View metadata, citation and similar papers at core.ac.uk

FEP WORKING PAPERS [

WORK IN

FEP WORKING PAPERS Bt

N. 433 OcT. 2011

LOCATION
DETERMINANTS OF FDI:

A LITERATURE REVIEW

SUSANA ASSUNCGAO !
RosA FORTE 12
AURORA A. C. TEIXEIRA 123

1 FAcuLDADE DE ECONOMIA, UNIVERSIDADE DO PORTO

2CEFUP
3INESC PorTO; OBEGEF

[BPORTO

FEP FACULDADE DE ECONOMIA
UNIVERSIDADE DO PORTO



https://core.ac.uk/display/6253051?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

L OCATION DETERMINANTS OF FDI: A LITERATURE REVIEW

Susana Assunc¢ag Rosa Fortd and Aurora A. C. Teixeira*

Abstract

The development of economic activity and the risefareign direct investment (FDI) in
recent decades has prompted a great deal of rbsedocthe phenomenon of multinational
companies. A vast amount of empirical literature BDBI catalogues a long list of
determinants that try to explain direct investmigptmultinational companies in a particular
location, but it is noticeable that the results rroe always consensual. This article provides a
review of the theoretical approaches to and englistudies on FDI in an attempt to single
out the most robust factors for explaining the gapgic distribution of FDI flows worldwide.

It also suggests paths for future research indtas.
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1. Introduction

Foreign direct investment (FDI) is regarded asatofathat drives economic growth (Wang,
2009). Many governments from developed and devetpgountries believe that FDI can
help them get through stagnation and even circuimfenpoverty trap (Brookst al, 2010).

In this context, the detailed analysis of the dateants of FDI has provided invaluable

information.

Various theories have been developed since the sl®®0explain FDI. These theories
proclaim a number of determinants that could explareign direct investment flows,
involving the micro (e.g., organisational aspecésidd macro (e.g., resource allocation)
dimensions (Dunning and Lundan, 2008). The microettision includes factors intrinsic to
the company itself, such as ownership advantages, reduction and economies of scale,
whereas the macro dimension concerns market spdeiftors such as barriers to entry,
availability of resources, political stability, aony risk and market size, among others (Faeth,
2009).

Several empirical studies have been published eratisessment of which key determinants
explain the investment of multinational firms in given location (macro dimension).
However, there is no general agreement insofar cesesstudies have not found any
statistically significant relation with respect ¢ertain determinants. Our study thus uses a
review of the theoretical approaches to FDI andiphbd empirical studies to identify which
factors have been found to be most robust in tefnagtracting FDI to a specific country, and
so explain the geographic distribution of FDI wavide.

The article is organised as follows. Section 2 flyielescribes the various theoretical
approaches that have tried to explain FDI flowsrowe years. Section 3 identifies the
location determinants of FDI in the various emgp@ifticstudies. The paper ends with

conclusions and suggestions for future researcBeation 4.

2. Theoretical approaches to FDI

The strong growth of international trade and famedjrect investment (FDI) that we have
witnessed in the past few decades (Mohamed andoSaililos, 2010) has inspired extensive
research on the behaviour of multinational firmsl ateterminants of FDI (Faeth, 2006).



Many authors (cf. Table 1) have concentrated oniteae of FDI determinants and put
forward various (and complementary) theories tdarghem.

As Faeth (2009) highlights, the first explanatiook FDI were based on the models
propounded by Heckscher-Ohlin (1933) and MacDoud#b60) and Kemp (1964), referred
to as the MacDougall-Kemp model, according to whibl was motivated by higher
profitability in foreign markets enjoying growth éitower labour costs and exchange risks.

Table 1: Summary of theories of FDI determinants

Theory/Theoretical Determinants Author(s) (year)
approach

Heckscher and Ohlin (1933), Hobson
(1914), Jasay (1960), MacDougall (1960),
Kemp (1964), Aliber (1970)

Ownershlp benefits (product dn‘fe.rentlat'lon)r_'ymer (1976), Kindleberger (1969)
economies of scale, government incentives
Product differentiation Imperfect competition Caves (1971)
_Followmg_rlvals, responding to competition Knickerbocker (1973)
in domestic market

Heckscher-Ohlin Model / Higher return on investment, lower labour
MacDougall-Kemp Model costs, exchange risk

Market imperfections

Oligopoly markets

Product life cycle Production function characteristics Vernon (1966)

Fear of loss of competitive edge, following
rivals and increased competition at home

Market failures/inefficiencies Buckley and Casson (1976)

Know-how (leads to horizontal Hennart (1982, 1991), Teece (1981, 1985),
internalisation), market failures (leads to
Casson (1987)

vertical internalisation)

Behaviourtheory Aharoni (1966)

Internalisation

Benefit of owning productive processes,
patents, technology, management skills

Eclectic paradigm (OLI — Advantage of locating in protected markets,
Ownership, location, favourable tax systems, low production andDunning (1977, 1979)
internalisation) transport costs, lower risk

Advantage of internalisation cutting
transaction costs, lowering risk of copying
technology, quality control

