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Abstract

This study explores location choices for invesgiesnming from emerging economies (often
referred to as the South), with a particular emhas institutions and natural resources.
Relying on a novel dataset of bilateral FDI flonstveeen 1996 and 2007, we demonstrate
that FDI from the South has a more regional asgpect investment stemming from the North.
Institutional distance has an asymmetric effecEbh depending on whether investors choose
countries with better or worse institutions. In tlatter case, a large institutional distance
between source and destination countries discosrdgel inflows, but he growing
attractiveness of the primary sector outweighsdpeigrring effect foemerging investors. We
also attest to the complementary relationship betwaapital flows from the North and South
in developing recipient countries, which we atttédouo different FDI patterns of these

investors.
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1. Introduction

The share of developing and transition countriesthe global foreign direct
investment (FDI) outflows has doubled in the la@ty2ars, reaching 16% of the total FDI
outward stock. Most of this increase has happemnece s2004 (UNCTAD, 2010). This
process has not only been driven by an active @bl€hina, whose share amounts to 8.5
percent of the total FDI stemming from the Scutther important investors are Brazil,
Hong Kong, India, Malaysia, Mexico, Russia, Soufhida, South Korea, Singapore and the
UAE, who together account for almost 80 percertheftotal FDI outflows from the South in
2010. Most of the investment flows from developowuntries go to other developing and
transition economies, giving rise to the term “$v8buth FDI” and amounting to one-third
of the total FDI inflows in emerging economies (Ayland Ratha, 2004). The appearance of
these new global investors has been described“aage infusion” or a “bonanza” in the
popular media, reflecting large amounts that aragoénvested. It has naturally raised a
number of important questions regarding their sgigs and motivations, as well as
implications for investors from the North.

Given the novelty of the subject and scarcity & tlata, the academic literature about
FDI stemming from the South is very limited and imesisting papers are either descriptive
or have a regional focus (Aykut and Ratha, 2004CUND, 2006; Buckley et al., 2007; Bera
and Gupta, 2009). To our knowledge, there are tmtystudies that include investors from
the South in their analysis of FDI determinantse@o-Cazurra (2006) who relies on the FDI
flows data, but restricts his sample to one yeaad, Barby et al. (2009) who construct a panel
dataset for a number of foreign affiliates of Noathd South companies. Both studies focus on
institutional determinants of FDI.

The contribution of this paper is the followingrstj we construct a novel dataset that
combines information on bilateral FDI flows for @@veloping and 22 developed economies
between 1996 and 2007, covering 85 percent of tmdwDI flows. Second, relying on this
dataset, we investigate whether investors from $meith invest differently from their
counterparts from the North. Besides traditiondedainants of FDI, a particular attention is

paid to the institutional distance between soume @estination countries, and endowment

* We follow Aykut and Ratha (2004) and UNCTAD in ihéfig “North” and “South” countries. In this paper,
“North” includes only 22 high-income OECD countrieghile “South” includes the rest: developing, siion
economies, and six high-income non-OECD countresil{a, Brunei, Hong Kong, Kuwait, Singapore, UAE).
Terms “the South”, “developing and transition eamiws” and “emerging economies” are used interchalpige
throughout the paper.



with natural resources. Third, having attested ifterd@nces between these investors, we
inquire into the consequences of South FDI for stees from the North by studying the
relationship between them. As we explain furtheychs test of substitution or
complementarity can be considered as additionalroagh to explore differences and
similarities between investors from the South dredNorth.

The focus on institutional distance is motivated ébyecent evidence showing that
investors are not only discouraged by bad institgiin host countries, but are also deterred
by an institutional distance between origin andidason countries as they prefer to invest in
countries with a similar institutional environmefBénassy-Quéré et al. 2007; Habib and
Zurawicki, 2002). These studies are performed sample of developed economies, but their
results imply that investors from the South mayehavcomparative advantage to invest in
other developing countries (Claessens and Van H@@00). Indeed, they may be eager and
more able to operate in institutionally weak enmiments thanks to their previous domestic
experience with poor institutions (Cuervo-Cazumd &enc, 2008; Darby, 2009), as well as
greater familiarity of business practices in simit@arkets (the World Bank, 2006). Such a
hypothesis could provide a very plausible explamafior the recent surge in South-South
FDI. We extend this literature by explicitly tegjithe above hypothesis on a sample of
investors from the South. Moreover, we argue thahe setting of the multitude of investors
originating both from the North and the South, a@amnot consider institutional distance
between origin and destination countries in absolierms, as it is done in the earlier
literature. This is because such treatment im@ieymmetric preference for worse and for
better institutions, an assumption that may resuinisleading conclusions. We show that
more insight can be gained if one rather diffeses between flows to countries with better
and with worse institutions.

Further, our focus on the endowment with natursbueces is propelled by their
growing strategic importancewing to an increased demand armhréng prices which
motivated emerging economiesitdgensify efforts to acquire oil assets and invasmining
(UNCTAD, 2007)° To mitigate the domestic shortage of natural resesjrthe Chinese
government has promoted outward FDI for resourgaoeation projects via preferential bank

loans of theExport-Import Bank of China. As a result, betwe®®2 and 2005, the mining

® Despite the fact thatompanies from developing and transition economims control most of the global
production of oil and gas, their degree of inteiovalization is still relatively modest. Among fidargest
emerging country multinationals, only CNPC/Petra@hhas any production abroad (17 percent of ital tot
production). In comparison, the top privately owraldmultinationals from developed countries, Exktobil
and BP, have at least 80 percent of their prodndtidoreign countries.
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industry has accounted for 32 percent of the totalvard Chinese FDI, albeit its share has
decreased afterwardd.he government of India has also mandated its -stateed oll
companies to secure stakes in oversea oil depdSitde Russia does not need to secure
resources for its own demand, it has still engagelde competition for resources in the post-
soviet republics with the aim of selling them irteimational market$.Other important
emerging investors in the primary sector are BiazjlKuwaiti and Malaysian enterprises.

Importantly, companies from the South that investhe primary sector are almost
always state-owned and, hence, they could be mdlest by considerations other than
economic. These investors appear to be less detbyrgpoor institutions in host countries
than large private multinationals from developedrtdes(UNCTAD, 2007) As an extreme
but instructive example, one may consider Chinésdian and Malaysian investment in
Sudan that suffers from some of the worst instngiin the world and is facing United States
economic sanctions due to the conflict in the Darkgion. China and Malaysia are also
present in Iran, while Russia is the only majorefgn investor in Belarus. Moreover,
availability of rents from natural resources iseoftnegatively related to the quality of
institutions in host countries and, to preview @odings, we demonstrate that the omission
of this variable can bias the results.

Our empirical analysis of FDI determinants yieldswamber of interesting results
about the behavior of investors from the SouthstFef all, we show that institutional distance
has an asymmetric effect, depending on whetheiviagecountries possess better or worse
institutions than origin countries. Those investoosn the South that invest in countries with
better institutions choose countries with the lpessible institutions. Despite unfamiliarity,
such an institutional environment is the most tpamnent for potential entrants due to the low
corruption, sound property rightand political stability. Alternatively, when invess from
the South invest in countries with worse institnidhan at home, institutional distance deters
them, confirming earlier evidence for investorsnirthe North. Most importantly, however,
the growing attractiveness of the primary sectoreapp to outweigh the deterring effecofs
bad institutions in destination countries thatemdowed with the largest natural resources.

