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Abstract

Foreign Direct Investment has great importance for both developed and developing countries on the
purpose of economic growth and development. In this paper it is aimed to investigate factors that
determine foreign direct investment inflows in the framework of fiscal, economic, political and
institutional dimensions. In terms of empirical search, the factors that effect FDI are investigated for the
11 OECD countries between 1995-2008 period , by using Dynamic Panel Data Model and GMM
Estimation Technique of Arellono-Bover (1995) and Blundell and Bond (1998). It has been observed that
political and institutional factors also have great importance to be considered beside economic and fiscal
factors.
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1.Introduction

The phenomenon of globalization is identified as procuring interaction and integration worldwide in
varied disciplines (including economical, financial, social, technological, cultural, political and ecological
areas) is evaluated from different perspectives in studies Thus, based on the interaction between
disciplines, it is getting hard to specify the precise borders for defining globalization.

When evaluated from financial perspective, globalization integrates separate national economies
to become one economy worldwide. This is recognized by means of more investment and commercial
flow, mobility of labor and rapid transfer of technology, deregulation of financial markets, impairment of
commercial and investment obstacles, diminishing costs in communication and transportation cause this
tendency to increase. As commercial and investment limitations disappear, investors are able to take
advantage of increasing investment opportunities (Edwards and Rugy, 2002:43, Mc Gee, 2004, 1).

By integrating the parts it can be structured a more dynamic global economy. This dynamic
structure, causes restriction of money control and public finance management where government has the
sovereignty right, helps production to take place beyond national borders and consumption concept to
internationalization. The previous term of globalization (can be called as in1890-1914), capital and also
labor were not mobile. After 1914, by taxation, migration was restricted in developed countries. While
complementariness was the prevailing opinion until 1950’s, it gave way to competition concept during
subsequent years. Therefore, globalization expressed a long process. This process was the follow-up of
the tendency of infinite savings which was the final goal of the economic system that was formed by
merchant unions in Mediterranean a thousand years ago. The crisis in 1970’s, which was mentioned with
money shortages and oil shocks, was cited together with globalization process. In order to give a global
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characteristics to any product , it is necessary to increase production integration in terms of worldwide
scale by combining capital and service markets. In this manner , competition substitutes organization and
integration. This change makes itself felt irruptive in commercial, financial and fiscal areas. Capital
controls were relaxed during 1980. In the recent term of globalization, capital and also labor were much
more mobile than before by the impact of technological changes as fund transfers through internet
banking and flexibility of exchange controls were recognized (Yonah, 2000, 1-40, Adda, 2008, 11, 220,
Asher and Rajan, 2001,119).

With the globalization process, variation and competition conditions in world economies increase the
efforts of countries to close the factor deficit. Recently, the reason of structural problems
experienced/observed in all national economies is shown as factor deficit. In other words, structural
problems in national economies result from inadequate capital investment. One of the alternative
solutions to overcome this problem is to increase of international fixed capital inflow.

The reason of this cutthroat competition' experienced between countries and sometimes even regions can
not be limited with the positive effect of foreign capital in countries’ economic growth. Foreign direct
investment is also important in terms of providing benefits in countries where it flows such as new
technology, know how, management skills, marketing contribution and export opportunity.

Because of the importance of the issue, both developed and developing countries get into cutthroat
competition to draw the opportunities provided by foreign direct capital investments. In this competition,
countries increase the quality of environment and policies of investment, apply reforms for investment
environments and try to improve the most efficient tools for investments.

In this paper, it is aimed to analyze the relation between fiscal,economic, political and institutional
variables and FDI for 11 countries OECD between 1995-2008 period by using Dynamic Panel Data
Model and GMM estimation technique of Arrelono —Bover (1995) and Blundell -Bond (1998).

2. The Importance of Foreign Direct Capital Investments

The most important problem for developing countries are facing to reach their development goal,
is capital inadequacy. It is crucial for these countries to bring foreign direct capital investments into the
economy for promoting policies which can come over the obstacles to capital inadequacy.

Foreign direct capital investments are described in IMF (1993) and OECD (1999) reports as a
settled natural entity or corporate body’s acquiring equity shares of settled entity in an economy other
than the economy the investor is participating in a way they can be active in entity’s management in the
long run.

Duce and Espana (1994) summarized the components of foreign direct capital investment
transactions in terms of three basic issue : (i) Equity capital: comprising equity in branches, all shares in
subsidiaries and associates (except non-participating, preferred shares that are treated as debt securities
and are included under other direct investment capital) and other capital contributions such as provisions
of machinery, etc. (ii) Reinvested earnings: consisting of the direct investor’s share (in proportion to
direct equity participation) of earnings not distributed, as dividends by subsidiaries or associates and
earnings of branches not remitted to the direct investor. If such earnings are not identified, all branches’
earnings are considered, by convention, to be distributed. (iii) Other direct investment capital (or inter-
company debt transactions): covering the borrowing and lending of funds, including debt securities and
trade credits, between direct investors and direct investment enterprises and between two direct
investment enterprises that share the same direct investor. As it has been mentioned before, deposits and
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loans between affiliated deposit institutions are recorded as other investment rather than as direct
investment.

