and Venables 2000). As described above, further theoreti-
cal concepts transcend horizontal arguments and highlight the role of third countries
(regions) in multinationals’ location decisions when taking surrounding locations
into account. This literature predicts (Blonigen, Davies, et al. 2007) that for vertical
affiliates, the third region market potential is most probably irrelevant because this
FDI is not interested in market size. In the case of pure horizontal affiliates, third
markets are also neutral because they are not engaged in trade, while in the case of
export-platform and complex vertical investments third markets could be neutral or
positive with respect to the market potential.

Interdependent decisions by multinationals may be also driven by agglomeration ex-
ternalities. As Krugman (1998) put it, firms want to concentrate production (because
of economies of scale) near markets and suppliers (because of transaction costs), but
access to markets and suppliers is best where other firms locate (because of market-
size effects). If agglomeration economies generate cost savings and productivity gains
for local and foreign-owned firms, existing agglomerations may attract new foreign
entrants. The literature on agglomeration economies distinguishes between the posi-
tive benefits of localization economies to firms in the same industry supplying similar
goods or services (Marshall-Arrow-Romer (MAR) externalities; see Glaeser, Kallal,
et al. 1991) and urbanization economies generated by the spatial concentration of
firms supplying different goods and services (Jacobs externalities; see Jacobs 1969).
Most empirical studies report that, in transition economies, foreign investors are
attracted by same-industry firm concentration (see, for example, Boudier-Bensebaa,
2005 for Hungary), whereas urbanization externalities are reported to have a negative
or no effect on FDI location (see, for example, Hilber and Voicu 2010).

In recent empirical papers, the assumption that market size attracts FDI has almost
been taken for granted. However, when the unit of analysis is a region rather than a
country, the expected results are not obvious because many MNEs may be interested
in the national market beyond the given region. Compared to country-level effects,
regional size effects may not ’work’ because of the greater mobility of production
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factors and demand between regions. Furthermore, the power of horizontal motives
may be reduced by the simultaneous presence of vertical determinants, typical not
only in the case of exporters and resource-oriented multinationals, but also in some
manufacturing sectors (see Hanson, Mataloni, and Slaughter 2001; Feinberg and
Keane 2001). The evidence of the irrelevance of market size to resource-endowed
countries and regions was reported by Dinda (2010) for Nigeria and Jordaan (2008)
for Mexico.

There are fewer empirical studies of regionally interdependent investment decisions
(third region effects) than of market size effects. In most studies, it has been found that
regions with the higher market potential41 are more likely to attract multinationals.
Such studies include Coughlin and Segev (2000) for US FDI in China, Head and
Mayer (2004) for Japanese investments in Europe and Garretsen and Peeters (2009)
for outbound Dutch investments. Blonigen, Davies, et al. (2007) report, however,
that spatial interdependence for US investments in Europe is sensitive to the sample
of countries one examines and the level of dissaggregation. At present, the literature
on the effects of regional interdependence on FDI location in Russia has provided
ambiguous results. Ledyaeva (2009) shows that the regional trade-platform FDI
strategy gained importance only after the 1998 financial crisis as a result of import-
substitution processes, while Kayam, Yabrukov, and Hisarciklilar (2013) report a
negative impact of market potential on FDI, proving the importance of competition
rather than complementarities of neighboring regions when FDI decisions are taken.

To sum up, existing theories and empirical studies do not offer clear predictions
or decisive findings regarding the research questions of whether FDI flows into the
Russian regions are predominantly natural-resources or market-seeking in nature
and whether these investments follow a competition or a co-location pattern. There
is reason to question the previously established dominance of vertical motives in
the organization of FDI across Russia. This is particularly the case under the
consideration of co-location of the subsidiaries of other sectors in resource-rich
regions and the reduced expected profit of export-platform multinationals as a result
of trade liberalization prior to WTO accession. It can be expected that natural
resource endowments would attract export platform affiliates to a greater extent
than FDI seeking access to the local markets.

41 This is the market size of surrounding regions weighted by distance.
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Labor costs should have a negative effect on the location decision for vertical FDI, and
this effect may be stronger for exporting plants if vertical affiliates seek factor-price
differences in host and home locations. For horizontal FDI labor costs can have a
positive effect, if it stimulates local demand. As elsewhere, horizontal FDI would be
determined by market size and structure. Regional interdependence may change the
way horizontal motives affect location decisions: the surrounding third economies may
complement the market size of a given region and induce inter-regional trade-oriented
FDI or, conversely, may affect the likelihood of an affiliate’s entry negatively as a
result of increased competition from a wealthier and larger region.

4.3 Research design and construction of the sample

In order to analyze the questions formulated above, a conditional logit estimation is
applied in order to model the investment decision of a foreign firm to choose a region
r among 81 Russian regions. Thus, a foreign firm has previously decided to invest
in Russia, and the investor’s decision to choose Russia as a destination country is
ignored. For this purpose, plant-level data are combined with regional statistics in
order to investigate the factors which drive foreign investors into Russian regions.

4.3.1 Research Design

Theoretically, this analysis is based on a profit-maximization approach described by
Head and Mayer (2004). They employ the model of monopolistic competition, in which
Dixit and Stiglitz (1977) link the production cost function of a profit-maximizing
firm with the utility-maximizing demand function of a representative individual. The
New Economic Geography (Krugman 1991) advanced the Dixit-Stiglitz model by
considering the effect of agglomeration externalities described above.