The emergence of large investors from the South bewiewed as taking away

potential investment opportunities that could héeen undertaken by investors from the

® Turkmenistan and Uzbekistan, for instance, agelaroducers and exporters of natural gas, butftheyit
difficult to export due to restrictions on theircass to the Russian Federation transit pipelines.



North i.e. crowding them odtHowever, we attest to numerous differences betireestors
from the South and the North, suggesting that itoredrom the South could be attracted by
other types of activities or sectors, and hencesehflows could be rather complementary.
This would be good news for investors from devetbpeonomies, but also for developing
receiving countries, who would see different inuestt opportunities grasped by different
investors, rather than emerging multinationals ceting head-to-head with their counterparts
from the North to earn market share. We test andirco this hypothesis for the case of
developing receiving countries.

The rest of this paper is organized as follows.tiBec2 reviews the theoretical
predictions and empirical evidence on determinahtSDI; Section 3 presents our empirical
methodology; Section 4 explains data collection smehmary statistics. Sections 5 describe

our empirical findings and Section 6 concludes.

2. What Makes FDI from the South Different?

2.1 Institutional determinants

Traditional literature on FDI has paid a particuddtention to the importance of
institutions in attracting FDI, suggesting seveegsons why their quality may matter. In line
with the growth literature, good economic instibuis, such as property rights and rule of law,
increase incentives to invest and improve allocatd resources (Acemoglu et al., 2005;
Kaufmann and Kraay, 2002; Rodrik et al., 2004) sTikads to higher growth prospective and,
hence, renders a country more attractive for foraigestors. Second, poor institutional
environment, such as corruption, brings additiartats to FDI (Shleifer and Vishny, 1993;
Wei, 2000). Third, FDI have very high sunk cost$jclkh makes investors reluctant to enter
foreign markets, unless they can write binding lergn contracts to decrease all types of
uncertainty, and, hence, government stability, imstitutions enabling contract enforcement
are especially important (Naudé and Krugell, 20Bdsse and Hefeker, 2007). If contracts
and property rights are well-enforced, each agelitbe able to recoup its investment to a
greater degree (Levchenko, 2007). The empiricarditire supports these theoretical
predictions and numerous studies demonstrate tifwattgsinstitutions of host countries attract
FDI (Wheeler and Mody, 1992; Daude and Stein, 200@)vever most of these studies have

been done with the focus on developed origin coestr

" Hillary Clinton, the US secretary of state, hasedothat some developing countries are making tidisg”
gains in the Latin American region. She said thetWS was competing for attention and relationshijk at
least the Russians, the Chinese and the IranidresE€onomist, 2009).
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Poor institutional quality of potential host coues is often cited as the leading
explanation for the scarcity of capital flows toopocountries predicted by the standard
neoclassical theory — the “Lucas Paradox” (Luc&901 Alfaro et al, 2008; Papaioannou,
2009). Thus, the above literature does not prowviae explanation for the emerging
phenomenon of the South-South FDI. To understaedrdke of institutions in the capital
flows between developing economies, one shoulderatbok at studies of Habib and
Zurawicki (2002) and Bénassy-Quéré et al. (20070 vpropose to consider not only
institutions in host countries, but also an insibmal distance between the origin and the
destination countries. They adopt the notion ofyfpsc distance”, which asserts that
companies choose to enter markets perceived tospehgplogically closer, because these
countries present lower level of uncertainty, asgichic closeness facilitates learning from
host countries. In line with this hypothesis, thieg that a larger institutional distance deters
foreign investors. While these studies analyzerap$a of investors from mostly developed
economies, their results imply that emerging inmesfrom the South that are familiar with
weak institutions may have a comparative advantageénvesting in other developing
economies that suffer from corruption and politicetability. To the best of our knowledge,
the only paper that studies the role of institudlodistance on the sample that includes
developing countries is Claessens and Van Hored8)2®ut their study is restricted only to
the banking FDI. They also report a deterring éféé@ large institutional distance.

While not directly analyzing institutional distandhere are some studies that attest to
the diminishing negative effects of bad host instins if investors have earlier experience
with poor institutional environment. Cuervo-Cazur(2006) show that investors from
countries with high corruption and the lack of en@ment of anticorruption laws select
similar countries when they internationalize in@rdo exploit their familiarity with corrupt
environments and also because they face lower adstgperating as opposed to other
investors® Darby et al (2009) develop and empirically test lypothesis that multinationals
with previous experience of imperfect institutiatshome are little, if not at all, discouraged
by institutional deficiencies abroad, as contrastechultinationals with no such experience,
and that good governance in host countries may dear those investors who had previous

negative experience at home. Egger and Winner (2@3% and confirm a “helping hand”

8 |t should be mentioned that all investors, evarséhfrom developed countries, may engage in copuaatices

in order to smooth their business operations. H{#695) examines the impact of the Foreign CorRaictices
Act of 1977 forbidding foreign bribery by Americdinms on subsequent US outward FDI growth to cdrrup
nations. Hines finds a lower FDI growth to corrgfdates than to non-corrupt countries subsequethiettaw’s
passage.



impact of corruption on FDI, according to which mgat environments fasten the bureaucratic
processes of setting up businesses. Taken togetieme studies imply that incentives to
invest differ across investors, and that countwéhk bad institutions do not necessarily have
to improve their quality in order to attract inv@st They may still see considerable
investment inflows, albeit from a different typein¥estors.

Similarly, in a study of Chinese outward directestment, Buckley et al. (2007) show
that when choosing an investment location Chinagasf prefer countries with higher
political risk, even after controlling for the ratd return. They advance a number of
explanations that are linked to the nature andegjyaof Chinese firms. Such behavior could
be led by state-owned firms that do not maximiz#if® or could be due to close political ties
between China and other developing host countrtbeye the bargaining position of Chinese
firms may have been strengthened, because thesedurdries receive only a modest amount
of FDI from developed economies. Chinese investoight be able to mitigate the risk
associated with operating in risky environment ergoepared to invest in countries that are
usually avoided by other investors due to ethiggsons. These authors also blame
inexperience of Chinese investors that take detsswithout the due diligence and risk
assessment. According to the BCG Report (2006)atigest Russian investors are also state-
owned, and a similar logic may be applied to them.

It is important to note, too, that earlier papesy on a measure of institutional
distance, computed as an absolute difference batiestitutions in origin and destination
countries, assuming that better or worse instihgtibave a similar deterring effect. Finding
such assumption unrealistic, we relax it by int@dg the notions of positive (home
institutions are better than host institutions) amegative institutional distance (home
institutions are worse than host institutions). Vs we presume that institutional distance
plays a deterring role when institutions in dedtoracountries are worse than at home (in line
with previous studies), we hypothesize that a langstitutional distance should not harm and
could even attract investors when institutionsestahation countries are better than at home.
Despite unfamiliarity, such an institutional envirent is the most transparent for potential
entrants due to the rule of law (the quality of tcact enforcement and property rights), low
level of corruption, sound and unobtrusive regolatthat promotes private initiative, high
accountability, good quality of public servicesdaolitical stability. This also reflects “assets
seeking FDI” as investors purchase multinationaith wamous brands and the latest

technologies, which are more likely to developnstitutionally friendly environments.



