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INTRODUCTION

The beneficial effects of foreign trade and foreign direct investment (FDI) on
efficiency and growth are generally recognised, and there is a wide consensus that
policy should aim at reducing or eliminating hindrances to global trade and FDI
integration. Successive multilateral trade rounds, regional trade agreements and
bilateral and multilateral investment accords have reduced formal barriers to
trade and FDI. The current World Trade Organization (WTO) trade negotiations
aim at continuing this trend. However, border barriers are still significant in some
countries and industries, in particular in the form of restrictions to FDI. Moreover,
there is growing recognition that policies aimed at non-border-related objectives
may have a significant impact on the extent of trade and activities of multinational
enterprises (MNEs). Thus, unnecessarily restrictive product and labour-market
regulations can act as barriers to trade and FDI. The state of the domestic physical
infrastructure can also influence countries’ capacities to participate in the globali-
sation of economic activity.

This paper assesses the importance of certain border and non-border policy
measures for global economic integration. A number of studies have looked at
the influence of economic and/or policy factors on trade and FDI, but most of
them tended to deal mainly with geographical and structural factors or focus on
a small subset of policy variables (e.g. border variables). Building on previous
OECD work, this paper takes into account a much broader set of policy variables,
including product and labour-market regulation as well as openness to FDI and
infrastructure supply. In addition, it looks at both FDI and trade, in a framework
in which these two dimensions of global integration respond to similar structural
and policy factors. The analysis covers FDI and trade in both goods and services,
thus aiming to account for the most important channels of globalisation and
dealing with most modes of cross-border service supply.! The aim of the paper
is threefold:

e First, it describes trends in goods trade, services trade and FDI, as well as
border and non-border policies that are likely to affect them. To this end, a
large set of policy indicators constructed by the OECD is used, including
the new summary indicators for FDI-specific regulations described in Golub
(2003). Indicators of tariffs, non-tariff barriers and participation in free trade
areas are also used to gauge the stance of policy toward trade openness.?
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¢ Second, the paper estimates the impact of these policies on trade and FDI
in a framework in which trade flows and the activity of MNEs are seen to be
determined jointly and respond to the same market and policy influences.?
The empirical analysis focuses on bilateral trade and FDI patterns, includ-
ing bilateral trade in services, but also looks at the determinants of multilat-
eral inward FDI to explain the overall ability of individual OECD countries
to attract international investment.

¢ Third, using the results of the empirical analysis, the paper discusses and
quantifies the effects on global integration of policies targeted at removing
border and non-border barriers and levelling the playing field for FDI in the
OECD area. In this context, the focus is on four widely-advocated policies:
removing explicit restrictions to trade and FDI; promoting domestic compe-
tition; improving the adaptability of labour markets; and ensuring adequate
levels of infrastructure capital. It should be noted at the outset that the
results of the simulations are only suggestive of what could happen under
different policy scenarios, notably because the empirically-estimated mod-
els on which they are based are partial equilibrium, reduced-form models
that are unable to account for the general equilibrium interactions between
policy changes and trade and FDI flows. Notably, to the extent that diver-
sion effects are important, the simulation results may overestimate the
effects of policy changes on the variables of interest.

The paper is structured as follows. The next section documents recent trends
in foreign trade and internationalisation of production. The following sections,
respectively: discuss the main factors that are likely to jointly affect trade and FDI
patterns in OECD countries, focusing on the role of policy; present econometric
evidence on the impact of these factors on trade and FDI; use the results of this
analysis to perform policy simulations; and conclude. Details about empirical
results (including their sensitivity to changes in empirical specifications) and the
construction of the underlying data sets can be found in Nicoletti et al. (2003).

RECENT TRENDS IN TRADE, FDI AND THE INTERNATIONALISATION OF
PRODUCTION

Focusing on the OECD area, Figure 1 depicts stylised facts on what is com-
monly called “globalisation”. Over the past decade, both the trade intensity
(defined as the sum of exports and imports over GDP) and the foreign investment
intensity (defined as the sum of outward and inward FDI positions over GDP) have
increased significantly in the average OECD country.* The upward trend was par-
ticularly pronounced since the early 1990s for FDI and trade in goods, which
remained significantly more intense than services trade. The aim of this section is
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Figure 1. Trade and FDI patterns in the OECD
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1. Trade in goods is defined as the sum of exports and imports of goods realised between a reporting country and the
OECD area.

2. Trade in services is defined as the sum of exports and imports of services realised between a reporting country
and the world (due to the lack of OECD-specific data, services trade cannot be defined relative to the OECD area).

3. FDI stock is the sum of inward and outward positions of the average country in the OECD area.

4. FDI flows are the sum of yearly investment inflows and outflows of the average country to the OECD area.

5. Simple average of the ratios of OECD countries.

Source: OECD.

to illustrate the main cross-country and cross-industry features of these trends and
highlight some of the questions that need to be addressed to understand the eco-
nomic factors that underlie these phenomena as well as the role that policy can
play in favouring the trend towards OECD-wide integration.

Trends in FDI

Most global international investment activity goes on among OECD countries
and takes the form of ownership changes in existing enterprises (mergers and
acquisitions, privatisation), with so-called “green-field” investment playing only a
minor role (OECD, 2002).> While different forms of FDI might respond to policies
differently, the empirical analysis of the paper is based on aggregate financial FDI
data since the identification of the different forms of FDI is not possible for many
OECD countries. In 1999, the OECD accounted for around 91 per cent of world
investment outflows and 74 per cent of world inflows (UNCTAD, 2001). Over the
same period, EU countries combined were both the largest recipients and the
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largest suppliers of FDI in the OECD area, followed by the United States, Japan,
Canada and Switzerland (Figure 2).

The average share of FDI inflows in total business investment went from little
more than 3 per cent over the 1980s to almost 11 per cent in the 1990s, bringing
about a significant increase in the outward and inward positions of most OECD
countries. Given the way these data are constructed (Box 1), part of this increase
may be due to a revaluation of existing positions reflecting the sharp increase in
equity prices over the same period (OECD, 2002c). Nonetheless, the upward trend
in FDI flows points to a rising internationalisation of production over the 1990s.
FDI activity dropped sharply in recent years, but most observers attribute the
decline to transitory causes rather than to a reversal of the earlier decade-long
upward trend.®

Figure 2. Distribution of OECD FDI positions in 1998
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1. The charts are based on bilateral data. As the method used for valuing FDI positions varies across countries, the
resulting shares are undervalued for countries that report book values (e.g. the United States).

Source: OECD. ﬂ
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Box 1. Trade and FDI data

Foreign direct investment

Foreign direct investment is a category of international investment made by a
resident entity in one country (direct investor) with the objective of establishing a
lasting interest in an enterprise resident in another country (direct investment
enterprise).! This involves both the initial transaction between the two entities
and all subsequent capital transactions between them and among affiliated enter-
prises, both incorporated and unincorporated.

Conventionally, a foreign direct investment enterprise is an incorporated
enterprise in which a foreign investor owns 10 percentage or more of the ordinary
shares or voting power or an unincorporated enterprise in which a foreign investor
has equivalent ownership. Financial FDI data may be geographically biased to the
extent that MNEs use strategically-located holding companies to intermediate
their investments.

Statistics on FDI transactions and positions are based on the OECD database
developed by the Directorate for Financial, Fiscal and Enterprise Affairs (pub-
lished under the title International Direct Investment Statistics Yearbook). These statistics
are compiled according to the concepts used for balance of payments (flows) and
international investment position (stocks) statistics. Both data sets are available
for inward and outward investment with further breakdowns i) by partner country
and ii) by economic sector (according to ISIC Rev. 3 classifications).

Generally, information on inward flows and stocks and on outward flows and
stocks is available. The data set used in the empirical analysis covers 28 OECD
countries (Luxembourg and Belgium report together; data for Slovakia are not
included) over the 1980-2000 period and hence comprises 756 country-partner
pairs per year for a potential of 15 876 observations. However, some countries are
not yet able to provide complete sets of statistics and, therefore, the panel is
unbalanced.? An attempt has been made to restore some of the missing data by
using available antipodal bilateral data.

Substantial progress has been made towards the agreed international stan-
dards for FDI data compilation established by the IMF and the OECD. However,
some OECD countries still deviate from the standards in terms of, for instance, the
elements included in the disseminated data (income on equity, reinvested earn-
ings and income on debt), the treatment of indirectly-owned investment enter-
prises or, to a minor extent, definitions used to identify direct investment
enterprises resident in the reporting country. The majority of countries report
data on investment positions based on book values, but some measure the posi-
tions in market values. These issues make the cross-sectional comparability of the
data somewhat problematic.

Foreign trade

Information on international trade has been collected from three sources. Data
on trade in goods come from the OECD publication International Trade by Commodity
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Box I. Trade and FDI data (cont.)

Statistics and match the same format as the financial FDI data, i.e. 28 countries and
partners during the period 1980-2000. Information on trade in services with part-
ner disaggregation has been taken from the OECD Statistics on International Trade in
Services 1999-2000. Information is available for two years only, the data covering
20 countries and 27 partners.? Data on trade in services by sector (bilateral infor-
mation is not available) are based on the OECD Statistics on International Trade in
Services 1990-1999. These data have been so far used for descriptive purposes
only.

1. “Lasting interest” implies the existence of a long-term relationship between the direct
investor and the enterprise and a significant degree of influence by the direct investor
on the management of the direct investment enterprise.

2. For the period 1980-2000, no geographic breakdown is available for the stock data for the
Belgium-Luxembourg Economic Union, Spain, Ireland and Turkey; for outward stocks for
Hungary and Mexico; and for outflows for Greece and Mexico.

3. Balance of payments statistics on services cover cross-border supply (e.g. freight and
communications) and consumption abroad (e.g. tourism). They exclude the exchange of
services that take place through commercial presence (i.e. the activity of foreign affiliates)
and movement of individuals (i.e. temporary presence of service suppliers).

The general move towards internationalisation has been matched by an
increasing cross-country dispersion of the amount of FDI supplied and hosted rel-
ative to the size of the investor and host countries (Figure 3). By the year 2000, the
variances of the instock and outstock as ratios to GDP among OECD countries
were larger than two decades earlier, though less so for outstocks. Figure 3 also
shows that a number of host countries have relatively large instock ratios, while
outstock ratios tend to be more evenly distributed across investor countries.
Focusing on inward FDI positions, Figure 4 shows the average instock to GDP
ratios of individual countries in the 1980s and 1990s. It suggests that the largest
contribution to the increase in the cross-country dispersion of the OECD instock
was provided by Ireland, Belgium and the transition countries, in which inward
FDI surged during the 1990s.

The variance of the multilateral measures masks very different cross-country
patterns at the bilateral level. First, in 1998 (the latest year for which bilateral data
are reasonably complete) the number of host partners varied across investing
countries, ranging from below 10 for Hungary and Turkey to above 20 for many EU
countries, the United States and Canada. Second, the extent to which countries _13]
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Figure 3. Inward and outward FDI positions: trends and cross-country dispersion?
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1. The box plot shows, in each year, the median OECD value of the inward or outward stock of FDI (the horizontal line
in the box), the third and second quartiles of the cross-country distribution (the edges of each box) and the extreme

values (the two whiskers extending from the box). Dots identify outlier observations.

2. Data in parentheses are unweighted average GDP ratios.

14 Source: OECD.
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Figure 4. Inward FDI positions in OECD countries, 1980s and 1990s*
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1. Average values over the two periods. For countries where FDI position data are not available, values of bilateral
stocks reported by their OECD partners were summed up to obtain an approximate measure of multilateral FDI
stocks.

Source: OECD.

geographically specialise their FDI across a given number of partners also differs.
While many countries tend to evenly distribute their FDI across partners, some of
them (e.g. Canada, Korea, Denmark and the United Kingdom) tend to concentrate
FDI on a few host countries. Similarly, some countries (Austria, Canada, the United
Kingdom and Mexico) mostly host FDI originating from just a few countries.

The indicators depicted in Figure 5 report patterns of geographical specialisa-
tion focusing on inward (and outward) FDI from (to) the European Union, the
United States and Japan — where specialisation is defined in terms of a country
hosting (supplying) a share of FDI from an investor country (to a host country)
larger than the share hosted (supplied) by the OECD. Geographical factors are
clearly important in explaining patterns of FDI instocks (Panel A): most European
countries specialise in hosting FDI originating from EU countries; Canada, Mexico
and Ireland specialise in hosting FDI from the United States; and Pacific shore
countries specialise in hosting FDI from the United States and/or Japan. Interest-
ingly, however, the degree of geographical specialisation varies significantly both
within the same area and relative to countries located outside the area. On the
whole, the dispersion of specialisation patterns suggests that geographical factors
are important, but they cannot explain the entire variability in the data.”

© OECD 2003
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Figure 5. Patterns of geographical specialisation in inward and outward FDI*
Average 1995-1998
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1. Inward geographical specialisation is defined as the revealed tendency of a country to host a share of FDI from an
investor country (European Union, Japan, United States), which is larger than the share hosted by the OECD as a
whole. Outward geographical specialisation is defined as the revealed tendency of a country to invest a share of
FDI in a host country (European Union, Japan, United States) which is larger than the share invested by the OECD
as a whole. A country is “geographically specialised” in investing to (or in hosting from) another country if the indi-
cator is above unity. For computational details, see Annex.

2. Data for FDI from Japan are for 1991-1994.

16 Source: OECD.
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Trade developments: goods and services

As pointed out in Figure 1, both goods and services trade flows rose faster
than GDP over the past decade in the OECD area. At the same time, the intensity
of trade in services remained much lower than in goods. Underlying these OECD-
wide stylised facts are wide cross-country differences in export and import intensi-
ties and in the geographical specialisation of the exports of individual OECD
countries.

Goods trade

Figure 6 shows average intensities of goods trade within the OECD area for
individual member countries over the 1980s and the 1990s. The intensity of
exports to OECD countries (defined as the share of exports in GDP) increased in
all countries except Japan,® partly reflecting a stronger propensity of the Japanese
economy to export to non-member Asian countries over the past decade
(Panel A). The increase was particularly noticeable in Ireland and Mexico, which
almost doubled their OECD export intensity between the two periods, but signifi-
cant increases also took place in Canada and the northern European countries. It
is also known that the increase in OECD export intensities over the 1990s has
been marked for transition member countries.

The increase in trade intensities over the past two decades has probably
been matched by rising intra-firm trade related to the widening role played by
MNEs in the OECD area (OECD, 2002d). Indirect evidence of this is provided by
the rising share of intra-industry trade, especially in transition countries, which
parallels the sharp increase in FDI inflows over the same period. Direct measures
of intra-firm trade, which are available for only a few countries (notably the United
States, Japan and some Nordic countries), also point in this direction. The avail-
able data suggest that intra-firm trade among MNEs and foreign affiliates located
in high-income OECD countries mainly involved the export of final goods for sale
in local markets, reflecting horizontal-type FDI, while trade between MNEs
located in high-income countries and their affiliates in middle-income OECD
countries also involves imports of intermediate goods to be further manufactured
and sold in the country of the parent company (or other countries), reflecting vertical-
type FDI.