With globalization, some differences in the structure of foreign direct capital investments appear.
Dunning (1994, 3) evaluates this issue in country and firm scale. Renaissance of market system,
globalization of economic activity, enhanced mobility of wealth creating assets, increasing number of
developing countries, convergence of economic structures among developed countries and some newly
industrializing economies, changing criteria by which governments evaluate cost and benefits of FDI
take place in the changing world of foreign direct investment from a country’s view. In addition to this
increasing need to exploit global markets, competitive pressure to procure inputs from the cheapest
possible sources, more efficiency seeking investment by regional integration, reduction of transfer costs,
developing communication opportunities, oligopolistic competition among leading firms, new territorial
opportunities for FDI, the need to tap into foreign sources of technology and organizational capabilities
take place in the changing world of foreign direct investment from a firm’s view.

Providing economic growth, raising investments, raising export share in world market, raising
employment opportunities, providing technologic improvement, etc are among the development goals of
the developing countries. From this point of view, foreign direct capital investments are important for
both developed and developing countries. Such countries having progress goal try to reach their
development aim attracting foreign direct capital investments. Besides, foreign direct capital investments
must be evaluated as a factor assuring the market economy to operate efficiently as well as meeting the
source requirement of countries. The effects of foreign direct capital investments on employment,
technology, balance of payment, tax revenues, capital, saving and investment decisions are the most
frequently met titles in literature.

In addition to all these positive effects, some negative effects of foreign direct capital investments
on national economy should also be discussed. Foreign direct capital investments, causing the progress of
import against export, might have a corruptive effect on balance of payments. In this way, they cause
domestic fertility advantage to vanish, prices of capital goods to increase and domestic investments to
decrease. Since foreign companies have, technologically, competition superiority, they often cause
domestic investors to suffer. In an environment where incomplete competition exists, where there are
high technologic differences between foreign and domestic companies or where host country does not
have a qualified labor force, market share of national companies might decline based on foreign direct
capital and many of them might have to pull out of market. Foreign direct capital investments cause
prices and rates of domestic supplied goods to increase, employment and number of domestic companies
to decrease. Foreign direct capital investments also cause savings and investments to be excluded based
on conditions to reach loan opportunities (Ghazali, 2010, 125, Fry, 1992, 25, 26, Agosin and Mayer,
2000, 14, Borenszkein et al. 1998, 133, Bartels and Crombrugghe, 2009,20-21).

3. Economic Determinants of Foreign Direct Investment

It is observed that economies are in search of improving their skills to use their dynamics for
bringing foreign direct capital investments into the country. International investors enter into an economy
through merger, privatization, joint ventures, license and patent agreements, new investments and
improving current business. Some of the main factors affecting foreign direct capital investments inflow
are legal factors, political, administrative and institutional factors, economic conditions, host country
policies, multinational economic strategies and strategies related to investment environment. Market
structure, sources and competitiveness take place among economic factors specifying foreign direct
capital investments. Macroeconomic policies are entitled as private sector, commerce and industrial
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structure, host country policies. Foreign direct investment policies, risk ability, location, source and
transfer integration take place among multi-national economic strategies (Sanjara, 1999, Tran.Cho, 2003,
100). On the other hand, ownership structure, constitution and laws refer to legal factors. The existence of
an effective public administration is the most important indicator of administrative and institutional
factors.

Market orientation, source / strategic asset orientation and efficiency orientation are investment
strategies which take place in economic factors. Market size, progress of market, the opportunity for
entering regional and global markets, consumer preferences and market structure are seen as indicators
related to markets in investment place preference. Raw materials, low wage, unqualified labor, qualified
labor, hard infrastructure, R&D, technological, innovative and created assets are factors providing
competitive advantage economically. Cost of sources and efficiency of labor, cost of other inputs,
membership to regional integration agreement and scale economy are mentioned as the factors
determining the economic efficiency of investments. Investment promotion, investment incentives, costs,
after investment service and social factors can be reflected as elements taking part in specifying
investment environment (UNCTAD, 1998, 9, Dunning, 2006, 206).

Economic, political and social stabilization are important indicators for bringing foreign
investments into national economy. The biggest task of the government is to create a democratic political
environment for foreign direct capital acquisition. Investors who do not like risks prefer economies in
which less political ambiguity is observed. Foreign investors often prefer to strengthen capital structure
by means of mutual agreements rather than multilateral commercial agreements that are so difficult to
implement. Tax policies, trade policies, privatization policies, and policies related to market structure and
operation are accepted as factors procuring political stabilization (UNCTAD, 1998, 91, Asiedu, 2006, 74).

Foreign investors prefer economies of developed countries for infrastructure investment. Strong
countries, procuring cost advantages, provide a competitive advantage with regards to such infrastructure
investments as transportation, communication, human capital, law and energy.

Privatization practices, which are carried out for bringing idle public funding into force, support
the formation of efficiency throughout the economy procuring the opportunity of introducing
management experience and “know how”.

Chakrabarti (20012003 ), Clegg and Green (1999), Banga (2003), Blonigen (2004, 4-19),
Assuncao et al. (2011) summarize the factors assuring foreign direct capital investments’ bringing in
national economy and their importance as follow technology, labor costs, openness, trade deficit,
exchange rate, inflation rate, taxes, trade barriers, growth rate, market size, infrastructure investments and
instability. By following this path, we will explain these factors in a detailed manner.

