
 

 

Foreign Direct Investments in Europe 

Testing European Union membership as a Determinant for FDI 

 

 

 

 

Authors:  Johannes Hornbrinck  

 Jonas Olausson 

 

Supervisor:  Kenneth Backlund 

 

 

 

Student 

Umeå University, Department of Economics 

Spring 2014 

Bachelor Thesis, 15 ECTS



 

Acknowledgement 

 

As we are approaching the end of the writing process for this thesis we would like to take the 

time and give thanks to the people that in any way have been involved in the creation of it. 

We want to give special recognition and gratitude towards our supervisor Kenneth Backlund 

who has provided us with valuable feedback and help throughout the process. 

 

Sincerely 

 

Johannes Hornbrinck    Jonas Olausson 

 

May, 2014      

     

 

 



iii 
 

Summary 

The purpose of this study is to investigate membership in the European Union as a 

determinant for foreign direct investment (FDI). This is empirically investigated through the 

means of an OLS regression analysis. The dataset covers 36 different countries over the time 

period of 2000-2010. We have constructed dummy variables to account for the EU-

membership and region specific factors. The main theoretical framework in the thesis is the 

OLI-paradigm with emphasis on the locational advantages. The results in this paper shows 

support that macroenomic factors outweigh cost factors such as labour cost. Furthermore we 

found that EU-membership has a positive impact upon the inflow of FDI. When testing FDI 

as a determinant for wages and GDP it has a positive impact on these factors over time.   
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1. Introduction 

 

1.1 Background 

With the expansion of the European Union it has started to establish itself as one of the 

world’s new superpowers. In 2012 the European Union had the largest nominal GDP in the 

world and it is now rivalling the US in both output and trade (Cooper, 2014). 

 

The Baltic States, Estonia, Latvia & Lithuania, is a perfect example of the growth 

opportunities that the European Union has brought to the area. In the beginning of the 1990s 

only 5% of Estonia’s foreign trade was with western countries as they were still experiencing 

a hard transition from the former Soviet Union and was highly reliant upon the state of the 

Russian economy. Since 2003, and after they joined the European Union in 2004, these states 

have experienced a tremendous and unexpected growth, with growth rates that reached 8 % -

12% per year between the years 2003 to 2007 (Dudzinska, 2013, p 1). Large parts of this 

economic growth can be closely linked to foreign direct investment (FDI). Between 1994 and 

2008 FDI averaged 8% of Estonia’s GDP, more than 5% in Latvia and around 4% in 

Lithuania (Dudzinska, 2013, p. 1-2). 

 

With the growth of multinational enterprise (MNE) and the increased economic activities 

between countries, the interest in the fundamental factors that drive FDI behavior has grown 

(Blonigen, 2005, p. 1). Since the creation of the European Union in 1992 the FDI flow have 

increased substantially before it had a bit of a downturn during the economic crisis (European 

Commission, 2012). The integration of the European market with the free trade agreements 

and the monetary union within the zone allows MNEs with foreign affiliates or subsidiaries 

within this area to capitalize on a large market. The access to this market has been one of the 

key aspects in the rising FDI inflows within the European Union. Market-seeking motives 

have been found to be a deterimenant for FDI in previous litterature, Bellak et al. (2008) 

found a strong positive link between FDI and markets size. 

 

FDI as a concept is closely connected to economic growth and development. FDI has shown 

to promote growth not only from the employment opportunities that the investing firms 

generate but also in form of spillovers to local firms (Denisia, 2010, p. 105). However, this 

can also be of negative impact to the economic growth if the FDI would crowd out local 

enterprises. There has been a debate in research regarding if these effects are largely negative 

or positive (Denisia, 2010, p. 105). Javorcik (2004) study on the spillover effects of FDI in 

Lithuania found that empirically there are positive effects in the form of backwards linkages, 

for example contracts between foreign affiliates and domestic suppliers (Javorcik, 2004, p. 
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625). Given this, an inflow of FDI can be one of the contributing factors to the economic 

development that have spurred European Union lately. 

 

Moreover FDI is not only something that improves the relationship for the country receiving 

the FDI inflow. Koizumi & Kopecky (1980) found evidence that supports that it creates 

benefits for both domestic and foreign laborers over the long-run. This leads into one of other 

main determinants that for FDI which is that of efficiency seeking. Labour cost has been seen 

to have some impact on the decision to enter a new market. Bellak et al. (2008) found further 

support for this but also that labour cost may not act as the single most important determinant. 

However it can work more like a deterrent for FDI as they found an inverse relationship 

between FDI and the unit labour cost (Bellak et al., 2008, p. 33).  

 

This generates an interesting question regarding FDI and the European Union, to see if the 

majority of the firms investing within the European Union lately have been with motives that 

are market-seeking or if there also have been efficiency motives behind as well. We want to 

further investigate this and find if a membership within the European Union is an attractive 

feature for FDI. The growth that been experienced within the European Union, for example 

by the Baltic States, shows that FDI has undoubtedly have played a major role.  

 

1.2 Previous studies 

One of the earliest and most influential researches on the determinants of FDI was by John H. 

Dunning (1979) which led to the development of the OLI-paradigm. This article found that 

firm specific characteristics were important behind the decision to invest abroad. These 

different characteristics provided the basis for this OLI: ownership, location and 

internationalization, advantages based on the eclectic theory (Dunning, 1979, p. 289-290). 

This framework will be discussed further within the theoretical chapters. 

 

An study by Koizumi & Kopecky (1980) investigated the impact of foreign direct investments 

on domestic employment effects. Their study found empirical evidence that foreign direct 

investments have shown to improve conditions for both foreign and domestic laborers over 

the long-run (Koizumi & Kopecky, 1980, p.14). 

 

Santiago (1987) was one of the first empirical studies that studied foreign direct investment 

determinants simultaneously with the consequences of it. In the paper, the author made use of 

both industry-specific and location-specific determinants and checked those effects on the 

export and employment generation (Santiago, 1987, p. 317). Regarding the FDI determinants 

the author found empirical support that both location-specific and industry-specific factors 

characterize firms’ choice to invest abroad (Santiago, 1987, p. 325). They found no clear 
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linkage that exports would be reflected in the relative unit labor cost. However through 

simulations they found that export-induced employment growth was a consequence of 

changes in the export patterns (Santiago, 1987, p. 325). 

