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Abstract 

 

The aim of this paper is to test the hypothesis that the inward foreign direct investment (FDI) 

flows of countries may be considered as a function of country specific characteristics in 

macroeconomic, development and institutional variables.  

The models developed identifies the main determinants of inflows using panel data over a 

time period of 1996-2018 for ten emerging economies and ten advanced economies. The 

models indicate that macroeconomic variables are the most important determinants in 

emerging economies, while development and institutional variables are more prominent 

factors for inflows into the advanced economies. In general, the results verify that FDI 

inflows is influenced by national characteristics, but the nature of characteristics changes 

along with the level of a country’s development. 
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1. Motivation 

 
In 2001 Jim O’Neill wrote a research paper in Goldman Sachs’ Global Economics series that 

examined the relationship between the world’s leading economies and some of the larger 

emerging economies which eventually concluded that especially Brazil, Russia, India and 

China would propel the growth of global economy in the coming decades, as Jim O’Neill 

coined the acronym ‘BRIC’ from their initials to single out these four economies with a large 

potential to be a dominant contestant in the future. As the BRIC acronym gained more 

popularity, Jim O’Neill and his team began a follow-up paper in 2005 that tried to determine 

which would be the next group of developing countries to follow in the wake of the BRICs. 

The team came up with a new acronym; ‘Next Eleven’ or ‘N-11’, which, primarily due to 

their size, had the potential to become a fundamental part of the world economy in the future. 

The list of countries included Indonesia, Bangladesh, Iran, South Korea, Mexico, Egypt, 

Turkey, Vietnam, Nigeria, Pakistan, and the Philippines. Like the BRICs, the N-11 concept 

was embraced and became a framework used by both institutional investors and global 

policymakers in their effort to interpret the changes in the global economy. It was simply a 

way to describe the next eleven largest populated emerging economies and a study of their 

potential. Given the expanding roles played by the BRICs in reshaping the global economy, 

my motivation has been provoked by the status of the N-11 as targets of FDI and my aim has 

been to conduct an empirical examination of which factors that are most likely to determine 

FDI to these emerging countries. 
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1.1. Research Question 
 

The paper seeks to analyse various macroeconomic, developmental, and institutional 

determinants of FDI inflows in a sample of emerging market and developed economies. By 

using panel data over the period of 1996 to 2018 in fixed-effect OLS multiple regression 

models, the project aims to derive significant determinants of inward FDI flows.  

What are the principal determinants in attracting foreign direct investments? 

• “To what extent is it possible to derive significant, statistical links between inward 

FDI flows and possible determinants?” 

• “Is there a disparity between emerging and advanced economies in how they attract 

FDI?” 

1.1. Delimitation 
 

The paper begins with a brief delimitation of the research object. Foreign direct investment 

decision-making involves both assessment of internal advantages related to the tangible and 

intangible assets of the investing company and the environment of the potential target country 

for investments. Consequently, this paper will mainly concentrate on the pull factors of the 

possible locations and to a less extent on the push factors related to the microeconomic theory 

of firm. 
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2. Theoretical Framework 
 

2.1. FDI and Imperfect Markets  
 

Over a long time span many researchers have tried to explain the forces behind FDI, but with 

no general theory accepted so far. According to Kindleberger (1969) it is commonly 

acknowledged that there are certain focal points to agree on. For example, it is a general view 

that in a world characterized by perfect competition, FDI would not be necessary. Thus, if 

markets work effectively and there are no barriers in terms of trade or competition, 

international trade is the obvious way to participate in the international markets. Therefore, it 

can be argued, there must be a form of distortion determining the realization of FDI. Hymer 

(1960) was a frontrunner on this subject, as he demonstrated that local firms will always be 

better informed about local economic environment, and the prevail of FDI will rely on two 

necessary conditions: 

1. Foreign firms must possess certain advantages that allow them to make such an 

investment viable. 

2. The market of these benefits has to be imperfect. 

2.2. Exogeneous and Endogenous Growth Theories 
 

 De Jager (2004) describes the numerous theoretical and empirical approaches to identify the 

factors that can propel economic growth and performance in order to incentivize 

policymakers to fill the gap between developed and developing countries and to create a 

sustainable development of the domestic economy. This section will be devoted to present 
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two different approaches to growth theories, namely the exogenous growth theory and the 

endogenous growth theory.  

Solow (1956) pioneered the exogenous growth theory, often referred to as the neoclassical 

growth model, based on the so-called Solow-Swan growth model. Central for this theory is 

the neoclassical production function which are used to relate output to factor inputs. The 

factor inputs consist of the stock of accumulated physical capital goods and labour. The 

theory is based on assumption that an increase in the stock of capital goods will lead to a less 

than proportionate increase in output, provided that the amount of labour employed and the 

level of technology remain constant (Barro & Sala-I-Martin, 1995; De Jager, 2004). 

Therefore, economic growth is a short run phenomenon and is determined by capital stock 

accumulation, which eventually is determined by the rate of saving and the rate of capital 

depreciation. Accordingly, the growth of the economy depends on both the capital stock 

accumulation and the augmentation of labour force by technological progress (Blanchard, 

2009). 

In perspective of FDI, the Solow-Swan growth model asserts that FDI boosts capital stock in 

the hosting economy, promoting economic growth towards a new steady state due to 

accumulation of capital formation. Hence, the FDI effect on economic growth is a short run 

phenomenon with diminishing return on capital (Hagen, 2018). 

The critique and shortcomings of the neoclassical growth theory led to the emergence of the 

endogenous growth theory; also known as the new growth theory (Hagen, 2018). During the 
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1980s, it became increasingly clear that the exogenous growth model was unable to cater for 

the understanding and exploration of what determines the long run growth of certain 

economies (Barro & Sala-I-Martin, 1995). A significant contributor to the new paradigm was 

Romer (1990), who assumed that the aggregate productivity is an increasing function of the 

degree of product variety. Among others, this paved the way for endogenous growth theory, 

generally known as ‘innovation-based’ growth theory (Hagen, 2018). The theory assumes 

that long run economic growth is based on technological progress, and, therefore, 

endogenizes the rate of technical change. This variable was unexplained in the neoclassical 

growth model. Accordingly, the fundamental difference to the neoclassical model is the 

absence of diminishing returns on capital in the long run. Endogenous growth is promoted, in 

the long run, by the introduction of new technological production processes in the host 

country.  

Obviously, FDI is assumed much more transformative than just affecting the short run with 

diminishing returns (De Mello, 1999). The ‘Innovation-based’ theory does not only imply 

FDI promoting economic growth through technological spillover, but also that FDI is 

expected to enhance the existing stock of knowledge in the host country, for instance through 

labour training, skill acquisition and technology diffusion. De Mello (1999) points out that 

FDI is to be seen as a composite of capital stock and technology that can augment the 

existing stock of knowledge in the host economy. This is propelled through new managerial 
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practices and organizational changes. In this context, FDI will be become an important source 

of private external finance for developing countries (Hagen 2018) 

There seems to be no overall consensus on the relationship between FDI and growth, but in 

recent years it is widely conceived that there is some sort of positive correlation between FDI 

and economic growth (Lim, 2001). This tendency has been bolstered by recent developments 

in endogenous growth theory, focusing on the improvements in technology, efficiency, and 

productivity in stimulating growth, where FDI’s contribution to growth comes through 

transferring advanced technology from the source economy to the host economies. 

2.3. FDI in the Industrial Organization 
 

In a more general context, FDI has been seen as part of capital movements in the industrial 

organization and, in extension, as part of the portfolio investments of the multinational 

corporations (Iversen, 1935; Aliber, 1971). Hymer's (1960) contribution was the first 

explanation of FDI in the industrial organization tradition. Hymer views FDI as a mean of 

transferring knowledge and other firm assets, both tangible and intangible, in order to 

organize production abroad. In a similar way, Vernon (1966) focused on the product life 

cycle concept to theorize that firms set up production facilities abroad for products that had 

already been standardized and matured in the home markets. The theory underlines the 

importance of Multinational Corporations (MNCs) creating excess value through 

diversification of acquired capabilities.  These two seminal pieces inspired numerous new 

contributions to explain FDI and MNCs strategies from different theoretical bases. 
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Hymer was one of the pioneers, establishing a systematic approach towards the study of FDI. 

In his 1960 doctoral dissertation, Hymer developed the FDI theory approach of industrial 

organization. The theory aimed at explaining international production in an imperfect market 

framework. According to Hymer, firms operating abroad compete with domestic firms that 

are in an advantageous position in terms of culture, language, legal system and consumer’s 

preference. Also, foreign firms are much more exposed to foreign exchange risk. These 

disadvantages must be more than offset by the effect of market power to make the 

international investments long-term profitable. The sources of market power can take a 

variety of forms and should often be seen in combination. In Hymer’s terms these can be of 

monopolistic advantages in microeconomic terms – i.e. patent-protected superior technology, 

brand names, marketing and management skills, economies of scale and better access to 

sources of finance. Technological superiority is presumably the most important advantage as 

it facilitates the introduction of new products with new features. The possession of 

knowledge also facilitates the development of other skills such as marketing and improved 

production processes. Other researchers supported this thesis as Graham and Krugman (1989) 

demonstrated that in the earlier part of the Industrial revolution, the technological advantage 

possessed by European firms led them to investing in the United States. Sodersten (1970) 

noted that the willingness to increase profits by taking advantage of technological superiority 

or superior organizational structure were the main reasons for direct investment. 
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But what will eventually be the decisive factor when the firm has to choose between FDI and 

the more traditional licensing agreements or just exports? Several factors have been assessed, 

including local government policy, local market conditions and size, the reaction of rival 

firms, and altogether the overall riskiness of investments.  FDI allows the firm to exploit its 

advantages to a full extent, capturing all the benefits provided that it can be in full control. If 

the enterprise, in fact, lacks direct control, it will increase the likelihood of technology 

leaking to competitors and jeopardize the investment scheme (Sodersten et. al, 1994). 

Altogether, the academic path was clear: The FDI theory was gradually transformed from 

neoclassical trade theories into the theory of the industrial organization. Hymer’s thesis was a 

frontrunner but failed to explain where and when FDI takes place. Kindleberger (1969) 

extended the work of Hymer and put forward his theory of FDI on the basis of monopolistic 

power. Kindleberger stated that advantages obtained by MNCs could be even more useful in 

the case of market imperfection. The advantages in the form of superior technology, 

managerial expertise, patents etc. could generally encourage the firm to direct invest in a 

foreign country in order to fully exploit them instead of sharing them with competitors in the 

foreign market. The higher probability of creating new monopolies, the more excessive 

profits would be as a consequence of the direct investment.  Despite his efforts to describe 

various forms of advantages enjoyed by the MNCs over the host country firm, he failed to 

describe exactly which advantage the firm should rely on in its strategic decision.  

Furthermore, the ability to exploit monopolistic advantages is largely dependent on the host 
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country’s policy allowance, which by nature can change dramatically over time.  Depending 

on the political regime, the definition of national interest will alter, and the host government 

will, sometimes, be unwilling to permit free entry of foreign firms into the country. 

2.4. Internalization Theory of FDI 
 

Buckley and Casson (1976) provided another set-up of explaining FDI by putting emphasis 

on intermediate inputs and technology. Focus shifted from international investment theory 

towards industry-level and firm-level determinants of FDI (Henisz, 2003). Buckley and 

Casson analysed MNCs within a framework developed earlier by Coase (1937). Their theory 

came to be known as Internalization theory and was based on three pillars: 

1. Firms maximize profits in a market that is imperfect. 

2. When markets in intermediate products are imperfect, there is an incentive to bypass 

them by creating internal markets. 

3. Internalization of markets across the world leads to the emergence of MNCs. 

Let’s look at an example: A highly R&D dependent MNC may develop a new technology or 

process, or inputs. However, it may be difficult to transfer technology or sell the inputs to 

other unrelated firms because those firms find the transaction costs too high. Faced with this 

challenge, the MNC may choose to internalize by using backward and forward integration, 

i.e., the output of one subsidiary can be used as an input to the production of another unit, or 

technology developed by one subsidiary may be utilized in other subsidiaries. When 
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internalization involves operations in different countries, these processes will entail a lift in 

the FDI spend.  

Buckley and Casson (1976) identified five types of market imperfections that could lead to 

internalization: (a) co-ordination of resources requiring long time lags, (b) exploitation of 

market power requiring discriminatory pricing; (c) a bilateral monopoly producing unstable 

bargaining situations; (d) buyers unable to correctly estimate the price of the goods on sale; 

and (e) government interventions in international markets creates an incentive for transfer 

pricing. 

2..5. Oligopolistic FDI Theory 
 

New theories based on Oligopolistic theory emerged in the 1970’es. Of special interest 

should be mentioned Knickerbocker (1973) who formulated his theory based on market 

imperfections. Until now, the economic literature had asserted two important motives for 

choosing a particular country as a location for setting up a new facility: 

a) firms seek increased access to the host country’s market; and  

b) firms want to utilize the relatively abundant factors available in that country.  

But Knickerbocker supplemented with another important motivation for choosing a location 

– firms might invest in a country to match a rival’s move (Head et al., 2002). Firms tend to 

exhibit imitative behaviour, i.e., they follow the internationalization of competitors in order 

not to trail in the run for strategic advantages, especially of their large-scale competitors. In 



14 
 

particular, Knickerbocker argued that under oligopolistic market conditions, firms in an 

industry are highly motivated to follow each other’s geographical expansion.  The argument 

is that firms run the risk of being undercut by a rival switching from exporting to setting up a 

manufacturing subsidiary in the host country. The asymmetry of knowledge of local cost 

structures is an important driver of the follow-suit strategy. By imitating the rival’s FDI, the 

firm can avoid being underpriced (Altomonte et al., 2003). Knickerbocker’s thesis was that 

the oligopolistic reaction increased with the level of concentration and decreased with 

diversity of the products.  Knickerbocker’s oligopolistic reaction is, however, based on 

assumptions of uncertainty about the cost-level in the host country and the inherent risk 

averseness of the oligopolistic firm. It is much more likely to set up a unit in a foreign 

country once one or more of its rivals already have invested there (Head et al., 2002). 

