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1.
Introduction
Foreign direct investment (FDI) is a major driving force of globalization. Worldwide FDI stocks (in current prices) soared from US$ 700 billion in 1980 to almost US$ 15 trillion in 2008 (UNCTAD http://stats.unctad.org/fdi/). In contrast to the vagaries of international financial markets, booming FDI is widely believed to offer access to capital, technology and know-how for an increasing number of host countries – thereby providing them with better chances to integrate themselves into the new division of labour. 
Even sharp critics of financial globalization and capital account liberalization advocate opening up to FDI. According to Joseph Stiglitz (2000: 1076), “the argument for foreign direct investment … is compelling. Such investment brings with it not only resources, but technology, access to markets, and (hopefully) valuable training, an improvement in human capital. Foreign direct investment is also not as volatile – and therefore as disruptive – as the short-term flows.” Institutions such as the United Nations, which not very long ago passed extremely critical judgements on multinational enterprises (MNEs), now expect of these enterprises that they promote economic development in emerging markets and even help the fight against absolute poverty in the neediest host countries.
 The UN summit on Financing for Development in Monterrey concluded that creating the necessary conditions to facilitate FDI inflows is a central challenge for developing countries, particularly the poorest among them.
As a matter of fact, ever more countries have entered the fierce worldwide competition for FDI. UNCTAD’s account of changes in national FDI policies reveals that almost 90 percent of the measures taken by all countries in 2000-2006 were “more favourable” to FDI, e.g., by relaxing foreign ownership restrictions, abolishing sector-specific restrictions and offering incentives. During the same period, African countries implemented 238 policy changes in favour of FDI, representing 18 percent of such changes taken worldwide, while just 41 measures were “less favourable” to FDI (Figure 1).
Yet FDI continues to be concentrated in some fairly advanced and large host countries (Section 2). The competition for FDI may be global, but its distribution is in striking contrast with the notion of global production sharing via FDI. Perhaps still more surprisingly, there are few undisputed insights on which policymakers in developing host countries can rely when attempting to attract FDI – the burgeoning literature on FDI determinants notwithstanding (Section 3). Section 4 summarizes some recent studies, based on a common research strategy, in which we focus on disputed (unilateral and bilateral) policy instruments and attempt to overcome critical shortcomings in previous literature. Analyzing the determinants of FDI for a large panel of host countries, including those that have been sidelined so far, offers new insights for FDI to become a more global phenomenon. Nevertheless, we are the first to admit that this is just one step towards another set of tricky questions (Section 5).
2. How Global is FDI?

Laza Kekic (2009), Director of Country Forecasting services at the Economist Intelligence Unit, expects that, for the first time ever, emerging markets are set to attract more than half of global FDI inflows in 2009. Kekic speculates that this “distinct shift in the pattern of FDI” may indicate that “practice may be catching up to [the] theory” according to which capital should flow from capital-abundant rich countries to capital-scarce poor countries. 
However, the “distinct shift” is largely due to the financial crisis in 2008-09 and may prove short-lived as soon as mergers and acquisitions among firms based in the most advanced economies recover. All developing and transition economies taken together attracted one third of worldwide FDI flows during the three years preceding the crisis, which was slightly below their share in 1992-1994. Longer-term trends in FDI stocks clearly contradict the view of FDI being redirected from richer to poorer countries (Figure 2). During the 1980s, the share of all developing countries actually declined (from more than 40 percent to less than 30 percent). Subsequently, the small group of developed countries persistently absorbed more than two thirds of worldwide FDI stocks, even though transition countries in Central and Eastern Europe emerged as new competitors for FDI.
The distribution of FDI is heavily skewed also among developing and transition economies. The strong concentration of FDI stocks in a few large and fairly advanced developing countries persists. The 20 top performers accounted for more than 80 percent of FDI stocks in all developing countries at the beginning of the 1990s, at the turn of the century, and still in 2007. Throughout this period, the top-20 consisted mainly of host countries offering huge market potential, notably mainland China, Brazil and Indonesia, and high-income economies such as Hong Kong, Singapore and South Korea.
It is not only at the top of the pyramid that the skewed distribution of FDI among developing countries persists. Rather, the ranking of all 161 economies that UNCTAD lists under “developing economies” has hardly changed since 1990. A simple correlation exercise based on FDI stock data in 1990, 2000 and 2007 results in extremely high Spearman rank coefficients of 0.83 (1990 versus 2007) and 0.94 (2000 versus 2007). 
The above noted Monterrey Consensus mentioned the least developed countries, small island states as well as landlocked developing countries as those groups most in need for FDI help achieve national development priorities. UNCTAD has traced the development of inward FDI stocks for these and related sub-groups of developing countries over several decades. As can be seen in Table 1, their shares in worldwide FDI stocks have hardly increased from the typically extremely low starting levels in 1980. At first sight, the group of low-income countries appears to be an exception. However, the increasing share for this group is exclusively due to booming FDI in mainland China. 
3. What Previous Literature Can(not) Tell
The driving forces of FDI have received a lot of attention by economists. Nevertheless, the existing literature is not particularly useful for the large number of potential host countries that have been sidelined by MNEs in the past. This is for several reasons. Part of the literature is designed in a way that largely eschews policy relevance. Most empirical studies on location choice provide only limited insights into the effectiveness of specific policy instruments. In particular, data constraints often result in small and unrepresentative samples so that empirical findings are likely to be biased. 
Recent research focuses on the varying FDI motivations to develop the theory and estimation of general equilibrium models of MNEs.
 The distinction between horizontal and vertical FDI has been a major step in this direction. The well-known knowledge–capital model of MNEs developed by David Carr et al. (2001) integrates these two major types into a single theoretical framework: horizontal MNEs with similar production activities in their home and host countries, and vertical MNEs with segmented value chains and headquarter services in the (more advanced) home country.  
Essential elements of the knowledge–capital model include the size of home and host country markets, relative skill endowments, as well as interactions, e.g., between size and endowment differences of the host and home countries. The model also considers trade and investment costs, i.e., factors that can be shaped by economic policymakers. But the focus clearly is on “the primary long-run determinants of FDI location” (Blonigen 2005: 392), rather than the effectiveness of different policy options to stimulate FDI inflows. For instance, horizontal FDI is expected to be concentrated among countries that are relatively similar in both size and relative factor endowments.
In principle, the knowledge-capital model provides a theoretically sound foundation which could be “augmented” by more specific policy variables in order to assess the chances of a broad spectrum of host countries to attract FDI. This approach meets with several problems, however. Some of the above noted elements of the model are hard to capture in the context of a large panel of host countries.
 Especially for low-income countries, data on skill endowments are often not available for sufficiently long periods of time. In addition to data constraints, Peter Egger and Valeria Merlo (2007) argue that empirical models based on Carr et al. (2001) perform less well in panel settings.
 Therefore, the research reported in Section 4 below employs simple gravity-type models on the determinants of FDI.