Market size Dixit and Grossman (1982), Sanyal and
Jones (1982), Krugman (1983), Helpman
(1984, 1985), Markusen (1984), Ethier
Barriers to entry (1986), Horstmann and Markusen (1987,
New theory of trade 1992), Jones and Kierzkowski (1990, 2001,
2005), Brainard (1993, 1997), Eaton and
Tamura (1994), Ekholm (1998), Markusen
and Venables (1998, 2000), Zhang and
Markusen (1999), Deardorff (2001)
Root and Ahmed (1978), Bond and
Samuelson (1986), Black and Hoyt (1989),

Transport costs

Factor endowments

Financial and economic

Incentives Grubert and Mutti (1991), Rolfet al
(1993), Loree and Guisinger (1995),
Institutional Political variables Tariffs Haaparanta (1996), Devereux and Griffith
approach (1998), Haufler and Wooton (1999),
Haaland and Wooton (1999, 2001),
Mudambi (1999), Barros and Cabral
Tax rate

(2001), Bénassy-Quést al. (2001),
Hubert and Pain (2002)

Source Compiled by the authors.



Authors such as Hymer (1976fin Dunning, 1993) and Kindleberger (1969) (in &le,
2008) believe that there must be imperfectionsha markets for goods or factors of
production for there to be FDI. Hymer (1976) alemfrms that investment abroad involves
high costs and risks inherent to the drawbacksdfdme multinationals because they are
foreign. These include the cost of acquiring infation due to cultural and language
differences and the cost of less favourable treatrbg the governments of host countries.
The multinationals will thus have to have ownersagvantages (e.g., innovative products,
management skills, patents, and so forth) to offeedisadvantages (Dunning, 1993).

In terms of ownership advantages, Caves (1971)stmtinis study on product differentiation
in the belief that FDI has an advantage over exgodt licensing if product differentiation is
based on the knowledge. Knickerbocker (1973) (i, Fi007) based his study on the
relationship between FDI and the oligopoly rivadbstween firms. He asserted that FDI flows
reflect the strategic rivalry between companieshi@ global market as a result of reactive
behaviour to the entry of competitors in certainrkets. In other words, firms often have
imitative behavior: they follow the internationaimon of competitors so that they will not

gain strategic advantage (Knickerbocker, 1973).

But rivalry between firms also affects their deois to cut production costs to become more
competitive, which led Vernon (1966) to explore theory of product life cycle. He found
that firms choose to invest directly in a givengelaas an alternative to exporting, in so far as
goods travel along the curve of their life cycleofgth, maturity and decline), and to the
extent that as they decline they have fewer neetims of specialized labour and innovative
technology. In the growth stage, companies investher developed countries where markets
are growing and local production can be absorbddewn the maturity and decline stages
production is shifted to developing countries inasm as markets become saturated and
products are less innovative, thereby generatisggure to reduce costs (Hill, 2007). Aharoni
(1966) (in Faeth, 2009) explained why companiesfoptDI through competition factors,
such as the fear of loss of competitiveness, tleel ne follow rivals into foreign markets and

increased competition in the domestic market.

Internalisation theory was first broached by Bugkbnd Casson (1976) (in letto-Gillies,

2005)? who argued that firms choose to internalise ojmatthrough FDI when transaction

! Hymer’s theory was only published in 1976 (aftés leath), even though it resulted from his PhDsithe
completed in1960 (letto-Gillies, 2005).

2 As letto-Gillies notes (2005), internalisationding dates back to Coase (1937) and his theoryeofittn, but it
was extended to international firms by Buckley &asson (1976).
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costs (such as information and negotiation costsing from recourse to the market) are
higher than internalisation costs (related to m&icommunication and organisation). When
market risk and uncertainty are high then traneactiosts are high, and internalisation of
operations is preferred (undertaking FDI). Buckdeyl Casson (1976) (in letto-Gillies, 2005)
also consider that in certain markets (e.g., marlet knowledge) there is a particularly
strong incentive to internalise. The authors sat #mowledge is a public good within a
company, and so it can be used in several corpdraitgdons at no extra cost, and is easy to
transfer from country to country. Furthermore, adyis problem in establishing the true

value of the knowledge to be acquired makes itssaetion on the market rather problematic.

The more holistic approach of Dunning, the ecleaic OLI paradigm embraces the
internalisation theory and traditional trade thesr{Dunning, 2002), and systematises the
benefits for firms that operate internationallynnecting them to the chosen entry modes
(Faeth, 2009). For Dunning (1977) (in letto-Gilli&D05), there are advantages in choosing
FDI when there are simultaneously ownership adgmsta O, location advantages - L
internalisation advantages - |. Ownership advantegecerns the importance of a firm
owning assets such as pioneering technology, exeluproductive processes, patents,
management skills and such like, that can generafés in the future (Dunning and Lundan,
2008). Location is important when a company gamsfits presence in a given market by
benefiting from conditions such as: special taxmas; lower production and transport costs;
market size; access to protected markets, and logke(Dunning and Lundan, 2008). Market
imperfections (e.g., the imbalance of internaticalédcation of resources) can be reduced by
internalising operations, allowing a reduction ransaction costs associated with risks of
copying technology, for instance (Dunning, 2002heTchoice of a particular location is

therefore based on specific conditions that artsifavour (letto-Gillies, 2005).