However, in the case of certainty, the incentive to go abroad decreases with rival investment. 

Also, the caveat of this theory is the absence of explaining the motivations of the first entrant.  

2.6. The Eclectic Paradigm 
 

In his ground-breaking work, Dunning (1977, 1979) incorporated the major imperfect 

market-based theories discussed above – the oligopolistic and internalization theories – and 

added a third dimension in the form of a location theory to explain why a firm establishes a 

foreign subsidiary. The location theory addresses the focal questions of who produces what 

goods or services in which locations, and not least why? The location theory has been applied 

by researchers in attempt to understand the factors that influence the locations of MNCs’ 
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units. Among others, factors such as host country policies, economic fundamentals, firm 

strategy and agglomeration economies have been named as possible determinants for 

investment decisions. Dunning’s eclectic paradigm has also become known as the OLI-

framework – the Ownership-Location-Internalization framework. This is seen as the 

benchmark for likely explanation of the appearance, structure, and location of FDI in more 

recent times. The OLI-model is a three-tiered evaluation framework which could be seen as a 

guideline to companies when evaluating pros and cons in connection with planned FDI. 

The paradigm incorporates a variety of elements from adjacent theories; international trade, 

investment location, monopoly and internalization advantages and ownership advantages 

(Hagen. 2018). The eclectic theory of FDI groups them into three categories (Dunning, 1981, 

1988). First, ownership-specific advantages (O) allow firms to compete with the other 

markets participants despite the disadvantages of being foreign.  These advantages are in the 

form of both tangible and intangible assets and may lead to reductions in the firm’s 

production costs (compared to both local and other foreign firms) and allow it to compete 

with firms in a foreign country. 

Second, transaction costs associated with trade and licensing that make the internalized 

transactions through FDI more efficient. Internalization advantages (I) relate to the savings 

obtained by the company by establishing supply chains and production rather than licensing 

them to a third party. Third, location advantages (L) relate to the chosen foreign country as a 

more attractive site for FDI than the others. This refers to the country-specific advantages that 
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enhances the likelihood of extraordinary profits. These advantages may include low labour 

costs, a productive labour force, tax benefits, low tax rates, sound institutionalization and 

quality of infrastructure, degree of corruption and political stability.    

Dunning underlines that all the three advantages are equally important in establishing the size 

and structure of FDI. MNCs will have to accumulate firm specific assets that differentiates 

them from domestic firms to compensate for the incurred costs of obtaining local knowledge 

in order to operate efficiently in foreign markets. The location advantage consists mainly of 

the pull factors attached to the host country’s factor endowment, the market structure, legal 

system and political set-up. The O and I advantages relates to the microeconomic theory of 

the firm, while the L advantages is to be seen in a wider macroeconomic context. Dunning’s 

eclectic paradigm supplemented existing literature on FDI by combing several 

complementary theories and identifying a set of factors that influence the decision process of 

the MNCs. Altogether, the theory gained wider acceptance than other approaches based on 

imperfect market-based theories. 

Additionally, Dunning defined four types of MNCs: Market-seeking (MNCs that serve 

market through investment rather than exports), efficiency-seeking (MNCs benefitting on low 

labour costs), natural resources-seeking (seeking natural resources which are scarce or non-

existent in other regions), and strategic asset seeking (seeking technology, skills or take over 

local brand names) (Hagen, 2018).  
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Dunning identifies a broad variety of more or less quantifiable factors influencing market-

seeking. FDI. The size and growth of domestic and regional markets are among the factors 

that can be measured. But these factors are to be complemented by the quality of 

infrastructure, the institutional set-up, tendencies of agglomeration (cluster economies) and 

service support systems. Not least, the macroeconomic policies of the host government are 

vital for the decision process in relation to FDI. With the efficiency-seeking FDI, the key 

determining factors are mainly production cost-related. Nonetheless, emphasis is placed on 

factors such as the skills and educational elements of the labour force, competitiveness vs. 

local/foreign constituents.  Lastly, strategic asset-seeking FDI is more focused on factors such 

as the availability of knowledge-related assets and the geographical dispersion of these assets 

(Hagen, 2018).   

It is a central point that the degree and variety of the FDI changes over time. Dunning 

describes this in the Investment Development Path (Dunning, 1981, 1986) as he evokes how 

the type of MNC investments gradually evolve to higher levels of value-addition as the host 

country develops. 

Bridging the OLI-framework with the different types of MNC are exemplified by Shatz and 

Venables (2000) who identified two different types of FDI:  Horizontal and Vertical FDI. 

Horizontal FDI seek to serve the local market, whereas Vertical is mainly a value-chain 

optimization process. Horizontal FDI are typically utilized by multi-plant firms selling 

identical products in different locations, substituting most exports. The locational reason, the 
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L of the OLI-framework, is to supply the domestic market of the recipient country. Opposite, 

the internalization motive is aimed at delocalizing parts of the production process 

(components, but in recent years increasingly also service activities) to benefit from low costs 

and is the characteristic of a vertical FDI process. Vertical multinationals tend to separate 

production geographically into different plants to intra-industry trade exemplified by 

Helpman (1984) who states that FDI incentives are due to differences in factor prices.  

Several empirical studies have investigated the location advantages-based variables of the 

OLI paradigm. Typically, they found that market size, market growth, barriers to trade, 

wages, production, transportation, and other costs along with political stability and the host 

government's taxation regulations had an effect on the location decisions. However, none of 

the studies identified and included all variables (Sethi et al., 2013). 

2.7. FDI Impact on Economic Development 
 

In general, the literature distinguishes between three types of theories concerning the 

relationship of FDI on economic development: The Dependency theory, the Classical theory, 

and the Middle Path theory (Toone, 2013; Gammoudi et al., 2016; Asongul et al. , 2018). 

Proponents of the Dependency theory states that FDI overall has a negative impact on 

developing countries. The Dependency theory is groomed on the Marxist tenet, reckoning 

globalization in terms of the spread of market capitalism, the exploitation of cheap labour and 

resources in return for the obsolete technologies of developed countries. Three main 

arguments are put in place. Firstly, the benefits of FDI are unequally distributed between 
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multinational corporations and host countries in favour of the former. Foreign capital absorbs 

local assets that could have been used to finance internal development, enabling foreign firms 

to profit on the opportunities in developing countries, but eventually expatriating the profit to 

the wealthy source countries (Jensen, 2008). Second, MNCs create distortions within the 

local economy by crowding-out domestic investment; deployment of inappropriate capital‐

intensive technologies leading to unemployment and deterioration of the distribution of 

income. In addition, altering consumer tastes undermines the local culture (Taylor and Thrift, 

2013). Thirdly, potential “alliances” between foreign capital and local elite (political and 

economic), will be used by both parties to obtain further advantages. It is asserted, that the 

vast majority of citizens of the host countries are excluded from this alliance and suffer 

greatly from the distorted policies created by this system (Jensen, 2008). 

In contrast, the Classical theory stresses that FDI can be beneficial to the domestic economies 

of less developed countries through a number of economic mechanisms: Improvement in the 

balance of payments; transfer of capital, skills, and technologies; expansion of the tax base 

resulting from exports related to FDI; integration of the domestic economy into an 

international context; and development of domestic infrastructure (Toone, 2013). Spillover 

effects take many forms, including better working methods, good management skills, more 

employment, domestic financial development, and higher productivity gains (Javorcik 2004; 

Asongu et al., 2017). 

The “Middle Path” theory is rightly seen as a combination of the two preceding approaches. 
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The theory is a more tentative theory that focuses on the consequences on development in the 

countries affected by FDI. It seeks the convergence of the two theories by emphasizing not 

least the importance of regulation (i.e., intervention) and the general openness of the 

economy. This combined approach addresses the cautions inherent in the Dependency theory 

but can be counterbalanced by substantial government intervention and regulation. On the 

other hand, the model acclaims the rewards described by the Classical theory’s advocacy of 

openness. In other words, the theory salutes the possibilities of the domestic economy 

attracting FDI but relies on adopting policies that reduce the potential negative effects of FDI.  

2.8. FDI and International Trade 
 

The expansion of FDI and the continuous growth in output of multinational firms has 

changed the structure of international trade as well.  It has even been stated that FDI, by some 

measures, has become even more important than international trade (Graham, 1996; Helpman 

et al., 2003). In support of this argument, it should be remembered that about one third of 

total international trade occurs between the intra-firms (UNCTAD, 2004). Many attempts 

have been made to integrate FDI theory with the theory of international trade, but none very 

successful. These theories do not explicitly relate to the puzzle about production outside 

national borders as they are based on the assumption of international immobility of factors of 

production. The 1960s saw significant technological change, which coincided with the rise of 

MNCs. The existing theories of international trade were found to be inadequate to explain 

massively changing patterns of trade. Vernon (1966) explained the cycle of expansion in the 
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post-Second World War period and believes that there are four stages of a product cycle: 

Innovation, growth, maturity, and decline. Products are introduced in the advanced countries 

and then dispersed over time to developing countries. The stages of the product lifecycle 

influence the decision of a MNC either to export the product or set up a production facility in 

the foreign market. The aim of the MNC is to lower production costs and to satisfy the 

growing demand for its product in both the foreign market and the home market. 

Vernon concluded that FDI was the reaction to the threat of flattening revenues as products 

matured in developed markets as well as the need for constantly lowering factor costs as 

competition heats up (Latorre, 2008). This theory, often referred to as the “Product Life 

Cycle Theory”, provides an explanation of how factors such as the availability of larger and 

cheaper capital, superior management, discovery of new processes, product differentiation 

etc. interact over time to determine production, export and foreign investment patterns of 

oligopolistic enterprises (Lall, 1976).  

2.9. Institutional Theory and FDI Fitness 
 

The purpose of this section is to focus on the important role that some institutions play in the 

ambition to attract FDI.  Assuncao et al. (2011) argued that FDI inflows should be seen as a 

kind of competition or game where various governments strive to be the most interesting 

object of investment. In that context, the local institutions in the competing countries set the 

rules for the game.  Benassy-Quere et al. (2007) observed that there seems to be an increasing 

impact of the acting of the local institutions in their ambition to attract foreign capital. This 
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issue was also addressed by Wilhelms and Witter (1998), who demonstrated the importance 

of the role of local governments, not least how they actively interfere, and which economic 

measures they take to attract FDI. Institutional variables can be changed rather rapidly by 

means of local governments and these measures differ from the traditional, market-based 

determinants of FDI. Accordingly, the capacity of a nation to attract FDI, to a large extent, 

depends on its ability to adapt to the various internal and external demand of economic 

agents. In general, two types of fitness apply: Government fitness is understood in terms of 

economic openness, low degree of intervention on trade and exchange rates, low corruption, 

and high transparency. Market fitness on the other hand are the factors to generate high 

volumes of trade, low transaction costs and easy access to finance.  

These factors are, undoubtedly, a major factor in the decision process of FDI, but inherently 

also much more difficult to quantify.  However, the addition of these factors to the more 

traditional determinants of FDI inflows is important. Thus, the role and acting of 

governments is essential as they may become an active partner for MNCs by enabling an 

environment for subsequent investments and achieve a development that is sustainable in the 

longer horizon.  Low saving rates is typical for many developing countries and are to an 

extent prevented to gain access to international capital markets (Gertler et al., 2004; Oatley, 

2015). Consequently, local policy makers in these nations place immense confidence in FDI 

to address such economic deficiencies, reflected in their enthusiastic policy competition to 

attract FDI (Hagen 2018).  
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The significance of FDI has emerged from the activities of MNCs in improving externalities 

for economic growth through job creation, adding of financial resources, and the transferring 

to technological capabilities, managerial and organisational skills – altogether enhancing the 

competitiveness of the local economy (Kobrin 2005; Adams 2009). As a consequence, FDI 

inflows have increased significantly in the developing countries and it’s argued that the vast 

increase of FDI into developing countries could be explained by being the most stable and 

prevalent component of foreign capital inflows (Adams 2009).   

The neoclassical school sees international flow of capital and FDI as a way of bridging the 

savings gap in developing countries (Chenery and Bruno, 1962).  Capital is scarce in 

developing countries, but this does not imply that profitable investment opportunities are not 

available in these countries. (Hagen, 2018). However, the governments of the emerging 

economies must ensure that their countries are attractive for investment by offering a level 

playing field for investors and provide political stability. (Asongul et al., 2018) 

Multinational investors must assess a wide range of risks before committing their resources, 

as invoking the exit later will be associated with substantial costs (Montero, 2008).  MNCs 

may be reluctant to invest without solid guarantees from hosting governments of 

responsibility and safeguarding of their properties. This is especially true for countries with a 

track record of macroeconomic instability. (Montero, 2008). Without commitment to 

structural adjustments and macroeconomic reforms, the expected rate of return will be 

insufficient. In reference to the classic principal-agent dilemma, this could be interpretated as 
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the firms (the principals) relying on governments (the agents) to protect their property and to 

secure stable market conditions. Investing without guarantees against future expropriation, 

risk of corruption and lack of transparency may deteriorate their competitive position, even if 

market conditions otherwise are propitious (Globerman et al.,2002). States embracing 

market-oriented reforms make the most credible commitments to foreign investors being 

welcome for the long haul (Gastanaga et al., 1998). Thus, it is argued, that macroeconomic 

reforms and deregulation will reduce risks as well as costs and even creating new market 

opportunities such as privatization. (Montero, 2008) 

2.10. Short summary  
 

Academics have sought to explain the emergence of FDI as a movement of international 

capital from different perspectives with the common assumption of imperfect markets. 