Earlier cross-country studies tended to be less demanding in terms of econometrics and data. Yet reviews of this quantitatively important strand of the literature invite the conclusion that little has been achieved in providing developing countries with policy advice that could be relied upon to attract FDI. In the 1990s, Kwang Jun and Harinder Singh (1996: 70) concluded that a consensus on the major determinants of FDI has been “elusive.” Avik Chakrabarti (2001) applied Extreme Bounds Analysis to determine which coefficients of the explanatory variables used in cross-country studies on possible FDI determinants are “robust” and which are “fragile” to small changes in the conditioning information set. His results signify that, for each of the policy-related variables under consideration, “one can find a significant coefficient of the theoretically predicted sign only by selectively adding and combining explanatory variables as there is not enough independent variation in any of these variables to explain cross-country differences in FDI” (Chakrabarti 2001: 105). Purchasing power in host-country markets proved to be the only robust explanatory variable positively related with FDI inflows. 
Chakrabarti’s findings are not particularly encouraging for economic policymakers looking for effective means to attract FDI. FDI determinants such as market size, local endowment of resources sought after by MNEs, or geographical and cultural proximity to major source countries are beyond the realm of short-term policy-making, either because these factors are unalterable or because changing them is a very long process. However, pure cross-country studies are inherently flawed and not well-suited to identify effective policy instruments as the time dimension is completely missing.
 
On the other hand, earlier panel analyses typically suffer from small and unrepresentative host-country samples. The pooled cross-country and time-series model estimated by Jun and Singh (1996) covers just 31 host countries. Moreover, low-income countries are hardly represented in their sample, which renders it almost impossible to assess the chances of developing countries to attract FDI. Likewise, the panel analysis of Victor Gastanaga et al. (1998: 1310) hardly fills the gap in “research on the effects of policy variables on FDI, especially with respect to LDCs.” Their sample is also small and biased against low-income countries, accounting for just ten out of 49 sample countries.
Summarizing, it seems that two conditions have to be met for empirical studies on FDI determinants to offer relevant insights for policymakers in developing countries. First, the focus should be on variables that are amenable to policy-making, while controlling for market and endowment-related factors that tend to be stable in the short run. Second, sample selection bias must be avoided by including essentially all small and poor countries, even if many of these countries received little FDI or none at all. Howard Shatz’ (2003: 118) observation indeed provided an important starting point for the studies summarized in the following: “Nearly all research on foreign direct investment focuses on the winners, countries that have achieved at least some success in attracting FDI. This is a significant problem since policy advice is most often sought by the countries that are excluded from analysis.”
4.
New Insights from Recent Studies on Bilateral FDI
Common features of our gravity-type models
Against this backdrop, we revisited some disputed policy issues in a number of recent papers which are based on a fairly simple approach. The simplicity of the underlying gravity-type models allows us to overcome, or at least minimize, the sample selection bias that, in our view, characterizes almost all previous studies on related policy issues. 

