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New Empirical Evidence on the Drivers of Foreign Direct
Investment in the European Union Countries

Liliana DONATH — Laura Raisa MILG* — Marius Cristian MILG**

Abstract

For a number of decades, the European Union hasessed an intense
global competition to attract foreign direct invesnt (FDI). This competition
has led to significant inflows and outflows in tmember states, with positive
implications for economic growth, employment anddarctivity for the host
and sending countries. The paper uses data fronb 202017 to identify the
main drivers of FDI in the EU separately for serglend receiving, Euro area
and Non-Euro countries. Analysis focuses on findimg levers that promote
the Union in its entirety as a major competitor feldl. An empirical analysis
is conducted for selected variables (economic agweént, taxation, unit la-
bour costs, trade openness, interest rate difféagnmnacroeconomic stability,
infrastructure and competitiveness) using the tvepsSystem Generalised
Method of Moments (GMM). The results are robust aondsistent with the
supporting literature.

Keywords: FDI, EU, determinants, panel data, GMM
JEL Classification: F21, C14, C23

Introduction

There is a long literature looking into the caused consequences of Foreign
Direct Investment (FDI). These studies explainitfoentives that drive investors
to move their portfolio from one country to anoth&uthors endeavour to reveal
these economic, financial, institutional and otherentives. Research on FDI
also examines the economic and financial conse@senicthose moves for both
recipient and sending countries.
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The era of globalisation opened a wide range wéstment possibilities.
Countries and regions compete to attract as margsiments as possible since
the positive impact of investment on the host coesteconomies is well docu-
mented in the literature.

These recipient countries can be categorizedess attractive”, ,attractive”
and ,very attractive* for FDI, based on their sthtal GDP/capita. For a long
time, researchers have focused on fiscal policyhasleading determinant of
FDI. But multinational companies, interested initajzing on foreign business
opportunities, also take into consideration a moigkader range of elements in
order to find arrangements that will obtain forriselves the highest possible
return and shareholder wealth.

According to UNCTAD (UNCTAD, 2019), Europe was @lib draw 6,356
FDI projects in 2018, 56% of which were orientedidods Europe’s developed
countries, Central and Eastern Europe (CEE) seguhia second place most.
Despite this staggering amount, FDI decreased caeda 2017 due to factors
including internal economic slowdown, local protesism, and emerging eco-
nomies’ growth. The slowdown demands a reconsideratf the determinants
that might confer the EU a competitive advantagdulifledged re-launch of
FDI should rely on the economic pillars that enlapooductivity and sustain-
nable economic growth, i.e. the digital economgegrtechnologies, automotive
and financial services.

The hypothesis of the paper is that a set of Ridbw determinants can be
identified at the level of the EU and then improwmsdits member states so that
the Union in its entirety becomes a major globalypl and competitor in attract-
ing foreign investments. To demonstrate the hymishehe paper considers the
EU as a region (28 member states).

Then, the analysis continues separately for thecapital senders (NCS),
the net capital receivers (NCR), the Euro area ldod-Euro Area subgroups,
contributing to an in-depth understanding of thbject and providing valuable
insights to policymakers.

The study adds value to existing empirical studied the FDI literature by
using pooled OLS (POLS) to estimate the importaotd-DI determinants
including GDP growth rate, tax burden, economicno@ss, labour unit cost,
inflation, interest spread, inflation, and the GlbRompetitive Index. The two-
step GMM method refines the results such that ey more effective and
robust than other studies.

The paper is organised as follows: 1. Literatendaw, 2. Methodology and
data, 3. Empirical analysis. The remainder of thpep is dedicated to conclu-
sions and policy lessons.
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1. Literature Review

The literature on the causes and determinantsDif &hd its impact on
the economic performance of host countries mentfons main theories con-
cerning FDI flows: the theory of market imperfeato the theory on mono-
polistic advantage, the theory of production inéisation, and the eclectic
theory (Negritoiu, 1996). All these theories tryfiod quantitative and qualita-
tive explanations for foreign investment flows,esging the complexity of the
phenomenon.