Despite their different approaches, these theories are unanimous in their view that a firm 

moves abroad to reap the benefits of advantages enjoyed by them in the form of location, 

firm-specific or internationalization of markets. These theories also articulate the fact that 

government policies on the domestic economy play a vital role in encouraging international 

investment by firms. 
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3. Empirical Framework 
 

3.1. Descriptive Analysis of FDI 
 

In recent years FDI worldwide has grown faster than trade and income. Between 2005 and 

2019, worldwide nominal GDP and exports increased at a compounded annual growth rate 

(CAGR) of 4.5% and 4.4% respectively, while FDI increased by 8.6 %. In addition, FDI has 

grown relatively faster in developing economies compared to developed nations (Appendix 

I). One reason for this growth of FDI is that an increasing share of countries’ output is 

accounted for by foreign affiliates of international firms; therefore, in recent decades dozens 

of countries have adopted laws to at least grant multinationals national treatment (Haskel et 

al., 2002). By exploring the ratio of FDI relative to GDP and Gross Fixed Capital Formation, 

it shows that the FDI/GDP and FDI/GFCF ratios are marginally higher in developing 

economies in comparison with the ratios for developed economies and offers an intuitive 

support for how important FDI is becoming to developing economies.  
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An interesting observation for both graphs is there seems to be certain spikes in the 

developed economies, which could indicate FDI is more cyclical in the developed economies 

as the spikes occurs in years where the global economy is experiencing a boom. 

3.2. Review of Empirical Studies 
 

3.2.1. FDI effect on Economic Development 
 

Caves (1996) considers that the efforts made by various countries in attracting foreign direct 

investments are due to the potential positive effects that this would have on the economy. 

This entails that FDI would increase productivity, technology transfer, managerial skills, 

knowhow, international production networks, reducing unemployment, and access to external 

markets. Borensztein (1998) supports these ideas, considering FDI as a way of achieving 

technology spillovers with greater contribution to the economic growth than national 

investments. The importance of technology transfer is also highlighted by Findlay who 

claims that FDI leads to a spillover of advanced technologies to local firms (Findlay, 1978). 

Data source: UNCTAD  
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Kemeny (2010) established that FDI inflows put forth a positive influence on the 

technological upgrading, although the effect is conditioned by the host country’s social 

capability and income. 

On the other hand, FDI may crowd out local enterprises and have a negative impact on 

economic development. Hanson (2001) considers that positive effects are very few, and 

Greenaway (2002) argues that most effects would be negative. Lipsey (2002) concludes that 

there are positive effects, but there is not a consistent relationship between FDI stock and the 

economic growth of the host nation. The potential positive or negative effects on the 

economy may also depend on the nature of the sector in which investment takes place, 

according to Hirschman (1958) that stated the positive effects on the primary sector are 

limited. 

Li and Liu (2005) found a significant positive relationship between FDI and growth, not only 

directly but also through its interaction with human capital, which expressed that FDI 

enhances the economic growth significantly. This signifies the importance of FDI in the 

development of the economy and emphasizes the role of human capital as a mediator in the 

relationship between FDI and economic growth and as possible determinant of FDI. The 

results are in line with remarks of Sekkat (2007) which express that FDI has an overall 

positive effect on growth, but its magnitude depends on the stock of human capital available 

in the host country. Borensztein et al. (1998) found that the positive effects of FDI on 

economic growth depend on the development level of the financial structure, of the 
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infrastructure and of the human capital of the host country. In addition, Alfaro et al. (2004) 

have conducted an empirical analysis that allowed them to argue that the countries that have 

recorded a significant level of economic growth as a consequence of FDI were the ones that 

have well-developed financial institutions. Altogether, the various studies conclude an 

ambiguous result regarding the effect of FDI on economic growth. 

3.2.2. Determinants of FDI 
 

A large number of studies focuses on the factors that influence the flow of foreign capital into 

emerging economies. These studies focus on economic, socio-political, and institutional 

factors of FDI. Economic factors identify the variables related to market size, labour cost, 

trade openness and economic stability. Especially, market size has been widely accepted as a 

significant determinant of FDI flows by nearly all empirical studies seeking to explain 

determinants of FDI (Jadhav, 2012). 

Reuber (1973) studied US FDI flows into Western Europe since 1950’s and identified the 

following determinants of FDI to be: Lucrative markets, liberal host government policies, 

technological infrastructure, skilled labour and cultural proximity. Jadhav (2012) results also 

indicate that market size is a significant determinant of FDI inflow into the BRIC economies, 

which implies that most of the investment is motivated by market-seeking purposes. 

Similarly, Asongu et al. (2018) results’, in their study of FDI determinants in emergent 

economies, demonstrate that market size, infrastructure availability and trade openness play 

the most significant roles in attracting FDI, while institutional quality are insignificant. 
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Lim (2001) finds market size to be the most robust, positive FDI determinant. In his review, 

FDI also appears to be clustering thereby promoting the need of local infrastructure and a 

certain level of industrialization. In addition, lower relative labour costs are generally positive 

for FDI. Dauti (2015) finds positive and significant coefficients of market factors for both 

source and host country which indicates that FDI is determined by market seeking 

considerations. Dauti also finds a significant coefficient of schooling, signalling that investors 

are also considering efficiency-seeking considerations for FDI decisions. In addition, the 

study also documented significant institutional related variables as corruption and political 

risk were contributing factors. 

Montero (2008), in his study of FDI determinants in Latin American, found that it is the 

consistent performance of the current account balance that matters most to foreign investors. 

As trade balances are one of the most apparent and readily available indicators of the 

performance of developing countries’ economies, the results indicate that investors seek 

credible signs of sustained commitment to good macroeconomic management.  

Kyrkilis et al. (2003) found market size to be the most important determinant of FDI but also 

found exchange rate to be one of the main factors influencing FDI flows. In addition, their 

study detailed that developed European countries specialize in human capital intensive FDI, 

while non-EU countries tend to be more technology focused. The results verified that the FDI 

position of countries is influenced by national attributes. 
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Bevan et al. (2004) found, in their study of FDI into European transitional economies, that 

FDI is related positively to both source and host country GDP and related inversely to the 

geographical gap between the countries and to unit labour costs. This exemplifies that 

investments have been both market-seeking and efficiency-seeking. Similar results are 

obtained by Alam et al. (2013) that studied the determinants of FDI in OECD member 

countries and observed that market size, labour cost and quality of infrastructure yielded 

significant coefficients in relation to FDI – bolstering the notion that investments were both 

market- and efficiency-seeking. 

Walsh et al. (2010) used a sectoral approach to study the inflows of FDI and its determinants 

and found that while primary sector show little dependence on any of the various 

macroeconomic, developmental and institutional variables, secondary and tertiary sector 

investments were affected in different ways by the level of income and exchange rate as well 

as development factors such as financial structure and human capital as well as institutional 

factors such as judicial independence. In addition, the effect of these factors differed between 

advanced and emerging economies. 

Aregbeshola (2018) results suggest that poor technological capability, inadequate political 

system, weak productivity gains are major deterrents to the attractiveness of African 

countries to inflow of FDI. Dreher et al. (2015) adds to the literature by indicating that 

membership in specific international organizations is an important determinant of FDI 
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inflows to the extent that membership restricts a country from pursuing policies that are 

harmful to investors and signals reduced political risk. 

Sekkat et al (2007) assesses the importance of openness, infrastructure availability, and sound 

economic and political conditions in increasing developing countries’ attractiveness with 

respect to FDI, while Kinda (2010) studies investment climate and FDI in developing 

countries at which the main results show that physical infrastructure problems, financing 

constraints and institutional issues all discourage FDI. 

4. Methodology 
 

The purpose of this study is to examinate explanatory variables contributing to the inflows of 

FDI. For this objective, an econometric model of the determinants of FDI has been set up and 

estimated over a 23-year period for two samples of developing and developed countries.  

Before establishing a specific model, certain statistical concepts are featured. 

4.1. The Normal Distribution 
 

As the law of large numbers authenticate, the sample mean, �̅� will be near the population 

mean, 𝜇, with very high probability when number of observations is large. In extension, the 

central limit theorem implies that under general conditions the distribution of the sample 

mean is well approximated by a normal distribution when number of observations is large. 

(Watson et. al, 2012) 
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Normal distributions importance is partly due to the central limit theorem. It states that, under 

some conditions, the average of many samples of a random variable with finite mean and 

variance is itself a random variable whose distribution converges to a normal distribution as 

the number of samples increases.  This becomes important when using the least squares 

parameter fitting that can be derived analytically in explicit form when the relevant variables 

are normally distributed. 

4.2. Ordinary-Least-Squares (OLS) estimator 
 

The OLS estimator chooses the regression coefficients so that the estimated regression line is 

as close as possible to the observed data, where closeness is measured by the sum of the 

squared mistakes made in predicting Y given X. The sample average, �̅�, is the least squares 

estimator of the population mean, E(Y); that is �̅� minimizes the total squared estimation 

mistakes among all possible estimators. (Watson et al., 2012) 

There are both practical and theoretical reasons to use the OLS estimators. Because OLS is 

the dominant method used in practice, it has become the common language for regression 

analysis throughout economics, finance, and social science in general. Presenting results 

using OLS means that you are “speaking the same language” as other statisticians. The OLS 

estimators also have desirable theoretical properties. They are analogous to the desirable 

properties of �̅� as an estimator of the population mean. Under certain assumptions, which 

will be presented in the following section, the OLS estimator is unbiased and consistent. The 



33 
 

OLS estimator is also efficient among a certain class of unbiased estimators; however, this 

efficiency result holds under some additional special conditions. 

To understand how well the regression describes the data, the OLS estimation provides a 

measure of fit through the addition of the 𝑅2 and standard error of the regression (SER). 𝑅2 

ranges between 0 and 1 and measures the fraction of variance of 𝑌𝑖 that is explained by 𝑋𝑖. 

The SER measures how far 𝑌𝑖 typically is from its predicted value. 

4.3. The Least Squares Assumptions 
 

This section presents a set of four assumptions of the linear, multiple regression model and 

the sampling scheme under which OLS provides an appropriate estimator of the unknown 

population regression coefficients. These assumptions are essential for understanding when 

OLS will – and will not – give useful estimates of the regression coefficients. 

1. Assumption: The conditional distribution of 𝑒𝑖 given 𝑋𝑖, has a mean of 0. 

This assumption is a formal mathematical statement about the “other factors” contained in the 

error term, 𝑒𝑖, and asserts that these other factors are unrelated to 𝑋𝑖 in the sense that, given a 

value of 𝑋𝑖, the mean of the distribution of these other factors is zero. Said differently, the 

distribution of e, conditional on 𝑋𝑖, has a mean of zero: 𝐸(𝑒𝑖│𝑋𝑖 ) = 0 
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2. Assumption: (𝑋𝑖, 𝑌𝑖) 𝑖 = 1,…,n, are independently and identically distributed. 

The second assumption is that the observations are i.i.d. (independently and identically 

distributed). This assumption is a statement about how the sample is drawn. If observations 

are drawn by simple random sampling from a single large population, then (𝑋𝑖, 𝑌𝑖) are i.i.d.  

3. Assumption: Large outliers are unlikely. 

Large outliers - observations with values of 𝑋𝑖, 𝑌𝑖 that are far outside the usual range of the 

data – are unlikely. These outliers can make OLS regression results misleading and another 

way of stating this assumption is to say that X and Y have finite kurtosis.  

4. Assumption: No perfect multicollinearity  

It rules out the inconvenient situation of perfect multicollinearity, which occurs when one 

regressor is an exact linear function of the other regressors, usually arises from a mistake in 

choosing which regressors to include. Solving perfect multicollinearity requires changing the 

set of regressors. 

If the assumptions hold, then the OLS estimators of the slope and intercept are unbiased, are 

consistent and have a sampling distribution with a variance that is inversely proportional to 

the sample size, n. (Watson et. al, 2012). When the four least squares assumptions are 

satisfied, the OLS estimators are unbiased, consistent, and normally distributed in large 

samples. In extension, this large-sample normal distribution permits the development of 

methods for hypothesis testing and constructing confidence intervals using OLS estimators.  
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4.4. Homoscedasticity 
 

The assumption about the distribution of 𝑒𝑖 conditional on 𝑋𝑖 is that it has a mean of zero – 

the first least squares assumption. Furthermore, if the variance of this conditional distribution 

does not depend on 𝑋𝑖, then the errors are said to be homoskedastic and thus the distribution 

is constant for 𝑖 = 1 … 𝑛. Otherwise, the error term is heteroskedastic. At a general level, 

economic theory rarely gives any reason to be believe that the errors are homoskedastic. It 

therefore is prudent to assume that the errors might be heteroskedastic unless there are 

compelling reasons to believe otherwise. 

4.5. Measure of Fit 
 

Three commonly used summary statistics in multiple regression are the standard error of the 

regression (SER), the regression 𝑅2 and 𝑅𝑎𝑑𝑗𝑢𝑠𝑡𝑒𝑑
2 , All three measures how well the OLS 

estimate of multiple regression model fits the data. 

As 𝑅2 increases when a new variable is added, an increase in the 𝑅2 does not mean that 

adding a variable improves the fit of the model or can be misleading by giving an inflated 

estimate of how the model describes the data. 𝑅𝑎𝑑𝑗
2  is a modified version that does not 

necessarily increase when a new regressor is added. A 𝑅2 and a 𝑅𝑎𝑑𝑗
2  near 1 means that the 

regressors are good at predicting the values of the dependent variable in the sample.  
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4.6. The Multiple Regression Model 
 

The linear, multiple regression model is formulated as: 

𝑌𝑖 = 𝐵0 + 𝐵1𝑋1𝑖 + ⋯ 𝐵𝑗𝑋𝑗𝑖 + 𝑒𝑖 

This model permits estimating the effect on 𝑌𝑖 of changing one variable (𝑋1𝑖), while holding 

the other regressors constant. The coefficient of 𝐵1 is the effect on 𝑌𝑖 (the expected change in 

Y) of a unit change in 𝑋1, holding (𝑋2, … , 𝑋𝑗) fixed. Another phrase used to describe 𝐵1 is 

the partial effect on Y of 𝑋1.  

If the least squares assumptions hold, then in large samples the OLS estimators �̂�𝑗 are jointly 

normally distributed and each �̂�𝑗 coefficient is distributed 𝑁 (�̂�𝑗, 𝜎�̂�𝑗

2 ), j = 0,…,k. 