We employ the largest possible panel of bilateral FDI relations, covering (i) old and new sources of FDI and (ii) potential host countries that failed to attract (much) FDI. By including non-OECD sources of FDI, we at least partly capture the recent surge of FDI flows from developing countries to other developing countries.
 In this way, we take into account that the driving forces of FDI from non-OECD sources may differ from those of the traditional sources of FDI. For instance, compared to US or German FDI, FDI from source countries such as Singapore and Taiwan is more concentrated in lower-wage host countries, which could imply that cost motives play a relatively prominent role (Gaute Ellingsen et al. 2006; Wan-Hsin Liu and Peter Nunnenkamp 2009).
We suspect coverage to matter even more when it comes to the host countries of FDI. As noted before, previous research often suffers from sample selection bias by focussing on host countries that attracted sufficiently high FDI to be listed in officially published statistics on FDI. To avoid such a bias and provide meaningful policy advice, our sample of host countries includes a large number of small and poor economies that received little or zero FDI inflows in the past.
 As a matter of fact, the share of zero observations is large in all analyses to follow, e.g., about 70 percent of all observations in Busse et al. (2010). Therefore, we typically apply several estimation methods, including non-linear estimations, and perform extensive robustness tests related to the treatment of zero observations. 
The studies summarized in the following have some more common features. The interpretation of results is mainly from a developing-country perspective. It is primarily for these host countries that policy instruments such as bilateral investment treaties (BITs) may compensate for less developed local institutions and may, thus, help attract FDI. The period of observation typically ranges back to the late 1970s so that the time dimension is sufficiently long. We account for possible endogeneity of (unilateral and bilateral) policy variables, typically by performing GMM estimations. 
All estimations reported below include a fairly standard set of controlling variables.
 In particular, we consider the size and growth of host-country markets as possible determinants of horizontal FDI. Standard determinants of vertical FDI include the difference in per-capita income between the source and the host country as well as openness to trade of the host country (proxied by the sum of imports and exports in percent of GDP). Economic and political stability concerns that are widely believed to discourage FDI are captured by the rate of inflation in the host country and some measure of the quality of local institutions such as institutional constraints limiting the political discretion of the executive branch.
The standard set of FDI determinants is augmented in alternative ways. We focus on unilateral and bilateral measures that are relatively easily amenable to policy-making in (potential) host countries, but whose effectiveness in stimulating FDI inflows has remained disputed. Among bilateral measures, BITs and double taxation treaties (DTTs) are addressed in the first two studies by Matthias Busse et al. (2010) and Fabian Barthel et al. (2010). Unilateral policy options with respect to labour rights and gender disparity in education are analyzed in Busse et al. (2009) as well as Busse and Nunnenkamp (2009).
Bilateral instruments: BITs and DTTs
The effectiveness of bilateral measures is often dismissed in earlier studies. Mary Hallward-Driemeier (2003) finds little evidence that BITs have stimulated bilateral FDI flows from OECD countries to developing countries. Her sample of 31 host countries is rather small, however. Jennifer Tobin and Susan Rose-Ackerman (2005; 2006) reject the view that BITs are a substitute for a favourable local business environment. Eric Neumayer and Laura Spess (2005) cover a relatively broad sample of host countries. Using aggregate FDI inflows from all sources, rather than bilateral flows, they find that developing countries which had agreed to a larger number of BITs attracted higher FDI inflows. 
Indeed, policymakers in developing countries have increasingly pinned their hopes on BITs to improve their chances in the worldwide competition for FDI. The overall number of BITs concluded worldwide has surpassed 2,500 in 2006 (Figure 3). In addition to unilateral liberalization of FDI-related regulations, host countries have committed themselves through BITs in a legally binding way to grant foreign investors various rights that reduce uncertainty with respect to entry and exit conditions, post-entry operations as well as dispute settlement. Unilateral measures are non-binding and suffer from time-inconsistency problems (Neumayer and Spess 2005). Theoretically, BITs would be superior to unilateral liberalization if attracting FDI were a one-time game. The host country could then easily renege on unilateral promises concerning the treatment of FDI once the foreign investor realized the sunk costs associated with locating in the host country. In reality, however, attracting FDI amounts to a repeated game in which the host country strives for continuous inflows of FDI from investors observing its behaviour in the past. In other words, reversing unilateral liberalization once some FDI is “locked in” would come at the cost of deterring future inflows.
Busse et al. (2010) control for unilateral capital account liberalization, which coincided with the conclusion of BITs, in order not to overestimate the effects of (ratified) BITs on FDI. The dependent FDI variable is measured as the share attracted by a specific (developing) host country in total FDI flows from a particular source country to all 83 (developing) host countries in the sample. This measure of relative attractiveness is preferred as it relates to the theoretical model of Zachary Elkins et al. (2006), according to which host countries ratify BITs to divert FDI away from competing host countries.

Major results of the fixed-effects OLS estimations are presented in Table 2. As can be seen, most of the controlling variables have expected signs and are statistically significant. For instance, FDI is clearly flowing to larger markets, ln (GDP). At the same time, we find evidence for vertical FDI, reflected in ln (DiffGDPpc). Higher economic instability, proxied by ln (Inflation), is associated with lower FDI flows, while better institutions, PolCon, are associated with higher FDI flows. 

