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Chapter 3

Intra-Asian FDI Flows: Trends, Patterns,
and Determinants*

Rabin Hattari and Ramkishen S. Rajan

1. Introduction

According to the UNCTAD (2006), “a number of developing countries
have emerged as significant sources of FDI in other developing coun-
tries, and their investments are now considered a new and important
source of capital and production know-how, especially for host countries
in developing regions” (p.6). The phenomenon of South-South FDI
flows, particularly those arising from multinational corporations
(MNGCs) from China and India, has generated significant interest from
policymakers, academia and the popular press in recent times.

Available data from the Word Bank indicates South-South FDI to
have increased almost three-fold (from US$14 billion in 1995 to US$47
billion in 2003), and accounts for almost 37 percent of total FDI flows
to developing countries, up from 15 percent in 1995 (Table 1). Of the
top hundred MNCs from developing economies that have the potential
to become global players, 65 are from Mainland China and India (BCG,
2006; also see Aguiar et al., 2006). The Chinese government has stated
its intention to help develop 30-50 “national champions” that can “go
global” by 2010 (Accenture, 2005; Sauvant, 2005, Wu, 2005). Given
this, along with aggressive overseas acquisition plans by cash-rich and
highly confident firms from India, Hong Kong, South Korea, and
Taiwan, as well as by national holding companies in Singapore (Temasek
Holdings) and Malaysia (Khazana National Berhad), outward invest-
ments by Asian companies are set to rise further.

* Comments by K.C. Fung at the ICRIER workshop are appreciated. The usual disclaimer applies.
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Table 1:  Growing importance of South-South FDI, 1995-2003 (USS billions).

1995 1999 2000 2001 2002 2003e

Total inflows (1) 90.3 163.5 154.7 159.3 135.3 129.6
From high-income  48.1 95.4 93.7 B4.8 55.1 59.4
OECD (2)
From high-income  28.2 35.0 22.7 248 27.2 22.3
non-OECD (3)
South-South FDI 14.0 33.1 38.3 49.7 53.0 474
(1)-(2)-(3)
South-South FDI 15.5 20.2 24.8 31.2 392 38.6
(percent)

Notes: The South-South estimates are based on 35 countries that account for 85 percent of total
EDI flows to developing countries. The estimates are based on the World Bank’s classification
of developing countries.

Sonrce: World Bank (2008).

Apart from the usual efficiency-seeking, resource-seeking, and
market-seeking investments, OFDI from developing Asia is motivated
by a desire to build a global presence and buy brand names, technol-
ogy, processes, management know-how and marketing and distribution
networks. The international expansion of some Asian firms may also
have been motivated by a desire to offset or diversify risks at home,
for tariff-jumping reasons, geopolitical factors, etc.' Policy-makers in
many Asian countries like China and India have been particularly keen
on promoting an internationalization thrust and have facilitated
OFDI via gradual liberalization of rules governing capital account
outflows and in many cases, providing a financing mechanism to
domestic firms looking to invest abroad.?

While Asian companies have become significant foreign direct
investors abroad, a large share of outward investments from Asia may
have been recycled intra-regionally. According to some rough estimates,

! A rather tangential rationale for — or rather, result of — overseas acquisitions and concomi-
tant capital outflows has been an easing of exchange rate pressures on Asian currencies, thus
reducing the need for reserve buildup and having to manage its inflationary consequences.

2 See Chapter 1 for a general overview of determinants of outward FDI from Asia and Chapters 5
and 6 for discussions of outward FDI from China and India more specifically.
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intra-Asian FDI flows in 2004 have accounted for about 40 percent
of Asia’s total FDI inflows in 2004 (Kwan and Cheung, 2006; also see
UNCTAD, 2006, Chapter 2). If correct, this share is broadly compa-
rable with the extent of intra-Asian trade flows. However, unlike trade
flows there has been little to no detailed examination of FDI flows
between Asian economies at a bilateral level.

This chapter uses bilateral FDI flows data to investigate trends
and drivers of intra-Asian FDI flows over the period 1997-2005.
Eichengreen and Tong (2007), Liu et al. (2007) and Sudsawasd and
Chaisrisawatsuk (20006) are three of possibly just a handful of papers
that examine FDI to Asia using bilateral data. However, these papers
only consider FDI from OECD economies as the source country
since they use data from the OECD.? In contrast, the focus of this
chapter is on developing Asian economies as the sources of FDI to
other developing Asian economies using data from UNCTAD.