In the conditional logit framework each investment is included 81 times (one for
each region), whereas the dependent variable, the location decision, is captured by a
dummy variable. It is assumed that a foreign investor chooses a region r from all
alternative regions r ∈ R in the Russian Federation because this particular region
promises to maximize the firm’s profit. As Spies (2010) notes, the profit for each
alternative region is unobservable and must be expressed implicitly using information
about the investor’s location decisions as well as firm and regional characteristics.
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Thus, the location choice for region r in sector s depends on the demand for good x
in markets m ∈ R, the price p, costs c, and imposed taxes t.42

πrs = (1− tr)
R∑

m=1
[(pmrs − crs)xmrs]. (4.1)

The optimal demand and optimal price for good x can be obtained by a two-step
maximization based on a constant elasticity of substitution (CES) function. In the
case of market access, it is assumed that the investor can serve the plant location
r and the markets in other regions of the sample, MAm, with m ∈ R and m 6= r.
This is affected by a factor capturing transaction costs (such as transportation and
communication costs), φrm, driven by the distance between market m and plant
location r. The production costs, crs, depend on transaction costs between the
investor and the subsidiary arising from the distance between the investor’s home
country and the region of investment, Dr, the remoteness of the region, Rr, access
to natural resources, Nr, and the productivity factor, Ars. This productivity factor
depends on the skill level of the work force, Er, and on agglomeration variables such
as sectoral specialization, Srs, and economic diversity, Hr, in region r. Finally, by
taking logs, the profit function may be transformed into the following log-linear
empirical function, with the coefficient vector β and the error term ers:

ln πrs = β0 + β1 ln(
R∑

m=1
φrmMAm) + β2 lnDr + β3 lnRr+

β4 lnNr + β5 lnEr + β6 lnSrs + β7 lnHr + ers. (4.2)

Following the assumption described above, a foreign investor chooses region r, which
exceeds the expected profits of all the other regions l ∈ R, with l 6= r. In the
conditional logit function the independent variables, which are denoted as a vector of
alternative-specific regressors, zrs, and the corresponding coefficient vector, β, predict
the probability for the choice of region r from all alternatives for each investment
decision (Train 2009):

Prs = exp(x′rsβ)∑R
l=1 exp(x′lsβ)

. (4.3)

42 Because sovereignty of the most important taxes belongs to the federal level, these taxes do not
vary across regions. Thus, the effect of tax rates will be ignored in the ongoing notation.
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4.3.2 Construction of the sample

This chapter employs plant-level data drawn from the RUSLANA Database provided
by Bureau van Dijk. Cross-sectional micro data for individual plants have certain
advantages over regional statistics of FDI flows and stocks because they provide
opportunities to analyze what and where multinational firms actually produce and
trade (Lipsey 2007). Plant-level data are linked with regional data obtained from
yearbooks published by the Russian statistical agency, as well as the electronic
database www.gks.ru, the Federal Agency on Natural Resources (ROSNEDRA) and
price statistics from UNCTAD sources. The plant-level data contain information on
the location and sector of the foreign affiliate, the date of investment, the trading
status of the plant and the ownership structure. This last indicator allows us to
identify firms owned by foreign investors. A plant is included in the sample if at
least one foreign investor holds a minimum of 10 percent of the enterprise’s shares or
voting rights. The data covers the period between 2000 and 2009.

Each enterprise with a foreign investor is located in one of 81 Russian regions.
The republics of Chechnya and Ingushetia have been excluded from the sample
because statistics for these regions are not available. In order to capture the time
dimension of each investment, the investment decision is represented by the date
of the enterprise’s incorporation in the local register of commerce. Furthermore, it
is assumed throughout the analysis that this decision was taken one year prior to
registration in order to control the endogeneity related to the investment itself.43

After collecting a full data set covering 15,086 investments (plants with FDI), two
filters were introduced to cope with the problem of offshore tax havens and financial
hubs, as well as to deal with the uncertainty of entry dates of those firms created
through mergers and acquisitions (M&A). In the sample, more than a third of
investors are located in offshore financial hubs, and there are good reason to believe
that many of these firms represent redirected capital flows of Russian origin. Thus,
5,473 enterprises were excluded from the sample by using the official list of offshore
countries generated by the Russian Ministry of Finance. Furthermore, the analysis is
focused on Greenfield44 investments. As robustness check, the results are controlled
for the full sample, including both Greenfield and M&A types of investment. Although

43 This step has been applied in the majority of location choice studies (see Spies 2010).
44 Greenfield investment is defined as a start-up investment in new facilities. See Kogut and Singh

(1988).
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RUSLANA does not indicate whether an investment is a newly established plant or a
take-over of an existing firm, a subsidiary is considered to be a Greenfield investment
if it is completely owned by one foreign investor. In the case of Greenfield investments,
the entry date is consistent with the date of incorporation, while for M&A deals, this
measurement is not necessarily the entry date. Moreover, Greenfield firms are more
likely than firms created through M&A to make independent location decisions, and
these decisions would more accurately consider regional location factors. As Dunning
(2000) and Harzing (2002) note, Greenfield firms usually face higher entry costs.

Table 4.1: Distribution of FDI and origin of investors
Origin of investor

Name of South-East EU-12+ Middle
federal district America Asia CIS EU-15+ Balkan East RoW Total
Central 344 384 1,655 1,583 199 292 32 4,489
Far East 7 132 14 10 0 1 3 167
North Caucasus 1 0 4 7 1 5 2 20
Northwest 57 23 301 392 25 21 6 825
Siberia 20 78 60 90 14 9 7 278
South 9 9 69 69 6 68 1 231
Ural 6 6 29 54 5 6 1 107
Transvolga 16 17 76 139 9 26 4 287
Total 460 649 2,208 2,344 259 428 56 6,404
Source: Sample data. EU-15+: Old EU member states plus Switzerland, Norway and Iceland. CIS: Former
Soviet countries excluding Baltic countries. EU-12+Balkan: New EU member states plus Ex-Yugoslavia
and Albania. Middle East: Arab Countries plus Turkey, Israel and Iran. South East Asia: all other Asian
countries. RoW: all other countries.