Turning to our explanatory variable of principal interest, the coefficient of the dummy variable BIT is significantly positive at the one percent level even though we control for the existence of other bilateral and plurilateral treaties, RTA and DTT. Calculating the economic impact of BIT, the results reported in column (1) imply that, at the mean, the ratification of BITs with all source countries would raise the host country’s share in FDI flows from all source countries by almost 35 percent.
 This effect weakens only slightly when adding unilateral capital account liberalization, CapOpen, as an additional controlling variable (column 2). Furthermore, we interact the BIT variable with institutional development and capital account liberalization to check whether BITs may substitute for unilateral measures to promote FDI (columns 3 and 4). There is some evidence to this effect: We find BITs to be more effective in stimulating FDI under conditions of higher investor uncertainty due to more political discretion of the executive branch in the host country (reflected in lower values of PolCon).
We checked the robustness of these results in several respects (not shown in the table). First, we estimated non-linear (Tobit as well as Poisson Pseudo-Maximum-Likelihood) models since OLS might produce biased results due to the large number of zero observations. Independent of the choice of models, the effect of BITs always remains positive and significant at the five percent level or better. Second, we accounted for possible endogeneity of the ratification of BITs (and most of our controlling variables) by performing system GMM estimations. Arguably, investors press for better protection of their assets held abroad, resulting in reverse causation with FDI inducing the conclusion of BITs. Indeed, the coefficients of BIT are typically smaller in the GMM regressions, indicating that the fixed-effects estimations tend to overstate the impact of BITs. Nevertheless, the GMM approach corroborates that ratifying BITs leads to higher FDI inflows.

These findings suggest that policymakers have resorted to an effective means to promote FDI by concluding BITs. When replicating the estimations for sub-groups of developing host countries, BITs turn out to be effective in promoting FDI in both low-income and middle-income countries. All the same, some ambiguities remain. On the one hand, the effect of BITs diminishes considerably when excluding the group of transition countries from the sample, suggesting that overall results are driven considerably by the experience of transition countries. On the other hand, the size of the coefficient of BIT increases when we exclude the large number of zero observations for the dependent FDI variable. This may indicate that BITs help less in countries that appear to be totally unattractive (and, thus, have zero inflows).
In a closely related study, Barthel et al. (2010) put particular emphasis on the effectiveness of DTTs. The starting points are very similar to what has been said before with regard to BITs. The increase in the number of DTT resembles that of BITs, with 2,350 DTTs being in force at the end of 2007. All the same, the effectiveness of DTTs in stimulating FDI is open to question. According to Peter Egger et al. (2006: 902), “one of the most visible obstacles to cross border investment is the double taxation of foreign-earned income.” Bruce Blonigen and Ronald Davies (2005: 530) suspect, however, that “recent treaties are not geared toward the promotion of FDI but rather toward reductions in tax evasion.” Preventing “double non-taxation” (Barthel et al. 2010) in this way may even discourage FDI. 
Also similar to BITs, previous empirical evidence on the FDI effects of DTTs is highly inconclusive. On the one hand, studies using bilateral FDI data typically suffer from small and unrepresentative host-country samples. In particular, lacking or insufficient coverage of developing host countries may explain why these studies tend to find negative effects (e.g., Blonigen and Davies 2005; Egger et al. 2006). On the other hand, the results of studies using aggregate FDI data for larger samples tend to be more benign. For instance, Eric Neumayer (2007) shows that host countries that had signed a larger number of DTTs with OECD source countries attracted higher FDI stocks and flows. Note, however, that Neumayer (2007) failed to find a positive effect of DTTs on FDI in low-income developing countries.
Barthel et al. (2010) are the first to employ bilateral FDI stock data for a large and representative sample of 30 source countries and 105 host countries (including 84 developing countries), largely based on data from UNCTAD’s Data Extract Service. Except that Barthel et al. use FDI stocks and a slightly shorter list of controlling variables, their research design is similar to that of Busse et al. (2010). In a first step, they estimate a static model with pair-wise fixed effects.
 The DTT dummy turns out to be significantly positive at the one percent level. The average quantitative effect is substantial; a DTT entering into force increases bilateral FDI stocks by 27 percent. Next, the lagged dependent variable is added to the list of explanatory variables. This dynamic model reveals a similarly large long-run effect of 31 percent. Finally, a GMM estimator is applied to account for possible endogeneity of DTTs (and other explanatory variables). In this step of the analysis, the DTT dummy is replaced by the number of years of the DTT being in force. Yet DTTs still have a positive effect on bilateral FDI stocks.
From the perspective of developing host countries, it is most interesting to note that Barthel et al. (2010) clearly reveal how seriously distorted the picture on the effectiveness of bilateral arrangements might be when the estimations are based on small and unrepresentative samples. The effect of DTTs is no longer positive when replicating the above analysis for the small samples used by Blonigen and Davies (2005) as well as Egger et al. (2006). In other words, developing countries need to be sufficiently represented in the sample to identify DTTs as an effective means through which policymakers may promote FDI. This does not necessarily imply that DTTs are equally effective in various sub-groups of developing countries. Indeed, the robustness tests performed by Barthel et al. indicate that the positive effect of DTTs on FDI stocks in low-income developing countries is sensitive to the choice of the model. This is in contrast to the corresponding estimation for middle-income developing countries, and also to the results on BITs reported above.
 
Unilateral policies with regard to labour rights and gender discrimination
Very few low-income countries belong to the top 50 signatories of BITs or DTTs (in terms of the number of BITs and DTTs, respectively; UNCTAD 2006: 279). This may be partly because advanced source countries of FDI are less eager to enter into bilateral negotiations with these countries, compared to host countries offering larger markets with more purchasing power. For instance, the United States had just nine BIT partners in 2009 that the World Bank classifies as low-income countries, while 33 BIT partners belonged to the middle-income group. At the same time, low-income countries themselves may be reluctant to spend scarce administrative resources on bilateral negotiations resulting in BITs or DTTs whose promotional FDI effects are open to debate.
Against this backdrop, we address two distinct unilateral measures through which developing countries, and particularly the poorer countries among them, may have attempted to lure MNEs. Busse et al. (2009) augment the basic gravity-type model outlined above by considering the host countries’ policy with regard to labour rights, in addition to the standard controlling variables as well as BITs and unilateral capital account liberalization. Busse and Nunnenkamp (2009) augment the basic model by evaluating the FDI effects of gender discrimination in education. 

