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The Impact of Affinity on International Economic Integration:
The Case of Japanese Foreign Direct Investment

This paper analyzes the location determinants of foreign direct investment, as
one way of understanding factors affecting international economic integration,
given that foreign direct investment is one of its important dimensions. The
literature on foreign direct investment presents a diversity of domestic
conditions in host countries as salient determinants of foreign direct investment
location. Yet it has a limitation of paying little attention to conditions outside the
economic and the political dimensions. This study argues that affinity (a feeling
of closeness) with foreign countries has a significant effect on foreign direct
investment flows. Analyzing Japanese foreign direct investment outflows from
1991 to 2004, it finds that increases in the Japanese affinity with foreign
countries raised the volumes of Japanese foreign direct investment outflows
toward those countries, while decreases in affinity did the opposite. The positive
relationship between affinity and foreign direct investment flows can be
explained by the following mechanism: a rise in affinity between two parties
promotes economic activities between them, by enhancing their mutual trust and
in turn lowering the transaction costs of economic activities between them. The
findings of this paper suggest that international economic integration is
positively affected by affinity between countries.

Keywords: affinity, economic integration, foreign direct investment, globalization
JEL Classification: F15, F23, F50

I. Introduction
International economic integration, or economic globalization, has intensified
substantially in several ways during the past decades. One increasingly salient
dimension of international economic integration is foreign direct investment (FDI).1
The total volume of FDI inflows in the world has grown rapidly, especially since the
late 1980s – rising from 86.3 billion dollars in 1986 to 1,833.3 billion dollars in 2007.
FDI is widely, if not universally, assessed as providing significant economic benefits
for the host countries, contributing to their economic growth through provision of
external financing, job creation, technology transfer, etc. A number of countries have
in fact adopted diverse policies to attract more FDI, as an important economic
development strategy.
What factor determines the location of FDI? To which country does more FDI flow?
This research addresses these questions as one way of identifying factors that affect
the degree of international economic integration. The existing works on FDI present
diverse factors as significant determinants of FDI location. Economic conditions in the
host countries have been traditionally pointed to as the main factors affecting FDI
flows. These conditions include those related to market potential, production costs,
business operation environments, etc. Recently, host country political conditions have
also attracted growing attention from those studying the determinants of FDI location.
Although there is controversy on this at times, a good number of studies argue that

1

A common definition of FDI is “an investment involving a long-term relationship and reflecting a

lasting interest and control by a resident entity in one economy (foreign direct investor or parent
enterprise) in an enterprise resident in an economy other than that of the foreign direct investor (FDI
enterprise or affiliate enterprise or foreign affiliate)” (UNCTAD 2008, p. 249).
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certain political conditions, such as political stability and political regime type, have
significant effects on FDI inflows. There could conceivably be other important FDI
location determinants as well, however, which are not addressed by either a standard
economic model or a general political economic framework.
This paper demonstrates that psychological factors also affect FDI flows
substantially. In particular, this study argues that one country’s affinity (a feeling of
closeness or positive sentiment) with another country has a positive effect on FDI
flows from it into that country. The mechanism through which affinity affects FDI
flows is as follows: a rise in one’s affinity with a potential business partner will
increase one’s trust in that partner; the increase in trust will lower transaction costs
during economic activities between the two parties; and this decline in transaction
costs will enhance economic activities between them.
To test this argument, this paper conducts empirical analysis of the impacts of
changes in Japanese affinity with foreign countries on the volumes of Japanese FDI
outflows toward those countries during the period of 1991 to 2004. The statistical
results confirm that there is a positive relationship between affinity and FDI flows,
making an important contribution to the literature on international economic
integration, or globalization, by uncovering the significance of affinity for world
integration.
The remainder of this article proceeds as follows. In the next section, I discuss the
trends of Japanese FDI outflows and Japanese affinity with foreign countries. In the
section after that, I review the literature on the determinants of FDI location, and then
develop my main argument regarding the impact of affinity on FDI flows. I then
discuss the research design and show the results of my empirical analyses, before
concluding with discussion of both the implications and the limitations of this
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research’s findings.