4.7. Hypothesis Tests and Confidence Intervals in Multiple Regression 
 

The square root of the coefficient’s variance, 𝜎𝐵𝑗

2 , is the standard error of �̂�𝑗, 𝑆𝐸(�̂�1), an 

estimator of the standard deviation of all the sampling distribution of �̂�𝑗. The standard error 

permits the ability to conduct hypothesis tests whether the true coefficient 𝐵𝑗 is zero in the 

population regression by establishing two hypotheses – a null hypothesis, 𝐻0, against an 

alternative hypothesis, 𝐻1: 

𝐻0: 𝐵𝑗 = 0 𝑣𝑠. 𝐻1: 𝐵𝑗 ≠ 0 
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The following procedure for testing this null hypothesis requires the calculation of the t-

statistic:  

𝑡 =
�̂�𝑗 − 𝐵𝑗,0

𝑆𝐸(�̂�𝑗)
 

And the corresponding p-value: 

p-value= 2Φ (−|𝑡𝑎𝑐𝑡|) 

where 𝑡𝑎𝑐𝑡 is the value of the t-statistic actually computed. Rejecting the null hypothesis at 

the 5% significance level requires the p-value to be less than 0.05 or, equivalently, if |𝑡𝑎𝑐𝑡| >

1.96 and the alternative hypothesis can be accepted. In general, if the |𝑡𝑎𝑐𝑡| is below a certain 

critical value, dependent on which significance level the test is conducted, and the 

corresponding p-value is high, the failure to reject null hypothesis implies that the coefficient 

of 𝐵𝑗 has no significant partial effect on the change on the dependent variable. 

In addition, using the standard error of the coefficient allows the possibility of constructing a 

95% two-sided confidence interval for the coefficient 𝐵𝑗, which is an interval that contains 

the true value of 𝐵𝑗 with a 95% probability: 

𝐵𝑗 = [�̂�𝑗 − 1.96 ∗ 𝑆𝐸(�̂�𝑗), 𝐵𝑗 + 1.96 ∗ 𝑆𝐸(�̂�𝑗) 

It is possible to formulate joint hypotheses on multiple regression coefficients and to test 

them using an F-statistic. A joint hypothesis is a hypothesis that imposes two or more 

restrictions on the regression coefficients. The “overall” regression F-statistic tests the joint 



38 
 

hypothesis that all the slope coefficients are equal to zero. That is, the null and alternative 

hypotheses are formulated as: 

𝐻0: 𝐵1 = 0, 𝐵2 =, … , 𝐵𝑘 = 0  

𝐻1: 𝐵𝑗 ≠ 0, 𝑎𝑡 𝑙𝑒𝑎𝑠𝑡 𝑜𝑛𝑒 𝑗, 𝑗 = 1, … , 𝑘. 

The F-statistic is used to test joint hypothesis about the regression coefficients. If the F-

statistic is above the significant critical value and the consequent p-value is low, the null 

hypothesis can be discarded and the alternative hypothesis accepted, that at minimum, one 

coefficient is different from zero. 

4.8. Model Design 
 

The job of determining which variables to include in multiple regression – that is, the 

problem of choosing a regression specification – can be quite challenging and no single rule 

applies in all situations. The starting point for choosing a regression specification is thinking 

through possible sources of omitted variable bias. 

4.8.1 Omitted Variables Bias: 
 

If the regressor is correlated with a variable that has been omitted from the analysis and that 

determines, in part, the dependent variable, then the OLS estimator will have omitted variable 

bias. More precise, omitted variable bias occurs when an omitted variable: 
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1. is correlated with an included regressor. Mathematically, the correlation between 𝑋𝑖 

and 𝑒𝑖 is given by 𝑐𝑜𝑟𝑟(𝑋𝑖, 𝑒𝑖)  = 𝜌𝑋𝑒 and violates the first assumption of the OLS 

regression as 𝜌𝑋𝑒  is nonzero. 

2. is a determinant of Y.  

If an omitted variable is a determinant of Y and if it is correlated with at least one of the 

regressors, then the OLS estimators of at least one of the coefficients will have omitted 

variable bias. 

In addition, there is a distinction between a regressor for which to estimate a causal effect – 

that is, a variable of interest – and control variables. A control variable is not the object of 

interest in the study; rather it is a regressor included to hold constant factors that, if neglected, 

could lead the estimated causal effect of interest to suffer from omitted variable bias. The 

distinction between variables of interest and control variables can be made precise 

mathematically by replacing the first least squares assumption of multiple linear regression – 

that is, the conditional mean-zero assumption – with an assumption called conditional mean 

independence. Conditional mean independence requires that the conditional expectation of 

𝑒𝑖 , given 𝑋1𝑖 and 𝑋2𝑖 does not depend on of 𝑋1𝑖, although it can depend on 𝑋2𝑖: 

𝐸(𝑒𝑖|𝑋1𝑖, 𝑋2,𝑖) = 𝐸(𝑒𝑖|𝑋2𝑖) 

Including 𝑋2𝑖 as a control variable makes 𝑋1𝑖 uncorrelated with the error term so that OLS 

can estimate the causal effect on Y of a change in 𝑋1𝑖. The control variable, however, remains 
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correlated with the error term, so the coefficient on the control variable is subject to omitted 

variable bias and does not have a causal interpretation. If the control variables are adequate in 

the sense that the conditional mean independence assumption holds, then the coefficient on a 

variable of interest (𝑋1𝑖) is the effect of a change in 𝑋1𝑖, holding constant these other factors.  

The approach to the challenge of omitted variable bias is twofold. First, a core or base set of 

regressors should be chosen using a combination of expert judgement, economic theory, and 

knowledge of how the data were collected; the regression using this base set of regressors is 

referred to as the base specification. The base specification should contain the variables of 

primary interest and the control variables suggested by expert judgement and economic 

theory. However, expert judgement and economic theory are rarely decisive and often the 

variables suggested by economic theory are not the ones on which data can be collected. As a 

consequence, the next step is to develop a list of candidate alternative specifications – an 

alternative set of regressors. If the estimates of coefficients of interest are numerically similar 

across the alternative specifications, then this provides evidence that the estimates from the 

base regression are reliable. If, on the other hand, the estimates of the coefficients of interest 

change substantially across specifications, this often provides evidence that the original 

specification had omitted variable bias. 

4.9. Regression with Panel Data 
 

Multiple regression is a powerful tool for controlling for the effect of variables on which 

there is data. If data is not available for some of the variables, however, they cannot be 
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included and the OLS estimators of the regression coefficients could have omitted variable 

bias. This section describes a method for controlling for some types of omitted variables 

without observing them – a method which requires a specific type of data; panel data or 

longitudinal data. Panel data consist of observations on the same n entities at two or more 

time periods, T. If the data set contains observations on the variables X and Y, then the data 

are denoted: 

(𝑋𝑖𝑡, 𝑌𝑖𝑡), 𝑖 = 1 … 𝑛     𝑎𝑛𝑑   𝑡 = 1 … 𝑇 

where the first subscript, i, refers to the unit being observed and the second subscript, t, refers 

to the date at which its observed. By studying changes in the dependent variable over time, it 

is possible to eliminate the effect of omitted variables that differ across entities but are 

constant over time. 

In panel data, there is a need to keep track of both the unit being observed (as when 

describing cross-sectional data) and the time period (as when describing time-series data). A 

balanced panel has all its observations, that is the variables observed for each entity and each 

time period. A panel that has some missing data for at least one time period for at least one 

entity is called an unbalanced panel. 

By focusing on changes in the dependent variable, this ‘before and after’ or differences 

comparison in effect holds constant the unobserved factors that differ from one state to the 

next, but do not change over time within the state. In other words, analysing changes in Y and 
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X has the effect of controlling for variables that are constant over time, thereby eliminating 

this source of omitted variable bias. 

4.9.1. Fixed Effects Regression 
 

Fixed effects (FE) regression is a method for controlling for omitted variables bias in panel 

data when the omitted variables vary across units (e.g. countries) but do not change over 

time. Thus, the fixed effects regression model has n different intercepts - one for each entity. 

These intercepts can be represented by a set of binary (or indicator) variables and the binary 

variables absorb the influences of all omitted variables that differ from one entity to the next, 

but are constant over time.  The basic FE-regression model is formulated as 

𝑌𝑖𝑡 = 𝐵0 + 𝐵1𝑋1𝑖𝑡 + 𝐵2𝑍𝑖 + 𝑒𝑖𝑡 

where Z is an unobserved variable, that varies from one unit to the next does not change over 

time. The purpose of the model is to estimate 𝐵1, the effect on 𝑌𝑖𝑡 of 𝑋𝑖𝑡 holding constant the 

unobserved country characteristics Z. Because Z varies from one unit to the next but is 

constant over time, the population regression model can be interpreted as having n intercepts, 

one for each unit and can be formulated by using alpha: 

𝑎𝑖 = 𝐵0 + 𝐵2𝑍𝑖 

Using this formula, we can rewrite and express the fixed effects regression model as: 

𝑌𝑖𝑡 = 𝐵1𝑋1𝑖𝑡 + 𝛼𝑖 + 𝑒𝑖𝑡 
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The fixed effects regression model, in which (𝑎1, 𝑎2 … 𝑎𝑘) are treated as unknown intercepts 

to be estimated, one for each state. The interpretation of alpha, as a unit-specific intercept, 

comes from considering the population regression line for the i’th unit. The slope coefficient 

of the population regression line, 𝐵1, is the same for all entities, but the intercept of the 

population regression line varies from one entity to the next. Because the intercept, alpha, can 

be thought of as the “effect” of being in entity i, the terms 𝑎1, 𝑎2 … 𝑎𝑘 are known as entity 

fixed effects. The variation in the entity fixed effects comes from omitted variables that, like 

Z, vary across entities but not over time. 

The multiple fixed effects regression model is thus constructed as: 

𝑌𝑖𝑡 = 𝐵1𝑋1,𝑖𝑡 + ⋯ + 𝐵𝑘𝑋𝑘,𝑖𝑡 + 𝑎𝑖 + 𝑒𝑖𝑡 

where 𝑖 = 1 … 𝑛, 𝑡 = 1 … . 𝑇 

𝑋1𝑖𝑡 is the value of the first regressor for entity i in time period t., 𝑋2𝑖𝑡 is the value of the 

second regressor and so forth, while 𝑎1, 𝑎2 … 𝑎𝑘 are entity-specific intercepts. 

Including country/state fixed effects in the regression lets us avoid omitted variables bias 

arising from omitted factors, such as cultural attitudes, that vary across entities but are 

constant over time within an entity. 

4.9.1.1. Fixed Effects Regression Assumptions 
 

In multiple regression with cross-sectional data, if the four least squares assumptions hold, 

then the sampling distribution of the OLS estimator is normal, unbiased, and efficient in large 
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samples. The variance of this sampling distribution can be estimated from the data and the 

standard error can be used to test hypotheses using t- and F-statistics. Similarly, in multiple 

regression with panel data, if a set of assumptions – the fixed effects regression assumptions 

– hold, then the sampling distribution of the fixed effects OLS estimator is normal in large 

samples, the variance of that distribution can be estimated from the data and the standard 

error can be used to construct t-statistics.  Given the standard error, statistical inference – 

testing hypotheses and constructing confidence intervals – proceeds in the same was as in 

multiple regression with cross-sectional data. 

The fixed effects regressions assumptions extend the least squares regression assumptions to 

panel data. Under these assumptions, the fixed effects estimator is asymptotically normally 

distributed when n is large. 

1. 𝑒𝑖𝑡 has conditional mean zero: 𝐸(𝑢𝑖𝑡|𝑋𝑖1, 𝑋𝑖2 … 𝑋𝑖𝑇 , 𝑎𝑖) = 0 

This assumption plays the same role as the first least squares assumption for cross-sectional 

data and implies that there is no omitted variable bias. The requirement that the conditional 

mean of the error term do not depend on any of the values of X for that entity – past, present, 

or future – adds an important subtlety beyond the first least squares assumption for cross-

sectional data. The residuals are plotted in Appendix II. 
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2. (𝑋𝑖1, 𝑋𝑖2 … 𝑋𝑖𝑇 , 𝑒𝑖1, 𝑒𝑖2 … 𝑒𝑖𝑇) i=1…n, are i.i.d. drawn from their joint distribution 

In contrast to the second cross-sectional least squares assumption, assumption two for panel 

data holds that the variables are independent across entities but makes no such restriction 

within an entity. For example, assumption two allows 𝑋𝑖𝑡 to be correlated over time within an 

entity. If 𝑋𝑖𝑡 is correlated with 𝑋𝑖𝑠 for different values of s and t – that is, if 𝑋𝑖𝑡 is correlated 

over time for a given entity – then 𝑋𝑖𝑡 is said to be autocorrelated or serially correlated. 

Similarly, it is possible to think of reasons why 𝑒𝑖𝑡 would be autocorrelated as 𝑒𝑖𝑡 consists of 

time-varying factors that are determinants of the 𝑌𝑖𝑡, but are not included as regressors, and 

some of these omitted factors might be autocorrelated. 

3rd and 4th assumption are similar to those of multiple regression with cross-sectional data as 

it assumes that large outliers are unlikely and there is no perfect multicollinearity. 

4.9.1.2. Standard Errors in Fixed Effects Regression 
 

In panel data, the regression error, 𝑒𝑖𝑡, can be correlated over time within an entity. Like 

heteroskedasticity, this correlation does not introduce bias into the fixed effects estimator, but 

it affects the variance of the fixed effects estimator and therefore it affects how one computes 

standard errors.  

If the regression errors are autocorrelated, then the usual heteroskedasticity-robust standard 

error formula for cross-section regression is not valid and the usual standard errors will not be 

valid since they were derived under the false assumption of no serial correlation. However, 
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standard errors, that are valid if 𝑒𝑖𝑡 is potentially heteroskedastic and potentially correlated 

over time within an entity, are referred to as heteroskedasticity- and autocorrelation-

consistent (HAC) standard errors. The standard errors used in this study are one type of HAC 

standard errors: Clustered standard errors, which are robust both to heteroskedasticity and to 

correlation over time within an entity. 