The major contribution of Dunning’s eclectic pagdito the literature was to bring together
several complementary theories, identifying a setvariables (ownership, location and
internalisation) that shape the activities of mational firms (Dunning and Lundan, 2008).
The essence of this approach is the applicatiothede variables to trade, to international
production and to the international organisationpadduction, which means that the same
analytical framework can cover the three main maaofesiternationalisation (exports, FDI

and licensing) (letto-Gillies, 2005).

Based on Kindleberger’s theoretical models (1966ha@ with those of Hymer (1976) and

Caves (1971) (cited in Faeth, 2009), an alternagivalytical framework emerges - a "new
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theory of trade" - that combines the advantage®wafiership (knowledge) and location
(market size and low transaction costs) with te@bmpand the intrinsic characteristics of a
country (factor endowments). This new theory isaddition to Dunning’s eclectic paradigm
in that it aims to correlate the three variabled @wnership, location, internalisation) with
technology and a country’s characteristics in aecehit manner (Markusen, 2002). Several
empirical studies have been published on this,(élglpman, 1984, 1985; Markusen, 1984,
1997, cited in Faeth, 2009).

To round off this analysis of the theoretical maedele should explain the influence of

political variables on FDI, from the institutionslandpoint. Institutional theory suggests that
firms operate in a complex environment that is uiace and sometimes confrontational, and
so a company’s decisions will depend on the institial forces that have an influence on it,
especially on regulations and incentives (Fraetial, 2009). In this context, the strategies
adopted by companies and their performance onniati@nal markets are largely determined
by institutions, that is, by the “rules of the gdnilfeng, 2009). Foreign investment can thus
be regarded as a 'game’ in which the players arenthitinational firm and the government of

the host country, or as a contest between govensmen attract FDI (Faeth, 2009).

Government policies that include tax breaks, subsidnd easy repatriation of capital (Faeth,
2009) can thus influence the choice between exppriDI and licensing. This issue has been
examined by a number of authors, such as Bond amiu8son (1986), Black and Hoyt

(1989) and Hubert and Pain (2002) (in Faeth, 2088) have concluded that financial and
fiscal incentives, tariffs and lower corporate taxes have positive effect on attracting FDI
(Faeth, 2009). Corruption is another, equally inigoat; factor in firms' decisions to opt for a

particular place. Bénassy-Quéal. (2007) and Cleeve (2008) are among those authoos w
say that low levels of corruption are linked to ajex prosperity and have a considerable

influence on the institutional quality of a countaynd stimulate its development.

All in all, the various theories on FDI set out amber of determinants that could explain
foreign direct investment flows, involving the nocfe.g., organisational aspects) and macro
(e.g., resource allocation) dimensions (Dunning lBmddan, 2008). Since this work aims to
identify the factors that have been found to b&ptaen FDI flows to a particular location, it

concentrates on the macro dimension.



3. Determinants of FDI: empirical evidence
3.1. Initial considerations

At first on an a-theoretical basis (Robinson, 198&hrman, 1962; Basi, 1966, cited in Faeth,
2009), and afterwards inserted into the theoreapgroaches to FDI (cf. Section 2), several
empirical studies have been undertaken in ordassess which key determinants explain the

investment of multinational firms in a given loaati

Adapting the organisation of the determinants enrievant theoretical approaches described
above, specifically those associated with the lopataspect of the OLI paradigm
(infrastructure, human capital, economic stabidityd production costs — cf. Table 2, to the
institutional approach (corruption, political instiity and institutional quality, and financial
and fiscal incentives — cf. Table 3), and to th@WTrade Theory’' - market size, market
growth, openness of the economy and factor endowemeri. Table 4)the relations between
these determinants and FDI flows as reported inetng@irical literature will be described
next. Note that, even though all these determinaontdd be embraced by the location
dimension of the OLI paradigm we have chosen targe them differently since these
approaches, which have been developed afterwandstgtional approach and ‘New Trade

Theory) focus on them.

3.2. Location dimension of the OLI paradigm

Because a country that has good quality infragtrecattracts more FDI, (Vijayakumat al.,
2010), it may be expected that there is a strofgioaship between this determinant and
FDI. But the conclusions are not unanimous (cf. |&aB), since some authors find a
significant positive relation (Biswas, 2002; Asie@006; Mhlangaet al, 2010; Vijayakumar

et al, 2010), whilst others do not find any statistiesidence that infrastructure attracts FDI
(Cleeve, 2008; Mohamed and Sidiropoulos, 2010). latter finding may be due to the fact
that the authors were working with a small scalm@a made up of countries with fairly
similar features (e.g., SSA; MENA; SE)Using the number of internet connections as a
proxy Botrié and Skuflé (2006) concluded that the relationship betweeragtfucture and

® Root and Ahmed (1978), in their study on the iafloe of government policy instruments on FDI in the
industrial sector of the developing countries, s a separate category for FDI determinants, thavuith
elements in common with the submission associatith this study, based on 4 aspects: economic, lsocia
political and government policy. So as to remaingistent with the theoretical synthesis descrilpeSdction 2,

it was decided to group the empirical determinasiag the same conceptual framework.