 

Blomström & Kokko (2002) examined spillover effects from the activities of multinational 

firms. They suggested that these are most likely found in host countries where the foreign 

direct investments may have an influence on local enterprises. However they found no 

concrete evidence of the nature or magnitude of these effects. They believe them to vary a lot 

depending upon the country (Blomström & Kokko, 2002, p. 247). Javorcik (2003) extended 

on this research with data from Lithuania. In her paper she found that most of the positive 

spillover effects from FDI come from backwards linkages, for example supply contracts. 

These spillovers are not restricted geographically since local firms seem to benefit as much 

from regional FDIs as those in focused in other of the countries (Javorcik, 2003, p. 321). 

 

Determinants of FDI have been researched over different regions and from different 

perspectives. Bellak et al. (2008) analyzed the determinants of FDI across different Central 

and Eastern European Countries (CEECs) with emphasis on labour costs. They made use of a 

panel-gravity model so they could assess the impact of market and cost related location 

factors. The data was tested bilaterally with flows between home and host countries. Their 

results were in line with the theoretical assumptions that larger unit labour cost and higher 

total labour cost have a negative impact on FDI and that increased labour productivity have 

positive impact. Further their results suggest that unit labour cost is the more appropriate 

measure for labour costs to avoid bias that can be caused through omission of a labour 

productivity variable (Bellak et al., 2008, p. 17). Carstensen & Troubal’s (2004) research 

showed that apart from the traditional determinants such as market potential and labour cost 

(unit labour cost used), transitions specific factors, for example level and method of 

privatization and country risk, plays an important role in being an attractive host for FDI 

(Carstensen & Troubal, 2004, p.17).  Král’s (2004) study on FDI determinants for the Czech 

Republic found similarly to Carstensten & Troubal that the government has an important role 

to play in order to attract FDI. Infrastructure, well-functioning public governance, efficient 

legal and regulatory framework for the economy and social cohesion with support of a 

flexible social system was found to be necessary precondition to compete for inward FDI 

flows (Král, 2004, p. 21). 

 

Clausing & Dorobantu (2005) similarly to Bellak et al. (2008) examined the CEE countries 

however they had more focus on their ability to attract FDI. As for FDI determinants their 

finding supported the traditional market size and cost factors. Furthermore they tested if the 

European Union announcements in regard to the accession process had any effect on the FDI 

decision. They found significant results that these announcements had influenced the amount 
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of FDI that was received by the CEE countries. Results that are robust to alternative 

specifications and consistent with the theoretical model of the location decisions of profit 

maximizing firms. The authors believe that this future European Union membership has a 

beneficial effect on FDI, since it signals improved risk environment and a future barrier-free 

access to the European common market. Moreover this might also suggest for CEE countries 

why a European Union membership is attractive (Clausing & Dorobantu, 2005, p. 98-99). 

 

Defever (2006) approach the FDI determinants in a micro-perspective where he analyzed non-

European multinational firms in European Union during the period 1997-2002. Their research 

focus on location choices considering upstream and downstream service activities in addition 

to production activities. They found that R&D centers and production show co-location where 

headquarters does not have any attraction effect on the location of other parts of the business 

(Defever, 2006, p. 677). 

 

Numerous researches have been conducted using different methods for data analysis, for 

example Bellak et al. (2008) used a bilateral method for the FDI flows. Clausing & Dorobantu 

(2005) on the other hand investigated a stock of FDI flow to measure the determinants. 

Regarding the measure of the labour cost Bellak et al. (2008) used both unit labour cost and 

total labour cost where Clausing & Dorobantu (2005) used only the total cost for labour. 

Bellak et al. (2008) suggested that unit labour cost was the superior measure due to the risk of 

bias that may be caused from omitted variables if labour productivity is not included in the 

regression.  

 

1.3 Research question 

With the high growth that some of the less-developed countries in the European Union have 

experienced lately that partly has been spurred by FDI. Where previous researches have found 

a relationship between EU membership and attractiveness for FDI inflow. We want to further 

investigate this phenomenon within the European Union with emphasizes on European Union 

membership. Building on the problem background and previous research we have formulated 

the following research question: 

 

Is European Union membership a determinant for foreign direct investments? 

 

The purpose of this study will be to investigate European Union membership as a determinant 

for FDI. This will be empirically investigated through the means of an OLS regression. The 

model will be designed from previous research and the theory within the field of FDI. 

Furthermore we are going to look into the economic growth aspects of FDI as well by testing 

the regression model with FDI as an independent variable. 
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1.4 Limitations 

The study will be limited to countries within the European Union and neighbouring countries 

with close ties to Europe. Furthermore countries will only be included in the research if they 

have data available for all variables for the chosen time period of 2000-2010.  

 

We understand that part of the results is limited to the European Union due to the specific 

characteristics of the market. These characteristics have to be considered and for the findings 

to be transferable to other regions they will have to share similar characterisitcs.  

 

The results will be furthermore be limited to the way the different variables are measured and 

might not provide the same result if they are proxied for by alternative measures or 

measurements. This since we have a time limitations and limited availability of data we are 

not able to investigate all alternative measures and have to limit ourselves to choose a few that 

are readily available. 
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2. Theoretical Framework 

 

2.1 FDI theories 

One of the first theories developed for emergence of MNEs was created by Hymer (1976), he 

argued that foreign direct investments existed because the firm aimed to exploit various 

market imperfections. The MNEs has the ability to avoid competition, separate markets and 

exploit advantages. He also made a link between portfolio theory and MNEs foreign 

investment as a reason to diversify their activities and benefit from the international 

diversification where their shareholders doing it themselves would incur transaction costs. 

(Dunning & Rugman, 1985, p. 229-231). 

 

Hymer’s theory on the distortion in the markets had two conditions that was necessary for 

FDI to take place as he believe the local firms had better knowledge of the local economic 

environment. First, foreign firms must possess certain advantages that allow such an 

investment to be viable. Second, the market of these beliefs has to be imperfect (Denisia, 

2010, p. 105). This laid the ground for future theories for the international firm, with his two 

motivations that FDI was to reduce international competition amongst firms and that FDI was 

domestics firms desire to increase their returns by utilizing their special advantages. Hymer’s 

theory is completely based upon structural imperfections in the market, for example scale 

economies, knowledge advantages or product diversification (Hosseini, 1994, p. 63-65). 