3.1 Technology

Transfer of technology recognized together with foreign direct capital investments plays an
important role in economic progress. Technology, technical equipment and labor force transferred with
capital to the country where investment is materialized support the progress of production. Multinational
companies accelerate the spread of technology with their investments in different countries. Many
countries have the chance to practice the success to increase their technological progress and R&D
activities by means of foreign direct capital investment. On the other hand, foreign direct capital
investments, providing externality in technological level, support the domestic productivity increase of
host country by causing the reduction in production costs (Driffield and Love, 2003, 659-660, Blomstrém
and Kokko, 1998, 24-25, Fosfuri and Motta, 1999, 617, Siotis, 1999, 251). By means of having R&D
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activities in international level, the view that technology sourcing will encourage the foreign direct
capital investments is prevailing (Pearce, 1999, 157, Cantwell and Janne, 1999, 119)

Technology and saving-investment balances must not be ignored during the analyze of the effects
of foreign direct capital investments on development. It is possible to procure long range growth
opportunity with the existence of multi-national companies, technical progress, physical capital
formation, improving management skills and formation of marketing network (Dees, 1998, 186, Kukeli,
2006, 302).

3.2 Labor Costs

The most important factor among the indicators of foreign direct capital investments is the labor
costs. In developing countries, based on rapid increase in population, labor costs are relatively low.
Foreign investors prefer investment areas where labor is cheap to save or increase the market share. With
globalization, the formation of new employment opportunities based on the integration of labor markets is
a matter of debate. Increasing trade environment, international technology transfer and foreign direct
capital investments are, based on globalization, the factors affecting labor force. It is observed that while
the interaction of labor force and increasing commerce environment are subjects to the analyses, relation
of foreign direct capital investments are ignored. The effects of foreign direct capital investments differ
based on the development levels of countries. Since labor intensive production technique is used in
developing countries, providing employment effect of foreign direct capital investments is discussed.
Whereas in developed countries, when technological and capital intensive production techniques are
rather used, foreign capital investments affect employment conditions adversely. On the other hand,
foreign direct capital investments cause the employment and wage levels to change also in sectoral impact
context (Jenkins, 2006, 116, Baldwin, 1995, 49).

Swedenborg (1979) , Wheeler and Mody (1992), Schneider and Frey (1985) , Vijayakumar et al. (2010)
provides positive relationship between FDI inflows and labor cost.On the other hand empirical studies of
Goldbrough (1979),Saunders (1982),Flamm (1984),Schneider &Frey (1985), Culem (1988), Shamsuddin
(1994), Pistoresi (2000),Woodward and Rolfe (1993)and Botric and Skuflic (2006) states negative
relationsip between FDI inflows and labor costs . Owen (1982),Gupta (1983),Lucas (1990), Sader
(1993), Tsai (1994) and Biswas (2002) empirical research emphasizes no significant relationship FDI
inflows and labor costs. So, it is difficult to determine the direction of the relationship based on empirical
studies.

3.3 Openness

The ratio of foreign trade volume (import+export) to Gross National Product (GNP) is an important
indicator in determining the point of openness of a country. The more the national economy is engaged in
open economic activity, the more it will succeed to attract foreign direct capital investment. The existence
of tariffs, dumping, licensing and endorsement operations in foreign trade in a country obstructs foreign
trade business, and therefore causes foreign investors to choose another economy. Kravis&Lipsey (1982),
Culem (1988),Edward (1990), Pistoresi (1990), Cleeve (2008), Mhlanga et al. (2010), Botric &Skuflie
(2006) and Asideu (2006) reported a strong positive effect of openness on FDI. Schmitz and Bieri (1972),
Wheeler and Mody (1992), Mohamed and Sidiropoulos (2010) and Vijayakumar et al. (2010) obtained
an insignificant link between openness and FDI.

3.4 Trade Deficit

The net effect of foreign direct capital investments on balance of payments depends on import-
export balances and capital inflows and outflows. Competition advantages of multi-national companies
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might cause export proceeds to increase. Depending on the increase of export, progress might be observed
in countries where shortage of foreign currency is experienced. The capital, which is included in national
economy for the purpose of investment, causes export proceeds to increase depending on production.
However, this progress might affect production factor and intermediate goods’ import balance of
payments of multi-national companies negatively. The impacts of foreign capital investments on balance
of payments, at the same time, depend on economies of scale and transfer costs (Blomstrom ve Kokko,
1998, 24, Fontagne, 1999, 6-14). Torissi (1985), Schneider and Frey (1985), Pistoresi (2000), and Lucas
(1993) observed a strong negative correlation between trade surpluses and FDI. Culem (1988), Tsai
(1994) and Shamsuddin (1994), on the other hand , reported a significantly positive effect of trade deficit
on FDI.
3.5 Exchange Rate

Mobility and ambiguity of foreign exchange rates affect both profitability and location
preferences of preceding companies. Permanent rise in value of one country’s money against the money
of another country causes costs and prices to increase in the country whose money rises in value. Impacts
of foreign exchange rates on foreign direct capital investments are analyzed under two main titles as
income and cost. In case of rise in value of foreign exchange rate, that an investor’s, who produces for the
purpose of export, raising his use of national inputs in production and that an investor’s providing
opportunity to increase his export and profit are known as income effect. On the other hand, with regards
to the rise in foreign exchange rate, that an investor’s, who produces for the purpose of export, using
imported input is known as cost effect since it might cause his export and profit to decline.