II. Japanese FDI outflows and Japanese affinity with foreign
countries
To which countries has Japanese FDI flown? Figure 1 shows the geographical
distribution of Japanese FDI outflows during the 1990s and the first half of the 2000s.
The United States absorbed the biggest share of Japanese FDI outflows, although its
share declined substantially from the 2000s. West European countries such as the
United Kingdom, France and Germany also received large shares of Japanese FDI
outflows, especially during the late 1990s and early 2000s. Meanwhile, Russia and
Asian countries such as South Korea, China, Thailand, Indonesia, India and Pakistan
received only a small part of Japanese FDI outflows, although China did absorb
increasing amounts during the 2000s.2
Figure 2, in contrast, shows the changes in Japanese affinity with foreign countries
during the period, as measured by the percentages of Japanese respondents who
expressed affinity with the countries in an annual public opinion survey by the
Japanese government.3 A majority of the respondents, amounting to about 70 percent
of the total, expressed affinity with the United States, whereas only about 10 to 20
percent showed affinity with Russia. Roughly 40 to 60 percent expressed affinity with
South Korea, China, and West European countries such as the United Kingdom,
France and Germany. About 10 to 20 percent felt affinity with Southwest Asian
countries such as India and Pakistan, and 30 to 40 percent expressed affinity with
Southeast Asian countries such as Thailand and Indonesia.
2
3

The total volume of Japanese FDI assets amounted to 64 trillion yen at the end of June 2008.
The methods of the survey are explained in detail in Section IV.
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<Figure 1> Japanese FDI outflow volumes, by region, 1991-2004
(100 millions of yen)
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Note: The figures for Japanese FDI outflows toward Southwest Asian countries for 1999, 2000,
2001, 2003, and 2004 are the amounts toward India only.
Source: Ministry of Finance of Japan

<Figure 2> Japanese affinity with foreign countries, 1991-2004
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Are Japanese FDI outflows affected by Japanese affinity with foreign countries?
Comparison between the volume of Japanese FDI outflows to a country in a given
year and the annual change in the Japanese affinity with that country in the previous
year may provide a clue to answer this question.4 Figure 3 shows this comparison
between 1991 and 2004 for the United States, South Korea, Russia, China, two
Southeast Asian countries (Thailand and Indonesia), two Southwest Asian countries
(India and Pakistan) and three West European countries (the United Kingdom, France
and Germany) in aggregate first, and then individually for the United States, South
Korea, and Russia, examples of countries for which the Japanese feel high, medium,
and low levels of affinity, respectively.5 The total volume of Japanese FDI outflows to
the eleven countries as a group appears to move more or less similarly with the
changes in Japanese affinity with them, as computed by summing up the changes in
Japanese affinity with the countries individually. The coefficient of correlation
between the two variables is in fact 0.44, indicating a moderate positive relationship.
Positive relationships between Japanese FDI outflows to and affinity with the United
States, South Korea and Russia appear as well, although the degrees vary across the
countries; the coefficients of correlation are 0.13, 0.36, and 0.53, respectively. The
remaining sections will address this relationship in a more systematic manner.

4

Considering the time lag between investment decision and actual investment, this comparison seems
appropriate for examining the relationship between affinity and FDI outflows.
5
This study’s means of measuring Japanese affinity with these countries are explained in detail in
Section IV.
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<Figure 3> Japanese FDI outflows and affinity changes
(100 millions of yen, % points)
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III. Determinants of FDI location
A majority of the studies of factors affecting geographic FDI distribution point to
domestic conditions in the host countries as important determinants. However, most of
these studies have limitations in that they tend to pay significant attention only to
economic and political factors, leaving other dimensions largely unexplored.6 This
section first reviews economic and political factors that have been widely indicated in
the literature as important determinants of FDI location, before then proposing this
paper’s main argument that affinity affects FDI flows as well.

1. Economic factors

Economic conditions in host countries are generally regarded as salient factors
affecting FDI inflows into them. Among these conditions, market-related factors are
most frequently indicated as important. Market size, usually measured by the volume
of GDP, is seen as one such factor, as firms can exploit economies of scale in countries
having larger markets (Bengoa and Sanchez-Robles 2003, p. 532). As Chakrabarti
(2001, p. 96) points out, market size is in fact the most widely accepted determinant of
FDI flows, although a few studies (e.g. Büthe and Milner 2008) find it to be
insignificant in explaining them. A host country’s economic development and growth
rate are also often indicated as market-related conditions that positively affect FDI
inflows (e.g. Gastanaga, Nugent and Pashamova 1998), even though some studies (e.g.
6