The term clustered arises because these standard errors allow the regression errors to have an 

arbitrary correlation within a cluster, or grouping, but assume that the regression errors are 

uncorrelated across clusters. In the context of panel data, each cluster consists of an entity – 

in this study, a country. Thus, clustered standard errors allow for heteroskedasticity and for 

arbitrary autocorrelation within an entity but treat the errors as uncorrelated across entities. 

That is clustered standard errors allow for heteroskedasticity and autocorrelation in a way that 

is consistent with the second fixed effects regression assumption outlined above. For that 

reason, the estimation will report clustered standard error that allows for serial correlation of 

𝑒𝑖𝑡 within an entity, whereas the usual heteroskedasticity-robust standard errors do not. 

4.9.1.3. Panel Data Unit Root 
 

So far it has been assumed that the dependent variable is stationary, which entails that a time 

series, 𝑌𝑡, is referred to be stationary if its probability distribution does not change over time 

and thus the joint distribution of (𝑌𝑠+1, 𝑌𝑠+2 … , 𝑌𝑠+𝑇) does not depend on s regardless of the 

value of T. Otherwise, 𝑌𝑡 is said to be non-stationary. Stationary requires the future to be like 
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the past, at least in a probabilistic sense. If the dependent variable is nonstationary, then 

conventional hypothesis tests, confidence intervals and forecasts can be unreliable. 

The issue of stationarity is essential in panel data analysis as the relative size of the panel 

(i.e., the size of T relative to N) has important influence on the performance of the tests. The 

test of panel unit root requires the dimension of time series (T) should be large enough to 

conduct this test. This is because large value of time series in panel makes it attractive to 

observe the time series property of the series. If 𝑇 > 𝑁 (observations), it is feasible to 

conduct a dynamic panel data analysis (non-stationary panel data analysis) and test for the 

existence of unit root.  

In order to investigate the possibility of non-stationarity in the dataset, it is first necessary to 

determine the existence of unit roots in the data series. If the series is said to have a unit 

autoregressive root or, more simply, a unit root, then the variable is non-stationary.  

For this purpose, this paper utilizes the Levin, Lin & Chut test with the following hypothesis 

test: 

𝐻0: The series contains a unit root 

𝑣𝑠. 

𝐻1: The series is stationary. 

The result of the panel unit root test conducted for the dependent variable is represented in 

Appendix III, which rejects the null hypothesis on the basis of a p-value of 0.0018 and 0.001 
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respectively for emergent and advanced economies, which in turn indicates the dependent 

variable is stationary in both samples. 

5. Model Specification 
 

The purpose of this study is to conduct an empirical analysis of significant determinants of 

inward FDI flows in both emergent and advanced economies. To commence this process, a 

baseline model is established to build a foundation following the premise of Jim O’Neill and 

his colleagues in their aim to forecast emerging economies’ possibilities of converging to the 

developed world’s income levels through the construction of a ‘Growth Environment Score’ 

index. The index initially consisted of two categories - macroeconomic stability and 

macroeconomic conditions – and was subsequently extended to include three additional 

categories in form of technological capabilities, human capital, and political conditions. 

(O’Neill, 2011). The categories were measured on the following 13 macro- and micro-

economic variables: 

Macroeconomic variables Microeconomic variables 

Inflation Use of mobile telephones 

Guvernement deficit Use of internet 

Investment spending Use of computers 

External debt Life expectancy 

Degree of openness  Education 

 Rule of law 

 Corruption 

 Stability of government 
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In similarity to this approach, this study seeks to utilize the five overall categories outlined 

above in search of finding significant factors regarding FDI flows into the host economies. 

Thus, the following sections are dedicated to describing the list of selected countries for the 

samples and the selected variables along with how they are measured. 

5.1. Sample of Selected Countries  
 

The study uses panel data for a time period of 23 years (1996-2018) and two samples are 

established to represent emerging and advanced economies. The emerging economies are 

selected based on the N-11 acronym developed by Jim O’Neill which includes Indonesia, 

Bangladesh, Mexico, Egypt, Turkey, Vietnam, South Korea, Nigeria, Pakistan, Iran and the 

Philippines. Due to data unavailability, Iran is excluded from the sample. In the sample of 

developed economies, ten member countries of the G20 have been selected based on size and 

influence on the respective region. It includes Italy, Germany, France, Australia, United 

Kingdom, United States, Saudi Arabia, Spain, and Canada.   

5.2. Variables 
 

The dependent variable account for the inward FDI flows into the host economies, while the 

explanatory variables seek encapsulate the different dimensions of macroeconomic and 

microeconomic conditions.  The variables are retrieved from UNCTAD’s Data center, the 

World Bank’s Development Indicators, IMF’s Data, UN’s Human Development Index and 

World Bank’s Worldwide Governance Indicators. 
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5.2.1. The Dependent Variable 
 

The choice of dependent variable has differed among the various studies on FDI on how its 

measured. Researchers have used the unidirectional FDI inflow to host countries, the net FDI 

inflow, ratio of FDI inflow to GDP, and ratio of net FDI flows to GDP. In accordance with 

other studies, this paper has chosen to use the net FDI inflows in current USD and 

subsequently converted to a logarithmically scale. The main reasoning behind this choice 

reflects the data availability of the variable, while the choice of converting to a logarithmic 

scale is primarily due to the restrains of the software program in running matrix calculations 

with such high figures as nominal FDI amasses to. The logarithmic transformation is 

commonly used by other researchers and does alter the interpretation of the regression 

coefficients depending on whether the explanatory variables are not in logarithmic or not. If 

an explanatory variable is converted logarithmic (𝑋𝑗), the relationship is referred to as a log-

log specification in which the interpretation of the coefficient is explicit: A 1% change in 𝑋𝑗 

is associated with a 𝐵𝑗% change in Y, all else equal, so 𝐵𝑗 is the elasticity of Y with respect to 

𝑋𝑗 (Watson et. al., 2012). If the explanatory variable (𝑋𝑠) is not converted logarithmically, 

the relationship is referred to as log-linear specification in which the interpretation of the 

coefficient is: A change in 𝑋𝑠 by one unit (Δ𝑋𝑠 = 1) is associated with a 100∗ 𝐵𝑠% change in 

Y - all else equal. 



51 
 

5.2.2. Explanatory Variables 

 
The explanatory variables have been selected to encompass macroeconomic, development 

and institutional factors to approximate macroeconomic stability and conditions, 

technological advancement, human resources, and political dynamics. The first section will 

detail the selected macroeconomic variables, while development and institutional variables 

will be described subsequently. 

5.2.2.1 Macroeconomic Indicators 
 

1. Market size 

Whether a MNC decides to enter a market, the size is of critical importance. To simplify such 

a grand term is to categorize the potential market size on the benefits of an expanding, more 

productive workforce – specifically the important significance of demographics and 

productivity. Combining strong demographics and productivity exemplified by countries with 

young and expanding labour forces, which are becoming increasingly efficient, will show the 

largest gain in real GDP and, in extension, increase its market size.  Market size has been 

approximated differently throughout numerous research on FDI determinants, but in general 

the gross domestic product, GDP, is considered to be the most suitable estimate of market 

size. In accordance with other empirical studies, this paper seeks to define the market size 

variable as the nominal GDP in the host country measured in current USD and subsequently 

converted logarithmically. The reasoning of this choice relies on the data availability, while 

the logarithmically transformation is due to restrains of the regression software in handling 
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matrix calculations with figures in billions. In line with earlier research, it is expected to find 

a positive relationship between GDP and FDI inflows. 

2. Current Account Balance 

The current account of individual countries is a parameter for macroeconomic stability. It 

measures the trade position of the host country by including the sum of net exports of goods 

and services, net primary income, and net secondary income. The current account is an 

important indicator of an economy’s health and is one of the most apparent indicators of the 

performance of particularly developing countries’ economies.  A positive current account 

balance indicates the nation is a net lender to the rest of the world, while a negative current 

account balance indicates that it is a net borrower from the rest of the world. If an economy is 

running a current account surplus, it implies that the economy is absorbing less than that it is 

producing.  

In concordance with earlier research, this study has chosen to measure the variable as 

‘Current account balance as a percentage of GDP’ primarily because of the data availability 

of this metric. 

3. Trade Openness 

It’s propositioned that MNCs’ investments into a country will be contingent upon the 

countries are adopting investor-friendly liberalization policies.  In line with previous FDI 
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research, this study has chosen to approximate openness as ‘Trade as a percentage of GDP’ as 

an indicator for the integration into global markets.  

Most studies find that trade openness is positively related to FDI in host country, but the 

impact of openness on FDI depends on whether the investment is market-seeking or export 

oriented. It is expected that FDI and the openness of the economy is to be positively 

correlated because FDI is encouraged if the trade regime of the host economy is liberal and 

because, given internalization advantages for investing firms, MNCs have a higher propensity 

to export from the host country. 

4. Inflation 

Sustained growth is strongly believed to be achieved through taming of inflation for an 

economy to grow on consistent basis. (O’Neill, 2011). Jim O’Neill specifically outlines one 

key policy for emergent economies to be successful in converging to the developed world: 

Define an inflation target and be vigorous to not exceed it. In this paper, the inflation rate is 

measured by the change in Consumer Price Index (CPI) in line with previous empirical 

analysis and due to the data availability of the metric. 

Since foreign investors seek economic stability as assurance for their investments, a negative 

relationship is hypothesised to exist between levels of FDI and the inflation rate.  
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5. Public Debt 

External debt is another source of economic stability. The factor is included to measure the 

risk of the country’s financial obligations and to assess whether it might discourage FDI. The 

variable is measured as ‘Public debt as a percentage of GDP’. A low debt-to-GDP ratio 

indicates that the production and service level is not too dependent on external financing. It 

would be expected that FDI inflows in relation to the debt/GDP ratio is negative. 

5.2.2.2. Development Indicators 
 

This section seeks to extend the baseline model of the macroeconomic variables with 

additional regressors of development factors and how they are related to inward FDI flows. 

The supplement has two purposes. Firstly, to mitigate omitted variable bias in the baseline 

model, and secondly to extrapolate additional variables of interest in search of significant FDI 

determinants. The addition of the development variables is to be seen as an effort to include 

microeconomic factors in the selected economies. 

1. Human Capital Development 

Human skills are powerful ownership advantages, making it possible to add additional 

competitive advantages of other types. R&D, marketing, management, organisation activities 

and foreign operations require competent and skilled labour in a highly competitive 

environment. In extension, education is perhaps the single most important variable in driving 
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the working population to higher productivity and is likely to be a significant factor of FDI 

decisions. 

Prior studies have frequently used the number of years adolescents spend in secondary 

education as a proximation for human capital stock. However, due to data unavailability, this 

paper has used UN’s Human Development Index which is a composite index measuring 

average achievement in three basic dimensions of human development— a long and healthy 

life, knowledge, and a decent standard of living. The index is the geometric mean of 

normalized indices for each of the three dimensions. The index ranges from 0 to 1, where 0 is 

the lowest and 1 is the highest. It is anticipated that a higher index rating affects FDI inflows 

positively. 

2. Infrastructure Development 

Previous studies have found a well-developed infrastructure to be a significant determinant in 

attracting foreign capital. By improving market access and thus increasing the real size of the 

available market, good infrastructure is particularly important for foreign firms. All else 

equal, foreign investors would naturally prefer a host country with a well-developed 

infrastructure, which would facilitate communication, transportation, distribution and is most 

likely to impact returns on investments positively. The need of developing a metric to 

measure the level of infrastructure has resulted in many different proxies. Consequently, this 

study uses three different country-level proxy variables to estimate the level of infrastructure:  
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1) Individuals using the Internet (% of population) 

2) Urban population (% of total population) 

3) Air transport, registered carrier departures (converted logarithmically) 

The three variables will be added individually to mitigate possible multicollinearity and in 

line with previous research, it is expected to find a positive relationship in regard to FDI 

inflows. 

3. Financial Development  

In addition to physical infrastructure, the effect of a well-structured financial market is 

considered. In general, obtaining information about the risks of the local market through 

financial intermediaries enable foreign investors to better assess the opportunities as well as 

the caveats in the host country.  

As data source, this study has used IMF’s Financial Development Index Database which 

summarizes how developed financial institutions and markets are suited in terms of depth 

(size and liquidity), access (availability of individuals and companies to access financial 

services), and efficiency (ability of institutions to provide financial services at low cost and 

the level of activity of capital markets). The index ranges from 0 to 1, where 0 is the lowest 

and 1 is the highest. In line with previous studies, it is expected to reveal a positive 

relationship between the financial development index and FDI inflows. 
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5.2.2.3. Institutional Indicators 
 

Institutional quality is broad concept that captures law, individual rights and high-quality 

government regulation and services of the hosting countries. The factor is expected to be 

have a positive impact on FDI for a variety of reasons. Firstly, good governance is usually 

associated with higher economic growth, which in turn should attract more FDI inflows. 

Secondly, it is assumed that inefficient level of governance will entail a higher level of 

corruption which, eventually, will increase investment costs and reduce profits. Thirdly, the 

high level of sunk cost imbedded to FDI makes investors highly vulnerable to any unforeseen 

uncertainty. Accordingly, the political uncertainty arising from inadequate government 

institutions will reduce the propensity to conduct FDI.  

This paper has utilized four variables from the Worldwide Governance Indicators’ database. 

The indicators capture different broad dimensions of the character of institutions and 

administration of a country. However, because these variables all capture broad dimensions 

of governance, there is a strong likelihood that they would be highly correlated. 

Consequently, a model that includes all the indictors would likely suffer from 

multicollinearity. Thus, the variables are added separately to the regression model to avoid 

possible multicollinearity. 