The remainder of the chapter is organized as follows. Section 2
discusses FDI definitions and data sources. Section 3 discusses broad
patterns and trends in intra-Asia FDI flows using bilateral net FDI
flows over the period 1997-2005. Section 4 employs an augmented
gravity model framework to examine the main determinants of intra-
Asian FDI flows using bilateral data based on a panel dataset. We
examine a range of drivers of FDI flows, from macroeconomic vari-
ables, transactional and informational distance (proxied by distance
and common official language) to institutional quality. The final sec-
tion offers a few concluding remarks.

2. Definitions and Data Sources

According to the IMF Balance of Payments Manual (5th Edition, 1993):

EDI refers to an investment made to acquire lasting interest in
enterprises operating outside of the economy of the investor.

3 A sclective list of recent papers that use bilateral FDI data from OECD but are not specifically
limited to Asia are Bénassy-Quéré ez al. (2007), Daude and Stein (2004), Head and Ries
(2007), Lougani et al. (2002). Razin et al. (2003), Razin et al. (2005) and Stein and Daude
(2007).
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Further, in cases of FDI, the investor’s purpose is to gain an effec-
tive voice in the management of the enterprise. The foreign entity
or group of associated entities that makes the investment is termed
the ‘direct investor’. The unincorporated or incorporated enter-
prise-a branch or subsidiary, respectively, in which direct investment
is made-is referred to as a ‘direct investment enterprise’.*

At an operational level, FDI commonly bears three broad character-
istics. First, it refers to a source of external financing rather than neces-
sarily net physical investment or real activity per se.® Second, as a matter
of convention FDI involves a 10 percent threshold value of ownership.
Third, EDI consists of both the initial transaction that creates (or liqui-
dates) investments as well as subsequent transactions between the direct
investor and the direct investment enterprises aimed at maintaining,
expanding or reducing investments. More specifically, FDI is defined as
consisting of three broad aspects, viz. new foreign equity flows (which is
the foreign investor’s purchases of shares in an enterprise in a foreign
country), intra-company debt transactions (which refer to short-term or
long-term borrowing and lending of funds including debt securities and
trade credits between the parent company and its affiliates) and rein-
vested earnings (which comprises the investor’s share of earnings not dis-
tributed as dividends by affiliates or remitted to the home country, but
rather reinvested in the host country). New equity flows could either be
in the form of M&A of existing local enterprises or Greenfield invest-
ments (i.e., establishment of new production facilities).®

While this is the most common definition, it is not always adhered
to by all countries systematically. In fact, reported OFDI often tends to
be under-reported as it tends to exclude the financing and reinvested

* See http://www.unctad.org/Templates/Page.asprintltemID=3146&lang=1.

5 A priori it is unclear whether FDI over or under-estimates actual real economic activity as this
requires consideration of the impact of FDI on existing domestic investment, extent of tech-
nology transfer, employment creation, and the like. The impact on FDI on net capital flows is
also uncertain, as greater FDI inflows could encourage portfolio and bank flows, while simulta-
neously, M&A inflows could lead to the previous local owners choosing to invest some of their
returns overseas, leading to capital outflows. The nexus between FDI and other sources of
financing is explored in Rajan (2005).

¢ Globerman and Shapiro (2005) find many common determinants in both modes of FDI.
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components. For emerging economies, the two most comprehensive
databases on FDI inflows and outflows are IMF-BoP Manual and
UNCTAD (see Duce (2003) for a comparison of the two sources).
Neither source divides FDI into M&A versus Greenfield investments.”
While most M&A statistics are compiled by commercial data sources,
they tend to include announced rather than actual financial flows and
some of the announced flows may not even include activities considered
to be FDI (as defined above). More to the point, announced flows often
includes funding of capital via equity from local minority share-holders
or local /international borrowing (as opposed to funds from the parent
or sister companies) and are thus of limited use for the purposes at hand.

UNCTAD by far has the most complete FDI database, and unlike the
IMF-BOP data, it compiles data on bzlateral FDI flows — both inflows
and outflows. The UNCTAD data are on a net basis (capital transactions
credits less debits between direct investors and their foreign affiliates).
The main sources for UNCTAD’s FDI flows are national authorities
(central banks or statistical office). These data are further complemented
by the data obtained from other international organizations such as the
IMF, the World Bank ( World Development Indicators), the Organization
for Economic Co-operation and Development (OECD), the Economic
Commission for Europe (ECE) and the Economic Commission for Latin
America and the Caribbean (ECLAC), and UNCTAD's own estimates.®

7 See UNCTAD (2006, pp. 15-21) for a discussion of Greenfield versus M&As. Cross-bor-
der M&A have been experiencing a surge in recent years. UNCTAD reports that in 2005
both the value and the number of cross-border M&A rose to US$ 716 billion and to 6134
which are increased of 88 percent and 20 percent, respectively. Bloomberg, Thomson
Financial, Dealogic and OCO Consulting’s LOCO Database record all M&A deals that are
reported by news and media in their database. The UNCTAD M&A database is drawn from
Thomson Financial.

