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Abstract

The changing direction of foreign direct investment towards developing countries has been
attracting more attention in recent literature. As one possible source of the changing direction
of FDI, the relationship between FDI inflows and some indicators of business friendliness
(investment climate) of countries is investigated in this paper. The study covers the years from
2004 to 2013 and mainly focuses on developing countries. The results show that countries with
better records of doing business tend to receive more FDI inflows. Improvements in the
selected ease of doing business indicators, such as starting a business, protecting investors, and
easiness of international trade, have a significant explanatory power in determining higher FDI
flows to developing countries.

Keywords: Foreign Direct Investment, Doing Business Indicators, Developing countries,
Investment Climate

JEL Codes: F21, F23, F41
1. Introduction

After the financial and economic crisis of 2008 and 2009, capital funds have started to flow
towards developing countries more intensively, given the fact that returns on many investment
options have been relatively higher in these countries. The share of capital flows towards
developing countries has been historically high during this crisis period in the world. Such a
large amount of capital inflows towards developing countries have caused enormous concerns
for their macroeconomic and financial stability. These burdens have been even more valid in
countries with relatively free financial markets, where capital can flow in and out without many
restrictions. With such credible concerns, most countries have started to follow capital controls
and/or macro prudential regulations to minimize the negative impacts of capital inflows on
their economies and financial markets.* Their objectives with such controls and regulations

! See, for example, Alfaro, Chari, and Kanczuk (2014), Blanchard, Dell’ Ariccia, and Mauro (2010),
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have been reducing the volume of capital flows; reducing real exchange rate pressures; altering
the composition of capital flows towards longer-term flows; and allowing for a relatively
independent monetary policy.

Despite these major concerns and precautions, many economists agree that not all capital
inflows are bad for economies. Short-term capital flows are considered the most dangerous
ones because such inflows can leave the country easily in a short period of time (Blanchard,
Ostry, Gosh, and Chamon, 2014). On the other hand, concerns on longer-term capital inflows,
especially in the form of foreign direct investment (FDI), have been much more limited and
such inflows have been considered most useful for developing economies. We can show China
as an example (Resminia, Siedschlag, 2013; Ostry, Ghosh, Chamon, and Qureshi, 2011; Voss,
Hinrich, Marc Fetscherin, and Philippe Gugler, 2010). China does not have free capital markets
and they impose strict restrictions on foreign capital inflows. But, restrictions on foreign direct
investment towards this country have been limited because the policymakers in the country
have truly believed that this form of capital flows benefit them most.

It can be said that most countries have treated inflows of foreign direct investment differently
when compared to the way they have treated other capital inflows. While imposing restrictions
on other types of capital inflows, policymakers have tried to take necessary actions to increase
foreign direct investment. One big reason for such distinction among capital flows is that
inflows of foreign direct investment have been considered as an important source of growth,
improvement in technology and production efficiency. The existence of such positive expected
effects of FDI inflows has led to extensive literature on these capital flows.? The changing
direction of FDI towards developing countries from developed ones has started to attract even
more attention in this literature.?

Given obvious benefits of FDI, one important question is what determines FDI and what type
of country specific features can attract more FDI. In the literature, different factors are listed as
possible determinants of FDI such as returns to investment, natural resources endowment,
trade openness, financial openness, the size of countries, labor costs, level of human capital,
macroeconomic and political determinants, taxes, as well as business friendliness (investment
climate) in recipient countries.* Especially the last set of factors is expected to be significant

Davis and Presno (2014), Magud, Reinhart, and Rogoff (2011), Medina and Roldos (2014), Ostry,
Ghosh, Habermeier, Chamon, Qureshi, and Reinhardt (2010).

2 See, for example, De Gregorio (1992), Olivia and Rivera-Batiz (2002), and Harris (2003), Kemme,
Nikolsko - Rzhevskyy, and Mukherjee (2014).

% For example, Alfaro, Chanda, Kalemli-Ozcan, and Sayek (2010) show that a rise in the share of
foreign direct investment leads to higher additional economic growth in financially developed
economies relative to financially under-developed ones. Blonigen and Piger (2011) present that
traditional gravity variables, cultural distance factors, parent-country per capita GDP, relative labor
endowments, and regional trade agreements play an important role in determining foreign direct
investment. They find that multilateral trade openness, host country business costs, host-country
infrastructure, and host-country institutions are less important in determining FDI. Debaera, Lee, and
Lee (2010) state that the impacts of outward investment differ by the level of development of the
destination country of foreign direct investment. See also Kinoshita (2012), Alfaro and Chen (2010).

* Borensztein et al. (1995), Baliamoune-Lutz (2004), Sekkat et al. (2007), Adams (2009), Kinda
(2009), Herzer (2011), and An (2012).
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determinants of FDI. After all, foreign direct investment means that foreign investors are
opening a new business or operating an existing business in a foreign country. As indicated by
the World Bank, “investment climate helps governments implement business reform,
encourage private sector development and generate investment.” Thus, the level of indicators
of investment climate in a country must be important for FDI decisions of foreign investors.

\\ Mac rOth i “k Business and Economic Research

In light of this argument the aim of this paper is to evaluate whether developing countries with
improving indicators of investment climate can attract more FDI inflows; and if so, which
indicators can be more significant in determining such. The focus of this paper is on developing
countries. One reason for this preference is that the share of developing countries in the world’s
FDI inflows has been increasing dramatically in recent years, especially after the financial and
economic crisis of 2008 and 2009. The second reason is that the values of investment climate
indicators are already very high in developed countries and we do not observe many
fluctuations in their values, especially in the short term; thus it is harder to link improvements
in indicators to FDI inflows in developed countries.

More specifically, in this paper, the relationship between foreign direct investment and “ease of
doing business” indicators (possible determinants of the investment climate of countries) is
investigated as one possible source of the changing direction of FDI towards developing
countries.” The data source for “ease of doing business” indicators is the World Bank’s Doing
Business Database. The study covers the years from 2004 to 2013. Because the paper includes
the period right before the economic and financial global crisis, as well as the crisis period and
after that, the impact of improving indicators of investment climate on the changing direction
of FDI towards developing countries can be better evaluated. The historical trend in FDI
inflows is also included in the analysis.