Hymer’s theory did not say much regarding the decisions of where to invest or why rather it 

was focusing more on why MNEs existed and reasons for their growth. The essence of this 

theory is that the MNEs investing abroad to some extent have a monopolistic advantage. 

 

This has later been developed further with a second school of thought regarding theories of 

FDI. With the transaction-cost approach this was still kept on a micro level with focus on the 

firm-specific advantages. It origins from Ronald Coase and Oliver Williamson’s transaction 

cost theories of the firm. Following Hymer they had the view that the firms internationalize 

their activities in order to minimize the transactions cost with the belief that they can be more 

efficient than the market (Hosseini, 1994, p. 65). What differs from Hymer is that this 

approach identifies two imperfections in the market rather than only one. Apart from the 

structural imperfections they also identified the transaction-cost market imperfections. Where 

MNEs can take advantages of these and internalize them through for example a firm-specific 

property right (Hosseini, 1994, p. 65). 

 

Production cycle theory developed by Vernon in 1966 which explain some types of FDI that 

US companies did in Western Europe after the Second World War. Vernon then believed that 

there are four stages of production cycle; innovation, growth, maturity and decline. In the first 
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stage of this theory are the manufactures that have an advantage by possessing new 

technologies, but as the product developed this technology becomes known. This will lead to 

that firms copy the product so in order to keep the market shares firms will engage in FDI to 

facilitate these local market shares (Denisia, 2010, p. 106). 

 

Another theory regarding exchange rates on imperfect markets were developed where they 

found that real exchange rate increase stimulated FDI and that foreign currency appreciation 

reduced it. However this fails to capture FDI that is done between countries with different 

currencies simultaneously (Denisia, 2010, p. 107). 

 

The internalization theory was developed by Buckley & Casson (1976) and further by 

Hennart (1982). The theory has it roots from the transaction cost theory dicussed above. This 

main focus here is upon the fact that an external market doesn’t provide conditions for 

efficiency, the firms can then exploit this with their firm-specific advantages for example 

knowledge, technological or production advantages (Denisia, 2010, p. 107). It is only 

profitable for the firm to do so if their firm-specific advantages outweigh the relative costs of 

foreign operations. Some conclusion to draw from this theory is that it highlighs that 

transnational firms face other strategical considerations that local firms do not. They have 

adjustment costs for foreign investments with the currency risk, different treatment from 

governments and other information costs that local counterparts might not incur (Denisia, 

2010, p. 107). 

 

2.2 OLI Paradigm 

In this paper we will put most emphasis on the OLI paradigm theory since it is the most 

comprehensive and captures most of the aspects that can be explanatory for the 

internationalization process. This theory was influenced by the second school of thought 

regarding the FDI theories (Hosseini, 1994, p. 64) and developed by John H. Dunning 

(Dunning, 2001, p. 173; Denisia, 2010, p. 107-108). 

 

Also referred to as the Eclectic theory, this theory is developed in order to explain the FDI 

activities by firms through three different aspects O-L-I. 

 

First, “O” is referred to as the ownership advantages. This is competitive advantages that the 

firm possess, often in the form of intangible assets that for a period of time are exclusive for 

the firm. These can easily be transferred within the corporation at low cost and can lead to 

higher revenues or reduced costs. By entrance into foreign markets these firms’ specific 

advantages would outweigh the operating cost on the new market. The firm has monopoly 
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over its own specific advantages and can use them abroad to operate at a lower marginal cost 

than other firms. These advantages are categorized in three different types. 

 

First is the monopoly advantage which can be; privileged access to markets by ownership of 

natural limited resources, patents or trademarks. Second, technological advantages which 

incorporates all forms of innovation activities. Third, is that the firm have to potential of 

economies by size for example, economies of learning, economies of scale or scope and 

greater access to financial capital (Denisia, 2010, p. 108). 

 

When these conditions are fulfilled it must also be more beneficial for the company that 

possesses them to use them for themselves rather than sell or rent to foreign forms (Denisia, 

2010, p. 108). 

 

The second letter “L” in the OLI paradigm stands for Location specific advantages that the 

host country can offer to the investing corporation. These advantages will according to the 

eclectic theory be key factors in determining who will become host countries for the activities 

of the MNEs. Just as for the ownership advantages the location-specific advantages can be 

split into three different categories.  

 

First, economic benefits which incorporate various quantitative and qualitative factors of 

production, cost of transport, telecommunications and market size etc. Second, the political 

advantages where common and specific government policies can affect the FDI flows. Third, 

social advantages include distance between the host and home countries, cultural diversity in 

the host country and the attitude they have towards strangers. 

 

Given these location advantages these can be used by countries in order to become more 

attractive for FDI inflows. With the two first conditions fulfilled it have to be profitable for 

the company to use these advantages together with factors outside of their country of origin 

(Denisia, 2010, p. 108). 

 

This then leads into the last letter “I” in the O-L-I which stands for Internalization. This part 

of the paradigm is assessing the different ways the corporation can exploit the powers from 

selling their goods or services to various agreements that could be signed between the 

corporations. With a higher cross-border market internalization benefits the firms is more 

likely and willing to engage in foreign production rather than offering this through licensing 

or franchising (Denisia, 2010, p. 108). The internalization specific advantages was influenced 

by the internalization theory developed by Buckley & Casson (1976) which Dunning found 

important but was alone not sufficient to explain the FDI decisions (Denisia, 2010, p. 107). 
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The OLI-paradigm is different from corporation to corporation and is highly dependent on the 

nature of the host country. Therefore the firms’ decisions, objectives and strategies will be 

reliant upon the challenges and opportunities that the different countries are offering (Denisia 

2010, p. 108-109). 

 

2.3 FDI determinants 

From the Dunnings OLI which provides the framwork for studying FDI, our thesis will 

mainly focus on the factors within the location-specific advantages since we are going to 

analyze the effects of the host country characteristics influence on the FDI inflows with focus 

on the European Union. Given that the two other dimensions of the OLI framework are more 

centered round the firms’ respective advantages and reasons for FDI. The location specific 

advantages are something that the host country can affect through policies.  