The motivation of both papers is similar. Poor and small host countries may have little to offer to attract FDI – except perhaps abundant and cheap labour. Hence, policymakers in these countries may keep labour costs in check in order to benefit from the relocation of labour-intensive production lines to lower-wage countries. Conversely, globalization critics are concerned that, by aggressively competing for FDI, policymakers in developing countries engage in a race to the bottom with respect to social standards, worker rights and gender equality.
Previous evidence is inconclusive on whether FDI, in order to reduce labour costs, goes where social standards are low, worker rights repressed and labour markets unrestricted. Violations of basic civil liberties and core labour standards appear to reduce FDI (David Kucera 2002; Philipp Harms and Heinrich Ursprung 2002; Matthias Busse 2003). On the other hand, the literature discussing specific aspects of labour market regulations finds that host countries with more flexible labour markets attract more FDI (e.g., Holger Görg 2005; Beata Javorcik and Mariana Spatareanu 2005). Similar to the above reasoning on bilateral treaties, the latter studies can hardly be relied upon when advising policymakers in developing countries. The sample of Javorcik and Spatareanu (2005) is restricted to 19 European host countries where labour market flexibility, notably the ease of dismissal, is shown to be associated with higher FDI. Likewise, the finding of Görg (2005) that stricter employment protection discourages US (manufacturing) FDI relates to a small sample of 33 host countries in which India represents the only low-income country.
By contrast, our GMM estimations are based on FDI flows to a sample of 82 low and middle-income host countries during the period 1984-2004. The explanatory variable of interest, labour rights (LabR), captures the presence and actual adherence to legal rights of workers to organize, bargain collectively and strike. It records 37 specific violations of such rights ranging from the absence of legal rights to limitations and the breach of legal obligations by governments and employers.
 Higher scores reflect stronger labour rights in the host country of FDI. The sign of LabR should be negative if repressed labour rights are associated with higher FDI inflows. The counterhypothesis applies if MNEs are under strict public scrutiny to show good corporate conduct concerning workers and, therefore, shy away from host countries with pervasive social injustice (Eric Neumayer and Indra De Soysa 2006). 

Not surprisingly, FDI proves to be strongly path dependent; most controlling variables are statistically significant with the expected sign (not shown). The labour rights variable is significantly positive in all specifications reported in Table 3. If at all possible to prevent rising labour costs by repressing worker rights and, thereby, lure MNEs, our findings clearly suggest that this effect was dominated by other factors. MNEs rather appear to prefer host countries where labour rights are respected, possibly because they are concerned about their reputation regarding corporate conduct. This result holds when additionally controlling for centralized wage bargaining in the host country (model V). Actually, we find no evidence for the widely held view that FDI is discouraged by centralized bargaining.
 Furthermore, calculating the long-run effect of an improvement in labour rights by one standard deviation results in a quantitatively relevant increase in the FDI share by almost 20 percent (in model I).
It is mainly for relatively advanced developing host countries that better labour rights enforcement is associated with higher FDI. This can be seen when separating the overall sample into low-income and middle-income countries. However, it does not even pay for low-income countries to repress labour rights, although especially this sub-group may have little to offer but cheap labour to attract FDI. 
Busse and Nunnenkamp (2009) reach similar conclusions on gender disparity as a possible determinant of developing countries’ attractiveness to FDI.
 On the one hand, gender disparity in education may stimulate FDI by offering cost advantages if it leads to lower average wages at a given level of labour productivity. On the other hand, FDI may be discouraged if foreign investors increasingly rely on local availability of skilled labour which gender disparity in education is likely to constrain. A similar trade-off has been addressed by Shatz (2003), even though he does not consider gender disparity. Shatz (2003: 188) finds that better educated workers attract more FDI, and rejects the counterhypothesis according to which FDI is undertaken “in countries with low levels of education to escape the high compensation costs with which higher levels of education and skill are associated.”
We perform Tobit estimations of the standard gravity-type model which is augmented by educational variables, including different measures of gender disparity in education (proxied by average years of schooling). The choice of this rather indirect approach of assessing the FDI effects of gender disparity is because disparity measures directly capturing wage costs, labour productivity and the qualification of the workforce by gender are unavailable or subject to serious data constraints. Kucera (2002) appears to be the only previous study that addressed gender-specific education as a determinant of FDI. He finds a positive effect of (relative) female educational attainment. However, this effect is statistically significant only when high-income host countries are included in the sample. Moreover, Kucera’s analysis is purely cross-sectional. By contrast, we perform dynamic panel estimations focusing on 77 developing host countries and covering the period 1984-2004. 
Gender gaps in education tend to be particularly wide in low-income countries, even though the gap has narrowed since 1980 (Figure 4). Our estimation results strongly suggest that further narrowing these gaps would increase FDI inflows (Table 4).
 In other words, it would be counter-productive if policymakers in developing countries entered into a race to the bottom not only by lowering corporate taxation but also by being lenient about the still widespread gender gaps in education. We cannot rule out that gender discrimination in education has a positive effect on cost-oriented FDI decisions of MNEs by keeping wages in the host country in check. However, this effect appears to be minor compared to the discouraging effect that gender discrimination has on FDI by limiting the pool of qualified local labour.
Yet, there are some indications that policy choices are less obvious precisely where gender gaps are most pronounced and FDI tends to be lowest. Most notably, the win-win situation of less gender disparity going along with more FDI is confined to middle-income countries. The insignificantly positive effect of gender disparity on FDI in low-income countries may be attributed to the prominence of specific types of FDI relying less on qualified local labour; resource-oriented FDI in the primary sector of low-income countries is a case in point. Moreover, low-income host countries may attract FDI primarily from other developing countries. Investors based there appear to care less about gender inequality in education than investors from advanced source countries (see the bottom lines of Table 4). Finally, additional estimations performed for gender disparity at different levels of education indicate that positive effects on FDI are considerably weaker at the primary level than at the secondary and tertiary level. This may involve a dilemma facing policymakers in low-income countries, where policies to narrow gender gaps would have to target primary education in the first place. All the same, even for low-income countries it would not pay, in terms of higher FDI inflows, to maintain gender gaps in education.
5.
Summary and Extensions