Goldberg and Klein (1998) , Trevino et al. ( 2002), Froot and Stein (1989, 1991), Blonigen (1995)
and Blonigen and Feenstra (1996) observed strong negative correlation between a country’s exchange rate
(foreign currency per domestic currency) and FDI. Edwards (1990) reported a significantly positive effect
of the exchange rate on FDI. Blonigen (1997), and Tuman and Emmert (1999) observed that the exchange
rate has an insignificant effect on FDI.

3.6 Inflation Rate

One of most important indicator of economic stabilization is inflation rate. Since countries which have
high inflation rate are considered risky with regards to investors, they are not preferred. On the other
hand, because anti inflationarypolicies have demand contractionary effect, they obstruct companies’
income generation opportunities. Therefore, with regards to the investor, that price stability is provided in
the country where investment is made has great importance. Empirical studies of Schneider & Frey
(1985),Mohamed & Sidiropoulos (2010) and Asiedu (2006) provides a negative relation between inflation
and FDI inflows.On the other hand, Schneider & Frey (1985), Vijayakumar et al. (2010) and Mhlanga et
al. (2010) obderved the relationship insignificant .

3.7 Taxes

Another element affecting foreign direct capital investments is taxes. Taxation takes a critical role
in comparative political economy named as globalization. Due to globalization, internationalization of
production factors and competition increase. Eventually, tax systems of the countries become an
important issue for economists and politicians. While restructuring tax system, constraints faced by
politicians and economists are concerned as increasing demand for social protection on the basis of
competition (Steinmo,2002, 839).

In case of tax competition, governments must compel tax distribution and public service in a more
efficient and disciplined manner. Capital has critical role for the countries which are suffering from
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unemployment. By providing tax advantages to capital, employment opportunities can be improved.
Because of tax competition that yields to purchase more goods and services with high quality and low
price, higher welfare level can be achieved. By lowering tax rates, countries can improve their growth and
development process. Performance of private sector can be positively affected by increasing amount of
funds that are gained by competition. Governments are motivated to fulfill voter’s preferences due to tax
competition. Improvement of investment environment, competition conditions, changing investment
conditions, increasing national income, employment, exports, foreign direct investments, technology
transfer and decreasing government borrowing requirements can be summarized as the other benefits of
tax competition (Edwards and Rugy, 2002, McGee, 2004, Wilson, 1999, Dwyer, 2000, James, 1999,
Goodspeed, 2002).

Literature that is the impact of taxes on foreign direct investment does not exhibit a a consensus.
Hartman (1984), Grubert and Mutti (1991), Hines and Rice (1994), Loree and Guisinger (1995),
Guisinger (1985), Cassou (1997), Kemsley (1998), Barrel and Pain(1998) and Billington (1999)
observed that host country taxes (corporate and income) have a significant negative effect on FDI flows.
Root and Ahmed (1978), Lim (1983), Wheeler and Mody (1992), Jackson and Markowski (1995), Yulin
and Reed (1995), and Porcano and Price (1996) have reported that taxes do not have a significant effect
on FDI. Swenson (1994) observed a positive correlation between taxes and FDI.

3.8 Trade Barriers

Banga (2003.17) suggests that earlier literature provides that in the case of tariff-hopping
investment or intra firm trade FDI and trade are either substitute or complementary to each other.
However, the relationship between FDI and trade is not clear in the WTO regime that several developing
countries have initiated import liberalisation process that has drastically reduced trading costs and
encouraged international vertical integration and intra industry trade.

There is no consensus in literature about the effects of trade barriers on FDI. Trade barriers which
have great importance on the protection of national industry be substituted by trade liberalization in terms
of globalization. Schmitz and Bieri (1972) and Lunn (1980) found a significantly positive effect of trade
barriers on FDI. Culem (1988) stated a significantly negative correlation between trade barriers and FDI.
Beaurdeau (1987) and Blonigen and Feenstra (1996) observed that trade barriers play an insignificant
role in attracting FDI

3.9 Growth Rate

UNCTAD (1999, 156) summarizes the role of direct foreign capital investments on economic
growth as follows:

-increasing domestic financial resources for development, supplementing domestic savings and
investment and, more basically, fostering enterprise development, as the creation of an efficient domestic
supply capacity requires competitive economic agents;

-enhancing the technology, skill and knowledge base, given that these intangible resources are
increasingly at the heart of the development effort;

- boosting trade competitiveness, as internationally competitive firms can contribute better to
development by reaping the benefits of economies of specialization and scale, by broadening the demand
base;

- maintaining competitive markets, ensuring that former statutory obstacles to investment and
trade are not replaced by anticompetitive practices of firms; and
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- protecting the natural environment, maintaining the basis for future growth and development.

Bandera and White (1968), Lunn (1980), Schneider and Frey (1985), Culem (1988), Cleeve
(2008), Mohammed and Sidiropoulos (2010) and Billington (1999) reported a significantly positive effect
of growth on FDI. Tsai (1994), Nigh (1985) Mhlanga et al. (2010) and Vijayakumar et al. (2010)
achieved inconclusive results.