A cursory view at Figure 6 also suggests that both the location and the size of
the countries are important factors determining the propensity to trade. For
instance, economies that are large, such as Japan and the United States, or geo-
graphically remote relative to major OECD markets, such as Australia, have rela-
tively low trade intensities, reflecting either a wide internal market or high
transport costs. By contrast, economies that are small and well-connected to large

© OECD 2003
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Figure 6. Intensity of goods trade within the OECD area, 1980s and 1990s
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1. Exportintensity is defined as the ratio of exports to GDP.
2. Import penetration is defined as the rati of imports to domestic absorption.
Source: OECD.
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neighbouring countries, such as Belgium and the Netherlands, have high trade
intensities. However, location and size cannot fully explain the cross-country pat-
terns of export intensities, because there are small countries with low intensities,
such as Greece, and relatively remote countries with higher intensities, such as
New Zealand and Korea.

Using the same indicator as for FDI, Figure 7 shows the patterns of geographi-
cal specialisation over the 1990s in exporting to the European Union, Japan and
the United States. The relative distance of each country from the three destina-
tions seems to matter. Japan is the favourite destination of exports from Australia,
New Zealand and Korea; and the United States is the favourite destination of
exports from Canada and Mexico. Exports from European countries are more uni-
formly distributed, though still biased towards EU destinations. Clearly, as neigh-
bouring countries are often linked by free-trade agreements (such as the EU
Single Market or NAFTA), the transport cost effect underlying these patterns is
likely to act in parallel with a free-trade area effect (see below). Indeed, develop-

Figure 7. Patterns of geographical specialisation in goods exports
to the European Union, Japan and the United States?
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1. Geographical specialisation in goods trade is defined as the revealed tendency of a country to export a share of
exports of its total exports to a partner country, which is larger than the share exported to that country by the OECD
in total OECD exports. A country is “geographically specialised” when the indicator is above unity.

Source: OECD.
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ments in both European and North American countries suggest that free-trade
agreements such as the EU Single Market and NAFTA may have borne their fruits
over the 1990s.

Trade in services

Figure 8 shows the average industry structure of OECD trade in services
in 1999 as recorded in balance of payments statistics on multilateral trade, which
cover only a subset of modes of cross-border services supply (notably excluding
commercial presence and movement of individuals) (see Box 1). According to
these figures, most services trade, whether exporting or importing, relates to tour-
ism (around 30 per cent) and transport (around 25 per cent), followed by business

Figure 8. Composition of services trade in the OECD area,* 1999
OECD average?
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Transport of goods ‘ ?
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1. Service trade reported by balance of payments statistics includes only cross-border supply and consumption
abroad. Service supplied through commercial presence or movement of individuals are excluded.

2. Simple average.

3. Ratio of exports or imports in each industry to total exports or imports.

\ﬂ Sburce: OECD.
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Figure 9. Intensity of global trade in services, 1980s and 1990s
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1. Exportintensity is defined as the ratio of exports to GDP.
2. Import penetration is defined as the ratio of imports to domestic absorption.

Source: OECD.
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services (12 per cent) and financial services (6 per cent). The composition of ser-
vices trade is similar at the individual country level. In other words, a large share
of trade in services is related to international movements of people and manufac-
tured goods. Yet, the most striking feature of services trade is that both export and
import intensities are several times lower than the corresponding trade intensities
for goods in all OECD countries for which data are available, with the ratio of man-
ufacturing to services trade flows generally ranging from three to six in most coun-
tries. Even though such gaps could be narrowed once cross-border supply through
commercial presence (i.e. FDI) is taken into account, differences in the trade inten-
sities of goods and services are puzzling.

Lower services trade intensities are often related to the cost of transport,
which is, for some services, much higher than the cost of shipping manufactured
goods.? Also, the influence of geographical and structural factors, such as location
and size of the economy, on trade in services and goods may differ. Cross-country
patterns of export intensities and import penetration ratios suggest that these fac-
tors play partly the same role as for trade in goods (Figure 9). Trade is strong in rel-
atively small and well-located countries —such as Austria, Belgium, the Netherlands
and Ireland — and weak in relatively large or remote countries — such as the United
States, Japan and Australia. However, these patterns are less clear than for goods
trade and, indeed, the cross-country correlation between export intensities in
goods and services is relatively low (around 0.2), though the correlation of import
penetration ratios is higher (around 0.6). This suggests that other forces are
impinging on the openness of OECD economies to trade in services.

Twin developments in FDI and trade

The discussion of trends and patterns in FDI and trade offers prima facie evi-
dence that the two phenomena are closely linked: both increased sharply over the
past decade; both seem to be at least partly affected by factors related to dis-
tance, location and size of the economy; and in some cases trade openness seems
to go hand in hand with high FDI and foreign affiliate activity, such as in Ireland
and Belgium. Table 1 provides further evidence concerning this stylised fact at a
finer level of detail. It reports the correlations between different measures of
bilateral trade and bilateral FDI over the period 1980-2000 as well as in sub-
period averages. All correlations are positive and significant at conventional lev-
els, with particularly high coefficients between trade measures and FDI outstocks
and instocks.

Although these correlations may imply a testable hypothesis that to some
extent trade and FDI may be driven by the same set of economic factors, they
are not necessarily evidence in favour of complementarity between FDI and
trade. As discussed in the next section, at the firm or industry level the relation-
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Table 1. Bivariate correlations between bilateral trade and FDI'

Outward Outward

Outward Inward Outward Inward i .
position  investment

Bilateral FDI measures

position position investment investment (% of GDP) (% of GDP)
Bilateral trade measures
A. All available years
Manufacturing exports 0.64 0.57 0.39 0.34
(5998) (5963) (7 930) (7610)
Manufacturing imports 0.59 0.63 0.34 0.37
(5997) (5961) (7 930) (7610)
Services exports’ 0.81 0.83 0.50 0.58
(344) (347) (559) (498)
Services imports® 0.77 0.67 0.45 0.53
(344) (347) (559) (498)
Total exports 0.64 0.58 0.36 0.40
(manufacturing plus services) (344) (347) (559) (498)
Total imports 0.61 0.63 0.35 0.41
(manufacturing plus services) (344) (347) (559) (498)
B. Average 1990-2000
Manufacturing exports
(% of GDP) 0.73 0.71
(298) (321)
C. Average 1998-2000
Total exports (% of GDP) 0.61 0.57
(67) (76)

1. Number of observations in parentheses. All correlations are significant at 5 per cent levels.
2. Balance of payments definition.
Source:  OECD.

ship between FDI and manufacturing trade crucially depends on whether FDI is
aimed at accessing foreign markets or fragmenting production in stages. Aggre-
gate evidence concerning FDI and trade is, therefore, the result of conflicting
influences and may only be interpreted as suggesting that, overall, one type of
FDI dominates the other or, alternatively, that both FDI and trade are correlated
to a third variable (e.g. income). By contrast, services trade and FDI can be
expected a priori to be complementary, because establishing commercial pres-
ence abroad generally brings stronger services trade in terms of transport
(e.g. supplying goods to foreign affiliates in the distribution sector), communica-
tions (e.g. data transactions with foreign affiliates in the financial, telecommuni-
cations or tourism sectors), etc. FDI in the services sectors indeed accounted for
up to 65 per cent of total FDI flows (OECD, 2002c¢). In this connection, it is inter-
esting to note that, among the correlations in Table 1, those between FDI and
services exports and imports (which due to lack of data focus on the most recent
period) are the highest.
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POLICY AND OTHER DETERMINANTS OF TRADE AND INTERNATIONAL
INVESTMENT

Two broad sets of factors jointly affect trade and FDI: non-policy factors —
including the effects of gravity (e.g. market size and distance) and factor propor-
tions (i.e. relative endowments of different inputs) — and policy factors. The influence
of these factors (i.e. the sign of the relationship and its intensity) is not necessarily
the same across FDI and trade. In particular, it may depend on whether FDI is of
the horizontal or vertical type (Box 2). Moreover, their influence may also differ in
some cases across trade in goods and trade in services.

With an eye to the interdependency between trade and FD], this section prin-
cipally looks at key policy factors, grouping them into four categories: openness,
product-market regulation, labour-market arrangements and infrastructure.'
Some of these policy channels restrict market access by exporters and foreign
investors. For instance, non-tariff barriers and FDI restrictions raise border obsta-
cles to trade and investment. Other border and non-border policies make trade
and investment unprofitable, for instance by increasing the relative cost of foreign
versus home goods (e.g. tariffs or regulations that raise production costs) or
decreasing the net returns of MNEs when they invest abroad. Finally, policies can
also raise the overall cost of the transaction by affecting the costs of inputs that
both the exporter and importer must use in order to implement the exchange
(e.g. transport or communication services). Alternatively, policies can facilitate
trade and FDI, for example by creating areas of free trade, improving the business
environment in which exporters and MNEs operate or reducing the cost of transac-
tions through the development of the necessary infrastructure.!! This section
shows by means of newly-developed indicators that approaches often differ
across countries in each of the four policy categories and, when possible, offers
prima facie evidence that these differences may be relevant for trade and FDI.

Openness

As noted above, openness of a country to trade and FDI is assessed here in
terms of policies that create (or eliminate) border barriers for exporters or inves-
tors, measured by indicators of tariff and non-tariff barriers, statutory restrictions
to FDI and multilateral agreements that create areas of free trade among signatory
countries.

Tariff and non-tariff barriers

Figure 10 reports the evolution of average (import-weighted) most-favoured-
nation (MFN) tariff rates and import coverage of non-tariff barriers from 1988
to 1996, the latest year for which time-series data are available.!?> The conclusion
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Box 2. Trade and different types of FDI

As pointed out by recent research, the interdependence of trade and FDI
derives from the fact that the decision to export or invest abroad for producing
locally is increasingly taken by the same unit, the multinational enterprise. This is
clearest in the so-called “knowledge-capital” theory of the MNE (Markusen, 2002;
Markusen and Maskus, 2001), which builds on previous work by Dunning (1981)
and Buckley and Casson (1985). This theory notes that three types of firms exist in
each country: purely domestic firms, which have headquarters and plants that
produce only at home for local or export markets; the horizontal MNEs, which
have headquarters at home and production plants both at home and abroad that
produce the same goods; and the vertical MNEs, which fragment different stages
of production by having headquarters at home and production plants in different
foreign countries that produce different intermediate or final goods. Since the
objective of the horizontal MNEs is to access foreign markets, trading or investing
abroad are two substitute activities. They will choose one or the other depending
on their relative returns, which depend among other things on the cost of trade,
the cost of FDI and the firm-level economies of scale they can enjoy by duplicat-
ing production plants in foreign countries.* By contrast, the objective of vertical
MNEs is to take advantage of cross-country comparative advantage patterns by
locating plants in different countries in order to specialise in different stages of
production. Therefore, trade and FDI are complementary activities: vertical MNEs
will typically export components to foreign affiliates and re-export to the home (or
other) markets the goods produced abroad. Recent evidence suggests that hori-
zontal MNEs may be prevalent in the OECD area, partly reflecting the increasing
similarity in factor costs and endowments among member countries (OECD,
2002d). However, MNEs’ strategies have also been shown to vary across OECD
countries, with horizontal strategies dominating in the United States (Markusen
and Maskus, 1999) and vertical strategies dominating in Sweden (Math&, 1999)
and France (Soubaya Camatchy Ariguelou, 2002). See OECD (2002e¢) for a discus-
sion of the relationship between trade and FDI.

*  Firm-level economies of scale arise when two-plant firms have fixed costs that are less
than the double those of a single-plant firm. Firm-level economies of scale and trade
costs are crucial elements for explaining the existence of horizontal FDI, as first pointed
out by Markusen (1984).

of global and regional trade agreements (Box 3) during this period was reflected in
a decline of both non-tariff and, to a lesser extent, tariff barriers within the OECD
area. However, cross-country differences in average barriers still persist. Indeed,
using a recent data set that includes a wider set of tariffs at the bilateral level,
Figure 11 shows that in 2001 the dispersion of average (unweighted) applied tariff
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Figure 10. Manufacturing trade liberalisation in the OECD area, 1988-1996
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1. OECD calculations based on UNCTAD data. Aggregation from 2-digit level tariffs to national level using sectoral
value-added weights. See annex for details on sources and methodologies.
Source: UNCTAD, OECD.
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Box 3. Trade agreements

Almost all countries participate in one or more regional agreements, either as
regional members or by virtue of bilateral agreements between regional groups
and individual countries. In addition, there are bilateral agreements between
countries (e.g. the accord between the United States and Chile). These agree-
ments involve preferential trade provisions. However, the degree of integration
they imply varies considerably. The main agreements can be classified, in order of
increasing integration, as follows:

1. Agreements to consult and co-operate, without any binding harmonisation of poli-
cies, such as the Asia Pacific Economic Co-operation Group (APEC), signed
in 1989, or the Association of South-East Asian Nations (ASEAN), signed
in 1967 (whose members are currently planning to create a free trade area).

2. Free-trade areas, in which trade is liberalised within the group, but no com-
mon external tariff is adopted, such as the North American Free Trade
Agreement (NAFTA), signed in 1994, the European Free Trade Area (EFTA),
signed in 1960, and numerous bilateral agreements. Such arrangements
require the establishment of rules of origin for imported products. They
may cover different sets of transactions and imply different levels of inte-
gration among signatory countries. For instance, NAFTA includes both
trade and FDI provisions.

3. Customs unions, whose members agree to common external tariffs, such as
Mercado Comtn del Sur (MERCOSUR), signed in 1995, and several other
agreements in developing countries.

4. Common markets, with free movement of labour and capital, and where eco-
nomic integration transcends a customs union towards a fuller harmonisa-
tion of economic regulations, such as the 1992 European Single Market.

5. Economic unions, involving full harmonisation across a range of economic poli-
cies, a direction taken in 1998 by the European Union with the Maastricht
treaty and the single currency.

Economic theory suggests that preferential trade liberalisation can increase
welfare when it results in “trade creation” — trade that is consistent with compara-
tive advantage — or reduce welfare in the case of “trade diversion” — when trade is
diverted to less efficient partner countries. Dynamic gains resulting from scale
economies and increased competition are also important, as is the potential for
“deeper integration” amongst participating countries. On the other hand, complex
rules of origin can lead to high administrative costs and possibly corruption.
Another point of contention is whether regional blocs are “building blocks” or a
“stumbling blocks” towards multilateral liberalisation. Regional integration is, in
principle, contrary to the fundamental GATT/WTO principle of non-discrimination,
but the WTO does allow such agreements in practice as long as substantially all
trade is liberalised (art. XXIV). For more details, see OECD (2001c and 2002f),
Panagariya (1999) and Hoekman and Schiff (2002)
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Figure 11. Median and dispersion of bilateral applied tariffs
by importing countries in 2001*

(Average values in parentheses)
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1. The box plot shows, for each country, the variation in the tariffs imposed on imports from partner countries. The
median value of the tariff is depicted by the horizontal line in the box, the third and second quartiles of the cross-
country distribution by the edges of each box, and the extreme values by the two whiskers extending from the box.
Dots identify outlier observations.

2. ISIC rev. 3 two-digit industry-level tariffs were aggregated to national level using the weights of the OECD import

product mix.
3. National levels represent a simple average of ISIC rev. 3 two-digit industry-level tariffs.
28 Source: International Trade Center, Geneva and CEPII, Paris.

