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[Abstract] 

 
The world under globalization is moving toward a single market, where national economies are becoming more 

integrated and interconnected. In this context, over the last decades, the perception of FDI positive spillovers has 

made developed and developing countries competing to attract foreign investors. This study analyses the 

determinants of FDI during the globalization process, both theoretically and empirically using China as a case of 

study. It hypothesizes that a change in five sets of factors, based on the recent literature and empirical studies on 

developing countries and China, has occurred. These hypotheses are empirically tested utilizing a Pooled OLS 

model for 30 Chinese provinces from 1996 to 2007. The results provide some evidence of a reconfiguration of 

the FDI determinants due to the globalization process.  
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1 Introduction  

International business is not a new phenomenon. But, it is especially in the past three decades 

that the world economy has witnessed an unparalleled opening and modernization of the 

economies of all regions, encompassing deregularization, demonopolization, privatization and 

private participation in the provision of infrastructures, and the reduction and simplification of 

tariffs (Cho, 2015). The consequent increasing flow of private capital between countries, in 

form of foreign direct investments (FDI), and the related strategies and policies to attract it, 

can bee seen, without any doubts, as one of the main driving forces behind this whole reform 

process. For this reason, FDI have been considered ''the peak'' of globalization process 

(Donciu, 2013).  

However, a core argument of debate in the last decade has involved whether globalization has 

gone too far and the “new” strategies to attract FDI play a central concern for policy makers 

as well as researchers (Rodrik, 1998). In the presence of a reshaped economic environment 

and with the raising competition, which the access to global market has led to, the scholars 

have questioned whether new rules of the game apply to the determinants of FDI or 

alternatively if the “traditional” determinants of FDI have respectively changed in importance 

(Cho, 2015; Dunning, 2002; Nunnenkamp, 2002; Vijayakumar, 2010; Ho et al., 2013). 

China represents an interesting case of study having absorbed an enormous amount of FDI 

since the “opening-up” reform introduced in the late 1978. In less than 30 years China has 

become one of the largest recipient countries, among both developed and developing 

countries (DCs), with a flow of FDI reaching 136 billion of U.S. dollars in 2016 (UNCTAD, 

2016). Therefore, it is not surprising that Chinese experience has attracted the attention of 

many scholars for the magnitude and fast growth of FDI the country received in such a short 

period of time. 

But, China provides also a relevant example about the evolution pattern of FDI determinants. 

The country opened its borders in the period that precedes the globalization, but especially in 

the 2000s the pressure in maintaining its advantage as a favourite FDI destination has 

increased (Salike, 2015). This has represented a challenge for the country on how to remain 
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competitive in attracting FDI. It follows that investigating the Chinese experience is useful 

not only for understanding the composition of FDI determinants through the time, but also for 

testing whether globalization has altered the motivations for investments of multinational 

enterprises (MNEs) in the country under the new international environment.  

 

1.1 Aim and Scope 

Over the last decades the determinants of FDI have been extensively analysed through both 

qualitative and quantitative studies. However, to the author's knowledge, few attempts have 

been made to empirically test whether the globalization process has led to a reconfiguration of 

the determinants of FDI. This paper aims to fill this gap by testing the change in the factors 

attracting FDI using a China’s 30 provincial data during the period 1996-2007. To this extent, 

five variables from Dunning’s “Ownership, Location, Internalization” paradigm, which has 

represented for more than two decades the reference model in the studies related to FDI 

determinants, will be tested. In particular, on the base of the recent literature and empirical 

findings, the focus will be on the change in relevance of “traditional” variables such as market 

size and wage and the increase in the importance of factors such as human capital, 

infrastructure and openness, in order to reply to the following research questions: What has 

been the impact of globalization on the determinants of FDI in China? Furthermore, in order 

to test whether a change in the relationship among these five determinants and FDI can be 

observed in the Chinese experience after its formal joining the world economy, and thus its 

exposure to global competition, particular attention will be paid to the impact of China’s 

accession to the World Trade Organization (WTO) in 2001. 

1.2 Outline of the Thesis 

The remainder of this paper is organized as follows. Section two presents a theoretical 

framework related to FDI determinants. Section three presents a literature review related to 

the increasing importance that FDI have received in the last decade, empirical findings about 

the determinants of FDI and the Chinese case as receiver of FDI.  Data and empirical 
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methodology are described in Section four. Section five illustrates the model choice whose 

results are discussed in Section six. Section seven provides some final conclusions and 

directions for future work. 
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2 Theoretical framework  

This chapter covers the theory related to the determinants of FDI. The first part of the chapter 

focuses on the theoretical background, and it will discuss the OLI paradigm formulated by 

Dunning, which represents the most applied theory on the studies of FDI. Followed by an 

outline of OLI paradigm classification of types of FDI: market-seeking, resource-seeking, 

efficient-seeking and strategic asset-seeking. The last section presents the background to the 

topic of globalization related changes in the policies connected to FDI and some recent 

theories that support this argument.  

2.1 General theories and Dunning’s paradigm 

The strong growth of FDI has inspired extensive theories and perspectives on the behaviour of 

MNEs and determinants of FDI when the topic started to receive scholarly attention since the 

late 1950s. These theoretical perspectives range from the mainstream economic theories 

(Hymer, 1976; Kindleberger, 1969; Vernon, 1966; Caves, 1971) to internalization models 

(Buckley and Casson, 1976). These theories have represented significant steps toward the 

development of a systematic framework for the emergence of FDI but it is not possible to 

refer to a single theory in explaining all types of FDI (Faeth, 2009). As a consequence, a 

specific theory cannot be used to deduce an exact and well-defined (from a theoretical 

perspective) econometric model. 

Even though there still exists no single overall theoretical framework capturing the various 

patterns and types of FDI, among the exceptions, Dunning’s (1977, 1993) contribution is 

relevant. As a matter of fact, his theory has been often used as the starting point and the core 

of a lot of empirical models aimed to test the determinants of FDI. For this reason, Dunning’s 

OLI paradigm has been considered the reference model in the studies related to FDI 

determinants in the last two decades.  

The OLI paradigm integrates the existing theories (the Hymer-Kindleberger approach, the 

product-cycle theory, and the internalization theory) in a general and “eclectic” model around 
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the three main concepts of “ownership”, “location” and “internalization”. The main 

hypothesis is that these concepts can be seen as the advantages possessed by the MNEs. At 

the same time they represent also the a priori conditions that make firms investing abroad. 

MNEs must possess a competitive advantages (net of disadvantages) over firms located in the 

host country, perceive that internalizing the markets is of their best interest, while the choice 

of location depends on their relative advantages (Dunning, 1977, 1993). In other words, the 

larger the firms possess ownership advantages, the more these enable the firms to minimize 

the costs by internalizing, and the more possibility they have of location advantages to exploit 

their opportunities in a particular foreign location, the more FDI will be undertaken.  

In relation to the first prerequisite, the “ownership advantages”, it addresses the question of 

why some firms decide to invest abroad, and it suggests that a successful MNE has some 

firm-specific advantages which allow to decrease the firm’s production costs and to compete 

with the firms already present in the foreign country (Dunning, 1993). The “location 

advantages” concept is used to explain where a MNEs should invest and it is related to the 

advantages that a firm possesses when decides to move the production in a certain area. These 

advantages depend on the characteristics of the home and the host country and the “physical” 

or “economic” distance between the two countries engaged in FDI activities. But, location 

advantages will occur only if the host economy can provide large markets or there is the 

possibility of creating them through trade liberalization, low cost inputs or good infrastructure 

(Dunning, 1993). The “internalization advantages” argument, redefined from the 

“internalization theory” and merged with the “eclectic approach”, explains how a firm should 

engage in FDI activities. The main reason is that in the presence of market failures or high 

transaction costs, such as searching and negotiating costs, or government intervention (quotas, 

tariffs, tax differences etc.), the firm can internalize the costs which otherwise will be 

externalized. For instance, when market failures impede the international transfer of assets, 

firms are more likely to establish strong ownership links in foreign market in order to 

facilitate the shift and reduce transaction costs (Dunning, 1993).  

2.1.1 Determinants of FDI in the OLI paradigm 

Based on the OLI paradigm, Dunning individuated and categorized four main types of 

determinants that can explain the willingness of MNEs to invest abroad: market-seeking, 

resource-seeking, efficient-seeking and strategic asset-seeking. Although a lot of 
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controversies have raised in relation of the adaptability of these determinants in the 

explanation of the reasons behind a firm’s choice to invest abroad, as already mentioned, 

empirical analyses on the determinants of FDI have often used this categorization, either to 

support or critique his findings (Devinney, Midgley and Venaik, 2002). 