3.10 Market Size

Market size which defined as host country’s per capita Gross Domestic Product (GDP) is an other
important determinant of FDI. It is accepted that the size of the market is significant in terms of scale
economies due to resource utilization and exploitation (Chakrabarti , 2001,96). Bandera &White (1968),
Schmitz & Bieri (1975), Swedenborg (1979), Lunn (1980), Dunning (1980), Root & Ahmet (1979),
Kravis &Lipsey (1982), Nigh (1985), Schneider &Frey (1985), Culem (1988), Papanastassiou & Pearce
(1990), Wheeler & Mody (1992), Sader (1993), Tsai (1994), Shamsuddin (1994), Billington (1999),
Pistoresi (2000), Cleeve (2008), Mhlanga et al. (2010), Asiedu (2006), Mohamed and Sidiropoulos
(2010), Vijayakumar et al. (2010), Bhattacharya et al. (1996), Asafu (2000), Berthelemy & Demurger
(2000), Fan & Dickie (2000), Zhang (2002) and Chen and Khan (1997) are the empirical studies that
indicate the positive relation between FDI and market size.

3.11 Infrastructure Investments

Foreign investor prefers economies of developed countries for infrastructure investment. Strong
countries, procuring cost advantages, provide a competitive advantage with regards to infrastructure
investments as transportation, communication, human capital, law and energy.Privatization practices,
which are carried out for bringing idle public funding into force, support the formation of efficiency
throughout the economy procuring the opportunity of introducing management experience and “know
how”. Beside theory there is no common result in empirical researches. Bende-Nabende, et al. (2000),
Asiedu (2006), Mhlanga et al. (2010), Vijayakumar et al. (2010) and Biswas (2002) observed positive
link between FDI AND infrastructure investments. Boltic and Skuflic (2006) reported negative
correlation between each other. Cleve (2008), Mohamed and Sidiropoulos (2010)’s empirical researches
indicates that there is no significant effects of infrastructure investments on FDI.

3.12 Instability

FDI has a close relationship within many social and economic indicator.But FDI is more
sensitive to the stability of social ,politic and economic prosperity of host countries.

Investors does not prefer risk and uncertainity in terms of profitability.Unemployments rate , inflation,
budget deficit, etc. can be evaluated as the economic stability indicators.On the other hand variables such
as corruption, political instability and weak institutional quality are included in the political and
institutional dimension, and they are expected to have a negative effect on FDI determinants.

In terms of economic stability Botric &Skuflie (2006)and Cleeve (2008) observed positive effect on FDI
due to their empirical research. Schneider & Frey (1985), Trevino et al. (2002),Mhlanga et al. (2010)’s
researches indicates negative relation .On the other hand, Mohamed & Sidiropoulos (2010) and
Vijayakumar et al. (2010) reported no significant relation between economic stability and FDI. Schneider
and Frey (1985), Biswas (2002), Cleeve (2008), Mohamed and Sidiropoulos (2010), Asiedu (2006)
investigated the political instability and FDI relation empirically. Excluding the studies of Schneider and
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Frey (1985 and Biswas (2002), empirical results that political instability, corruption and low institutional
quality causes FDI outflows as the theory predicts.

4. Empirical Analysis

In the study, the indicators of foreign direct capital investments of 11 OECD countries related
years between 1995 and 2008 are analyzed with Dynamic Panel Data Models. The basic reason of the
study’s including 11 OECD countries and years between 1995 and 2008 is the accessibility of data
belonging to diverse variables for each country and for each year. The variables inclosed in the model for
practicing Dynamic Panel Data Analysis for OECD countries discussed in the study show consistency
with the variables in empirical studies done in literature. However, no sooner than inclosing the indicators
related to election and political stability in the model, it is aimed to contribute in literature.

4.1 Dynamic Panel Data Models and GMM Estimator Technique

Because many economic relations have a dynamic structure, they are believed to be explained
better by means of dynamic models. Besides, dynamic panel data models are used very often in various
studies.

We consider an autoregressive panel data model of the form,

Vie= OF; 1 +,f31'x;-:+,8:'z;-r_1+n:- +v;, fori=l1,...... Nandt=2,...... ,T, where ;. = ;. + V.18
the usual “fixed effects” decomposition of the error term; N is large , t is fixed and |ee|<1". This has the
corresponding “common factor” restricted (5, = —af5,; ) form
v.. = By fi+E with &, = af.._,+v,. and 7,=(1-a) f..

In our application to panel data employment equations presented we allow for the inclusion of x,
regressors, but for the evaluation of the evaluation of the various estimators we use an AR(1) model with
unobserved individual specific effects ;.= ay; ., +n; +v.. for i= 1,.....N and t = 2,.....,T. Since our

focus is on the role of initial conditions we will assume that 1, and v, are independently distributed
across | and have the familiar error components structure in which

E(n;)=0,E(v,n,)=0fori=1,.ccc......NandT =2, .......... T
and
E(vev.)=0 fori=l1,........ N and Vt #s.
In addition there is the standard assumption concerning the initial conditions ¥4
E(vav,)=0fori=1,.........Nand T=2, ...... ... T

These conditions imply moment restrictions that are sufficient to (identify and) estimate o for T > 3.

In the absence of any further restrictions on the process generating the initial conditions, the auto
regressive error components model implies the following m= 0,5(T-1)(t-2) orthogonality conditions
which are linear in the o parameter

E(v.._Av,)=0fort=3,........ ,T and s>2 where

Av,, = v, —v.._4. These depend only on the assumed absence of serial correlation in the time —varying
disturbances Vi, together with the equation
E(vqv,)=0fori=1,.........,.Nand T=2,......... T
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The moment restrictions in E(v.._.Av,.)=0 can be expressed more compactly as E(Zﬁ:—:): 0 where Z. is
the (T-2) x m matrix given by

Vi 0 0 0 0
0 ,".1 ‘1'2 0 . O
Z!‘ -
0 0 0 V1 Vr—o2
and i, is the (T-2) vector (Avg, Av.y, o oo, Avyg).