© OECD 2003



The Influence of Policies on Trade and Foreign Direct Investment

rates was indeed wide across OECD country pairs. This reflects tariff discrimina-
tion across trading partners, which may well contribute to explaining differences in
bilateral trade intensities among OECD countries."?

Trade agreements tend to match and accentuate the gravity forces
(see below) that affect bilateral trade among signatory countries.'* The positive
influence of free-trade areas on trade could be less pronounced for services, since
non-border barriers may be more relevant for this kind of products. Suggestive
evidence on the positive effects of regional agreements on bilateral goods trade
flows among signatory countries is provided in Figure 12, which shows the change
in geographical specialisation of exports to the European Union, the United States
and Japan over the past two decades. With a few exceptions, EU countries have
increased their specialisation towards the European Union, probably reflecting
increasing market integration under the Single Market Programme.

In addition to influencing trade openness, tariff barriers can also affect bilat-
eral FDI relationships. Vertical FDI aimed at re-importing to the home country or

Figure 12. Changes in the geographical specialisation of goods exports
to the European Union, Japan and the United States, 1990s vs. 1980s* 2
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1. Geographical specialisation in goods trade is defined as the revealed tendency of a country to export a share of
exports of its total exports to a partner country, which is larger than the share exported to that country by the OECD.
For computational details, see Annex.

2. Change in the average value of the specialisation indicator in the two sub periods. A positive change implies an
increase in geographical specialisation. Data are ranked on the European Union figures.

Source: OECD.
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E

exporting to third-party countries the final or intermediate goods produced by for-
eign affiliates can be depressed by high bilateral tariffs between the host and
investor country or between the host and third-party countries. On the other hand,
high bilateral tariffs can generate so-called “tariff-jumping” behaviour by MNEs.
Horizontal FDI that is prompted by tariff-jumping could be positively related to
the level of tariffs in the host country. The same kind of relationship could a fortiori
be expected between horizontal FDI and non-tariff barriers, since the latter often
raise absolute barriers to market access (e.g. quantitative restrictions). Therefore,
non-tariff barriers are likely to have a positive effect on FDI.

The effect of free-trade agreements on bilateral FDI transactions is more com-
plex."” By substantially lowering trade costs among signatory countries, free-trade
agreements make trade more advantageous than local production, tending to
reduce horizontal FDI flows at any given level of fixed costs. However, by enlarging
the overall size of the market in the free-trade area, these agreements also increase
the scope for reaping firm-level economies of scale through horizontal FDI.'® More-
over, the reduction in trade costs tends to increase vertical FDI flows that are aimed
at re-exporting products into the home country or into other signatory countries.
Furthermore, free-trade agreements tend to have a positive effect on horizontal FDI
flows from non-signatory countries, because they enlarge the size of the market that
they can access by producing locally at any given level of trade costs.!” In conclu-
sion, the effect of free-trade agreements on FDI flows among signatory countries is
ambiguous, while it is presumably positive on FDI flowing from non-signatory coun-
tries. These effects are empirically tested in the next section.

FDI restrictions

Although formal international agreements on FDI have been far less extensive
than on international trade, global negotiations and regional free-trade agree-
ments often cover some aspects of international investment as well (e.g. capital-
market liberalisation within the European Union and provisions on commercial
presence in the GATS), generally leading to lower barriers to FDI. Moreover, a
number of bilateral investment treaties have been signed among OECD countries,
aiming at curbing barriers to FDI. A new set of indicators of FDI restrictions was
assembled by the OECD to summarise and quantify such barriers and their evolu-
tion over time. The indicators, which are described in detail in Golub (2003), cover
mainly statutory barriers, ignoring most of the other direct or indirect obstacles
impinging on FDI, such as those related to corporate governance mechanisms
and/or hidden institutional or behavioural obstacles that discriminate against for-
eign firms.'®

According to these indicators (Figure 13), liberalisation of FDI flows has been
substantial over the past two decades in all OECD countries except the United
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Figure 13. FDlI restrictions in OECD countries,* 1980-2000
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States and to a lesser extent Japan, both of which had relatively low statutory restric-
tions to begin with.!° Despite the easing of restrictions and their generally much
lower level at the end of the 1990s, cross-country differences remain significant, with
most EU countries showing greater openness than the United States and Japan, and
a few OECD countries maintaining a relatively restrictive approach (Iceland, Canada
and Turkey). In most countries, restrictions on control of domestic firms by foreign
residents (through either ceilings on foreign-owned equity or limitations on man-
agement and business choices) dominate those related to screening procedures
(e.g. economic benefits or national interest tests).2’ On average, the bulk of restric-
tions are found in non-manufacturing industries.?' FDI inflows into manufacturing are
almost completely unrestricted, aside from economy-wide restrictions such as noti-
fication or screening requirements. Within non-manufacturing, electricity, transport
and telecommunications are the most restricted industries, followed by finance,
while the other service industries are on average relatively unrestricted.

Variable FDI restrictions across countries, industries and time are a natural
candidate for explaining the dispersion observed in bilateral FDI transactions.
These restrictions clearly raise barriers to foreign investment of MNEs and are
likely to influence their choice among different investment locations. Some evi-
dence of this is provided by Figure 14, which suggests that in very broad terms

Figure 14. Foreign affiliates and FDI restrictions in the selected industries
OECD average
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\_ Source: Golub (2003) and OECD.
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there is a weak but visible inverse relationship between the sectoral shares of
employment in foreign affiliates and the level of FDI restrictions across a number
of selected sectors.?

FDI restrictions may also be expected to influence bilateral trade much in the
same way as tariff barriers are expected to influence bilateral FDI. By increasing
the fixed costs of local production, they may make it ceteris paribus more profitable
for horizontal MNEs to access local markets through exports. However, they also
tend to decrease vertical FDI and the related export flows. Therefore, the aggre-
gate effect on goods exports is ambiguous a priori. FDI restrictions represent an
obstacle to services trade because they hinder service provision through commer-
cial presence (through the establishment of foreign affiliates) and could also affect
other modes of services trade because exports and commercial presence are com-
plementary in certain industries, such as tourism.

Currency unions

Exchange-rate variability may increase the transaction costs involved in trad-
ing goods and services and the risk premia on the returns to FDI. By eliminating
those costs and reducing investment risk, currency unions can be expected to
increase trade flows and expand FDI. Theoretical and empirical research has
shown, however, that the impact of exchange-rate variability on trade is uncertain
(for reviews, see McKenzie, 1999, and Taglioni, 2002), though recent evidence
tends to find a positive effect of currency unions (Rose, 2000). At the same time, as
suggested by Cushman (1985), the effects of reduced exchange-rate volatility on
FDI depend on whether the firm sells its output in the host country or abroad,
uses the host country or foreign inputs and finances its capital at home or
abroad.? Therefore, the effect of exchange-rate variability on FDI is ultimately an
empirical issue.

Product-market regulation

Using a summary indicator of regulatory reform that ranks regulations in seven
non-manufacturing industries from least to most restrictive of competition,
Figure 15 suggests that OECD product markets have become increasingly open to
competition over the past two decades. At the same time, the cross-country dis-
persion in regulatory approaches has increased, due to differences in initial condi-
tions and/or in the scope and pace of reforms implemented by OECD countries.
As a result, in 1998 (the last year for which cross-country regulatory data are avail-
able) regulations still differed substantially both at the economy-wide level and,
especially, at the industry-level in several non-manufacturing industries.?*

Product-market regulations can affect foreign trade and FDI in multiple and at
times conflicting ways. Here, the focus is on regulations in the exporter (investor)
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Figure 15. Regulatory reform in OECD countries,* 1980-1998
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1. The box plot shows, in each year, the median OECD value of the regulatory indicator (the horizontal line in the box),
the third and second quartiles of the cross-country distribution (the edges of each box) and the extreme values (the
two whiskers extending from the box). Dots identify outlier observations.

2. The indicator ranges from 0 (least restrictive) to 6 (most restrictive). It covers 25 OECD countries.

Source: Nicoletti and Scarpetta (2003).

country or the importer (host) country that curb market forces where competition
is viable and/or impose unnecessary costs on the firms involved in the bilateral
trade (or investment) transaction.””> Domestic regulation generally does not dis-
criminate between local and foreign firms, but it may have distorting effects on
bilateral trade and FDI flows by affecting the relative prices of different products
(e.g. tradable versus non-tradable or home versus foreign) or the relative rates of
return expected from investing in different locations.

A way in which relative prices can be affected is when the introduction of anti-
competitive regulation in one country increases its production costs, for instance
by discouraging efficiency enhancements and productivity growth. In the short
run, this tends to make the products exported by this country less competitive in
foreign markets. Conversely, cost-increasing regulation in the importer country
may tend ceteris paribus to make the products supplied by the exporter country
more competitive. With wage, price or exchange-rate rigidities, these effects may
tend to carry over to the medium to long run. Moreover, cost-increasing regula-
tions (which usually differ across industries) may also induce a reallocation of
resources in both the exporter and importer countries, affecting their respective
abilities to trade. Another way in which regulations can affect trade patterns is by
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raising barriers to entry that reduce the number of suppliers, and hence the num-
ber of different goods offered, in an export market. This may have negative reper-
cussions on intra-industry trade. Thus, strict product-market regulation in the
foreign country potentially has conflicting influences on exports from the home
country: on the one hand, it may stimulate exports through a competitiveness
effect (at least in the short run); on the other hand, it may depress exports by lim-
iting access to the foreign market.

A joint negative influence on bilateral trade can be exerted, in both the source
and destination countries, by cost-increasing or barrier-raising regulations that affect
industries in which inputs from both countries are needed to produce the traded
product. This is the case, for instance, of many traded services — such as transporta-
tion, communications and business services — in which capital and labour from both
the exporter and importer country are used to supply the service. In these situa-
tions, it is the combination of regulations in the countries involved in the transaction
that is likely to affect trade flows.?® Suggestive evidence of a negative correlation
between anti-competitive services regulation and the intensity of services trade is
provided in Figure 16, which plots the services export and import intensities of
OECD countries against a summary indicator of regulation in non-manufacturing
(which is increasing in restrictions to competition).?’

Product-market regulations can also influence FDI by raising production costs
or entry barriers, but their effect is more ambiguous:

¢ Cost-increasing regulations in the host country can deter FDI by lowering its
expected rate of return if the foreign subsidiary is used as a platform for re-
exporting final or intermediate goods back home or to other less regulated
countries (the case of the vertical MNE). However, if FDI aims at accessing
the local market (the case of the horizontal MNE), cost-increasing regula-
tions in the host country may encourage FDI because the foreign affiliate
can take advantage of the production structure of the parent firm, which
may be more efficient than in local firms if regulations in the home country
are more pro-competitive. Cost-increasing regulations in the home country
may also stimulate outward FDI by favouring the delocalisation of produc-
tion plants in countries with less costly regulations. On the other hand, the
costs implied by these regulations may cripple the ability of home-country
firms to internationalise production to the desired level.?®

¢ Similar conflicting influences can be exerted by regulations that raise entry
barriers in host countries. Such entry barriers clearly deter “greenfield” FDI
aimed at establishing new firms or creating new production plants. How-
ever, by endowing local firms with market power, they can actually encour-
age inward FDI aimed at acquiring (or merging foreign parents with) existing
local firms.
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Figure 16. Non-manufacturing regulation and trade in services, 1998
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Product market regulation?

1. The position of Austria reflects the exceptionally high share of service trade accounted for by tourism.
2. Weighted average of regulatory indicators in 12 non-manufacturing industries. 0-1 scale from least to most

restrictive of competition.

Source: Nicoletti and Scarpetta (2003) and OECD.
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Figure 17. Product market regulation and FDI, 1990-1998*

Inward FDI position (per cent of GDP) Inward FDI position (per cent of GDP)
60
/(NZL, 1999) Correlation coefficient: -0.42
50 4 t-statistic: -5.87 50
¢
$
40 (SWE-2060) 40
o g4 0
30 FY SN 92 o 30
08 g RN ?ﬂ(mg 1998)
RS ’
0 _o 62 00 o & 0 %% ® 20
00% 080 %0 0 49 <><><>Q>A/(CHE 1990)
10 $2° <><><><><> ® %y o0 6 4 RO % S 10
o (ITA, 1999) \
&0 ¢ O@O%O 73 A4 ITA<»1990 —0
¢ (ITA, )
0 1 1 QO 1 ! ! 1 0
0 0.05 0.10 0.15 0.20 0.25 0.30 0.35 0.40

Product market regulation?

1. Each point shows the combination of regulation and FDI in a given country and period. Some of these country/
period contributions are shown for illustrative purposes.

2. Product of the indicator of economy-wide regulation in 1998 and the indicator of barriers to entry in seven non-
manufacturing industries over the 1980-1998 period. 0-1 scale from least to most restrictive of competition.

Source: Nicoletti and Scarpetta (2003) and OECD.

Despite the potentially conflicting linkages between regulation and FDI, prima
facie evidence suggests that, on the whole, barriers to entry and cost-increasing
regulations in the host country, as summarised by the product of the 1998 indica-
tor of economy-wide regulation with the summary 1980-1998 indicator of barriers
to entry in seven non-manufacturing industries, are inversely related with the
intensity of inward FDI in OECD countries over the 1980-2000 period (Figure 17).

Labour-market arrangements

A wide set of policies and institutions affect the functioning of the labour mar-
ket impinging on trade or FDI transactions. In this study, the focus is restricted to
employment protection legislation (EPL), collective bargaining mechanisms and
labour income taxation, for which comparable cross-country data are available.?
The OECD (1997¢, 1999) has extensively documented cross-country differences in
labour-market policies and institutions. Both employment protection and labour
income taxation are driven by important policy objectives, but could also have
side effects on the level and geographical allocation of trade and FDI.

The main channel through which EPL and labour tax wedges can affect trade
and FDI is the influence they may have on the adaptability of labour markets and 37
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on the cost of labour.?® In the absence of offsetting mechanisms, EPL and labour
taxes can affect trade and FDI patterns for largely the same reasons as cost-
increasing product-market regulations do, i.e. by adversely affecting the relative
prices of different products, or by adversely affecting relative returns from invest-
ing in the country that has stringent EPL or high wedges.?'

However, the effects of EPL and labour income taxation on trade and FDI may
also depend on the regime of industrial relations in place in each OECD country.
Previous research has shown that some collective bargaining arrangements can
provide an effective offsetting mechanism for the costs implied by labour income
taxation and EPL. Specifically, regimes in which bargaining is done at the national
(i.e. centralised) level and with a tight co-ordination among employers and unions
operating in different industries may make it possible to shift the implicit costs of
wedges and EPL onto wages, much in the same way as may happen in decentra-
lised and uncoordinated labour markets, provided wage resistance is not encour-
aged through other arrangements (such as high income replacement rates in
unemployment benefit systems).?? Thus, to the extent that this offsetting mecha-
nism is operating, effects of EPL or tax wedges on trade and FDI should be found
mainly in situations in which bargaining is neither co-ordinated nor decentralised,
as it is found for instance in countries where negotiations are implemented at the
industry level.