The market-seeking determinants (or demanded oriented) stand behind the decision of a firm 

to replicate production and distribution facilities and operations on a foreign market, for this 

reason they are known as horizontal FDI (Dubovecky and Garoseanu, 2015).  These factors 

are mainly related to the size of the domestic markets; competitiveness within the industry of 

the host country; the quality of national and local infrastructure; macroeconomic policies; 

proximity to customers; agglomerative spatial economies and local service support facilities; 

and promotional activities by regional or local development agencies (Dunning, 1998). Thus, 

the “market seeking” reasoning behind the decision of a MNE to start to invest abroad is 

related to the expectations of further increasing the profitability of its firm (Dunning, 1993).  

The resource-seeking (or supply oriented) determinants can be instead explained as an 

opportunity for the firm to acquire factors of production either not available in the home 

country or more efficient in the host country such as: natural resources, law materials or cheap 

labour (Dunning, 1998). For example FDI in resource sectors are attracted by countries that 

are abundant in natural resources (oil or natural gas), such as Sub-Saharan countries, or by 

countries that dispose of cheap labour, such as South-East Asian countries. These types of 

determinants are in particular related to certain sectors; for instance they are relevant in the 

manufacturing sector when MNEs directly invest in order to export.  

The third type of FDI, efficiency-seeking, occur when: (i) firms “take advantage of 

differences in the availability and costs of traditional factor endowments in different 

countries”; or (ii) they “take advantage of the economies of scale and scope and of differences 

in consumer tastes and supply capabilities” (Dunning, 1993). In other words this kind of FDI 

takes place when the firm can acquire some profits from the common governance of 

geographically dispersed activities in the presence of economies of scale and scope.  

Finally, the last category individuated by Dunning is the strategic asset-seeking FDI 

determinants. These, differently from the previous, allow a firm to acquire a new 

technological base, rather than exploiting an existing asset. This last category has been 

frequently used and applied in the current research on emerging economy MNEs. 
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Specifically, some cases of outward FDI from emerging economies involve the take-over of 

firms in advanced economies that are more advanced of technology, skills and even 

management capabilities than the investing firm (Yoo and Reimann, 2017). These acquired 

assets are strategic in the sense that they strengthen the capabilities of the acquirer not only in 

the local market, but in its global operations, providing assets such as advanced technologies 

or international brand names that strengthen the firm’s competitive position (Cu, Meyer and 

Hu, 2015). 

 

2.1  The globalization and the FDI determinants 

Economic globalisation, and the subsequent growth of single world economic market, has 

affected the way in which international and domestic business activities are undertaken and 

organised (Cantwell and Narula, 2001). As mentioned in the introduction, globalization not 

only has increased the flows of investment between countries, but it also has led to a 

reconfiguration of the ways that MNEs pursue their objectives (UNCTAD, 1998). Therefore, 

it is important to question whether the previous expectations related to the overriding role of 

some clearly defined factors shaping the distribution of FDI, in line with the OLI paradigm, 

still hold in the new economic environment. 

Estimating and explaining the change, however, is a complicated issue. The determinants are 

complex, and not always susceptible to measurement. One alternative is to gather together 

different kinds of information. In this way, the theory that explains the way the forces driving 

FDI have worked in the past can eventually be merged with more qualitative and speculative 

assessments of the changes related to the new global conditions (The Economist, 2001). 

This is the approach that the recent theories related to the determinants of FDI have followed: 

some of the determinants of FDI have been reformulated and re-explained on the light of the 

new globalization process. In particular, five factors seem to stand out: the size and the degree 

of openness of the host market, the role played by the human capital, the level of the 

infrastructure and labour cost or wage. To this end, five potentially modified determinants of 

FDI will be explained by taking into account the recent evidence, and further empirically 
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tested using China as a case of study to reply the following research question: What has been 

the impact of globalization on the determinants of FDI in China? 

MARKET SIZE  

According to the location advantages of the OLI paradigm, previously described, one of the 

primary determinants of FDI is having better access to the host countries’ markets especially 

for market-seeking FDI. The main reason is that MNEs in a larger market have been assumed 

to have a more efficient utilization of resources and exploitation of the economy of scale 

(Chakrabarti, 2001). Moreover, FDI by increasing the expansion of the market size of the host 

country have been predicted to allow MNEs to take advantage of regional gaps in demand and 

supply (Dunning, 1993). This argument does not appear to be true any longer after the 

globalization of the world economy. The globalization process, among other changes, seems 

to have had led to a shift from market-seeking to more efficient-seeking FDI. This means that 

MNEs are not attracted anymore by the advantages of exploiting the host market to sell their 

products, but mostly from the fact that FDI can allow them to export to third countries 

(Wadham, 2001). This seems to find confirm in the fact that the global economy has currently 

witnessed a new flow of investments also to small DCs such as Singapore, Costa Rica and 

Botswana (Singh et al., 2008).  

OPENNESS 

A change from market-seeking to more efficient-seeking motivations can be assumed, on the 

other way round, to have led to a reconfiguration of the ways MNEs perceive other kinds of 

advantages. One of the most quoted examples is the relevance that the determinant openness 

of the host country has recently acquired in attracting foreign investors. According to the OLI 

paradigm the degree of openness of the host country is related with a larger amount of FDI 

(Dunning, 1993). However, in the past this variable has been often associated in a negative 

relationship with FDI due to the “tariff jumping” argument: it is properly in the presence 

of trade tariff barriers or other kind of trade restrictions that MNEs decide to substitute 

exports in the host country by FDI (Markusen, 1995). The arrival of globalization, among 

other changes has led to a shift from “build-it- here, sell-it-there” model toward “in-country-

for-country” production models in which companies innovate, source, produce and service in 

a globally integrated manner (Bahatia, 2013). In this context, FDI and trade are said to be 

complements because a country with a high degree of openness and integration into 
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international economy is likely to have a well-established international distribution network 

and international links and partnerships with other countries (Vogiatzoglou, 2007). Following 

this line of reasoning, trade openness is assumed to have acquired greater importance than 

‘“tariff jumping” in MNEs’ strategic thinking as regard FDI decisions.  

HUMAN CAPITAL 

Variables that have been considered in the past less important determinants seem to have 

recently emerged as primary motivations affecting FDI; this is the case of factors not directly 

correlated to “trade” advantages such as human capital and infrastructure that have recently 

taken the attention of foreign investors. In relation to human capital in the past it can be 

argued that MNEs decided to invest through FDI in countries to minimize the costs and thus 

exploit the cheap labour force, especially for FDI in manufacturing sectors that do not require 

any kind of advanced skills (Nunnenkamp, 2002). Nowadays, it seems that investors and 

MNEs are not only looking for a cheap workforce, but also for the quality of human capital. 

As already stated, the globalization and the concomitant shift of FDI toward more capital-

knowledge and skill-intensive industries, has made the presence of a well-educated pool of 

labour increasingly attractive. Indeed, firms organize themselves functionally so that activities 

such as finance, research and development, accounting, training, parts production, distribution 

are carried out by affiliates in locations best suited to each particular activity (UNCTAD, 

1994). Thus, host countries with more high-quality strategic assets are said to be more 

attractive for MNEs compared to low labour costs by themselves, particularly for the 

efficiency-seeking MNEs (Reisen and Soto, 2001). The improved human capital can have 

also a indirect effect on FDI by improving socio-political stability to the extent that increased 

human capital can contribute to civil liberties, political stability, health and reduced 

crime/corruption which are considered to be key determinants of any type of FDI 

(Muhammad and Ahmad, 2008). 

INFRASTRUCTURE 

Generally, the level of infrastructure has long played an important role in integrating markets 

across nations by reducing transaction costs or trade costs. The availability and quality of 

supportive infrastructure have been argued to be essential for the functioning of 

multinational’s affiliate production and trade activities. These arguments have gained 

particular importance in the globalization era that has witnessed a rise of FDI in the service 
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sector. Better infrastructure can significantly reduce overhead costs (Asiedu, 2002) and 

thereby positively affect investor’s location decision (Shah and Ahmed, 2003). In addition, 

the presence of public infrastructure can also enhance the access to intermediate goods 

suppliers in neighbouring provinces, providing a positive incentive for FDI location 

strategies, where transnational companies locate different production activities in separate 

geographic regions (Baltagi, Egger and Pfaffermayr, 2007). In this context, in the last decade 

the presence and the quality of infrastructure it has been said to have acquired more 

consideration among the list of the determinants of FDI (UNCTAD, 1998).  