For a typical economic analysis of FDI, see Dunning (1977; 1979; 1980). He has introduced the
“eclectic” or “OLI” paradigm in analyzing FDI. This paradigm asserts that a firm engages in FDI if the
following three advantages are enjoyed: ownership advantages (O), location advantages (L), and
internalization advantages (I). A firm’s ownership advantages refer to its assets that its competitors do not
possess. The firm obtains location advantages when it benefits from utilizing these assets outside of its
home country. Internalization advantages occur when it is more beneficial for the firm to internalize these
assets, through extension of its own activities, rather than to sell or lease them to other firms.
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Asiedu 2002) find these factors to have negative or insignificant effects.
Other host country economic conditions that have been widely studied as potential
factors affecting FDI inflows include labor costs, tax rates, openness, trade barriers,
etc. Yet empirical findings of the effects of these factors on FDI inflows are quite
inconclusive. One group of studies (e.g. Culem 1988) finds a negative relationship
between labor costs and FDI inflows, arguing that high labor costs reduce FDI
profitability. However, there is another group (e.g. Tsai 1994) that shows labor costs to
have insignificant or positive effects on FDI inflows. Some scholars (e.g. Billington
1999) argue that tax rates, in particular corporate tax rates, have a negative effect on
FDI inflows, given that a high tax rate lowers the income of a foreign-owned FDI firm,
while others (e.g. Lipsey 1999) find no such effect. A group of studies (e.g. Edwards
1990) shows a positive relationship between openness (measured mostly by the ratio
of trade to GDP) and FDI inflows, arguing that firms making export-oriented
investment prefer to locate in a more open economy, but there are also a few studies
(e.g. Wheeler and Mody 1992) that find no support for this argument. Some studies
(e.g. Lunn 1980) find FDI flowing into countries with high trade barriers, in order to
avoid obstacles to trade, while others (e.g. Mudambi 1995) fail to find such an effect
of trade barriers on FDI inflows.

2. Political factors

Although political factors have been examined much less than economic factors as
location determinants of FDI, some political factors have been analyzed by a good
number of studies. Political instability, for example, is one potential variable affecting
FDI flows that many studies have traditionally addressed. Empirical studies here show
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mixed results, however. One group of scholars (e.g. Schneider and Frey 1985,
Tuman and Emmert 2004) finds a significant negative relationship between political
instability and FDI inflows, arguing that political instability causes difficulties for
foreign-owned firms’ business activities. Another group (e.g. Li and Resnick 2003,
Trevino, Daniels and Arbeláez 2002) demonstrates political instability to be
insignificant, however. This finding, of political instability’s insignificance, may
perhaps be understandable if foreign-owned firms are concerned with

political

instability only in certain circumstances, for example only when it threatens their
property rights (Li and Resnick 2003, p. 197).
A growing number of studies have paid attention to the effects of political regime
type on FDI inflows. There are conflicting theories and conflicting empirical findings
on this issue, also. One group (e.g. Feng 2001, Jensen 2003, Jakobsen and Soysa 2006)
argues that the existence of democratic institutions in a country exerts a positive effect
on FDI inflows to it, due to reasons such as better property rights protection. Another
group (e.g. Jessup 1999, O’Donnell 1978) contends that authoritarian countries attract
more inward FDI than democratic countries, due to their abilities to provide foreignowned firms favorable businesses conditions, such as weaker labor protection. 7
Meanwhile, there is a reconciling view (Li and Resnick 2003) arguing that democracy
has both positive and negative effects on FDI inflows, with its net effect on FDI
inflows being contingent on the relative strengths of the two competing forces. Yet
there are also some studies (e.g. Büthe and Milner 2008) which find no significant
relationship at all between FDI inflows and political regime type.8

7

Resnick (2001) also demonstrates that democratic transition has a negative effect on inward FDI.
Oneal (1994) also shows that a country’s political regime type does not have a significant effect on FDI
inflows, but he finds authoritarian countries providing higher returns to FDI.
8
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3. Affinity, trust, and transaction costs