Our empirical contribution to the literature on the determinants of FDI departed from two observations: First, FDI is still far from being a truly global phenomenon. Many countries have failed to attract much FDI - in particular those developing countries where capital, technology transfers and know-how would be needed most urgently to take part in the international division of labour. Second, we know surprisingly little on how to improve this situation and spread the benefits FDI may bring to a larger number of host countries. A large part of empirical research on the driving forces of FDI is of limited use to policymakers in countries that have been sidelined by MNEs in the past.
Of course, we are well aware that the empirical studies summarized above are just minor contributions to help improve the chances of developing countries to integrate themselves into the international division of labour. Our modest aim was to stress two preconditions for empirical research to be of policy relevance in countries that had little success so far in the fierce worldwide competition for FDI: The list of explanatory variables must go beyond factors that are more or less unalterable for policymakers (such as natural resource endowments and the size of local markets). At the same time, analyses must not be restricted to the “winners”, i.e., host countries that have achieved at least some success in attracting FDI. Policy advice is most often sought by countries that are not even listed in many FDI statistics (Shatz 2003).
We identified a few policy instruments that appear to be effective in promoting FDI flows to developing countries – in contrast to the findings of earlier studies that were based on small and unrepresentative samples. At the same time, there are some indications that it may be harder for poorer countries to improve their attractiveness to FDI. FDI promotion through bilateral treaties appears to be less effective in low-income countries (DTTs) or in countries not having received any FDI before (BITs). Note also that DTTs and BITs involve costs for the host countries that cannot be captured in cross-country analyses. Bilateral negotiations absorb scarce administrative resources. Giving up national sovereignty could adversely affect public budgets. For instance, concluding DTTs involves tricky choices for low-income countries when FDI effects are relatively weak and losses in tax revenues loom large (considering that taxes on cross-border transactions often account for a large share of government revenues in poor countries).
As for the two unilateral measures considered here, win-win situations again are less likely for countries lagging behind in the worldwide competition for FDI. While we find no evidence that MNEs prefer low-income countries where labour rights are violated, the link between labour rights and FDI is clearly positive only for more advanced developing countries. Similarly, the win-win situation of less gender discrimination going along with more FDI is confined to developing countries with relatively high per-capita incomes.
There are various other unilateral measures that should receive more attention in policy-oriented research on FDI determinants. Empirical analyses typically control for some broadly defined institutional conditions in the host countries. The link between institutional development and FDI inflows is often shown to be positive, resulting in calls for better local governance to attract FDI. It might be more useful to focus on specific institutional aspects that appear to be particularly relevant in the context of FDI and more easily amenable to policy than general governance issues.
 The protection of intellectual property rights (IPR) provides a case in point. From simple inspection of the widely used Ginarte-Park index on IPR it appears that IPR protection is correlated positively with FDI and also with the ratio of FDI inflows to host-country imports of manufactured goods. This may indicate that stronger IPR provide incentives for MNEs to prefer FDI over exporting. It remains to be analyzed, however, if and to what extent stronger IPR would attract FDI to developing countries once other factors are appropriately controlled for.
The set of bilateral instruments may be more limited. Future research in this area should pay more attention to the contents of bilateral treaties. The proliferation of BITs and DTTs could result in diminishing returns in the sense that the mere existence of a treaty will no longer be a distinctive factor signalling the host country’s readiness to protect foreign investors (Tobin and Rose-Ackerman 2006). Hence, the future effectiveness of BITs, for example, may increasingly depend on whether the “new generation” of BITs involves more binding commitments. To capture this effect, the common, though extremely unrealistic, assumption of homogenous BITs has to be relaxed. Three aspects of heterogeneity seem to be of particular importance: (i) BITs with explicit provisions relating to the pre-establishment phase should be treated differently from those granting protection only after establishment; (ii) BITs with pervasive provisions related to performance requirements may be separated from those without such provisions; and (iii) BITs including investor-state arbitration should be distinguished from those being limited to state-to-state arbitration.
In summary, various questions on the effectiveness of specific policy instruments in attracting FDI remain to be addressed. Slightly paraphrasing the “new” UN consensus achieved in Monterrey, creating the necessary conditions to facilitate FDI flows to developing countries, particularly the poorest among them, will remain a central challenge for quite some time. Moreover, another set of tricky questions has to be resolved for FDI to help developing host countries to catch up economically and reduce poverty. Attracting FDI may well prove to be the relatively easy part, compared to creating a host-country environment in which the by now widely perceived benefits of FDI could actually be reaped. 
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Table 1 —
Share of Selected Groups of Developing Countries in Worldwide FDI Stocks (percent), 1980-2007