1. Corruption 

‘Control of Corruption’ captures perceptions of the extent to which public power is exercised 

for private gain, including both petty and grand forms of corruption. The variable is measured 
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as a percentile rank which indicates the country's rank among all countries covered by the 

aggregate indicator, with 0 corresponding to lowest rank, and 100 to the highest rank. As an 

example, in 2019, Germany scored 95.3, while Bangladesh scored 16.3. 

2. Government Effectiveness 

‘Government Effectiveness’ captures perceptions of the quality of public services, the quality 

of the civil service and the degree of its independence from political pressures, the quality of 

policy formulation and implementation, and the credibility of the government's commitment 

to such policies. The variable is measured as percentile rank which indicates the country's 

rank among all countries covered by the aggregate indicator, with 0 corresponding to lowest 

rank, and 100 to highest rank.  

3. Political Stability 

Political Stability measures perceptions of the likelihood of political instability and/or 

politically-motivated violence, including terrorism.  The variable is measured as percentile 

rank which indicates the country's rank among all countries covered by the aggregate 

indicator, with 0 corresponding to lowest rank, and 100 to highest rank. 

4. Rule of Law 

‘Rule of Law’ captures perceptions of the extent to which agents have confidence in and 

abide by the rules of society, and in particular the quality of contract enforcement, property 

rights, the police, and the courts, as well as the likelihood of crime and violence. The variable 
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is measured as percentile rank which indicates the country's rank among all countries covered 

by the aggregate indicator, with 0 corresponding to lowest rank, and 100 to highest rank. 

5.3. Baseline Model 
 

The baseline model for this study will be defined by key macroeconomic variables, while 

microeconomic variables are added subsequently in the extended model.   

The baseline model is formed with the purpose of introducing fundamental macroeconomic 

factors as the main variables of interest as determinants of inward FDI flows as they seek to 

approximate macroeconomic stability and conditions. In the baseline model, inward FDI 

flows is estimated by three macroeconomic variables: Market size, the degree of openness 

and the current account balance: 

𝐹𝐷𝐼𝑖𝑡 = 𝑎𝑖 + 𝐵1𝑀𝑎𝑟𝑘𝑒𝑡𝑆𝑖𝑧𝑒𝑖𝑡 + 𝐵2𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡 + 𝐵3𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 + 𝑒𝑖𝑡 

5.4. Extended Model 
 

In the extended model, first the level of inflation and public debt is added individually to the 

list of regressors: 

𝐹𝐷𝐼𝑖𝑡 = 𝑎𝑖 + 𝐵1𝑀𝑎𝑟𝑘𝑒𝑡𝑆𝑖𝑧𝑒𝑖𝑡 + 𝐵2𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 + 𝐵3𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡 + 𝐵4𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛𝑖𝑡

+ 𝐵5𝑃𝑢𝑏𝑙𝑖𝑐𝐷𝑒𝑏𝑡𝑖𝑡 + 𝑒𝑖𝑡 

Afterwards, the three development variables will be added one-by-one: Development of 

respective human capital, financial structure and infrastructure. When all the development 

variables are added, the extended regression model is the following: 
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𝐹𝐷𝐼𝑖𝑡 = 𝑎𝑖 + 𝐵1𝑀𝑎𝑟𝑘𝑒𝑡𝑆𝑖𝑧𝑒𝑖𝑡 + 𝐵2𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 + 𝐵3𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡 + 𝐵4𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛𝑖𝑡

+ 𝐵5𝑃𝑢𝑏𝑙𝑖𝑐𝐷𝑒𝑏𝑡𝑖𝑡 + 𝐵6𝐻𝑢𝑚𝑎𝑛𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡 + 𝐵7𝐹𝑖𝑛𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡

+ 𝐵8𝐼𝑛𝑓𝑟𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡 + 𝑒𝑖𝑡 

Ultimately follows the addition of the institutional variables, which are added separately: 

𝐹𝐷𝐼𝑖𝑡 = 𝑎𝑖 + 𝐵1𝑀𝑎𝑟𝑘𝑒𝑡𝑆𝑖𝑧𝑒𝑖𝑡 + 𝐵2𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 + 𝐵3𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡 + 𝐵4𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛𝑖𝑡

+ 𝐵5𝑃𝑢𝑏𝑙𝑖𝑐𝐷𝑒𝑏𝑡𝑖𝑡 + 𝐵6𝐻𝑢𝑚𝑎𝑛𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡 + 𝐵7𝐹𝑖𝑛𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡

+ 𝐵8𝐼𝑛𝑓𝑟𝐷𝑒𝑣𝑒𝑙𝑜𝑝𝑚𝑒𝑛𝑡𝑖𝑡 + 𝐵9𝐼𝑛𝑠𝑡𝑖𝑡𝑢𝑡𝑖𝑜𝑛𝑎𝑙 + 𝑒𝑖𝑡 

 

6. Results 
 

The models are constructed based on the R-studio software package and uses balanced panel 

data in a OLS fixed-effect regression estimation technique to conduct the analysis. The first 

section features the results of the emerging economies, while the following section includes 

the results of the advanced economies. 

6.1. FDI Determinants in the Emerging Economies 
 

The baseline considers relevant macroeconomic variables that seek to explain the variation in 

the inflows of FDI. 
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In the baseline model (1), the log of FDI inflows is estimated by the host country’s GDP, the 

degree of openness and the current account balance. Both FDI and GDP are specified in 

logarithms as thus their relationship is referred to as a log-log specification implying that the 

coefficient is the elasticity of FDI with respect to GDP. The regression estimates a positive 

coefficient of 1.233 and thus predicts that a 1% increase in GDP is associated with a 1.233% 

increase in FDI inflows. The coefficient is significant at the 1%-level with a t-statistic of 

16.66 (
1.233−0

0.074
) and thus the null hypothesis is discarded. The result highlights the 

importance of market size to the decision-making of MNCs and suggests that FDI in the 

developing economies are driven in part by market-seeking intentions. The baseline model 
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(1) also considers the degree of openness regarding FDI inflows as the regression estimates a 

positive relationship with a coefficient of 0.002. The relationship is a log-linear specification 

and can be interpreted as a one-unit change in openness is associated with a 100 ∗ 𝐵𝑗% 

change in FDI inflows. As openness is proxied by ‘Trade as a percentage of GDP’, the 

coefficient suggests that an increase of one percentage point in trade/GDP is associated with a 

100 ∗ 0.002% = 0.2% increase in FDI inflows. The coefficient is significant at the 10%-

level with a t-statistic of 2 (
0.002−0

0.001
) and suggests that liberalization of the developing 

economies and integration into global markets has a positive effect on the attractiveness of 

FDI. 

Additionally, the baseline model (1) has current account balance as a possible explanatory 

variable and finds a negative relationship with a coefficient of -0.009. Thus, the model 

suggests that a positive current account balance is associated with a negative effect on the 

inward FDI flows. However, the coefficient is not significant at the 10%-level with a t-

statistic of −1.5 (
−0.009−0

0.006
) and thus the null hypothesis cannot be rejected, which implies 

that current account balance for the sample of the emerging economies has an insignificant 

effect on the inward FDI flow. The F-statistic of 104.133 is significant at the 1%-level and 

the null hypothesis is clearly discarded and the alternative hypothesis is accepted that at least 

one of the coefficients in the regression is different from 0 (𝐵𝑗 ≠ 0). 

In terms of the measure of fit, the baseline model reports a 𝑅𝑎𝑑𝑗
2  of 0.567, which suggests that 

the regressors explain 56.7% of the variation in FDI inflows and thus the explanatory 



63 
 

variables are reasonably suitable at predicting the values of the dependent variable in the 

sample. The summary of the relatively high predictive ability of the regression entails that 

macroeconomic factors are substantial determinants of the inward flow of FDI in the 

developing economies and largely due to the high significance of the market size variable and 

the openness degree to a lesser extent. 

In model (2), inflation is added to the list of regressors to measure the effect of monetary 

stability on the FDI flow. The regression estimates a negative relationship with a coefficient 

of -0.005 and t-statistic of −2.5  (
−0.005−0

0.002
), which is significant at the 5%-level at which the 

null hypothesis can be discarded. 

The relationship is a log-linear specification and can be interpreted as a one-unit change in 

inflation is associated with a 100 ∗ 𝐵𝑗% change in FDI inflows. As inflation is measured in 

the annual percentage change in consumer prices, the coefficient suggests that an increase of 

one percentage point in inflation is associated with 100 ∗ −0.005% = −0.5% decrease in 

FDI inflows. The F-statistic decreases to 81.343 but is still significant at the 1%-level and the 

measure of fit improves slightly with a reported 𝑅𝑎𝑗𝑑
2  of 0.577. In addition, with the inclusion 

of the inflation variable, the openness variable is now significant at the 5%-level.  

The result indicates that sound macroeconomic policy decisions regarding low inflation 

targeting is a contributing factor to the attractiveness of FDI and is consistent with the 

economic notion that high inflation levels are detrimental to a developing economy. 
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In model (3), a metric for public debt is added to the list of explanatory variables to measure 

the effect of government debt on the attractiveness of inward FDI flow. The regression 

estimates a negative relationship with a coefficient of -0.004 and t-statistic of −2  (
−0.004−0

0.002
) 

which is significant at the 5%-level at which the null hypothesis can be discarded. 

The relationship is also a log-linear specification and can be interpreted as a one-unit change 

in government debt is associated with a 100 ∗ 𝐵𝑗% change in FDI inflows. As the variable is 

measured as a percentage to GDP, the coefficient suggests that an increase of one percentage 

point in public debt/GDP is associated with 100 ∗ −0.004% = −0.4% decrease in FDI 

inflows. The result underlines how the financial leverage of the developing economies is 

affecting their attractiveness to FDI. 

The F-statistic is still significant at the 1%-level and improves the measure of fit marginally. 

In addition, it is worth noting that both the openness and inflation variable is now significant 

at the 1%-level – reinforcing the earlier inference. 

6.1.1 Addition of Development Variables 
 

In model (4), a variable for human capital development is added to the list of regressors as a 

qualitative variable of the working population. 
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The regression estimates a positive relationship with a coefficient of 2.273 and t-statistic of 

1.79 (
2.273−0

1.263
) which is significant at the 10%-level. The log-linear relationship posits that a 

one-unit change in the human capital index is associated with a 100 ∗ 𝐵𝑗% change in FDI 

inflows. However, the variable has an upper limit of one and thus the partial effect on FDI is 

not apparent, but the result highlights that productivity factors such as education and health 

are beneficial to the overall attractiveness of inward FDI flows and implies MNCs’ FDI into 

emerging markets are partially efficiency-seeking. 
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In model (5), an index for financial development is added to the list of explanatory variables 

and the regression reveals a positive relationship with a coefficient 1.038 and a subsequent t-

statistic of 2.29 (
1.038−0

0452
), which is significant at the 5%-level. The log-linear relationship 

represents a one-unit change in the financial development index is associated with a 100 ∗

𝐵𝑗% change in FDI inflows. Nevertheless, the variable also has an upper limit of one and thus 

a one-unit increase would surpass this threshold and restrains the inference of the coefficient. 

However, the result indicates that the development of financial markets and institutions is a 

determinant factor in attracting FDI. 

In model (6), a proxy for infrastructure development is added to the list of regressors by 

estimating the impact of internet usage on inward FDI flows. Intriguingly, the regression 

finds a negative relationship with a coefficient of -0.006 and a following t-statistic 

of−3 (
−0.006

0.002
), which is significant at the 1%-level.  However, internet usage may not be the 

most suitable proxy for infrastructure development and thus in model (7), infrastructure 

development is instead proxied by urbanization. Contrary to expectations, the model suggests 

a negative relationship between urbanization and FDI inflows, but the coefficient is not 

significant at 10%-level and thus the null hypothesis cannot be rejected. In model (8), the 

infrastructure development is proxied by air transport departures and the model estimates a 

negative relationship with FDI inflows, but the variable is not significant at the 10%-level 

and the null hypothesis cannot be discarded. Overall, the inclusion of the infrastructure 

variables does not add much explanatory power as the 𝑅𝑎𝑑𝑗
2  only improves marginally and 
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curiously none of three variables exhibited a positive impact on FDI, which was to be 

expected and in general suggest that the level of infrastructure do not drastically explain the 

variation in FDI flows. The F-statistic continues to be significant at the 1%-level. Since air 

transport has a direct link to a nation’ infrastructure scale, the subsequent analysis will adopt 

this variable as the primary proxy from infrastructure development despite its insignificance 

as a determinant.  

6.1.2. Addition of Institutional Variables 
 

In model (9), the corruption percentile variable is added to the list of regressors. The model 

estimates a positive relationship with a coefficient of 0.004 and suggests that a higher rank in 

the corruption index, which is associated with a lower degree of corruption in the host 

country, is beneficial in the attractiveness of FDI. However, the variable is not significant at 

the 10%-level and the null hypothesis cannot be rejected. 

In model (10), a percentile rank for government effectiveness is included and peculiarly the 

regression estimates a negative relationship, yet the variable is not significant at the 10%-

level. 

In model (11), a percentile rank for political stability is added to the list of regressors and the 

model estimates a slightly negative relationship, but the coefficient is not significant at the 

10%-level and the null hypothesis, that a rank for political stability has no partial effect on 

the inward FDI flows, cannot be rejected. Lastly, in model (12), a percentile rank for the rule 

of law for the host country is included and the model finds a positive relationship which 
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suggests that a higher ranking in terms of judicial potency is beneficial to attract FDI flows. 

However, again the variable is not significant at the 10%-level and the null hypothesis cannot 

be rejected.  
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With the addition of the institutional variables, the F-statistic maintains its significance at the 

1%-level, while the measure of fit in terms of 𝑅𝑎𝑑𝑗
2  has remained almost identical to the 

models without the variables and strongly indicates that the institutional factors do not 

contribute to explanation of variation in FDI flows. 