As discussed above, economic and political factors have been the main focuses of the
literature on determinants of FDI location. There may, however, be other important
factors affecting FDI flows that cannot be explained through standard economic
models or general political economy frameworks. Among such factors, this paper
focuses on the effect of affinity on FDI flows.
Given that social relations are mainly accountable for the generation of trust in
economic life (Granovetter 1985, pp. 490-91), and that affinity strengthens social
relations by fostering a sense of closeness (Moreland and Beach 1992), it may be
reasonable to expect a positive relationship between one’s affinity with a counterparty
and one’s trust in her/him. Therefore, when one’s affinity with others increases, one’s
trust in them is also likely to grow. Conversely, when one’s feeling of closeness to
others declines, trust in them is likely to follow.9
Meanwhile, trust in economic relationships is a valuable asset that lowers
transaction costs in a number of ways. For example, where high trust exists between
firms, they will be confident of the payoffs on their cooperative business activities
being fairly divided. This situation will reduce their need to invest heavily in ex ante
bargaining. Their negotiations will in addition be more efficient, owing to their
confidence that information provided by their partners is not misrepresented. Ex ante
contracting costs decline as a result. Trust is likely to reduce ex post contracting costs
as well, as firms’ trust in their partners will lead them to devote fewer resources to
contract monitoring and enforcement, or to dealing with ex post bargaining and

9

The formation of affinity may be influenced by diverse factors, such as cultural closeness, political
ideology, economic reputation, etc. However, study of the sources of affinity is beyond the coverage of
this paper, which focuses only on the effects of affinity on economic behavior, in particular on FDI flows.

- 11 -

haggling over problems emerging during the course of the actual transacting
(Boersma, Buckley and Ghauri 2003, pp. 1032-33; Dyer and Chu 2003, pp. 59-60).
Given that transaction costs have a great impact on economic efficiency, their
lowering can affect economic activities significantly (North 1990).10
Indeed, there are some statistical studies whose findings support such a positive
relationship between trust and low transaction costs. For example, Butter and Mosch
(2003) show that trust between trading partners significantly enhances trade by
lowering transaction costs, estimating that a one standard deviation increase in trust
results in a 90 to 150 percent change in bilateral trade for 25 countries. Guiso,
Sapienza and Zingales (2004) demonstrate that a one standard deviation increase in
the trust of importers toward exporters increases exports by 32 percent in European
countries. Dyer and Chu (2003), furthermore, analyze 344 supplier-automaker
exchange relationships in the United States, Japan and South Korea, and find an
inverse relationship between trust and transaction costs, suggesting that the value
created by lower transaction costs may be substantial.
In addition, there is some recent empirical research that finds a significant positive
relationship between affinity and business activities. Noland (2005), for instance,
analyzes the impact of US public attitudes toward foreign countries on the volume of
US trade and finds a significant positive impact of affinity on trade volume, estimating
that a one standard deviation increase in affinity increases trade volume 20 to 31
percent. Also noteworthy is the finding that cultural affinity supports cooperation in
economic life by fostering trust (Bowles and Gintis 2004).
I thus argue that a rise in affinity between two parties is likely to promote economic
activities between them, through the channel of an increase in mutual trust and the
10

North (1990) estimates that as much as 35 to 40 percent of the costs associated with economic activity
may be accounted for by transaction costs.
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resulting decrease in the transaction costs of economic activities between them. This
argument yields the following testable hypothesis regarding FDI flows, all other things
being equal:

Hypothesis: A rise in one country’s affinity with a foreign country increases its FDI
outflows toward that country, whereas a decline in affinity reduces its FDI outflows
toward it.

IV. Data and methodology
To test this hypothesis, I conduct a statistical analysis of Japanese FDI outflows into
eleven countries during the period of 1991 to 2004. The eleven countries are China,
France, Germany, India, Indonesia, Pakistan, Russia, South Korea, Thailand, the
United Kingdom, and the United States. These countries were selected based on the
availability of data concerning Japanese affinity with them. The observation period
was chosen based on the facts that the Japanese economy began to fall substantially
from the early 1990s and remained largely unchanged throughout the period, and that,
while this research uses the Japanese FDI data provided by the Ministry of Finance of
Japan, the ministry has not published this data since 2005.11

11

The FDI statistics provided by the ministry include figures on the geographical and industrial
distribution of Japanese outward and inward FDI. The Bank of Japan has also provided Japanese FDI data
in the Japanese balance of payment statistics, but the data on geographical distribution of Japanese FDI
flows is available from 1997 only. Given that use of the Bank of Japan data reduces the observation
period substantially, and that with use of FDI data based on balance of payments statistics it is difficult to
reflect the true amount of FDI, this study uses the Japanese FDI data from the ministry. In fact, the
ministry’s Japanese FDI statistics have been the most commonly used official Japanese FDI data (Farrell
2000, p. 2).
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1. Dependent variable