2.2Institutions and resources

As it was discussed in the Introduction, growthFail from the South has recently
been driven by investment in natural resourtaterestingly, most developing countries that
are endowed with natural resources have a very goality of institutions and, hence, it is
necessary to look at the sources of this negativeelation. Most of the explanations, found
in the literature, relate to the rents that areegated due to natural resources exploitation and
that are easily appropriated. A “rentier effecttors, because revenues from the export of
fuels and minerals allow governments to mollify saist (buy off critics through lavish
infrastructure projects or outright graft) and aaccountability pressures (because taxes are
low), increase incentives for corruption, as wedl discourage the introduction of better
institutions, because they would erode the politiedvantage and future rents of the
incumbents (Acemoglu et al., 2004; Acemoglu andifsm, 2006; Ades and Di Tella, 1999;
Robinson et al., 2006). Numerous studies also shaivnatural resources income is one of
the leading determinants of the probability of wangl of the conflict duration (Collier and
Hoeffler, 2004; Ross, 2004; Collier et al., 2004)mharmful effects on the quality of the
legal system and, thus, on property rights (varRieeg, 2010).

The above rent-seeking models are confirmed by rmben of empirical studies.
Bhattacharyya and Hodler (2009) rely on a datageéring 99 countries during 1980-2004
and find that natural resources induce corruptioncountries that have endured a non-
democratic regime for a long time. Isham et al.0@0stress that certain types$ natural
resources, such as oil and diamonds, have a garticwweakening effect on institutional
capacity. In a quasi-experimental study, Brollakt(2010) argue that windfall government
revenues worsen the functioning of institutions tducing the degree of political
accountability and deteriorating the quality of oééel officials as well. Vicente (2010)
document an increase in corruption of 10 percdet #ie announcements of the oil discovery
in S&o Tomé.

Such a close nexus between institutions and ressurequires a simultaneous
examination of the impact of institutions and endwmt with natural resources, leading
otherwise to a serious omitted variable bias. Ssirgly, very few papers address this issue.
Exploring sector level data, albeit for one soweentry, Poelhekke and van der Ploeg (2010)
show that subsoil assets boost resource FDI, lmwtcciout non-resource FDI, leading to the
lower aggregate amount of foreign investment inntoes endowed with natural resources.

They attribute their results to the “resource cyrbat find no effect of institutions on non-



resource FDI. Relying on country level data, Asi€d006) studies the impact of natural
resources and bad host institutions on FDI in Afrand concludes that both factors are
important in explaining FDI.

In this study, we show the effect of omitting amatluding natural resources as a
determinant of FDI along with the institutions. Tiesults suggest that the joint treatment of

these variables is justified.

2.3 Complementarity vs substitution

Given the rise of investors from emerging economesat are the implications for
multinationals in developed economies? This depends number of factors. First of all, one
has to know whether these investors compete irséinee industries and sectors. Bera and
Gupta (2009) show that investors in India from bttle North and the South tend to
concentrate in sectors that are equally charaeiiz larger markets, lower import intensity,
and higher export orientation. Would this imply tti&outh investors enter into competition
with investors from the North for new investmenpopunities? Besides their ability to deal
with bad institutions, developing countries mighdvl other advantages over developed
countries when investing in the South, such aslfamny with low cost production processes
and the use of technologies that are more apptepite developing countri€sMoreover,
there is anecdotal evidence that South-South FEdgres emerging country corporations for
venturing into developed economies, by giving thtemexperience of competing with North
companies in the South environment which they knéov. example, before targeting Jaguar
and Land Rover brands, Tata made important acounsitn the South Korea and Singapore.

Further, one has to account for firm-specific adagas possessed by corporations
from the developing and developed countries. Ttterlare more likely to possess advantages
based on ownership of key assets, such as teches|dgands and intellectual property,
while developing country corporations rely moreamvantages related to production process
capabilities, networks and organizational struct(s®CTAD, 2006). This could lead to
substitution relationship if firms rely on theirffdirent strengths to compete within the same
industries. Alternatively, it can lead to a compé&mary relationship between multinationals
from the South and the North as a number of investom the South rely on a business
model of serving multinationals from the North (walni already exists in technology

equipment, IT services, household appliance).

° For example, in Vietham TVs made by Chines TLC #re most popular brand as their powerful color
receivers provide clear picture even in remotesarea



To the best of our knowledge, no study has explaepotential substitution or
complementarity between South-South FDI and thktyaloif developed economies to invest
in the SoutH? Methodologically, such a study would be relateth® literature on the impact
of FDI on domestic investment (Borensztein et &98; Agosin and Machado, 2005). It
would also be linked to a more recent literatui thoks at the effect of emerging large FDI
recipients, such as China, on the amount of FDéived by other developing countries
(Eichengreen and Tong, 2007; Fung et al., 2008ci&&terrero and Santabarbara, 2007;
Mercereau, 2005). These papers find that FDI flew€hina do not crowd-out FDI flows to
other emerging economies in Asia, Latin America @edtral and Eastern Europe.

It is important to mention that such a test shdaddviewed as an additional tool to
analyze whether FDI from the South are driven leygame forces as FDI from the North. As
our earlier discussion implies, a complementargti@hship would suggest that FDI from the
North and South are different owing to differentrfispecific advantages and/or choices of

industries and sectors.

3. The Data

To address these issues, we construct a novel ebmmsive database of bilateral
annual data on FDI inflows that, in addition to d@ped countries, the North, encompasses a
significant number of investing countries from eauth.

The data for developed countries come from the OEEdistics; while for other
countries we use bilateral FDI inflow data fromioa&l sources, ASEAN, and UNCTAD (for
details, see Appendix 1 — Data Sources). In tdked, dataset covers 82 host countries, of
which 60 are located in the South; as well as H8ce countries, of which 139 are from the
South. The coverage is almost complete for recgiviatin American, Asian, Central and
Eastern European and North African countrieand, if contrasted to the IMF aggregate data
on FDI inflows, it accounts for 85 percent of tlogat world FDI inflows. Even though earlier
data are available for the majority of countridse sample is restricted to the 1996-2007
period, in line with the availability of other irditors. This leaves us with 22,646 annual
country-pairs in the bilateral dataset, and withsB8rce countries per destination and per year

on average.

¥ The guestion of substitution vs complimentarityég analyzed for the South-North flows becauseelffiesvs, accounting
for just 3 percent of total flows, still do not regent an economically significant amount.