Among these, the eclectic theory is widely acog@gf@unning, 1981). The
eclectic theory states that a multinational compaegking to maximise its mar-
ket value, invests in a foreign market if the Ovahdp, Location, Internalisation
(OLI) conditions are met. When the company bendfibden comparative ad-
vantage by investing overseas, then it will prééeopen branches rather than to
export. An important distinction should be madeehbetween horizontal and
vertical investments, i.e. opening branches abovagktablishing a new compa-
ny in the host country. Each of these imply thes&xice of specific economic
and legal conditions. It is arguable, though, whiéhthe determinants is more
important under a given set of circumstances: eitne tax burden takes prece-
dence or other determinants do, including econ@metpolitical stability, public
spending on infrastructure at large, trade opennagailability of funding,
growth rate and geographic proximity.

Traditionally, studies consider corporate profikdtion as a representative
determinant of FDI. Bénassy-Quéré, Fontagné andéchle-Révil (2005) as
well as Jakubiak and Markiewicz (2007) stress tisgndtion between statutory
and actual tax rates following the line of thinkingened by Mendoza, Razin
and Tesar (1994). Ging¥is and Tvaronavieré (2003) empirically test whether
different approaches to taxation systems coulddmsidered as a possible main
driver of FDI in the Baltic countries. Brzica (1998entions the general level of
taxation as a factor that could contribute to therall attractiveness of a country
and so influences inward FDI.

Nevertheless, the impact of taxation on FDI inffois not straightforward.
Investor’ behaviour differs when targeting develbpe developing countries.
Hunady and Orviska (2014) argue that when corpdeateburden is not suffi-
ciently demonstrated to have a major impact on Bbler determinants become
dominant such as: economic openness and unit |aiosts.

Krugman (1991) uses the centre — peripheral mtmwaxplain the role of
business concentration (agglomeration), i.e. smfisolidated economies that are
driven by business concentration. Here, the mawamtdge of the host country is
the large dimension of the businesses that all@wéduction of transportation
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costs. However, in this model consumers’ inducadat®l and the allotted indi-
vidual consumption budget are not discussed.

Kirkpatrick, Parker and Zhang (2006) questionithportance of regulations
in FDI decisions, concluding that economies, whegulatory institutions are
weak or captive, are not attractive to foreign stees. Ngangue (2016), in line
with other studies, stresses infrastructure (gelpas an important driver of FDI
inflows mainly in developing countries. In develogicountries, the level and
effectiveness of public spending on infrastructoeeomes important, at least in
the early stages of foreign capital investments.

A significant part of the literature (e.g. lamsoand Doucouliagos, 2015)
focuses on economic growth as a determinant of flEs. Though opinions
differ, it can be argued that the GDP growth rated proxy for economic stabil-
ity) has a considerable influence on FDI, mainlyewhcountries are analysed
individually rather than pooled. This conclusionsispported by the fact that
during and in the aftermath of crises when growthluiggish, the inflows of FDI
are much lower in developing countries (Jimboreahtkaelber, 2014).

Inflation is often considered to be a determinanEDI flows, mainly when
companies are willing to escape inflation taximgthe country of origin. These
companies use FDI as a mitigation tool (Sayek, 20Bat this mechanism for
increasing FDI also relies on other factors, suslfiuading sources, investment
reasons, and the possibilities of hedging.

Competitiveness is also listed among the sigmficketerminants of FDI in
CEE countries (Popovici and Calin, 2015) but witttdnogeneous results for
other groups of countries (Anastassopoulos, 2007).