WAGE 

Finally, as already anticipated and as it can be deducted from the change in importance of the 

last two variables described, labour cost seems to be not so much relevant in comparison with 

the past. Labour cost has been always one of the most considered factors by the MNEs when 

deciding where to locate their investments, as described by the OLI paradigm. The reasoning 

behind has been linked to the opportunity to lower production costs through the utilization of 

low-cost factors of production in the host country (Dunning, 1993). Conversely, the natural 

expectation has been that a rise in the host country’s wages would discourage foreign 

investors. An important trend in labour markets in the globalization of the world economies 

has been a steady shift in demand away from the less skilled toward the more skilled workers. 

Nowadays, MNEs that are engaged in investments in the service sector require more educated 

and thus more costly workers. In this regard, wages are seen as a guarantee of a better 

productivity and labour quality (Wei and Balasubramanyam, 2004). Furthermore, skilled 

workers are usually in a stronger bargaining position since foreign firms have less knowledge 

of the local labour market and thus they can negotiate higher wages than they would get in 

local firms (Moon, 2015).  

 

From the description of the aforementioned factors it seems clear that globalization has 

changed to a certain extent the “traditional” way of thinking about the determinants of FDI. 

Therefore, it is possible to assume that some of the rules of the game in the competition 

among countries for attracting the flow of capital have recently changed. Traditional 

determinants such as market size have decreased in importance. Others, such as human capital 

and infrastructure, are considered more valuable than in the past while it is also possible to 
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notice a total reconfiguration of the previous expectations related to factors such as market 

openness and wages.  

It follows that these changes would have significant implications for policy makers who 

would not rely anymore on the “traditional” theories on the determinants of FDI 

(Nunnenkamp, 2002). Boundaries between different types of FDI – whether market-, trade-, 

resource- or efficiency-seeking – become less evident as all FDI is seen as part of the general 

strategy of enhancing competitiveness (Noorbakhsh, Paloni and Youssef , 2001). MNEs that 

pursue integrated international production strategies may be attracted by countries that offer 

an adequate combination of determinants such as conditions for efficient operations, high-

quality resources/assets, and access to markets (Dunning, 2002). Because FDI can affect 

growth and development, especially in DCs, when understanding the impact of FDI it is 

important to understand what attracts FDI, how this has changed over time, and what these 

changes in determinants and types of FDI mean for differential growth prospects (Welde, 

2006).  
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3 Background and literature review 

This chapter briefly describes the recent trend among the flows of FDI found in the literature. 

The second part of the chapter will describe previously empirical studies related to the 

determinants of FDI. Finally China, as a case of study, and the empirical findings about the 

determinants of FDI in the country will be presented. 

3.1 FDI growth in importance 

The role of FDI, in driving economic growth and development, has been crucial, although 

controversial, ever since the United Nations development decade of the 1960s (Welde, 2006). 

Despite the fact that the impact of FDI on economic growth through positive and negative 

spillovers has been widely studied, questions concerning the real effects of FDI, and also 

concerning the necessary conditions and the channels through which FDI lead to host country 

economic growth have been longly debated (Forte and Moura, 2013).  

Nevertheless, the last three decades have seen a raise in the share of inward FDI flows as a 

share of the world GDP, following a change in attitude of the countries, especially DCs, 

toward FDI. Although in the 1960s and 1970s many DCs were suspicious of FDI and often 

took steps to actively discourage it, starting in the mid of the 1980s these attitudes began to 

change, and DCs increasingly sought to attract FDI as a mean of financing investment, 

creating jobs, importing technology and ideas (Perkins et al., 2013). For this reason, over time 

many countries liberalized their policies in order to attract more FDI flows and to become 

better integrated into the world economy.  

It is especially in the 1990s that the change in the attitudes became more visible. Influenced 

by the recognition of the benefits of FDI, the global economy has witnessed an increasing 

removal of direct obstacles and use of FDI incentives. For example in the period that goes 

from 1993 to 2003, the 94% of the 1.718 regulatory changes made by the countries around the 

world has been in favour of foreign investors (UNCTAD, 2006). In the same way, bilateral 



 

 13 

investment treaties, binding agreements that codify MNCs’ legal rights, nearly quadrupled 

during 1990–1995 (Elkins et al., 2006).  

These findings confirm that especially developing and transition economies have realized the 

importance of FDI inflows and have focused on FDI to a greater extent than trade relations 

(Dutta and Roy, 2009). Whether in the 1980s the global stock of FDI stood at around 500 

billion of U.S. dollars, in 2014 it expanded to 26 trillion of U.S. dollars, with a 52 times 

increase over 30 years (UNCTAD, 2015). Interestingly, FDI to non-OECD countries more 

than doubled in absolute terms since 2012 and while OECD countries received around 70% of 

all FDI in 2007, this share dropped to around 40%, with inflows to non-OECD countries 

overtaking those of the OECD country grouping for the first time in 2012 (OECD, 2016). It 

can be therefore understood that during the globalization period, most of the DCs based their 

economic growth on the availability of foreign capital and predominantly FDI.  

However, as already mentioned, this trend has been supported by a large amount of changes 

in the international environment. The integration of the countries in a single, but more 

dynamic environment, has increased international competitiveness with companies searching 

for better locations- lower cost, new markets, competitively high skills - in order to maximize 

the returns of their efficiency, strategic asset, market and/or resource- seeking strategies 

(UNCTAD, 2006). Even though the actual degree of global competition to attract FDI is not 

known, there is considerable evidence that the global competition is widespread, involving 

sub-national as well as national governments both in OECD countries and in developing and 

emerging economies (Oman, 1999). In this new setting, a central theme in the agenda of many 

countries has become understanding and finding a way to continue to attract FDI. 

3.2 Empirical evidence about change in FDI 
determinants 

The fact that FDI have been recognized as a key factor for economic growth has contributed 

to increase, apart the stream of theories related to the MNE’s investments decisions, empirical 

studies on the determinants of FDI. A lot of econometric analyses, that use the OLI paradigm 

to empirical test what are the determinants of FDI have been published to find an explanation 

of FDI inflows with respect to certain factors. The main concern has been, in fact, to identify 

the key variables that cause variation in FDI among countries and hence can be used as 
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instruments for economic policies conducive for FDI attractiveness (Dorozynsky and Anetta, 

2017). 

Even though a lot of scholars have readjusted their theoretical hypotheses in the light of the 

globalization economic transformation, up to now only few empirical studies have focused on 

estimating whether the change of the world economic environment after the globalization has 

effected FDI motivations. Moreover, among them, almost all do not address this question 

explicitly. Nevertheless, some of these studies, which are usually related to DCs since they 

are currently the top receivers of foreign flows, offer at least tentative insights on the changes 

in the relevance of some variables. 

Research papers that for instance have investigated the role played by the market size and the 

level of openness of the host country, in determining FDI, have showed interesting results that 

support the previously described changes. For example, a lot of studies analysing data on FDI 

determinants in the 1980s found a positive relationship between the market size and FDI in 

line with the argument that a bigger market implies better prospects for FDI in the host 

country, in particular for the market-seeking FDI (Culem, 1988; Tsai, 1994). In contrast, more 

recent studies have showed that the size of the market has decreased in importance or 

interestingly is negatively related to the FDI inflows because other factors are considered 

more important (Jaspersen et al., 2000; Coleman and Tettey, 2008; Asiedu, 2002). A large 

number of studies have been focused on understanding the role the openness of the country as 

a determinant of FDI showing that, contrary to the “tariff-jumping hypothesis”, a positive 

relationship exists between FDI and the degree of openness. As a consequence of the 

globalization of the world economy and the related shift toward more efficient-seeking FDI, 

MNEs engaged in export-oriented investments prefer to invest in a more open economy since 

increased imperfections that accompany trade protection generally imply higher transaction 

costs associated with exporting (Asiedu, 2002; Chakrabarti, 2001). 

Studies that address “non-trade” related factors have empirically demonstrated, in line with 

the globalization-induced changes, an increasing importance of these factors in attracting FDI. 

Institutions of the host countries, level of human capital, quality of the infrastructure, are the 

most debated and analysed topics in the current studies on FDI. As a matter of fact, even 

though these variables have showed in some cases inconclusive results, because more 

sensitive to measurement choices, recent studies have stressed their significance in explaining 

the recent FDI inflow patterns (Biswas, 2002; Asiedu, 2006; Mhlanga et al., 2010; 
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Vijayakumar, 2010; Cleeve, 2008). The major differences in the results, compared with the 

previous empirical studies on “non-trade” related factors, come from the fact that more recent 

datasets contain relatively more high value-added manufacturing firms. Indeed, most MNEs 

operating in developing countries during the late 1980s and 1990s started to be efficiency-

seeking types and/or subcontracting (Nunnenkamp and Spatz, 2004) and thus infrastructure 

and high skilled labour force have been demonstrated to be crucial.  

