
CHAPTER 2

TH EO R ETIC A L BACKGROUND AND LITERATURE REVIEW

The con ten t o f th is unit describes two theories tha t are used as a 

foundation o f the study. The theories are Eclectic Model and G ravity Model, 

are referred. A lso, internationa l investment studies o f UNCTAD and other 

previous in teresting studies related to the topic are presented in according to 

the ir based theory.

Theoretical Background

This paper investigates the determ inant o f in ternationa l inward 

investment flows by applying two foundations, Eclectic Model and Gravity  

Model. Eclectic Model is such a descriptive theory exp la in ing reasons why a 

firm  should invest across borders. Meanwhile, G ravity model is ordinary  

applied to describe the influence o f the two countries ’ d is tance over the ir trade  

flows. Actua lly , in internationa l investment studies, the eclectic model is 

genera lly re ferred, where gravity model is used as in ternationa l trade theory. 

The eclectic model normally suspects that FDI tends to be taken if the two 

countries are fa r away to reduce transaction cost. เท contrast, the vo lume of 

trade is negative ly re la ted to the d istance between the two countries.
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1. The Eclectic Theory o f Foreign Direct Investment

1.1 Theoretica l Framework

The eclectic theory is such a recognized model used in describ ing the 

d irect investm ent flows. The theory explains broadly why international 

investm ent incurs. John H. Dunning and Norman G. p resent ideas about the 

th ree advantages inducing a firm  to invest in ternationa lly in The Location  

Choice o f o ffices o f International Companies in 1987. The advantages are 

ownersh ip advantage, location advantage, and in ternalization advantage.

O wnership advantages

Ownersh ip advantages concern those advantages tha t an investing  

firm  has aga inst o ther competitors in the competing market. Those possible  

advantages are broadly called “proprietary advantage” . Not only its defin ition  

refers to more advanced capital, but also h igher productions skills, 

specia liza tion, m anageria l know-how, marketing advantages, products 

properties, etc. The advantage always accompanies w ith m onopoly power in 

some level. They a lso d ifferentia te the firm ’s product from  others. Several 

firm s are induced to expand the ir production across borders to grasp the profit 

from  th is advantage. The firm  can present its new (which may a lready be old 

in its orig ina l home market) or cheaper products to the market.

However, for a firm to invest offshore, it must ensure that the

ownership advantage provides their profit large enough for expanding



16

affilia tes aboard. The margin should be high enough to cover the fixed cost 

and add itiona l increasing costs, otherw ise firms can choose o ther modes of 

entry to sell the ir products oversea.

Location advantage

Location Advan tage implies to advantages on m arke t size, price, cost, 

sale vo lume, econom y o f scope, economy o f scale, etc., wh ich are induced by 

firm ’s location. Hence, it can be said that econom ic env ironm ent o f a country  

defines the coun try ’s location advantage. The location advantage can be 

categorized e ithe r as dem and-induced or supply-induced.

For instance, exchange rate, inflation rate, consum er preference, 

concentration o f the market, etc are examples o f demand-induced  

advantages. The wealth and the market size o f the host nation makes  

investing firm s sell more and easier too. The change in sale vo lum e will 

sim u ltaneously a ffect the firm  economy o f scale/scope. Settling down a new  

affilia te also take e ffec t on firm ness ’ export volume too. The new affilia te  then 

takes lower cost o f exporting especia lly when it receives tax exem ptions, or 

other subsid ies according to governm ent promotions. Meanwhile, lower labor 

cost, and lower transaction costs are those that can be categorized as supply- 

induced advantages.

Moreover, as firm s are profit maxim izing econom ic agent, firm s must 

ensure firs t the to ta l cost o f settling that new affilia te shall not be g rea te r than  

the overa ll cost if it produces and exports from  the existed a ffilia te  so they can
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enjoy h igher pro fit (Horst, 1971). Thus, the location factors can highly affect 

the decis ion o f in ternationa l d irect investment.