* SSA: Sub-Saharan Africa; MENA: Middle East and tRokfrica; SE: South-east Europe
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FDI is negative, and explain this with the factttbi@e internet only became widespread in

these countries after 2000.

Table 2: Summary of FDI determinants associated with the laation dimension of the OLI paradigm

Determinant FDI destination & Proxy Method Effect Author(s) (year)
16 SSA countries Multlvarl_ate 0 Cleeve (2008)
regression
. Mohamed and
12 MENA; 24 DCs No. phone lines per 1000 inhabs Panel data 0 Sidiropoulos (2010)
22 SSA countries + Asiedu (2006)
44 countries + Biswas (2002)
L + .
Infrastructure S0 No. landline and mobile Multwangte Mhlangaet al. Z010)
14 SADC subscribers per 1000 inhabs regression + Mhlangaet al. (2010)
6 SE Eurppean No. internet connections - Botri¢ and Skuflé (2006)
countries
BRICS Infrastructure inde Panel data + Vijayakumaret al (2010)
44 countries Installed net glectncny generanon + Biswas (2002)
capacity per capita
16 SSA countries Secondary education index Multivariat + Cleeve (2008)
ultivariate -
Human capital 80 DCs ‘ . regression 0 Schneider and Frey (1985)
16 SSA countries Adult illiteracy 0 Cleeve (2008)
22 SSA countries % adult literacy panel dat + Asiedu (2006)
BRICS anel data 0 Vijayakumaret al (2010)
14 SADC Multivariate 0 Mhlangaet al. (2010)
80 DCs Inflation rate regression - a%mr;?qdeﬂ Z::g Frey (1985)
12 MENA; 24 DCs Panel data ~sidiropoulos (2010)
22 SSA countries - Asiedu (2006)
. Mohamed and
12 MENA,; 24 DCs Supply + reserve currency Panel data 0 Sidiropoulos (2010)
Multivariate
14 SADC Currency/GDP regression Mhlangaet al. (2010)
. . . Mohamed and
12 MENA; 24 DCs Financial sie;%tg)r(development + Sidiropoulos (2010)
6 SE European Panel data Botri¢ and Skuflé (2006)
countries Unemployment rate
: 12 MENA . Mohamed and
St;(t)ari]l(ii;n ¢ 24 DCs Government spending/GDP O sidiropoulos (2010)
Multivariate .
80 DCs BP deficit regression Schneider and Frey (1985)
6 SE European Weight of private sector in . =
countries economy + Botri¢ and Skuflé (2006)
- - - Panel data ............................
No. privatizations
BRICS Weighted average of main ~ Vijayakumaret al (2010)
currencies adjusted for inflation
. Nominal exchange rate adjusted
16 SSA countries GDP deflator + Cleeve (2008)
% external aid Communist o B
countries Mulivariate =
80 DCs % external aid Western countries "9 c>>on + Schneider and Frey (1985)
% economic and political +
multilateral aid
44 countries 0 Biswas (2002)
6 SE European Wage/worker Panel data - B
duct countries -~ Botri¢ and Skuflé (2006)
(F:’(;gtsuCtlon 80 DCs Multivariate + Schneider and Frey
_ regression (1985)
Worker remittances and wages Viiavak tal
BRICS Panel data + ljayakumaret ai
(2010)

Legend + positive and statistically significant effeetnegative and statistically significant effectn® statistically significant effect; DCs —
developing countries; SADC — Southern African Depehent Community

Note 2 Country was the unit of analysis for all the sasdiisted? Indexing for electricity consumption (kWh per dapj energy use (kg of
oil equivalent per capita), no. phone lines per ibb@bitants.

Source:Compiled by the authors.



From a more social angle, human capital is fountea relevant determinant, basically in
skilled labour intensive sectors where the levelediucation improves productivity and

facilitates technological innovation (Brooks al, 2010). So a significant positive relation

with FDI can be expected. But for this determin&mb, the conclusions do not fully agree (cf.
Table 2). Significant positive effects have beemnfd (e.g., Asiedu, 2006; Cleeve, 2008), and
so have inconclusive effects (e.g., Schneider aayg, A985; Cleeve, 2008).

Cleeve (2008) used the secondary school educatiexi(which represents the weight of
enrolled pupils in the total population of secorydschool age) to measure human capital. But
he found that this proxy did not show the accunadagtock of human capital, and he deemed
it essential to use adult illiteracy, too, as aigator of the education and skills level of the
population. But he did not obtain conclusive restdr this indicator either, maybe because of

the small variability in the illiteracy rates ofetltountries in the sample.