The sample includes 6,404 Greenfield firms and 9,778 total investments if M&As
are included. Their distribution across regions and sectors demonstrates a strong
regional concentration of FDI when the number of entries are measured: the top three
regions (Moscow, St. Petersburg and the Moscow region) host 62 percent of the total
number of subsidiaries and 66 percent of Greenfields. This is considerably higher than
the combined contribution to Russia’s GDP by these three leading regions, which
measures only 27.8 percent. Another observation is the continuing economic division
between the Western and Eastern parts of the country. If the Ural Mountains are
considered as the dividing line between these regions, only 9 percent of investments
are located in the eastern part of the country. Border regions enjoy an advantage
when compared to inland territories in terms of FDI location and therefore host
considerably more investments from countries with which they share a border than
from more distant regions (see Table 4.1). However, this table reports that densely
populated regions in the central part of European Russia are prioritized by all host
countries. The distribution of foreign plants across sectors (Table 4.2) shows that
more than 80 percent of foreign investments are registered in the service sector, which
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is dominated by investments in wholesale trade. The data do not allow us to control
this figure for the size of inflow.

Table 4.2: Distribution of FDI firms across sectors
Entire period Period 2000-2003 Period 2004-2009

Sectors Percentage No. of obs Percentage No. of obs Percentage No. of obs
Industry 19.7 1,264 22.6 505 18.2 759
- extraction industry
(Nace1 10-14)

0.8 51 0.9 20 0.7 31

- manufacturing (Nace1
15-37)

18.9 1,213 21.7 485 17.5 728

Services 80.3 5,140 77.4 1,729 81.8 3,411
- wholesale trade
(Nace1 51)

45.5 2,911 42.3 946 47.1 1,965

- other services (Nace1
40-74 excl. 51)

34.8 2,229 35.0 783 34.7 1,446

Total 100 6,404 100 2,234 100 4,170
Source: Sample data. Only Greendfield investments. M&A excluded.

In the analysis, the sample of 6,404 Greenfield firms is split into several subsamples
according to the dimensions of time, region, sector, trade status and origin of the
investor. In order to account for the spatial concentration of FDI in Moscow, invest-
ments located in Moscow are excluded in one specification. Sectoral differences are
accounted for by splitting the sample into industry and services FDI, as well as by
excluding plants registered in the mining and quarrying sector in one specification.
Trade status is considered in the subsample of exporters and non-exporters. Further-
more, four additional subsamples are included in order to reflect the dimensions of
trade status as well and the sectoral classification. The origin of the multinational is
considered in two subsamples: one including investments from developed economies
and the other comprising affiliates of multinationals located in developing coun-
tries. In one specification, the sample is extended by including M&A investments,
whereas offshore investments are excluded throughout the entire analysis. Finally,
one specification checks whether investment factors have changed over time, dividing
the sample into two time-related subsamples with the 2003 Yukos trial serving as a
threshold.

The 2003 Yukos trial deserves particular attention. On the one hand, this event
represents a change in the Russian investment climate as it questioned the sanctity
of property rights. Thus, it can be expected that foreign investors would be less
enthusiastic about investments in Russian natural resources after the trial, and that
resource-rich regions would be disadvantaged as FDI destinations. Yet, in reality,
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the expected profits from the export of natural resources were stimulated by rising
prices of natural resources and reduced barriers to FDI prior to the WTO accession.
It is not clear whether these advantages outweighed the erosion of property rights, as
evidenced by the Yukos trial. For example, Wang, Xu, and Zhu (2012) find that good
economic fundamentals can attract foreign investment to a region in the absence of
the rule of law.

Explanatory variables

In the literature review above, natural resources are a highly specific asset, and the
empirical results of analysis are sensitive to measurement specificity. Therefore, three
different indicators are introduced, denoting the availability and type of resources,
their role in the regional economy and the price dynamics of resources.

The first variable captures the regional availability of natural resources drawn from
ROSNEDRA. This database contains information on seven different natural resources
distributed across the regions, namely oil, natural gas, rare earth metals, quartz,
platinum, diamonds and rock crystal. These natural resources are available in 32
of the 81 regions, and almost all resource-endowed regions host FDIs. The analysis
distinguishes between energy carriers (oil and gas) and other resources in order
to check whether the availability of at least one of these commodities provides an
explanation for the location decision of a foreign investor by constructing a dummy
variable for each group of resources.

Secondly, two additional variables reflecting the price dynamics of commodities are
included. This will provide insights into the potential influence of price dynamics
on the way natural resource endowments determine FDI flows. The first variable
captures annual average oil prices. The second variable is an index of natural resource
prices that reflects the price dynamics of aluminum, copper, nickel and zinc on the
London Metal Exchange. The price of each commodity is set as equal to 100 for the
reference year 2000. The resource price index is calculated by taking the mean of the
price development of the four commodities. In the regression, the price indices are
interacted with the dummy variable measuring access to the corresponding resources.
This step enables us to account for the role of commodity prices in the impact of
natural resources on the location decision of foreign investors.

Thirdly, a measurement of the share of the mining and quarrying sectors in the gross
regional product is included. This allows consideration the size of resource-related
business in the region. In order to test whether the impact on FDI location choice
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of the relative size of the mining and quarrying sectors in total regional output is
increasing monotonically, the quadratic term of this variable is also included.

Table 4.3: Selected economic characteristics of sample Russian regions, depending
on resource availability and market size

Groups of regions depend-
ing on natural resource en-
dowment

Groups of regions depend-
ing on market size

with
resources

without
resources

GRP above
average

GRP below
average

Number of Greenfield FDI 561 5,843 4,772 1,632
Number of Greenfields and
M&A

928 8,850 7,108 2,670

Average share of exporting 32.6 20.3 18.1 33.0
plants in percent
Population density, 10 349 1,034 25
people/sq.km (13) (1,685) (2,938) (22)
Average wage, 8,128 6,865 9,518 6,588
in RUR/month (3,316) (4,094) (5,277) (3,174)
Herfindahl Index 0.08 0.08 0.07 0.08

(0.03) (0.02) (0.02) (0.03)
Specialization Index 0.02 0.02 0.03 0.02

(0.01) (0.01) (0.01) (0.08)
Avg. January temperature, -15.4 -8.7 -12.1 -11.2
degrees centigrade (9.0) (6.8) (7.8) (8.5)
Average proximity to 4,972.2 3,958.7 4,151.1 4,418.4
home of FDI, km (3,008.0) (3,070.7) (2,866.6) (3,143.4)
Averaged market potential 6125.8 7178.5 8188.5 6103.7

(3490.7) (6037.0) (7496.7) (3514.7)
Source: sample data. Standard deviation in brackets.