 

In order to identify these potential determinants for FDI we have to look at the motives behind 

the MNEs investment decision.  

 

For this we can identify following four different types of FDI (Dunning, 2001, p. 182-183): 

 

- Resource-seeking: Investing in the foreign market in order to take advantage of natural 

resources or agricultural production. Resource-seeking firms often aims to exploit not 

only the local market but also home and a third market. For resource-seeking firms 

main determinants would be natural resources, complementary factors of production 

and raw materials.  

 

- Market-seeking: Aims to satisfy the foreign market demand by local production, 

reasons for this can be that it is necessary to adapt the product to preferences of local 

customers. Furthermore it can also be high trade costs in form of tariffs that will 

increase the incentive for this form of FDI. Main drivers for market-seeking firms are: 

market size, market growth, access to regional and global markets, such as the 

European Union, and the market structure (Johnson, 2005, p. 21-22).  

 

- Efficiency-seeking: Is when the MNE take advantage of differences in factor costs 

between geographical locations. For example when the production process is labour 

intensive firms could chose to locate where labour costs are low. This can also include 

low cost of other inputs, tax breaks and to achieve potential economies of scale/scope 

(Johnson, 2005, p. 22).  
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- Strategic-seeking: Regards whether there is availibility of knowledge related assets for 

the investing firms which can help them develop or enhance specific advantages. 

These usually then make it possible to achieve at a lower cost in a foreign country or 

not availible at home. The firm could also face institutional difficulties to acquire 

these advantages at home. This can among other things include access to different 

cultures, institutions, different consumer demands and preferences (Dunning, 2001, p. 

176).  

 

Furthermore FDI can be broken down into either being considered vertical or horizontal. 

Horizontal FDI means that the MNE is replicating the activities it is conducting over several 

different geographical regions. Vertical FDI is when they relocate different production stages 

of their activities to exploit different factor costs advantages which are present abroad 

(Johnson, 2005, p. 21). 

 

2.3.1 Market size & location 

Market size and location are two of the main determinants behind the market-seeking 

motives. The EU membership which entails access to the entire European market offers firms 

the potential to locate anywhere within the Union and get access to the whole market. EU 

membership of a state can also be associated from the investor’s point of view with a lower 

country risk with a more stable future (Bevan & Estrin, 2004, p. 779). Market size can be 

proxied through GDP, population etc. and location can be measured from a gravity model or 

through the distance from the center (Bloningen, 2005, p. 24). 

 

2.3.2 Host-country environment 

Quality of the institutions is probable to be an important determinant for FDI activity, this is 

also something that gain larger consideration for less-developed countries (Bloningen, 2005, 

p. 14). That is why as stated above that the EU memebership can help the host country to 

inrease their perception of the quality of their institutions and legal framework. The risks 

associated with poor quality institution are for example corruption, ill-functioning markets 

and poor infrastructure which would increase not only the cost but also the risk of conducting 

business in a certain country (Bloningen, 2005, p. 14).  

 

Furthermore trade-costs should be a big influence upon the FDI decision, especially if the 

decision stands between investing abroad compared to exporting. This is often depending on 

specific firm preferences and cost function regarding fixed and variable cost where setting up 

foreign operations is associated with higher fixed cost versus increased variable costs of 

exporting. In the case of a large foreign market demand the higher fixed costs could outweigh 
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incurring variable costs and the firm would decide to set up operations abroad (Bloningen, 

2005, p. 17). For this thesis this can be applied in the sense that investing within the European 

Union would give access to the whole tariff-free European market. The higher trade 

proctetion within a union the more likely it is that firms would choose to substitute exports for 

affiliate production to avoid trade protection costs (Bloningen, 2005, p. 15).  
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3. Data & Method 

 

3.1 Method 

The data is analyzed using an OLS regression. We are testing all the variables simultaneously 

separating the different country characteristics with dummy variables. The focus will be on 

the inward stock of FDI and we will take all investments into account independent of the 

country of origin.  

 

3.2 Variables & Data 

The variables that we have chosen to analyze as the main determinants of the FDI within this 

study are theoretically based on the OLI paradigm and specifically the location-specific 

advantages as well as previous empirical studies within this subject. Substantial importance 

has been put on including the theoretical grounds for our empirical model. Since having a 

specification error due to including an irrelevant variable may cause increased variance in the 

model with the risk that the t value will be understated which might result in that a type 2 

error, the failure to conclude a relationship where there is one, could be commited 

(Studenmund, 2006, p. 171). 

 

The data collected for this research covers the time period of 2000-2010 which was chosen 

with concern to the availability of data and to facilitate comparison. This since many of the 

countries included in the data set were formally accepted as members of European Union at 

the beginning of the period. This help ensuring that indicators are defined similarly and also 

calculated the same way across the included countries. The data will be limited to the FDI 

inward stock and the data does not discriminate depending on the country of origin of the 

investments. 

 

3. 2. 1 Dependent variable 

FDI: The measure of FDI has been collected from the United Nations conference on trade and 

development database. FDI is measured as the inward stock, this is the value of the share of 

the capital and reserves attribunable to the parent enterprise, the foreign investor, plus the 

indebtness of affiliates to the parent enterprise (United Nations Conference on Trade and 

Development, 2013). 

 

3.2.2 Independent variables 

Market size: As it has been discussed above the market size is one of the main determinants 

for firms that possess market-seeking objectives. To approximate this variable through 
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population of host country, GDP and location. Population would be important to the extent 

that this can be an indication of the amount of people avaible in the local market for both the 

firm’s products and employment. GDP can be seen as a proxy for the economic health, the 

standard of living and the productivity of the country. Population will mainly serve as a 

measure of the absolute size of the country. Location will be proxied through the distance 

from the European center, for this paper we choose the linear distance from Frankfurt as we 

deemed as the commercial center and the larget financial center in Europe. The choice of 

Frankfurt is also anchored in previous academic literature (Nitsch, 2000, p. 1097). 

Furthermore Frankfurt is also geographically located in the center of Europe, close to all the 

large commercial nations.    

 

The political, regulatory and economic environment at the host country is included in the 

model through five different indicator variables that are collected from the world wide 

governance indicators (World Bank, 2013). The variables are measure on a scale from -2.5 to 

2.5 where a higher number represents a better governance. These measures are constructed 

from the basis of several different variables and data sources to include for example the 

different aspects that underlying political stability (World Bank, 2013).  