Within the EU specifically, FDI has contributed mifgcantly to the market
integration process, narrowing the productivity geyl supporting the develop-
ment of catching up economies (Wojciechowski. 20B0ch an evolution en-
hances EU economic convergence and guides thee @stiion towards being
economically stable and business-friendly. It adsmports the evidence that
during 1983 and 2013, EU membership increased Rildws by 28% (Bruno
et al., 2018) as a result of credibility.

A major problem in analysing FDI is gathering dathich often poses diffi-
culties since the topic covers many countries, econ sectors, business poli-
cies, and cultures (Bhardwaj, Dietz and Beamisli,720Data sources and cod-
ing, based on national nomenclatures and defigtioften differ (Gouel,
Guimbard and Labord®012). Therefore, internationally collected sosromy
be preferable. FDI is most commonly measured eitisenet FDI inflows or as
a proportion (%) of GDP.
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Although differences underlying the motivations gmmote foreign direct
investment inflows are noticeable, all the EU mendiates have endeavoured to
implement the right measures for attracting foradgect investment (European
Commission, 2017). The most common comparativecantpetitive advantages
are a relatively stable macroeconomic environmtrat,ability to bounce back
after major crises or convulsions, a positive dyicamhthe financial markets and
bank intermediation and relatively developed irnfiacture and communication
systems. Despite a common concern that globalizdgiads to the loss of local
identity, the EU is a good example of the concémlacalization, i.e. acting in
a globalised manner, but preserving local charisties (Robertson, 2012).

2. Methodology and Data

The literature suggests a number of econometribads to estimate the cor-
relation between FDI flows and other variables. §aite a long time, the gravi-
tational equation has been considered a critigal fr investigating the deter-
minants of FDI, including the identification of stillus for the location of for-
eign companies. Though firstly developed for treelated analyses, the gravity
model has progressively been extended to FDI aisalampos and Kinoshita,
2003; Brenton, Di Mauro and Licke, 1999; Mutti dadibert, 2004; Carstensen
and Toubal, 2004).

For the purpose of the study, the POLS methodésl ias the first step. This
approach pools individual data, ignoring heteroggn&hen an F test is run to
check individual heterogeneity, and the fixed efe@-E) and random effects
(RE) methods for controlling for individual hetesogeity are compared. The
Generalised Method of Moments (GMM) is preferreddstimation because it is
applicable in semi-parametric models where therpater of interest is finite-
dimensional. In these settings, the full shapehefdata’s distribution function
may not be known and, therefore, maximum likelihestimation is not appli-
cable (Zsohar, 2012). Semi — and non-parametritb@ast are more appropriate
because they are robust to variations in the uyideridata generating process
and provide consistent estimates without imposidditeonal assumptions. In
accounting for endogeneity, the GMM is comparechwite results of the in-
strumental variable approach (V) with random effec

The paper investigates the main driving deterntsah FDI in 28 EU mem-
ber states by using panel data from 2005 — 201fal Baect investments at the
end of the year are used as a measure of FDI. §edfB| stocks values by year
and country are shown in Figure 1. The UK recorthedhighest stock of FDI,
followed by The Netherlands, Germany and France dverage level for the
entire EU was on an upward trend during this tiraenk.
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Figure 1
Average FDI in the European Union Countries, by Yeaand by Country
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Source:Authors’ calculations based on OECD Database.

As the main explanatory determinants, the follgname considered:

« Economic developmerg measured by the annual percentage growth fate o
GDP based on constant 2010 U.S. dollgGP);

« Tax burderrefers to direct taxes, in terms of the top margiaa rates on
individual and corporate incomes, and overall takeguding all forms of direct
and indirect taxation at all levels of governmexsta percentage of GD®)

» Trade openneds measured as exports plus imports relative t@tmtry’s
GDP (openesy

« Unit labour costsdefined as the average cost of labour per unauput
produced, are measured in percentage chang@s (

« Interest rate spreads the difference of 10-year government bond weld
relative to German bondsgread_GHB,

« Inflation is the annual percentage change of the consunceripdex (nfl);