8 The process of data collection for UNCTAD FDI/TNC databank is complicated and requires
using data from different databases or own estimation. For instance, UNCTAD uses data from
the World Bank’s World Development Indicators for economies that lack data from national offi-
cial sources or the IMF or for which available data do not cover the entire period. For develop-
ing countries in which their FDI flows data are unavailable in either IMF or World Bank,
UNCTAD employed regional cooperation databases, such as ECLAC, and ECE, to fill in the
missing data. For OECD countries, data on the FDI outflows from OECD database are used as
proxy for FDI inflows. For those economies for which data were not available from either of the
above-mentioned sources or only partial were available, UNCTAD uses its own estimates.
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3. The Extent of Intra-Asian FDI Flows:
Trends and Patterns

One could analyze FDI data on either stocks (i.e. International Invest-
ment Positions) or flows (i.e., financial account transactions) data.
While much empirical analysis to date has been undertaken using the
former, changes in stocks could arise either because of net new flows
or because of valuation changes and other adjustments (such write-
offs, reclassifications etc). To abstract from these valuation and other
changes, we consider only data on flows of OFDI (net decreases in
assets or when a foreign country invests in the country in question)
and inward FDI (net increases in liabilities or when the home coun-
try invests abroad).

Our focus is on selected South, Southeast and East Asian devel-
oping economies. The economies included in our sample are
Bangladesh, Cambodia, China (Mainland), Hong Kong, India,
Indonesia, Malaysia, Pakistan, the Philippines, Singapore, Taiwan,
Thailand, South Korea, and Vietnam. Thus, apart from excluding
West Asia and some smaller Asian economies in South, South—East
and East Asia, we exclude Japan but follow UNCTAD in defining
the NIEs like Hong Kong, Singapore, South Korea, and Taiwan as
“developing”.

3.1. Aggregate Inflows to and Outflows from
Developing Asia

Table 2 reveals relative shares of global FDI inflows and outflows. As
is apparent, the Triad (the EU, Japan, and the United States) con-
tinue to dominate both as sources and hosts of FDI in terms of both
stocks and flows. However, it is interesting to note that in
2003-2005 the Triad’s share of FDI flows declined to a low of below
60 percent compared to about 80 percent on average between 1978
and 1990, while that to developing economies rose to a correspon-
ding high of 40 percent, over half of which was destined to Asia. The
share of FDI outflows from developing economies which were neg-
ligible until the mid-1980s, rose to about 15 percent of world out-
flows in 2005. According to the UNCTAD (2006), the stock of
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OFDI from developing economies rose from around US$70 billion
in 1980 to about US$150 billion in 1990 and to more than US$1
trillion in 2005.

Table 3 focuses specifically on FDI inflows and outflows of
selected Asian developing economies between 1990 and 2005.
During 1990-1996, EDI inflows to Asia grew at an average annual
rate of just over US$50 billion, while outflows grew at a rate of US$
30 billion during the same period. Buoyant global economic
conditions and the liberalization of most of the Asian economies
in the early 1990s led to an influx of inflows to the region. In con-
trast, during 1997-2005 average annual FDI growth in outflows
from Asia outpaced inflows to Asia (US$22 billion on average com-
pared with US$50 billion annually). Further, FDI outflows and
inflows for most countries during the sub-periods 1990-1996 and
1997-2005 appear to have been positively correlated, with the
exceptions of Korea (first sub-period), the Philippines (second sub-
period), and Bangladesh (entire period). The correlations in Greater
China (Mainland plus Hong Kong) and India are particularly high,
suggesting that periods of economic liberalization have been char-
acterized by simultaneous rises in both FDI inflows as well as out-
flows (Table 4).

Interestingly, the two countries with the highest magnitudes of
inflows and outflows are Mainland China and Hong Kong. In both of
our sample periods (1990-1996 and 1997-2005), Mainland China
has been the single largest host of FDI, contributing between 38 per-
cent 40 percent of inflows to developing Asia during the last 15 years.
More specifically, for the period 1990-1996, the average FDI inflows
to Mainland China was around US$20 billion, while for the second
sub-period, 1997-2005, the average FDI inflows to Mainland China
crossed US$50 billion. With regard to outflows, Hong Kong is clearly
the single largest source of FDI outflows from Asia. FDI outflows
from Hong Kong averaged just under US$15 billion annually in
the first sub-period and over US$25 billion in the second sub-period.’