Cost o f investm ent must be studied carefully. Then, m arke t size o f the  

host market, tha t implies economy o f scale, supply chain, resources  

availab ility, and the techno logy availab ility are taken into consideration. The 

extent to which foreign affilia tes forge linkages w ith dom estic suppliers is 

determ ined by the balance o f costs and benefits, as well as d ifferences in 

firm -leve l perceptions and strategies. W hile the costs and benefits reflect a 

large num ber o f industry-specific factors, the most im portan t one concerns the 

local ava ilab ility o f qua lified suppliers. The lack o f e ffic ien t dom estic  suppliers  

is often the key obstacle to investment inflows. Many MNEs encourage  

fore ign supp lie rs to establish local facilities or produce in-house. Some o f 

them  have supp lie r deve lopment programs in the host countries. (Caves, 

1996)

For operation procedures, working system , communication  

troub lesom eness, and legal procedures shall also be such local factors that 

affect the decis ion as well. Meanwhile, vertical investm ent refers to those  

investm ent expanded fo rward ly or backwardly. The products w ill not be sim ilar 

to those in the home nation. However, they can som ehow  relate as materials, 

com ponents, etc. Adversely, it is possible that firms may invest and import 

m ateria ls from  its home nation to produce final products in host nations.
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In terna liza tion advantage.

Providing proprie ta ry advantage accom panying w ith location  

advantage a firm  may acquire, firms are induced to take in ternaliza tion  

advantage. Backward internalization provides h igher operationa l pro fit to the  

firm  by reducing transactiona l cost among various activ ities and also the profit 

margin tha t the firm  has to pay. Forward internalization will p rovide more profit 

to the firm s as well by increasing value added to the products. By 

in ternaliza tion, the firm  must ensure h igher rate o f productiv ity and 

profitability.

1.2 P revious S tudies

As in te rnationa l foreign d irect investment is w idely used as a tool fo r 

econom ic deve lopm en t in many countries, a number o f stud ies has been 

made to investigate the determ inants, process, and e ffects o f FDI. Among the  

studies, UNCTAD, which is a central unit, established by United Nations as a 

cen te r fo r trade and investment corporations among its m em ber is an 

expertise in the area. Hence, the studies o f UNCTAD is referred as literature  

reviews by th is  paper. Meanwhile, several o ther studies are a lso presented as

references.
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1.2.1 S tudies by UNCTAD

UNCTAD (2001) states the pattern o f FDI d istribution as not d ifferent 

from  the pattern o f trade. The distribution was h ighly concentra ted in only  

some groups o f countries. The study reported tha t the econom ies tha t receive  

and make more in te rnationa l d irect investment are richer, more advanced, 

and more com petitive nations.

However, the report stated that location factors are not d irectly related 

to econom ic cond itions influence FDI. The report suggested tha t politica l risk, 

governm ent policy, in ternationa l perception, and the regional image do.

UNCTAD said in W orld Investment Report 2001 tha t h igher GDP  

econom ies re flect larger market, which always be a m agnet fo r market 

seeking FDI. Moreover, the larger GDP may also re flect a larger resource  

availab le, which attracts resource-seeking FDI. Meanwhile, em ploym ent is 

very a like as it ind icates the size o f labor force, and potentia l m arket size.

The report a lso stated tha t h igher export countries can a ttract more FDI 

as the g rea te r export volume indicates the greater openness to international 

markets and g rea te r competitiveness in international trade.

As a result, UNCTAD developed UNCTAD Inward FDI Potentia l Index, 

which represents a coun try ’s fundamenta l factors tha t in fluence inward FDI. 

However, som e potentia l cannot be easily measured numerically, such as 

social, politica l, and institu tiona l factors. Hence, the index is calcu lated from  

e ight key factors. The factors are rate o f growth o f GDP, per capita income, 

share o f export on GDP, te lephone lines per 1,000 inhabitants, commercia l 

energy used per capita , share o f R&D expenditure in gross national income,
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share o f te rtia ry s tudents in the population. The last fac to r is an un-weighted  

average o f the seven, called “country risk” . The factors are a lso d iffe ren t as 

among nations

Table 5: Va lues o f and Country rankings fo r UNCTAD Inward FDI Potentia l 

Index during 1988-1990 and 1998-2000

Value G lobal Rank G roup Rank
Country

1988-1990 1998-2000 1988-1990 1998-2000 1988-1990 1998-2000
China 0.234 0.251 59 84 5 7