A special reference needs to be made to the role of wages. While for the others variables, the 

more recent empirical studies seem to support the fact that a change has occurred through the 

time, the variable labour cost remains the most “controversial” in the studies related to FDI 

determinants (Chakrabati, 2001). Even though the theory, as suggested in the previous 

chapter, should support the fact that lower wages would not anymore attract FDI, the impact 

of wages on FDI in the recent econometric studies is not unanimous (Bala, 2010). Some 

studies support the fact that MNEs are attracted from the cheap labour (Pistoresi, 2000), and 

thus especially during the globalization process the increasing competition to provide cheap 

labour is thought to have extended, as each local labour market seeks to attract foreign capital 

through lower wages. Other studies instead do not find any statistical significant relationship 

between FDI and labour cost arguing that low wage is not necessarily a crucial factor for FDI 

(Demirhan and Masca, 2008). While, consistently with the previous finding, a third group of 

scholars have showed that wages are positive associated with FDI giving as explanation that 

higher wage can be seen as a guarantee of the productivity (Yang et al., 2000) and especially 

when cost of labour is relatively insignificant (when wage rates vary little from country to 

country), the skills of the labour force are expected to have an impact on decisions about FDI 

location (ODI, 1997). 

Another approach, that is the one that will be used in this paper, has instead focused on 

analysing the change of FDI determinants due to the arrival of globalization. A list of 

potentially modified variables has been tested choosing relevant periods. While it can be 

argued that these studies have been more focused on the globalization-induced changes, the 

major limitation of their analyses has been the fact that they have focused only in the period 

that goes from 1980s to 1990s (Nukkencamp, 2002; Amaro and Miles, 2006). In fact, even 

though this period coincides with the opening up of some DCs, as previously mentioned, it is 

especially between the 1990s and 2000s that it is possible to find the greatest changes in the 



 

 16 

international economic environment. This supports the need of more updated empirical 

analyses.  

Furthermore, almost all the cited studies are based on panel data or surveys that include a 

large number of DCs. This implies that their results and findings may have been biased by the 

fact that different countries have different characteristics and find themselves in particular 

stages in the international business integration. This could explain also the controversial 

results related to wages. Even though it can be argued that MNEs are more willing to pay 

higher wages, the type of the relationship with FDI depends on the comparative advantages of 

the country and thus on the underlying structure of the economy prior to trade liberalization 

(Pavnick, 2011). The same reasoning holds for the other determinants of FDI. This is the main 

reason why, in this paper, only China, as a case of study, will be taken into account as 

described in the following section.  

 

3.3 China as a case of study 

 

The story of China as an attractor of FDI formally started in the late 1970s in concomitance 

with the beginning of the reform era that marked a change of governmental policies from the 

“class struggle” to “economic development”. Specifically, whether the overall reform process 

has been characterized by two different “bottom-up” and “top-down” dimensions (Nee and 

Opper, 2012), the “opening-up” policy, and the consequent liberalisation of the country to 

FDI and trade, represented the explicit aim of the central government to make China part of 

the global economy.  

In this regard, two main factors contributed to a change of strategy from a “self reliance” 

development policy to an “open door policy”. Firstly, the stagnant economic situation 

inherited from the Maoist period with a per capita GNP fixed at an average annual rate of 2.5-

3% and a total factor productivity either stagnant or actually declined since the 1957 (Perkins, 

1998). Secondly, the model of “export-led” growth pursued by its neighbours, Japan and the 

four East Asian Tigers, provided to Chinese leaders a successful example of economic 



 

 17 

development strategy to follow to accelerate its economic development (World Bank, 1993). 

Foreign exchange and relative advanced technology, but also the demonstration effect of 

modern management techniques represented the main goals of attracting foreign investors in a 

country that was still undeveloped (Kamath, 1990; Kueh, 1992).  

Nowadays, China represents one of the most interesting cases of study among DCs. The 

country has been not only the largest recipient of FDI among DCs since 1993, but from the 

2000s China has even led the competition with the US as main attractor of FDI (UNCTAD, 

2016). Furthermore, though US still retains its shares as the world's most attractive investment 

location, in 2016 according to the FDI Confidence Index its lead over China is shrinking 

(Kearney, 2017). Thus, it is not surprising that literature that deals with FDI has linked most 

economic and business journals worldwide in order to understand what is behind the 

exponentially growth of FDI inflows in the country. Also in this case, the majority of 

empirical studies have been focused on understanding the evolution pattern of FDI policies 

and the related factors that contributed to make the country the main destination for foreign 

investors, instead of questioning whether a change in FDI determinants has occurred through 

the time.  

3.3.1 Features of FDI in different phases 

According to the literature, China evolution in FDI policies has been categorized in different 

stages that through a “gradual and evolutionary” process have contributed in making the 

country one of the top receivers of FDI among both developed and DCs. The market 

transition from a “central planned economy” toward a “socialist market economy”, instead of 

following a “shock therapy” strategy, as the one pursued by Soviet countries, has been gone 

through an experimental process that is also possible to notice in the different set of policies 

and laws related to FDI and trade (Lin, Can and Li, 1996).  

The first periods (1979-mid of 1980s and 1986 to mid of 1990s) have without any doubts 

represented significant stages in the “opening up” of the Chinese economy towards FDI and 

have witnessed important changes in the attitude of the country toward foreign investors. The 

establishment in 1980s of the four “special economic zones” (SEZs) Shenzhen, Zhuhai, 

Xiamen, and Shantou in which foreign firms (FIEs) were offered preferential tax and 

administrative concessions, the open of fourteen additional areas known as “open coastal 

cities” and the benefits granted with the issue of the “Law on Foreign Enterprises” in April 
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1986, formally giving legal rights to wholly owned foreign enterprises (WOFs) in China are 

among the most relevant policies (Sun, Tong and Yu, 2002).   

Yet, it is mainly in the last period that covers the years from the mid of 1990s to 2000s that 

the country established itself as major attractor of FDI worldwide, but also in which the 

Chinese government has made the major adjustments to acquire and further retain its place as 

top receiver of capital flows, from both developed and DCs, in concomitance with the 

globalization process (See figure 1.). In fact, during this period there has been an evolution of 

the policies toward a further opening of the country to foreign investors and a gradual 

movement of FDI from manufacturing to service sectors (See Table 1.) and from market-

seeking to more efficient-seeking FDI. Hence, consistently with the previous studies on DCs, 

it is possible to assume also in China a consequent change in the motivations that have 

attracted MNEs in the region. 

For this reason, this essay will briefly describe and show the relevant findings from previous 

studies only related to the last period of Chinese “opening-up” (mid of the 1990s-2007) with 

particular attention to the Chinese entrance into WTO in 2001 that can be considered a 

relevant point because it signed the country formal integration into the global economy. This 

period (1996 to 2007) will be further used in order to empirical estimate whether it can be 

find any evidence of changes in the determinants of FDI due to the globalization process.  

Figure 1. Total Value of FDI 1979-2008 

 

 

 Source: Computed from NBS, China Statistical Yearbook 1979-2008 
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Table 1. Sectoral composition of Actual Utilized FDI in China during 1997–2009  

 1997-2000 2001-2005 2006-2009 

Primary 1.51%  1.74% 1.24% 

Secondary 69.25% 74.30% 56.21% 

Manufacturing 58.33% 69.36% 52.95% 

Tertiary 26.33% 22.28% 42.56% 

Real Estate 12.46% 10% 18.10% 

Other 2.92% 1.69% / 

Total Amount of Actually 
Utilized FDI 

1751.16 
(100%) 

2748.81 
(100%) 

3356.17 
(100%) 

Note. Adapted from “Spatial polarization and dynamic pathways of Foreign Direct Investment in China 1990–
2009” by Zhao, Chan, Chan, 2012, Geoforum, 43, pp. 836-850. Copyright 2012 by "Elsevier". 

 

 

Mid of the 1990s to 2001 

In the Chinese experience as a receiver of FDI, the 1990s represents one of the most 

prosperous decades. In the previous stages, even though a lot of adjustments had been done, 

some particular characteristics of Chinese policies still discouraged foreign investors. But, the 

1992 Deng Xiaoping’s tour in southern costal areas and SEZs, made with the main intention 

of pushing China economic reform and emphasize China’s commitment to the open door 

policy, proved to be a success in garnering the confidence of foreign investors in China 

(Guruswamy and Singh, 2010). 