? Chen and Lin (2006) discuss patterns and determinants of FDI outflows from Hong Kong
and Mainland China. Also see Chapters 5 and 7 of this volume.
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Table 4: Correlations between inflows and outflows to and from Asia.

Country 1990-1996 1997-1905
Asin 1.0 0.9
New Industrial Asin 0.9 0.5
Korea -0.4 0.6
Singapore 0.9 0.5
Taiwan POC 0.1 0.4
China 1.0 0.8
China: Mainland 0.2 0.6
Hong Kong SAR 0.9 0.9
ASEAN-4 0.8 0.5
Indonesia 0.1 0.6
Malaysia 0.9 0.8
Philippines 0.7 -0.1
Thailand 0.8 0.1
South Asin 0.4 0.8
India 0.8 09
Pakistan 0.4 0.4
Sri Lanka 0.8 0.1
Bangladesh -0.4 -0.1

Sources: Authors calculation.

As will be noted below, a large part of outflows from Hong Kong is
bound for Mainland China, some of which is due to round-tripping
from the Mainland to begin with. This round-tripping significantly
inflates the amount of OFDI from the Mainland which itself experi-
enced a spurt between 1990 and 2005 (UNCTAD, 2006, p. 12).1°
Referring to Table 3 on flows and Table 5 on stocks, the significant
difference between outflows from Hong Kong with the rest of our sam-
ple countries is apparent. Hong Kong’s outflows are at an altogether
different level than any other regional economy. Excluding Hong Kong
from the analysis, the picture is more even across our sample countries.
It is apparent that the three NIEs of Singapore, South Korea, and
Taiwan have consistently remained among the top developing economy

!9 Estimates put round-tripping at between 25 percent and 50 percent of total FDI flows from
Hong Kong, SAR to Mainland China (UNCTAD, 2006, p. 12).
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sources of FDI over the last two decades. Malaysia (a near-NIE) is also
notable for the size of their OFDI flows, particularly since the 1990s."
Indonesia remains an important source of FDI, while more aggressive
internationalization strategies by Indian companies has seen it rise in
the rankings from 39 in 1990 to top 20 by 2005."2 These seven
economies constitute the bulk of OFDI from Asia.

3.2. Intravegional Asian FDI Flows: A First Look

Having considered broad country aggregate outflows and inflows to and
from Asia, we analyze bilateral FDI between Asian economies. This exer-
cise is far from straightforward. UNCTAD data on inflows and outflows
do not match exactly (also sce UNCTAD (2006), Chapter 3). It is
apparent that UNCTAD EDI outflows data from source countries are
incomplete for many countries (Table 6). While some source countries
have relatively complete outflows data, others either have incomplete
data or no data at all. Different reporting practices of FDI data create
bilateral discrepancies between FDI flows reported by home and host
countries, and the differences can be quite large. For example, data on
EDI flows to China, as reported by the Chinese authorities and by the
investing countries’ authorities, differ by roughly US$30 billion in 2001,
US$8 billion in 2001, and US$2 billion in 2002."3 Faced with these con-
cerns we draw inferences on FDI outflows by examining FDI inflow data
reported in the host economies as they are more complete and are avail-
able for all developing Asian economies under consideration. In other
words, we focus on the sources of inflows rather than host of outflows. To

! While there is not necessarily a one-to-one link between nationality of MNCs and FDI out-
flows, it is instructive to note that the handful of firms from developing economies that made
the top 100 list were from Hong Kong, Taiwan, Mainland China, Singapore, Korea, and
Malaysia. MNCs from the first four economies (i.e. Greater China and Singapore) constituted
60 percent of the top 100 MNC from developing economies (UNCTAD, Chapter 1).

12 Anecdotal evidence suggests that Indian companies have been particularly aggressive in invest-
ing overseas in 2006-2007. Also sece Chapter 6 of this volume. Hiratsuka (2006) discusses out-
ward investments by ASEAN corporates.