A country with stable economic and financial cir@iances presupposes general price
stability, the maintenance of full employment aradabbce of payments equilibrium, and a
country enjoying all these conditions will tendréxeive greater FDI inflows (Cleeve, 2008).
Several indicators are used to measure this detarmnileconomic and financial stability),
with the inflation rate being one of the most usmalasures since it can gauge price stability,
which is a condition of economic equilibrium. Ingltontext, high or volatile inflation rates
are a clear sign of economic instability and magopee an impediment to FDI (Bairand
Skufli¢, 2006). Balance of payments deficits likewise denmstability and can lead to
restrictions on the free movement of capital, thgreampering the repatriation of profits
(Schneider and Frey, 1985).

Botri¢ and Skuflé (2006), in a study focused on a group of underd@esl South-east
European countries (SByhose economies were in transition (from beingrediy planned),
had to use proxies that fit these circumstancesder to measure economic stability. So they
used the weight of the private sector in the ecgnomthe number of privatizations, which
tend to show the speed of transition of the ecomemand indicate that the market
mechanisms are better developed. They achievettisi@ty significant results on both
proxies; the effect was found to be positive far theight of the private sector and negative
for the number of privatizations, which the authassribe to investors being more interested

in small scale privatizations in these countries.

® Albania, Bosnia-Herzegovina, Bulgaria, Croatiaib&and Montenegro and Macedonia.
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In their analysis of FDI in eighty developing coes$ (DCs) Schneider and Frey (1985) used
some other proxies, such as the percentage ofnaxtard from Communist or Western
countries and economic and political multilateral, avhich sought to explain how far the
origin of external aid to those countries coulduahce their attractiveness. It was found that
countries nearest to Western economies tendedttactatmore FDI. On the whole the
conclusions suggest, as might be expected, thatoeto stability has a significant positive
effect on FDI (cf. Table 2). The most surprisingicision was drawn by Bogriand Skuflé
(2006) when they used the unemployment rate asxygor economic stability, for which a
negative effect on FDI was expected, since highmypteyment tends to be linked to poorer
economic stability (Martins, 2005). The positivéeet found by the authors may be related to
the fact that the proxy is more adjusted to a nreasticheap labour, which does attract more

FDI, than a measure of economic stability, thusodig the result.

However, according to Dunning and Lundan (2008joi@csuch as economic stability are
often ignored by firms, to the detriment of the Igofatrying to improve their competitiveness
by transferring all or some of their productiongiaces where production costs, especially

wages, are lower.

So it may be expected that low wage costs, measwredage per worker, have a significant
positive effect on attracting FDI since this leadslower production costs (Dunning and
Lundan, 2008). This effect was confirmed by twotloé studies examined (cf. Table 2).
Contrary to expectation, Botriand Skuflé (2006) found a negative relation of this
determinant with FDI, which the authors think midlet explained by the sectoral distribution
of FDI, since, with the services sector being ativa in the South-east European countries
and wages being higher in this sector, investorg b® willing to tolerate higher wages.
Biswas (2002) did not obtain conclusive resultsualtbe relevance of low wage costs to

attracting FDI.

3.3. Institutional approach

Since the late 1990s the literature on economieldgment has focused on institutional
quality as the chief factor explaining the differes in development between countries, being
the low levels of corruption associated with gregm@sperity (Bénassy-Quéet al, 2007).

So variables such as corruption, political instgbiand weak institutional quality are
included in the ‘institutional’ dimension, and thaye expected to have a negative effect on
FDI determinants (cf. Table 3).

10



Table 3: Summary of FDI determinants associated wiit the ‘Institutional approach’

FDI

Determinant destinatior® Proxy Method Effect Author(s) (year)
16 SSA countries Multlvarl_ate - Cleeve (2008)
regression
12 MENA; 24 Corruption index B Mohamed and Sidiropoulos
____________________________ bes Panel data (2010)
22 SSA countries - Asiedu (2006)
80 DCs Multlvarl_ate 0 Schneider and Frey (1985)
....................................................................... Type of regime regression
+
44 COUntrles Panel data .................................. BISWaS (2002)
Duration of regime -
IIM © country risk rating -
. 14 SADC - S — Mhlangaet al. (2010)
Corruption, X polital freedom index, yjvariate o
political civit liberty regression
instability and . Average of political and
institutional 16 SSA countries C?V” frepe or 0  Cleeve (2008)
quality®
No. of coups d'état -
22 SSA countries  No. of assassinations Panel data - Asiedu (2006)
No. of insurrections -
No. of strikes and Multivariate .
80 DCs insurrections regression Schneider and Frey (1985)
44 countries Protectli?]r(;:):dcopyrlght + Biswas (2002)
- Panel data
22 SSA countries TTectiveness of rule of law +  Asiedu (2006)
(ICRG)
12 MENA; 24 ) Mohamed and Sidiropoulos
DCs Investment profilé Panel data + (2010)
Corporate taxation Multiple e
70 DCs Tax incentives ( complexity dlscrlrlmn_ant 0 Root and Ahmed (1978)
vs. simplicity; liberality) analysis
Financial and Temporary tax incentives Multivariate = 0 ..............
economic . . - ultivariate
incentives 16 SSA countries Profit repatriation regression O .......... Cleeve (2008)
Tax concessions 0