 

The explanatory variables included in our study are:  

 

Political stability and absence of violence: this measures the perception of the likelihood that 

the government will be destabilized (including politically-motivated and terrorism). 

 

Regulatory quality: Captures the perceptions of the governments’ ability to create and 

implement sound policies and regulation and promote private sector development. 

 

Control of Corruption: Incorporates different aspects that point towards corruption for 

example corruption among public officals, public trust in politicians and irregular 

governmental payments.  

 

Government effectiveness: The measures the perception of the quality of public servies, the 

quality of civil serices, the degree of independence from political pressure, the quality of 

policy formulation and implementation and the government’s commitment to such policies.  

 

Voice and Accountability:  Aims to capture the perceptions of the citzens ability to participate 

in selecting the government, freedom of speech, freedom of association and how free the 

media is. 
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Since these variables are interrelated and measure in the same scale we have summed them 

together and divided by five, all equally weighted. Giving us the single variable we labeled 

Country Governance. The variable was linearly transformed to put it as positive numbers to 

enable us to try alternative specification. The scale then for the variable was between 0-5 still 

with a higher number corresponding to greater governance.  

 

Cost: For cost the variable “Averages monthly wages” within the different countries is used as 

a proxy for labour costs. Downloaded from the international labour organization’s (ilo.org) 

database called The Key Indicators of the Labour Market, KILM, (International Labour 

Organization, 2013). This was the best data found available for all the countries in our 

sample. To avoid the risk of a biased estimation Bellak et al. (2008, p. 17) discussed, we have 

also included the labour productivity as a separate variable in our equation. The data has been 

converted to USD using the 2010 exchange rate. 

 

3.2.3 Dummy variables 

In order to be able to estimate the impact the European Union membership has upon the FDI 

inflow, we created a dummy variable that is equal to one if the country is an EU member and 

zero otherwise. For countries that have acceded to the EU during the time period they have 

been account as EU member from the year of accession. 

  

Furthermore as an extension we are also going to divide the different countries into country 

groups to investigate if there is a substantial difference between different country groups in 

attracting FDI during our time period and to control for the different country characteristics. 

How these country groups are divided is illustrated in the section discussing the data. 

 

3.2.4 Expected sign of the variables  

Previous research and the theoretical background have established that there is evidence for 

the direction which these variables and FDI relate to each other. So in the table below we 

have summarized how we assume the direction of the relationships are before conducting the 

testing. 
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Variable Expected sign 

EU-membership + 

Average wages - 

Labour 

productivity 
+ 

GDP + 

Population + 

Distance - 

Country 

Governance 
+ 

Table 1: Expected signs 

The dummy variable for EU-membership is assumed to have positive impact on FDI inflow. 

Since market-seeking firms will through investing in an EU country get access to the whole 

border and tariff free European market. 

 

We expect a negative relationship between FDI and the averages wages. Since the higher cost 

of labour would be associated with a higher cost and lower profitability for the firm. Labour 

productivity is assumed to have a positive sign. Firstly, since if the firms may not be able to 

transfer the productivity of its operations to the new country this should be an important factor 

to consider. Secondly, labor productivity can also be regarded as a proxy for the growing 

standard of living in the country, technological advancements can increase etc.  

 

For GDP and population we expect a positive relationship as higher living standards and 

better economic climate are assumed to be a preferable characteristics. Population and GDP 

further will act as a good measure for the size of the countries local market. Population 

especially will also help to measure the potential of a market where the GDP might be lower 

from lower living standards and a less developed country with a larger population size. The 

distance variable is negative since we assume that the closer to the center of the European 

Union the greater the possibilities for transportation of the goods in the union. As such the 

further away you are from the center the higher transportation cost will have to be incurred to 

reach the market. Finally, since the country governance index is measure on a scale where a 

positive number is associated to greater governance we assume this to demonstrate a positive 

relationship to FDI. Since a greater governance will reduce the risk for the foreign investors to 

incurred for example uncertain cost for doing business or having low protection of the rights.   
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4. Results 

 

4.1 Description of the data 

 

Table 2: Descriptive data 

The data is for the time period of 2000-2010. During the time period there was two accessions 

of the European Union, the first one in 2004 and the second one 2007. The sample covers 36 

different countries within the European Union and some Asian countries on the border to the 

Europe which share properties of the European countries or former members of the Soviet 

Union. The sample also contains countries that are EU members throughout the whole time 

period, countries joining the union within the time period and also countries who are outside 

of the union throughout the entire time period. We have made sure to have data for all 

countries, years and variables so there are no gaps in the dataset.  

 

The country groups have been divided into different regions based on geographical and 

historical characteristics. Values presented in table 2 representes the averages over the sample 

period and are included to show the countries included in the paper and a sense of their 

respective size and economy.  
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4. 2 Specification of the empirical model 

The purpose of our empirical analysis is to model the determinants for the inward foreign 

direct investment for countries within the European Union with specific emphasis on EU 

memberships as a determinant. We have decided to model this relationship through an 

ordinary least square regression model. Dummy variables have been constructed for EU 

membership and country specific characteristics that can affect the FDI inflow.  

 

We started up our model estimation assuming the following linear regression model: 

𝐹𝐷𝐼 = 𝛽0 + 𝛽1𝐴𝑊 + 𝛽2𝐿𝑃 + 𝛽3𝐺𝐷𝑃 + 𝛽4𝑃𝑂𝑃 + 𝛽5𝐷𝐼𝑆𝑇 + 𝛽6𝐶𝑅 + 𝛽7𝐷1𝐸𝑈𝑀 (1) 

Estimating the model with linear assumption of the relationships between the dependent and 

independent variables we found that the model experience issues with heteroskedasticiy by 

conducting a White test which produced a chi square of 264,45 and p value of 0,000. With 

these results we have to reject the null hypothesis of homoskedasticity. 

 

Furthermore, modelling of the variables in their absolute numbers with the linear format 

caused a lot of variables to be insignificant. Given the vast research that have previously been 

done on the subject this discovery was suprising. We concluded this likely was due to 

misspecifications of the model.  