The following period (from the mid of the 1990s to 2001) witnessed the greatest amount of 

FDI in China region in comparison with the past: by 1997, the 1992 level of flows had been 
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surpassed four times over, with a total of 283,575 foreign invested projects approved by 

central government (Coughlin and Segev, 2000). Moreover, foreign investment inflows 

became relatively more stable than in the past. After the issue of the “Foreign Investment 

Law” in 1996, direct foreign capital inflows continuously posted positive growth, averaging 

45 percent per year, with a slight decline only in the years that followed the Asian financial 

crisis (Tan, 1999). In the same time, the number of foreign investors increased, even though 

the majority of them were still from Asian regions, to 150 countries. According to official 

sources, in the period 1992-96, FDI from developing Asian nations dominated total FDI flows 

into China, but since 1996 a growing portion of these flows came from other sources (Graham 

and Wada, 2001)(See Table 2.).  

The unprecedented investment boom in the 1990s can be attributed to several factors aimed to 

integrate China into the world economy and to join the WTO. First, while China’s 

inconvertible currency was a major problem for joint ventures (JVs) in the mid-1980s, 

especially those producing for the domestic market and hence not earning foreign exchange, 

regulations related to foreign investors had been sufficiently codified by the start of the 1990s 

(Ianchovichina and Martin, 2001). Second, liberalization of the foreign exchange and 

financial markets continued gradually, and in 1994 the dual-currency system was abolished  

(Coughlin and Segev, 2000). Third, the restrictions on foreign direct investments were also 

loosened; for example WOFs became an increasingly popular investment vehicle during the 

1990s, rising from 27 per cent of the total value of projects signed in 1992 to 37 per cent in 

1996 (Ren, 2012). Besides, over the course of the 1990s China made substantial progress in 

reducing the number of nontariff barriers in its trade regime: the number of products subject 

to quotas and licenses fell from 1247 tariff lines in 1992 to 261 in 1999 (Ianchovichina and 

Martin, 2001). As a result, the average protective impact of the complete set of nontariff 

barriers in China was estimated to be 9.3 percent in the mid- 1990s (World Bank, 1997).  

  

After the accession to WTO (2002-2007) 

 

The entrance in the WTO represented the turning point in the Chinese history, as major 

destination of FDI, in 2001. This marked not only China’s joining the global economic world 

but also the exposure of the country to the benefits and treats of globalization. The period was 

characterized by greater trade liberalization and more transparent international trade with the 
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issue of amendments such as the “Wholly Foreign-Owned Enterprise Law”, the “Contractual 

Joint Venture Law” in 2000, and the “Equity Joint Venture Law” in 2001 removed earlier 

restrictions (Coughlin and Segev, 2000). China agreed to remove performance, trade 

balancing, foreign exchange balancing, and prior experience requirements, in order to grant 

permissions to invest, import licenses, quotas and tariff rates regardless of existing domestic 

demand (Cheong and Wu, 2003). Along these lines a lot of policies to lighten taxes were 

promoted in order to make the country more attractive; an example is China’s weighted 

average tariff (at 4 per cent) that is the lower according to developing-country standards and 

the lowest among large developing countries (e.g. compared with other BRIICS – Brazil, 

Russia, India, Indonesia and South Africa) (Sally, 2011). Several empirical studies have 

showed that it is especially during the 2000s that the degree of openness of the Chinese 

provinces, influenced more than in the past the MNEs location decision especially for export-

led FDI with a consequent decrease in the importance of the size of the market as factor of 

attractiveness (Chen and Yeh, 2012; Na and Lightfoot, 2006; Sun, Yu and Tong, 2002).  

  

At the same time the accession to the WTO reduced restrictions on FDI in China. Initially 

after accession, foreign investors could not control more than 49% of a firm, but restrictions 

on foreign ownership were reduced in the years after accession (Bhattasali et al., 2004). In 

addition, the Chinese government issued in 2002 a new “New Foreign Investment List” for 

which the Chinese government encourages, restricts or prohibits foreign investment. The list, 

along with other criteria, formed the basis on which the government approves or denies an 

application by foreign investors to establish a WOF or JVs. Nevertheless, China’s 

commitments in the services sector “represented the most radical services reform program 

negotiated in the WTO” and, in this sense, it has been said to be the most significant part of 

China’s WTO accession package (Mattoo, 2001). Since 2002 some industries (for example 

telecommunications, transportation, wholesale, insurance and finance service) opened for the 

first time to varying degrees of foreign investment, signalling the government’s commitment 

to open its market after becoming a member WTO (Walmsley et al., 2000). 

In this context, following the predictions of the theoretical part, and the findings related to the 

others DCs, the level and the quality of infrastructure and human capital, gained a particular 

importance due to the shift from manufacturing to more service oriented FDI as showed by 

some recent empirical analyses focused on the late 1990s and 2000s (Teixeira and Heyuan, 
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2010; Belkhodja, Mohiuddin and Karuranga, 2016; Na and Lightfoot, 2006). Actually, these 

finding are corroborated by studies that assert an overall increase in the level and quality of 

infrastructure and human capital in the last two decades in China. For example, it has been 

showed that the spatial and sectoral distribution of FDI in China has changed dramatically in 

relation to the governments’ priority oriented policies and improvement of infrastructures that 

accelerated the diversification of destination and sectors for FDI in China (Zhao, Chan and 

Chan, 2012). In the same line, a paper that investigates the level of human capital in China 

from 1985 to 2007 demonstrates that for 1985-2007, China’s total human capital increased 

more than three times, with an annual growth rate of 6.66%, and especially after 1994 

accelerated with an average annual rate of growth for the period 1995-2007 of 7.64% 

(Haizheng et al., 2010).  

As it has been already noticed, the need of more educated and high-skill workers reduced the 

attractiveness of the cheap labour factor in the 2000s. Recent empirical analyses show that 

whether manufacturing wages declined relative to those of basic services throughout the 

1990s, this trend was reversed beginning in 2001 after China’s joining WTO for workers 

recruited by export-oriented manufacturing (Ge and Yang, 2014). In the service sector, in the 

high-tech manufacturing sector, but also in the low-tech manufacturing sector wage has been 

found to be an insignificant determinant during this phase  (Liu, Dali and Varna 2012; Na and 

Lightfoot 2006).  
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Table 2. The proportion of selected Actual Utilized FDI origins in China during 1996–2007 

Economies/year 1996-2001 2002-2007 

East Asian Countries 69.36% 64.82% 

Hong Kong  39.54% 37.49% 

Japan  8.43% 8.05% 

Macao 0.81% 0.59% 

Malaysia 0.59% 0.61% 

Singapore 5.42% 3.85% 

Republic of Korea 3.67% 14.94% 

Thailand 0.46& 0.23% 

Taiwan 6.42% 4.52% 

Western Economies 14% 18% 

United Kingdom 2.81% 7.90% 

Germany 2.00% 1.94% 

France 1.60% 0.90% 

Russia 0.04% 0.11% 

Canada 2.25% 0.83% 

United States 8.5% 6.05% 

Total Amount (Unit: US$ 10,000)  27,343,506 
 

36,499,052 
 

Source: Computed from NBS, China Statistical Yearbook 1996-2008 
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4 Data 

This chapter will first present and discuss the data source and reliability. Afterwards, the 

methodology chosen for the empirical analysis will be described, and each variable will be 

explained and justified on the basis of the theory and the previous empirical studies.  

4.1 Source Material 

The dataset is composed by annual data accessed from various issues of China Statistical 

Yearbook for 1996-2008, published by the Chinese State Statistical Bureau (NBS). The NBS 

of China is an agency directly under the State Council of the People's Republic of China 

charged with the collection and publication of statistics, covering various kinds of census and 

survey data related to national economic and social development in the region. Among other 

duties, the NBS reviews and publishes the collected data in Statistical Yearbooks that provide 

a wide range of information about the overall aspect of Chinese economy at the national level 

and the local levels of provinces, autonomous region and municipality in various time frame. 

The credibility of Chinese data has been under scrutiny in various studies (Young, 2003; 

Holz, 2008). For instance manipulation, especially during periods of economic and political 

instability, such as the Asian Financial Crisis in 1998, has been an important cause of 

unreliable statistics (He, 2011). Additionally, in the case of FDI due the special privileges 

enjoyed by foreign investors in China, it is likely that a presence of incentives exists for 

exaggerating the size of investments and for “round- tripping” FDI through Hong Kong or 

some other countries (Coughlin and Seven, 2000).  

Nevertheless, it has been noticed that the recent improvements in statistical methodologies 

and reforms of FDI tax incentives should have reduced the scope of this problem in past years 

(Broadman and Sun, 1997). Furthermore, since the main purpose of the investigation is to 

evidence the globalization-induced changes on the determinants of FDI an overstatement of 

the amount of FDI should not significantly affect the results. Thus, despite not completely 
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reliable, the statistics from the China NBS are still the most used and referred data source on 

China and they are often considered the best data accessible.  