The estimates of market pull-factors are based on the assumption that foreign
investors can serve the region of investment and might use this region as a platform
from which to serve other regions. The local market size is measured by the regional
gross domestic product (GRP - in fixed prices from year 2000) and population
density. The demand generated by the surrounding economy is captured by the
market potential variable. Following Blonigen, Davies, et al. (2007), the market
potential of the region is defined as the sum of the distance-weighted market sizes
of all the other regions in the sample. The weighting matrix is exposed to a row-
standardization, in which each row adds up to unity. In order to calculate the market
potential for each region, the weighting matrix is multiplied by a vector of the
gross regional product of the corresponding regions. Furhtermore, the market size
of neighboring regions by aggregating the market size of direct neighbor regions is
included.
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Two variables are included measuring agglomeration externalities: MAR externalities
are measured by a specialization index that is determined by the share of employees
in the sector of investment (NACE Rev1.1 2-digit codes) compared to the total
regional employment figure. Jacobs externalities are expressed by the Herfindahl
Index, which is a diversity indicator capturing the variety of available supplier inputs
in the region over 54 sectors.

Table 4.4: Variables included in the analysis

Variable Definition Source
oil_gas Dummy variable for deposit of energy carriers (oil and/or gas) ROSNEDRA
oil_price Annual Average Oil Price / Average of UK Brent, Dubai and Texas UNCTAD
Other Resources Dummy variable for deposit of rare earth-metals, quartz, platinum,

diamonds and rock crystal
ROSNEDRA

Resource_Index Mean of the price for development of the commodities of alu-
minum, copper, nickel and zinc. London Metal Exchange. Price
Indices 2000=100

UNCTAD

Nat.Res./GRP Share of output generated in the sector of mining and quarrying
(NACE REV.1 10-14) in total regional output

ROSSTAT

grp Regional gross domestic product in fixed prices from 2000 ROSSTAT
marketpotential Spatially weighted grp of all alternative regions in Russia ROSSTAT/own calculation
grp_neighbor Aggregate GRP of neighboring regions - only direct land borders ROSSTAT/own calculation
special Share of employees working in the sector of investment s
herf Herfindahl Index ROSSTAT
wage Average monthly wage rate in rubles ROSSTAT
dist Euclidean distance between capital of investing country and re-

gion’s major city
own calculation

popdens Population density, inhabitants/km2 ROSSTAT
temp_ Jan Average temperature in January in C? ROSSTAT
int_integration Ratio of imports plus exports to GRP ROSSTAT
Sector Sectoral affiliation of plant basing on NACE Rev.1.1 2-digit code Ruslana
Exporter Dummy Dummy whether plant reported export sales in the year of 2009 Ruslana

Finally, several control variables are included that might influence the location
decisions of foreign investors or interact with the factors discussed above. Average
monthly wage rates for the region are included to capture the regional variation of
the cost and skill level of the workforce. Low labor costs may be more attractive for
vertical activities, though the results probably vary among investors from different
sectors due to the different requirements of the labor force qualification. As described
above, a large share of investments stems from adjacent countries. In order to control
for this phenomenon, the Euclidean distance between the capital of the investor’s
country and the major city in the host region is included. The average temperature
in January controls for the region’s accessibility, which is influenced by a difficult
climate. Finally, the openness of the regions to trade is included, which may encourage
export-oriented FDI, by measuring the ratio of imports plus exports to the gross
regional product (GRP).
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The descriptive statistics (Table 4.3) do not provide a clear picture of the factors of
interest. On the one hand, resource-endowed regions host only a small fraction of
all investments. The share of exporters is higher and the market potential is lower
compared to non-resourced regions. Resource-rich regions are extremely cold and
remote locations with an average population density 35 times lower than the rest of
the sample. On the other hand, they do not differ in their degree of specialization
and diversity, but average wages are almost 20 percent higher than in regions not
endowed with natural resources. The picture of market-related groups is less complex:
regions with market sizes larger than the country average tend to host significantly
more foreign firms. Compared to regions with smaller markets, they have a higher
population density and a higher market potential. Furthermore, they report higher
wages and are more diversified and specialized in the sectors hosting FDI, while the
export share is greater in regions with a smaller market size. In summary, it appears
that foreign investments, if measured by the number of entrants, are densely con-
centrated in certain locations and heterogeneous across sectors. Economically larger
regions host more FDI. Resource-endowed regions are disadvantaged by distance,
climate, labor costs and market potential. Does this really indicate that market size
and agglomerated structure are the main location factors for foreign investors in
Russia?

4.4 Results and Discussion

This section starts with the results of the study of the comparative advantage of
endowment-driven regions. Table 4.5 presents the baseline model and six additional
specifications investigating the effects of natural resource endowment, with sectoral
distinction between service and industry FDI. The baseline regression in column
(1) includes separate dummy variables indicating access to energy carriers and the
five remaining resources described above. In addition, column (2) controls for the
development of commodity prices, which are interacted with the corresponding
resource dummies45, testing whether location decisions differ when commodity prices
change. Columns (3) and (4) are focused on the impact of the relative size of mining
and quarrying industries in the region, using the linear term in column (3) and adding
the squared term of the resource dependence variable in column (4). Specifications (5)

45 Dummies measuring access to both types of resources remain in the regression. These coefficients
can be interpreted as a type of intercept for the impact of each type of resource on location
decisions.
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to (7) contain sectoral subsamples. The regression in column (5) excludes investment
in the mining and quarrying sector in order to ascertain whether results of the baseline
model are driven by investments in this sector. The last two columns examine the
co-location effect by splitting the sample into observations limited either to industry-
or to service-oriented FDI.