The potential offsetting mechanism provided by certain bargaining institu-
tions is likely to be effective for neutralising the adverse effects of high EPL and
tax-related costs in the home country on the relative prices of tradable vs. non-
tradable goods. Its offsetting effect on the tendency of international investors to
divert investment towards locations in which risk-adjusted expected returns are
relatively low is more doubtful. This is because strict EPL is likely to affect not
only the returns expected from foreign investment (e.g. through effects on labour
costs that can be offset by bargaining institutions) but also their variability (e.g. by
influencing the capacity of foreign affiliates to respond to supply or demand
shocks), thereby increasing the risk that investors face in the host country. Since
MNESs can choose ex ante where to locate their investment, they may still tend to
move where the risk/return ratio is lowest, independent of the features of bargain-
ing institutions in potential host countries.?® Similarly, the potential for shifting the
costs implied by labour taxation onto wages may be limited in MNEs whose
highly-skilled employees and managers are likely to be more mobile across bor-
ders than their homologues in local firms.

Infrastructure

Trade and FDI may also be affected by factors that are, or have been,
closely-related to government policies regarding transportation, communica-
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tions and energy supply. Indeed, due to their public good and natural monop-
oly characteristics, some fixed network infrastructures are financed through
public investment.?* Figure 18 uses a new set of indicators to show the evolu-
tion of infrastructure endowments of OECD countries over the past two
decades. The indicators are increasing in the quality and quantity of infrastruc-
ture and summarise information about transport, communication and energy
supply infrastructure (Box 4). There have been substantial increases in infra-
structure capital over the period in all OECD countries. By the year 2000, the
Nordic countries, the United States, Canada, Australia and other small Euro-
pean countries, such as Switzerland and, to a lesser extent, Ireland had
the highest levels of infrastructure. New OECD members and transition
NScountries, such as Mexico, Turkey, Poland and to a lesser extent Hungary,
the Czech Republic and Korea, were estimated to have relatively low levels of
infrastructure.

The provision of infrastructure may affect comparative and absolute advan-
tage and, therefore, cross-country patterns of trade and FDI (Findlay, 1996). Infra-
structure is likely to be particularly important for trade in services, because the
main items traded (travel, freight, communications, banking and business ser-
vices) depend heavily on the existence of high capacity and efficient networks in

Figure 18. Infrastructure endowments?
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1. The indicator is the crossing of the quality and quantity of infrastructure in transport, telecommunications and
electricity. It increases with infrastructure endowments and is expressed relative to the 1998 level of the indicator
in the United States.

Source: OECD.
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Box 4. Infrastructure indicators

The infrastructure indicator summarises, on a 0-1 scale, the quality and quantity
of telecommunications, transport and electricity infrastructure. Items covered
include mainlines per capita, mobile phones per capita, the share of digital lines in
total lines, answer seizure ratios (e.g. the percentage of successful international
phone calls) and fault rates (e.g. the percentage of faults repaired within 24 hours) in
telecommunications; length of motorways per capita, length of paved roads per
capita and aircraft departures per capita in transport; transmission losses, generat-
ing capacity per capita and reserve margins in electricity supply. The relevant data
were drawn from the OECD, the European Conference of Ministry of Transportation,
International Energy Agency and World Bank sources. Each sectoral indicator is a
weighted average of the corresponding items. The overall infrastructure indicator is
a weighted average of the three sectoral indicators. Weights assigned to items and
sectors reflect judgements about the economic relevance of each component. A
time-series of the indicator was calculated for the 1980-2000 period.

countries that are at both ends of the transaction. Thus, the combination of infra-
structure conditions in the exporter and importer countries is likely to be relevant
for services trade, much in the same way as for product-market regulation
(see above). The availability and the quality of infrastructure may also positively
affect inward FDI because good infrastructure lowers transactions costs, facilitating
international specialisation and the location choices of footloose industries (Jones,
2000).>> However, a possible complication is that FDI in infrastructure has
increased in recent years. Thus, it is possible that countries with weaker infrastruc-
ture might attract FDI, implying a reverse relationship between FDI and infrastruc-
ture endowments.

Geographical and economic factors

As already mentioned, a number of factors unrelated to government policies
can impinge on trade and FDI. Gravity factors are mainly related to market size
and distance: the volume of transactions between two countries tends to increase
as their incomes get larger, but decreases with the distance between them due to
transport costs.?® Total and relative market sizes are also important determinants
of horizontal FDI, because the returns from such investment depend on econo-
mies of scale at the firm level (see Box 2). On the other hand, factor proportions
are important because they determine each country’s comparative advantage in
trading goods and services, and also affect the extent to which vertical FDI is
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implemented.?” In general, geographical and economic factors are expected to
affect trade and FDI in the following ways:

¢ Exports and outward FDI both tend to be positively affected by the com-
bined market size of the countries involved in the transactions, due to both
gravity effects and economies of scale.

¢ Exports and fhorizontal outward FDI also tend to be positively affected by the
size similarity of the two countries. Size similarity stimulates intra-industry
trade and favours firm-level economies of scale of horizontal MNEs, which
have multiple production plants at home and abroad producing the same
good (or service) (see Markusen, 2002).

¢ Exports tend to be negatively affected by distance and transport costs.
However, their effects on FDI are unclear because they also imply transac-
tion costs for investors, and these costs could offset any advantage that
FDI may have over trade when dealing with distant and ill-connected
countries.*®

¢ Exports tend to be stimulated by differences in factor endowments of trad-
ing partners, because these make it possible to exploit comparative advan-
tages. For broadly the same reason, dissimilarities in factor endowments
also encourage vertical FDI. Conversely, horizontal FDI is discouraged by
factor dissimilarities because they may make production of the same good
in different countries difficult.

EMPIRICAL EVIDENCE

This section presents evidence on the impact of policy and other factors on
bilateral outward FDI positions (henceforth FDI outstocks), multilateral inward FDI
positions (henceforth total FDI instocks), bilateral exports of goods and bilateral
exports of services of OECD countries. Thus, the focus is on the determinants of
exports or outward FDI from a country to its partners and the determinants of the
global attractiveness of a country for international investors. For ease of exposi-
tion, only the results from “preferred” regression specifications are reported
below (for detailed results, see Nicoletti et al., 2003). It should be noted at the out-
set that, due to limitations in data coverage, the data sets on which the results are
based vary across the dependent variables and the policies considered. FDI out-
stock and instocks as well as goods exports cover 28 OECD countries and partners
over the 1980-2000 period at the bilateral and multilateral levels. However, a long
enough time-series of total FDI instocks is only available for a smaller set of
OECD countries. Bilateral exports of services cover 20 reporting countries and
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27 partners over the 1999-2000 period. All trade and FDI variables are expressed
in dollars at 1996 purchasing power parity values.*

Approach

The estimated equations are reduced forms relating trade in goods, trade in
services and FDI outstocks to broadly the same set of factors. This is in line with
recent research that stresses the joint determination of trade and FDI transactions.*
Bilateral exports and outward FDI from the home country to the partner country
(henceforth partner for brevity) were related to i) geographic and non-policy-related
structural factors, and ii) the relative costs of trading and investing implied by poli-
cies in the home country or partner. FDI regressions focus on bilateral outstocks and
multilateral instocks; results for bilateral outflows are broadly the same.*!

Thus, the building blocks of the estimated equations are geographical and non-
policy-related structural factors including:

e Variables expressing gravity forces: total GDP (the sum of home country and part-
ner GDPs in bilateral equations) proxying for total market size; an index of
similarity of GDPs proxying for size similarity; distance (from capitals); and
transport costs (computed as the difference between CIF imports in the
partner and FOB exports by the home country).*?

e Variables expressing factor proportions: dissimilarity in capital-labour ratios; and
dissimilarity in human capital endowments (taking into account the share of
population by different education levels and average years of schooling in
each level).

e Other economic variables likely to affect trade or FDI: R&D intensity in the home
country or partner, defined as the ratio of business R&ED expenditure to
GDP; bilateral exchange rates, defined as nominal exchange rates in bilat-
eral equations and effective (import-weighted) nominal exchange rates in
total instock equations; and exchange rate variability, defined as the stan-
dard error of the monthly exchange rates.®

As in the previous section, policy factors are grouped in four categories:

e Openness: multilateral and bilateral tariffs; multilateral indicators of non-tariff
barriers; dummies for free-trade agreements (henceforth FTA); and the indi-
cator of FDI restrictions described in Golub (2003).

¢ Product-market regulation: this covers two broad areas — protection of intellec-
tual property rights (henceforth IPR) and regulations curbing competition.
The former is proxied by the Ginarte and Park (1997) cross-section indicator
of protection of IPR in 1997. Anti-competitive regulation is proxied in two
different ways. FDI and trade in goods are related to a time-series indicator
that combines barriers to entry in seven non-manufacturing industries over
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the 1980-1998 period with economy-wide regulation in 1998. Trade in ser-
vices is related to an indicator summarising barriers to entry in twelve non-
manufacturing industries in 1998.

o Labour-market arrangements: the tax wedge on labour income; an indicator of
employment protection legislation (EPL); and an indicator of the degree of
centralisation and co-ordination of the bargaining regime. The latter two
indicators are interacted to account for the possible influence of bargaining
institutions on the costs implied by EPL (see above).

o Infrastructure: the indicator of infrastructure supply in transport, telecommu-
nications and electricity.

All indicators are normalised and range from 0 to 100. The scale of all policy indica-
tors is from least to most restrictive, except for the indicator of IPR which is increas-
ing in the lack of protection. The infrastructure indicator is increasing in the quality
and quantity of infrastructure. Details on all variables and indicators used in the
regressions, including sources, definitions, methodologies, sensitivity analyses and
a description of cross-country patterns are contained in Nicoletti et al. (2003).

The empirical estimates are based on panel regressions that take into account
four different kinds of effects potentially unexplained by the above set of variables
and indicators: i) time invariant effects that are specific to each home country and
partner (e.g. institutions, data collection and reporting methods); ii) time invariant
effects that are specific to each country pair involved in bilateral transactions
(e.9. common language, cultural affinity); iii) time-varying factors common to all home
countries and partners (e.g. global demand, supply or technology shocks); and
iv) time-varying factors specific to each home country and partner (e.g. business
cycle, country-specific technology shocks).** The econometric approach takes into
account these factors either explicitly (by estimating the relevant parameters) or
implicitly (by transforming the data prior to estimation) as in Erkel-Rousse and
Mirza (2002).*> In the analysis of bilateral trade or FDI, the observations are home
country-partner pairs in each period; in the analysis of total FDI instocks observa-
tions are countries in each period. The analysis of total FDI instocks accounts for the
possibility that the adjustment of actual to desired stocks of FDI is costly and takes
time. Therefore, equations for total FDI instocks are of the dynamic partial adjust-
ment kind, with the total FDI instock in each period also depending on the realised
instock in the previous period (see Cheng and Kwan, 2000, for a similar specifica-
tion). Moreover, the estimations also account for the possibility that some of the
variables explaining FDI might be endogenous to outcomes (e.g. while the FDI
instock may depend on infrastructure conditions in the country, infrastructure condi-
tions themselves may depend on FDI in infrastructure) by using an appropriate
instrumental variables estimation approach. Finally, the total instock equations also
account for the possibility that investments in FTAs are the outcome of a two-stage
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process in which, first, the decision is made to invest in the FTA, and, second, loca-
tions within the FTA are chosen based on the relative attractiveness of member
countries.*® Estimation methods are briefly summarised in Box 5.

All the results reported below are based on full-model specifications includ-
ing both non-policy related variables and policy variables. However, the results
are generally robust to the omission of subsets of policy variables. It is important
to keep in mind that the results for the total FDI instock are based on a dynamic
specification, which is significantly different from the static bilateral one, and cov-
ers a more limited set of countries.*’

Non-policy-related structural factors impinging on trade and FDI

Table 2 reports the estimates of the basic equations that include only non-
policy-related structural factors. Four main features stand out:

 First, as expected, the coefficients of the gravity variables are correctly
signed and significant in all equations. Thus, market size, market similarity,
distance and transport costs affect in the same way FDI and exports of
goods and services.®

¢ Second, the estimated effect of market size on trade in services and FDI is
stronger than in goods trade, while the effect of transport costs (proxied by
distance in the services trade equations) is smaller. While a smaller effect of
transport costs on FDI is expected, because these should affect (indirectly)
only vertical MNEs, the smaller effect on services is surprising, because
such costs are often quoted as the reason for the lower intensity of trade in
this sector. Thus, neither gravity nor transport cost factors seem able to
explain the different trade intensities observed for goods and services.

¢ Third, the effects of differences in endowments of labour and physical or
human capital vary across FDI, trade in goods and trade in services. Differ-
ences in endowments positively affect trade in goods, as would be
expected from comparative advantage considerations. However, factor dis-
similarities negatively affect outward FDI, though a high level of human cap-
ital tends to attract inward FDI. Taken together, the findings of a positive
effect of market size similarity and a negative effect of factor dissimilarity
support the conjecture that FDI by horizontal MNEs is prevalent among
OECD countries Finally, factor dissimilarities have no statistically significant
impact on services trade. This finding may be interpreted as suggesting that
the various kinds of services respond unevenly to those differences
(e.g. while comparative advantage factors could sometimes be playing a
positive role in tourism, similarity in endowments could be needed in
financial or communication transactions).
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Box 5. Empirical methods

Regression results are obtained from single-equation estimation of reduced
forms for bilateral FDI outstocks, goods exports and service exports as well as for
total FDI instocks. To appropriately account for both the cross-section and time-
series dimensions of the data, panel data estimation methods are used.

In bilateral equations, panel data methods require controlling for unobserved
factors that are specific to each country, each partner, each country-partner pair and
each period, as well as for shocks that are common to all countries over time. How-
ever, estimating dummies for all these factors is not viable, due to an excessive loss
of degrees of freedom. Therefore, the “transformed least squares” (TLS) approach
(Erkel-Rousse and Mirza, 2002) was employed, which simplifies the equation to be
estimated while at the same time preserving the desirable properties of the rele-
vant coefficient estimates. This approach expresses all variables as deviations from
the mean investor (or exporter) or, alternatively, the mean host (or importer). Thus,
for instance, two equations for bilateral FDI outstocks are obtained: a “country”
equation, in which bilateral outstocks and all explanatory variables are expressed
as deviations from their values for the average investor; and a “partner” equation, in
which bilateral outstocks and all explanatory variables are expressed as deviations
from their values for the average host. The advantage is that in the country equa-
tions partner-specific unobserved effects (and common time trends) are accounted
for prior to estimation in a non-parametric way and only country-specific effects
have to be estimated, while in the partner equations it is the country-specific unob-
served effects (and common time trends) that are accounted for non-parametrically
and the partner-specific effects that are estimated. This reduces the number of
parameters to be estimated in each equation.* The downside is that, due to the
transformation of the data, no time-invariant partner-specific variables can be
included in the country equations and, symmetrically, no time-invariant country-
specific variables can be included in the partner equations. Finally, additional
degrees of freedom are gained by assuming that, in each of the two equations, the
incremental information provided by the unobserved country pair effect over the
“pure” country or partner effect is random and can be included in the error term.

Total instock equations are estimated using a panel data procedure that con-
trols for the possible inconsistency of estimates implied by the presence of the
lagged dependent variable and the potential endogeneity of some of the explan-
atory variables (Bond, 2002). To this end, the equations are first-differenced, the
lagged dependent variable and endogenous explanatory variables are instru-
mented by the lagged values of the variables themselves and the parameters are
estimated applying a generalised method of moments procedure (Arellano and
Bond, 1991). Serial correlation tests and Sargan tests for over-identifying restric-
tions were performed to ensure that the regression specifications reported in the
main text were supported by the data.