1 Bilateral data for other African countries does s@ém to be available. A notable exception is Saitiea; however, this

country reports FDI outflows rather than inflows.
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Over the studied period, there has been a comrdiliemcrease in the total amount of
FDI inflows (Figure 1). Notably, the amount of isgment from the South has been
increasing, too, almost doubling between the middid the end of the considered period.
Distinguishing by sub-categories of both investangd receiving countries, the FDI flows
from North to North represent half of the total Fvhount of our sample, even though there
are only 14.8% of North-North country-pairs in a@mple (Table 1). In contrast, South-South
investments account for 14.5% of the total FDI ampwhile South-South relationship is
observed in 41% of the sample. In turn, North-SdtitH represent 18.4% of the total FDI
flows, while South countries invest relativelylgtinto the North (3.6% of the total volume).
Our analysis excludes inflows from islands and toes classified as tax heavens or offshore
financial centers.

For the second part of the paper, we additionallystruct a panel dataset of receiving
South countries, in which all incoming flows aregeggated into the North and South flows.
This database contains 399 panel type country-gbaervations. South flows represent a
significant portion of total inflows into a numbef developing and transition economies
(Figure 2), notably in Asia, but also in poorer ooies of each sub-region, such as El
Salvador in Latin America, Ethiopia in Africa, armer Republics of Yugoslavia and Central
Asian former Republics of the Soviet Union. Theseirtries are recipients of important
amounts of regional FDI from richer and bigger héigrs.

All other data come from standard sources: macro@moic data are from the World
Bank Development Indicators; geographic data avenfthe CEPII distance and geodesic
databases; data on average years of schoolingaane@ohen and Soto (2007). The data for
natural resources are taken from the World Bankluege on Natural Resources Wealth and
is calculated as the present value of future reota subsoil natural resources (oil, gas, coal,
bauxite, copper, gold, iron, etc.) per capita. Dedinitions and descriptive statistics of all
variables are provided in Appendix 2.

The data on institutions are from the World Bankv&nance Matters database,
described in Kaufmann et al (2010). We work witk available measures of institutional
quality — voice and accountability; political sthtlyi and lack of violence; government
effectiveness; regulatory quality; rule of law; asahtrol for corruption. By relying on simple
averages of these indicators, we construct annifferehces between mean institutions in
source and destination country. Based on these @at@onstruct a measure of institutional
distance as an absolute distance between instituioorigin and destination countries. To

differentiate between FDI in host countries withiteeor worst institutions than at home, we
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construct two additional measures. Positive (nggatinstitutional distance is equal to an
absolute institutional difference between origim @estination countries when institutions at
home are better/worse than in the host country zenal otherwise. Please note that a positive
institutional distance refers always to the investinn countries with worse institutions, i.e.
it is “positive” because institutions of the originuntries are superior.

The countries of our database exhibit a signitieamiation in institutional quality. As
shown in Table 1 Panel A, institutional disparitea®, naturally, the largest between North
and South countries. At the same time, institufidiifferences are much wider among South-
South investors as opposed to North-North investaghlighting the diversity of countries
that are partners in South-South relationshipswelé as a potential different behavior of
investors from the South. The latter hypothesigisforced in column 6 of Table 1. Whereas
inflows from North to either North or South couesi are negatively correlated with
institutional differences between source and hoantries, which is a common finding in the
literature (Habib and Zurawicki, 2002; Bénassy-@uét al., 2007), South-South flows
exhibit a positive correlation with institutionafférences.

A further look at the disaggregated institutionsl éheir correlation with FDI inflows
suggests that the latter finding only holds for thoeconomies investing into worse
institutions (Table 1, Panel B, column 6). In othards, South investors seem to be directed
into countries with poorer institutional qualityottever, for South countries investing into
better South countries (Table 1, Panel C), sucleladion is next to nil. In all other instance,
larger discrepancies between home and host inshtutin both directions are negatively
correlated with FDI inflows.

Correlation coefficients between FDI inflows aresaources in host countries hint at
the possible trade-off between institutions andueses as attractors of FDI, notably for
receiving South countries. Both South and Northegters invest into institutionally worse
economies which possess resources (Panel B, lashicp In contrast, when both South and
North countries choose institutionally better Soettonomies, the latter tend not to have

substantial resources (Panel C, last column).

4. Methodology and Results

a) Institutions and other Determinants of Bilateral FRare investors from the South

different?
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To estimate the differences in the investment benaf investors from the South and
North, we rely on the gravity equation, which hasdme very common in the application to
bilateral FDI (Bénassy-Quéré et. al, 2007; DaudkStein, 2007; Javorcik et al., 2011).

In our initial specification, we follow earlier étature that estimates the effect of
absolute institutional distance on FDI. To see fiedintial impact for developing and
developed source countries, we interact institatiatistance with a dummy variable that
takes a value of 1 if source country is locatetha North. Hence, we estimate the following

model:

In(FDIgy;) = ag + a1InDgy + a,Contiggy + azComlanggy + a,SmCntyy +
asColonysy + agInstDif foqr + a7InstDif foqe ¥ Northg + sty + dtge + Usqe, (1)

where FDI,;, is bilateral uni-directional foreign direct investnt from a source
countrysto a destination countiy at a timet, D — distance in kilometers between source and
destination countrie€;ontig— a dummy variable equal to 1 if two countries havwmmon
border,ComLang- a dummy equal to 1 if two countries share a comranguageSmCnt- a
dummy variable if two countries belonged to the samuntry in the pasGolony— a dummy
variable equal to 1 if two countries share a cabpast,InstDiff — an absolute difference in
institutions between source and destination coemtandNorth — a dummy variable equal to
1 if source country is a developed one.

Following Baldwin and Taglioni (2006), we includeme-variant source and
destination country dummy variables; anddty;, in all our specifications in order to remove
the cross-section and time-series correlation teatlt from the omitted variable bias.
Moreover, this allows us to control for the omiss@f term that Anderson and Van Wincoop
(2003) refer to as multilateral trade resistancedgfinition, such an approach cannot be used
in the analysis of the impact of host and homaturgins, because these variables cannot be
included into the regression such as (1). This ides/an additional motivation to focus on
institutional distance. Likewise, the dummy var@aNorth is omitted from the regressions,
even though we are able to keep the interaction tdrthis variable with thénstDiff variable.

To the best of our knowledge, ours is the firstgzapn institutional distance that includes
time-variant source and destination country dumnraied, thus, controls for all time-variant
source and destination country effects, includiogné and host institutions.

The estimation results for this gravity equatioa presented in Column 1 of Table 2.

In these estimations, all standard gravity varistdes correctly signed and significant at 1
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percent level: geographic distance has a negatiygact on FDI bilateral flows, while
common border, language and colonial history eagrbsitive influence. The coefficient on
the institutional distance should be interpretedh@simpact of institutional distance on the
FDI outflows from the South, while the sum of thiefficient with the interaction coefficient
should be interpreted as the impact on the FDl@u# from the North. As we see, the sum is
negative (and statistically significant at 1 petgeneflecting the fact that investors from
developed economies prefer to invest in countrigh & similar institutional environment.
This finding is in line with the results of Habilné Zurawicki (2002) and Bénassy- Quéré et
al. (2007) that study FDI flows of OECD countriadhen it comes to developing and
transition economies as source countries, we obgbat institutional distance does not deter
their FDI outflows and even has a positive effactggesting that investors from the South
invest in countries with either much better or mugbrse institutions than at hoffie
However, in the current setting, it is not possitdlesee whether it is, in fact, better or worse
institutions that stimulate the FDI from the Soutlecause the absolute value of the distance
is used.