13 Apart from round-tripping and trans-shipping issues (discussed later in this section), part of
the data inconsistencies between inflows and outflows arise because many countries do not
include retained earnings or loans when considering FDI outflows.
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keep the analysis manageable, we examine data for the averages of
1997-2000, and 2001-2005 rather than on an annual basis.'*

FDI inflows between Asian countries accounts for about one-third
of all FDI inflows to the region (Table 7 and Figure 1), and is particu-
larly pronounced between and within East Asian economies and South—
East Asian economies. This is apparent from Table 8 which highlights
that the bilateral flows between East Asian countries are the highest in
Asia with an average of US$28 billion for the period of 1997-2005.
According to Table 9, the average of EDI flows from Hong Kong to
China and vice versa from 1997 to 2005 has been around US$24 billion
and accounts for almost of 40 percent of intra-Asia. Apart from Hong
Kong—China—-Taiwan flows, bilateral flows between East and South—East
Asia are also significant. Almost three-fifths of flows from East Asia to
South—East Asia have been destined for the relatively higher-income
South-East economies, viz. Singapore, Malaysia, Philippines, and
Thailand. Singapore has attracted about half of all East Asian FDI des-
tined for South—East Asia. The city state has also been a major investor
to China. Malaysia and Thailand have also invested in China.

Consideration of intra-Asian bilateral flows highlights a few other
important characteristics of intra-Asian FDI flows (Tables 8 and 9).
First, the leading investors from the region have stayed the same
between 1997 and 2006, with Hong Kong as the leading investor,
followed by Singapore, Taiwan, Korea, China, and Malaysia, in that
order. The importance of China as a source of capital is noteworthy
in that there has been a great deal of debate on whether China has
diverted extra-regional FDI from the rest of Southeast and East Asia
(for instance, see Chantasasawat et al. (2004 ), Eichengreen and Tong
(2007), Liu et al. (2007), Mercereau (2005), and Sudsawasd and
Chaisrisawatsuk (2006)."

While Hong Kong’s FDI to the Mainland has remained stable
between the two sub-periods, that from the Mainland to Hong Kong

! Tt is instructive to note that the top destinations of FDI using data based on FDI inflow data
in host economy and FDI outflow data from source economy have stayed roughly the same dur-
ing the period under consideration.

!5 This said, the bulk of FDI flows from China have been to Hong Kong. However, there is evi-
dence of growing investments by China into Southeast Asia.
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Figure 1: Source of FDI Inflows to Asia.

Source: UNCTAD.

1. Definition of Asia follows UNCTAD’s definition which includes Eastern, Southern, and
South—Eastern Asia and excludes Japan.

2. Developing Asia consists of Bangladesh, Brunei Darussalam, Cambodia, Hong Kong SAR,
India, Indonesia, Korea, Lao PDR, Mainland China, Malaysia, Myanmar, Pakistan, Philippines,
Singapore, Sri Lanka, Taiwan POC, Thailand, and Vietnam.

has declined. Second, intra South—East Asia investment accounted for
6.7 percent of cumulative FDI flows in Asia between 1997 and 2005.
Comparing the two sample periods, intra South—East Asia’s investment
share of cumulative FDI flows in Asia increased between the two periods
from 4.3 percent to 7.8 percent, with Singapore as the leading investor in
both periods. Singapore’s investments to its ASEAN neighbors, Malaysia
and Thailand, have increased in the second sub-period, while the city
state’s investments to China and especially Hong Kong have declined.
Third, FDI between East Asia and South Asia remains low and stagnant.'®

It is important to note that the data analyzed above exclude the
offshore financial centers (OFCs) such as the British Virgin Islands,
Bermuda, Cayman Islands, Mauritius, and Western Samoa as sources

16 Recent interest expressed by Japanese, Korean and Taiwanese firms in the booming Indian
economy may alter this, though that remains to be seen. There appears to be some desire to
diversify export market platforms from China although it is unclear whether this will lead to a
shift of some FDI from Korea, Japan, and Taiwan to India or to developing Southeast Asian
economies such as Indonesia, Thailand, Vietnam, Philippines, Malaysia, etc.
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Table 9: The determinants of intra-Asia bilateral FDI outflows.

Dependent variable: Regression Regression
Ln of bilateral FDI outflows (1) 2)
In (GDP9) 0.317 0.889***
(0.209) (0.286)
In (GDPyj) 0.465*** 0.560***
(0.058) (0.213)
Common border —0.727%***
(0.231)
Common languange 1.102%**
(0.182)
In distance —0.551***
(0.153)
Bilateral real exchange rate of 7 w.r.t. j -0.027* -0.107
(0.016) (0.069)
Control of Corruption index j —0.325** —0.666***
(0.136) (0.136)
Investment profile index j 0.102*** 0.185***
(0.038) (0.036)
Trade agreement between 7 and j 2.708**
(1.129)
Preferential agreement between 7 and 7 0.660 3.845%**
(1.148) (1.367)
Observations 1950 1950
Overall R-squared 0.26 0.11
Number of country-pairs 130

Specific effects

Notes: Robust standard error in parentheses.