6.1.3. Summary of the results 
 

The main findings suggest that the macroeconomic factors are the most prominent 

determinants of FDI in emerging economies – especially the importance of market size, but 

also the inverse relationship with inflation and public debt as contributing risk elements. Of 

the development variables, the main finding relates the positive impact of financial 

development on the inflows of FDI, while the insignificance of the institutional variables 

suggests that inward FDI is relatively more determined by the macroeconomic conditions and 

stability and less reliant on governance and microeconomic features of the host economy. 
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6.2. FDI Determinants in the Advanced Economies 
 

The baseline model considers three key macroeconomic variables that seek to explain 

variation in the amount of FDI. 

 

In the baseline model (1), FDI flows are estimated by market size, openness, and current 

account balance. As both FDI and GDP are specified in logarithmic terms, the relationship is 

referred to as a log-log specification, which entails that the coefficient is the elasticity of FDI 

with respect to GDP. The regression estimates a positive coefficient of 0.950 which implies 

that a 1% increase in GDP is associated with 0.95% increase in FDI inflows. The coefficient 
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is significant at the 1%-level with a t-statistic of 4.89 (
0.950−0

0.194
) and thus the null hypothesis is 

discarded, and the alternative hypothesis is accepted that the true parameter is different from 

zero. The result highlights the impact of market size as a determinant of FDI flows into the 

sample of advanced economies and implies that MNCs remain substantially market-seeking 

in their decision-making in terms of investing into developed nations. 

In addition, the baseline model (1) estimates the impact of the host country’s degree of 

openness regarding inward FDI flows and finds a positive relationship with a coefficient 

0.014. The relationship is a log-linear specification and can be interpreted as a one-unit 

change in openness is associated with a 100 ∗ 𝐵𝑗% change in FDI inflows. As openness is 

proxied by ‘trade as a percentage of GDP’, the coefficient suggests that an increase of one 

percentage point in trade/GDP is associated with 100 ∗ 0.014% = 1.4% increase in FDI 

inflows. The coefficient is significant at the 1%-level with a t-statistic of  2.8 (
0.014−0

0.005
) and 

suggests that a continuation of liberalized markets in the developed economies and further 

integration into global markets has a positive effect in attracting FDI. Current account 

balance is likewise an explanatory variable in the baseline model (1) and the regressions finds 

a negative relationship with a coefficient of -0.001, but the variable is not significant at the 

10%-level and thus the null hypothesis cannot be rejected.  

In model (2), inflation is included in the regression and the model estimates a positive 

relationship with a coefficient of 0.067 with a t-statistic of 2.79 (
0.067−0

0.024
), which is 
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significant at the 1%-level. The result indicates that an increase in the level of inflation is 

associated, all else equal, with an increase in inward FDI flows in the sample of developed 

economies, suggesting that monetary policies is a significant determinant of FDI flows. The 

positive relationship can possibly be explained by the relative low inflation rate experienced 

among developed countries in the wake of the financial crisis in 2008 as inflation has been 

consistently below target despite substantial monetary stimulus measures. (White Rose 

Online Research, 2018). Thus, increased level of inflation might signal improved market 

conditions and increased economic activity.  

In model (3), government debt is added to list of regressors, and the regression model 

estimates a negative relationship with a coefficient of -0.002 with a t-statistic of 

−1  (
−0.002−0

0.001
), which is not significant at the 10%-level and consequently the null 

hypothesis cannot be rejected which implies that advanced nations’ government debt level is 

not a determinant factor of FDI inflows.  

6.2.1. Addition of Development Indicators 
 

In model (4), a variable for human capital development is added. The model estimates a 

slightly negative relationship with a coefficient of -0.198 but is not significant at the 10%-

level with a t-statistic of -0.075 (
−0.198−0

2.653
) and thus the null hypothesis cannot be rejected. 
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In model (5), a metric for financial development is added to the list of explanatory variables 

and the regression estimates a positive relationship with a coefficient 2.654 and, in extension, 

a t-statistic of 4.66 (
2.654−0

0.569
), which is significant at the 1%-level. The log-linear relationship 

represents that a one-unit change in the financial development index is associated with a 

100 ∗ 𝐵𝑗% change in FDI inflows. However, the variable also has an upper limit of one and 

thus a one-unit increase would exceed this threshold, limiting the inference of the coefficient 

and the variable. Nevertheless, the highly significant result indicates that the structure and 
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development of financial markets and institutions is a determinant factor in the attraction of 

FDI flows in the advanced economies. Presumably, foreign investors seek the benefits of a 

well-developed financial structure as it can provide easier access to capital, information, low-

cost services, and impede liquidity constraints. 

In model (6), a proxy for infrastructure development is added to the list of regressors by 

estimating the impact of internet usage on inward FDI flows. Curiously, the regression 

estimates a negative relationship with a coefficient of -0.006 and a following t-statistic of 

−2 (
−0.006−0

0.003
), which is significant at the 10%-level.  

In an attempt to approximate infrastructure development alternatively, model (7) has 

infrastructure development proxied by urbanization and the model yields a positive but 

insignificant coefficient of 0.019. In model (8), infrastructure development is proxied by air 

transport and the regression estimates a positive coefficient of 0.42, but the variable is not 

significant at the 10%-level and thus the null hypothesis cannot be rejected.  

6.2.2. Addition of Institutional Indicators 
 

In model (9), a corruption percentile rank is added to the list of regressors. The model 

estimates a positive relationship with a coefficient of 0.001 and suggests that a higher rank in 

the corruption index, which is associated with a lower degree of corruption in the host 

country, is beneficial in the attractiveness of FDI. However, the variable is not significant at 

the 10%-level and the null hypothesis cannot be rejected. 
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In model (10), a percentile rank for government effectiveness is included and intriguingly the 

regression estimates a positive relationship with a coefficient 0.017 and a following t-statistic 

of 2.13 (
0.017−0

0.008
), which is significant at the 5%-level. The result stresses how the quality of 

policy formulation and implementation and the government’s commitment to such policies, 

are a contributing factor to FDI inflows in the advanced economies as foreign investors 

presumably monitor the political activity and landscape closely in their decision-making as it 

can provide favourable circumstances for the business case.  

In model (11), a percentile rank for political stability is added to the list of regressors and the 

model estimates a positive relationship, but the variable is not significant at the 10%-level 

and the null hypothesis, that a percentile rank for political stability has no effect on the 

inward FDI flows, cannot be rejected. Lastly, in model (12), a percentile rank for the rule of 

law for the host country is included and the model finds a positive but insignificant 

relationship as the variable is not significant at the 10%-level.  

6.2.3. Summary of the results 
 

The main findings of the results relate to how the mixture of macroeconomic, development 

and institutional factors affect the FDI inflows into the advanced economies. Market size 

remains a significant determinant, but more notably it is the degree of openness that is a 

relatively more prominent factor, signalling the importance of further liberalization to remain 

attractive for FDI. The strong significance of the financial development along with the 

positive impact of the institutional ‘government effectiveness’ variable suggests that FDI into 
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the advanced economies is stimulated by a well-developed financial structure and reliant 

actions of the host economy’s government in terms of policy formulation and 

implementation. 

7. Comparative analysis 
 

This section is dedicated to a comparison of the regression models for the emerging and 

advanced economies and how they differentiate.   

7.1. Macroeconomic Regression Models 
 

In the first part, when only the macroeconomic variables are included, the regression model 

for the emerging economies is the following: 

𝑙𝑜𝑔𝐹𝐷𝐼𝑖𝑡 = 1.035𝑙𝑜𝑔𝐺𝐷𝑃∗∗∗
𝑖𝑡 + 0.004𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡

∗∗∗ − 0.008𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 − 0.005𝐼𝑛𝑓𝑙𝑖𝑡
∗∗∗

− 0.004𝑃𝑢𝑏𝑙𝐷𝑒𝑏𝑡𝑖𝑡
∗∗ 

𝑅𝑎𝑑𝑗
2 = 0.585 

 

By comparison, the macroeconomic regression model for the developed economies is 

estimated to be: 

𝑙𝑜𝑔𝐹𝐷𝐼𝑖𝑡 = 0.899𝑙𝑜𝑔𝐺𝐷𝑃𝑖𝑡
∗∗∗ + 0.015𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡

∗∗∗ − 0.006𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 + 0.049𝐼𝑛𝑓𝑙𝑖𝑡
∗

− 0.002𝑃𝑢𝑏𝑙𝐷𝑒𝑏𝑡𝑖𝑡 

𝑅𝑎𝑑𝑗
2 = 0.179 

 
*   refers to the level of significance.    

*   refers to the level of significance.    
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Both regression models estimate a robust, positive relationship between FDI inflows and the 

host countries’ GDP. The result highlights how direct investments into both developing and 

developed economies are market-seeking in nature as market size, proxied by GDP, is a 

significant determinant in both samples. Particularly, developing economies attract relatively 

more FDI from their sheer market size compared with the developed economies given the 

more positive coefficient of the GDP variable. The distinction indicates that MNCs market-

seeking motives are more prevalent in the emerging economies. 

Similarly, both regression models estimate a significant, positive relationship between FDI 

inflows and the economies’ degree of openness, proxied by the countries’ trade as a 

percentage of GDP. The coefficient for the advanced economies is almost three times as large 

as the coefficient for the emergent economies and the result indicates that the degree of 

openness has a stronger impact on the attractiveness of FDI for the advanced economies 

compared to the emergent economies. The result suggests that policy agendas towards a more 

open economy act more favourably in the developed economies than the developing 

economies in terms of attracting FDI. Both regression models discard the current account 

balance as a likely determinant of FDI flows. Although the current account balance is an 

important indicator of an economy’s condition, it does not appear to affect the attractiveness 

of FDI for both the developing and developed economies.  

Inflation is a significant determinant in both models, when only macroeconomic variables are 

included in the regression, but the effect is ambiguous compared between the two samples. In 
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the emerging economies, higher inflation is associated with a lower inflow of FDI, while in 

the advanced economies, higher inflation is estimated to affect FDI inflows in a positive 

direction. This intriguing result suggests that inflation is more prominent risk factor for 

foreign investors in the developing economies as inflation as seen as proxy for 

macroeconomic stability. In the advanced economies, inflation rates have been relatively low 

for the past decade further evoked by the financial crisis. Despite several stimulus packages, 

the level of inflation has been low and its generally accepted that higher-than-expected 

inflation now is a clear signal of strengthening economic activity. This could in turn explain 

the positive relationship between the inflation rate and the inflow of FDI in the advanced 

economies as increased inflation improves the market conditions and benefit the market-

seeking motives sought by MNCs. 

Government debt provides another macroeconomic metric to explain possible variation in 

FDI inflows and, as expected, both regression models estimate a negative relationship, but the 

level of significance varies between the two samples. Government debt is a significant 

determinant in the sample of emerging economies, but insignificant in the sample of 

advanced economies. This result indicates that public debt levels is a contributing 

determinant of FDI inflows in emerging economies as it implies MNCs assesses that 

macroeconomic stability in emerging markets are highly dependent on government debt 

levels. It can be argued that MNCs integrate this risk factor into their decision-making 

process to a much larger extent in the developing economies. In general, the results imply 
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that macroeconomic conditions are more prominent determinants in the sample of emerging 

economies in the attractiveness of FDI – especially by the significance of the market size and 

the inverse relationship of inflation and public debt on FDI inflows. 

Nevertheless, the main difference between the two regression models concerns the disparity 

in the measure of fit. With a 𝑅𝑎𝑗𝑑
2  of 0.585, the macroeconomic variables explain 58.5% of 

the variation in FDI inflows in the sample of emerging economies in contrast to the sample of 

advanced economies where the identical variables only explain 17.9% of the variation. The 

apparent conclusion may be that FDI inflows into emerging economies is largely determined 

by macroeconomic factors compared to advanced economies and highlights the importance 

of economic conditions and stability to attract FDI in developing economies. 

7.2. Development Regression Models 
 

When development variables are included, the following regression model of the developing 

economies is estimated to be: 

𝑙𝑜𝑔𝐹𝐷𝐼𝑖𝑡 = 0.782𝑙𝑜𝑔𝐺𝐷𝑃𝑖𝑡
∗∗∗ + 0.002𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡 − 0.008𝐶𝑢𝑟𝑟𝐴𝑐𝑐𝑖𝑡 − 0.004𝐼𝑛𝑓𝑙𝑖𝑡

∗

− 0.004𝑃𝑢𝑏𝑙𝐷𝑒𝑏𝑡𝑖𝑡
∗∗ + 1.617𝐻𝑢𝑚𝑎𝑛𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑖𝑡 + 1.045𝐹𝑖𝑛𝐷𝑒𝑣𝑖𝑡

∗∗

− 0.04𝑙𝑜𝑔𝑇𝑟𝑎𝑛𝑠𝑝𝑜𝑟𝑡𝑖𝑡 

𝑅𝑎𝑑𝑗
2 = 0.595 

 

 

 

*   refers to the level of significance.    
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The corresponding regression model for the developed economies is estimated to be:  

𝑙𝑜𝑔𝐹𝐷𝐼𝑖𝑡 = 0.699𝑙𝑜𝑔𝐺𝐷𝑃𝑖𝑡
∗ + 0.014𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠𝑖𝑡

∗∗ + 0.005𝐶𝑢𝑟𝑟𝐴𝑐𝑐 + 0.030𝐼𝑛𝑓𝑙𝑖𝑡

− 0.002𝑃𝑢𝑏𝑙𝐷𝑒𝑏𝑡𝑖𝑡 − 4.57𝐻𝑢𝑚𝑎𝑛𝐷𝑒𝑣 + 2.54𝐹𝑖𝑛𝐷𝑒𝑣𝑖𝑡
∗∗∗

+ 0.42𝑙𝑜𝑔𝑇𝑟𝑎𝑛𝑠𝑝𝑜𝑟𝑡𝑖𝑡 

𝑅𝑎𝑑𝑗
2 = 0.25 

 

With the addition of the development variables, market size remains a strong determinant of 

FDI inflows into emerging economies as it is still significant at the 1%-level, yet the variable 

is only significant at the 10%-level in the regression model for advanced economies, which 

underlines the effect of possible omitted variable bias in the baseline regression models when 

only the macroeconomic variables were included. In contrast, the openness variable is no 

longer significant at the 10%-level in the regression model for emerging economies but 

remains a significant determinant in the sample of advanced economies. The result suggests 

that a more open economy, remain a positive factor for the attraction of FDI in the developed 

economies, but has an insignificant effect in the developing nations. The data suggests FDI 

into emerging markets rely relatively more on the sheer market size of the host nations, while 

liberalization of the emerging economies does not appear to promote FDI significantly. In 

contrast, FDI into the advanced economies are relatively less related to market size but is 

significantly influenced by the degree of openness. 