To shed more light on this issue, in Column 2 dbl€&®, we disaggregate the absolute
institutional distance into positive (when instituis in the source country are better than in
the destination country) and negative institutiodstance (when institutions in the source
countries are worse than in the destination colinfrige idea behind this disaggregation is
based on the hypothesis that the effect of posdivé negative institutional distance is not
symmetric, because investing in countries with mibtter institutions (large negative
institutional distance) could be attractive. Thisagigregation plays no role for investors from
the North, who always prefer to invest in countmgth similar institutions (as suggested by
the negative and statistically significant coeffitis on the disaggregated institutional
distance interacted with the North dummy). In casity the disaggregation is important for
investors from the South: our previous result thatitutional distance plays a positive role
for FDI from the South remains unchanged, but wee tigat it is fully driven by the positive
institutional distance. In other words, investoreni the South seem to be attracted by
countries with the worst institutions. There isyewer, no significant evidence that they are

also attracted by best institutions.

12 Institutional distance may be correlated with diéfeces in labor costs between countries. Thusertirrent setting, it
may be worthwhile to control for labor cost diffeces, usually proxied by PPP-adjusted differenc&3DP per capita.
Unfortunately, these data are not available fof tiathe sample, and for the majority of South doies. We checked
whether the simple current GDP per capita diffeesnzan be used instead, and found that the defjceerelation between
this measure and institutional differences is distuwaly 0,13.
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This finding that investors from the South pick otiies with the worst institutions
does not have a plausible explanation, unless wsider natural resources. As discussed in
section 2, natural resources could be an impodawuér of FDI and its omission could bias
the results owing to the negative relationship leetw natural resources endowment and
institutions. To control for this, we split the gl into the South and North origin countries,
and estimate specifications that include an intemaderm between the availability of subsoil
resources in host countries and positive or negautistitutional distanc&

In(FDIy4:) = ag + a1InDgy + a,Contigsy + azComLangsy + a,SmCntgy +
asColonysy + agPosInstDif foqe + azPosInstDif f _sq: * log (Resourcesy) +
agNegInstDif fsqr + a;NegInstDif foq: * log(Resourcesy) + sty + dtge + Uggy, (2)

where PosInstDiff (NegInstDiff) is the absolute difference in institutions between
source and destination countries if institutionsairsource country are better (worse) than
institutions in a destination country and zero othee, Resourcess the value of subsoil
assets per capita in a destination country.

Our findings are presented in Table 3 and offerpsupto the hypothesis that
availability of natural resources is an importaeteiminant of FDI from the South and hence
cannot be excluded from the estimation. Moreoventrolling for resources changes the
signs and significance of the coefficients on tnsitbns, suggesting that omitting this variable
indeed biases the results. Columns (1)-(2) of Tableontain the results of the baseline
specification.

Our results lead us to the following conclusionsst-when investors from the South
invest in countries with better institutions (negatinstitutional distance between source and
destination country), we observe that a large tunsbinal distance has a positive effect as
these investors are attracted by countries withhte institutions. As discussed in Section 2,
despite unfamiliarity, such an institutional enwvinoent is the most transparent for potential
entrants due to the rule of law and low level ofrgption. Interestingly, this motive also
applies to investors from the North when they inves other economies with better
institutions than at home.

Second, when investors from the South invest innttees with worse institutions

(positive institutional distance between source @estination country), they choose countries

13 Since we include time-varying source and destmatiountry dummies, the variable for natural resesiis
dropped in the estimation. But it is preservechiminteraction terms with institutional distance.
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that are similar in terms of institutional qualityhus, the implications of previous studies
about the deterring role of the institutions arenleoout by our estimations for the sample of
investors from the North. More generally, our fimglithat investors from the South prefer to
invest in countries with similar institutional eremment explains a recent rise in South-South
FDI.

Third, those investors from the South that investountries with worse institutions
are less deterred by an institutional distance win@st countries are endowed with a large
wealth of natural resources. If we rely on the Gioeints in column 5, we find that countries
possessing natural resources that are worth mare4675 USD per capita (top 10 percent of
our sample) will attract FDI from investors frometlSouth despite a large institutional
distance. To name a few, this concerns such casna&is Algeria, Azerbaijan, Kazakhstan,
Russia, and Venezuela. Importantly, the interactbmiween institutional distance and
resources is not significant for investors from Marth, which are consistently deterred by
worse institutions, despite the availability ofoesces.

Finally, we observe that certain traditional deteants, such as common border and
common language, have a much larger impact on torge$rom the South than investors
from the North. While these findings corroborateypous cursory observations of the
regional aspect of the South FDI (Aykut and Ra@@04; UNCTAD, 2006; BCG Report,
2006), out study is the first attempt to test tiypothesis formally within the gravity model
framework.

We provide a number of robustness tests. Firshotesd by Aykut and Ratha (2004),
Chinese inward FDI flows are often overstated a@usotind tripping, as Chinese firms move
money offshore and then bring it back to Chinauisgd as FDI. To correct for this bias, we
estimate our model excluding China as both sounckdestination country (Columns 3-4).
Second, acknowledging potential endogeneity of itutgins, we additionally replace
PosInstDiff and NeglInstDiff with differences in initial institutions for the ge 1996
(PostInstDiff1996, NegInstDiff1996the earliest date available in the Kaufman detaband
present the estimation results in Column (5-6).sTlast specification is our preferred one,
because it is the strictest, and because the resuthe North investing countries is fully in

line with the earlier studies.

b) Complements or substitutes?
The analysis in the previous section allows us doctude that emerging country

investors behave differently from investors fromveleped economies. Geographic and
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linguistic distance appears to be a larger obstémlethe former ones, while important
differences also exist vis-a-vis institutional diste and resource attractiveness. Given such
differences, we would like to see whether investinflaws from the North and the South
behave as complements or substitutes. This quessonf particular importance for
developing host countries where source countriéis fbom the South and North are present.

To explore this issue, one can estimate the detamts of FDI at the aggregated level
of destination countries, focusing only on Souttipents, and cumulating, on a yearly basis,
two broad types of foreign inflows: from the Nor#imd from the South. Following the
Borensztein et al. (1998) methodology of studyimg tcrowding-out effect of FDI on
domestic investment, the estimated model would tia&dollowing form:

FDI_GDPdt = ﬁo + ﬁlsouthFDI_GDPdt + ﬁZCOTltTOISdt-Hit + Sdt (3)

where FDI_GDPy; is a ratio of total FDI to GDP in destination ctynd at timet,
SouthFDI_GDPy,, is the amount of foreign direct investment fromuthoinvestors over GDP
in countryd at timet, p;is a set of year fixed effects, afidntrols,; is a set of determinants
of FDI. Apart from traditional factors, such as fleeel of initial income, the level of initial
human capital, government consumption, and hostutisns (see also Mercereau, 2005), we
augment this specification by natural resourcesoentent. To see potential differences in
North-South FDI relationship in resource-rich aegdaurce-poor countries, we also interact
South FDI flows with resources.

