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Abstract
While existing literature examined the impact of intellectual property protection on the volume
of foreign direct investment (FDI), little is known about its e3ect on the composition of FDI
in4ows. This paper addresses this question empirically using a unique 6rm-level data set from
Eastern Europe and the former Soviet Union. It 6nds that weak protection deters foreign investors
in technology-intensive sectors that rely heavily on intellectual property rights. Moreover, the
results indicate that a weak intellectual property regime encourages investors to undertake projects
focusing on distribution rather than local production.
c 2002 Elsevier B.V. All rights reserved.
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1. Introduction
Protection of intellectual property rights (IPRs) has been a prominent item on international policy agenda. Despite the introduction of the Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPs), many developing economies are not
eager to strengthen their IPR legislation and its enforcement fearing that the losses
resulting from this action would outweigh the bene6ts. This paper contributes to a
better understanding of potential gains from a stronger IPR regime by providing empirical evidence indicating that the extent of IPR protection a3ects the composition of
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in4ows of foreign direct investment (FDI). More speci6cally, this study 6nds that a
weak IPR regime deters foreign investment in high technology sectors where intellectual
property rights play an important role. It also shifts the focus of FDI projects from
manufacturing to distribution.
The relationship between IPR protection and FDI is quite complex. On the one hand,
a weak IPR regime increases the probability of imitation, which makes a host country
a less attractive location for foreign investors. On the other hand, strong protection
may shift the preference of multinational corporations from FDI towards licensing.
As surveys of multinationals have shown, the importance of IPR protection varies
between industries. The concern about the IPR regime also depends on the purpose of
an investment project, being the highest in the case of R&D facilities and the lowest
for projects focusing exclusively on sales and distribution (see Mans6eld, 1994, 1995).
This paper investigates two hypotheses that emerge from the above studies. First,
it tests whether foreign investors in IPR sensitive sectors (as indicated by Mans6eld,
1995) are more a3ected by the extent of intellectual property protection in a host
country than investors in general. Second, it examines if the IPR regime in4uences
a foreign investor’s choice between setting up production facilities and engaging in
activities focused solely on distribution.
A unique 6rm-level data set used in this study allows for a more in depth examination of this phenomenon than was possible in the earlier literature which concentrated
mostly on aggregate in4ows and case studies. The data set was compiled from a
worldwide survey of companies conducted by the European Bank for Reconstruction
and Development (EBRD) in 1995. The survey recipients were asked whether they
had undertaken FDI in twenty-four economies in Eastern Europe and the former Soviet Union and if so, what type of projects they were engaged in. These responses
were supplemented with information on 6rm characteristics and host country speci6c
variables.
This study employs two measures of IPR protection. The 6rst one is the index
capturing the strength of patent rights developed by Ginarte and Park (1997) and
extended by the author to include more transition economies. While the Ginarte–Park
measure is quite detailed, it focuses only on laws present in the books but not their
enforcement. Therefore a second index, developed speci6cally for this study, more
crude in nature but taking into account all IPR laws on the books as well as their
enforcement is also used.
The empirical analysis con6rms the hypotheses thus indicating that weak protection of intellectual property rights has a signi6cant impact on the composition of FDI
in4ows. First, it deters foreign investors in four technology-intensive sectors: drugs,
cosmetics and health care products; chemicals; machinery and equipment; and electrical equipment. These are the sectors in which, according to survey studies, IPRs play
a particularly prominent role. Second, weak protection encourages foreign investors to
set up distribution facilities rather than to engage in local production. Interestingly,
this e3ect is signi6cant in the case of all investors, not just those in sensitive industries. Finally, the results suggest that investors respond to both laws on the books and
their enforcement. The above 6ndings are robust to controls for privatization, transition
progress, corruption level and e3ectiveness of the legal system.