* To check the robustness of regression results to this transformation, each equation was
also estimated using a standard fixed effects regression, including all unobserved effects
save the country-partner pair effects.

]
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Table 2. Non-policy-related structural factors impinging on trade and FDI

Export of: FDI
Dependent variable (In)
Goods Services Outstock Total instock
Bilateral TLS! Bilateral TLS!' Bilateral TLS! .
e Multilateral
Specification dynamic IV2
Country Partner Country Partner Country Partner
Total GDP? 1.284 0.78 1.926 1.677 1.928 1.903 0.135
[14.95]** [9.19]** [11.49]** [13.66]** [4.89]** [5.37]** [2.02]*
Size similarity 0.627 0.38 0.948 0.694 1.436 1.247
[11.89]** [7.47]** [9.70]** [9.22]** [7.50]** [7.22]**
Factor dissimilarity 0.084 0.046 0.386 0.032 —-0.199 -0.43
[2.64]** [1.50] [1.41] [0.30] [3.18]** [7.05]**
Human capital dissimilarity 0.415 0.338 -0.177 0.66 -2.122 -2.153
[2.63]** [2.51]* [0.29] [1.19] [9.43]** [10.28]**
Human capital endowment 1.873
[4.38]**
Transport costs -0.813 -0.792 -0.722 —-0.506
[18.02]** [18.64]** [5.95]** [3.86]**
Distance -1.106 -1.126 —-0.843 —-0.762
[27.74]** [30.63]** [10.47]** [10.34]**
R&D intensity 0.107 0.36
[3.79]** [5.42]**
Bilateral exchange rate -0.583 -0.237 0.637 —-0.701
[11.14]** [4.40]** [3.78]** [4.34]**
Effective exchange rate 0.005
[4.70]**
Exchange rate variability* -0.003 —-0.002
[1.94] [1.65]
Lagged dependent variable 0.688
[17.11]**
Constant 1.92 0.96 —-0.60 -0.10 -2.13 -1.06 0.00
[9.58]** [5.92]** [4.94]** [0.98] [4.31]** [2.76]** [0.34]
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Table 2. Non-policy-related structural factors impinging on trade and FDI (cont.)
Export of: FDI
Dependent variable (In)
Goods Services Outstock Total instock
Bilateral TLS' Bilateral TLS' Bilateral TLS' .
. Multilateral
Specification dynamic IV?
Country Partner Country Partner Country Partner
Notes: 28 countries and partners 17 countries, 26 partners 28 countries and partners 19 countries
Period 1980-2000 1999-2000 1980-2000 1980-2000
Observations® 7780 7768 540 534 4521 4517 174
R-squared® n.a. n.a. n.a. n.a. 0.72 0.65 n.a.
Country effects Yes Implicit Yes Implicit Yes Implicit Yes
Partner effects Implicit Yes Implicit Yes Implicit Yes
Common time trend Implicit Implicit Implicit Implicit Implicit Implicit
Country-specific trend Yes Implicit n.a. n.a. Yes Implicit
Partner-specific trend Implicit Yes n.a. n.a. Implicit Yes
Bilateral effect Random Random Random Random Fixed Fixed
Sargan test’ 224 (340)
Autocorrelation in first-
differenced residuals
First-order® -3.940
Second-order® -2.160

Absolute value of t or z-statistics in brackets. * significant at 5% level; ** significant at 1% level; n.a. = not applicable.

1.

PNV A WN

Equations estimated using the Transformed Least Squares (TLS) approach (Erkel-Rousse and Mirza, 2002). "Country" indicates the use of data expressed as devi-
ations from the mean host that allows for estimation of investor-specific variables, "partner" indicates the use of data expressed as deviations from the mean inves-
tor that allows for estimation of host-specific variables.

The dynamic panel specification was estimated using the Arellano and Bond (1991) generalized method of moments estimator.

Defined as domestic absorption in the total instock regressions.

Coefficients multiplied by 100.

Samples are adjusted for outliers based on the Welsch distance cut-off (Chaterjee and Hadi, 1988).

The R-squared is reported only in fixed effects regressions.

The Sargan statistic tests the null hypothesis that all moment conditions are satisfied. The statistic is X?>-distributed with degrees of freedom in parenthesis.
These tests check the assumption that residuals are serially uncorrelated. This assumption implies that their first differences follow an MA(1) process having non-
zero first-order correlation but no higher-order correlation. Reported statistics, both distributed N(0,1), test the null hypothesis of zero first-order and second-
order autocorrelation, respectively.

Source: OECD.
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e Fourth, the sizeable coefficient estimate for the lagged FDI instock in the
dynamic total instock regressions suggests that there is a high persistence
present in the data, with FDI flowing to countries that already have rela-
tively high bilateral instocks. This phenomenon may reflect the presence of
“agglomeration effects”, whereby FDI is attracted to locations in which
important investments by home country MNEs have already been made
(see, for related evidence, Barrell and Pain, 1998 and 1999).%

RED intensity in the home and partner countries and the level and volatility of
bilateral and effective exchange rates have the expected influence on trade and FDI.
R&ED in the home country is a common proxy for product differentiation, which posi-
tively affects intra-industry trade. At the same time, the overall level of R&ED expendi-
ture in the host country increases its attractiveness for total inward FDI. For given
relative prices (whose effect is captured by relative factor endowments and, in later
regressions, by the product and labour-market regulation variables), an exchange rate
appreciation curbs the competitiveness of home country exports of goods, as pointed
out by the negative and significant estimates of its coefficient in bilateral export equa-
tions. However, it has two opposing effects on FDI. On the one hand, it reflects a pure
valuation effect, with the USS value of assets held by the home country in the host
country decreasing; on the other hand, it reflects an asset effect, increasing the attrac-
tiveness of investment in the host country, as its assets become cheaper for foreign-
ers. The results are ambiguous. The estimated effects change sign across bilateral FDI
specifications, though the valuation effect seems to prevail in most regressions
(see Nicoletti et al, 2003). At the multilateral level (as captured by the dynamic total
instock regressions), the asset effect seems to prevail, perhaps due to composition
effects.”® The effects of exchange rate variability are discussed below.

The direct and indirect influence of policies

Table 3 reports the results of regressions that include policy variables. The
reported specifications generally include all of them. However, some policy vari-
ables are sometimes omitted when the inclusion of all variables would imply
either significant changes in country coverage (such as in the total instock equa-
tions) or excessive multicollinearity (such as in the cross-section services trade
regressions). Most of the variables are expressed in ratios, but country or partner-
specific policy variables in trade equations are expressed in level terms in line
with trade literature (e.g. Helpman and Krugman, 1995) To highlight similarities
and differences in the way policies may influence trade in goods, trade in services
and bilateral or multilateral FD], it is useful to look at the estimated effects of each
policy across the different measures of trade and FDI. Therefore, the effects of
each of the four sets of policies covered in this paper are analysed in turn under
the usual headings.
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Openness

FDI restrictions by the partner are estimated to have a significant negative
impact on bilateral FDI outstocks (Table 3, Panel A). For instance, the semi-elastic-
ity estimates imply that such barriers could be depressing FDI outstocks by
between 10 and 80 per cent, depending on the restriction considered (see
Table 4).°' FDI restrictions are also found to significantly depress the inward posi-
tion of a host country in the dynamic total instock regressions, which are based on
a smaller set of OECD countries. However, this effect appears to be sensitive to
changes in the country coverage, probably due to a relative lack of variability of
restrictions across subsets of OECD countries, and to the inclusion of additional
policy variables in the regression, reflecting the close correlation between FDI and
product-market liberalisation over the sample period.

Similarly, border barriers directly affect trade in goods (Table 3, Panel B). Applied
bilateral tariff rates have a significant negative effect on exports, with the estimated
elasticities implying around 1 per cent increase in exports as tariffs decline by
1 percentage point. Moreover, the estimates suggest that a decrease by 1 percentage
point of the import coverage of (multilateral) non-tariff barriers in the partner may also
increase bilateral exports of the home country by around 1 per cent. These results
should be interpreted with caution because, due to data limitations, both the tariff
and non-tariff measures are not fully appropriate: applied bilateral tariffs are available
for only one recent year, and cover therefore only the cross-section dimension, while
the available non-tariff measures are multilateral, and therefore do not accurately
account for the influence of border barriers on bilateral trade.>?

Table 3 also reports estimates of the potential cross-effects of border barriers
on trade and FDI. To this end, tariff and non-tariff barriers were included in the FDI
equations (to test for the tariff- jumping hypothesis) and, conversely, FDI restrictions
were included in the trade equations. Estimation results for bilateral FDI outstocks
and, especially, total instock equations provide some evidence that FDI may be
aimed at bypassing non-tariff barriers, which often establish limits to market access
(e.g. quotas), rather than tariff barriers, which generally add to the cost of trade with-
out necessarily foreclosing exports. Indeed, tariff barriers appear to have a negative
effect on FDI outstocks, perhaps reflecting their discouraging effect on the intra-firm
trade related to vertical FDI. Some evidence of cross-effects is also found in services
trade equations, with FDI restrictions negatively affecting trade in some regressions,
perhaps reflecting the complementarity between commercial presence and con-
sumption abroad or cross-border supply for some services (e.g. tourism). Cross
effects are not found for exports of goods, suggesting that goods trade is not fre-
quently resorted to as a means of bypassing FDI restrictions.

As regards FTAs, the empirical analysis considered the impact of different sit-
uations of the home and partner countries: i) the two countries belong to any FTA;
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Table 3.a. The influence of policies on foreign trade and investment

FDI
Dependent variable (In)
Outstock Total instock
Bilateral TLS!
Specification Multilateral Dynamic IV?
Country Partner
Total GDP? 3.342 1.328 0.283 0.389 0.363
[8.39]** [3.78]** [3.76]** [5.01]** [4.56]**
Size similarity 2.187 0.968
[11.43]** [5.64]**
Factor dissimilarity -0.059 -0.794
[0.63] [6.90]**
Human capital dissimilarity -0.844 -1.383
[3.57]** [6.08]**
Human capital endowment 1.248 0.658 1.219
[2.83]** [1.42] [2.67]**
Transport costs -0.662 -0.743
[5.39]** [6.14]**
R&D intensity 0.323 0.403 0.485
[4.93]** [5.71]** [6.66]**
Bilateral exchange rate 0.283 -0.97
[1.61] [5.70]**
Effective exchange rate 0.004 0.003 0.004
[4.15]** [3.33]** [3.70]**
Exchange rate variability* 0.024 —0.0001 —0.008 —-0.008 —-0.011
[5.45]** [1.23] [1.33] [1.47] [1.80]
Lagged dependent variable 0.626 0.558 0519
[15.19]** [12.42]** [10.98]**
Free trade area 0.366 0.482
[5.22]** [5.84]**
FDI restrictions -0.019 -0.007 —-0.002 0.006
[3.06]** [2.62]** 10.50] [1.58]
Bilateral tariff barriers -0.1 —-0.059
[6.08]** [4.07]**
Non-tariff barriers 0.011 0.112 0.143 0.166
[1.89] [3.55]** [4.44]** [4.89]**
Employment protection ratio’ -0.032 -0.053 -0.007 -0.007
[2.62]** [5.37]** [2.91]** [2.46]*
Labour tax wedge ratio® -0.925 -2.297 —-0.005 —-0.008
[9.20]** [11.65]** [1.10] [1.75]
Regulation ratio’ —-0.142 0.1 —-0.006 -0.010
[8.25]** [6.11]** [1.53] [2.53]*
Infrastructure 0.008 0.013 0.006
[2.12]* [2.92]** [1.35]
Constant -0.87 -3.29 -0.008 -0.007 0.009
[1.75] [7.97]** [1.07] 10.88] [1.04]

X
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Table 3.a. The influence of policies on foreign trade and investment (cont.)

FDI
Dependent variable (In)
Outstock Total instock
Bilateral TLS'
Specification Multilateral Dynamic IV?
Country Partner
Notes: 28 countries and partners 16 countries 14 countries 10 countries
Period 1980-2000 1980-2000
Observations’ 3792 3601 169 163 134
R-squared® 0.71 0.72 n.a. n.a. n.a.
Sargan test’ 223 (340) 205 (693) 151 (338)
Autocorrelation in first-
differenced residuals
First-order® -3.45 -3.30 -3.30
Second-order® -1.93 -1.94 -1.73

Absolute value of t or z-statistics in brackets. * significant at 5% level; ** significant at 1% level.

n.a. = not applicable.

Country, partner, bilateral and time effects as in Table 2.

Notes 1-8 as in Table 2.

9. The ratio increases as employment protection, regulation or the labour tax wedge become more restrictive in the
host country.

Source:  OECD.

ii) the partner belongs to any FTA; iii) the two countries belong to the same FTA;
iv) the two countries belong to the EU, NAFTA or EFTA; and v) the partner (but not
the home country) belongs to the EU, NAFTA or EFTA. Only results concerning the
latter three situations and, for services trade regressions, membership in the EU
or NAFTA are reported, since the dummies for membership of both countries or
the partner in any FTA were insignificant in most cases. The analysis of situations
iv) and v) omitted policy variables unrelated to openness to avoid multicollinear-
ity problems, but the results are broadly unchanged in specifications including all
policy variables. The three main findings were:

1. Membership in the same FTA increases both exports of goods and FDI out-
stocks (Table 3);

2. Bilateral exports of goods and outward FDI to partners belonging to a differ-
ent FTA tend to increase only when the partner is a EU country (Table 5);

3. The effect of FTA membership on exports of services is insignificant. In
particular, close integration under the Single Market Programme does not
appear to have boosted services trade among EU countries (Table 5).

Thus, FTAs that eliminate border barriers appear to be unsuccessful in raising
services trade, perhaps because the latter is often impeded by non-border barriers.
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Table 3.b. The influence of policies on foreign trade and investment

Export of
Dependent variable (In)
Goods Services
Bilateral TLS' Bilateral TLS! Bilateral TLS! Bilateral TLS'
Specification
Country Partner Country Partner Country Partner Partner
Total GDP 1.006 0.747 1.759 1.614 1.569 1.464 1.623
[11.15]** [8.77]** [29.53]** [31.88]** [27.51]** [27.22]** [11.31]**
Size similarity 0.539 0.44 0.897 0.676 0.803 0.571 0.659
[9.52]** [8.19]** [13.31]** [11.94]** [13.41]** [9.97]** [7.80]**
Factor dissimilarity 0.153 0.112 0.26 0.193 0.137 0.198 0.099
[3.87]** [2.72]** [1.93] [1.67] [0.97] [1.36] [0.92]
Human capital dissimilarity 0.54 0.46 —-0.788 —-0.852 -0.415 0.31 0.729
[2.80]** [2.69]** [2.24]* [2.21]* [1.08] [0.70] [1.25]
Distance -0.972 -0.991 -0.928 —-0.806 -0.895 —-0.795 -0.751
[18.18]** [20.63]** [19.44]** [18.81]** [23.42]** [19.36]** [7.43]**
Transport costs -0.71 —-0.683
[11.37]** [11.75]**
R&D intensity 0.208
[7.89]**
Bilateral exchange rate —-0.489 -0.285
[8.33]** [5.53]**
Free trade area 0.109 0.134 -0.02
[4.77]** [4.96]** [0.07]
FDI restrictions -0.039 -0.399
[0.84] [3.03]**
Bilateral tariff barriers -0.137 -0.145
[3.69]** [4.08]**
Non-tariff barriers -0.08
[4.23]**
Country or partner-specific policy variables
Regulation -0.253 -0.118
[3.85]** [2.06]*
Labour tax wedge -0.399 0.194 -0.608 -0.726
[5.54]** [2.94]** [3.83]** [4.70]**
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Table 3.b. The influence of policies on foreign trade and investment (cont.)