If aggregate FDI flows from the South simply augineral FDI, the coefficient on
this variable should equal to one. However, if FioWws from South investors augment total
FDI more than one-to-one, in other words, if thsra complementary relationship between
South and North FDI, the coefficient on this valiabhould be greater than one. By the same
token, a coefficient below one would imply the sithon between two types of flows.

Estimation results based on this approach are suizedan Table 4, column (1). The
coefficient on South FDI is found to be signifidgngreater than one, while the interaction
term is positive and also statistically significafihe effect of a marginal increase in South
FDI, evaluated at the mean value of natural ressyron the overall share of FDI to GDP is
of the order of 2.486. This suggests that in theeabe of natural resources, aggregate South
investment inflows increase aggregate total investnrmore than one for one, or that South

17



FDI are complementary to North FDI. In the presenmke natural resources, this
complementary effect is actually amplifi&d.

The regression in Table 4 column (1) does not obfdr country fixed effects. This is
deliberate, as we are interested in seeing thetaffestandard determinants of FDI suggested
by the literature, some of which do not vary ovaret The non-inclusion of country fixed
effects, however, may affect both the coefficient®é these regressors and on
SouthFDI_GDPy; , especially if some of the omitted country chéegstics are correlated
both with South and North FDI. We thus repeat thmeation controlling for country fixed
effects (Table 4, column 2). Indeed, both the coeffit on SouthFDI_GDP,;, and the
coefficient on theSouthFDI_GDP,;; and resources are smaller than the coefficientsirodd
in column (1), suggesting that part of the positines has been eliminated by including these
terms. Nevertheless, both the individual and thael teffect of SouthFDI_GDP,; remain
greater than one.

In addition to this, to control for the endogewpeif our variable of interest due to
simultaneity, and also to test the complementdnitgothesis in the long run, we estimate
specification (3) using the Blundell and Bond (1pS@gstem GMM estimator, which is a joint
estimation of the equation in levels and in firgtedlences. Adoption of this methodology is
motivated by a similar application by Agosin and dlado (2005) to testing long-run
complementarity between foreign and domestic imaest. In column (3) offable 4 we
embrace a specification that allows the currerdl tamount of foreign investment to depend
on the current and lagged value of South FDI, a#i a®& on the lagged value of total
investment. Given the time-invariance of resourids,interacted only with the current level
of South FDI. In column (4), we also inquire intopassible longer-term relationship,
including two lags of the South and total investimeariables. In both cases, we use year
effects and previous GDP growth proxying returnsirorestment (Gastanaga, Nugent, and
Pashamova, 1998) as instruments in GMM estimaBoith specifications fare well according
to tests of first and second order serial correfgtiand also Sargan test does not allow
rejecting the null hypothesis of the validity ofethinstruments. Based on these two
specifications, the computed complementarity effestween South and North FDI ranges

1 |n the current setting, we are not able to seethenehis complementarity concerns only the rese@&DI, or
the resource and non-resource FDI. The distinatiag be important, as suggested, for instance, BjhEkke
and Ploeg (2010).
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from 2.372 to 3.37%° Given the careful treatment of endogeneity, we atiibute this result
to crowding-in of investors from the North by int@s from the South. The amplifying effect
of natural resources endowment on this complemgnédationship, however, is not robust.

Finally, to mitigate the volatility of yearly datave also confirm these results in
column (5), re-estimating equation (3) on crossiseaata averaged for the studied period.
Despite small sample size, our results of compleangy between investment from the North
and the South remain valft

5. Conclusions

While South-South FDI flows constitute one-third toftal foreign investment in
developing and transition economies, there has leéack of a systematic study of the
determinants and implications of such flows, maahiye to data limitations. We attempt to fill
this gap by relying on our novel dataset of FDIgoand ask two simple questions: (1) Do
foreign investors from the South behave differefitign investors from the North; and (2) Do
investment from the South serve as complement bstgute to the investment from the
North?

We demonstrate that FDI from the South has a megiomnal exposure than
investment from developed countries, as commondrardd common distance appear to be
more important for the former investors. Whereasowmefirm previous findings that large
institutional distance deters investors from therthothe relationship between FDI and
institutional distance is more complex for emergewpnomies. Our findings lead us to the
following conclusions. First, when countries frohetSouth invest in countries with better
institutions, institutional distance can be viewasla driving force. This is likely due to the

“asset-seeking” nature of FDI, as emerging investarquire new technologies, brands, and

15 Long term effect of South FDI is equal to the sumslwrt-term coefficients on South FDI divided byninus

the sum of coefficients of the lagged dependeriabte: 5, .(FDI) = % .

' Having considered the impact of the South FDIenftows originating in the North, one can also den
about the reverse impact, namely whether FDI froenNorth crowd-in or crowd-out investors from threugh.
To address this issue, we estimate Equation 4kithfrom the North as an explanatory variable and o
findings indicate a crowding-in effect as well. Bhthere is a mutually reinforcing relationshipvize¢n FDI
from the South and the North. This might appeapssing at first, because the estimated equationdyi that
an increase in USD1of the South FDI should leaal lerger increase of the total FDI and the samédiesp an
increase in the North FDI, which is not possiblothl FDI are equal to the sum of FDI from the thaand the
South. However, such identity does not have to Holet rely on lags of our explanatory variablesjsthe case
in specifications 2-3. In specifications 1 andh& above identity should hold for each country,rmitin the
cross-country context. For example, FDI flows fr@mina to India could crowd-out an investor from West
in India, but motivate this investor to redirectiiivestment to another developing country.
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intellectual property, which are more likely to fimund in good institutional environment.
Second, when emerging economies invest in countvids worse institutions, they are on
average deterred by a large institutional distagaeen though the effect is weaker in the case
of South-South FDI. Third, such a negative effdaminstitutional distance is outweighed by
the appeal of natural resources, which appeare @ Very important force behind FDI from
the emerging economies that strive to secure teegssion of subsoil resources.

Our analysis implies that countries with bad ingiiins do not necessarily have to
improve their quality in order to attract investoffiey may still see considerable investment
inflows, albeit from a different type of investoasd into different sectors, such as primary
sector. This however can present problems for vecgiof such investments, if their resources
are disproportionally drawn out, and if the bersefif such investments are not properly
shared. In addition, ignoring bad institutions isemrch of natural resources could also pose
serious problems in the future for investors frdra South. Recently, a combination of bad
institutions, growing strategic importance of natuesources, and large windfalls have led to
the nationalization of oil and gas resources iniB®l Venezuela and Ecuador. In these
instances, investors from the North have bornecdsts. It remains to be seen whether these
were isolated cases whetleperceived loss of control over natural assets) implications
for national security, will motivate other coungrigvith poor property rights protection to
renegotiate contracts signed with foreign investath the aim of increasing the state control.