« Fixed telephone subscriptions per 100 people, @®xy for infrastructures
(telepnong

+ Global Competitiveness Index ra@&ClI) from the World Economic Forum.
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The sources of data used in the analysis are OF@Id Bank and World
Economic Forum’s Annual Global Competitiveness Rispdhe main descrip-
tive statistics for the explanatory variables amespnted in Table 1. The average
GDP growth rate for the given sample is about 1.98%h a minimum value of
—14.8% in Lithuania (2009), and a maximum of 25.Bf4reland (2015). The
average tax burden is about 65.8%. The most openoety is Germany for
which the sum of exports and imports representavarage 67% of the coun-
try’s GDP. Meanwhile, the least opened economyyipr@s, where the sum of
exports and imports is only about 0,82% of GDP. &herage unit labour cost
change is about 2.2%, with a minimum value of -%6i6 Ireland (2015) and
a maximum value of 27% in Latvia (2007). The averagread with respect to
Germany's bonds is 1.6%, with a minimum value 0©4% in Luxembourg
(2005) and a maximum value of 21% in Greece (20A%frage inflation is
2.12% with a minimum value of —4.48% in Ireland@@Pand a maximum value
of 15.4% in Latvia (2008). The average number xédi telephone subscriptions
per 100 people is about 40. Finally, the most cditipe countries in the sample
are the UK, Sweden, Finland and Denmark, whilsti¢last competitive country
is Greece.

Table 1

Descriptive Statistics of the Explanatory Variables
Variable Obs. Mean Std. Dev. Min Max
gGDP 364 1.95 3.84 -14.81 25.56
th 308 65.88 14.90 32.70 94.00
openess 336 14.20 14.68 0.82 67.36
ulc 360 2.20 4.18 -16.58 26.98
spread_GB 355 1.62 221 -0.94 21.00
infl 336 2.13 2.25 -4.48 15.43
telepnone 336 39.15 12.98 8.31 67.09
GCl 364 36.55 22.53 2.00 96.00

Source:Authors’ calculations based on OECD database, $M®dnk database and World Economic Forum’s
The Global Competitiveness Report.

3. Empirical Analysis

The general functional form of the empirical amio is given by equation 1,
where the dependent variable FDI is logged. Thdadam of the dependent vari-
able is also included as a regressor, as it ionadse to expect FDI stock to
follow an autoregressive process.

log(FDI, ) =¢; + 4, 1og(FDI, ) + #,gGDR + p1fy +f openegs+ |
+ﬁSUIC|t +ﬁesprea(18" +ﬁ7inﬂit +ﬁ8te|eph0n§+ﬁ9GC|it t& ( )
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The starting point of the empirical analysis {gsodled OLS (POLS) approach
where the individual heterogeneity is ignored amaldata on different individu-
als are simply pooled. This is also called the petpan-averaged model with the
assumption that any latent heterogeneity has beeraged out (Greene, 2012).
The main drawbacks of POLS approach are that #snagtions are unlikely to
be met and that omitting the individual heteroggneiakes the least squares
estimator inconsistent. To test the existence dividual heterogeneity, an F-test
is used to check whether all the individual effeetmial to 0. The alternative
hypothesis of the test is that at least one ofrilvidual effects is significantly
different from 0. The null hypothesis of no indival effect is rejected. So it can
be argued that there is likely to be individualenegeneity in the models so
POLS is biased (Table 2).

Table 2
F test of Individual Heterogeneity

F test that ally; =0:

F(22, 155) = 3.52
Prob.>F=0

Source:Authors’ estimations.