4.2 Methodology 

The present research objective is to provide an answer to the following research question: 

What has been the impact of globalization on the determinants of FDI in China? To this 

extent, five determinants of FDI, from Dunning’s OLI paradigm, size of the market, openness, 

human capital, infrastructure and wage will be used as independent variables in order to test 

whether there has been a change in the importance or relationship between those factors and 

FDI due to the globalization. 

In order to answer this question a panel data regression model will be used, which allow more 

efficient estimators than time series or cross-sections models. The panel data, also called 

longitudinal data allow observing both cross sectional dimension, referred with the subscript i, 

and time series dimension, referred with the subscript t. As a result, its multiple dimensions 

can capture more complex relations in comparison to a single cross-sectional or time series 

dataset. For this dynamic aspect, the panel data methodology had been largely adopted in 

empirical studies.  

The panel dataset used for this analysis is focused on Chinese provinces, over the period that 

goes from 1996 to 2007. The panel dataset is balanced, which means that all variables 

included in the models contain the same number of observations. The total number of 

observations consists of 360. 

Time frame 

The time period of this study is from 1996 to 2007. As mentioned in the introduction, and for 

the reasons explained in the chapter related to China, this period represents the last stage of 

China’s opening to the world economy, which finds the final act in the accession to the WTO 

in 2001. Thus, whether a change in the determinants of FDI has happened due to globalization 

process, this period represents the interval to take in consideration to estimate it. Besides, by 

narrowing down to 2007 it is possible to avoid capturing the impacts on Chinese FDI of the 

global financial crisis. 
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Provinces  

For the purpose of this essay, yearly provincial data will be used covering four administrative 

cities (Beijing, Tianjin, Shanghai, and Chongqing) and 26 provinces for the period from 1996 

to 2007. Tibet is excluded in the analysis because most of the relevant data for it is either not 

available or zero during the time period examined. In relation to the provinces, no 

geographical categorization has been added. The main reason is that, differently from 

previous studies focused mainly on the spatial distribution of FDI, the main objective of this 

empirical research is to analyse whether a change in the determinants of FDI can be found 

over time in China as a whole. 

4.3 Variables 

The variables have been selected based on the theoretical hypotheses related to a change on 

FDI determinants after the globalization and the empirical evidence, both in China and 

elsewhere. While there are many other variables from Dunning’s OLI paradigm traditionally 

used to estimate what attracts FDI, market size, openness, human capital, infrastructure and 

wage should show the biggest variance in comparison with the past in the globalization era.  

The variables GDP per capita, GDP, wage and FDI have been transformed in real value by 

using the relevant deflators. Because GDP per capita, and wage is denominated in RMB 

(Chinese currency) and FDI and trade volume in U.S. dollars, all the variables have been 

converted into RMB using the annual average RMB/dollar exchange rate accessed by the 

Chinese Statistical Yearbooks.  

4.3.1 Dependent variable  

The dependent variable is FDI. Whether the Chinese Yearbooks provide two figures of FDI, 

‘Signed Agreement’ and ‘Actually Utilized’, in this paper the later one will be used which is 

the actual amount of FDI invested in the provinces. Indeed, even though China is the only 

large recipient of FDI flows worldwide to also release data on contracted FDI, the data on the 

value of FDI actually utilized is the only measure used in the previous empirical models. This 

variable is built on the information provided by the China Statistical Yearbooks titled 

“Foreign Trade and Economic Cooperation” on Chinese provinces. 
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4.3.2 Independent Variables 

The first determinant that will be taken into account is market size (SIZE). Though different 

measures have been used in the research to estimate this variable, in this paper the proxy is 

GDP per capita. This measure is not only the most common in literature (Wei, 1995), but the 

risk of using other often cited variables such as GDP or GNP is the likely to mislead. The 

reason is that using GDP would rather reflect the size of the country, while GNP would either 

overestimate or underestimate the market opportunities taking into account earnings by 

national in foreign location and excluding earning of foreign located in the host country 

(Chakrabarti, 2001). On the other hand, assuming that size determinates the flow of FDI by 

giving the chance to expand the sales, GDP per capita is a more accurate proxy for the 

purchasing power of the population of the host country (Yueh, 2007). According to the 

previous discussion, the a priori expectation related to this variable is that the relation with 

FDI is negative or insignificant, because the globalization has pushed toward more efficient-

seeking FDI. 

The second possible determinant of FDI that will be tested is openness (OPEN). This variable 

has been argued very difficult to measure, because there is no independent measure of 

openness that can give a full picture of the extent of openness of an economy (Harrison, 

1996). However this paper refers to openness by trade shares (outcome openness measure), 

which is exports plus imports divided by GDP. This is a very standard variable to measure 

openness because a province or a country with larger total trade share normally implies a 

higher degree of trade openness. In particular, this measure has been quite used in large 

number of studies on China region. As a matter of fact, the underlying data required, 

differently from other data such as those related to public companies or local government, 

have been argued to be fairly reliable. The import and export data are in general reliable as 

they can be cross-checked with data from the trading partners (Yan, Chong and Kwock, 

2008). As for the GDP data, studies that examine the growth rate of each of its components 

conclude that the official GDP data are accurate (Chow, 2004). The presence of a new 

dynamic global environment as described in the theory chapter, the recent empirical studies, 

and the new role of China in the global economy suggest that a positive relationship should be 

associated with FDI. 

The third variable is human capital (HC). Human capital is the main source of growth in 

several endogenous growth models as well as one of the key extensions of the neoclassical 
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growth model. Since the term ‘human capital’ refers principally to workers’ acquisition of 

skills and know-how through education and training, the majority of studies have measured 

the quality of human capital using proxies related to education.  This proxy has been often 

measured by the illiteracy rate (Broadman and Sun, 1997; Coughlin and Segev, 2000), 

university student rate to population (Fung et al., 2000) senior, junior and primary school 

student education population (Cheng and Kwan, 2000). In line with the previous research, and 

the availability of the information, in this paper the proxy for human capital is the percentage 

of persons over the population who has accessed to the second level instructions. Following 

the current need of more skilled workers, especially in the presence of efficient-seeking FDI, 

a positive coefficient is expected.  

The fourth variable that will be tested is infrastructure (INFR). Also in this case the proxy for 

infrastructure varies. For example in some research papers, government expenditure on 

transportation and communications  (Billington, 1999) or the telephone mainlines (per 1000) 

(Asiedu, 2002) are used as a proxy for infrastructure.  But the most frequently mentioned 

proxy for infrastructure is transport linkages (Belkhodja, Mohiuddin and Karuranga, 2016; Na 

and Lightfoot, 2006). For this reason the infrastructure density (km of railways and highways 

per square kilometre) is used as a proxy for infrastructure. The theory, and the recent 

empirical evidence related to DCs and China, suggest that infrastructure should enhance the 

location “advantages” of the MNEs and thus be positively related to the flows of FDI due to 

the fact that globalization has increased the share of FDI in the service sector. 

The last variable that will be used to test the change in the determinants of FDI is wage 

(WAGE). The average annual wage of staff and workers in urban areas in each region is the 

primary labour cost variable in the model. The average income is calculated for each 

province, based on the average yearly disposable income for urban residents. On the base of 

the globalization-induced research results, the a priori expectation related to this variable is 

that a positive relationship should be find in the light of the fact that wage is assumed to 

indicate the quality of the labour force and that more specialized FDI require a more educated, 

and thus costly, workforce.  
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4.3.3 Descriptive statistics   

All variables have been transformed into logarithmic form, this would help to interpret the 

models in several ways. In first instance, because one of the assumptions for the regression 

model is that variables are normally distributed. This is in particular necessary when 

conducting a longitudinal analysis. Secondly, natural logs are also very convenient for 

describing relations between economic variables. Finally, this transformation will help to 

interpret easily the result of estimated coefficients later on in this study: a one percentage 

change in the independent variable will result in a certain percentage change in the dependent 

variable. The table 3. below shows the summary of the above variables. Details and data 

sources are provided in Appendix A Table 1. 

 

Table 3. Descriptive Statistics  

Variable         Obs          Mean           Std. Dev.             Min            Max 

Dependent Variable 
 
FDI (log) 
 
 
Independent Variables 

 
360 

 
15.29 

 
2.29 

 
10.22 

 
           20.87 

Size (log) 360 9.13 0.68 7.53            12.14 

Open (log)          360            3.96                   2.23             -3.65  8.50 

HC (log) 360          -5.38 0.52 -6.98 -2.82 

Infr (log) 360           7.68 0.85 5.29 11.59 

Wage (log)          360           9.25                   0.52              7.37             10.72 
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5 Method 

The choice of the model exhibits a large variety among the previous studies on the 

determinants of FDI. In this paper due to the limited number of observations and the restricted 

time period, the Pooled OLS model will be applied. In order to correct for heteroskedasticity 

White Robust Standard Errors will be used.  