	
	1980
	1990
	2000
	2007

	Low-income developing countries
	2.9
	3.4
	6.2
	4.8

	Low-income developing countries, excluding China
	2.7
	2.3
	2.9
	2.7

	Least developed countries 
	0.8
	0.5
	0.7
	0.7

	Landlocked developing countries
	0.4
	0.3
	0.6
	0.7

	Small island developing states
	0.6
	0.4
	0.4
	0.3

	Structurally weak, vulnerable and small economies
	2.7
	1.8
	1.9
	1.7

	Heavily indebted poor countries
	0.8
	0.6
	0.6
	0.6


Note: Country groups according to UNCTAD definitions.
Source: UNCTAD (http://stats.unctad.org/FDI/).

Table 2 - Fixed-Effects OLS Estimation Results on the Effects of BITs on Bilateral FDI Flows

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

	Dependent variable:
	ln (FDI share), including zero observations

	BIT
	0.106***
	0.0899***
	0.226***
	0.0985***

	
	(3.37)
	(2.77)
	(4.23)
	(2.91)

	ln (GDP)
	0.193***
	0.201***
	0.193***
	0.200***

	
	(5.46)
	(5.16)
	(5.05)
	(5.14)

	ln (DiffGDPpc)
	0.00824***
	0.00884***
	0.00863***
	0.00883***

	
	(3.54)
	(3.51)
	(3.43)
	(3.51)

	Growth
	0.00114
	0.00102
	0.000882
	0.00106

	
	(1.21)
	(1.05)
	(0.91)
	(1.09)

	ln (Inflation)
	-0.00710*
	-0.00763*
	-0.00880**
	-0.00783**

	
	(-1.92)
	(-1.91)
	(-2.21)
	(-1.97)

	Openness
	0.000241
	0.000415
	0.000454
	0.000382

	
	(0.74)
	(1.20)
	(1.31)
	(1.11)

	RTA
	0.180***
	0.167**
	0.177**
	0.172**

	
	(2.68)
	(2.43)
	(2.57)
	(2.49)

	PolCon
	0.110***
	0.114***
	0.172***
	0.115***

	
	(3.19)
	(3.21)
	(4.66)
	(3.23)

	DTT
	0.105**
	0.0809*
	0.0832*
	0.0803*

	
	(2.22)
	(1.64)
	(1.68)
	(1.65)

	CommonCurrency
	0.112
	0.103
	0.115
	0.105

	
	(1.47)
	(1.36)
	(1.52)
	(1.39)

	CapOpen
	
	0.0114**
	0.0118**
	0.0157***

	
	
	(1.97)
	(2.04)
	(2.73)

	PolCon ×BIT
	
	
	-0.400***
	

	
	
	
	(-3.47)
	

	CapOpen× BIT
	
	
	
	-0.0247

	
	
	
	
	(-1.56)

	Observations
	14,077
	13,747
	13,747
	13,747

	Country pairs
	2,313
	2,313
	2,313
	2,313

	R2 (within)
	0.02
	0.02
	0.02
	0.02


Notes: t-values, reported in parentheses, are corrected for heteroskedasticity; coefficients for the year dummies are not shown; likewise, host-year and source-year effects are always included but not displayed; ***, ** and * denote significance at the 1, 5 and 10% level, respectively. 

Table 3 - GMM Estimation Results on the Effects of Labour Rights on Bilateral FDI Flows 

	Model:
	I
	II
	III
	IV
	V

	Full developing country sample
	
	
	
	
	

	 1. LabR, host country
	0.00697***
	0.00522***
	0.00405***
	0.00293**
	0.00457**

	
	(5.16)
	(4.18)
	(2.82)
	(2.19)
	(2.44)

	 2. LabR, difference host minus 
	0.00419***
	0.00379***
	0.00329***
	0.00284***
	0.00302*

	          source country
	(4.82)
	(4.59)
	(3.52)
	(3.13)
	(1.78)

	Reduced samples (with LabR, host country)
	
	
	
	

	 3.  Excluding Brazil, China, India
	0.00674***
	0.00473***
	0.00330**
	0.00295**
	0.00345*

	      and Indonesia
	(4.84)
	(3.83)
	(2.34)
	(2.35)
	(1.84)

	 4.  Middle-income host countries
	0.00623***
	0.00590***
	0.00723***
	0.00470***
	0.00932***

	
	(3.29)
	(3.19)
	(3.58)
	(2.58)
	(3.20)

	 5.  Low-income host countries
	0.00162
	0.00198*
	0.00193*
	0.00175*
	0.00436***

	
	(1.56)
	(1.94)
	(1.83)
	(1.75)
	(3.55)

	Observations
	11,745
	11,546
	10,690
	10,690
	4,181

	Country pairs
	2,287
	2,287
	2,175
	2,175
	861

	Sargan (p-value)1
	0.12
	0.15
	0.13
	0.14
	0.01

	AB 2 (p-value)2
	0.14
	0.14
	0.16
	0.16
	0.52

	Instruments
	285
	325
	352
	352
	300


Notes: 

Estimation based on one-step system-GMM estimator with robust standard errors; corresponding z-values are reported in parentheses; ***, **, * significant at 1, 5, and 10 % level, respectively. 