*   refers to the level of significance.    
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Inflation continues to be a significant determinant in the emerging economies as increased 

inflation remain a negative factor for the inflow of FDI, but the variable is no longer a 

significant factor in the sample of advanced economies. Similarly, government debt remains a 

significant determinant for FDI inflows in the emerging economies but is not significant in 

the model for the advanced economies. The resulting inference bolster the notion, that risk 

assessments of MNCs in terms of key macroeconomic metrics are more prominent in the 

emerging economies as macroeconomic stability and conditions continue to be substantial 

factors in the estimation of FDI inflows. The relationships specify the importance of sound 

macroeconomic policies in the emerging economies in order to remain attractive to foreign 

investors, while the impact is less apparent in the advanced economies. 

With the addition of the development variables, both models find an insignificant relationship 

with the human capital variable as the null hypothesis cannot be rejected at the 10%-level in 

both samples, indicating that the index for health, knowledge and standard of living is not a 

determinant factor in the attraction of FDI inflows. The puzzling result signals FDI inflows to 

be less reliant on workforce conditions existing in the host economies and indicates that 

MNCs are less motivated by efficiency-seeking incentives. 

In contrast, both models find a positive, significant relationship with the financial 

development variable, which is significant at the 5%-level for the emerging economies and 

1%-level for the advanced economies. In general, the result highlights the importance of 

developed financial institutions and markets regarding their depth, access, and efficiency in 
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order to remain attractive as a target of FDI - irrespective of whether the host economy is 

emerging or advanced.  

In terms of infrastructure development, several proxy variables were applied but ultimately 

the air transport was selected as it is seen as the most direct link to an economy’s 

infrastructure base. However, both models estimate an insignificant relationship with the 

variable as it fails to be significant at the 10%-level and suggests air transport is not a 

determinant factor regarding FDI inflows in neither emerging nor advanced economies. It 

could be argued that the variable simply not encompass a nation’s infrastructure base as many 

other forms of public and quasi-public infrastructure such as swage systems, water treatment 

plants, waterways etc. also are highly relevant to assess the infrastructure of a nation. 

Therefore, it can be argued that there is a limited inference to be drawn from the results on 

the partial effects of infrastructure on the inflow of FDI.  

7.3. Institutional Regression Models 
 

With the addition of institutional variables, which were added individually to avoid possible 

multicollinearity, the regression model for the emergent economies uncovers no significant 

relationship between either of the variables on the inward FDI flows, while the measure of fit 

only increases marginally and the result suggests the institutional factors have a limited effect 

on developing economies’ FDI attractiveness.  

The same pattern relates to the regression model for the developed economies, where neither 

the corruption, political stability nor rule of law variable were significant determinants. 
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However, in contrast to model for the emerging economies, the regression model of the 

advanced economies estimates a positive, significant relationship with the ‘government 

effectiveness’ variable, which indicates that institutional factors concerning policy 

formulation and implementation is affecting the attractiveness of FDI for the advanced 

economies. This result highlights how effective political actions in the developed economies 

increases FDI attraction. Governments’ ambition to establish or enhance a competitive 

advantage in an international context have a clear positive effect in developed countries, but 

is not observable in the emerging economies. 

Overall, macroeconomic determinants are arguably more prominent factors in relation to FDI 

inflows in the emerging economies, while development and institutional factors were 

relatively more prevalent for the advanced economies – noticeably by the significance of 

financial development and government effectiveness on FDI inflows. 

8. Discussion 
 

In the previous section, a series of tests were conducted in order to be able to conclude on the 

main research questions for the thesis: 

1) To what extent is it possible to derive significant statistical links between inwards FDI 

flows and possible determinants? 

2) Is there a disparity between emerging and advanced economies in how they attract 

FDI? 
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In general, we assess that the results presented in the preceding sections are consistent with 

the proposition that MNCs seek increased access to the host country’s market and are 

utilizing abundant factors available in the country in their choice of a particular country as a 

location for setting up a new facility.  This is documented by the proven significance of the 

GDP variable as a determinant of FDI inflows in both emerging and advanced economies and 

the significance of the financial structure variable, which arguably indicates that an objective 

for the MNCs is to utilize a stronger financial system in various roles, e.g. as a resource 

allocator, provider of information or even as a cost-reducing mechanism.  

In terms of the eclectic OLI paradigm, the location aspect of the theory prompts MNCs to 

assess whether there is a comparative advantage performing specific functions within a 

particular nation.  The results of the analysis support the thesis that location-specific variables 

are substantial drivers of FDI inflows evident by the significance of the size and growth of 

the domestic markets along with macroeconomic metrics as key factors influencing the FDI 

inflows into emerging economies. These observations underline a strong tendency for flows 

to be largely market-seeking investments, but importantly conditional on the macroeconomic 

conditions residing in the host nation. Turning to the advanced nations, FDI tend to be less 

dependent on macroeconomic indicators, but on the other hand responded strongly to the 

factor of how open the economy is. In addition, the significance of the financial development 

variable in both developing and developed economies suggest that the strategic 

considerations of the MNCs are positively dependent on the development of the financial 
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system. It could be argued that the domestic competitive pressure, enabled by the improved 

financial system, acts a catalysator for MNCs to invest in the countries to keep up with the 

local incumbents benefitting from better access to capital.  

The results exert that the variety and the level of FDI is highly dynamic and that the 

macroeconomic factors have a much stronger explanatory power in the emerging economies 

compared to the advanced economies. These observations could be interpreted as a support to 

Dunnings Investment Development Path. It assumes that investments of MNCs gradually 

evolve over time to higher levels as the host country develops and matures. FDI inflows into 

emerging economies were largely driven by macroeconomic forces with a relatively high 

measure of fit, while development and institutional factors were more prominent 

determinants for the advanced economies. Looking at the individual country, it means that 

investment inflows into the early stage of a country’s development primarily seem to be 

driven by macroeconomic factors but succumb to more complex features as the host country 

develops. 

The findings, that FDI flows into the emerging economies is much more dependent of the 

development on a number of macroeconomic elements, could also be seen in the context of 

the classical theory of FDI on economic development.  This theory maintains that FDI are 

largely beneficial to the less developed domestic economies as FDI further stimulates an 

ongoing positive development in the economy. This is extrapolated by the findings as 

increased FDI inflows is dependent on the emerging nations maintain sound macroeconomic 
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conditions and stability - aligning the incentives of the host government with the motives of 

the MNCs and constitute an implicit co-operation. The classical theory advocates that 

increasing degree of openness and financial development further spurs FDI inflows and could 

eventually lead to an integration of the domestic economy into international markets. This 

notion is supported by the findings of the advanced economies, where increased openness and 

improvement in advanced technologies, proxied by the development of the financial 

structure, further enhance its ability to attract foreign capital.  The openness variable is 

relatively more significant in the sample of advanced economies and, therefore, as 

highlighted above, the development process should be seen in a longer horizon. It suggests 

that the effect of liberalization on FDI does not appear to exhibit diminishing returns in 

countries as they develop. On the contrary, it increases the significance of the relationship. 

The importance of adopting an open economy agenda is much more observable when the 

country has advanced its development substantially.   

The interpretation of the results in conjunction with the Institutional Theory is also relevant.  

The theory focuses on respective government- and market-fitness and is to some extent 

relatable to the findings. Both forces are present in the two samples, but more indirectly. In 

terms of government fitness, one proxy could be the prominence of economic openness’ 

which has positive effect on FDI inflows. It supports the importance of public policy decision 

makers on trade proposals and should encourage participants to the continuation of market 

liberalization policies. On the other hand, other proxies linked to government fitness, such as 
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corruption and transparency did not yield a significant effect on FDI flows in neither samples. 

Market fitness, as measured by changes in GDP and financing access, are similarly 

represented in the results. In both samples, these factors were significant in determining the 

inflow of FDI. Consequently, quick access to finance and low transaction costs associated 

with a well-developed financial system is a strong signal of the economy’s market fitness and 

thereby its ability attract FDI.  Even though both fitness factors have some significance, it is 

arguably the market fitness that is the more prevalent factor for the emerging economies in 

the enticement of FDI owing to the significance of the market size.  The government fitness, 

on the other hand, was more applicable to the attraction of FDI in the advanced economies 

due to the magnitude of openness degree and government effectiveness on the inflow of FDI. 

Consequently, the timing and effects of governments incentives of the host governments will 

possibly vary over time – but it is hardly possible to draw firm conclusions based on the data 

set given the proxy nature of the variables used in relation to the overall theme. Still, one 

could argue that governments of the emerging economies should focus on sustainable growth 

and maintain rational macroeconomic conditions, while the role of government in the 

advanced nations should lean more on integration with international markets, promote 

financial development and be reliant in policy formulation and implementation. 

In terms of the Product Life Cycle Theory, it is important to note that this theory takes an 

even more dynamic view of the FDI process. The findings assert a relative higher elasticity of 

FDI with respect to GDP in the emerging economies and suggest MNCs should be eager to 
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satisfy the growing demand for its product and initiate market entry in the developing 

economies based on favourable market conditions. As the product will be in a relatively early 

growth stage, it will exhibit much higher growth rates compared with the advanced 

economies. Furthermore, the theory focuses on the availability of capital associated with the 

development of financial structure which further accelerates the foreign investment patterns. 

It is stimulating domestic competition and, thereby, indirectly improve market conditions by 

extending capital admittance to citizens and businesses.  This notion is supported by the 

findings in the analysis by the significance on the financial development variable in both 

samples. The empirical analysis, to a large extent, resembles the results obtained by Walsh et. 

al (2010) who found that financial structure is a significant determinant in their study of FDI 

inflows. The significance of the development level of the financial structure is also present in 

the results of Borensztein (1998), Alfaro et. al (2004) and Kinda (2010). Altogether, this is 

seen as a rather vague support to the theory, as it only addresses one element of the theory, 

the constitution and development of the financial system. The core of the theory, how 

products develop under different economic circumstances, is much more difficult to prove in 

a statistical sense. 

9. Conclusion 
 

The study was set out to investigate the determinants of FDI inflows on a subset of emerging 

and advanced economies and to derive potential disparities between them. Using a fixed-

effect OLS regression model with balanced panel data over the time period of 1996-2018, 
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this paper has identified several significant macroeconomic, development and institutional 

factors to explain the variation in FDI inflows and highlighted the distinct implications for the 

developing and developed economies respectively. 

As expected, macroeconomic factors play an important role in the decision process of MNCs 

whether to enter a new market. But the results indicate that there are several distinctions 

between the developing and developed economies. The positive and significant coefficient of 

market size factors (GDP) indicates that FDI is determined by MNCs’ market-seeking 

considerations and was particularly perceptible for the emerging economies. Furthermore, 

FDI inflows into the emerging nations were related inversely to key macroeconomic stability 

determinants in public debt and inflation level - underlining the importance of sound policy 

decisions in these areas to remain attractive to foreign investors. On the other hand, the 

degree of openness of the domestic economy was a robust factor for the advanced nations in 

estimating FDI inflows but insignificant for the emergent economies in the extended model. 

It can be concluded that when an economy reaches a certain level of development, foreign 

investors put relatively more focus on the positive effect of further integration into 

international markets.  

The addition of development and institutional variables contributed marginally to the 

regression’s explanation powers but derived a positive and significant relationship between 

FDI inflows and the development of the host country’s financial structure. It suggests that 

measures to improve the financial structure will not only be beneficial to the domestic 
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country development but also has the affiliated effect of enhancing the attraction of foreign 

capital, irrespective of the stage of the host economy. The weakness of the insignificant 

institutional governance variables as determinants of FDI inflows was an intriguing result but 

very much in line with several other studies that have shown that these factors are not suitable 

predictors for the level of FDI inflow. 

Another firm conclusion of the study is the apparent disparity in the measure of fit. The 

extended regression model of the emerging economies accounted for ~60% of the variation 

of FDI inflows compared with the advanced economies’ model of ~25%. The relatively high 

explanatory power of the model for emergent economies was mainly due to the 

macroeconomic variables. Altogether, this result suggests that a focus by policymakers in the 

emerging economies on prudent macroeconomic management (e.g., low inflation, strong 

growth, sustainable external debt) will lead to more FDI. It entails that foreign investors in 

emerging markets mainly focuses on deeds in the economic sphere.  

The findings line up with several theoretical standpoints. First, the results underline the 

importance of location-specific variables related to the OLI-paradigm where the pull factors 

were largely market-seeking considerations along with macroeconomic stability for the 

emerging economies. Also, in line with the theory, inflows into the advanced economies were 

relatively more contingent on the degree of openness, financial development, and efficient 

governance. This insight also supports Dunning’s Investment Development Path, which focal 

point is the dynamic interaction between FDI and the level of economic development of a 
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given country. The results indicate that in the earlier stages of development, macroeconomic 

condition and stability are the most important elements of attracting FDI but become less 

influential in the advanced economies where liberalization, financial development, and 

institutional quality play more a significant role.  

Generally, the results verify that FDI inflows are influenced by national characteristics and 

that the same type of endowments have different significance for different stages of a 

country’s development. 
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Appendix I  

The time series are measured in current USD. 
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Appendix II 

The residuals are plotted for the emerging economies in the extended model where 

macroeconomic, development and institutional variables are included: 
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The residuals are plotted for the advanced economies in the extended model where 

macroeconomic, development and institutional variables are included: 

        Residuals 
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Appendix IIII 

Testing for unit root in the dependent variable in the sample of emerging economies: 

 

 

Testing for unit root in the dependent variable in the sample of advanced economies: 

 

 

 

 

 

 