Hong Kong 0.441 0.589 21 13 2 1

Indonesia 0.203 0.189 73 110 6 8

Korea 0.449 0.558 13 18 1 2

Malaysia 0.252 0.368 52 40 3 3

Philippines 0.139 0.265 111 78 7 6

Thailand 0.235 0.298 57 61 4 4

Vietnam 0.134 0.277 115 71 8 5

Source: UNCTAD

M eanwhile , UNCTAD Inward FDI Performance Index represents the  

attractiveness o f a country fo r FDI, taking country ’s size into consideration. It 

is ca lcu la ted by div id ing a country ’s share in g lobal FDI flows by its GDP  

share in g lobal GDP. The h igher ratio indicates the g rea te r perform ance a 

country p lays in the g lobal FDI community. Neutra lizing GDP allows US to 

know the re la tive perfo rm ance o f a country easier. The varia tion o f the index  

among countries verifies the d ifference o f a ttractiveness among locations.
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Table 6: Va lues o f and Country rankings fo r UNCTAD Inward FDI 

Perform ance Index during 1988-1990 and 1998-2000

Country
Value

1988-1990 1998-2000

Global Rank 

1988-1990 1998-2000

G roup Rank 

' 1988-1990 1998-2000

China 0.9 1.2 61 47 6 5

Hong Kong 5.4 5.9 4 2 1 1

Indonesia 0.8 -0.6 63 137 7 8

Korea 0.5 0.6 93 87 8 6

Malaysia 4.4 1.2 8 44 2 4

Philippines 1.7 0.6 39 89 4 7

Thailand 2.6 1.3 25 41 3 3

Vietnam 1.0 2.0 53 20 5 2

Source: UNCTAD

The tab le shows tha t Hong Kong has been stand ing as the most 

perform ing well nation in the studying group while Indonesia and Korea do not 

perform  very well. However, when UNCTAD Inward FDI Potentia l Index are  

studied, the resu lt shows tha t Korea in fundam enta lly strong nation. It is 

sim ilarly strong as Hong Kong. Hence, there m ust be som e sign ificantly  

d iffe ren t characteris tics between the two nation tha t make Korea cannot 

attract as much Inward FDI as Hong Kong. The coun tries ’ characteris tics will 

be described la ter in th is chapter.



2 2

Table 7: Ranking Com parison between UNCTAD Inward FDI Performance  

Index and UNCTAD Inward FDI Potentia l Index during 1988-1990 and 1998- 

2000

Performance Index Potentia l Index
Country

1988-1990 1998-2000 1988-1990 1998-2000

China 6 5 5 7

Flong Kong 1 1 2 1

Indonesia 7 8 6 8

Korea 8 6 1 2

Malaysia 2 4 3 3

Philippines 4 7 7 6

Thailand 3 3 4 4

Vietnam 5 2 8 5

Source: UNCTAD

The study o f UNCTAD shows d ifferences in coun try ’s perfo rm ance and 

potentia l. Som e countries may perform  better than potentia l as they pursue  

specia l regu la tory reg imes concern ing FDI. They may o ffe r grow th outlook, 

skilled labor, natura l resources, advanced infrastructure, financia l support, or 

strong supplie rs. These factors are discussed as a part o f location advantage.

Furthermore, UNCTAD says in W orld Investment Report 2002 that 

foreign d irec t investm ent expansion is also driven by a contribu tion o f policy  

libera lization, rapid techno logy grow th, and the increasing competition.
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Policy libera liza tion , refer to those polic ies concern opening up national 

markets and a llow ing all kinds o f FDI and non equity investment, encourages  

MNEs to invest in the host nation as the entry can be done easier. Moreover, 

it a llows fo re ign firm s to choose mode o f entry that fits them  the best.