 

To remedy for the heteroskedasticity and the misspecification of the model we followed 

Studenmund (2006, p. 366) suggestion to redefine the variables. Bellak et al. (2008, p. 27) and 

Clausing & Dorobantu (2005, p. 87) among others have previsouly assumed a doubled logged 

format for their regression equation when modelling for the FDI determinants. We decided 

this was plausible and choose to implement as double-log format for the regression equation: 

𝑙𝑛𝐹𝐷𝐼 = 𝛽0 + 𝛽1𝑙𝑛𝐴𝑊 + 𝛽2𝑙𝑛𝐿𝑃 + 𝛽3𝑙𝑛𝐺𝐷𝑃 + 𝛽4𝑙𝑛𝑃𝑂𝑃 + 𝛽5𝑙𝑛𝐷𝐼𝑆𝑇 + 𝛽6𝑙𝑛𝐶𝑅 + 𝛽7𝐷1𝐸𝑈𝑀 (2) 

We also believe that using a double-log format for the regression equation gives more 

intuitive interpretations of the results and theoretically logical for the analysis of the FDI 

determinants. The double-log regression model raised the 𝑟2 value from 0,6346 to 0,9035 and 

thus yielded a model with a better explanatory properties. The White test for the new model 

gave a chi square of 227,79 with a p value of 0,000 still, so the issue with heteroskedasticity 

was not removed.  

 

However, as our model is deeply rooted from the theoretical literature and research on FDI 

determinants the heteroskedasticity is not in an impure form. So dealing with a pure form of 

heteroskedasticity does not yield bias in the coefficient estimates however it can cause the 

OLS estimates of the standard errors to be biased making the model unreliable for hypothesis 

testing (Studenmund, 2006, p. 352-354). In order to accomodate the issue with the standard 
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errors we decided to run our final model as a robust regression with corrected standard errors 

in order to be able to get more relaiable t-values in our model (Studenmund, 2006, p. 365-

366).  

 

After running the regression with the dummy variables for the European Union membership 

and the country specific regions, we tested the model for the multicollinearity by the vif test 

which produced a vif value of 21,87. Due to the nature of the variables there is deemed to be 

correlation amongst a lot of these variables since a lot of them in theory are tied together to be 

growing with time. For example, a growing GDP can be considered to increase the standard 

of living in the country then yield increase in wage levels or technological advancements 

which could increase productivity. 

 

We investigated the multicollinearity issue further by plotting the residuals against each of the 

variables independently and did a correlation test in order to determine which variables that 

was causing the problem. The correlation matrix and residual plots are included in the 

appendix. Just as we intuitively thought the issue arose from close correlation between Labour 

productivity, GDP and the average wages.  

 

After determining the model for the FDI determinants we conducted testing in order to model 

FDI as a determinant for each of the independent variables in order to analyze the relationship 

between these variables.  

 

4.3 Limitations of the model specification. 

As we are using a dummy variable for the purpose of soaking up the determination effect of 

EU membership for FDI. We understand that since our sample consists of countries that are 

outside that European Union that never will be able to attain membership. This variable will 

have to be carefully interpreted when presenting the results and there is risk that it could be a 

specification error. Reasons these countires won’t be eligible for European memebership will 

be because of their political environment, graphical and so forth.  
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4.4 Emperical Findings 

4.4.1 Regression analysis for FDI 

 

Linear regression Number of obs = 396 
F (12, 383) = 301,89 
Prob > F  0,0000 
R-squared 0,9035 
Root MSE 0,5994 

 
lnFDI Coef. Std. Err. t P > |𝑡| 95% Conf. Interval 
lnAW 0,8507 0,1268 6,71 0,000 0,6014 1,1000 
lnGDP 1,1215 0,2617 4,29 0,000 0,6069 1,6361 
lnLP -0,6824 0,3317 -2,06 0,040 -1,3346 -0,0301 

lnPOP 0,6672 0,014 16,10 0,000 0,5857 0,7486 
lnDist -0,0384 0,0731 -0,53 0,599 -0,1821 0,1053 
lnCG -0,9729 0,3600 -2,70 0,007 -1,6804 -0,2653 

EUmembers 0,3358 0,0997 3,37 0,001 0,1397 0,5319 
CIS 0 (omitted) 

Nordic -0,9805 0,2492 -3,93 0,000 -1,4704 -0,4906 
Baltic -0,6566 0,1817 -3,61 0,000 -1,0138 -0,2994 

Founder -0,1658 0,2319 -0,72 0,475 -0,6218 0,2902 
Balkan -1,2325 0,1648 -7,48 0,000 -1,5565 -0,9084 
CEECs -0,0867 0,1731 -0,50 0,617 -0,4271 0,2536 
cons. -3,2972 0,9168 -3,60 0,000 -5,0997 -1,4947 

Table 3: Regression analysis for FDI 

The R-squared of 0,9035 shows that the independent variables in the model can explain 

90,35% of the variance in the dependent variable variance with respect to the degrees of 

freedom.  

 

A F-value of 301,89 proves for a high significance where we can reject the null hypothesis of 

no relationship at a large significance level, even at a 99% confidence level. 

 

For the individual variables in the model we will have to look at the t-values. The null 

hypothesis is that is that the independent variable does not have a relationship with the 

dependent variable. In our model we cannot reject the null hypothesis for three of the 

independent variables, namely, the distance measure and two of the country dummies for the 

OLD EU countries and the Central European region.  

 

The CIS variable is omitted due to the nature of the design of the country group dummy 

variables. Since one country can only be included within one of the country groups this 

variable will act as the reference variable to the other regions. For example to interpret the 

Baltic region coefficient is -0,6566024 of the CIS. So since all country variables are negative 

except for CIS this has the biggest positive effect upon the FDI during 2000-2010.  