Export of
Dependent variable (In)
Goods Services
Bilateral TLS' Bilateral TLS' Bilateral TLS' Bilateral TLS'
Specification
Country Partner Country Partner Country Partner Partner
Employment protection -0.011 -0.022
[4.85]** [8.10]**
With high-level corporatism 0.002 0.001 0.034 0.01
[1.85] [0.92] [4.34]** [1.86]
With mid-level corporatism -0.003 -0.002 -0.011 —-0.003
[2.52]* [1.43] [1.47] [0.32]
With low-level corporatism 0.001 —-0.001
[0.60] [0.80]
Combined country/partner policy variables
Regulation” -0.258 -0.241 -0.236 —-0.258
[2.57]* [2.26]* [2.18]* [2.18]*
Transport infrastructure”’ 0.212 0.365
[2.39]* [5.70]**
Constant 1.50 1.21 -0.63 -0.06 -0.53 0.09 -0.11
[6.20]** [6.98]** [10.39]** [1.57] [11.02]** [1.88] [1.06]
Notes: 28 countries and partners 17 countries and 26 partners
Period 1980-2000 1999-2000
Observations® 6107 6119 480 477 435 432 519
R-squared® n.a. n.a. 0.79 0.76 0.79 0.76 n.a.

Absolute value of t-statistics in brackets. * significant at 5% level; ** significant at 1% level; n.a. = not applicable.
Country, partner, bilateral and time effects as in Table 2.

Notes 1, 5 and 6 as in Table 2.

7. Product of indicators in home and host countries.

Source:  OECD.
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Table 4.  FDI positions: the hypothetical effect of removing FDI restrictions'
Average across countries

Per cent change in inward FDI position

Removal of foreign equity ceilings 77.9
Removal of approval and national interest tests 21.2
Easing of nationality requirements on management? 10.1

1. The simulations are based on coefficients estimated in panel regressions of bilateral outward FDI positions on non-
policy factors (distance, transport costs, market size, similarity in size and factor endowments, and other country
and time-specific effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free
trade areas, and product and labour market arrangements). The regressions cover bilateral FDI relationships
between 28 OECD countries over the 1980-2000 period.

2. From majority of domestic managers to only one or more domestic managers.

Source:  OECD.

Moreover, FTAs appear to benefit principally goods trade among their members, but
have little impact on trade with third-party countries (independent of their mem-
bership in another FTA), except when trading with a EU member. While FTAs also
benefit FDI among their members, FDI outstocks are stimulated as well when the
partner belongs to the European Union, though this effect is only weakly significant.
In other words, the European Union appears to be more attractive for third-party
FDI and exports than other FTAs, such as NAFTA. This may be related to lower aver-
age tariffs, closer integration (i.e. a custom union versus a free-trade area) in the Sin-
gle Market and/or the different role played by rules of origin in the two areas.”

Exchange rate variability can be interpreted as capturing the effect of eco-
nomic unions to the extent that these generally require stable exchange rate
arrangements or a single currency. In most regressions, a reduction of both bilat-
eral and multilateral exchange rate volatility tends to increase FDI in the host
country. Though this effect is not significant at conventional levels in the regres-
sions reported in Tables 3 and 5, it is significant in other bilateral and multilateral
specifications of the FDI outstock and outflow equations (see Nicoletti et al., 2003).
In some specifications, however, the sign is reversed, suggesting a positive rela-
tionship between exchange rate volatility and FDI, and no effects of volatility
could be found on goods or services exports (the variable was therefore omitted
from the preferred bilateral trade specifications reported in the tables). Whether
currency unions stimulate economic integration among their members remains,
therefore, a largely unresolved empirical issue.

Product-market regulation

Product-market regulations that curb competition are estimated to have a
negative and significant effect on both trade and FDI (Table 3). However, the
results suggest that they do so in different ways for FDI, trade in goods and trade
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in services. What is relevant for bilateral FDI outstocks is the ratio of the regulatory
indicators in the host and home countries. As regulation in the host country
becomes more restrictive than regulation in the home country, outstocks of the
latter decrease. This is confirmed by the significantly negative impact of anti-
competitive regulations in the host country (relative to the OECD average) on its
total FDI instock.’ Put simply, the net effect of regulations that curb competition is
to make the host country less attractive for international investors located in coun-
tries where regulations are less restrictive. No robust effect of the lack of intellec-
tual property rights protection in the host country could be found on FDI
outstocks, perhaps due to the crude proxy used to test for this potential effect of
policies, which varies only in the cross-section dimension.”> Hence, this variable
was omitted from the preferred specifications reported in Table 3.

Conversely, what is most relevant for bilateral exports of goods is the level of
regulation in the home country, which increases production costs, curbing the
competitiveness of exports, distorts relative prices and possibly reduces also
opportunities for intra-industry trade by narrowing product variety. To a lesser
extent, regulations in the partner countries also tend to depress exports, suggest-
ing that their effect on market access dominates the possible stimulating effect on
the competitiveness of foreign versus home goods.

Finally, estimation results point to an identical effect of regulations in the
home and the partner country on bilateral services exports. In other words, statis-
tical tests suggest that it is the product of the regulatory indicators in the two coun-
tries that has a negative and significant effect on services trade. This probably
reflects the need for using efficiently inputs in both countries to produce many of
the services that are traded (e.g. travel, freight, tourism, communication, banking).
Moreover, regulation is estimated to have a stronger impact on services trade, as
measured by the size of the estimated coefficient, than on both goods trade and
FDI. The fact that anti-competitive regulations are generally more widespread in
services, that these regulations combine in both the exporter and importer coun-
tries to lower service exports and that their combined impact is stronger than in
goods trade, could contribute to explain not only cross-country patterns of services
trade but also observed differences in trade intensities of goods and services.

Labour-market arrangements

The tax wedge on labour income appears to influence FDI in much the same
way as anti-competitive regulation. What appears to be relevant for bilateral FDI
outstocks is the ratio between wedges in the partner and the home country: the
higher this ratio, the lower the outstock of FDI from the home country to the part-
ner. This latter result is only partially confirmed by the dynamic total instock esti-
mates, in which the wedge is estimated to have a negative, but weakly significant,
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Table 5. The influence of free-trade agreements

FDI Exports of
Dependent variable (In)
Outstock Goods Services
Bilateral TLS' Bilateral TLS! Bilateral TLS'
Specification
Country Partner Country Partner Country Partner
Total GDP 1.89 1.918 1.33 0.662 1.999 1.692
[4.86]** [5.42]** [[14.59]** [7.741** [ [14.57]**  [18.21]**
Size similarity 1.414 1.255 0.702 0.369 0.981 0.71
[7.51]** [7.25]** [[12.94]** [6.98]** [[12.20]** [9.57]**
Factor dissimilarity -0.176 —-0.395 0.164 0.12 0.444 0.259
[2.79]** [6.41]** [4.36]** [3.27]** [1.60] [2.78]**
Human capital dissimilarity -1.906 -1.934 0.216 0.093 -0.152 0.571
[8.56]** [9.34]** [1.26] [0.62] [0.23] [0.98]
Transport costs -0.693 -0.479 -0.749 -0.72
[5.75]** [3.74]1** | [13.74]**  [14.16]**
Distance —-1.042 -1.058 -0.844 -0.73
[20.97]**  [22.14]** [7.44]** [6.84]**
R&D intensity 0.119
[4.12]**
Bilateral exchange rate 0.711 -0.718 —-0.58 -0.346
[4.26]** [4.471** [[10.20]** [6.39]**
Exchange rate variability* -0.003 -0.002
[1.50] [1.26]
FDI restrictions -0.107 —-0.139
[2.33]* [1.00]
Bilateral tariff barriers -0.097 -0.105
[2.31]* [2.69]**
Non-tariff barriers -0.074
[3.78]**
Infrastructure 0.355 0.381
[1.59] [3.19]**
European Union 0.529 0.808 0.058 0.163 0.194 0.26
[7.73]** [3.89]** [1.85] [3.34]** [0.83] [0.74]
NAFTA 1.578 1.754 0.485 0.495 -0.367 -0.508
[7.37]** [7.69]** [2.43]* [3.58]** [1.21] [1.54]
EFTA 0.466 0.5 0.183 0.239
[2.53]* [1.49] [3.12]** [3.12]**
Partner in:
European Union 0.376 0.144
[1.79] [3.16]**
NAFTA -0.048 0.033
[0.27] [0.64]
EFTA 0.264 0.027
[0.98] [0.46]
Constant -2.21 -0.85 2.08 0.82 -0.70 —-0.09
[4.53]** [2.05]* [9.94]** [4.76]** [4.65]** [1.31]

E3
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Table 5. The influence of free-trade agreements (cont.)

FDI Exports of
Dependent variable (In)
Outstock Goods Services
Bilateral TLS' Bilateral TLS' Bilateral TLS'

Specification

Country Partner Country Partner Country Partner
Notes: 28 countries and partners | 28 countries and partners 17 countries and

26 partners

Period 1980-2000 1980-2000 1999-2000
Observations’ 4521 4517 6958 6 945 525 519
R-squared® 0.73 0.66 n.a. n.a. n.a. n.a.

Absolute value of t or z-statistics in brackets. * significant at 5% level; ** significant at 1% level; n.a. = not applicable.
Country, partner, bilateral and time effects as in Table 2.

For notes 1, 4, 5 and 6: see Table 2.

Source:  OECD.

impact on the ability of the host country to attract OECD-wide FDI. As with prod-
uct-market regulation, bilateral exports of goods are significantly depressed by a
high tax wedge in the home country, suggesting that its impact on production costs
is not fully offset by wages. In this case, however, a symmetric (though weaker)
reverse effect is found for a high tax wedge in the partner, which ceteris paribus
raises the competitiveness of the home country exports. Finally, high tax wedges
in both the home country and the partner are estimated to have depressing
effects on bilateral service exports, confirming that traded services may use labour
inputs in both countries involved in the transaction.”®

Results for EPL are similar but more nuanced, because some of them depend
on the bargaining regime in place in the home country and the partner. The effect
of EPL on bilateral FDI outstocks and total FDI instocks mirrors that of anti-com-
petitive regulations and wedges: host countries in which EPL is stricter than in
their investing partners tend to attract significantly less FDI. Here, the bargaining
regime plays no moderating role, perhaps due to the influence of EPL regimes on
the risk-adjusted returns to foreign investment or differential information costs for
domestic and foreign investors (see above). On the other hand, strict EPL in the
home country depresses goods exports by increasing production costs, thus curb-
ing the competitiveness of exported goods, and distorting relative prices, but only
in countries where industry-level bargaining (labelled “mid-level corporatism” in
Table 3) discourages the shift of those costs to wages. At the same time, no effect
of strict EPL in the partner is found, independent of the level of corporatism.
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Finally, in services trade strict EPL in the home country and the partner both have
a negative effect on exports, further confirming the pattern already observed for
regulation and wedges. However, this effect vanishes in highly corporatist home
countries.

Infrastructure

Table 3 looks only at the influence of infrastructure provision on FDI and
trade in services, because the role of infrastructure for trade in goods is indirectly
captured by transport costs and, therefore, is not modelled explicitly.”” Even
though the coefficient estimated for infrastructure has the expected sign, the esti-
mation results provide little evidence that the quality and quantity of infrastruc-
ture in the partner, as captured by the indicator described in the previous section,
significantly affects bilateral patterns of FDI . Therefore, this variable was omitted
from the “preferred” specifications reported in Table 3. The lack of any definite
result for this variable may also be related to its potential endogeneity to FDI
(see above). Indeed, total instock regressions, which control for endogeneity
through instrumental variable estimation, suggest that infrastructure tends to
improve the overall attractiveness of a host country for international investors,
though this result is sensitive to changes in country coverage.’® Moreover, trans-
port infrastructure is estimated to have a sizeable and significant positive effect
on trade in services. Here, infrastructure in both the country and partner is rele-
vant for trade and, therefore, transport infrastructure is defined as the product of
the indicator values in the two countries.>® The results suggest that the elasticity of
bilateral service exports with respect to transport infrastructure provides a signifi-
cant offset to the negative effect of distance. Poor or inefficient infrastructure is
therefore a supplementary explanation of both cross-country services trade pat-
terns and the relatively low trade intensity observed in the service sector.

Summing up

Empirical results broadly support the influences expected from both non-pol-
icy related and policy factors on trade and FDI. The main insights are the following:

¢ Gravity forces affect trade and FDI in the same way. However, the effect of
market size and transport costs on FDI and trade in services is, respectively,
stronger and weaker than in goods trade. Thus, economic and geographic
considerations alone are unable to explain the significant difference in the
intensity of trade in goods and services.

¢ Border barriers have a direct depressing effect on both trade and FDI, but
there is also evidence that MNEs may be able to bypass non-tariff barriers,
which limit the access of exporters to local markets, by increasing the activ-
ity of their foreign affiliates in these markets. Conversely, no such bypass
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seems to occur for tariff barriers, which raise the cost of trade for both
exporters and vertical MNEs.

Participation in a FTA enhances trade and FDI amongst its members, but
the only FTA that appears to have benefited also from an increase in trade
and FDI from third parties is the European Union, perhaps due to its closer
degree of integration. Moreover, FTAs do not appear to have affected posi-
tively services trade among their members, which might be due to limited
coverage of the agreements and remaining non-border barriers.

e There is some evidence that the supply of high quality infrastructure
enhances the overall appeal of a host country with respect to inward FDI.
Moreover, good infrastructure conditions in both the home country and
partner have a powerful positive effect on services exports.

Anti-competitive regulations curb FDI and trade, with a particularly strong
negative effect on services trade, which is sensitive to regulatory conditions
in both the home country and the partner.

High tax wedges on labour income and strict EPL also curb FDI and trade,
but the effect of EPL on trade depends on the bargaining regime. Again,
services trade is particularly sensitive to conditions in both the home coun-
try and the partner.

Taken together, the results for services trade suggest that poor or inefficient
infrastructure, lack of competitive pressures and adverse labour-market
arrangements in trading partners could contribute to explain the low ser-
vices trade intensities relative to goods trade observed in many OECD
countries.

HOW DO POLICIES SHAPE TRADE AND FDI PATTERNS?