The output in columns (1) to (5) of Table 4.5 is predominantly consistent and
confirms that natural resources create a comparative advantage in regions in the
attraction of multinationals, though this advantage is conditioned by additional
restrictions. When controlling separately for oil and gas and other natural resources,
the baseline regression in column (1) shows that access to natural resources is an
important factor in attracting FDI for both types of resources. These results remain
constant when commodity prices are added in column (2). The dummy variable on
energy resources proves to be insignificant here, while the oil price has a significant
positive impact on location decisions. This result suggests that energy resources
increase the attractiveness of a region for FDI when the oil price rises. Access to
non-energy resources remains significantly positive, while the resource price index
appears to be insignificant. These findings imply that the positive effect of access to
both types of resources observed in column (2) seems to be driven by different forces;
access to energy carriers is more important for location decisions if the oil price is
high46, while the positive impact of access to non-energy resources does not depend
on the dynamics of corresponding commodity prices. Thus, the results suggest that
foreign investors are attracted to resource-rich regions by a combination of resource
endowment and price dynamics. Because oil prices rose more than fourfold during
the period of this analysis, the results in column (2) could capture time effects.

The regressions in specifications (3) and (4) of Table 4.5 include the resource sector’s
share in the regional economy in order to measure the regional resource endowment.
In specification (3) the linear term of the resource sector’s share in the regional
economy is significantly negative. This result might suggest that regions that are
less diversified and more dependent on the mining and quarrying industries are
less likely to experience a mass entry of multinationals. A more detailed analysis
provides additional insight into this assumption when the quadratic term of the
resource dependence variable is included. The quadratic term in specification (4)

46 The coefficients in column (2) suggest that access to energy resources is positive if the oil price is
higher than USD 25.43. The average annual oil price has not fallen below this threshold since
2004.
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reveals a significantly negative impact, while the linear term is significantly positive.
Thus, the results suggest that natural resource endowment has a positive impact on
FDI entry if and only if the mining and quarrying industries do not dominate the
regional economy. The results suggest that the de-stimulating effect starts when the
percentage of the mining and quarrying industries in GRP exceeds 19.8 percent.

Table 4.5: Conditional Logit regressions: Natural resource endowment and sectors
Explanatory (1) (2) (3) (4) (5) (6) (7)
Variables baseline Prices Resource/GDP w/o mining Industry Services
Nat.Res./GRP -0.956*** 0.950**

(0.241) (0.454)
(Nat.Res./GRP)2 -4.805***

(1.004)
oil_gas 0.166** -0.246* 0.142* -0.006 0.194**

(0.074) (0.146) (0.075) (0.144) (0.087)
oil_price × 0.010***
oil_gas (0.003)
Other Resources 0.310*** 0.285** 0.289*** 0.457*** 0.258***

(0.071) (0.115) (0.072) (0.128) (0.086)
Resource_Index × -0.000
Other Resources (0.001)
ln(gdp) 0.634*** 0.620*** 0.693*** 0.673*** 0.654*** 0.667*** 0.658***

(0.048) (0.048) (0.044) (0.044) (0.049) (0.096) (0.056)
ln(marketpotential) 0.219*** 0.216*** 0.141*** 0.170*** 0.200*** 0.498*** 0.0555

(0.051) (0.051) (0.050) (0.050) (0.051) (0.093) (0.062)
sect. specialization 5.980*** 5.998*** 5.855*** 5.806*** 5.526*** 13.80*** 3.048***

(0.455) (0.455) (0.455) (0.456) (0.459) (1.677) (0.552)
herf -5.431*** -5.869*** -3.588** -2.634 -6.212*** -9.340*** -4.523**

(1.568) (1.573) (1.609) (1.607) (1.596) (3.380) (1.786)
ln(wage) -0.080 -0.014 0.099 0.242* -0.139 0.043 -0.124

(0.132) (0.134) (0.141) (0.143) (0.135) (0.262) (0.154)
ln(dist) -2.020*** -2.019*** -2.035*** -2.033*** -2.045*** -1.828*** -2.081***

(0.044) (0.044) (0.044) (0.044) (0.044) (0.091) (0.050)
ln(popdens) 0.249*** 0.250*** 0.185*** 0.190*** 0.247*** 0.193*** 0.282***

(0.019) (0.019) (0.017) (0.017) (0.020) (0.038) (0.023)
temp_Jan 0.000 0.003 -0.002 -0.003 0.002 -0.004 0.001

(0.007) (0.007) (0.007) (0.007) (0.007) (0.014) (0.008)
int_integration 0.129*** 0.121*** 0.125*** 0.110*** 0.133*** 0.115** 0.143***

(0.025) (0.025) (0.024) (0.024) (0.025) (0.048) (0.029)
Investments 6,404 6,404 6,404 6,404 6,353 1,264 5,140
Log-Likelihood -14,623.7 -14,618.2 -14,626.9 -14,614.9 14,412.4 -3,602.6 -10,932.9
Source: Sample Data. Conditional Logit Estimation. Dependent variable: Enterprise’s location choice for
region r among 81 regions. Standard errors in parentheses. Significance level: ***p≤0.01,**p≤0.05,*p≤0.1.
Dummy variables for federal districts are not reported.

Under the specification in column (5), pure vertical investments plants belonging
to the sector of mining and quarrying (Nace Rev. 1.1. 2-digit codes 11 to 14) are
excluded in order to test whether location factors differ for resource- and non-resource
sectors. In comparison with the baseline model, a Hausman test reporting a Chi-
Square test statistic of 1.49 with 18 degrees of freedom suggests that the output of
both regressions does not differ significantly. The impact of both dummies measuring
the access to natural resources seems to be slightly less, though still significantly
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positive. Thus, resource-rich regions seem to be equally attractive to resource- and
non-resource affiliates, suggesting evidence in favor of the co-location argument.