 

 



20 
 

 

4.4.2 FDI as determinant 

Linear regression Number of obs = 396 
F (12, 383) = 581,08 
Prob > F 0,0000 
R-squared 0,9300 
Root MSE 0,3218 

 
lnAW Coef. Std. Err. t P > |𝑡| 95% Conf. Interval 
lnLp 1,3724 0,1407 9,75 0,000 1,0957 1,6492 

lnGDP -0,7239 0,1550 -4,67 0,000 -1,0287 0,4192 
lnFDI 0,2451 0,0258 9,51 0,000 0,1944 0,2958 
lnPOP -0,1009 0,0326 -3,09 0,002 -0,1650 -0,0368 
lnDist -0,1324 0,0296 -4,47 0,000 -0,1906 -0,0742 
lnCG 0,6367 0,2343 2,72 0,007 0,1761 1,0974 

EUmembers 0,1145 0,0538 2,13 0,034 0,0088 0,2202 
CIS 0 (omitted) 

Nordic 0,1634 0,1371 1,19 0,234 -0,1063 0,4330 
Baltic 0,1575 0,1528 1,03 0,303 -0,1430 0,4579 

Founder -0,4277 0,1252 -3,42 0,001 0,6738 -0,1816 
Balkan 0,2920 0,1183 2,47 0,014 0,0594 0,5246 
CEECs -0,3876 0,1101 -3,52 0,000 -0,6041 -0,1711 
cons. -1,7811 0,4134 -4,31 0,000 -2,5938 -0,9683 

Table 4: Regression analysis for wages 

For wages as the dependent variable the r-squared of 0,93 yields a model with high 

explanatory power for the variance in averages wages. With a F-value of 581,08 we can reject 

the null hypothesis of no relationship.  

From the t-values we can see that two of the variables in the model, namely Nordic and the 

Baltic states are insignificant. The other variables have t-values that allows us to reject the 

null hypothesis of no relationship for the individual variable.  

FDI, labour productivity, EU-membership and increased governance have positive impact on 

the wages growth during our time period.  

GDP, population and the distance variable have had negative impact on average wages during 

our sample period. 

As above the CIS variable have been omitted as the reference variable for the country specific 

effects. For wages we can see that the reference points differ a bit and that the Balkan 

Peninsula have had the largest positive impact on wages growth during our time period. 
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Linear regression Number of obs = 396 
F (11, 384) = 4112,20 
Prob > F 0,0000 
R-squared 0,9896 
Root MSE 0,1151 

 
lnGDP Coef. Std. Err. t P > |𝑡| 95% Conf. Interval 
lnLP 1,0142 0,0325 31,21 0,000 0,9503 1,0781 

lnAW -0,0888 0,0243 -3,65 0,000 -0,1366 -0,0410 
lnFDI 0,0418 0,0106 3,96 0,000 0,0210 0,0625 
lnPOP -0,0324 0,0081 -4,00 0,000 -0,0484 -0,0165 
lnCG 0,3074 0,0999 3,08 0,002 0,1111 0,5038 

EUmembers 0,0291 0,0176 1,65 0,100 -0,0056 0,0638 
CIS 0 (omitted) 

Nordic -0,0561 0,0709 -0,79 0,429 -0,1955 0,0833 
Baltic -0,1936 0,0523 -3,70 0,000 -0,2964 -0,0908 

Founder -0,2002 0,0577 -3,47 0,001 -0,3137 -0,0867 
Balkan -0,1912 0,0522 -3,66 0,000 -0,2938 -0,0885 
CEECs -0,1955 0,0474 -4,13 0,000 -0,2887 -0,1024 
cons. -0,7372 0,1890 -3,90 0,000 -1,1089 -0,3655 

Table 5: Regression analysis for GDP 

GDP as the explanatory variable we can identify that also this model with a r-squared of 

0,9896 has high explanatory power. With a very high F-value of 4112 we can reject the null 

hypothesis of no relationship. 

Looking at the t-values we cannot reject the null hypothesis for two of the variables, EU 

memebership and the Nordic countries. Apart from that the t-values are above the critical 

value allowing us to reject the null hypothesis of no relationship for the individual variable. 

FDI, labour productivity, country governance are the significant variables showing a positive 

relationship. 

Average wages and population are the two statistically significant variables that show 

negative relation to the GDP per capita.  

CIS is for GDP the variable that shows the most positive relationship to the GDP given that it 

acts as the referece variable and all other have negative coefficients.   
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5. Analysis 

 

5.1 FDI determinants 

Despite the econometric issues the model faces, the presence of multicollinearity and 

heteroskedasticity we still regard the results produced by the model as reliable. This since 

when investigating the multicollinearity closer we can see that the problem is not caused from 

any relationship with the error term and it is not visibly directly related to any of the variables. 

The multicollinearity is caused by the close relation between the macroeconomical variables 

in the model will therefore not cause bias among the coefficients of the models. The only 

consequences from the multicollinearity will likely be understated t-values which itselves is 

not an issue given that it will not lead to inaccurate rejection of the null hypothesis. It might 

however prevent the null hypothesis from being rejected when it should have which is less of 

an issue. Heteroskedasticity will have similar impact on the result as the multicolinearity since 

it is caused from the pure form. Our remedy for this issue with the heteroskedasticity 

corrected standard errors will help adjust the t-values. 

 

Our empirical results shows that during the time period of 2000 to 2010 being a member of 

the European Union had positive impact upon the increase of the FDI inwards stock. Intuitive 

interpretation of this with respect to the OLI paradigm would be that MNEs see big locational 

benefits that accompanies investments within European Union membership countries. For 

firms with market seeking objectives there are obvious benefits to invest within the union 

given the large barrier-free market this opens up. These are findings that are in line with 

Clausing & Dorobantu (2005, p. 98-99) whose empirical findings showed that European 

Union announcements about new accession have substantial impact on inflow of FDI. 

Clausing & Dorobantu (2005, p. 99) expands on our intuitaive explanation regarding the 

barrier free market and also consideres the stability that the EU membership signals. When a 

country enters the European Union the conclusion can be drawn that the country improving 

their risk environment by adopting EU standards of institutions and legal framework. This can 

further be extended into considering a reduction in the currency risk as well if the target 

country chooses to also enter the monetary union. Given this, it will also be beneficial for the 

investing firms to operate with the same currency reducing the risk of lowering profits due to 

cost associated with exchange rates.  

 

The GDP determinant have to be carefully interpreted since it will be a bit overstated given 

that the FDI measure is not proportional to the size of the economy. Since FDI is in absolute 

numbers the size of the GDP coefficient has to be given special consideration. However, the 

results are not suprising that GDP have a positive sign given that GDP is often a good proxy 

for the economic climate in the country. Given that a higher GDP will be attributable to a 
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more stable country, developed and economically stable where the risk for uncertain losses 

due to such factors are reduced. The relationship between GDP and FDI will be addressed a 

bit further down in the discussion.  