UNCTAD also stated that a rapid change in techno logy can also  

reduces transactiona l cost o f affiliates. When techno logy is transferred, 

production can fo llow . Costs and risks o f foreign affilia tes are reduced and 

shared when they invest cross-border. Meanwhile, the increasing competition  

among firm s fo rces MNEs to produce efficiently, o r reduce its unnecessary  

cost. Some then choose to move the ir p lant to a lower cost location to acquire  

higher production effic iency. Some are forced to invest and sell the ir products  

aboard as a new market.

Sum m ing up, governm ent policies toward FDI are im portan t fo r MNEs 

to consider if they should invest directly in a host country. Country ’s 

com petitiveness, cost effic iency, market structure, national econom ic  

environment, and g lobal accessib ility also determ ine inward FDI. (UNCTAD, 

2002 )
Besides those factors, UNCTAD reaffirms that the size o f the host 

econom y is positive ly related to the inward FDI. Flowever, the organization  

stated that c lustering has become a key influence too. The geographic  

concentra tions o f re lated industries, specialized service, research and  

deve lopm en t advancem ent, and so on are taken into firm s ’ consideration as 

well. Flence, it means that, not only do m acro-econom ic facto rs determ ine  

inward FDI, non-econom ic factors and micro, industria l level, in fluent the flow.
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1.2.1 O ther Theoretica l Studies

Various stud ies concern ing FDI determ inants have been carried out 

since 1960s. M ost studies are based on Eclectic Theory, and concentra te in 

Location Advantage. S tudies affirmed that market size hypothesis, which is 

normally m easured by a coun try ’s GDP, is a lways valid. Meanwhile, cost 

hypothesis, which includes labor cost, cost o f capital, and inflation are found  

s ign ificant in many cases, o th e r factors, such as politica l risk, incentives, are 

studied as well.

M arke t size H ypo thesis

M arket size hypothesis assumes that the host coun try ’s econom ic size  

determ ine the value o f investment inflow to the country. Many proxies are  

studied includ ing GDP, GNP, Per Capita Income, and popula tion. By many 

studies, m arke t size hypothesis was found as a s ign ificant determ inant.

Scaperlanda and Mauer (1969) analyzed three hypotheses on FDI; 

m arket size hypotheses, grow th hypotheses and trade barrie r hypothesis in 

the European Econom ic Community (E.E.C .) fo r the 1952-1966, using the  

least-square regression technique. They reported sixteen regressions that 

attem pt to tes t and d iscrim inate between these three hypotheses, and they  

concluded tha t only the size o f the market hypothesis could be supported  

statistica lly.

G reen and Cunningham  (1975) and Dunning (1980) found the  

s ign ificant re la tionsh ip between United S tates foreign d irect investm ent (both
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overall and m anufacturing only). Meanwhile, Korbrin (1976) found a sign ificant 

re la tionship between United States foreign d irect investm ent and the coun try ’s 

GDP and popu la tion . Korbrin also found that the grow th o f GNP and GNP per 

capita are s ign ifican t de term inants o f foreign d irect investm ent in both all 

countries and deve lop ing countries.

Root and Ahm ed (1979) and Schne ider and Frey (1985) analyzed  

develop ing coun tries ’ fore ign d irect investment determ inants. The studies  

found the positive re la tionsh ip o f GDP per capita. Root and Ahm ed also found  

tha t the host coun try ’s GDP growth determ ined the coun try ’s attractiveness  

fo r inward fore ign d irect investment. Meanwhile, the study o f abso lu te GDP  

was not found sign ificant.

Besides, Lunn (1980) used annual data from  1957-1970. His study was 

based on assum ption o f the firm ’s profit maxim ization, sub jected to econom ic  

and politica l constra in ts. The results showed tha t m arket size hypotheses are 

still valid. He used two proxies fo r test o f growth hypothesis: G1= Yt -  Yt-1 and 

G2 = Yt - 1 -  Yt-2 and found tha t the growth rate in the most recent yea r (G1) is 

s ign ifican t positive ly related to the American FDI in the E.E.C. However, the  

one year lagged (G2) is s ign ificantly negatively related.

