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Surge of OECD FDI into developing countries

Since the mid 1990s OECD countries started to place an increasing share
of their FDI into developing countries in ECA, ESA, MENA, SSA, LAC.

Major 4 OECD investors’ (US, Germany, France and Netherland)
presence varied substantially in these regions in terms of value and time.
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Figure 1: OECD FDI per capita position (US$) by region of destination
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Important questions raised

These facts raise several important questions:
1 What determines FDI from high income countries to different developing

regions?
2 Which are indeed the most crucial ones?
3 Are they homogenous among distinct regions?

Answers to such questions are of great importance for the design of
appropriate policies to attract FDI in specific regions.
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Theoretical & Empirical Literature

Theoretical and Empirical Survey of Faeth (2009) presents 9 theoretical
models explaining FDI:

no single theory of FDI, but a variety of theoretical models.

Thus, analysis of FDI determinants should be explained more broadly by a
combination of factors from a variety of theoretical models.

No sufficient guidance for selecting the proper empirical model => the
issue of model uncertainty arises.

So far the empirical literature has not attempted to evaluate the
robustness of FDI determinants.
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Determinants of FDI

Annual data for 129 developing countries classified into 5 developing regions
(ECA, ESA, MENA, SSA & LAC based on WB classification) for the
1995–2008 period.

Dependent variable:
Bilateral FDI stocks per capita from major 4 OECD investors (US, GER,
FRA & NED), FDIpc.

Explanatory Variables:
Market size & Market Potential: GDP, GDPpc, GROWTH.
Labor cost & Productivity: WAGE & LPROD.
Resources: OIL, GAS & MINORES.
Host Country’s Openness, Bilateral Trade Experience & Common Policy
Framework: OPEN, BTRADE & FTA.
Human Capital Development: NETP & NETS.
Macroeconomic Factors: EXC, STDEXC, INF, STDINF & DEBT
Geographical & Cultural proximity: DIST , LANG & COLON.
Institutional Factors: ACC, CORR, GOV , LAW, POL & REG.
Double Taxation Treaties & Bilateral Investment Treaties: DTT & BIT .
Infrastructure & Corporate Tax: MOBFIX, INT & TAX.
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Methodology: Bayesian Model Averaging

Alternative models Mj, with j = 1, ..., J defined by a subset of kj included
from K.

yi = aiιT + Xj
iβ

j + εi (1)

If θj = βj, σ, αi is the quantity of interest, then its posterior distribution given
the data, y, is:

p(θj | yi) =

2K∑
j=1

p(θj|yi,Mj)p(Mj|yi) (2)

This is an average of the posterior distributions under each of the models
considered, weighted by their PMPs:
Have to compute PMPs => choose prior distribution over the space M of all
2K . We allocate equal prior model probability to each model:

p(Mj) = 2−K (3)

Yields uninform distribution; implies prob. of including a regressor is 0.5,
independent of the combination of regressors included in the model.
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Methodology: BMA continued...

With this prior model probability we get the following expression for the
PMPs:

p(Mj | yi) =
p(yi |Mj)∑2K

i=1 p(yi |Mj)
(4)

where p(yi |Mj) is the marginal likelihood of Model Mj given by:

p(yi |Mj) =

∫
p(yi |αi, β

j, σ,Mj)p(αi, σ)p(βj |αi, σ,Mj)dαi dβj dσ (5)

with p(yi |αi, β
j, σ,Mj) the model corresponding to eq. (1), and p(αi, σ), and

p(βj |αi, σ,Mj), the parameter priors defined in the next slide.
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Methodology: BMA continued...

Challenging to compute the relevant distributions:

No. of estimated models increases with the No. of regressors
exponentially, 2K .

Integrals may not exist in closed form.

We approximate the posterior distribution by applying MC3 (Madigan and
York, 1995). MC3 based on Random Walk Metropolis-Hastings algorithm.
Choice of Priors influences results. Thus, non-informative priors preferable.

The prior for p(αi, σ) has a g-prior structure; resembles the one
suggested by the risk inflation criterion of Foster and George (1994) and
has a good small sample performance (FLS, 2001b).

We adopt a uniform prior for the scale parameter common to all models
which implies equal prior weight.
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Table 4: Determinants of FDI to developing countries
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Table 5: Determinants of FDI to developing countries (Restricted)
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Table 6: Determinants of FDI to ECA by OECD investor
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Table 7: Determinants of FDI to ESA by OECD investor
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Table 8: Determinants of FDI to MENA by OECD investor
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Table 9: Determinants of FDI to SSA by OECD investor
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Table 10: Determinants of FDI to LAC by OECD investor
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Conclusion

Purpose of this study:
shed light on the determinants of FDI in developing countries:

FDI data of 4 major OECD investors in 129 countries (5 regions), 30 expl.
variables during 1995–2008.
BMA technique to overcome parameter & model uncertainty

Results:
Generally...

BTRADE and FTA (for US, French & German) most robust determinants
of OECD FDI.
US and Dutch search for low wages WAGE with the addition of sufficient
productivity WAGELPROD.
All care for developed infrastructure INT . Cultural ties important for US.
Macroeconomic stability and institutions also a concern.
Corporate tax reduction provides additional incentive for EU investors.

Individually...
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Conclusion continued...

ECA:
All but German invest in resource abundant countries, OIL & GAS.
EU prefer destinations with established BTRADE but well-developed
institutions not robust.
US double investment strategy: i) risky destinations (resource-seeking
FDI), early stage of political transformation, ACC, poor development,
WAGE, with no DTT negotiated. ii) market-seeking FDI in more
developed countries with good infrastructure, MOBFIX, and high
productivity at reasonable wages, WAGELPROD.
German FDI in close distance countries, fairly open, developed and
macroeconomically stable.
Dutch and French focus on relatively high productivity and low wage
countries. Both invest in small distant countries with well developed
infrastructure.

ESA:
All focus on OPEN and developed with high LPROD countries.
EU investors preference for countries with BTRADE and well developed
institutions. US & German with cultural & economic related countries.
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Conclusion continued...

MENA:
US invest in resource abundant and culturally related countries with good
infrastructure & no FTA => market-seeking FDI.
Germany invests in open economies with effective public administration
but does not care for dynamic markets.
French FDI concentrated on countries with common language, large
markets with low productivity. Risk-taking involved.
Dutch FDI in low wage, low productivity countries. Closed & political
unstable economies but with well developed infrastructure and sound legal
situation.
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Conclusion continued...

SSA:
US prefer destinations with English widely spoken, favorable wage-labor
productivity set-up and low STDEXC. However, engages FDI in countries
with STDINFL (Angola & Zimbabwe)=> resource-seeking FDI.
For German FDI BTRADE, market size and countries with whom DTT
exist are key determinants. However, FDI also directed to low LPROD
countries with low infrastructure.
French prefers open countries with whom BTRADE exists, with good
infrastructure, high wages and low STDINFL. Not efficiency-oriented.
Dutch prefer destinations with advanced democracy good infrastructure
but not discouraged by high political risk countries.
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Conclusion continued...

LAC:
All but German search destinations with established BTRADE. EU prefers
countries with whom FTA have been negotiated => vertical FDI.
All avoid destination with high inflation.
All but Dutch search low wage countries with a favorable wage-labor
productivity set-up.
Institutional characteristics not robust.
US invest in small open economies with which DTT exist.
Dutch FDI placed in small but fast growing countries with high LPROD,
natural resources, developed infrastructure & macroeconomic stability.

Remaining issues:

UK among major investors. However, FDI data not publicly available.
Results available after visiting ONS.
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