The dependent variable is the volume of Japanese FDI outflows into a country each
Japanese fiscal year,12 measured in 100 millions of Japanese yen. This measure is
compatible with this study’s key research question, which is whether one country’s
increased affinity with another country promotes FDI flows from it into that country.
Some studies on the determinants of FDI location (e.g. Büthe and Milner 2008, Tuman
and Emmert 2004) use as their dependent variable the ratio of FDI inflows to the host
country’s GDP. Their reason for transforming the variable in this way is to measure the
relative importance of the FDI inflow to the host country’s economy (Li and Resnick
2003, p. 200). It may therefore not be consistent with the research question of this
study, which concerns the level of Japanese FDI outflows per se (see Li and Resnick
2003, p. 200).13
The FDI data used is that reported under the Japanese Foreign Exchange and
Foreign Trade Law, with the minimum reporting threshold 100 million yen or the
equivalent. The variable is adjusted to take into account inflation by using the
consumer price index, and is logged to deal with its skewed distribution. Data is from
the Ministry of Finance of Japan. In the statistical analysis, the dependent variable is
labeled as JAPANESE FDI.

2. Key independent variable

The key independent variable this research focuses on is the annual change in
Japanese affinity with a foreign country. For measuring this affinity, I use as a proxy
12

The Japanese fiscal year begins in April and ends in March of the following year.
In analyzing FDI inflows, Li and Resnick (2003) and Oneal (1994) also use the level of FDI inflows as
their dependent variables, rather than such a transformed variable.
13
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the percentage of respondents expressing affinity with the country in the Japanese
government’s annual public opinion survey on Japan’s foreign relations (Kaikou-ni
Kansuru Seron-chyousa).14 The annual change in Japanese affinity with a foreign
country for a given year is accordingly calculated as the percentage of respondents
expressing affinity with the country in that year minus the same percentage in the
previous year.
The public opinion survey cited has been conducted every October since 1977, with
its target respondents people over the age of 20. The size of its sample has been 3,000,
and from 1991 to 2004 the response rate ranged from 69 to 72 percent. The sampling
method used in the survey is two-staged stratified random sampling. In the
questionnaire, the question as to affinity with a foreign country has five possible
responses: (i) feel affinity; (ii) if must choose, feel affinity; (iii) don’t know; (iv) if
must choose, don’t feel affinity; and (v) don’t feel affinity. The percentage share in
total respondents of the number who checked either of the first two choices is reported
as the percentage of those feeling affinity with the country.
The individual countries that the survey covers are limited to China, South Korea,
Russia, and the United States. However, the survey also examines affinity with groups
of countries in a region in an aggregate sense, in other words affinity with “Southeast
Asian countries,” “Southwest Asian countries,” “West European countries,” etc. I
allocate the percentage of those expressing affinity with “Southeast Asia countries” to
Thailand and Indonesia, as these two countries are explicitly cited as examples of
Southeast Asian countries on the survey questionnaire. For the same reason, I adopt
the percentage of those who show affinity with “Southwest Asian countries” as the
measure of the Japanese affinity with India and Pakistan, and the percentage of those
14

The results of the survey are available on the website of the Cabinet Office of Japan
(http://www.cao.go.jp), in Japanese only.

- 15 -

who express affinity with “West European countries” as the measure of the Japanese
affinity with France, Germany and the United Kingdom. This measurement of affinity
may not be the best one. However, the fact that the questionnaire does not specify
individual countries in those regions per se may suggest that the Japanese affinity with
a country within one region may not be substantially different from that with the other
regional countries. The measurement of affinity this research adopts does not appear to
be a serious problem, therefore, while it has the advantage of increasing the number of
observations.
The key independent variable is labeled as AFFINITY, and is lagged by one year,
given that there is a time lag between an investment decision and the actual investment.
I expect that an increase in the Japanese affinity with a country promotes Japanese
FDI outflows into that country. Conversely, a decline in Japanese affinity with it is
expected to reduce Japanese FDI outflows there. AFFINITY is accordingly expected to
have a positive impact on JAPANESE FDI.

