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Abstract

The main aim of the diploma thesis is to establish the significance of the determinants
affecting inward foreign direct investment on the example of three geographical groups of
developing economies: Africa, Developing Asia and Latin America and the Caribbean. The
panel data was collected for fifteen countries from each group, 45 countries in total, for the
years 2007 to 2017. A least squares dummy variable method is used for the model, specified
as a fixed effects one, and verification of the goodness-of-fit of this method, compared to
pooled ordinary least squares regression, is performed. The significant determinants for each
country group are identified and analyzed. Answers are given to the following three
questions: does higher corruption have a negative effect on the inward foreign direct
investment for all three groups of developing economies; does higher economic openness of
the country affect positively the inflow of investments; Are the same determinants in the
foreign direct investment model significant for all three groups of developing economies.
The obtained results show that there is no one unifying determinant for the three groups, and
that determinants have different significance for each country group. This leads to the
conclusion, that it is of utmost importance to take into consideration the specific conditions
and characteristics of each country group when choosing proxies, which represent the

determinants in the model, in order to obtain the most relevant and meaningful results.

Keywords: FDI, fixed effects, OLS, determinants, GDP, human capital, corruption,

corporate tax, capital flows, panel data, developing economies.



Abstrakt

Hlavnim cilem této prace je ur¢it vyznamnost hlavnich determinanti, které ovliviiuji
ptiliv ptfimych zahrani¢nich investic, na piikladu tfech geografickych skupin rozvojovych
ekonomik: Afriky, Rozvojové Asie a Latinské Ameriky s Karibikem. Sbér panelovych dat
byl proveden pro patnact zemi z kazdé vySe uvedené skupiny (dohromady 45 zemi) v letech
2007 az 2017. Prace je zalozena na modelu fixnich efektd, ktery je odvozen s vyuZzitim
metody LSDV. Zarovei je ovéfovana vhodnost této metody ve srovnani s Béznou metodou
nejmensich Ctvercli. Determinanty vyznamné pro kazdou skupinu jsou identifikovany a
analyzovany. Cilem je odpovédét na nasledujici tii otazky: ma-li vy$si mira korupce
negativni dopad na pfiliv pfimych zahrani¢ni investic vSech tfech skupin rozvojovych
ekonomik; ma-li vyssi mira ekonomické otevienosti zemi kladny dopad na pfiliv investic;
jsou-li stejné determinanty v modelu pfimych zahrani¢nich investic vyznamné pro vSechny
tii skupiny rozvojovych ekonomik. Vysledky analyzy pak ukazuji, Ze neexistuje jednotny
determinant pro vSechny tfi skupiny, a ze kazdd skupina zemi je ovliviiovana jinymi
determinanty. Zavérem lze konstatovat, ze pfi vybéru proxy proménnych, které lze
povaZzovat za determinanty modelu, je nesmirn€ dulezité vzit v tivahu specifické podminky

a vlastnosti kazdé skupiny zemi pro ziskani relevantnich a smysluplnych vysledkii.

Kli¢ova slova: piimé zahrani¢ni investice, fixni efekty, metoda nejmensSich ¢tvercd,
determinanty, HDP, lidsky kapital, korupce, dan z ptijmu pravnickych osob, kapitalovy tok,

panelova data, rozvojové ekonomiky



Objectives and Methodology

The main aim of this paper is to evaluate the significance of the chosen determinants
affecting foreign direct investment inflows into developing countries. The partial aims are to
estimate the goodness-of-fit of the chosen fixed effects model by comparing it to the pooled OLS
method, and to answer the three questions posed bellow:

1. Does higher corruption have a negative effect on inward foreign direct investment?

2. Does higher economic openness of the country affect positively the inflow of investments?

3. Are the same determinants in the foreign direct investment model significant for all three
groups of developing economies?

In order to analyze the relationship between foreign direct investments and their determinants,
a regression economic framework was established and the model was defined as a fixed effects
one. The panel data consists of seven determinants, representing the independent variables, with
FDI as the dependent variable in the model. The indicators were chosen for 45 developing
countries, divided into three groups of 15 countries for the geographical regions Africa,
Developing Asia and Latin America and the Caribbean. The chosen timeframe was 11 years, from
2007 to 2017.