* Significant at 10%; ** significant at 5%; *** significant at 1%.

Year dummies, country-pair dummies, inverse Mills’ ratio, and constant are not shown.
Source: Authors calculation.

of FDI. Insofar as at least some part of inflows from the OFCs
involve FDI that originated from other Asian economies, and the
inflows are not destined back to originating country (i.e., trans-
shipping as opposed to round-tripping), we are undercounting the
size of intra-Asian FDI flows. For instance, the British Virgin
Islands has consistently been the second largest source of FDI into
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China, surpassed only by Hong Kong, with the Cayman Islands and
Western Samoa also being among the top 10 in 2006."7 Similarly,
investments from other sources may have been re-routed to India

via Mauritius which has consistently been the top source of FDI to
India.'®

4. Determinants of FDI Outflows from Asia

The previous section has highlighted the extent of FDI outflows from
developing countries and more specifically, the intensification of
intraregional FDI flows. But what explains the rise of intraregional
FDI flows in Asia? This section undertakes a simple empirical investi-
gation of some of the possible determinants of FDI outflows from
Asia to the rest of the region over the period 1997-2004." Is a grav-
ity model framework that is commonly used to rationalize OFDI

flows from OECD economies applicable as a tool to understand intra-
Asian FDI flows?

4.1. The Model

The aim of this section is to develop a relatively parsimonious
model which includes commonly used determinants as well as focus
on specific bilateral variables. To this end, we follow the basic grav-
ity type framework which postulates that market size and distance
are important determinants in the choice of location of direct
investment’s source countries. The theoretical basis for a gravity

7 http://www.uschina.org/info/forecast /2007 /foreign-investment.html#table4. In the liter-
ature, OFCs have mainly been discussed in the context of bank flows and portfolio flows. For
instance, see Dixon (2001), Rose and Spiegel (2006), and Zoromé (2007).

18 Mauritius has low corporate tax and has signed a liberal Double taxation agreement (DTA)
with India. As such, the extent of actual extent of flows of FDI between India and East and
Southeast Asia may be understated. This is especially so as many companies from abroad and in
India use Singapore as a regional headquarters, particularly following the signing of a bilateral
Comprehensive Economic Cooperation Agreement (CECA). This said, Pardhan (2005) has
argued that outward investments from Indian MNCs since the mid-1990s have been more
global in nature.

19 While we have FDI data until 2005, some of the independent variables are truncated at 2004.
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model of FDI has recently been proposed by Head and Ries
(2007). The model has been used in a host of papers with some
variations.*

The basic specification of our estimated model is outlined below

In(EDI;;;) = By + By In(GDP};) + B, In(GDE; ) + B3 In(COST;;)
+ ﬁ4Xz']'t + :uz] + lt + Vijt <1>

where: FDI,; is the FDI outflow from source country () to host
country (7) in time (#); GDP, and GDP}, are nominal GDPs for
the source country (7) and the host country (7) in time (#); COST;;
is a vector of transaction cost between host and source countries;
for our study we used geographical distance between host and
source countries, a dummy variable equal to one if the two coun-
tries share a border; a dummy variable equal to one if the two
countries have a common language; and share a common border;
X, is a vector of control variables influencing FDI outflows;
i, denotes the unobservable country-pair individual effects;
A, denotes the unobservable time effects (we use year dummies);
and v, is a nuisance term.

The set of control variables includes: the real exchange rate of
¢ with respect to j (with depreciation or appreciation constructed
by taking log difference of end-month exchange rates); an index
of the corruption level in country 7; an index of investment
profile in country 7; a binary variable equal to 1 if 7 and j belong
to a common free trade agreement (FTA); and a binary variable
equal to 1 if 7 and j belong to a common preferential trade agree-
ment (PTA).

We expect the coefficients of the GDP of the source and host
countries to both be positive as they proxy for masses which are

20 The augmented gravity model for FDI is broadly similar — but by no means identical —
to those used in recent papers including Lougani et /. (2002). Stein and Daude (2007), Liu
et al. (2007). di Giovanni (2005) applies a gravity model to analyze cross-border M&A
transactions while Portes and Rey (2005) and Lee (2006) apply a gravity model for portfo-
lio equity flows.
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important in gravity models.?! As for the control variables, common
official language should positively impact bilateral FDI flows. The
contiguity dummy should also have a positive sign, while the sign for
distance from source to host country should be negative, as a greater
distance makes a foreign operation more ditficult and expensive to
supervise and might therefore discourage FDI.>* The bilateral real
exchange rate which is measured in terms of the host country, ought
to have a negative sign as a depreciated real exchange rate in the host
country should raise FDI outflows from the source country (due to
the wealth effects). However, there are other channels that could lead
to ambiguity of the signage (Cushman, 1985). A common trade
agreement should have a positive impact on bilateral FDI flows inso-
far as it is a proxy for lower transaction and information costs.?®