There are a couple of empirical studies focusing on the link between FDI and indicators of
investment climate. Piwonski (2010), focusing on only one indicator of investment climate,
shows that by increasing their country’s “Ease of Doing Business” rank one level, a
government can bring in over $44 million USD as FDI. Morris and Aziz (2011) study the
relationship between factors that affect conducting business and the inflows of FDI to
Sub-Saharan Africa and Asian countries (57 countries in total). They focus on correlation
coefficients between different variables between 2000 and 2005, but they do not include any
regression analysis. When compared to our paper, Morris and Aziz (2011) focus on a limited
time period and a limited number of analysis and countries. Still they have interesting
outcomes. They find that two indicators, “registering property” and “trading across borders,”
were related to FDI inflows in these two regions of the world. Their paper provides empirical
support to the hypothesis that FDI is related to investment climate. Nnadozie and Njuguna

> Many studies show that favorable business environments increase the chance of receiving more FDI
inflows. See, for example, Dollar et al (2006), Kinda (2009), Mottaleb and Kalirajan (2010), Sekkat et
al. (2007), and Tran (2008). Sekkat et al. (2007) define investment climate as infrastructure
availability, sound economic and political conditions. Kinda (2009), Dollar et al. (2006) and Tran
(2008) consider financial development and good institutions as determinants of successful business
environments. Mottaleb and Kalirajan (2010) consider the rules and regulations relating to investment
and business, as well as macroeconomic stability. These variables are also used in several papers
including Botero et al. (2004), Djankov et al. (2002, 2003, and 2007).
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(2011) investigate the link between investment climate, in particular the prevailing business
regulations, and FDI in the Africa region only. After running regressions which use business
regulations as one of the independent variables, they find that business rules and regulations are
important for FDI.

The outcomes of the empirical analysis in this paper show that countries with better investment
climate indicators tend to attract more FDI inflows. Improvements in some “doing business”
indicators have a statistically significant explanatory power in determining FDI inflows to
developing countries. The highest correlation between indicators and FDI inflows belongs to
starting a business, getting credit, protecting investors, and enforcing contracts. The regression
results support the first set of findings: starting a business, investor protection, and cost of
exports and imports are among the most significant determinants of FDI inflows. The
estimated coefficients of regression analysis state that many doing business indicators are
statistically significant determinants of FDI, even after controlling for other variables which
can impact FDI inflows. For example, when we increase the strength of the investor protection
index by 1 unit, the country can attract an increase of 0.65 percentage points in FDI inflows (in
percent of GDP).

In Section 2, world trends in FDI are presented. In this section some country specific examples
are also provided. Section 3 investigates the link between basic macroeconomic variables and
FDI inflows. Section 4 focuses on the relationship between investment climate indicators and
FDI inflows. Section 5 presents regression analysis where FDI inflows as a percent of GDP are
the dependent variable. Section 6 concludes the paper.

2. Recent Trends in FDI

Between 2003 and 2008, the period prior to the global crisis, the total volume of FDI inflows
was increasing tremendously. However, when the global crisis hit in 2008 and 2009, the trend
reversed and FDI inflows declined significantly. United Nations Conference on Trade and
Development (2009) indicates that in 2008 FDI inflows declined by almost15 percent from its
historically high level of $1.9 trillion in 2007. The same reports identify two reasons on why
FDI inflows declined after the crisis: 1) the capacity of firms to invest was reduced by the
declining availability of credits; 2) the tendency to invest declined negatively by changing
economic conditions, especially in developed countries. Despite this downward trend in FDI
inflows, especially towards developed countries, one interesting point is that even in the middle
of the crisis in 2008, flows into developing countries had an increasing trend.

More recent data on FDI supports the changing direction of inflows towards developing
countries. According to the United Nations Conference on Trade and Development
(UNCTAD), inflows of FDI in the world were equal to $1.12 trillion in 2010, slightly higher
than the level in 2009 ($1.11 trillion). For the first time in history, the share of developing
countries in the world FDI inflows passed the share of developed countries in 2010. Data
analysis reported that more than $0.1 trillion of FDI inflows flew towards China. Such high
inflows make China the world’s largest recipient of FDI. All developing countries were not that
lucky in terms of attracting more FDI. For example, FDI flows into India dropped by nearly a
third (to $23.7 billion). The United States managed to preserve its location on the top of the list

27 www.macrothink.org/ber



ISSN 2162-4860

\\ MacrOthi“k Business and Economic Research
A Institute ™ 2015, Vol. 5, No. 1

and was the world’s largest receiver of FDI for a long period of time. But in 2013 China became
the leader of the group. According to Economist (2011), flows of FDI to developed countries as
a group declined by 7 percent after the global crisis, whereas those to the rest of the world
increased by 10 percent.

The International Monetary Fund’s World Economic Outlook Database has been used to
extract the FDI series in this paper. In the database, FDI inflows are defined as follows:

FDI net inflows: Foreign direct investment (FDI) or foreign investment refers to the net inflows
of investment to acquire a lasting management interest (10 percent or more of voting stock) in
an enterprise operating in an economy other than that of the investor. It is the sum of equity
capital, reinvestment of earnings, other long-term capital, and short-term capital as shown in
the balance of payments. The net inflows are new investment inflows less disinvestment.

The FDI series from International Monetary Fund’s World Economic Outlook Database
support the observations given above. The trends in FDI inflows in the world are presented in
Figure 1. The figure shows FDI inflows both in billions of current US dollars and in percent of
world GDP (right scale). The figure indicates that FDI inflows increased continuously in the
1990s, but then dropped sharply after the year 2000 with the bursting of the technology bubble.
Then it started rising again in 2003. In 2007 it reached a value more than US$ 2,000 billion.
This figure was almost 4 times larger than the level in 2003, which was around $US 500 billion
at that time. After the initial drop in FDI, it increased steadily up to US$ 1.75 trillion in 2011.
FDI dropped again in 2012 and then stayed almost constant in 2013.