5.1 Benchmark specifications 

In order to estimate the relationship during the globalization period (1996-2007) between FDI 

and the determinants individuated by Dunning, the following Pooled OLS model will act as 

the benchmark model for later comparison: 

FDIit = β0 + β1 sizeit + β2 openit + β3 human capitalit + β4 infrastructureit + β5wageit + εit 
 
*Where α is the common intercept for all host countries, β represents the corresponding coefficient estimates for 

each independent and control variables, εit is assumed to be random error (i.d.d.)  
    

A problem with this dataset is the possible high correlation between the various proxies. It is 

quite obvious that the proxies listed may overlap with one another. This may lead to extreme 

multicollinearity. In order to ascertain the degree of multicollinearity, the correlation matrix 

between all the determinants have been calculated. The results are presented in the Table 4.  
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Table 4. Correlation Matrix  

 FDI (log) Size (log) Open (log) HC (log) Infr (log) Wage (log) 

FDI (log) 1.00      

Size (log) 0.08 1.00     

Open (log) -0.01 -0.11 1.00    

HC (log) 0.19 0.12 0.01 1.00   

Inf  (log) -0.47 -0.26 0.31 0.02 1.00  

Wage (log) 0.21 0.80 -0.02 0.02 -0.14 1.00 

      

  

As expected, high degree of correlation (correlation coefficient of 0.7 or above, as 

highlighted) exists between the pair of proxies size and wage. The main explanation is the fact 

that these two proxies use a similar measure even though the two proxies, as previously 

specified, have been used to operationalize two different determinants. Indeed, the variable 

size in the previous specified regression shows the opposite sign than if taken alone in the 

regression with FDI. This seems to support the fact that not solving the problem of 

multicollinearity would have serious implication for the overall model. 

Whereas the literature suggests that in this case only one of these two variables should be 

present in the model in order to solve the issue, in this case eliminating one variable instead 

than another would mean restrict the research field. Another solution would possibly be to use 

others measures to operationalize these variables. But, also this solution would not fix the 

problem. Turning back to the explanation related to the choices that have been made for the 

selection of the variables, the only way to solve the multicollinearity could be to select GDP 

or GNP to measure the size of the market. Also under this condition, there is reason to suspect 

that another problem of multicollinearity would arise (for example with the variable open that 

is built on the ratio of imports and exports over GDP).  
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For this reason, the only possible solution is to estimate two different regressions. Thus, the 

first model will include size (and exclude wage). The second model instead will include wage 

(and exclude size) as follows:  

 

FDIit = β0 + β1 sizeit + β2 human capitalit + β3infrastructureit + β4 opennessit + εit  

FDIit = β0 + β1 human capitalit + β2infrastructureit + β3 opennessit+ β4 wageit  + εit  

 

5.1.1 Benchmark specifications, “1996-2001” VS “2002-2007” 

As already mentioned, particular attention has to be given to 2001, the China accession to the 

WTO. The formal opening of the country to global economy possibly has had an impact on 

the determinants of FDI. Thus, one regression for the period that proceeds China’s accession 

to WTO (1996-2001), and one regression for the period the follows  (2002-2007) will be 

implemented. By doing so it is easier to observe the effects and to draw accurate conclusions 

in the analysis. 
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6 Empirical Analysis  

In order to test whether there is some evidence of the fact that globalization has had an impact 

on the five determinants previously described, size, openness, human capital, infrastructure 

and wage, a regression analysis for the period that goes from 1996 to 2007 has been 

estimated. The results for the full sample are reported in Table 5. 

In order to estimate the effect of China’s accession to WTO in 2001 (See Chapter 3.3.1), the 

five determinants have been compared creating two sub-periods, 1996-2001 and 2002-2007. 

The results for the regressions with the sub-periods are reported in Table 6. 

Pooled OLS models have been applied for all the estimations.  

6.1 Results 

Table 5. Regression results all period (1996-2007) 

 Model (I) Model (II) 

 (1) (2) 

SIZE -0.24  

(-1.47) 

/ 

OPEN 0.15*** 

(4.19) 

0.15***                  

(4.77) 

HC 0.98***   

(4.67) 

0.82*                     

(3.94) 

INF -1.47*** 

(-13.18)   

-1.38***  

 (-13.28) 

WAGE / 0.42* 

 (4.22)  

cons 33.54*** 25.85***               
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(14.59) (10.57) 

R2 0.29 0.30 

N 360 360 

Note: *,**, and *** denote significance at the 5, 1, and 10 percent level, respectively.  

 

 

Table 6. Regression results “1996-2001” VS “2002-2007” 

 Model (I) Model (II) 

 Sub 
period 
(1996-
2001) 

Sub 
period 
(2002-
2007) 

Sub 
period 
(1996-
2001) 

Sub 
period 
(2002-
2007) 

 (1) (2) (3) (4) 

SIZE -0.71*   

(-2.92)   

-0.26    

(-0.96)   

/  / 

OPEN 0.12*   

(2.43)  

0.15**  

(2.78) 

0.16*** 

(4.77) 

0.18**  

 (3.29) 

HC 0.50  

(1.22)  

0.90*** 

(0.13)  

0.69 

(1.51) 

0.91*** 

 (0.94) 

INF -1.94*** 

 (-12.32)  

-1.28*** 

 (-9.40)  

-1.63*** 

(-12.25)   

-1.13*** 

 (-9.16)  

WAGE / / 0.38 

 (0.91)  

0.70*   

(2.19)  

cons 39.98*** 

(11.54)  

  32.05***  

(9.97) 

 27.28***    

(5.45) 

21.82***                

(6.54)  

R2 0.35 0.28 0.32 0.23 

N 180 180 180 180 

Note: *,**, and *** denote significance at the 5, 1, and 10 percent level, respectively.  
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Tables 5. and 6. show the results of the empirical analyses. Because of a problem of 

multicollinearity Table 5. column 1 shows the results when is taken in consideration only the  

variable SIZE, and WAGE is excluded, while on the other way round, column 2 includes 

WAGE as regressor, excluding SIZE. In the same way, in the Table 6. in the columns 1 and 2 

the regressions include SIZE, excluding WAGE, and in the column 3 and 4 WAGE is 

included but SIZE is excluded.  

In relation to Table 5. where the variables are averaged over the 12 years period (1996-2007) 

the results reported in column 1 indicate that three over four determinants, namely OPEN, HC 

and INF can explain the variation in FDI inflow. As a group, these factors account for about 

29% of the FDI in China, as showed from the R2. In the column 2, when WAGE is 

introduced as regressor, instead of SIZE, all the variables are statistically significant. The R2 

increases slightly to 30%.  

Taken together the results show that that the determinants that significantly effect the FDI 

flows for the period that goes from 1996 to 2007 are OPEN, HC, INF and WAGE. The 

variable SIZE is not statistically significant, though it enters negatively in the regression. 

OPEN is positive related to FDI flows in both models. A 1% increase in OPEN leads to a 

0.15% increase in FDI. HC is positive and significant, in both models. This means that a 1% 

increase in HC leads to a 0.98%, for the first model, and 0.82%, for the second model, 

increase of FDI. The results for INF are surprising. In both models a 1% increase in INF leads 

respectively to a 1.44% and 1.38% decrease in FDI. Finally the results of WAGE show the 

variable to be positively associated to FDI flows in the way that a 1% rise of WAGE increases 

the FDI flows by 0.42%. 

Table 6. reports the results for the regressions where the variables are averaged over the two 

sub-periods: 1996-2001 and 2002-2007, with 2001 assumed to be a structural break. The 

variable SIZE in the models with the sub-periods shows a negative coefficient, but differently 

from the model the covers the overall period, in the first sub-period (1996-2001) it becomes 

statistically significant, at 5% level. Thus the results show that in the years that go from 1996 

to 2001 a 1% increase in SIZE, leads to a 0.71% decrease in FDI flows. The variable OPEN 

seems to be consistent with the previous specification. The coefficients are significant, and it 

is possible to note a slight increase of the size of the coefficient between the two sub-periods 

respectively from 0.12% to 0.15% and from 0.16% to 0.18%. Also HC shows to confirm the 

relationship with FDI of the regression for the all period. But, whether the results are not 
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statistically significant in the first sub-periods in both models, in the second sub-periods are 

positive and statistically significant. The relationship with FDI for the years that go from 

2002-2007 can be interpreted in the way that a 1% increase in HC lead to an increase of about 

0.90% of FDI. INF enters again in a negative relationship with FDI in both two models and in 

both sub-periods. However it can be argued that the importance of this proxy increases over 

time, as the size of the negative coefficient decrease between the two periods. Finally the 

results of WAGE show that the variable, though positive related with FDI, for the first sub-

period is not statistically significant, while during 2002-2007 a 1% increase in WAGE leads 

to a 0.70% increase in FDI. 