The impact of policies on trade and FDI is significant, but how much of the
observed differences in bilateral trade and FDI transactions among OECD coun-
tries can actually be explained by differences in policies? What are the policies
that play the largest role in explaining such differences? What would be the effect
of changing policies on trade and FDI? Bearing in mind the illustrative nature of
any policy simulation based on regression results, empirical estimates can be
used to provide tentative answers to these questions.®® Specifically, this section
quantifies i) the relative contributions of policies and other factors to the
observed deviations of exports (of goods and services) and FDI from OECD aver-
ages; and ii) the long-run impact on total FDI instocks and export flows of changes
in policies that affect border barriers, labour taxation and product-market regula-
tion. It is important to notice that the quantitative effects highlighted in the policy
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simulations depend on the specification of the estimated models as well as on the
configuration of policies and the distribution of FDI stocks and trade flows in the
baseline scenario. This is particularly the case for simulations concerning domestic
regulatory policies in product and labour markets. Finally, given the specification
of some of the policy variables, which entail a comparison between policies of the
home country and the partner, diversion effects are not taken into account. To the
extent that these effects are important, the simulation results may overestimate
the effects of policy changes on the variables of interest.

Accounting for cross-country patterns of trade and FDI

Figures 19-21 show the contributions of policies to the deviation (in logarithms)
of total FDI instocks, services exports and goods exports in each country from the
OECD average over the 1990s. The figures also show how much of these deviations
is explained on average by non-policy-related factors — including gravity forces, fac-
tor endowments and all effects that are not accounted for by the policy and non-
policy-related variables in the regressions (i.e. the country and partner-specific fixed
effects and the bilateral effects) —and the unexplained regression residual.®' The
decompositions shown in the figures are based on the results of the bilateral equa-
tions averaged over the estimation period and investor countries (for FDI instocks)
or importer countries (for exports of goods and services). The precise specifications
on which the simulations are based are reported in the figures.

Policies influence bilateral FDI positions across member countries almost as
much as all other (“non-policy”) factors taken together (Figure 19).%2 The most impor-
tant policy effects come from labour-market arrangements and openness factors. A
more detailed analysis shows that the labour tax wedge is the most influential compo-
nent of these arrangements, with EPL playing a lesser role. Anti-competitive product-
market regulations explain a smaller part of the deviations of FDI instocks from the
OECD average. However, these policy influences play different roles in different coun-
tries. For instance, while labour-market arrangements have a relatively positive influ-
ence on FDI instocks in English-speaking countries, Japan and Portugal, they tend to
depress them in other European countries. Similarly, while in most European coun-
tries and the United States openness factors play a positive role, comparatively
restrictive border measures depress FDI instocks relative to the OECD average in
Canada, Australia and, to a lesser extent, Japan. The contribution of product-market
regulation is significant for countries having either a relatively liberal approach (the
United States, the United Kingdom, Australia, New Zealand, Canada and Sweden),
where it pushes up relative FDI instocks, or a relatively restrictive approach (continen-
tal European countries), where it pulls down relative FDI instocks.

Policies also play an important (though smaller) role in explaining why ser-
vices exports are above or below the OECD average (Figure 20). In this case, the
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Figure 19. Policies and inward FDI positions?!
Contributions to explaining the deviations from OECD average, 1980-20002
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1. Other border barriers contains the contribution of tariff and non-tariff barriers of membership in a free-trade area.
Labour market contains the contributions of the relative indicator of the tax wedge on labour income and of the rel-
ative indicator of employment protection legislation. Product market contains the contribution of the relative level of
barriers to entry. Other include the contribution of the structural variables and dummy variables.

2. The contributions are based on coefficients estimated in panel regressions of bilateral outward FDI positions on
non-policy factors (distance, transport costs, market size, similarity in size and other country and time-specific
effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free trade areas, and
product and labour market arrangements). The regressions cover bilateral FDI relationships between 28 OECD
countries over the 1980-2000 period.

3. Average is computed on countries included in the sample.

Source: OECD.
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Figure 20. Policies and services exports?

Contributions to explaining the deviations from OECD average, 1999-20002
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1. Product market contains the contribution of the level of barriers to entry. Other include the contribution of the
structural variables and dummy variables. Residual contains the unexplained part of the variation.

2. The contributions are based on coefficients estimated in panel regressions of bilateral outward FDI positions on
non-policy factors (distance, transport costs, market size, similarity in size and other country and time-specific
effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free trade areas, and
product and labour market arrangements). The regressions cover bilateral FDI relationships between 28 OECD
countries over the 1980-2000 period.

3. Average is computed on countries included in the sample.

Source: OECD.
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Figure 21. Policies and goods exports?
Contributions to explaining the deviations from OECD average, 1980-20002
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1. Openness contains the contributions of bilateral tariffs of membership in a free-trade area. Labour market contains
the contributions of the relative indicator of the tax wedge on labour income and of the relative indicator of employ-
ment protection legislation. Product market contains the contribution of the relative level of barriers to entry. Other
includes the contribution of the structural variables and dummy variables. Residual contains the unexplained part
of the variation.

2. The contributions are based on coefficients estimated in panel regressions of bilateral outward FDI positions on
non-policy factors (distance, transport costs, market size, similarity in size and other country and time-specific
effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free trade areas, and
product and labour market arrangements). The regressions cover bilateral FDI relationships between 28 OECD
countries over the 1980-2000 period.

3. Average is computed on countries included in the sample.

Source: OECD.
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contribution of other factors is inflated by unexplained regression residuals, which
are larger than for FDI. The contribution of policies to explaining services trade is
more evenly distributed than for FDI among product-market regulation, the tax
wedge, and infrastructure provision though the latter tends to predominate. The
tax wedge favours services exports relative to the OECD average particularly in
Australia, Japan, Portugal, the United Kingdom and the United States, while it
penalises them in France, Austria, Finland, Denmark and, especially, Sweden.
Having comparatively liberal product markets in services industries enhances ser-
vices exports relative to the OECD average in the United Kingdom, Australia, Sweden,
Finland and the United States, while relatively restrictive markets curb them in
Canada, Greece, Portugal and Austria. Finally, relatively poor transport infrastruc-
ture endowments depress services exports in Japan and Italy, while its effect is
either positive or close to zero in other countries.

Policies can explain only a relatively small part of the cross-country variance in
goods exports (Figure 21). Most of this variance is explained by geographical and
other non-policy-related factors (such as market size and distance from major OECD
markets). The main policy influences come from bilateral openness (e.g. the border
barriers faced by the exporter country when trading with its partners) and labour-
market arrangements, while product-market regulations generally play a lesser role.
Exports of EU countries are pushed up relative to the OECD average by bilateral
openness with trading partners, which are mainly within the Single Market, while
non-EU countries suffer from a relative lack of bilateral openness with respect to
their EU trade partners. A closer look at the impact of policies in each country sug-
gests that, in many cases, offsetting effects are at work. For instance, Australia, New
Zealand, the United States, Canada and Japan are penalised by a relative lack of
bilateral openness, but relatively liberal labour and/or product-market policies help
to offset this negative bilateral openness. Conversely, while goods exports in Euro-
pean countries are stimulated by gravity factors, they are negatively affected by a
relatively restrictive policy stance in labour and product markets. The only countries
in which all policy factors depress goods exports relative to the OECD average are
Switzerland and, to a lesser extent, Norway.

The impact of removing impediments to trade and FDI

The lifting of border and non-border barriers to trade and investment figures
significantly on both national and international policy agendas (see, for instance,
World Bank, 2002, 2003; and OECD, 2001d, 2003). To quantify the likely impact of
such policy changes, the preferred equations described above have been used to
simulate the following hypothetical policy scenarios:

e Policies aimed at lifting border barriers. These include i) the OECD-wide align-
ment of FDI restrictions and multilateral non-tariff barriers on those of the
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least restrictive OECD country; ii) the alignment of bilateral tariff rates on
those of the least restrictive trading partner or the least restrictive country
pair; and iii) the accession to the European Union by the Czech Republic,
Hungary and Poland;

o Domestic competition-oriented policies in product markets that result in an alignment of
product-market regulations on those of the least restrictive OECD country;

o Domestic labour tax reforms that result in the alignment of the labour tax wedge
on that of the OECD country with the lowest wedge.

Policies and FDI

Figure 22 (Panel A) shows the effect of bringing FDI restrictions in all OECD
countries down to the level of restrictions in the United Kingdom, the least restric-
tive country according to the indicator described in Golub (2003). This move would
require country-specific reforms that differ in content and scope depending on the
patterns of FDI restrictions in place, but typically they would imply lifting screening
requirements and restrictions on foreign shareholdings, and substantially reducing
other restrictions (e.g. on the nationality of management, board composition and
movement of people). The effects of such reforms on FDI instocks depend on how
restrictive each country was before the policy move. Relatively restrictive countries
could increase their total FDI instock by between 40 and 80 per cent, but even in
countries that are estimated to be already relatively liberal the gains could amount
to around 20 per cent of their initial instock.®®> Overall, such policy reforms could
increase OECD-wide instocks by almost 20 per cent.

Reducing anti-competitive product-market regulations is also likely to
increase significantly FDI instocks (Figure 22, Panel B). If all OECD countries were
to reduce the level of their product-market regulations to that in the United
Kingdom (the least restrictive country), OECD-wide instocks would increase by
over 10 per cent relative to the initial instock. Since bilateral FDI outstocks are
estimated to depend on the relative stringency of regulation in the home and host
countries, relatively restrictive host countries — such as Greece, Italy and France —
that host FDI from relatively liberal countries could increase their FDI instocks by
as much as 60 to 80 per cent through regulatory reform. Conversely, countries that
are relatively liberal would see the relative attractiveness of their product markets
either unchanged (such as in the United States, New Zealand and Sweden) or
even reduced (such as in the United Kingdom and Australia).

Policies and trade

Figure 23 looks at the effects of three different policies — reducing tariff and
non-tariff barriers (panel A), liberalising product markets and reducing the tax
wedge on labour income (panel B) —on country-specific and OECD-wide goods
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Figure 22. Policies and inward FDI positions: the scope for further integration?

A. Lifting FDI restrictions?
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B. Easing product market regulations?
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1. The simulations are based on coefficients estimated in panel regressions of bilateral outward FDI positions on non-
policy factors (distance, transport costs, market size, similarity in size and factor endowments, and other country
and time-specific effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free
trade areas, and product and labour market arrangements). The regressions cover bilateral FDI relationships
between 28 OECD countries over the 1980-2000 period.

Source: OECD.
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Figure 23. Change in goods exports from reducing tariff and non-tariff barriers,
product-market regulation and the tax wedge on labour income!

A. Effect of reducing tariff and non-tariff barriers?

Il Non-tariff barriers [ Tariff scenario 1 [ Tariff scenario 2
Percentage change in exports relative to their 1998 value Percentage change in exports relative to their 1998 value
20 20
15 . n . 15
10 - - 10

CENED FLSLLELLS S S ESHIL LD & Q
S EEEFFIEFSEF LSS LR F S T
?“?}\OQ; © < /\/Q/oe,bQ\O{_\'\\QzQ, F NV F o I
& 4 > & N
XN N\ & <
O
B. Effect of easing product market regulation and reducing tax wedges®
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1. The simulations are based on coefficients estimated in panel regressions of bilateral outward FDI positions on non-
policy factors (distance, transport costs, market size, similarity in size and factor endowments, and other country
and time-specific effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free
trade areas, and product and labour market arrangements). The regressions cover bilateral FDI relationships
between 28 OECD countries over the 1980-2000 period.

2. Tariff scenario 1: bilateral tariffs are reduced to the least restrictive average bilateral tariff in the OECD (0.057%
in 2001). Tariff scenario 2: for each country bilateral tariffs are reduced to the least restrictive average tariff it faces
when trading with its OECD partners in 2001. Non-tariff scenario: the import coverage of multilateral non-tariff bar-
riers is aligned in all countries to that of the least restrictive country in 1996 (Iceland). For Iceland, simulations can-
not be presented as this country is present in the sample only as a partner.

3. The simulation shows the effects of an easing of regulations in all countries to the level of the least restrictive coun-
try and a decrease in tax wedges to the level of the lowest wedge country in 2000 (Australia).

Source: OECD.
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exports. Countries are ordered according to the cumulative gains obtained by
implementing these policies. For bilateral tariffs, two scenarios are simulated: the
decrease of tariffs to meet the lowest tariff among each country’s trading partners;
and the equalisation of all tariffs at the level of the lowest bilateral tariff observed
in the OECD area. Consistent with regression results (see above), the liberalisa-
tion and labour tax reduction scenario take into account the cumulative effects on
exports of policy changes in both the exporter and importer countries.

The increase in the level of total exports within the OECD area ranges from 6 to
20 per cent, depending on the policy package implemented. Unsurprisingly, the
largest and most widespread gains are obtained by setting all bilateral tariffs to
their minimum OECD level (close to zero), but significant large gains are also
obtained when the import coverage of non-tariff barriers is reduced to the level
found in the least restrictive country (Iceland according to the indicator presented
above). Country-specific gains from these policies (relative to the level of exports
in 1998) depend on the initial geographical distribution of a country’s exports, but
generally lie within a range of 10 to 15 per cent. The alignment of tariffs on those of
the least restrictive partner would imply smaller gains (ranging from 4 to 10 per cent
for most countries), partly because trade with high-tariff partners is usually weak.
Simulated export gains from easing multilateral non-tariff barriers are more uniform
across countries (around 7 to 8 per cent), partly reflecting the smaller cross-country
differences due to the lack of the bilateral dimension in the available data.

Large OECD-wide gains are also obtained by aligning regulatory restrictions on
those of the least regulated OECD country in 1998. The increase in exports implied by
such policy for relatively restrictive countries — such as Greece, Portugal, Italy, France,
Switzerland and Ireland —is about 30 per cent. Finally, curbing tax wedges to meet
those of the lowest tax wedge country in 2000 (Australia) yields smaller, but still
noticeable, OECD-wide gains. Indeed, in several European countries, where wedges
are relatively high, this policy yields gains that are comparable to those obtained by
reducing non-tariff barriers. Interestingly, the export losses implied by this policy sce-
nario in a few countries (notably Australia and Ireland) reflect the relative loss in com-
petitiveness of these countries’ exports to countries that experience a large drop in
the tax wedge as a result of the policy. On the whole, changes in policies have signifi-
cant effects on goods exports in most countries, even though their absolute contribu-
tion to explaining deviations of exports from the OECD average is small (see above).

Figure 24 reports the results of a similar simulation for exports of services.®* In
this case, the gains implied by non-manufacturing product-market liberalisation
and lower labour tax wedges are larger, reflecting the stronger estimated effect of
policies on bilateral service exports. Tax and product-market reform could
increase total services exports among OECD countries by 50 and 20 per cent,
respectively.
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Figure 24. Change in services exports from easing product-market regulation and
reducing the tax wedge on labour income®?
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1. The simulations are based on coefficients estimated in panel regressions of bilateral outward FDI positions on non-
policy factors (distance, transport costs, market size, similarity in size and factor endowments, and other country
and time-specific effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free
trade areas, and product and labour market arrangements). The regressions cover bilateral FDI relationships
between 28 OECD countries over the 1980-2000 period.

2. The simulation shows the effects of easing regulation in non-manufacturing industries to the level of the least restric-
tive country in 1998 (the United Kingdom) and aligning wedges to that of the lowest wedge country in 2000 (Australia).

Source: OECD.