Figure 2 presents the time trend for FDI inflows towards developing countries only.
Developing countries include low-income countries, low middle-income countries, and high
middle-income countries as defined by the World Bank. One observation is that the
fluctuations in the level of FDI inflows towards developing countries are smoother relative to
the world trend as presented in Figure 1. FDI inflows towards developing countries increased
dramatically up to 2008. Especially in the 2000s, the upward trend became steeper. In percent
of their GDP, the share of FDI inflows increased from only 0.1 percent in 1990 up to 3.8
percent in 2008. With the global crisis of 2008 and 2009, the FDI inflows declined in
developing countries as well, but the drop was modest relative to the one observed in
developed countries. After this initial decrease, the FDI inflows increased quickly and, in 2010
reached to a point even higher than the one observed before the crisis. Similar to the world
trend, we observe a slight decline in FDI inflows in 2010 and 2012.
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Figure 1. Foreign Direct Investment Inflows in the World, 1980-2013

Source: The author’s calculation based on IMF’s World Economic Outlook Database.
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Figure 2. Developing Countries: Foreign Direct Investment Inflows, 1980-2013

Source: The author’s calculation based on IMF’s World Economic Outlook Database.
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Figure 3. Share of Developing Countries’ Foreign Direct Investment Inflows in Total Inflows
in the World, 1980-2013

Source: The author’s calculation based on IMF’s World Economic Outlook Database.

The share of developing countries in the world is shown in Figure 3. The initial increasing
trend in the share was reversed sharply during the Asian crisis in 1997 and 1998, but started to
increase continuously shortly thereafter. In 2012 developing countries were able to attract more
than 50 percent of total FDI flows in the world. Given the obvious significance of FDI in an
economy, such a high point was a historical success for this group of countries.

Table 1 presents the top 15 FDI recipients in 2007 and in 2013. It should be noted that 2007 is
the year right before the global crisis and 2013 is the latest year in our study. The top 15 FDI
recipients collected almost 70 percent of FDI inflows in the world. When we compared the
ranking in 2007 versus in 2013, it can be easily seen that the top countries and their rankings
have changed significantly after the crisis. The United States was the highest FDI recipient
country in 2007, but its ranking dropped to number 2 in 2013. China, which was ranked third in
2007, became the largest recipient in 2013. While China received 16.7 percent of global FDI
inflows in 2013, the US attracted almost 14 percent of total inflows. The share of China was
only 7.4 percent in 2007, right before the crisis. Another interesting point is that all BRIC
countries were placed in the top 15 group in 2013, while only China and Russia was in the
group in 2007. Table 1 also presents that the share of European countries in total FDI inflows
declined during the crisis period. The FDI share of developing countries in the top group
jumped from 15 percent in 2007 to almost 40 percent in 2013. These numbers indicate that the
share of developing countries in the top group increased nearly 3 times between 2007 and
2013.
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Table 1. Top15 FDI Recipients (2007 versus 2013)

2007 2013

Rank FD_I inflows |FDI inflows inf;llg\:vsFDl inflows

(in US$) |(% of GDP) (in (% of GDP)
1 United States 221.17 10.47 China 236.27| 16.73
2 United Kingdom 200.12 9.47 United States  {193.36] 13.69
3 China 156.25 7.39  Hong Kong (China)| 71.42 5.06
4 Netherlands 119.55 5.66 Brazil 64.05 4.54
5 Canada 116.82 5.53 Singapore 63.93 4,53
6 France 96.36 4.56 Canada 62.32 441
7 Belgium 93.56 4.43 Russia 61.80 4.38
8 Germany 80.32 3.80 United Kingdom | 55.91 3.96
9 Spain 64.36 3.05 Australia 49.09 3.48
10 Austria 62.51 2.96 Spain 39.16 2.77
11 Russia 55.07 2.61 Ireland 35.53 2.52
12 Hong Kong (China) 54.34 2,57 Mexico 35.19 2.49
13 Singapore 47.73 2.26 Germany 26.73 1.89
14 Australia 44.76 2.12 India 25.25 1.79
15 Italy 43.91 2.08 Netherlands 21.48 1.52

Source: The author’s calculation based on IMF’s World Economic Outlook Database.

The BRIC countries attract special attention due to the fact that they are all large developing
countries whose growth performance can have significant impact in the world. Figure 4
presents the time trend of FDI inflows for the BRIC countries. Despite the fact that there are
some fluctuations, it is obvious that FDI inflows have an increasing trend in these countries,
especially in China. While Brazil and Russia attract almost the same level of FDI inflows, India
collects the lowest FDI in the group.
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Figure 4. Foreign Direct Investment Inflows in BRIC countries (in US$), 1980-2013

Source: The author’s calculation based on IMF’s World Economic Outlook Database.
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3. Link between FDI Inflows and Basic Macroeconomic Indicators

In the absence of stable growth rates in advanced economies in recent years, developing
countries have been considered the new engines of growth. The analysis in Section 2 shows
that this group of countries has attracted more and more FDI flows in recent years. In addition
to improving investment climate of developing countries, their superior economic performance
can be one possible reason for higher FDI inflows. The purpose of this paper is to link FDI
inflows to investment climate, but we need to check for other possible explanations as well in
order to better evaluate the impact of investment climate. In light of this argument, this section
tries to answer the question of what the role of improving macroeconomic indicators in
developing countries would be in this changing trend of FDI inflows.

Since the focus of this paper is on developing countries, we consider only the top 30
developing countries in terms of FDI inflows.® The reason is that a large number of developing
countries unfortunately cannot attract enough FDI inflows and thus their impact in a FDI
analysis is negligible. Therefore, we focus on top recipients only. The ranking is based on
average FDI, received between 2008 and 2013. The top 30 developing countries receive almost
90 percent of total FDI flows towards developing countries. This means that FDI inflows have
been collected almost entirely by the top developing countries. The basic macroeconomic
indicators studied in this section are the growth rate of real GDP, GDP per capita in constant
2005 US$, real GDP in constant 2005 US$, gross fixed investment, trade openness, and the
corruption index. The data source for these macroeconomic variables is the World Bank’s
World Development Indicators.

A scatter diagram between the growth rate of real GDP and the growth rate of FDI inflows is
presented in the first panel of Figure 5. It covers averages between 2004 and 2013,
corresponding to the period during which developing countries started attracting higher shares
of FDI inflows. Each point in the figure corresponds to a country average for the period
between 2004 and 2013. In Panel A the simple correlation between the two variables is 0.56
(significant at 1 percent). This relatively high correlation is confirmed with an upward trend in
the figure. It means that faster growing developing countries can collect an increasing rate of
FDI inflows.