8 Central and
East European
host countries
(CEECs)
Legend + positive and statistically significant effeetyegative and statistically significant effecth@ statistically significant effect.
Notes ® The country was the unit of analysis for all thedges listed? In accordance with the theoretical synthesis ictiSe 1.1., this group
of determinants could also be included in the Liocatimension of the OLI paradigrhinstitutional Investor Magazine — risk rating
of the receiving country according to figures fr@aptember 2009. The higher the rating, the lowerctiuntry risk? Calculated in
accordance with the ICRG (International CountrykR&uide) property rights index, it includes: risk expropriation; rule of law;
government credibility with respect to honouringresgnents; bureaucracy, and corruption. The higheritdex, the better the
investment conditions’ It includes assessment of the feasibility of theeament/expropriation, repatriation of profits atelayed
payments.
Source Compiled by the authors.

Bilateral effective average Panel gravity-

tax rates model Bellak and Leibrecht (2009)

Institutional reforms are particularly relevanttimat they help reduce corruption and offer

more transparency and security to investors (Bér@s®reet al, 2007). Most analyses find
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that the effect of corruption, measured by the wmion index’ is statistically and
significantly negative in attracting FDI (Asiedu0db; Cleeve, 2008; Mohamed and
Sidiropoulos, 2010).

With respect to political instability, most studiesar out the negative result expected for this
determinant in relation to FDI. Nonetheless, Cle@@08) and Mhlangat al (2010) used

the political and civil freedom indexes but did raditain any conclusive results, probably
because of the small size of the samples. SchnaidkeFrey (1985) and Biswas (2002) used
measures such as the type and duration of politegimes, considering that left-wing
regimes will tend to attract less FDI, given thatastors, on average, see them as a greater
risk and that their duration will tend to have ayatéve effect, suggesting that the longer-

lasting the political regime in the country, thedattractive it will be for foreign investors.

Using the country risk rating, Mhlangs al (2010) obtained different findings from those
expected: higher risk countries attract more FQic@ding to the authors this conclusion can
be explained by the fact that there were some casnn the sample, such as Angola, which
has a high risk but attracts a large amount of Ristly because of its vast endowments of

natural resources (oil and natural gas, for example

The level of corruption and political instabilityas a considerable influence on a country’s
institutional quality, since corruption (defined #s abuse of power for a person’s own
benefit) (Cleeve, 2008) affects the quality of itugtons, and political instability limits its
development. This is because, when resources sigbdied unequally it tends to generate
revolt (Sahu, 2008) and to restrict the developnoénhore efficient political and economic
institutions, which constrains FDI. Asiedu (200&ed an indicator taken from the ICEG
(International Country Risk Guide) to measure tnsbnal quality, which makes it possible
to assess the impartiality of the legal system afigctive application of the law
(effectiveness of the rule of law). Biswas (2008y & ohamed and Sidiropoulos (2010) used
composite indexes that contain risk factors foesters, such as bureaucracy, corruption, risk
of expropriation or profit repatriation policiesllAhese studies found a significant positive

relation between institutional quality and FDI.

Authors such as Halvorsen (1995), Wilson (1996)m@as (2000) and Wellst al. (2001)
(cited in Cleeve, 2008) argue that corruption peaid may be aggravated by the granting of

® Asiedu (2006) and Mohamed and Sidiropoulos (20d€8d the corruption index taken from the ICRG
(International Country Risk Guide), whilst Cleev200Q8) used the CPI (Corruption Perceptions Index)
calculated by Transparency International.

12



tax concessions which lead to costs to the reagie@untry that may outweigh the benefits of
attracting FDI. The vast literature that focusestlo@ role of incentives in attracting FDI
presents results that are not consensual. Usinmpade taxation (expressed as percentage of
profit) as a proxy for financial and economic intees, Root and Ahmed (1978) concluded
that it is a significant determinant of FDI in mé&acturing. However, using another proxy to
measure this determinant, the authors found thainizentives fail systematically to attract
FDI. Root and Ahmed (1978) explain this seeminglypssing result by the fear that such
incentives will be removed by host governments dheeinvestment is made. Additionally,
Cleeve (2008) found no statistically significanfeets of financial and fiscal incentives on
FDI. Cleeve (2008) used three proxies to measuae variable: temporary tax exemptions
(which are very popular, since lower tax ratesgtae into higher return); the repatriation of
profits (indicating that the more liberal this myli the more FDI will be attracted), and tax
concessions for certain sectors of activity (shgwirhether the receiving country is selective
in the type of FDI it wants to attract). Regardlegsthe proxy, Cleeve (2008) found no
statistically significant effects of these variablen FDI for the sample of countries studied.
Finally, Bellak and Leibrecht (2009) conclude thatintries with a lower tax rate attract more
FDI. However, authors enhance that the relativeom@mce of the corporate tax rate must not
be overemphasized as their results reveal thahgldhie period 1995 to 2003 the tax burden

had no exceptional influence on FDI when compaoeattier determinants.