Anghel (2005), Bénassy-Quéré et al. (2007), and Daude and
Stein (2004) have discussed and explored in some detail the impor-
tance of institutional variables in determining FDI flows and
Hur et al. (2007) have analyzed the importance of institutions in the
case of M&A deals. In view of this we include two institutional meas-
ures which are subcomponents of Political Risk Index of Inter-
national Country Risk Group (ICRG) database. The first is a control
of corruption index — a higher control of corruption index in coun-
try 7 should encourage FDI inflow (Wei, 2000). The impact of
investment profile, on the other hand, is more intuitive. Since the
index of “investment profile” measures government’s attitude
toward FDI, a higher investment profile index should encourage
FDI flows into that country.**

2! Tn physics, the law of gravity states that the force of gravity between two objects is proportional
to the product of the masses of the two objects divided by the square of the distance between them.
Most gravity models in bilateral trade and FDI have replaced the force of gravity with the value of
bilateral trade or direct investments and the masses with the source and host countries’ GDP.

22 However, if the foreign firm is looking to service the host country’s market, a longer distance also
makes exporting from source countries more expensive and might therefore make local production
more desirable and encourage investment. This argument is not unlike the tarift-jumping one.

2 There is a growing body of literature examining the links between FDI and regional trade
agreements. For instance, see Jaumotte (2004).

** Tnvestment Profile is an index made of various subcomponents including contract viabil-
ity /expropriation, profits repatriation, and payment delays.
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4.2. Data, Methodology, and Results

Tables A.1 and A.2 summarize the data sources to be used. The FDI
data are based on the UNCTAD FDI/TNC database. Nominal GDP in
US dollar, real GDP per capita, exchange rates (average and deflated by
consumer price index) are taken from the IMF’s World Economic Outlook
database. Corruption and investment profile indices are taken from
International Country Risk Group (ICRG) database. Data on the share
of border land and common official language are from the CEPIL.?

Although we have 14 countries in the sample, not every country
receives FDI from others. There are potentially 130 host—source
country pairs (10 x 13) from 1990 to 2004. However, there are many
instances of zero bilateral flows and missing variables. Following con-
vention (see Fichengreen and Irwin (1995) and Stein and Daude
(2007) we replaced the zero flows with one. This will make them
zeros when we take their natural logs in our empirical analysis.

In all of our estimations, we deal with the issue of censored data.
The common approach to dealing with censored data is to run a Tobit
model (for instance see Bénassy-Quéré et al. (2007), Daude and Stein
(2007) and Lougani, ez al. (2002).2° We follow di Giovanni (2005)
by computing a Tobit model using the two-step procedure. First, a
probit model is estimated for whether a deal is observed or not con-
ditional on the same right-hand variables as in Equation (1), and the
inverse Mills’ ratio is constructed from the predicted values of the
model. Second, a regression is run to estimate Equation (1) including
the inverse Mills ratio as a regressor.”’

We calculated our model of Equation (1) using pooled cross-sec-
tion and panel regression and present two specifications in Table 9.
The first specification is based on pooled ordinary least squares.
Regression (1) imposes that the slopes and intercepts are the same

% http://www.cepii.fr/

26 Another alternative suggested by Santos Silva and Tenreyo (2006) is to use the Poison pseudo
maximum likelihood method. This methodology has been recently applied to FDI by Head and
Ries (2007). Coe et al. (2007) suggest another log-linear estimation method to deal with this
problem.

27 The standard errors are corrected for heteroskedasticity and we use an estimated parameter of an
exogenous variable (the inverse Mills’ ratio) in the second stage. See di Giovanni (2005) for details.

e



b596_Chapter-03.gxd 12/19/2007 8:42 PM P 77
%% 1st Reading

Intra-Asian FDI Flows: Trends, Patterns, and Determinants 77

across country-pair, i.c., I; = 0. Regression (2) is based on an unre-
stricted fixed effect model for panel data. The advantage of using fixed
effect is to allow for unobserved or mis-specified factors that simulta-
neously explain FDI flow between two countries. In Regression (2), we
remove the restriction that the country-pair intercept terms equal zero,
although we maintain the restriction that the slope coefficients are con-
stant across country pairs and overtime to address the biasness of
pooled regressions. Specifically, we allowed for p; # p;. Our country-
pair fixed effects application is similar to Wall (1999).2