The generalized method of moments estimator based on these moment conditions minimizes the quadratic
distance (i1,ZA, Z ) for some metric A4,, where Z is the m x N(T — 2) matrix (Z,,Z, _ Z,)and u

\.l

is the N (T — 2) vector ( iy, iz, ...1y, ). This gives the GMM estimator for e as

SCor= (v _ ZAGZ T, ) Yy ZAZ V.
Where ¥" is the (T-2) vector (AvAv ............. Avz), v, is the (T-2) vector
(AN P ,Av.r_4), and ¥ and ¥ are stacked across individuals in the same way as .

Alternative choices for the weights A4 give rise to a set of GMM estimators based on the moment
conditions in Equation ;
E(n;)=0,E(v,n,)=0fori=1,.cc..... NandT =2, ........ T

, all of which are consistent for large N and finite T, but which differ in their asymptotic efficiency. In

general the optimal weights are given by

— -1
Ay=(N"1Z W ZL)
Where 1t are residuals from an initial consistent estimator. We refer to this as the two step GMM
estimator'™.In the absence of any additional knowledge about the process for the initial conditions, this
estimator is asymptotically efficient in the class of estimators based othe linear moment conditions
(Hansen, 1982, 1039, Blundell&Bond, 1998, 119, Blundell, Bond & Windmeijer, 2000,7).

P lags of the dependent variable as covariates and contain unobserved panel level effects, fixed and
random are figured out in Linear Dynamic panel data models .Making standard estimators consistent The
unobserved panel level effects are correlated with the lagged dependent variables during construction. A
consistent generalized method of moments (GMM) estimator is derived by Arrelano and Bond (1991) for
this model. Incase of following two condition Arellano and Bond estimator can perform poorly i)
autoregressive parameters are too large ii) the ratio of variance of the panel-level effect to the variance of
idiosyncratic error is too large. Blundell and Bond (1998) developed a system estimator that uses
additional moment conditions by developing Arrelano and Bover (1995)’s study.This estimator is
designed for datasets with many panels and few periods. Main assumption of this method is that there is
no autocorrelation in the idiosyncratic errors and requires the initial condition that the panel level effects
be uncorrelated with the difference of the first observation of the dependent variable (Stata,2009,96).

In the estimation of panel data model, the generalized method of moments (GMM) of Arellano
and Bond (1991) is frequently used. Arellano and Bond (1991), in order to make an estimation of the
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related parameters, create moment conditions under the assumption that the explanatory variables of the
future values of the error have no correlation with current values.
The term “error” carries no serial correlation and holds a homoscedastic feature. As for the explanatory
variables, they have no correlation with the effect special to unobservable countries. In the event that the
term error is heteroskedastic, Arellano and Bond (1991) suggest a two-stage GMM estimator. Error terms
of the estimation are assumed to be independent and homoscedastic with the country against time. This
assumption is flexed in the first stage when the steady estimation of the variance-covariance matrix is
created. It is seen that two-stage GMM estimator is more effective when the term error is heteroskedastic.
Hsiao (2007: 3), summarizes the advantages of panel data as follows; (i) more accurate influence
of model parameters (ii) greater capacity for capturing the complexity for capturing the complexity of
human behavior than a single cross-section or time series data (iii) simplifying computation and statistical
inference.

4.2 Data and Model

In this study, factors specifying FDI for 11 OECD countries are evaluated empirically. The data
involves the interval between 1995 and 2008 and is arranged making use of OECD statistics and world
development indicators".

In our research where factors which are believed to have an active role in bringing in foreign
direct capital investments into economy are aimed to be evaluated, the ratio of FDI inflows over GDP
takes place in the model as a dependent variable. While the independent variables used in this study
follow a parallel course to the existing literature, they differ from other studies in literature in terms of
investigating how political stability has an effect on foreign direct capital investments. For this reason, the
analysis is attempted to be gathered around 3 main models. The first model is built to evaluate the
relationship between variables pertaining to taxes and FDI, the second is fictionalized to analyze financial
variables over FDI and the third is set to investigate the connection of political variables with FDI.

Model 1: FDI,,=ct,FDI,._4 +ct,CORP,,_, + ctsEMPEE,,_, + ctyEMP.,_,+c,TAXINC, _, +¢, .
Model 2: FDI,,=at,FDI,._, +a,INF.._, + a,TOTGOV,,_; + a;LAB,.._ +e, .

Model 3 : FDI..=a,FDI., _, +a,ELECT,,_, + a,GOVCHAN.,_, + a;GOVPARTY,,_,+¢.,
FDI. ._, : FDI Inflows percentage of GDP

CORP,,_, : Corporate Tax Revenue as percentage of GDP

EMPEE,,_, : Tax Revenue as percentage of GDP on employee

EMP,,._,: Tax Revenue as percentage of GDP on employer

TAXINC,._, : Average tax rate on household income’

INF,._, : Consumer Prices, Percentage change on the same period of the previous year
TOTGOV,._, :Total Government Debt, stock percentage of GDP

LAB,,_, : Unit Labor Cost ( Index OECD Base Year 2005=100)
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ELECT,,_,: Election Frequency (Closeness)
GOVCHAN,,_,: Government Variation Frequency

GOVPARTY,,_,: Number of coalition party in the government

The first model is built to evaluate the relationship between indicators pertaining to taxes and FDI.
The literature supports the idea that foreign direct capital investments show awareness on taxes. As tax
rates increase, foreign direct capital investments are expected to leave the economies of countries. The
most important indicator of all is the rate of corporation tax. On the other hand, the relation of household
income and tax burden on labour and management with foreign direct capital investments shows
importance.