3.3. New theory of trade

With regard to FDI determinants associated with Nexw theory of trade (cf. Table 4),
according to the literature (e.g., Asiedu, 2006ee®k, 2008; Mohamed and Sidiropoulos,
2010), it is expected that market size and grovatfera positive effect on FDI. That is to say,
everything else being given, a larger market arad & growing more will receive larger

inflows of FDI.

As a rule, market size has a positive relation ViADI (Vijayakumaret al, 2010), though
Mohamed and Sidiropoulos (2010) did not get conetusesults when they measured the size
through number of inhabitants. Using the same prdotric and Skuflé (2006) found a
significant negative effect, because the samplemintries was small. As far as market
growth is concerned, the empirical results are chiddost studies (e.g., Schneider and Frey,
1985; Cleeve, 2008; Mohamed and Sidiropoulos, 20a0hd a positive relation, whereas

Mhlangaet al.(2010) and Vijayakumaet al. (2010) achieved inconclusive results.
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Table 4: Summary of FDI determinants associated with the ‘Ne theory of trade’

Determinant  FDI destination Proxy Method Effect Author(s) (year)
16 SSA countries GDP per capita + Cleeve (2008)
. Multivariate Schneider and Frey
80 DCs GNP per capita regression + (1985)
14 SADC +  Mhlangaet al. (2010¥
22 SSA countries + Asiedu (2006)
Mohamed and
; 12 MENA,; 24 DCs L
Market size GDP Panel data * Sidiropoulos (2010)
BRICS + Vijayakumaret al (2010)
+
6 SE European Botri¢ and Skufié (2006)
countries _
No. of inhabitants Panel data
12 MENA; 24 DCs inhabl o  Mohamed and
Sidiropoulos (2010)
14 SADC ivari 0 Mhlangaet al. (2010
_ GDP growth rate Multivariate g (2010)
16 SSA countries regression + Cleeve (2008)
Mohamed and
12 MENA,; 24 DCs L
Market growth Real GDP growth rate Panel data + Sidiropoulos (2010)
80 DCs Real GNP growth rate Multlvarlgte + Schneider and Frey
regression (1985)
BRICS Industrliildrérxoductlon Panel data 0 Vijayakumaret al (2010)
16 SSA countries Multivariate + Cleeve (2008)
14 SADC regression +  Mhlangaet al.(2010)
6 SE European . =
Openness of countries (X+M)/GDP +  Botri¢ and Skufl (2006)
the economy Mohamed and
12 MENA; 24 DC g
S Panel data 0 Sidiropoulos (2010)
BRICS 0 Vijayakumaret al (2010)
22 SSA countries Openness index ICRG + Asiedu (2006)
22 SSA countries X fuels+minerals/total X + Asiedu (2006)
Mohamed and
12 MENA; 24 DC S
S X fuelsftotal X * Sidiropoulos (2010)
14 SADC Investment in extractive 0 Mhlangaet al.(2010)
industry (dummy) Multivariate
50 largest . i
Factor .2 X fuel I regression .
endowments in receiving ue s;gtrzls;mmeras + Cheung and Qian (2009)
natural countries
resources Variable= - weak NR
Eurasia endowment; + Deichmanret al. (2003)
=1 - moderate; =2 - high
Ex-Soviet Union Industrial productlon index  panel data + Ledyaeva (2009)
oil+gas
n/a n/a Descriptive n/a Kumar and Chadha

(2009)

Legend + positive and statistically significant effeethegative and statistically significant effecty® statistically significant effect.

Notes ®The country was the unit of analysis for all thed#s listed? This study considers five other determinants thfiiénce FDI, in
addition to those mentioned in most other studiéese five are: geographic location; return on stwent; origin of FDI; mode of
entry, and sector of activity. A significant (pas#) effect was only found for geographic locatamd sector of activity, with none of
the other determinants showing any statistical ifeggmce; ICRG (International Country Risk Guide) opennesdein includes:
operating risk, taxes, repatriation of profits daoour costs.

Source Compiled by the authors.

At the same time, some empirical studies (e.g.edsj 2006; Vijayakumaat al, 2010) argue

that the countries which receive smaller FDI infiowould be more attractive if they
implemented reforms that liberalise their econonf@soong and Lam, 2010), showing the
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importance of an open economy to attracting FDla®ositive, statistically significant, effect
is expected for the variable ‘openness of the eegn@n FDI (Vijayakumaret al, 2010).
This was corroborated by virtually all the stud{@siedu, 2006; Bott and Skuflé, 2006;
Cleeve, 2008; Mhlangat al, 2010), whilst in the rest (Mohamed and Sidiropsul2010;

Vijayakumaret al, 2010) the results were not conclusive.

Even though the empirical literature suggests thaght of external trade in GDP as a proxy
for openness of the economy, Asiedu (2006) arduegsthis relation means that countries that
want to attract greater FDI inflows ought to in@edoreign trade, too. This author feels that
that recommendation is not constructive, sincetip@ns have no control over trade volume.
So it was decided to use an openness index basethformation from the ICRG
(International Country Risk Guide) reports thatetakto account factors such as operating
risk, level of corporation tax, profit repatriatioand labour costs, with a statistically

significant positive effect.