A motivation for splitting the sample between industry and services (columns 6
and 7 in Table 4.5) is the assumption that vertical factors are more likely in the
sample of plants belonging to industry, while horizontal determinants are more
likely in the sample of plants registered in services. If so, the results may provide
evidence supporting the resource-curse argument: that is, resource-endowed regions
attract resource-related multinationals and discourage other FDI. This assumption is
completely rejected in the data: both types of natural resources have a significantly
positive effect on service FDI, which indicates that service FDI co-locates with the
extraction industry in resource-rich regions. In the case of manufacturing FDI, the
effect of energy resources is insignificant, whereas the effect of other resources is
significantly positive. This result suggests that industry-oriented FDI is more likely
to co-locate in regions endowed with non-energy resources than in those endowed
with fuel and energy. The investments in resource-rich regions are dominated by
the wholesale sector, followed by infrastructure and knowledge-intensive business
services.

With respect to the horizontal motives related to market access, the baseline results
show that direct market access to the region of investment is one of the major drivers
for the location decisions of foreign investors. The findings in columns (1) to (4) of
Table 4.5 are consistent with underlying theory and show that multinationals prioritize
large regions offering a combination of high demand, economic density, openness to
trade and relative closeness to the host country, and that these determinants do not
differ across sectors.

The model allows foreign affiliates to sell not only on the local regional market, but
to engage also in inter-regional trade. This is particularly important when the object
of analysis is a region within a country, where border trade costs may be neglected
and investors’ horizontal decisions may consider the market demand stemming
from regions beyond the affiliates’s host region. In all model specifications except
for the subsample of service affiliates in Table 4.5, the spatially weighted market
potential variable is significantly positive, suggesting that many foreign affiliates are
engaged in inter-regional trade and consider the host and other regions’ markets
when taking decisions on whether to enter. The host region has the advantage when it
is surrounded by regions with relatively high GDP. The sectoral distinction between
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industry and service FDI proves that service affiliates are less likely to be embedded
in interregional trade and disregard third markets when taking their location decision.

The positive market potential of neighboring regions partly captures the ’thick mar-
ket’ effects associated with agglomeration forces. Existing localization externalities,
measured by a specialization index that captures same-sector concentration in host
regions, prove to encourage foreign investors throughout the entire analysis. The
same holds for urbanization externalities represented by the Herfindahl Index, which
also appear to be a significant benefit for a region.47 Only under specification (4),
accounting for the concentration of the mining and quarrying sector, does the coef-
ficient of the Herfindahl-Index become insignificant. However, the findings suggest
simultaneous effects generated by MAR externalities of sector-specific agglomeration
forces and inter-sectoral Jacobs externalities of diversification. The results do not
indicate any differences in the impact of agglomeration forces on industrial affiliates
as opposed to service affiliates.

The observed attraction of service FDI to resource-rich regions does not correspond
to the traditional horizontal/vertical distinction and requires further explanation. A
possible answer to this riddle is to introduce the additional dimension of microlevel
variables to the data, which will probably allow us to identify the difference in location
factors between vertical and horizontal investments. In an effort to shed more light
on this issue, the sample is split into alternative subsamples of exporting and non-
exporting plants in columns (8) and (9) of Table 4.6, and further differentiate between
plants belonging to industry and services among exporters and non-exporters in
columns (10) to (13). Ekholm, Forslid, and Markusen (2003) conclude that ’production
for local sale is taken as a "smoking gun" for horizontal activity and export sales as
a "smoking gun" for vertical activity’.

A number of interesting observations can be made from Table 4.6. Data on exporting
plants, which account for one fifth of the plants in the data base, support the
expectation that exporting affiliates are promoted by natural resource endowments.
Moreover, predominantly non-fuel resources are attractive to industrial exporters,
while this is true for FDI in regions endowed with oil and gas in the case of exporters
registered in services. This seemingly unexpected result can be explained by regulated

47 A high degree of economic diversification coincides with a low value for the Herfindahl Index.
Thus, the significantly negative sign of the Herfindahl Index suggests a positive effect from
economic diversification.
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access to extraction of oil and gas, and by the presence of oil traders among plants
registered in services.

Table 4.6: Conditional Logit regressions: Export Status and sectors.
Industry Services

Explanatory Exporters Non-exporters Exporters Non-exporters Exporters Non-exporters
Variables (8) (9) (10) (11) (12) (13)
oilgas 0.268** 0.161* -0.230 0.289 0.529*** 0.103

(0.133) (0.090) (0.218) (0.196) (0.176) (0.101)
Other Resources 0.487*** 0.233*** 0.572*** 0.359* 0.349* 0.217**

(0.130) (0.085) (0.180) (0.184) (0.188) (0.097)
ln(grp) 0.442*** 0.708*** 0.730*** 0.543*** 0.327*** 0.770***

(0.083) (0.058) (0.140) (0.134) (0.105) (0.066)
ln(marketpotential) 0.518*** 0.129** 0.568*** 0.515*** 0.364*** -0.008

(0.094) (0.061) (0.140) (0.126) (0.132) (0.070)
sect. specialization 8.369*** 4.852*** 16.79*** 11.22*** 4.591*** 3.373***

(0.935) (0.530) (2.560) (2.319) (1.396) (0.613)
herf -9.955*** -4.163** -11.55** -8.697* -9.171** -3.497*

(3.155) (1.817) (5.290) (4.444) (3.996) (2.007)
ln(wage) 0.308 -0.321** -0.266 0.219 0.607** -0.454**

(0.240) (0.159) (0.400) (0.351) (0.306) (0.181)
ln(dist) -2.482*** -1.857*** -2.105*** -1.609*** -2.767*** -1.909***

(0.088) (0.051) (0.143) (0.120) (0.117) (0.056)
ln(popdens) 0.202*** 0.273*** 0.115** 0.303*** 0.284*** 0.270***

(0.034) (0.024) (0.053) (0.056) (0.046) (0.026)
temp_Jan 0.013 -0.008 -0.0005 -0.015 0.018 -0.006

(0.013) (0.008) (0.020) (0.019) (0.017) (0.009)
int_integration 0.131*** 0.122*** 0.138** 0.070 0.154*** 0.139***

(0.044) (0.030) (0.067) (0.067) (0.058) (0.034)
Investments 1,399 5,005 521 743 878 4,262
Log-Likelihood -3,798.4 -10,674.6 -1,610.6 -1,945.5 -2,140.9 -8,687.4
Source: Sample Data. Conditional Logit Estimation. Dependent variable: Enterprise’s location choice for
region r among 81 regions. Standard errors in parentheses. Significance level: ***p≤0.01,**p≤0.05,*p≤0.1.
Dummy variables or federal districts are not reported.