To model individual heterogeneity, fixed and ramdeffects approaches are
used. The fixed effects approach assumes thatidchailV heterogeneity is cap-
tured by the differences in the constant term aedunobserved individual hete-
rogeneity is not correlated with the included cohtrariables. In contrast, the
random effects approach assumes that the indivieftedts are strictly uncorre-
lated with the regressors, and that the individyeific constant terms are ran-
domly distributed across cross-sectional units &ting to a random distribution
(Greene, 2012). To choose the best model, the Hauspecification test is run,
where the null hypothesis is that the differencedefficients between the two
models is not systematic. Table 3 shows that thehypothesis is rejected. It
can be concluded that there is a significant diffiee between the two estima-
tors. Consequently, the consistent estimator, fedéetts is chosen.

In the models, the GDP growth rate is included antrol, which itself is
endogenous and is seriously affected by the chamgébe FDI stock. The
Hausman and Wu test is used to check for the pteseinendogeneity. The null
hypothesis of the test is that there is no sigaificdifference between the con-
sistent estimator (IV or GMM) and efficient estima(POLS or RE). The test
results are given in Table 4. The null hypothesas nejected and the conclusion
is that there is a significant difference betwdentivo estimators. Therefore, the
consistent estimator IV/GMM estimator is to be used
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Table 3
Hausman Specification Test for Choosing between Fand RE
---- Coefficients ----
(b) (B) (b-B sqri(diag(V_b-V_B)
FE RE Difference SE.
fdilag 0.5651 0.9643 —0.3992 0.0583
gGDP 0.0016 0.0122 —-0.0105 .
tb 0.0004 —0.0003 0.0007 0.0038
openess 0.0000 0.0000 0.0000 0.0001
ulc 0.0001 0.0009 —0.0008 .
spread_GB —0.0055 0.0014 —0.0069 0.0010
infl —0.0069 —0.0001 —0.0068 .
telepnone 0.0010 0.0003 0.0007 0.0034
GCI —0.0038 —0.0017 —0.0021 0.0022
b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; atedi from xtreg
Test: Ho: difference in coefficients not systematic
chi2(9)=(b- 8 | (%~ 6)|( b- §= 6307
Prob. > chi2 = 0.0000

Source:Author’s estimations.

Table 4
Hausman Wu Test for Endogeneity
---- Coefficients ----
(b) (B) (b-B sqri(diag(V_b-V_B)
GMM System POLS Difference SE.

fdilag 0.8796 0.9643 —0.0846 0.0156
gGDP 0.0097 0.0122 —0.0025 .
tb 0.0042 0.0009 0.0033 .
openess 0.00006 0.00001 0.00005 0.00001
ulc —0.0027 —0.0003 —0.0024 0.0012
spread_GB 0.0048 0.0014 0.0034 .
infl —0.0092 —0.0001 —0.0091 .
telepnone 0.0008 0.0003 0.0005 0.0010
GCI —0.0030 —0.0017 —0.0014 0.0008
b = consistent under Ho and Ha; obtained from xtgpds
B = inconsistent under Ha, efficient under Ho; aieédi from regress
Test: Ho: difference in coefficients not systematic
chi2(9) =(b- B (4~ )" |( b- §=34.96
Prob. > chi2 = 0.0000

Source:Authors’ estimations.

To check for possible endogeneity issues, the GMBbthod, specifically
the Arellano-Bover/Blundell GMM is applied in tliynamic panel data model
with iid errors and fixed effects. Arellano-BovehiBdell GMM fits a linear
dynamic panel-data model.
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This model is an extension of the Arellano-Bontdnestor that accommo-
dates large autoregressive parameters and a latge of the variance of
the panel-level effect to the variance of idioswticr error. These analyses,
based on net capital account (BoP — current US®)maplemented for the whole
examined sample, as well as for different sub-sampNCR (the subgroup of
net capital receivers), NCS (the subgroup of neitaasenders), EA (the sub-
group of Euro area countries), and Non-EA (the sulyg of non-Euro area
countries).