Torris i (1985) analyzed time-series data to explain the determ inants o f 

all FDI and the United s ta te  FDI in Columbia fo r the period 1958-1980. Again, 

m arket s ize (GDP) is proved to be a s ign ificant positive determ inant o f FDI, 

while the grow th rate has insign ificantly positive sign.

Hultman and McGee (1988) studied about FDI in the United States 

between 1970 and 1986 and found GNP to be a s ign ifican t determ inant o f 

investment, both in all industries and found that four separates sectors.
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Papanastassiou and Pearce (1990) found a pers istently positive  

re la tionship between United Kingdom manufacturing foreign d irect 

investment, as a position o f the host country, and the country GNP per capita. 

The re la tionship was s ign ifican t fo r five o f e ight industries tested, as well as 

the m anufacturing overall.

W ang and Swain (1995) studied determ inants o f FDI in transform ing  

econom ies -H unga ry  and China during 1978-1992. They found that host 

country m arket size is positive ly related to the FDI. Meanwhile, cost o f capital 

and politica l d isab ility  is negative ly related. Average grow th rate is also found  

to be a de term inant o f FDI in Hungary, but not in China, while the effect o f 

ta riff is ambiguous. The politica l d isability is found to negative ly a ffect the FDI.

From Dunning and Rajneesh (1996), we are able to conclude tha t there  

are several stages o f expla in ing a country ’s status o f FDI. Those concern the 

level o f proprie tary asset, wealth, and market size o f both home and host 

country, which are som ehow  well described by the coun tries ’ GDP. The high 

GDP country is like ly to have positive net FDI outward whereas the low ’s one  

tends to be negative.

เท Thailand, N idh iprabha ’s study (1994) supports the m arket size 

hypothesis and present politica l instability hypothesis. N idhiprabha tested the  

determ inants o f FDI in Thailand by OLS, using the logarithm ic formulation, 

during 1970-1990. The study revealed tha t market size hypothesis and  

politica l s tab ility supports the FDI inflows.

Moreover, Pupphavesa et al. (1994) constructed a model fo r FDI 

determ inants in Thailand during 1970-1990 and found a sign ificant 

re la tionship between FDI inflows and GDP. Moreover, the studied found that
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the exchange rate o f Japanese Yen per บ .ร. Dollar, which represents the 

rising cost o f production, which may imply location advantage, in Japan and 

the NIEs are positive ly and negatively related to FDI, respective ly. However, 

ta riff barrie r and in frastructures were not found significant.

เท summary, m arket size hypothesis is w idely found as a s ign ificant 

determ inant o f fo re ign d irect investment. The results were tested by various  

groups o f countries. However, it is noticed that in d iffe ren t circumstance, 

differen t m arket proxies are applied. เท some cases, abso lu te GDP, or GNP  

was found sign ificant. Meanwhile, GDP growth, or GDP per capita were found  

sign ifican t instead.

C ost H ypothesis, E xpo rt Advantage, and Exchange Rate Variation

เท addition to m arket size hypothesis, production cost, hypothesis was  

also studied as determ inants. Several cost proxies, such as infla tion rate, 

labor cost, and cost o f capita l, were studied if they determ ine FDI. Some  

studies a ffirmed the valid ity o f the hypothesis. However, som e did not. เท 

addition, export price, and the deterioration o f the coun try ’s exchange rate 

were studied as well.

Even by studying by Owen (1982) and Gupta (1983) reported tha t the  

fac to r was never found sign ificant, Caves (1974) reported tha t the relative  

labor cost o f United S tates and that o f Canada negative ly related to foreign  

direct investment. Moreover, Caves, Porter, and Spence (1979) and Suanders  

(1982) found tha t the relative unit labor costs o f Canadian and United States
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เท United K ingdom , Buckley and Dunning (1976) studied the  

com para tive wage bill p roductiv ity (gross output per a pound sterling) in the  

United S tates and United Kingdom. The study concluded tha t the fac to r was  

insignificant.

Agodo (1978) studied 33 United S tates com panies investing in 20 

A frican countries, and found that the lower cost o f A frican labor did not 

s ign ificantly determ ine FDI.