The traditional assumption is that exporters are not interested in large host-region
market size and are discouraged by high labor costs. Exporters and non-exporters,
industrial and service plants - all are promoted by high local demand. This finding
indicates that multinationals want to make use of various markets in a manner more
complex than the horizontal/vertical hypothesis predicts. Production for local sale
and production for export take place in large and densely populated host regions,
preferably located closer to the investor’s country of origin. Production for local
markets is strongly and negatively affected by labor costs, while production for
export is not aimed at low wage locations. Only service plants producing for local
markets can be satisfactorily classified as (pure) horizontal plants: they are supported
by market size and density, and choose their location on the basis of labor cost
considerations.

With reference to the difference in the importance of the third region markets to
trading and non-trading affiliates, the market potential indicator is expected to be
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positive for affiliates engaged in export and trade between regions but negative or
neutral for affiliates that do not trade. The results in columns (8) and (9) suggest that
exporters are more likely than non-exporters to rely on complex inter-regional trade
patterns. The difference between exporters and non-exporters seems to stem from
the service sector. In columns (12) and (13), the effect of market potential is positive
for exporters and insignificant for non-exporters. These findings are confirmed by an
alternative measure of market potential.48

The related literature has shown that the estimation results of FDI choices may be
sensitive to the sample selection and time dimension, especially if significant changes
in entry conditions have taken place. In order to control for possible bias, several
robustness checks are reported in Table 4.7. Firstly, in order to test whether the
positive and significant association between the decision to invest and the resource
endowment discussed above has changed over time, the sample is split with respect
to a reference year. In column (14) only investments undertaken before the Yukos
trial in 2003 are included, and the regression results in column (15) include only
investments implemented after 2003. Contrary to expectations, the results show a
significantly positive effect for oil and gas endowments after the Yukos trial. Other
natural resources generate positive and significant effects on the decision to locate
investments in a region for both periods of analysis. Another deviation from the
benchmark model is the neutral sign in the market potential indicator after 2003.
Other regional control variables are predominantly stable across the time-related
specifications. A Hausman test which compares the estimates between the subsamples
reports a Chi-Square test statistic of 220.90 with 18 degrees of freedom, and rejects
the hypothesis that the coefficients are not exposed to a systematic difference. An
additional specification analyzed whether the financial crisis beginning in 2008 had
had an impact on the location determinants, but the results did not report any
deviations from the previously reported results.49

48 The Harris market potential indicator was used for this, calculated by aggregating the gross
regional product of each region divided by the distance between the region of investment and
marketm. In comparison to the market potential measure used in the regressions reported in Tables
4.5 to 4.7, the Harris index is not neutral, but significantly negative for services. Furthermore,
non-exporting service affiliates consider only host market size when location decisions are taken.
These results can be made available upon request.

49 Since the amount of investments is too low to get reliable estimates from a conditional logit
regression, this test is based on a subsample excluding investments implemented 2008 or later. In
comparison to the baseline regression in Table 4.5, the results do not differ substantially and can
be made available upon request.
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In column (17) of Table 4.7 investments located in Moscow are excluded from the
sample in order to test the robustness of the results with respect to possible bias
in observations in the city of Moscow. Compared to the baseline regression, there
is no change in the significance of the coefficients for the explanatory variables.
Column (18) of Table 4.7 contains the estimation results of the extended sample
including M&A. All coefficients are highly significant, which partly is explained
by the increased sample size of nearly 10,000 investments and 80,000 observations.
Compared to other specifications, the effects of the explanatory variables remain
predominantly unchanged, except for the coefficients of wage rates (negative) and of
the temperature in January (positive), which both prove to be significant.

Table 4.7: Conditional Logit: Robustness Checks.
Explanatory pre Yukos post Yukos Regions ex Moscow plus M&A Developed Developing
Variables (14) (15) (16) (17) (18) (19) (20)
oil_gas 0.053 0.204** 0.105 0.197** 0.185*** 0.044 0.224**

(0.130) (0.091) (0.072) (0.078) (0.056) (0.103) (0.109)
Other Resources 0.458*** 0.236*** 0.266*** 0.335*** 0.313*** 0.347*** 0.167

(0.125) (0.087) (0.070) (0.073) (0.054) (0.093) (0.111)
ln(grp) 0.644*** 0.611*** 0.669*** 0.560*** 0.708*** 0.867*** 0.465***

(0.087) (0.060) (0.048) (0.051) (0.037) (0.073) (0.065)
ln(marketpotential) 0.385*** 0.098 0.260*** 0.271*** 0.488*** -0.074

(0.090) (0.065) (0.062) (0.040) (0.071) (0.080)
ln(grp_neighbor) 0.015

(0.013)
sect. specialization 7.707*** 5.324*** 5.790*** 9.581*** 6.653*** 9.511*** 3.851***

(0.779) (0.563) (0.453) (1.159) (0.367) (0.663) (0.660)
herf -9.421** -7.520*** -7.694*** -8.715*** -5.855*** -10.53*** -5.746***

(4.185) (1.771) (1.512) (1.748) (1.229) (2.738) (2.040)
ln(wage) 0.224 -0.075 -0.044 0.100 -0.367*** -0.223 0.156

(0.242) (0.171) (0.136) (0.145) (0.104) (0.200) (0.185)
ln(dist) -1.902*** -2.094*** -2.029*** -2.283*** -1.910*** -1.513*** -2.609***

(0.076) (0.055) (0.044) (0.049) (0.034) (0.071) (0.077)
ln(popdens) 0.266*** 0.239*** 0.217*** 0.235*** 0.216*** 0.203*** 0.288***

(0.034) (0.024) (0.018) (0.020) (0.015) (0.026) (0.030)
temp_Jan 0.023* -0.010 0.004 -0.006 0.015*** 0.017* -0.015