EU accession, FDI and trade

Empirical results suggest that participation in free-trade agreements has had
significant effects on both trade and FDI, especially within the European Union.
Quantifying these effects is particularly important for OECD countries that will join
the European Union in 2004, as established in the recent Athens EU Council Meet-
ing. Table 6 suggests that the gains from EU accession for the Czech Republic,
Hungary and Poland will indeed be sizeable in terms of trade integration and FDI
stocks. This is due to both increased transactions with other EU countries and (to a
lesser extent) increased trade and investment flows from non-EU countries. Trade
flows are estimated to increase by around 10 per cent in both directions while FDI
outstocks and instocks are estimated to double relative to average levels in
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Table 6. The effects of European Union accession on trade and FDI' 2

Per cent increase Per cent increase Per cent increase Per cent increase

in exports® in imports® in the FDI outstock* in the FDI instock*
Czech Republic 11.5 10.9 103.0 112.0
(47.2) (49.7) (0.4) (24.2)
Hungary 11.2 10.4 28.1 107.0
(45.0) (47.8) (1.6) (19.3)
Poland 11.6 10.7 92.2 104.9
(15.0) (26.0) (0.3) (9.3)

1. The simulations are based on coefficients estimated in panel regressions of bilateral outward FDI positions on non-
policy factors (distance, transport costs, market size, similarity in size and factor endowments, and other country
and time-specific effects) and policy influences (FDI restrictions, tariff and non-tariff barriers, participation in free
trade areas, and product and labour market arrangements). The regressions cover bilateral FDI relationships
between 28 OECD countries over the 1980-2000 period.

. Initial levels relative to GDP are in parentheses.

. Relative to 1998 values.

. Relative to the average level over the 1990s.

2
3
4
Source: OECD.

the 1990s in most countries. However, these simulation results are likely to over-
estimate the actual post-accession gains to the extent that trade and FDI stocks
have already been affected by the expectation of EU membership.

SUMMARY AND CONCLUSIONS

The results of the empirical analysis suggest that border openness to trade and
investment and competition-oriented domestic policies have important implica-
tions for OECD trade and FDI patterns. The main conclusions in each of the broad
policy areas examined in the paper are reviewed below under four headings.

Openness: formal trade and FDI restrictions:

¢ The empirical results suggest that eliminating remaining tariff and non-tariff
barriers could increase significantly exports of goods within the OECD. The
removal of border barriers in existing free-trade areas, such as the Euro-
pean Union (EU) Single Market or the North American Free-Trade Agree-
ment (NAFTA), is estimated to have boosted both goods trade and overall
FDI flows among participating countries. Likewise, simulations suggest that
prospective EU membership may be associated with increasing trade flows
and booming inward FDI positions for new EU members. By contrast, free-
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trade areas do not seem to have increased significantly cross-border supply
of services.

¢ A number of countries (especially outside the European Union) still have a
relatively restrictive FDI environment in some important non-manufacturing
industries, such as electricity, transport and telecoms. Aligning FDI restric-
tions on those of the most liberal country would increase significantly the
OECD-wide inward FDI position.

There is some limited evidence that stable exchange-rate arrangements
may positively affect the inward FDI position of participating countries.
Through this channel, countries that are members of currency unions (such
as the European Monetary Union) experience further integration of their
markets in both the union itself and globally. The complexity of the rela-
tionship between FDI and exchange-rate variability suggests, however, that
this aggregate result may mask a variety of different responses of MNEs to
the establishment of currency unions.

Product-market reforms:

¢ The countries with relatively restrictive and costly product-market regula-
tions will tend to have lower stocks of foreign capital. Thus, product-market
reforms that reduce the relative restrictiveness of regulations are likely to
increase the level of inward FDI in a given country. OECD-wide product-
market reform can raise the overall stocks of inward and outward FDI out-
standing, thereby increasing global integration.

e Exports are negatively affected by both home and destination country anti-
competitive regulations. Such home regulations may reduce both produc-
tive efficiency and the range and quality of goods supplied in foreign
markets (e.g. through their negative effects on entry and innovation), thus
regulatory reform in the home country is likely to positively affect exports.
Restrictive regulations in the destination (importer) country also curb
exports from the home country by making access to markets more difficult
for foreign suppliers. All else equal, a general convergence of regulation in
the OECD area towards the regulatory environment of the most liberal
country would tend to increase within-OECD exports markedly.

* In services trade, the combined negative influence of restrictive regulations
in the exporting and the importing countries is even stronger, because it
affects for instance the ability of the exporting country to sell air transport,
tourism or banking services to a trading partner. Unilateral or concerted
efforts by OECD trading partners to implement significant competition and
efficiency-enhancing reforms at both ends of the transactions are likely to
boost the global volume of trade in services. _My
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Labour-market reforms:

¢ Estimates suggest that strict employment protection legislation (EPL) and
high tax wedges on labour income may sometimes affect the labour market
in the home country in ways that curb its exports, for instance by making the
reallocation of labour across firms, industries and occupations difficult. Sim-
ilarly, by raising the cost of investment in the host country, they tend to
lower its inward FDI. There are, however, important interactions between
EPL and the institutional set up in the labour market as was pointed out by
Calmfors and Diriffill (1988) and Elmeskov et al (1998). When collective bar-
gaining and other labour-market arrangements favour wage adjustments
that fully offset the costs of EPL, the potentially negative effect on exports
can be neutralised. In other regimes where such compensation is difficult,
strict EPL is associated with significantly lower exports. By contrast, the col-
lective bargaining regime can hardly moderate the negative influence of
strict EPL on FDI. If EPL increases the risk/return ratio on foreign invest-
ment, foreign investors are likely to choose locations where this ratio is low-
est, irrespective of the potentially offsetting effect of the collective
bargaining regime. Empirical estimates suggest that labour-market reforms
easing employment protection legislation and lowering tax wedges on
labour income would boost global economic integration.

Infrastructure:

¢ Improving network infrastructure has ambiguous a priori effects on FDI,
because inadequate infrastructure may motivate foreign investment in
these industries. However, good infrastructure conditions are likely to be
important for reducing transport and communication costs and increasing
trade, especially in some services where international transactions require
such conditions to be good in both origin and destination countries (e.g.
freight, tourism, finance). Thus, policies that improve infrastructure can sig-
nificantly increase both the bilateral and global volumes of service trade.
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NOTES

1. The other important channel of globalisation is movement of people. For a discussion
of migration trends, determinants and policies see OECD (2002a). Temporary move-
ment of personnel is also an important mode of service supply that is not covered in
this study.

2. The willingness of businesses to expand cross-border activity and their localisation
decisions are likely to depend to some extent also on the taxation of profits of foreign
subsidiaries. Patterns of FDI taxation and their effects on global integration are stud-
ied in two companion papers (Yoo, 2003; and Hajkova et al., 2003).

3. This is in line with recent economic research (OECD, 2002a; Markusen and Maskus,
2001a, 2001b) that stresses the joint determination of trade and FDI flows. However, it
is important to note at the outset that, due to the level of aggregation at which the
analysis is performed, the long-standing issue concerning the substitutability or com-
plementarity of trade and FDI is only dealt with tangentially in this document. This
issue has been recently (and repeatedly) addressed elsewhere in the OECD by means
of literature surveys (OECD 1995, 2002b) and empirical analyses using sectoral
(OECD 1996, 1997a) and aggregate data (OECD 1998a).

4. Outward and inward positions are multilateral measures of FDI activity that cumulate
for each investor country the bilateral stocks held in all FDI partner (host) countries
(henceforth, outstocks) and for each host country the bilateral stocks held by all part-
ner (investor) countries (henceforth, instocks).

5. FDI activity can in principle be decomposed into i) mergers and acquisitions,

ii) greenfield investments, iii) reinvested earnings, and iv) capital transfers between
related enterprises. In practice, available data rarely allow such decomposition to be
made.

6. For instance OECD (2002c) considers the drop as a “correction” of the investment and
stock market bubble that occurred at the turn of the century. High levels of FDI flows
were also partly related to a flurry of unprecedented privatisation activity.

7. Geographical specialisation indicators for FDI inflows and outflows are broadly charac-
terised by the same patterns. However, inflows indicators suggest that a “catch up”
phenomenon is taking place in some countries, such as Greece vis-d-vis the European
Union and Korea vis-a-vis Japan; and outflow indicators show that several countries
(including a few EU members, Canada, the United States, New Zealand and Korea)
had developed a specialisation in investing in Japan over the 1995-1998 period.

8. Data for the 1980-1990 period is incomplete or missing for transition countries and
Korea.

9. For instance, services provided by a barber are hardly tradable between cities or
regions within a country, not to mention across borders. However, the provision of 3
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many other services, including some of the most dynamic ones over the past two
decades (such as communication, financial intermediation and business services)
involves lower transportation costs, which are further decreasing as information and
communication technologies (ICT) spread out. Moreover, ICT are also decreasing
transportation costs for services that were traditionally not tradable, such as retail dis-
tribution (see, for instance, OECD 2001b).

The effects of FDI taxation are studied in Hajkova et al (2003).

Policies can also affect trade and FDI indirectly, through their effect on factor propor-
tions, for example by improving the quality of a country’s infrastructure capital or the
skills of its labour force.

Non-tariff barriers include so-called “core” measures, such as price controls (voluntary
export restraints, variable charges, anti-dumping and countervailing actions) and
quantitative restrictions (non-automatic licensing, export restraints, quotas and prohi-
bitions). See OECD (1997b) for details.

Multilateral tariff and non-tariff barriers are derived from detailed data on ad valorem MFN
tariff rates and the frequency of non-tariff barriers in 6-digit industries of the Harmon-
ised System of Classification (UNCTAD, 1998). The data are aggregated using
average 1998 OECD import weights up to the 2-digit ISIC Rev. 3 level and average 1998
OECD value-added weights thereafter. Information about cross-country differentials in
import shares for different goods (net of intra-EU imports) was exploited to differenti-
ate trade barriers across EU countries. Bilateral tariffs are based on the new MacMaps
data produced jointly by the Centre d’Etudes Prospectives et d'Informations Interna-
tionales and the International Trade Center (Bouet etal., 2001, 2002). The MacMaps
data report information on MFN duties, other ad valorem duties, specific duties, prefer-
ential margins, prohibitions, tariff quotas and anti-dumping (specific or ad valorem)
duties. These are aggregated to the 2-digit ISIC Rev. 3 level using average import
weights differentiated by group of trading partners. Despite the use of average import
weights in aggregation, both the multilateral and the bilateral indicators may tend to
underestimate the extent of trade barriers if import shares are depressed in industries
with high barriers.

. Moreover, by enlarging the size of the market accessed at equal trade cost by third-

party countries, they could also tend to increase bilateral trade between the free-
trade area and non-signatory countries, all the more so if non-signatory countries are
themselves members of a different free-trade area (because the reverse phenomenon
may apply). In particular, intra-industry trade may increase due to enhanced econo-
mies of scale.

. See Markusen (2002) for an extensive discussion of the conflicting forces acting on

bilateral FDI flows as trade liberalisation is implemented.

. This could partly explain the wave of within EU mergers and acquisitions that followed

the Single Market Programme.

. Neary (2002) argues that this tendency takes the form of consolidation of different

plants into a single location within the free-trade area. He also notes that the
increased competition from MNEs of signatory countries can have an opposite influ-
ence on third-party investors, leading them to reduce investment in the free-trade area.

Non-statutory barriers to FDI are very difficult to ascertain and quantify. However,
some of them were included in the indicators, such as the absolute barrier repre-
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sented by full state ownership of business enterprises and hidden institutional or
behavioural barriers documented in official reports.

. To a large extent, the generalised decline in restrictions reflects full liberalisation of

capital flows within the European Union (completed in the early 1990s) and the con-
comitant extensive privatisations both in the European Union and elsewhere
(e.g. Mexico), which have opened up previously sheltered public firms and monopo-
lies to foreign capital.

The indicators are unable to capture differences in the enforcement of restrictions,
which might be particularly important for screening requirements. Also, several coun-
tries have further eased restrictions since the data were last collected.

A simple count of restrictions affecting different industries shows that 67 per cent of all
restrictions concern the services sector (Sauvé and Steinfatt, 2003).

The simple bivariate correlation across countries between the sectoral indicators of
FDI restrictions and the sectoral shares of employment in foreign affiliates is negative
and significant.

Clearly the more these activities are centred in the host country, the less sensitive FDI
is to changes in exchange-rate volatility. In Goldberg (1993) the effect of reduced vola-
tility on FDI is ambiguous. On the other hand, Darby et al. (1999) stress the possibility
of a negative impact.

Details on the regulatory indicators shown in the figures can be found in Nicoletti et al.
(1999), Nicoletti et al. (2001) and Nicoletti and Scarpetta (2003).

While regulations that bar entry or raise costs may deter FDI, regulations that are
aimed at protecting intellectual property rights (IPR) may increase the attractiveness
of the host country for international investors, because protection of IPR makes it more
difficult to imitate their firm-specific knowledge assets (e.g. through the movement of
managers or employees from the foreign affiliate to local firms). See Smith (2001).

This idea and related empirical evidence are explored in detail in Mirza and Nicoletti
(2003).

The summary indicator is the GDP-weighted average of the indicators of regulation in
12 non-manufacturing industries.

For instance, there is evidence that certain product market regulations can hinder firm
growth and curb R&ED spending (Nicoletti et al., 2001; Bassanini and Ernst, 2002). Both
factors can constitute a handicap for internationalisation.

Other important factors include, for instance, coverage of collective agreements, mini-
mum wages and health and safety regulations, for which cross-country data are patchy
or lacking.

EPL and the social expenditures that are financed through labour income taxation may
also lower transaction costs in the relationship between workers and firms, reduce
labour market frictions and smooth out the social costs associated with adverse labour
market outcomes. Through these channels, EPL and labour income taxation can actu-
ally have positive repercussions for export prices and expected investment returns.
However, these effects are difficult to measure and, in this study, the focus is on the
role they play in pushing up production costs.

Moreover, in the same way as product market regulations, stringent EPL and high
wedges in the home country may also encourage firms to localise production in coun-
tries where labour market rules and taxation are more favourable to business, thereby
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stimulating outward FDI; but at the same time EPL may handicap firms that want to do
so by hindering their potential for reorganising production or growing in size. Nicoletti
etal. (2001) find that the average size of firms is negatively related to the stringency of
EPL in a panel of OECD countries and industries.

This idea was first put forth by Calmfors and Driffill (1988). See Elmeskov et al. (1998)
for evidence on the interaction between EPL and bargaining mechanisms and Daveri
and Tabellini (2000) for the interaction between labour income taxation and bargaining
mechanisms.

It is also possible that foreign investors may find the implications of restrictive EPL
provisions more difficult to ascertain than domestic investors (due to an asymmetry of
information) and hence have to face higher costs.

More importantly, government policies (e.g. access regulations) are crucial for ensuring
a regulatory and business environment which is conducive to efficient private invest-
ment in infrastructure. See Goneng et al. (2000) and OECD (2001b) for a detailed dis-
cussion of these issues.

Yeaple and Golub (2002) attempt to test these hypotheses and provide some support
for the effects of infrastructure on comparative and absolute advantage.

Deardorff (1995) shows that this relationship emerges from virtually all models of
trade.

The role of factor proportions in explaining trade flows is clearest in Hekscher-Ohlin
models of trade. Moreover, in a general gravity framework relative endowments of
human and physical capital also provide information on the supply of differentiated
goods, which are usually skill and capital intensive (Evenett and Keller, 2002). Their
role in determining vertical FDI is emphasised in Helpman (1984) and Helpman and
Krugman (1985).

Markusen (2002) notes that FDI has only a relative advantage o