The model was specified as a fixed effects model, while the parameters were estimated by
the least squares dummy variable method (LSDV 1). The FDI model consists of one dependent,
seven independent and 14 dummy variables (N-1), representing 15 countries per each group. The
three country groups were analyzed seperately. The dependent variable in the model is foreign
direct investment inflow, while the independent ones are: market size, corruption, trade openness,
infrastructure, human capital, taxes and inflation. Each determinant was included in the model with
an appropriate proxy. Verification of the models was conducted based on coefficient of
determination (R?) and F test for the fixed effects model, which compares the efficient pooled OLS
model and the robust LSDV model and tests the degree to which the goodness-of-fit measures

changes.



Results and discussion

There is not a single determinant significant for all three groups of countries, with the
determinant significance ranging from 3 to 4 determinants in a model. The expected and actual
signs of the coefficients also differ and are sometime not in line with the theoretical framework
developed in the paper.

For developing Asia, market size has a affects FDI inflows significantly, which is
confirmed by the largest t-value in the model (t-value: 5,301>1,96), compared to other
determinants. Corruption levels are significant (t-value: -2,885<-1,96; p-value: ,005), however,
with a negative coefficient sign, unlike the expected plus. Infrastructure, with proxy of mobile
cellular telephone subscriptions (per 100 people), has the expected positive effect on FDI, and is
significant to the model (t-value: 2,337>1,96; p-value: ,021). The country dummies resulted in
significant coefficients for Israel (,009), China (,047) and Bangladesh (,047) with respect to Turkey
as the reference country. All others were insignificant.

Trade openness is the most significant determinant when it comes to investment in Africa
(t-value: 2,808>1,96; p-value: ,006). The coefficient is positive, which means that investors are
attracted to more economically open countries. Market size (t-value: 2,323>1,96; p-value: ,022)
and Human capital (t-value: -2,460<-1,96; p-value: ,015) are significant in the model. Market
size’s coefficient is positive, as predicted by theory, stating that economically growing markets are
important to investors. This has great significance for the Sub-Saharan countries, which have had
slower growth rates historically, compared to other emerging markets. The country dummies
resulted in significant coefficients for Madagascar (,000), Angola (,000), Niger (,000) and Zambia
(,017) at the ,05 level, with respect to Benin as the base country. Chad (,063) and Egypt (,053) are
significant at the ,1 level. All others were insignificant.

The Latin America and Carribean countries model is distinguished from the other two. It
has the highest p-value of the three, is the only model for which corporate tax proved significant,
and has a significantly higher number of significant coefficients of the country dummy variables
(11 out of 14). Only three countries, DV3 (Uruguay), DV7 (El Salvador) and DV11 (Chile) are
statistically significant. All others have statistically significant parameters, with high levels of
probability. Trade openness (t-value: 6,349>1,96; p-value: ,000), Corruption (t-value: 2,838>1,96;
p-value: ,005) and Corporate tax (t-value: 2,323>1,96; p-value: ,022) are significant for FDI



inflows in the countries of Latin America and the Carribean. The actual signs for the coefficients
are in line with the expected values and in accordance with the theory presented in this paper.

The obtained results, considering their significance and proper coefficient estimation, can help
answer the questions, posed in the paper:

1. Higher corruption has a negative effect on inward foreign direct investment;

The level of corruption proved to be significant for FD inflow in 2 country groups — Asia and
Latin America and the Caribbean. The results, however, are inconclusive in terms of coefficient
signs. Countries with lower corruption levels (higher corruption perception index) in Latin
America attract more investment. Corruption does continue to be a serious issues in these
countries, hindering not only investment and economic growth, but their development in general.
Corruption is significant for developing Asia as well, but inlike Latin America, corruption does
not seem to hinder, but encourage foreign investment.

2. Higher economic openness of the country positively affects the inflow of investments;

Economic openness has a positive affect on FDI inflows for Africa and Latin America and
the Caribbean, and is insignificant for developing Asia. Africa and Latin America are to a degree
unified by the structuer of their exports and imports, with a large part of their export still accounting
for natural resources, which is not the case with Asia, that exports technology. This difference
could be a factor affecting the significance of economic openness in the FDI model.

3. Same determinants in the foreign direct investment model are significant for all three

groups of developing economies;

A determinant that could be left out of the model and is insignificant for all three groups is
inflation, i.e. the CPI proxy. Taxes and infrastructure are significant for only one group each, while
market size, human capital and trade openness are significant for two country groups, which could
mean that further development of these determinants in future studies could provide even more
meaningful results. Because of the differences, separating the country groups, and the fact that
most determinants proved insignificant because of their proxies, while having strong
methodological support, the proxies and determinants they represent must be chosen carefully and
adjusted for each region, considering all the differences mentioned above, in order to result in

meaningful results.
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