The validity of the models is examined using thelkino-Bond test for zero
autocorrelation in first-differenced errors and the Sargan test of over-iden-
tifying restrictions (Table 5). Arellano-Bond testsults indicate that the null
hypothesis is rejected only for lag order 1, intitgthe existence of autocorre-
lation of order 1. Thus, in the SGMM model, onlYaty of the dependent varia-
ble is included.

Table 5

Arellano-Bond Test for Zero Autocorrelation in First-differenced Errors
Order z Prob >z
1 —3.5552 0.0004
2 0.87468 0.3817
HO: no autocorrelation

Source:Authors’ estimations.

Based on the Sargan test results, the null isejetted at the 95% level, im-
plying that the overidentifying restrictions ardigaHence, the moment condi-
tions are not valid. Nevertheless, this is a matghase, the null can be rejected
at the 90% significance level (Table 6).

Table 6
Sargan Test of Over-identifying Restrictions

HO: over identifying restrictions are valid

chi2(151) 175.6447
Prob > chi2 0.083

Source:Authors’ estimations.

According to the results summarized in Table & filowing aspects are
relevant:

« There are very high adaptive expectations of FI2I #re changes in FDI
flows are consistently explained by the previoug e impact of lagged FDI
is about 88% in the full sample model, but is dgfgiated for sub-groups: it
is relatively higher for NCR countries (93%) comgghrto 87.1% in the NCS
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subgroup. Similarly, the impact is relatively higlfer EA countries (91.5%)
compared with 72.8% for Non-EA countries;

- The GDP growth rate is a significant factor for kxming the changes in
FDI only in the full sample model, as well as foESl and EA subgroup coun-
tries, meaning that economic growth impacts onlyttea FDI of NCS and EA
countries. According to the results, a 1 percenfaaet increase in GDP growth
rate increases the FDI stock by approximately 0.69%e NCS subgroup and
by 1.23% in the EA subgroup, holding all the otbfects fixed,;

« Unit labour cost is a significant factor for expimg the changes in FDI in
the NCS subgroup. Theoretically, controlling fohat determinants, the impact
of ulc should be negative, indicating that FDI flows twwtries where the aver-
age cost of labour per unit of output is relativielw. However, Figure 1 shows
that, in the given sample, the highest FDI flows absorbed by the UK, The
Netherland, France and Germany, whereuthes relatively higher. These coun-
tries may have other features that overcome thgir level of ulc;

» The impact of the tax burden on the changes of k3l a marginal signi-
ficance in the full sample model. Comparativelye timpact is significant in
NCS and Non-EA countries. The trend of the impactaonsistent with the
theory and indicates that the FDI decreases by%.#48response to the in-
crease of tax burden (% of GDP) by 1 unit, holditiggche other effects fixed.
However, the positive coefficient for the Non-EAngale is not consistent with
the literature;

- Trade openness is a significant factor for expfgjnihe changes in FDI
stock in the full sample model, as well as in NGfsl &on-EA country sub-
groups. When the sum of exports and imports exctetl&SDP of the country
by one unit (million USD), the FDI stock incread®s about 0.6%, holding all
the other effects fixed. The impact is almost thmes for the NCS subgroup, but
higher for Non-EA countries.

« Interest spread, inflation and infrastructure ao¢ significant factors for
explaining the changes in FDI stock in these caesitr

- Finally, the more competitive the country is, thgher the FDI stock. If the
countries’ rank in GCI increases by 1, then the BIotk will increase by about
0.3%, holding all the other effects fixed. The G@lex is also significant in the
models for EA and Non-EA subgroups; the impactscameespondingly 0.5%
and 0.6%.