The emergence of new multinational corporationthéeSouth does not displace other
investors and, if anything, appears to be ratherptementary to FDI from the North. Given
our careful treatment of endogeneity, we can talkua a crowding-in of investment from the
North by emerging country investors. We attribuiis outcome to differences in investment

behavior between developed and developing economies
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Figure 1. The Dynamics of FDI Inflows
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Figure 2. The Share of FDI Inflows to GDP in Deyetg and
Transition Economies, 1996-2007
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Table 1. Summary Statistics of Bilateral Inflow896-2007

Panel A : Full Gravity Sample

Type of FDI  Mean yearly Aggregate  Observation Absolute Correlation Correlation
Relationship flows; flows for the  s: percent institutional between inflows  between host
(Source- in min USD  period: percent of total distance between and absolute resources and
Destination) of total sample partner countries  institutional inflows
difference
1) 2) ®3) 4) ®) (6) ()
South-South 96800 14.5 40.9 0.727 0.092 0.013
North-North 423000 50.9 14.8 0.380 -0.227 0.216
North-South 24500 18.5 26.8 1.528 -0.118 0.210
South-North 123170 3.4 17.4 1.439 -0.155 0.164
Panel B: Sub-Sample with Positive InstitutionaltBiee
Type of FDI  Mean yearly Aggregate Observation Positive Correlation Correlation
Relationship flows; flows for the s: percent institutional between inflows  between host
(Source- in min USD  period: percent of sub-  difference between and positive resources and
Destination) of total sample partner countries  institutional inflows
difference
@) 2 3) 4) ®) (6) )
South-South 78300 19.6 37.9 0.769 0.145 0.130
North-North 200000 49.8 14.5 0.385 -0.210 0.266
North-South 2350 30.1 46.3 1.563 -0.132 0.219
South-North 119000 0.44 1.2 0.293 -0.175 0.235
Panel C: Sub-Sample with Negative Institutionalt@nse
Type of FDI  Mean yearly Aggregate  Observations: Negative Correlation Correlation
Relationship flows; flows for the percent of institutional between inflows  between host
(Source- in min USD  period: percent sub-sample difference and negative resources and
Destination) of total between partner institutional inflows
countries difference
@) (2) 3) (4) ®) (6) ()
South-South 18500 6.9 40.8 0.685 -0.003 -0.119
North-North 223000 83.3 16.9 0.369 -0.210 0.196
North-South 22800 1.2 15 0.275 -0.132 -0.138
South-North 4170 8.5 40.6 1511 -0.175 0.167

Source: own calculations
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Table 2. Institutional and other gravity-type detarants of FDI Flows

Dependent variable: InFDI
With absolute Positive and

institutional negative
distance inst. distance
(1) (2)
InD -0.872%** -0.877***
(0.0221) (0.0222)
Contig 0.395%*=* 0.3971 **=*
(0.0646) (0.0647)
ComLang 0.642*%** 0.644%**
(0.0537) (0.0537)
Colony 0.820*** 0.811**=*
(0.0676) (0.0677)
SmCnt 0.739%** 0.745%**
(0.0973) (0.0975)
InstDiff 0.322%**
(0.0344)
InstDiff*North -0.438***
(0.0580)
PostInstDiff 0.477***
(0.122)
PostInstDiff*North -0.406***
(0.0598)
NeglnstDiff 0.133
(0.108)
NeglnstDiff*North -0.752%**
(0.139)
Constant 17.35%** 23.48***
(0.829) (0.661)
Time variant country
dummies Yes Yes
Observations 22646 22646
R-squared 0.642 0.642

Column (1) presents estimation with an absolutditinenal distance; (2) with positive and
negative institutional distance. All models inclutime variant destination and source dummy
variables.

* xx xxx _ statistical significance at 10%, 5%,ral 1% levels, respectively
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Table 3. Institutional distance and resources &srighinants of FDI

Dependent variable: InFDI

Baseline Exl. China Exc. China, with initial
institutions
South North South North South North
1 2 3 4 5 6
InD -0.803*** -0.976*** -0.766*** -0.966*** -0.758*** -0.954***
(0.0361) (0.0371) (0.0385) (0.0375) (0.0456) (0.0434)
Contig 0.638*** 0.0287 0.819*** 0.0316 0.883*** 0.0896
(0.0838) (0.123) (0.0933) (0.123) (0.112) (0.136)
ComLang 1.004*** 0.162* 0.921*** 0.175* 1.046*** 0.0746
(0.0701) (0.0923) (0.0753) (0.0926) (0.0885) (0.108)
Colony 0.372%* 1.518*** 0.458*** 1.511%*= 0.568*** 1.393***
(0.0888) (0.110) (0.0932) (0.110) (0.113) (0.132)
SmCnt 0.397*** 0.450 0.178 0.468 0.203 0.911*
(0.116) (0.318) (0.126) (0.320) (0.153) (0.497)
PostinstDiff -1.475%* -1.917*** -1.561%** -1.903***
(0.170) (0.259) (0.218) (0.260)
PostinstDiff*Resources 0.0918*** 0.0246 0.0840*** 0.0220
(0.0214) (0.0288) (0.0221) (0.0288)
NeglnstDiff 1.292%* 0.814** 1.456%** 0.773*
(0.152) (0.399) (0.184) (0.402)
NeglnstDiff*Resources 0.0227 0.0711 0.0133 0.0726
(0.0144) (0.0466) (0.0154) (0.0465)
PostInstDiff1996 -0.803* -2.306**
(0.470) (0.943)
PostInstDiff1996*Resource 0.0950%*** -0.0564
(0.0291) (0.0380)
NeglInstDiff1996 0.833* 1.599
(0.472) (1.020)
NeglnstDiff1996*Resource 0.0167 0.0764
(0.0201) (0.0585)
Constant 17.98*** 20.45%*=* 20.51%** 16.62%** 22.91%*=* 24.15%**
(0.633) (0.789) (0.720) (0.869) (1.563) (5.541)
Time variant country
dummies Yes Yes Yes Yes Yes Yes
Observations 12557 8927 10551 8735 7263 6179
R-squared 0.598 0.651 0.619 0.649 0.657 0.677

All estimations contain the full set of time variagource and destination fixed effects.