Firms can increase their competitiveness by inmggt certain locations that offer access to
particular natural resources of better quality &da lower real cost than in the country of
origin (Dunning and Lundan, 2008). This motivatisnespecially important in the case of
industrial firms since this policy can ensure miisation of production costs and security of
sources of supply (Dunning and Lundan, 2008). Aisdteally significant positive relation is
thus expected for factor endowments of naturaliess and FDI (cf. Table 4). And this was
confirmed by most of the empirical studies (Deichmat al, 2003; Asiedu, 2006; Cheung
and Qian, 2009; Ledyaeva, 2009; Mohamed and Sidirog, 2010). However, to Mhlanga

al. (2010), who used a dummy variable to measure Hatesaurce endowments in SADC

countries, the results were not conclusive.

Asiedu (2006), Cheung and Qian (2009) and Mohammed Sidiropoulos (2010) used very
similar proxies to measure natural resource endowsnand the differences are explained by
the type of natural resources found in the cousitiey analysed. Specifically, Asiedu (2006)
used the weight of fuel and mineral exports inltetgorts since their sample was based on
Sub-Saharan African nations that have enormousvemeéats of fuel and minerals. Mohamed
and Sidiropoulos (2010) only used fuel, becauseithihe natural resource of relevance in the
Middle East and North Africa (MENA) countries. Laol at FDI from the standpoint of
investor country, Cheung and Qian (2009) used e&emade-ranging proxy (including ores,

too) to represent the demand for sundry raw masanahe various countries.
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Focusing on the study of Eurasian countfiasd controlling for a huge group of factors that
can influence the attraction of FDI to these caestin the period 1989-1998 (e.g., reform
measures; weight of the private sector in the ecgndsDP and GNP per capita; inflation
rate; number of years an economy has been undé&aketanning; effectiveness of rule of
law; investment climate; human and social capitadichmanret al. (2003) conclude that the
endowment of natural resources is a necessary tcmmdor FDI. The authors specifically
mention the case of countries in Central Asia, ircbil and natural gas, which would not be
attractive without these resources. Ledyaeva (R6@e to a similar conclusion. Analysing
the countries from the ex-Soviet Union in the peérfoom 1995 to 2005, Ledyaeva (2009)
confirmed that the regions with the most abundaatunal resources, measured by their

production index for oil and natural gas, attraghler volumes of FDI.

All the empirical studies quoted above make usee@dnometric models to assess the
relevance of natural resources in attracting FDlanous countries. Only Kumar and Chadha
(2009) carried out a comparative descriptive stoflyindia and China to find the main

differences in FDI determinants that motivated tiwe countries, specifically for the steel

sector. Although Indian FDI in the extractive inttysrose 10% between 2000 and 2004
(there was almost none in 2000) the authors cordldt natural resources are not the main
FDI determinant for this country, given that theagof these firms was to achieve a global
dimension. Chinese FDI, on the other hand, is fle@med at acquiring resources so as to

secure its of supply natural resources.

4. Conclusions

The strong growth of FDI in the last few decades hed to extensive research on the
determinants of this type of investment. The vasioant of theoretical and empirical

literature on FDI catalogues a long list of deteramts that try to explain direct investment by
multinational companies in a particular locatiooméng these determinants the spotlight falls
on those associated with the location dimensiothefOLI paradigm (infrastructure, human
capital, economic stability and production cost®),the institutional approach (corruption,
political instability and institutional quality, dnfinancial and fiscal incentives), and on the
‘New Theory of Trade’ (market size, market gromtipenness of the economy and factor

endowments).

" Poland, Hungary and the Baltic states.

16



Several empirical studies have been carried oassess which key determinants explain the
investment of multinational firms in a given loaatj but they have not produced consensual
results. In fact, a large number of studies dofimat any statistically significant relation for
some determinants (e.g., infrastructure, finanara fiscal incentives, market growth, and
openness of the economy). Furthermore, notwithgtgnithe quantity and quality of studies
on FDI determinants, there are some that have bheglected, e.g., human capital, production

costs and factor endowments (in particular nat@sdurces).

In addition, it has been confirmed that most of shelies focus on very specific regions and
countries, such as Sub-Saharan Africa (AsiedugRdfie MENA countries (Mohamed and
Sidiropoulos, 2010), China (Cheung and Qian, 200®jja (Kumar and Chadh&009),
Eurasia (Poland, Hungary and the Baltic states)ictipeann et al, 2003), the SADC
(Mhlangaet al, 2010), the nations from the ex-Soviet Union {aelva, 2009) and BRICS

(Vijayakumaret al, 2010). Only a very few studies cover a wideigenf countries.

We therefore feel that future empirical work insttarea should examine some of the less
tested determinants (e.g., production costs, natasmurce endowments) and could cover

countries from different regions of the world.
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