Further on, the model is re-estimated with yeaedi effects added. The
results along with the initial model are presernbetbw (Table 8). In the new
specification, the significance of Trade openness @CI are lost, but inflation
becomes significant.
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Table 7
Estimation Summary for Country Sub-groups
Full sample NCR NCS EA Non-EA
Lag of FDI 0.87964*** 0.93038*** 0.87106*** |  0.91477** 0.72838***
(0.02) (0.06) (0.03) (0.03) (0.05)
GDP growth 0.00969*+* 0.01327 0.00691** QZB2*** | -0.00480
(0.00) (0.01) (0.00) (0.00) (0.01)
Tax burden -0.00266 0.01038 -0.00483* -0.00056|  0.00430*
(0.00) (0.01) (0.00) (0.00) (0.00)
Trade openness 0.00006** 0.00002 0.00006*+* —0.00001 0.00017**
(0.00) (0.00) (0.00) (0.00) (0.00)
Unit labour cost 0.00425 -0.00762 0.00697*f 06003 -0.00467
(0.00) (0.02) (0.00) (0.00) (0.01)
Interest spread 0.00479 -0.05568 0.00168 46M0 -0.00395
(0.01) (0.09) (0.01) (0.01) (0.02)
Inflation -0.00916 -0.03968 -0.00926 -0.00630 -@eeo
(0.01) (0.02) (0.01) (0.01) (0.01)
Infrastructures 0.00084 -0.00504 -0.00147 @Q03 0.00416
(0.00) (0.01) (0.00) (0.00) (0.00)
GCl -0.00305** -0.00528 -0.00189 -0.00468*%  —0.066*
(0.00) (0.01) (0.00) (0.00) (0.00)
_cons 1.59321++* 0.77600 1.87634* 1.08253 2.79231 %+
(0.36) (0.79) (0.39) (0.44) (0.54)
N 143 38 105 97 46

Note Standard errors are in parenthesis; * p<0.1 *0.05 *** p<0.01; the dependent variable is log(FDI)

NCR is the subgroup of net capital receivers, NEfhé subgroup of net capital sender (based orcéystal
account (BoP, current US$)), EA is the subgroufwfo area countries, Non-EA is the subgroup of Bars

area countries.

Source:Authors’ estimations.

Table 8
Estimation Summary with SGMM Model
FDI FDI

Lag of FDI 0.87964*** 0.99739**+*
(0.02) (0.02)

GDP growth 0.00969*** 0.00974**
(0.00) (0.00)

Tax burden —0.00266 0.00076
(0.00) (0.00)

Trade openness 0.00006*** —0.00001
(0.00) (0.00)

Unit labor cost 0.00425 —0.00269
(0.00) (0.00)

Interest spread 0.00479 —0.00061
(0.01) (0.01)

Inflation —0.00916 0.01868***
(0.01) (0.01)

Infrastructures 0.00084 0.00173
(0.00) (0.00)

GClI —0.00305** —0.00031
(0.00) (0.00)

Year effect No Yes

_cons 1.59321*** 0.10156
(0.36) (0.30)

N 143 143

Note Standard errors are in parenthesis;* p<0.1 **.050** p<0.01; Dependent variable is log(FDI).
Source Authors’ estimations.




81

Conclusions and Policy Lessons

In a globalised world, countries and regions sttiv attract FDI, knowing its
potential to boost their economy and support soatdé growth.

This paper works to identify the main determinahtg should be considered
in order to intensify FDI flows towards the EU mesnistates. To demonstrate
the hypothesis, the data is first pooled. Afternsaiddividual heterogeneity is
tested. To account for fixed effects, autocorailatiand endogeneity, the GMM
method is used since it has proved to be moreiafticompared to other ap-
proaches. Since the EU includes countries witherkfit dimensions, population,
levels of development, growth potential, econorfitancial and welfare poli-
cies, different historical, cultural and politicahckgrounds, it is expected that
the attractiveness for FDI is different. Therefdle analysis is conducted for
the full sample (28 countries) and separately Far different subgroups (Net
capital receivers, Net capital senders, Euro areh Mon-Euro area member
states). The EA economies are regarded as the stadde and best fulfil the
criteria expected by investors, while the Non-Earea states lag behind, being
rather hard hit by recent crises. Within the EW&, BA member states are mainly
senders of FDI towards the Non-Euro states, whate@tuates their economic
differences. From this perspective, the Non-EureaAstates have a residual
stance, and investors deciding where to locate aamp or place portfolios do
so according to their economic interest. Sinceattoeation of resources depends
on the yield of investments, the analysis of FQikdminants becomes crucial for
the Non-Euro area states and these results mag asmolicy opportunities.