Swedenborg (1979) studied the rela tionship between foreign d irect 

investm ent and the average wage o f wage workers in firm s ’ foreign  

m anufacturing subsid iaries relative to that at home. The fac t tha t the study  

found the positive s ign ifican t re lationship between the factors reflects tha t the  

high wages imply high productiv ity o f skilled labor. The study then concluded  

tha t the high p roductiv ity o f skilled labor was such a location advantage  

attracting FDI. (UNCTAD, 1992)

Flowever, S chne ider and Frey (1985) found a s ign ifican t re lationship  

between foreign d irect investm ent and wage costs in 54 deve lop ing countries.

By contrast, Papanastassiou and Pearce (1990) found tha t wage per 

head o f w o rke r d iv ided by a measure o f productiv ity was inconsis tently related  

to FDI. Moreover, the re la tionship was not reported sign ificant.

Torris i (1985), again, included a trade balance variab le equal to total 

exports m inus to ta l imports o f Columbia lagged one year. For all FDI, the  

variable is found to be consisten tly negative, ind icating tha t a deteriora tion of 

(im provem ent in) the trade balance is associated w ith an increase (decrease)

production workers was ล significant determinant of the industry structure of

foreign direct investment in Canada.
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in foreign d irect investm ent in Columbia in the fo llow ing period. For the  

Am erican FDI, the re la tionship is also negative but does not approach  

sign ificance. F inally, Torris i considered a dummy variab le to take account of 

the creation o f the Andean Common Market. This dum m y is found to have 

pers isten tly negative sign though insignificant. This result is interpreted that 

while the m arket grow th through effects o f regional integration m ight have 

encouraged FDI, some o f the other consequences o f the Andean Pact 

repelled it. As a result, he concluded that he deterioration o f (or improvement 

in) the trade balance is associated with an increase (decrease) in foreign  

d irect investm ent in Columbia.

Besides the find ing that GNP to be a s ign ifican t de term inant o f 

investment, both in all industries and found tha t fou r separates sectors, 

Huitman and M cGee (1988) studied about FDI in the United S tates between  

1970 and 1986 and found that the value o f the บ .ร. do lla r is sign ificantly  

positive re la ted to FDI in the United States in all cases. The positive result is 

hypothesized tha t an tic ipa tions are important in the investm ent decision; thus, 

an apprec ia ting (deprecia ting) dolla r leads to antic ipate gains (losses) such  

tha t FDI increases (decreases). By contrast, a negative sign could happen  

from  the fac t tha t if the do lla r appreciates (depreciates), investment in the  

United S ta tes costs more (less). So, he concluded tha t the value o f the บ.ร. 

do lla r is s ign ifican tly  positive related to FDI in the United S tates in all cases. 

The positive resu lt is hypothesized that antic ipations are im portan t in the 

investm ent decis ion; thus, an appreciating (depreciating) do lla r leads to 

antic ipate ga ins (losses) such tha t FDI increases (decreases). By contrast, a
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negative sign could happen from the fact that if the do lla r appreciates  

(depreciates), investm ent in the United States costs more (less).

Lucas (1993) exam ined the determ inants o f FDI during 1960s-1990s in 

seven East and Sou th -East Asia countries. He derived dem and fo r foreign  

capita l accord ing to profit maxim izing hypothesis and m ultip le product 

monopolists. Except in Taiwan, his study found tha t FDI inflows have been  

responsive to the labor cost and cost o f capita l negative ly. However, it 

positive ly responded to the export price.

Bajo-Rubio and Sosvilla-R iveo (1994) also studied the determ inants o f 

FDI in Spain during the period o f 1964-1989, by using CO in tegration analysis. 

They found tha t there is a long run re lationship between to ta l gross FDI 

inflows and severa l m acroeconom ic variables, which are the level o f real 

GDP, the rate o f inflation, the level o f trade barriers, and the lagged foreign  

capita l stock. A lso , when splitting totai inward FDI into the segm ent o f 

m anufacturing and non-manufacturing, they found tha t the main determ inants  

are real GDP, inflation, the cost o f capital, and the labor unit cost.