(0.013) (0.008) (0.007) (0.007) (0.005) (0.010) (0.010)
int_integration 0.057* 0.155* 0.133*** 0.118*** 0.118*** 0.178*** 0.091**

(0.029) (0.091) (0.025) (0.030) (0.019) (0.034) (0.039)
Investments 2,234 4,170 6,404 3,132 9,778 3,511 2,893
Log-Likelihood -4,900.2 -9,685.8 -14,632.0 -10,077.0 -23,914.1 -7,516.0 -6,838.6
Source: Sample Data. Conditional Logit Estimation. Dependent variable: Enterprise’s location choice for re-
gion r among 81 regions. Standard errors in parentheses. Significance level: ***p≤0.01,**p≤0.05,*p≤0.1.
Dummy variables for federal districts are not reported. Investments from developed economies:
EU15+EU10+Switzerland+Norwary+Island+Israel+USA+Canada+Japan+Australia+New Zealand. All
other countries in the group of developing economies.

Finally, the market potential variable is replaced by the predictor reflecting the GDP
of neighboring regions in order to check whether regional interdependence is stronger
for the surrounding regions closest to the host (column (16) of Table 4.7). This
hypothesis can be rejected. Thus, it can be assumed that trading affiliates take into
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account the market size of a larger group of regions than only that of neighboring
regions.

The last robustness check tests whether the results of the analysis hold when the
investor’s home country is taken into account. Columns (19) and (20) of Table 4.7
prove that most findings survived this test. The only difference is found in natural
resources and in the market potential indicator. The regions endowed with oil and
gas resources are more attractive to investors from developing countries, while access
to non-energy resources is an important factor for multinationals from developed
economies. The inter-regional linkages appeared significantly positive for developed
countries and neutral for developing ones, proving that new immature multinationals
from developing economies are less engaged in inter-regional trade.

4.5 Conclusion

This chapter examines the effects of various regional qualities on the decision of
foreign firms to enter and invest in Russian regions. In order to test the hypotheses
on market-seeking and natural resource-seeking determinants of FDI destination,
the analysis is based on the combination of microestablishment data and regional
statistics. The results confirm that the spatial pattern of affiliate production in Russia
cannot be satisfactorily described within the framework of dominance of pure vertical
or horizontal motives, and further evidence was found for the knowledge-capital
framework. Factor endowments created by natural resources are more successful in
explaining patterns of geographical distribution among export-platform affiliates,
suggesting some vertical activities among almost one-fifth of foreign-owned plants.
Yet, factor advantages develop into comparative advantages for the regions only
if the resource prices are high and if the dependence of the local economy on the
output of mining and quarrying industries remains modest. To sum up, contrary
to previous studies which found the role of natural resources in FDI distribution
to be ’key’ (Iwasaki and Suganuma 2005), ’positive and significant’ (Campos and
Kinoshita 2003) or ’emerging’ after the 1998 crisis (Ledyaeva 2009), this analysis
shows that resource endowment is a more complex attraction for FDI inflows than
the previous literature suggests. Entry regulations, the demand for a high level of
capital intensity and the idiosyncrasy of the government in relation to young foreign
firms not belonging to a group of global leaders in a particular sector all serve to
discourage massive entry of resource-induced FDI.
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Furthermore, the findings imply that service-oriented FDI, in particular, co-locates
with extraction industries in resource-endowed regions. Thus, the expectations of
crowding-out effects in line with the Dutch disease, which guide policy, are most
likely to be exaggerated. In addition to this, the natural resource attraction in this
context is likely to be overestimated, because resource-rich regions seem to attract
non-resource FDI by using their relative wealth and growing demand, and not by
the restricted possibility of investing directly in mining and quarrying.

The main finding concerning the search for market drivers corresponds generally
with previous literature. When the decision to invest in Russia has already been
taken, the distribution of FDI entries across regions depends on regional market size
and structure. The results find support for the presence of interregional linkages in
Russian inbound FDI: a region is more likely to become a host for foreign affiliates
when it is used as a starting point for trade with other neighboring markets. Firms in
different industries behave differently when taking location decisions: the horizontal
motive for FDI dominates in the service sectors with mixed results for manufacturing.

The findings confirm the dynamic nature of FDI choices in Russian regions. Earlier
studies, such as Ledyaeva (2009), report that natural-resource endowments began to
positively influence regional FDI significantly only after the economic crisis of 1998.
Other papers have also found that the composition and power of FDI determinants
has changed over time (Broadman and Recanatini 2001; Castiglione, Gorbunova,
et al. 2012).

Finally, the limitations of this chapter’s approach should be kept in mind. Acquisi-
tion as an entry strategy deserves a more thorough study, most usefully from the
comparative perspective of Greenfield investments. The fact that the full sample,
including both Greenfield investments and M&A transactions, demonstrated almost
identical results to those of a sample including only Greenfield investments does
not necessarily indicate that both have identical location strategies because the
literature reports gaps in entry costs and post-entry profit margins among these
forms of FDI (Georgopoulos and Preusse 2009). The research may be extended to
estimations on the sample, which will be able to capture the actual entry date of
new acquisitions, thus allowing us to identify differences in the location decisions of
Greenfield investments and M&As. Furthermore, the assumption that the investor
has previously decided to invest is restrictive, but this assumption is necessary for
the empirical setting if only FDI in Russian regions is investigated.
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These three studies have shown that the decision of MNEs, where to establish a
foreign affiliate, is driven by agglomeration externalities as well as by the presence
of well-qualified labor. Because both agglomeration externalities and knowledge
spillovers are locally bound, the findings provide evidence for the path dependency
of location choice. This path dependency is also affected by the access to locally
bounded inputs such as natural resources, which can be considered a key determinant
of MNEs’ location choice in Russian regions. Complementary to the question, where
MNEs locate, the second part of this thesis focuses on the impact of FDI on the host
economy. Thus, the following two chapters focus on spillovers of foreign-controlled
firms to domestic firms in NMS.
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