Panel B of the same figure shows the link between the log of GDP and the log of FDI inflows,
both of which are in U.S. dollars. It can be seen that the relationship between the two variables
is relatively strong with a simple correlation coefficient equal to 0.60 (significant at 1 percent);
indicating that larger economies receive a larger amount of FDI inflows.

In Panel C a scatter diagram is presented between GDP per capita (in constant 2000 US$) and
FDI inflows in percent of GDP. The simple correlation coefficient is relatively weak. It is
positive, but its value is only 0.29 (significant at 1 percent). This low value indicates that higher
income levels do not help much in attracting more FDI. This finding supports the findings in
the previous section. The income level of countries is not a strong determinant of FDI inflows.

 The countries are Argentina, Brazil, Chile, China, Colombia, Hong Kong (China), India, Indonesia, Iragq, Kazakhstan,
Korea, Lebanon, Malaysia, Mexico, Morocco, Mozambique, New Zealand, Nigeria, Panama, Peru, Philippines, Russia,
Saudi Arabia, Singapore, South Africa, Taiwan (China), Thailand, Turkey, United Arab Emirates, and Vietnam.
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Some lower income countries can attract more FDI under the right conditions in a given
moment.

Panel D shows the link between trade openness and FDI. It is expected that countries with
higher trade openness to have freer capital markets; as a result, they can collect more FDI.
Indeed, the link between trade openness (imports plus exports in percent of GDP) and FDI in
percent of GDP are relatively high. The simple correlation between these two variables is 0.53
(significant at 1 percent). So we can consider trade openness as one determinant of FDI.
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Figure 5. Top 30 FDI Recipient Developing Countries: Foreign Direct Investment Inflows and
Macroeconomic Indicators, 2004-2013
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Figure 5 (Continued). Top 30 FDI Recipient Developing Countries: Foreign Direct Investment
Inflows and Macroeconomic Indicators, 2004-2013

The level of gross fixed investment can be an important determinant of FDI. Because countries
with higher investment rates are expected to grow faster, foreign investors, especially the ones
making direct investments, will be more willing to participate in the production process of
those countries. Panel E of Figure 5 supports this expectation. It shows a strong positive link
between gross fixed investment and FDI, with a simple correlation of 0.67 (significant at 1
percent).

The last macroeconomic variable investigated in this section is an indicator of governance
quality. It is expected that foreign investors prefer countries with a higher quality of
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governance. The corruption index is used as an indicator for this purpose. Despite our
expectations, in Panel F we do not observe a strong link between corruption index (please note
that higher values indicate lower corruption) and FDI. The simple correlation is only 0.18
(significant at 1 percent). The correlation is not strong, but since we still believe that it is
important to control for the possible impacts of at least one institutional quality index on FDI,
this variable is included in the regression specification as will be explained in Section 5.
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Source: The author’s calculation based on IMF’s World Economic Outlook and the World Bank’s World
Development Indicators Databases.
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4. Link between FDI Inflows and “Ease of Doing Business”

The International Monetary Fund (1993) in the Balance of Payments Manual defines FDI as
follows:

FDI refers to an investment made to acquire lasting interest in enterprises operating outside of
the economy of the investor. Further, in cases of FDI, the investor’s purpose is to gain an
effective voice in the management of the enterprise.

This definition indicates that investment climate indicators as given in the Doing Business
Database can be important candidates while explaining FDI inflows in a country. Countries
with a climate in which firms feel more comfortable in terms of business friendliness should
attract more foreign direct investment.

The main data source for investment climate indicators is the World Bank’s Doing Business
Database, covering the years from 2004 to 2013. The methodology of this database is that the
World Bank collaborates with academic professionals to design a business case survey. This
method includes a business scenario and asks questions about how that firm would react to this
scenario. Annually, the survey is distributed to nearly 8,000 local experts per economy, such as
lawyers, consultants, accountants, supply chain professionals, government officials, and other
businesspeople routinely administering or consulting foreign firms. The methodology also
includes direct contact with the professionals.

In the database, there are different variables that measure business friendliness of countries.
They are mostly index numbers. The main groups of indicators in the Doing Business Database
are:

e “Starting a business” indicators

e “Dealing with Construction Permits” indicators
e “Registering Property” indicators

e “Getting credit” indicators

e “Protecting investors” indicators

e “Paying Taxes” indicators

e “Trading Across Borders” indicators

e “Enforcing Contracts” indicators

e “Resolving Insolvency” indicators

Each group consists of several variables:

Starting a Business

Procedures (number)

Time (days)

Cost (% of income per capita)

Paid-in Min. Capital (% of income per capita)

Dealing with Construction Permits

e Procedures (number)
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e Time (days)
e Cost (% of income per capita)

Registering Property

e Procedures (number)
e Time (days)
e Cost (% of property value)

Getting Credit

e Strength of legal rights index (0-10)

e Depth of credit information index (0-6)
e Public registry coverage (% of adults)
e Private bureau coverage (% of adults)

Protecting Investors

e Extent of disclosure index (0-10)

e Extent of director liability index (0-10)

e Ease of shareholder suits index (0-10)

e Strength of investor protection index (0-10)

Paying Taxes

e Payments (number per year)
e Time (hours per year)
e Total tax rate (% profit)

Trading Across Borders

e Documents to export (number)

e Time to export (days)

e Cost to export (US$ per container)
e Documents to import (number)

e Time to import (days)

e Cost to import (US$ per container)

Enforcing Contracts

e Time (days)
e Cost (% of claim)
e Procedures (number)

Resolving Insolvency

e Time (years)
e Recovery rate (cents on the dollar)
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Some doing business indicators have been criticized because of their methodology and the
presentation of the data collected. However, it should be pointed out that these indicators are
the only available set of data points that provide an objective, world-wide comparison of
indicators of investment climate. The Doing Business report has recently been reviewed by an
independent panel constituted by the President of the World Bank.” In general, the comments
include that “reducing the amount of time and money spent on starting a business can be
important. However, doing so is not in any way enough to guarantee economic success. Here,
deregulation would generally be viewed as worthwhile. ... Finding ways to better protect
private investors is not about deregulation but about improving regulation to encourage outside
investment.” (Independent Panel Report, 2013 page 15). The panel did raise questions about
the methodology of some indicators, but they agree that the doing business indicators could be
useful in empirical analysis in many ways. We believe that the indicators used in this study are
good and useful measures of countries’ investment climate.