Models I-V differ only by the list and specification of controlling variables; coefficients of controlling variables, including the lagged dependent, are not reported, but are available on request. Host-year and source-year effects and time dummies are always included.
All test statistics refer to the estimation for the full developing country sample with LabR reported in line 1. 1 Sargan-test of overidentification. 2 Arellano-Bond-test that second-order autocorrelation in residuals is 0; first-order autocorrelation is always rejected.

Table 4 - Tobit Estimation Results on the Effects of Gender Disparity in Education on Bilateral FDI Flows 

	 Dependent variable:
	ln (FDI share)

	 Full sample
	

	 Education, all levels
	-0.0496***

	
	(0.0090)

	 Primary education
	-0.0701***

	
	(0.015)

	 Secondary education
	-0.135***

	
	(0.023)

	 Tertiary education
	-0.372***

	
	(0.090)

	 Sub-samples (education, all levels)
	

	 Middle-income countries
	-0.0655***

	
	(0.013)

	 Low-income countries
	0.00653

	
	(0.011)

	 Developed source countries 
	-0.0619***

	
	(0.010)

	 Developing source countries 
	-0.00336

	
	(0.019)


Notes: To save space, we only report the results for the variable on inequality in education. 
Marginal effects, computed at the mean; standard errors in parentheses; *** significant at 1% level; ** significant at 5% level; * significant at 10% level. 
The p‑values of the Wald χ² test for the null hypothesis that all explanatory variables equal zero are always statistically significant at the 1% level (not reported).

Figure 1 —
Changes in National FDI Policies (number "more favourable'" minus "less favourable"), 2000-2006
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Figure 2 —
Composition of Worldwide FDI Stocks, 1980-2008
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Figure 3 - Number of BITs Concluded, 1969-2005
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Figure 4 —
Gender Disparity in Schoolinga, 1980 and 2000/2005 in low, middle and high income countries
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� As The Economist (January 27th, 2000) noted, multinational enterprises were “widely denounced as big, irresponsible, monopolistic monsters” in the 1970s. By contrast, the UN stated in 2002 that FDI flows are “vital complements to national and international development efforts”, contributing “toward financing sustained economic growth over the long term” (http://www.un.org/esa/ffd/monterrey/MonterreyConsensus.pdf).


� See Bruce Blonigen (2005) for a detailed review.


� Note that the estimation results in Carr et al. (2001) are based on bilateral US FDI relations with just 36 countries. 


� Specifically, the interaction terms of the knowledge–capital model lead to multicollinearity among the regressors, which Egger and Merlo (2007) consider to be particularly harmful in the time dimension of FDI panel data.


� Gravity models appeared to lack theoretical foundation and were “not held in very high standing by most of the profession for decades” (Blonigen 2005: 393). Nevertheless, this type of model “is arguably the most widely used empirical specification of FDI” (Bruce Blonigen et al. 2007: 1309) and has proven to fit FDI data fairly well.


� The Extreme Bounds Analysis of Chakrabarti (2001) is based on data for a single year (1994).


� However, coverage of new FDI sources remains far from complete. Most notably, data are missing for Chinese FDI outflows.


� While this information is often not available from published FDI statistics, UNCTAD’s Data Extract Service offers extensive data on bilateral FDI for researchers to purchase.


� Note that we do not discuss the results for controlling variables in any detail here to save space. Detailed results are presented in the papers underlying this summary assessment and are available on request from the present author.


� At the same time, Busse et al. (2010) control for other bilateral and plurilateral treaties such as regional trade agreements and DTTs.


� See Busse et al. (2010: 18) for the details of this calculation.


� Detailed results are not shown here to save space.


� On the other hand, the effect of DTTs hardly depends on whether or not transition countries are included in the sample. This finding is also in some conflict with what Busse et al. (2010) found for BITs.


� The data were kindly made available by Layna Mosley. See Kucera (2002) as well as Layna Mosley and Saika Uno (2007) for a detailed account. For our sample of countries, LabR has a mean of 22.3 and a (within) standard deviation of 4.36, and ranges from 2.5 to 37. Controlling variables are essentially as in Busse et al. (2010), including a dummy for the existence of BITs. The dependent variable is also defined as in Busse et al. (2010). 


� Major results also hold when redefining the labour rights variable so as to reflect the difference in LabR between the host and the source country (line 2 in Table 3).


� In contrast to international trade, the vast literature on the determinants of FDI has generally been gender blind (Elissa Braunstein 2006).


� At the same time, we corroborate Shatz (2003) in that average years of schooling of both sexes together are associated with higher FDI (not shown).


� See Blonigen (2005: 390) for a similar line of reasoning with respect to institutions and FDI.
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