The second model is fictionalized to evaluate financial indicators over foreign direct capital
investments. In this sense, inflation, government debt, unit labor costs, market size, exchange rate and
openness rate are some of the financial variables figured in the model. Inflation rate is an important
indicator pertaining to economic stabilization. The increase in inflation rates may be the indicator of the
failure of monetary and fiscal policies. Since inflation is expected to cause an economically instable
situation, it is thought to have a counterclockwise relation over foreign direct capital investments. On the
other hand, when the increase in outstanding public debt can not be financed with public revenues, it will
cause fiscal deficits and will have effects on increase in inflation. Hence, a counterclockwise relationship
between the increase in outstanding public debt and foreign direct capital investments is also expected.
Low labour cost is another issue attracting foreign direct capital investments.

The third model is set to evaluate the effects of indicators regarding political stability over FDI.
Number of political parties in the government, frequency of elections and change intervals of the
government are important indicators of political stability. Foreign capital shows attention to the political
stability in the country where it intends to make investments. Therefore, a stable environment will provide
foreign capital investments to increase. While there are multiple studies researching the connection of
economic and financial indicators with FDI in the existing literature, studies evaluating the relationship
between political stability and FDI are not common. Our study is aiming to contribute to the literature in
this respect.

5. Empirical Findings

In this study where the indicators of foreign direct capital investments are intended to be specified,
two-stage estimation results of GMM are shown on below Table 1:

Wald Test Statistics shows that independent variables in the model become significant in
explaining the dependent variable. With Sargan Test, instrumental variables used in the model are
concluded not to have any endogenity problems. Thus, test statistics contingent on the model are parellel
with the results predicted in the theory.

With regard to GMM estimation results, while FDI has a negative relation with CORP, EMPE,
EMP, TAXINC, INF, TOTGOV, LAB, GOVCHAN, GOVPARTY variables, it has a positive
relationship with ELECT variable. When we evaluate the variables in terms of significance, it is predicted
that all coefficients used in the model are statistically significant.
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Table 1: GMM Estimation Results (1995-2008)

Variables Coefficients
Model 1 Model 2 Model 3
FDI(-1) 0.00629 0.0331991 | 0.3594673
(0.927) (0.624) (0.000)
CORP -1.222019
(0.013)
EMPE -1.77516
(0.000)
EMP -1,95342
o (0.000)
= 8 TAXINC -0.05173906
Z2 3 (0.004)
INF -0.0807467
(0.346)
TOTGOV -2.037849
2 g (0.000)
S 3 LAB -3.636569
g 8 (0.000)
o ELECT 0.3359556
© (0.020)
GOVCHAN -0.6166606
c_ﬁg 3 (0,000)
SE 8 |GOVPARTY -1.305124
SEZ & (0.0000)
GMM Tests
Wald Test 76.13 85.04 71.85
(0.000) (0.000) (0.000)
Sargan Test 77.17456 70.29228 169.2489
(0.4730) (0.6925) (0.1226)
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Number of Observations 129 129 129

Note: Values in parentheses are probability values (p > 0.005)

One of the incentives offered by developing countries to attract FDI inflows is the fiscal incentive,
i.e., policies that are designed to reduce tax burden of a particular firm. Fiscal incentives include tax
concessions, in the form of reduction of the standard corporate income-tax rate; tax holidays; accelerated
depreciation allowances on capital taxes; exemption from import duties; and duty drawbacks on exports
(Banga , 2003, 18). Similar to these data, corporate income-tax rates, individual income tax, tax burden
on labour and management are the variables used in our analysis to determine the relationship between
fiscal indicators and FDI. Since high tax rates considered to be cost element for foreign investors, these
rates will block out capital inflow. Corporate income-tax rate, in particular, is mentioned as the most
important identifier of FDI. Tax burden on employers is a significant factor for the investor making
production in international markets. Countries having tax rates in a level that does not increase labour
costs are preferred by foreign investors. It is determined that there is a negative relationship between
fiscal indicators and FDI used in our study. Coefficient of tax revenue as percentage of GDP on employee
Is the most determinant indicator of FDI through fiscal variables.

Current market size, potential market size, cost of labour, availability of skilled labour, cost of
capital, availability of infrastructure, exchange rate stability, rate of inflation, financial stability are the
main economic determinants of FDI take place in the literature. Within the scope of our study, inflation,
total public debt stock and unit labour cost are the economic indicators that we are trying to present their
relation with FDI. Volatility of macroeconomic policy is resulted in not only problems but also
opportunities for international firms. It requires such firms to manage the risk inherent in volatile
countries, but on the other hand presents the opportunity of moving production to lower cost facilities.
The financial stance of the host economy is captured by budget deficit. Budget deficit gives detailed
information about host countries fiscal stability. Ratio of total government debt to GDP is one of the
fiscal policy tools used for finance budget deficit. It is expected that lower this ratio is, higher the
probability of economic stability in the country will be. Country Credit ratings provided by various
institutions have been used by studies as an indicator of overall economic stability including political and
macroeconomic stability. However, the question of subjectivity in these ratings arises since it is found
that the ranking of countries based on these ratings differs across estimates provided by different
agencies. To avoid the problem of subjectivity, it is preferred to use budget deficit as a ratio of GDP in
the host countries as an indicator of overall economic stability. Higher chances of economic instability in
the host country may be caused by a large and continuous deficit in budget in the economy therefore we
expect it to have a negative impact on FDI inflows (Banga, 2003,15). Also negative coefficient values of
estimators that we obtain from our empirical research support the theory that stresses there must be a
negative relation between economic variables and FDI, coefficient of unit labor cost is the most crucial
determinant indicator of economic variables.