The first step of understanding the importance of doing business indicators on FDI would be
the calculation of simple correlation coefficients between FDI and the indicators. Table 2
presents the expected signs of the correlation coefficients and the actual correlation. It can be
seen that in almost each case, the expected sign and the actual sign of the coefficients are
identical. All indicators of starting a business (number of procedures, time requirement in days,
cost of starting a business, and paid-in minimum capital) have a negative coefficient. For
example, the correlation coefficient between the number of days to start a business and FDI
inflows to this country is -0.63 on average (significant at 1 percent). It means that the lower
number of days to start a business makes a difference in terms of attracting more FDI inflows.
Similarly, the correlation coefficient between the cost of starting a business in percent of
income per capita and FDI inflows to the country in percent of GDP is -0.63 on average
(significant at 1 percent). The lower cost of starting a business increases FDI inflows.

Table 2 also shows that the easier it is to get construction permits in terms of the number of
procedures, required time, and cost, the higher the FDI inflows are. The correlation coefficients
for these variables are between -0.42 and -0.69 (all significant at 1 percent). As an example, as
the cost of dealing with construction permits declines, FDI inflows increase (the simple
correlation coefficient is -0.69).

In the developing countries we find that the indicators of registering property and FDI inflows
are negatively linked. The lower the number of procedures, the shorter the time and the lower
the cost of registering property, the higher the FDI inflows are. Some getting credit indicators
are highly significant determinants of FDI inflows. Countries with better qualities of getting
credit indicators can receive a larger amount of FDI inflows. For example, as the strength of
legal rights increases, FDI inflows strongly increase as well (the simple correlation coefficient
is 0.75 (significant at 1 percent)).

" Independent Panel Review of the Doing Business Report, June 2013,
http://www.dbrpanel.org/sites/dbrpanel/files/doing-business-review-panel-report.pdf
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Table 2. Top 30 FDI Recipient Developing Countries: Correlation Coefficient between FDI
in % of GDP and Different “Doing Business” Indicators (averages between 2004 and 2013)

Expected sign of correlation coef. Correlation coefficient

Starting a Business

- Procedures (number) -0.54*

- Time (days) -0.69*

- Cost (% of income per capita) -0.63*

- Paid-in Min. Capital (% of income per capita) -0.58*
Dealing with Construction Permits

- Procedures (number) -0.51*

- Time (days) -0.42*

- Cost (% of income per capita) -0.69*
Registering Property

- Procedures (number) -0.48*

- Time (days) -0.58*

- Cost (% of property value) -0.23*
Getting Credit

+ Strength of legal rights index (0-10) 0.75*

+ Depth of credit information index (0-6) 0.60*

+ Public registry coverage (% of adults) 0.40*

+ Private bureau coverage (% of adults) 0.34*
Protecting Investors

+ Extent of disclosure index (0-10) 0.52*

+ Extent of director liability index (0-10) 0.46*

+ Ease of shareholder suits index (0-10) 0.43*

+ Strength of investor protection index (0-10) 0.41*
Paying Taxes

- Payments (number per year) -0.41*

- Time (hours per year) -0.06

- Total tax rate (% profit) -0.24*
Trading Across Borders

- Documents to export (number) -0.26*

- Time to export (days) -0.44*

- Cost to export (US$ per container) 0.46*

- Documents to import (number) -0.51*

- Time to import (days) -0.50*

- Cost to import (US$ per container) 0.41*
Enforcing Contracts

- Procedures (number) -0.55*

- Time (days) -0.32*

- Cost (% of claim) 0.01
Resolving Insolvency

+ Recovery rate (cents on the dollar) 0.28*

- Time (years) -0.18*

Source: The author’s calculation based on IMF’s World Economic Outlook and the World Bank’s Doing Business

Indicators Databases.

Note: * stands for 1 percent significance level.
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The indicators for protecting investors are expected to have positive effects on FDI inflows.
While the correlation coefficient for the extent of disclosure index is 0.52, it is 0.41 for the
strength of investor protection index (all significant at 1 percent). Taxes, on the other hand,
have negative impacts on FDI. Foreign investors prefer countries with lower tax burdens. The
findings in section 3 indicated that trade openness is very important for FDI inflows. These
outcomes are supported in Table 2. As the number of documents and time to export and import
declines, inflows of FDI increase. The only exceptions are the cost to export and import. The
simple correlation coefficients for these variables state that the sign is positive despite the fact
that the expected sign was negative. It means that higher costs of trade do not stop FDI inflows.
Most indicators of enforcing contracts have the expected sign. While the two sub-indicators of
enforcing contracts (the number of procedures and required days) have a negative and
relatively strong effect on FDI inflows, the cost of enforcing contracts is not significant.

\ MacrOthi“k Business and Economic Research

Figure 6 presents the link between “ease of doing business” ranking of the top 30 FDI recipient
developing countries and FDI inflows in percent of GDP. It should be noted that the higher the
value of the ease of doing business rank, the worse the position of the country is. The figure
shows the ranking of countries, which is calculated by taking into account all available “doing
business” indicators listed in the previous section. The relationship is negative as expected. A
higher ranking in business friendliness, corresponding to the lower numbers on the y-axis, is
expected to attract more FDI inflows. The relationship is indeed negative with a simple
correlation coefficient of -0.49 between the two variables (significant at 1 percent).

Table 3 presents enormous improvements in the investment climate of the top 30 FDI recipient
developing countries between 2004 and 2013. For each indicator, annual averages are
calculated for the group of countries. The results clearly indicate that developing countries
deserve receiving higher shares of FDI inflows as they improve their business friendliness
considerably. As presented in the last column of the table, the changes in the values of each
doing business indicator move in the right direction: while costs or burdens are declining,
benefits or rewards are increasing. In the “starting a business” set, the number of procedures
declined by 26 percent; time by 60 percent; cost by 56 percent; and paid-in minimum capital by
93 percent. Similarly, all the indicators under “dealing with construction permits” dropped
significantly. The number of procedures is 17 percent lower; the required time is 25 percent
lower; and the cost is 67 percent lower. The “registering property” indicators are also in much
better shape. The number of procedures, the time required and the cost have all have lower
values in 2013 compared to their values in 2004.
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Figure 6. Top 30 Developing Countries: Foreign Direct Investment Inflows and “Ease of
Doing” Ranking, 2004-2013

Source: The authors’ calculation based on “Doing Business” database.