Our specifications broadly concur with earlier findings based on
cross-sectional data (for instance, Lipsey (1999). Both specifications
show that larger countries receive larger volumes of FDI in dollar
terms. The impact of distance comes out as significant with correct
sign only in Regression (1); longer distance tends to reduce bilateral
EDI flows. Common official language comes out with correct sign and
significant in Regression (1). The result for common border, on the
other hand, is not consistent to our initial assumption. Consistent with
Wei (2000), both specifications suggest that lower levels of corruption
lead to a higher FDI bilateral flow. Trade agreements between emerg-
ing Asian countries have positive effect on bilateral FDI bilateral flows.

5. Conclusion

Intra-Asian investment flows in the region by Japanese MNCs are not
something new, having been fuelled partly by the Plaza Accord of
1984-1985. However, an interesting phenomenon in recent times has
been the rise of outward investments by many other developing Asian
cconomies. Many governments in Asia have clearly taken a
very positive attitude toward OFDI and have taken notable steps to lib-
eralize capital account transactions, foreign ownership policies and for-
eign exchange policies and related regulations as a means of facilitating
the international expansion of firms in their countries. Consequently,
intra-Asian EDI flows are no longer a North-South phenomenon but
increasingly a South—South one as well, and a substantial portion of FDI

2 A recent study by Anderson and Marcouiller (2002) suggests that country-pair fixed effect is
important. Also see Eichengreen and Tong (2007).
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from Asia is intraregional in nature. However, much of the discussion
surrounding intra-Asian FDI flows has been anecdotal and qualitative in
nature (largely based on case studies), and most existing quantitative
studies have only considered FDI from OECD sources to Asia.

This chapter has investigated trends, patterns, and drivers of intra-
Asian FDI flows using bilateral FDI flows involving 15 developing
Asian countries for the period 1990-2005. In other words, the pri-
mary contribution of this chapter is that it is one of the first — if not
the first — to examine the magnitudes and determinants of FDI flows
from developing Asian sources to other developing Asian hosts.

The data indicates around 35 percent of FDI flows to developing
Asia between 1990 and 2005 has come from within the region, with
over 90 percent of the flows originating from Hong Kong, China,
Singapore, and Taiwan. Clearly some of these flows are overstated as
they involve recycling or round-tripping of funds (especially between
China and Hong Kong). Against this, trans-shipping from offshore
financial centers have not been included, implying a degree of under-
stating.”” While the intra-Asian flows are substantial, two issues stand
out. First, a large portion of these flows pertains to bilateral flows
between Hong Kong and Mainland China. Second, the data do not
indicate that intra-Asian flows are necessarily intensifying. Given that
developing Asia is investing aggressively overseas, what this suggests is
that relatively more investments are being made outside developing Asia.

The chapter finds that an augmented gravity model fits the data
fairly well. We find that the greater the host country size and the
higher the institution quality in the host country (proxied by lower
corruption levels) appears to facilitate bilateral FDI flows within Asia.
There also appears to be evidence that a common language, shorter
distance, and a bilateral trade agreement all tend to facilitate intra-
Asian bilateral FDI flows. These three variables appear to suggest that
importance of “transactional distance” and “informational distance”
between countries 2 /o Lougani e al. (2002).3°

2 See UNCTAD (2006, pp. 3-12), for a brief discussion of round-tripping and trans-shipping
in the context of cross-border FDI flows.
3 Also see Portes and Rey (2005).
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Variables included in the dataset.

Variables

Source

FDI Outflows
Nominal GDP in US dollar

Nominal GDP in local currency

Consumer price indices

Nominal Bilateral Exchange Rate

Nominal Real Exchange Rate

Nominal Relative Price Indices

Distance

Common Official Language
Shared Land Border
Control of corruption

Investment profile

Trade agreements

UNCTAD FDI/TNC database
World Economic Outlook, IMF
World Economic Outlook, IMF
World Economic Outlook, IMF
International Financial Statistics, IMF
Authors

Authors

CEPII

CEPII

CEPII

ICRG

ICRG

WTO website

Table A2: Source and host economies in the dataset.

Source

Host

Bangladesh
China (Mainland)
Hong Kong, SAR
India

Korea

Malaysia

Pakistan
Philippines
Singapore
Thailand

Bangladesh
China (Mainland)
Hong Kong, SAR
India

Indonesia

Korea

Malaysia

Pakistan
Philippines
Singapore

Sri Lanka
Taiwan, POC
Thailand
Vietnam
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