 

6.2 Discussion 

The results seem to confirm the fact that a reconfiguration of FDI determinants is evident in 

China in the period that goes from 1996 to 2007. All the determinants, except from 

infrastructure, show the correct signs and confirm the a priori expectations. In first instance, 

these findings seem to support the fact that the globalization of the world economy has 

witnessed a change from market-seeking to more efficient-seeking FDI. As already 

mentioned, foreign investors are more interested in the possibility of having access to other 

markets rather than the size of the domestic market. The results support that openness is a 

significant determinant of FDI, while size of the market does not appear to significantly affect 

MNEs location choice during the globalization process consistently with previous findings in 

China and other DCs. 

In fact, in relation to the Chinese case it can be argued that the export-oriented FDI, 

represented a strong motivation in the years that go from 1996 to 2007. The country witnessed 

during the 1990s a rising number of FDI from Western companies, motived by the possibility 

to exploit the Chinese huge domestic market. In spite of this, during this period the greatest 

part of foreign investors came from Asian countries. One example is Hong-Kong that during 

this period represented on of the main investors in China and whose FDI were export-oriented 

and motivated by China's incentive policies toward this type of FDI (Zhang, 1999). Hence, 

China’s increasing opening up represented a large input to spur export-oriented FDI. But, the 

results of openness can also be interpreted from another point of view. As mentioned before, 
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it is in the 1990s the most of the countries liberalized their market in order to be enhanced by 

the positive spillovers of FDI. Thus, the results for the variable openness are extremely 

significant taking in consideration the boom of the international trade between the 1990s and 

the 2000s as a result of the globalization process (Surugiu and Surugiu, 2015). 

As expected, in a presence of more efficient FDI and a shift from manufacturing towards 

more service-oriented sectors, the human capital positively affect FDI flows as a value-added 

factor when choosing where to invest. As a result of the adoption by MNEs of complex global 

integration strategies, a significant factor in influencing locational decisions has been the 

presence of sophisticated, created assets in host countries. It has been thus crucial—especially 

in a context of increasing competition for FDI—that developing countries formulated policies 

that improved local skills and built up their human resource capabilities (World Bank, 2000). 

Indeed, even though it can be argued that secondary school enrolment ratio is below the 

standard level of more developed regions, in the case of China is anyway a significant result 

being this region still an emerging country (Haizheng et al., 2010). 

 The results of human capital are also corroborated by the fact that wage represents an 

important factor in attracting foreign investors and thus supporting the fact that wage can be 

seen as a guarantee of the quality of labour. As literature suggest, the quality control on these 

export products was essential due to the fact that in the overall period the Chinese FDI were 

export oriented (Sun, Tong and Yu, 2002). In fact, it is possible to assume that investors were 

willing to pay higher wages as a guarantee of a better quality of the products. Additionally, as 

mentioned in the chapter related to the evolution path of China, it is also possible to estimate 

an overall increase of wages also in the manufacturing sectors in a presence of a shift towards 

high-tech activities in the last decade. 

In relation to the hypothesis that 2001, the year of China’s accession to the WTO, can be seen 

as a structural break in the history of China as a recipient of FDI and as a consequence in the 

reasons that attracted MNEs into the region, the results in models (I) and (II) with sub-

periods, show interesting results. The most notable results are in relation to the determinants 

openness, human capital and wage.  

 First of all it is possible to notice a slight increase of the coefficient of openness between the 

two periods. This actually gives an idea that this variable has assumed an increasing 

significance over time. This small increase assumes a particular importance if we consider the 
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fact that the accession to the WTO of China after 2001 has marked China’s formal integration 

into the world economy. Thus, the results confirm the fact that, as described by the literature, 

2001 can be seen as a significant point, even tough it is possible to presume the a period of six 

years after China’s joining WTO is too short to see a drastic change in the importance of this 

variable.  

More interesting are the results for human capital and wage. For both variables, while they are 

not significant for the period that goes from 1996-2001, the results show a positive and 

significant relation with FDI flows after 2001. This support the fact that globalization has led 

eventually to a reconfiguration of the ways MNEs perceived their “advantages”, but also that 

2001 represent a critical point. Along with the previous findings, the results for sub-periods 

may indicate that taken together these variables can represent the quality of the labour. For 

many foreign companies aiming at exporting, China's unrivalled skill in major manufacturing 

fields after 2000 became the country's main attraction (Ross, 2014). Thus, the presence of a 

more qualified human capital can be argued to represent a specific asset that determinates the 

attractiveness of a country especially in the era of the rising competition. 

Finally in relation to the variable infrastructure, the findings show that an increase of the level 

of infrastructures is negatively related to the FDI in both sub-periods. Hence, the results 

confirm the findings of the regression for the overall period, but they are in contrast with the 

literature review and the other studies related to DCs. One possible explanation is that 

assuming a shift of the FDI from manufacturing sector toward the service sectors, other 

proxies as the number of the telephones lines or the quality of the network would have 

showed more significant results. It is also possible to assume that while the level of 

infrastructure have witnessed an overall improvement especially in the costal regions, the 

inland regions in the 2000s were still underdeveloped.   
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7 Conclusion 

The objective of this analysis was to determine whether the globalization has led to any 

changes in the determinants of FDI, using China as a case of study. The recent theory and 

several recent empirical studies both in China and in DCs suggest that the globalization 

process, among other changes, has had in impact on the factors attracting MNEs investment 

decisions. To this end, five determinants from Dunning’s OLI paradigm, size, openness, 

human capital, infrastructure and wages have been re-examined and tested using a dataset 

collected from China Statistical Yearbook over the period 1996 to 2007. Furthermore, 

according to the fact that even tough China opened to foreign investors in the late 1980s, it is 

the accession to the WTO that formally made China part of the global market two different 

sub-samples (1996-2001 and 2002-2007) have been tested to see if the relationship between 

FDI and the factors behaves differently.  

The results seem to support the fact that in China the globalization has led to a reconfiguration 

of the traditional ways MNEs pursued their advantages. Considering the recent theories 

related to FDI induced changes, all the variables, except from infrastructure, show to be 

consistent with the theory related to globalization-induced changes over the period that goes 

from 1996 to 2007. Differently from the past the determinant market size is not significant 

related to FDI while, openness, human capital, and wages are positively related to FDI. In 

addiction, the regression with sub-samples confirms that 2001 is a significant year in the 

history of China as a recipient of FDI.  Notably, it is possible to see after 2001 the increase in 

relevance of the variables openness, human capital and wage which suggest the fact that 

China after 2001 became more integrated in the international economy and started to move 

from traditional low-tech activity to  

a high-tech manufacturing environment. 

This study contributes to the literature and the empirical studies related to FDI determinants 

by offering an updated empirical analysis of the way “traditional” and “new” factors have 

attracted MNEs during the globalization in China. Nevertheless, as already mentioned, the 

related findings are not only useful to explain the China case, because in the evolution of the 

determinants that shaped the attractiveness of the country, China has reflected the pattern of 
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the other DCs. In the future studies can be interesting to analyse the determinants of FDI in 

disaggregate terms because the determinants of FDI are likely to differ between various types. 

In the same way, another approach could be to consider the significant regional heterogeneity 

in China in location determinants of FDI because some differences can also be explained by 

the different sectoral distribution of FDI in coastal and inland regions.  
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Appendix A Table for section 4.3 

Table 1. Summary of Variables 

Variables  Description Source Theoretical 
Justification 

Types of 
Variables 

FDI Total Amount of FDI 
Actually Utilized 

China Statistical Yearbook-
Domestic Trade, Economic Trade 
and Economic Cooperation 1996-
2008 

 Dependent 

SIZE GDP per capita China Statistical Yearbook-
National Accounts 1996-2008 

Market 
seeking 

Independent 

OPEN Ratio of sum of exports and 
/imports of goods and 
services to the province 
GDP  

China Statistical Yearbook Foreign 
Economy and Trade -National 
Accounts 1996-2008 

Efficiency 
Seeking 

Independent 

HC Ratio of people over the 
population who has accessed 
to the second level 
instruction 

China Statistical Yearbook-
Education and Culture 1996-2008 

Efficiency 
Seeking 

Independent 

INF Infrastructure density 
(km of railways and 
highways per square 
kilometre) 

China Statistical Yearbook-
Transport Post and 
Telecommunication Services 1996-
2008 

Market 
seeking 

Independent 

WAGE Average annual wage of 
staff and workers in urban 
areas in each region 

China Statistical Yearbook-Peoples 
livelihood 1996-2008 

Resource 
seeking 

Independent 

 

 