The indicators of “getting credit” and “protecting investors” are expected to be significant
determinants of FDI inflows. The values of these indicators increased substantially between
2004 and 2013. The strength of legal rights and the depth of credit information increased in
2013. Similarly, public registry coverage and private bureau coverage expanded between 2004
and 2013. Investors were better protected in 2013, compared to 2004. All indicators of
“protecting investors” exhibited higher values in 2013.

Tax systems became simpler on average. The number of payments and the time spent for tax
compliance dropped significantly, as well as the total tax rate. Such improvements in the tax
system can help attract more foreign investors. The indicators of easiness of trade (exports and
imports) also improved. In 2013 international trade required less documents and less time.
Only the costs to export and import were higher. Given that the costs are in current U.S. dollar
terms, the higher figures may reflect higher costs of transportation, especially the impact of
higher oil prices.

It became easier to “enforce contracts” in 2013. It takes a less amount of time; the cost is lower;
and the number of procedures to follow is less. “Closing a business” can affect foreign
investors considerably. They may invest more confidently if they resolve insolvency more
easily. Indeed, the recovery rate is almost 15 percent higher in 2013, while the required time to
resolve any insolvency is 17 percent lower.

The results in Table 3 have important implications in terms of how developing countries have
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been attracting more foreign funds. In addition to improving their macroeconomic conditions,
developing countries also became more business friendly. Under such favorable conditions,
they were able to increase the long-term involvement of foreign investors in their economies.

Table 3. Top 30 FDI Recipient Developing Countries: Improvements in Business Friendliness

(averages over 2004-2013)

Starting a Business 2004 2005 [2006 [2007 [2008 2009 [2010 [2011 2012 2013 % change
Procedures (number) 98 96 196 9.2 91 @86 B2 [15 [14 [1.2 -26.4
Time (days) 49.9 147.1 39.4 |35.0 [30.7 [26.0 [23.5 [21.7 [20.7 |19.7 |-60.4
Cost (% of income per capita) 32.1 [29.7 [27.8 [24.7 |25.4 [18.8 [19.9 [17.9 [16.0 [14.2 |55.6
Paid-in Min. Cap. (%of income p.c.) [154.9 [139.5[83.5 [49.2 146.3 |18.1 [16.4 [13.6 [11.6 [10.5 [93.3
Dealing with Construction Permits

Procedures (number) 19.5 [19.6 [19.4 |19.1 18,5 17.8 |17.8 [17.2 16.1 |17.4
Time (days) 191.3]184.7/185.8(181.2|174.4{165.5[162.1/1150.0/142.9 |-25.3
Cost (% of income per capita) 923.9716.9/685.6/528.8445.7/431.4/374.2[331.2/310.3 [-66.4
Registering Property

Procedures (number) 6.1 6.1 6.1 6.2 6.1 6.0 6.0 6.0 6.0 5.9 -3.3
Time (days) 39.4 [39.8 [39.1 [38.9 [37.4 [35.1 [31.7 [31.6 [30.5 [27.9 [-29.2
Cost (% of property value) 59 .1 49 49 47 K46 K47 K46 W46 47T -20.2
Getting Credit

Strength of legal rights index (0-10) 5.2 5.2 53 55 |55 b5 b6 .7 .7 p.7 11.0
Depth of credit information index (0-6)3.4 3.6 4.0 4.2 45 47 48 48 4.9 5.0 48.5
Public registry coverage (% of adults) 3.9 4.0 .7 6.4 [11.2 [11.7 [12.7 [14.1 15.4 |16.1 3175
Private bureau coverage (% of adults) [20.8 [26.1 [26.8 [28.7 [31.8 [36.5 [37.9 42.5 43.9 46.2 [122.1
Protecting Investors

Extent of disclosure index (0-10) 6.8 6.9 [70 71 71 |72 [7.2 [73 [7.5 9.8
Extent of director liability index (0-10) 43 4.4 45 47 49 49 1 52 B3 24.2
Ease of shareholder suits index (0-10) 5.6 5.6 5.7 5.7 5.7 58 6.0 6.0 6.0 7.8
Strength of investor protection (0-10) 55 b7 b7 58 59 6.0 6.1 6.2 6.3 12.8
Paying Taxes

Payments (number per year) 26.0 [24.6 [24.6 [20.9 |19.5 |19.4 |17.8 [17.6 [16.,5 |-36.5
Time (hours per year) 442.71443.9420.6397.1386.7/375.0[359.1[346.4/344.3  |-22.2
Total tax rate (% profit) 44.3 144.2 43.6 143.5 |41.8 140.9 140.8 140.7 |40.7 |-8.3
[Trading Across Borders

Documents to export (number) 6.1 6.0 58 |7 b7 56 |56 |5 5.5 -9.8
Time to export (days) 24.4 23.6 [22.3 [21.3 [20.8 |19.3 |19.0 [18.6 [18.3 |-24.9
Cost to export (US$ per container) 939 950 951 [1068 |1096 1111 |1151 [1236 |1256 [33.7
Documents to import (number) 8.1 (78 [73 [71 6.9 6.8 6.8 6.9 6.8 -15.7
Time to import (days) 28.0 26.9 [24.3 [23.2 [22.4 [20.8 |20.5 [20.5 20.1 |-28.3
Cost to import (US$ per container) 1105 (1095 (1042 |1186 (1213 [1229 |1278 [1373 1398 [26.5
Enforcing Contracts

Time (days) 573.5 [569.4/557.6(557.6/556.6/557.1/557.1/553.8/551.7/548.8 |-4.3
Cost (% of claim) 35.7 [35.7 |35.7 [35.7 |35.2 |35.0 [35.0 |35.0 [35.1 35.2 |14
Procedures (number) 37.4 [37.3 |37.2 [37.2 [37.1 [37.1 [37.0 [36.9 [36.8 |36.8 [-1.8
Resolving Insolvency

Time (years) 31 31 28 2.8 28 28 28 2.7 P7 26 -17.4
Recovery rate (cents on the dollar) 35.2 [36.8 |37.5 [37.8 |37.5 [37.5 [39.0 140.0 [39.7 40.8 [15.9

Source: The authors’ calculation based on “Doing Business” database.
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5. Regression Analysis: Determinants of Foreign Direct Investment in Developing
Countries

The previous sections show that there are several candidates, including doing business
indicators, as possible determinants of FDI inflows towards developing countries. The purpose
of this section is to run some regression analysis to investigate the link between FDI and
business friendliness of countries, after controlling for other factors which can also affect FDI
decisions such as macroeconomic conditions and the quality of institutions or governance.