According to the results of the study, the dynanatFDI is more intense in
NCR and Non-EA states. These countries should pagycplar attention to the
real convergence indicators that signal investbesrbbustness and stability of
the domestic economy (Donath and Mura, 2019) aadgnt speculative capital
entries. NCS and EA countries have a surplus atalsgupported by productivi-
ty and GDP growth, with the latter found here tcabeimportant determinant in
the FDI flow analysis in these countries.

Unit labour costs are presented in the literatasea possible comparative
advantage in attracting FDI, but the results shiaat tlespite high labour costs,
there are countries (e.g. the UK, Norway, Germ&ngnce) that are more attrac-
tive to investors compared to countries where dh@uir costs are low. Non-EA
countries and NCR should concentrate their polioiesther factors, i.e. quality
of the labour force, innovation, productivity, loverruption, transparency, the
rule of the law, economic stability, efficient mat&, health and primary edu-
cation, efficiency enhancers (higher education &athing) technological rea-
diness (business sophistication) and other GCI thay confer competitive
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advantage. Healthy growth is also a signal to g@teinvestors that the structure
of the economy is balanced and the financial maskéficiently developed to
provide funding at low risks (Bijsterbosch and Kszla2009).

The openness of trade (imports and exports/GDR)ahpositive impact on
FDI. Exporting opportunities, trade agreements, amil-established markets
show the ability of a country to meet the expeotati of their counterparts.
Nonetheless, the structure of exports and impbiasild not be overlooked, since
they affect on the balance of payments with fineincbnsequences. Exporting
goods with high added value creates the perspectigarplus that can success-
fully be invested in the global market thus cregtiditional revenue that even-
tually lowers sovereign debt adds to the finanstability of the country.

Inflation and interest rates are largely reladdaminal convergence and are
influenced by EU monetary policy and the divisiostieeen EA and Non-EA
countries which raises issues related to foreigrhamge policies, monetary ex-
pansion policies as well as the demand and strictuloans. From the perspec-
tive of this study, inflation, the interest sprest infrastructure are not signifi-
cant determinants of FDI.

Last but not least, the tax burden is one of tlhstrdebated determinants of
FDI. Obviously, investors are sensitive to taxatioat there isn't a large consen-
sus on the degree to which it influences FDI. Hget,again, the problem lies
with the negotiating authorities and the allowaniteg are made to foreign in-
vestors. For a considerable time, taxation was ptethas the most important
determinant of FDI, mainly for developing countrteat, as a result participated
in a race to the bottom tax rates, without irrdbléaevidence that it has triggered
a more intense inflow of FDI to these countries.dde hand, tax competition is
a lever for a more effective public money managdimaut low taxes can dimi-
nish the collection of public revenues, unless cemspted by a larger tax base
supported by the FDI inflows. Further on, invertemnetimes consider the sta-
tutory tax rates and/or the actual tax rates, wektatating to either developed or
developing countries. The results of the study iconthat investors are more
sensitive to the tax burden in NCS and Non-EA coesit

The study considers only a limited number of Jaga that influence FDI
absorption, leading to partial results and sugggdtiat the research should be
extended also to other non-economic (qualitatiet@mninants, like for example
corruption (a recent paper developed by Bojnec e (2017) empirically
investigates the effect of globalization and cotiaupon the outward FDI in the
OECD countries). Moreover, an in-depth analysisaréiqg the impact of real
convergence in the EU and FDI inflows would addueale insight into the
research.
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