Factors causing investment cost differentials across countries are classified under cost of labour,
cost of capital and infrastructure costs. The choice of an investment location for the resourceseeking and
efficiency-seeking FDI may be significantly influenced by cost factors. To capture cost of labour and
availability of skilled labour, we use real wage rates. We expect with lower real wages in the host
country cause inward FDI to attract. The variable of secondary school enrollment rate and productivity of
labour where productivity of labour is defined as value added per unit of labour capture the availability of
skilled labour (Banga, 2003, 13). With regard to the findings of our study, a negative relationship between
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labour costs and FDI is determided. This evidence stresses on very important insight : Foreign investors
tend to choose investment possibilities of countries having low unit labour cost.

Since late 1990s, institutional quality as the chief factor explaining the differences in
development between countries has been focused on by the literature on economic development, being
the low levels of corruption related with greater prosperity. Thus, variables such as corruption, political
instability and weak institutional quality are included in the ‘institutional’ dimension, and they are
expected to have a negative effect on FDI determinants (Bénassy-Quéré et al., 2007, Assuncato, 2009,
10). Corruption index, type of regime, duration of regime, political freedom index, number of coups,
number of associations, number of strikes and insurrections, protection of copyright index, effectiveness
of lawfare rule are such variables taking place in literature which are related with FDI and political &
institutional stability. Besides these indicators, we choose election frequency, government variation
frequency and the number of coalition parties in the government as political & institutional stability
indicators of a country. According to the findings of our research, a counterclockwise relation between
the number of coalition parties in the government and government variation frequency is discussed. The
coefficient of election frequency indicator is expected to be negative. However, since our year of analysis
is limited, this coefficient is observed as positive. Number of coalition parties in the government is much
more determinant than government variation frequency indicator along political and institutional
variables.

Conclusion

With the widespread globalization environment, the increase in capital movements at an
international level causes countries to compete for bringing in foreign capital into their countries’
economies. The capital needed for economic growth and development has importance for many
countries. More investment and commercial flow, mobility of labor and rapid transfer of technology,
deregulation of financial markets, impairment of commercial and investment obstacles, diminishing costs
in communication and transportation cause globalization to increase. Investment opportunities between
countries take attraction.

In this study, factors specifying FDI are tried to be analyzed with Dynamic Panel Data Model for
11 OECD countries related years between 1995 and 2008. Besides, factors determining direct foreign
capital investments are studied under three main titles as fiscal, economic and political & institutional
indicators. The model is attempted to be estimated using Dynamic Panel Data Model and GMM
Estimation Technique of Arrelono Bover (1995) and Blundell and Bond (1998).

Regarding the findings of the first model where the relation of corporate tax, individual income
tax and tax burden on labour and management with FDI is aimed to be determined, FDI does not prefer
high tax environments. High tax rates are evaluated as a cost component for foreign investors.

In the second model, inflation, total public debt stock and unit labour cost are reviewed as the
indicators of economic stability and their relation with FDI is attempted to be determined. The existence
of an economic stability makes the country an investable one at an international level. Retrogression of
mentioned indicators, in other words, the increase in debt stock and inflation makes the country a risky
one in terms of investments. In addition, since high labour costs will increase expenditures, such an
environment is not preferable for the investor. The coefficient of these three indicators found as a result of
our analysis has a negative value, which is at the same time parallel to the theorical predictors.

Indicators in the third model include the variables having role in the preference of the country in
terms of political and institutional stability. Frequent elections in the country, the frequency of the change
of the government and the number of coalition parties in the government are theoretically the indicators
causing political instability. Countries having such a political atmosphere are not preferable for foreign
investors. Hence, FDI does not prefer an instable political and institutional environment. The coefficient
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values obtained as a result of our study are in a counterclockwise relationship which, at the same time,
supports the theory pertaining to the frequency of elections and the change of the government.

Although the effects of fiscal and economic variables on FDI has been studied in literature in
many ways, studies which include political and institutional variables are so limited. We aimed to
contribute literature by investigating the relationhip between FDI and frequent elections in the country,
the frequency of the change of the government and the number of coalition parties in the government. For
further studies, new indicators also be included as an explanatory variable of FDI to enhanced literature in
terms of political and institutional dimension.
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Endnotes

'Kind of destructive competition refers to situations when competition results especially in prices by taxation due
to costs.

" All the estimators discussed below and their properties extend in an obvious fashion to higher-order
autoregressive models.

" For more details see Arrelano and Bond (1991).

" Data pertaining to political indicators is compiled from Armingeon et al (2008)

¥ Obtained from McDaniel Tax Series. http://www.caramcdaniel.com/researchpapers
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