The regression specification is:

FDI
(—) =ag +a,logGDPPC,;, + a;Inflation;; + a;Trade;,
GDP/;;
+ agnvestment;, + asCorruption;,
+ agDoing Business Indicator;, + fixed effects
+ time effects + &,

Where log GDPPC is the log of real GDP per capita; inflation is the inflation rate of consumer
price index; Trade is exports plus imports in percent of GDP; Investment is gross fixed capital
formation in percent of GDP; Corruption is the corruption index; Doing Business Indicator is
one of the doing business indicators listed in Section 4. Fixed effects and time effects are
included as well. i stands for a country and t stands for year.

The dependent variable is the ratio of net FDI inflows to GDP of a country. The definition of
FDI inflows has been given in Section 2.

All the doing business indicators listed in Section 4 are included one by one in the regression
specifications. Because of page limitations, we only included the statistically significant
indicators while reporting the regression results. The expected signs which are reported in
Table 2 are also the expected signs of the estimated coefficients of the doing business
indicators.

The income level of a country can be important for foreign investors. It can give good
information on domestic market conditions, as well as the quality of human capital. Thus, the
expected sign of the estimated coefficient is positive. However, the graphical analysis in
Section 3 does not support the existence of a strong correlation between FDI and real GDP per
capita. Despite the fact that the simple relationship looks weak, it may change when we include
it with other control variables in a regression specification. Real income is measured as the log
of real GDP per capita in constant 2005 dollars.

The macroeconomic stability of countries is expected to be a strong determinant of FDI inflows.
Foreign investors prefer politically and economically stable countries, especially for their
long-term investments. We include the inflation rate of consumer price index to capture the
impacts of macroeconomic stability. If inflation is high in any country, it means that investors
may face many uncertainties. It will be hard to figure out their future returns from long-term
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investments such as FDI. Thus, we expect that higher inflation rates deter foreign investors. In
this case, the estimated coefficient of inflation is going to be negative.

Trade openness of countries can give a good indication on how global the economy is. This is
expected to be a very significant factor in determining FDI inflows. In open economies, foreign
FDI investors can target both domestic and foreign markets. As a result, they can increase their
market size. Countries with higher trade openness tend to have more open financial markets as
well. Such reasons can make foreign investments more attractive in open economies. As a
result, we expect to see a positive and statistically significant coefficient for trade openness.
The trade openness indicator is defined as the sum of exports and imports of goods and services
measured as a share of gross domestic product.

Domestic investment activities can give a good idea about the future performance of
economies. Countries with higher investment and larger capital accumulation can grow faster.
Their infrastructure capital is also expected to be in a higher quality. As a result, it is expected
that countries with higher investment rates would be more attractive for foreign investors.
Gross fixed capital formation in percent of GDP is used to capture domestic investment
activities.

The quality of institutions is expected to impact investment decisions of foreign investors. In a
country, a higher quality of institutions and governance indicates reliability and stability. In the
analysis we use a corruption index taken from the ICRG Database to capture this concept. The
assessment of corruption refers to the political system. The corruption index ranges from 1 to 6.
High points are given to low corruption countries and low points are given to high corruption
countries. The sign of the estimated coefficient is expected to be positive.

The regression methodology is OLS for panel data. This way we can observe the changes over
time and across countries. We include fixed effects to control for country differences and time
effects to control for time differences. In the analysis we include the top 30 FDI recipient
developing countries, as identified in Section 3, for the period of 2004 and 2013.

Table 4 reports the estimated coefficients of the regression specification given above. The
estimated coefficients of the doing business indicators are reported in the last row of the table.
It should be noted again that only statistically significant indicators are included in the table
due to space limitations. The results show that two of the “starting a business” indicators have
statistically significant and negative coefficients as expected. The higher the cost of “starting a
business” and higher paid-in minimum capital to “start a business,” the lower the FDI inflows.
The economic significance of the variables is relatively low, but they are highly significant at
the 1 percent level. The results show that firms prefer countries where it is easier to start a
business.

One of the indicators for “dealing with construction permits”, the cost in percent of income per
capita, has a negative and statistically significant impact on FDI inflows, even after controlling
for other variables which can also affect FDI inflows. However, the size of the coefficient is
small. In a similar concept, the cost of “registering property” in percent of property value
determines FDI inflows in a negative and significant way. The economic impact of the
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coefficient is high. These estimation results indicate that countries with lower costs of running
a business can attract more FDI inflows into their countries.

The indicators of “protecting investors” have positive effects on FDI inflows. As expected,
foreign investors transfer funds to countries in which their rights are protected better. The
estimated coefficients of “extent of disclosure index” and “strength of investor protection
index” are equal to 0.320 and 0.651, respectively. They are also significant at the 5 percent
level. These results indicate that as these two indicators improve by 1 point, we observe 0.320
and 0.651 percentage point improvements in the FDI inflows in percent of GDP. Such high
coefficients clearly show that countries which do not sufficiently protect investors in general,
cannot be attractive for foreign investors.

One interesting result is that the estimated coefficients of the cost to export and import are
negative and statistically significant at the 10 percent level. Indeed, these are the expected
impacts of the cost of trade on FDI inflows. Foreign investors are expected to prefer countries
with lower trade costs because many of them transfer funds to foreign countries to open or run
a business which has an international dimension. The result looks interesting because the
simple correlation coefficient between the cost of trade indicators and FDI inflows were
negative as reported in Section 4. When we control for other variables which can affect FDI
inflows, including trade openness, the sign of the relationship between FDI inflows and the
cost of trade becomes negative.