* wx xxk _statistical significance at 10%, 5%,ral 1% levels, respectively.
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Table 4. Complementarity or Substitution betwesrestment from the South and the North

Dependent Variable: Total FDI over GDP

A-la Borensztein et A-la Borensztein Blundell and  Blundell and Bond A-la

al (1998) et al (1998) Bond (1998) + (1998) + Borensztein
Including country Borensztein et al Borensztein et al et al (1998)
fixed effects (1998) (1998) Cross-
section
() 2 3 “4) ®)
FDISouth 1.731%* 1.161%*+2 1.385** 1.278%** 2.153%*=*
(0.193) (0.165) (0.383) (0.403) (0.587)
Resources 9.39e-07 2.15e-06 -3.51e-06 -1.90e-07
(9.38e-07) (2.76e-06) (5.40e-06) (2.06e-06)
FDISouth*Resources 0.00023*** 0.0001*** 2.01e-05 .#8e-05 0.001**
(4.9e-05) (0.00004) (8.05e-05) (0.000150) (0.0001)
Initial Income (1996) -0.003 -0.003 -0.008 -0.003
(0.003) (0.004) (0.008) (0.007)
Initial Education (1996) 0.003*** -0.001 -0.003 0.002
(0.001) (0.004) (0.005) (0.002)
Gov. Consumption 0.005 0.007 0.010 -0.004 0.009
(0.006) (0.012) (0.019) (0.021) (0.014)
Host Institutions 0.018*** 0.022** -0.005 -0.006 QL7*
(0.004) (0.010) (0.014) (0.016) (0.009)
FDISouth (-1) -0.702** -0.559*
(0.334) (0.303)
FDISouth (-2) -0.453
(0.480)
Total FDI (-1) 0.712%** 0.787***
(0.087) (0.184)
Total FDI (-2) 0.002
(0.199)
Constant -0.067** 0.011 0.105 0.005
(0.028) (0.084) (0.128) (0.053)
N Obs 352 382 303 276 37
R-squared 0.524 0.685 0.704
Sargan (p-value) 0.384 0.225
First-order serial
correlation (p-value) 0.093 0.038
Second-order serial
correlation (p-value) 0.323 0.432
Computed total effect: 2.486 1.503 2.372 3.375

Columns 1, 2 and 5 are estimated by OLS and incthdefull set of year fixed effects; reported apobust
standard errors. Column 2 contains the full setoaftry fixed effects. Columns 3 and 4 are estichatgng the
one-step generalized method of moments. Instruman@GMM estimation: time dummies and GDP growth.

Statistical significance at * 10%, ** 5%, and **94, respectively.

@ Test of the hypothesis that the coefficient isatge or equal to one: P-value = 0.954. Test ohfothesis that
the coefficient is smaller or equal to one: P-vaiu@ 045.

29



Appendix 1. Sources of FDI Data

Countries

Sources

Argentina, Armenia, Belarus, Bosnia and Herzegauidrazil, Bolivia,
Colombia, Costa Rica, Croatia, Czech Rep, Dominkep, Ecuador, E
Salvador, Estonia, Honduras, Hungary, Georgia, Klastan, Latvia,
Lithuania, Moldova, Macedonia, Pakistan, Peru, Sto&, Ukraine

Balance of Payments/ National Central
Banks

Chile

Chilean Foreign Investment Committee

Bulgaria, Russia, Serbia and Montenegro

The Vienna Institute for International
Economic Studies

Algeria, Azerbaijan, Ethiopia, Kyrgyzstan, Mongolia

UNCTAD

India

Indian Ministry of Commerce and Indust

Brunei, Cambodia, Malaysia, the Philippines, IndoagMyanmar,
Laos, Singapore, Thailand, Vietnam,

Balance of Payments /Statistics of Forei
Direct Investment in ASEAN

jn

&

Bangladesh Board of Investment; National Central
Bank

Morocco Office des Changes

Tunisia Ministry of Development and Internation
Cooperation

China China Statistical Yearbooks

Hong Kong Balance of Payment/ Census and Statistics
Department

Taiwan Investment Commission, MOEA

Sri Lanka Board of Investment of Sri Lanka

Australia, Austria, Belgium, Canada, Denmark, Fidla
France, Germany, Greece, Iceland, Ireland, Italpad
Luxembourg, Mexico, The Netherlands, New Zealand
Norway, Poland, Portugal, Slovak Republic, Southa&o Spain,
Sweden, Switzerland, Turkey, United Kingdom, Unigdtes

OECD Statistics
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Appendix 2. Variable Description and Sample Stiagst

Variable Description Obs Mean  St. Dev. Min M ax
Dep.Var. in the Gravity Sample
Linflows Natural logarithm of total annual bilateral FDIlmfs, 29646  15.90 3.06 269 26.53
current USD
Indep.Var. in the Gravity Sample
LnD Natural Iogqr!thm of km of simple distance betweenst 22646 8.22 107 4.09 9.90
populated cities
Contig 1 for contiguity 22646 0.09 0.28 0.00 1.00
. . 0 .
ComLang 1 if a Ianguagg is spoken by at least 9% of thaujzdion 22646 0.15 0.36 0.00 1.00
in both countries
Colony 1 for pairs ever in colonial relationship 286 0.06 0.23 0.00 1.00
SmCnt 1 if countries ever were the same country 22640.03 0.18 0.00 1.00
Simple absolute difference between means of irtitital
indicators (control of corruption, government effeeness,
InstDiff political stability and lack of violence, regulayayuality, 22646 1.02 0.75 0.00 3.89
rule of law, voice and accountability) in sourcel am
destination countries
Absolute difference between institutional indicataf
PoslInstDiff institutions in source country are better thanitusons in 22646 0.58 0.77 0.00 3.59
destination countries.
Absolute difference between institutional indicataf
NeglnstDiff institutions in source country are worse than fastins in 22646 0.43 0.69 0.00 3.89
destination countries.
The absolute difference between the means of uristits
of the source and of destination country, dividgdHz
RellnstDiff average absolute difference between the institation 22646 0.99 0.68 0.00 3.84
quality of each alternative source country and dfidhe
destination country (Claessens and Van Horen, 2008)
North Dichotomous yarlable equal to 1 for developed (Nprt 22646 0.41 0.49 0.00 1.00
source countries, 0 for developing (South)
Resources Natural _Iog_arlthm of the s_ubson resources in USDats 21484 557 266 0.00 11.26
per capita in the destination country
Dep.Var. in the Aggregate Sample(Focus on Destination)
TotalEDI/GDP Sum of flows from North and South investors, aggted
by host country and year, and divided by currenPGD 399 0.06 0.07 0.00 0.84
Indep.Var. in the Aggregate Sample(Focus on Destination)
EDI South Sum of flows from South investors, aggregated kst ho
- country and year, and divided by current GDP 399 010. 0.03 0.00 0.28
Log of Initial . .
Income Natural logarithm of GDP in 1996 399 754 0.88 5.42 9.87
Initial Education  Years of Schooling in 1990 352 6.84 2921 2.20 10.50
Log of Gov. Natural logarithm of total government consumptieero
Consumption GDP 399 22.55 1.60 18.70 26.86
Dummy for Dichotomous variable equal 1 if the host countnpis
Africa Africa; zero otherwise 399 0.02 0.12 0.00 1.00
Dummy for Asia Dichotomous variable equal 1 if the host countnpis
y Asia; zero otherwise 399 0.20 0.40 0.00 1.00
Dummy for Latin Dichotomous variable equal 1 if the host countrinis
America Latin America; zero otherwise 399 0.37 0.48 0.00 001.
Institutions, Means of institutional indicators in the host caynt
domestic Y 382 -0.06 064 -128 155
Resources Subsoil resources in USD dollars per capita in the
destination country 399 212449 2651.11 0 11670
Inflation Inflation, consumer prices (annual, %) 399 38.96 357.25 852 7481.66
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