 

Population will have a similar interpretation as it will act as a proxy for the market within the 

country and act jointly with GDP and the variable covering the size of respective country. It 

can also act as an indication regarding the size of the labour market and potential consumers 

available for the firm’s products. Given this definition the positive sign for population is 

intuitative and consistent with the theoretical implication.  

 

The region specific dummy variables as mentioned before are of lesser importance for the 

main purpose of this research and they are within the model in order to control for these 

region specific effecs. Although the signs of the variables could be quite interesting and spur 

question regarding what is attractive in the different regions. A brief speculative 

interepretations given the CIS has the largest effect could this be for the rich natural resources 

the countries within this region posses. We can see also that the Balkan Peninsula has the least 

attraction for FDI, given this is the group with the least members with EU membership this 

yields some support for the main question in the paper.  

 

First off, the insignificant variables in form of distance might be related to the design of the 

measurement of this variable rather then distance having insignificant impact on the decision. 

An alternative method used in other literature (Bellak et al., 2008) can be to make use of a 

gravity model. However when studying a large cross-sectional sample of FDI it is also 

evidently different characteristics that is interesting depending upon the nature of the foreign 

investor’s operations. They find different market environments attractive, some part could be 

attributable to firms seeking resources and the geographical location will be centerted around 

this. Depending on the method of production labour intensive versus capital intensive there 

will further be a vast difference in the preferred characteristics of the host country. This is 

theoretically consistent with what Dunning (1979) discussed when he developed the OLI 

framework. Dunning’s electic paradigm highlighted this issue with the importance of 

advantages differ across industries and also cultural background for the FDI (Dunning, 2001, 

p. 176). 

 

The suprising finding of the signs for some of the coefficients will further be discussed below 

with respect to the test with the FDI as an independent variable within the regression.  
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5.2 FDI as determinant 

 

Following earlier literature (Koizumi & Kopecky, 1980, p. 14; Blomström & Kokko, 1998, p. 

14) and intuition we can see that first it is quite suprising that we found a positive relationship 

between average wages and the FDI. However as for the interpretation for the coefficients we 

believe the relationship between FDI and wages are two-way affecting each other rather then 

solely one way. Following up our original regression with testing wages and GDP as the 

dependent variables this intuition has proven to be correct. Looking at the results for these 

two follow-up regressions we can see that FDI have a positive relationship for both wages and 

GDP. Theoretically this makes intuitaive sense as FDI investments will spur economic 

development and lead to an increase competition which will yield wage increases and partly 

raise GDP. It could also be that countries that have high wages generally possess other 

desirable characteristics for FDIs.   

 

For FDI to increase the GDP the relationship might not be quite that straighforward. Rather it 

looks like it can be an indirect effect from the investment, with the assumption that the foreign 

investors have the possibility to transfer the productivity from the country of origin to the new 

country. As can be seen the increased productivity will greatly affect both wages and GDP. 

The foreign investor will bring the new technology to the country and then pave the way for 

other local firms with easier access to the local market and further help increase the labour 

productivity. Furthermore this is consistent with Javorcik’s (2003, p. 621) findings where 

local domestic firms seem to experience productivity increases from FDI in the form of the 

backward linkages. Local domestic suppliers are getting increased business activity from the 

FDI, which could be partly could be a reason for growth in productivity accompanied by GDP 

growth.  
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6. Conclusion/ Summary 

 

6.1 Conclusion 

The main purpose of this research was to investigate EU membership as a determinant for 

foreign direct investments. The main hypothesis have been that EU membership should 

increase the host-countries’ attractiveness for foreign direct investments. The data analyzed in 

order to investigate this have included 36 different countries over 11 years giving us a total of 

396 observations. The years covered in the analysis have been from 2000 until and including 

2010. In order to model this we have used an OLS regression with heteroskedasticity 

corrected standard errors. To be able to control for the different country specific effects in the 

panel data we used dummy variables for the different regions of the included countries. The 

impact of EU membership was empirically observed through a dummy variable and countries 

joining the union during the time period have been included in this group from the year they 

entered the union. Furthermore to allow for an as representative model as possible we have 

deeply rooted our model from the methodology employed in previous research and existing 

theories within the field of FDI determinants. The empirical evidence from this research 

suggests that economic factors, country stability and size of the country have greater effect 

than labour cost factors. Firms seemingly put more emphasis on the certainty with more 

predicatable costs over the uncertainty that might persist in the countries with lower wages.  

 

The results from this research shows support for the main question in the paper. Membership 

of the European Union has shown to have a positive impact upon the decision on the FDI in a 

country. It is unclear if the drive behind the FDI therefore would be market seeking by 

gaining access to the barrier free European market or it could be attributable to the fact that 

entering the European Union signals that the risk environment within the country is better. 

Both incentives help explain the attractiveness of directing FDIs to member states of the 

European Union.  

 

We also found positive relationship behind the increase in the FDI stock and increased wages 

and GDP. Giving further support for theories regarding FDI having positive impact upon 

economic growth. The relationship with GDP and average wages also shows indication of an 

indirect increase from FDI increasing productivity which has large positive impact on both the 

development of wages and GDP. This indirect effect could be attribunable to the fact that FDI 

can be associated with transferring technology to the host-country which could impact the 

productivity in these countries. 
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6.2 Suggestions for Further Research 

During our process conducting this research we found several alternative and natural 

additions that can be taken by futher researchers. Extending the research on how the European 

Union membership have affected other economic growth indicators.  

 

Extending on our research it could also be interesting to look loser into the impact adopting 

the euro as currency have upon the inflow of FDI.  

 

Furthermore the research could be conducted with different data measures, over another time 

period in order to further investigate the robustness of the results in this paper.  
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Regression linear format 

 

Regression double-log format 
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Appendix 2 

Correlation matrix 

 

Vif test 
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Appendix 3 

Residual plotted against distance and average wages 
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Appendix 4 

Residual plotted against country governance and FDI 
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Appendix 5 

Residual plots against labour productivity and GDP 
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Appendix 6 

Residual plot against population, and residuals over time. 
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Appendix 7 

Residuals against fitted values 

 

 