Closing a business can also have an important impact on FDI inflows. The higher the recovery
rate after closing a business, the higher the FDI inflows are. Foreign investors consider
“closing a business” indicators beforehand, while making their investment decisions. Just in
case, they may want to be sure that they can recover some of the FDI funds that they invested in
foreign countries.

Many control variables are statistically significant determinants of FDI inflows. The log of
real GDP per capita has an expected positive sign and is mostly significant. It indicates that
countries with higher growth rates can attract larger amounts of FDI inflows in percent of
their GDP. Inflation has an expected negative and significant effect on FDI inflows. It means
that foreign investors do not prefer high inflation countries, most likely due to their lower
macroeconomic stability and higher uncertainty. The estimated coefficients of trade openness
have the highest significance in the group. Open economies can attract more statistically
significant FDI inflows into their countries. Similarly, gross domestic fixed capital formation
has a positive and significant impact on FDI inflows. The corruption as one indicator of an
institutional quality does not produce significant coefficients. The variable has the expected
positive effect on FDI inflows, but the coefficients are mostly insignificant. This can be due
to the fact that the variable for the level of income may already be capturing the possible
effects of the quality of institutions.
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Table 4. Determinants of FDI Inflows in Developing Countries: “Doing Business” Indicators and Control Variables

Dependent variable: FDI (% of GDP)

Doing business Starting a Protecting Resolving
Indicators business - Startinga  Dealing with  Registering  Protecting  Investors- Insolvency-
Paid-in Min. business-  Construction  Property- Investors-  Strength of Recovery
Capital (% of Cost (% of Permits- Cost Cost (% of  Extent of investor Cost to export Cost to import  rate (cents
income per  income per (% of income  property disclosure  protection (US$ per (US$ per on the
capita) capita) per capita) value) index (0-10) index (0-10)  container) container) dollar)
Constant 105.872 28.351 -518.15 -273.473 -425.156 -426.105 -447.605 -448.7 165.532
(1.386) (0.372) (-4.859)***  (-3.377)%**  (-3.901)*** (-3,95)%** (-4.170)%%%  (-4.189)***  (2.24)**
Log of real GDP 4.893 1.713 2.885 1.824 1.027 1.701 1.806 1.812 7.245
(1.651)* (1.644)*  (1.655)* (3.233)***  (3.748)*** (3.78)*** (4.048)***  (4.068)*** (2.376)***
Inflation rate -0.11 -0.037 -0.105 -0.07 -0.101 -0.093 -0.103 -0.103 -0.125
(-2.241)**  (-1.702)**  (-1.639)* (-1.705)*  (-1.843)**  (-1.825)** (-1.764)** (-1.778)** (-2.417)%**
Trade openness (% of GDP) 0.031 0.042 0.152 0.102 0.138 0.138 0.143 0.139 0.029
(1.709)* (L675)*  (5.275)***  (4.005)***  (4.65)***  (4.674)***  (4.832)***  (4.698)*** (1.716)**
Gross fixed investment (% of GDP) 0.565 0.574 0.293 0.367 0.304 0.302 0.299 0.302 0.577
(9.387)***  (9.799)*** (3.654)***  (5.585)***  (3.673)*** (3.667)***  (3.597)***  (3.654)*** (9.265)***
Corruption index 0.163 0.239 0.142 0.128 0.069 0.092 0.105 0.057 0.231
(0.249) (0.377) (0.189) (0.193) (0.09) 0.12) (0.136) (0.074) (0.351)
Doing Business Indicator -0.004 -0.018 -0.003 -0.245 0.32 0.651 -0.001 -0.001 0.1
(-2.534)***  (-4.867)*** (-3.387)***  (-1.703)*  (1.894)**  (1.84)** (-1.658)* (-1.757)** (1.753)**
Adjusted R2 0.604 0.625 0.698 0.674 0.683 0.685 0.682 0.683 0.598
Total no of observations 361 361 269 314 269 269 269 269 360
Tests for normality 1.456 1.287 1.092 1.338 1.478 1.133 1.254 0.955 1.056
Tests for heteroske. (White's test) 0.821 0.972 0.772 0.812 1.134 0.942 0.559 1.072 1.038
Tests for autocorrelation 1721 1.834 1.785 2.075 1.873 1.996 2.387 2.109 1.846

Note: The regression methodology is OLS. It covers the years 2004-2013. Only top 30 FDI recepient developing countries are included. * stands for 10 percent significance; **
stands for 5 percent significance; *** stands for 1 percent significance. For normality test, HO is "normal distribution". We fail to reject HO in each case. In White's test, HO is “no
heteroskedasticity is observed". We fail to reject in each case. In tests for autocorrelation, we reject the presence of any autocorrelation.

6. Conclusion

The findings of this paper indicate that the share of developing countries in FDI inflows has
been increasing consistently, and dropping in developed countries. Many factors can play a role
in the changing direction of funds. For example, differences in growth rates of developed and
developing countries can be a good candidate, while explaining the changing direction of FDI
inflows from developed to developing countries (developing countries are growing faster). In
addition to such factors, the importance of the investment climate of countries cannot be
ignored, especially while explaining long-term fund transfers such as FDI inflows. In this paper
“doing business” indicators are used to capture the investment climate of countries. While
these indicators are high and almost constant for developed countries, the values of the
indicators are rapidly improving in developing countries. This means that developing countries
are catching up to developed ones. The improvements are especially strong for “starting a
business”, “closing a business” and “protecting investors” indicators. As a result, it is expected
that the improvements in “doing business” indicators can be important factors in attracting
more FDI inflows towards developing countries.

The empirical results indeed show that countries with a better record of “doing business”
indicators can attract more long-term foreign investment. The improvements in “ease of doing
business” in developing countries have a statistically significant explanatory power in
determining FDI inflows, even after controlling for other factors which may affect FDI inflows.
With improving business friendliness of developing countries, their share in FDI inflows has
been increasing consistently. Given that FDI inflows are the preferred type of foreign funds due
to their longer terms, the main policy implication of the paper is that improving investment
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climates is essential to attract more FDI inflows to developing countries.
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