Accord ing to various studies, the paper revisits those sign ificant 

determ inants; GDP, cost o f labor, cost o f capital, and exchange rate, fo r 

example. However, the time horizontal fo r study is adapted to cross section  

study o f the year 1996. Most o f the times, market s ize hypothesis is reported  

as a s ign ifican t de term inant o f FDI. Meanwhile cost hypothesis did not that 

much supported. Hence, it is interesting to revisit the East Asian foreign d irect 

investm ent determ inants. This paper then is conducted to reaffirm  if the 

variab les are valid fo r the e ight sampled countries. The variab les are also  

used as a reference fo r fu rther analysis, 1996-2000, as well.
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2. G ravity Model

G ravity model is a very well known instrument exp la in ing bilateral intra­

trade theory. It bases on a physical science about gravity fo rce  o f two objects. 

เท Science, it is theorized tha t the attraction o f the tow  ob jects is positively  

related to the masses o f the objects. On the other hand, the attraction  

decreases as the d istance between the objects is enlarged. เท econom ics, 

bilatera l trade flow  is positive ly related to the sizes o f the two countries. เท 

contrary, it is negative ly related to the d istance between the countries. 

(T imbergen, 1962) Various studies has confirmed the valid ity o f the model; for 

instance, L innerm ann(1966), G ruber and Vernon(1970), Learner and 

ste rn (1970).

เท in te rnationa l trade theory, gross bilateral trade flows o f countries are 

explained com m only using the gravity equation:

(1) T„ = AYj Yj/Djj

Where;

Tjj is defined as the value o f trade flows between the two  

countries.

A  is a constant.

Yj is the m arket size o f country I (GDP, or GNP)

Yj is the m arket size o f country j (GDP or GNP)

Dj is the d istance between the two countries
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The home country econom ic size is trop ica lly positive ly related to the  

trade flow  since the b igger size shall increase ava ilab ility o f goods to export. 

Sim ilarly, the coe ffic ien t o f the host country econom ic size is expected to be 

positive since the size shall indicate demand fo r imports. However, the  

coe ffic ien t estim ated fo r the home country ’s per capita income can be e ither 

positive or negative. It should be positive if the country export re la tive ly large 

am ount o f capita l intensive products. The sign should be negative if the  

country export large am ount o f labor intensive products. For the host coun try ’s 

per capita income, positive sign should be previewed if its import products are 

luxury goods. The negative sign is expected if the products are in fe rior goods. 

เท contrad iction, d is tance between the countries is expected to be negative  

since it shall be a very good proxy fo r transport costs.

This paper a ims to investigate if the d istance between the two  

countries has any in fluents on inward FDI. Hence, the variable is be added  

into the eclectic model.

Sum m ary

The study is conducted by applying Eclectic Model and G ravity Model 

as foundations. The eclectic theory is such a recognized model used in 

describ ing the d irec t investment flows between two nations. The theory  

exp la ins broadly why internationa l investment incurs. Meanwhile , G ravity  

model is applied to investigate if the distance between the investing country

and the host determ ine the flows.
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Besides the foundations, studies o f United Nations Conference on 

Trade and Deve lopm ent (UNCTAD) and previous studies are referred as well. 

UNCTAD sta ted tha t governm ent polic ies and national env ironm en t a ffect the  

flows. Non-econom ic environm ent such as politica l stability, international 

perception, and coun try ’s image can affect inward FDI as well. UNCTAD  

reaffirm s tha t the size o f the host economy is positive ly re la ted to the inward 

FDI. M eanwhile, o ther stud ies found that market size hypothesis, labor cost, 

capita l cost, inflation and politica l stability are s ign ificant determ inants in some  

cases, which is consisten t w ith many studies.

Flence, th is research aims to investigate the determ in ing factors for 

inward FDI. Firstly, the study investigates if Dunning ’s Eclectic Model, 

concern ing proprie ta ry advantage and location advantage, is valid in the case  

o f East Asian nations. A lso, the study would investigate if G ravity Model is 

another model tha t determ ines inward FDI in the region.
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