3. Other independent variables

This study considers the effects of an additional seven variables on Japanese FDI
flows. They include five economic variables – market size, labor cost, corporate tax
rate, openness, and trade barriers – and two political variables – democracy and
political stability. I select these variables because in the FDI literature they are
frequently considered important FDI location determinants.

A. Economic variables
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MARKET SIZE.

The host country’s GDP in constant (2000) US dollars is used

to measure its market size. The variable is logged, with a one-year lag. Data is from
the World Bank’s World Development Indicators. Given that the literature on FDI
flows generally finds a positive relationship between a country’s market size and the
size of FDI inflows to it, MARKET SIZE is expected to affect JAPANESE FDI positively.

LABOR COST.

Real manufacturing wages are used as a proxy measure for labor

costs. I estimate real annual wages converted into US dollars, using data on wages in
local currencies obtained mainly from the United Nation’s Statistical Yearbook. The
variable is logged, with a one-year lag. Given that low wages may increase the
profitability of FDI, I expect LABOR COST to show a negative relationship with
JAPANESE FDI.

CORPORATE TAX RATE.

The variable is corporate tax rates in sample countries,

lagged by one year. Data is from KPMG’s Corporate and Indirect Tax Rate Survey
2007. Given that a high corporate tax rate may lower an FDI firm’s income,
CORPORATE TAX RATE is expected to affect JAPANESE FDI negatively.

OPENNESS.

For the measurement of host country openness, I use the ratio of its

trade to GDP from the World Bank’s World Development Indicators, lagged by one
year. Given that export-oriented FDI may prefer a more open economy, I expect a
positive relationship between OPENESS and JAPANESE FDI.

TRADE BARRIERS.

In measuring the degree of trade barriers, I use average

tariff rates as a proxy measure, lagged by one year. Data is from the World Bank’s
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Data on Trade and Import Barriers. Given that FDI may be used as a means of
overcoming trade barriers, TRADE BARRIERS is expected to have a positive impact on
JAPANESE FDI.

B. Political variables

DEMOCRACY.

For the measurement of a country’s level of democracy, I use the

Revised Combined Polity Score (POLITY2) in the Polity IV dataset, which is widely
used in political science research. The polity score is computed by subtracting the
score for autocracy from that for democracy and ranges from – 10 (strong autocratic)
to +10 (strong democratic). I lag the variable by one year. The literature contains
conflicting expectations as to the impact of democracy on FDI inflows, with some
claiming it to be positive and some that it is negative. It will be empirically tested,
therefore, without expectation, what exactly is the effect of DEMOCRACY on
JAPANESE FDI.

POLITICAL STABILITY.

To measure political stability, I use the Cingranelli-

Richards Human Rights Dataset. Although this dataset is in principle set up to provide
information on government respect for internationally recognized human rights, it
includes indicators that may be used as a proxy measure of countries’ political stability.
These indicators are “extrajudicial killing,” “disappearance,” and “political
imprisonment.”15 A country is given a score of 0, 1, or 2 in terms of each of these
three indicators in a given year. A score of 0 indicates that the practice concerned has
15

An extrajudicial killing refers to a killing by government officials without due process of law.
Disappearance means a situation in which a person has disappeared due to political reasons. Political
imprisonment refers to government incarceration of people because of their non-violent opposition to
government policies or leaders, speeches criticizing the government, etc.
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occurred frequently in that year, a score of 1 that it has occurred occasionally during
that year, and a score of 2 that it did not occur in that year. It may be reasonable to
expect that in a country with higher political stability the scores for these indicators
will be higher. By summing up the scores of these three indicators in a given year, I
therefore generate a new indicator as a proxy measure for political stability, the scores
for which range from 0 to 6. The variable is lagged by one year. Empirical studies of
the relationship between political stability and FDI flows present mixed results.
Nevertheless, it appears theoretically more plausible to expect that political stability
will attract more FDI inflows, and I thus expect a positive relationship between
POLITICAL STABILITY and JAPANESE FDI.

4. Estimation method

The data has a pooled time-series cross-section (TSCS) structure, which is
characterized by containing repeated observations on fixed units over a relatively long
period of time. Due to their temporal and spatial properties, TSCS data often show
panel heteroscedasticity in the errors, contemporaneous correlation of errors, and
autocorrelation of errors (Beck and Katz 1995).16 To deal with these problems, I run a
Prais-Winsten regression adopting a common first-order autoregressive (AR(1))
process with the use of panel-corrected standard errors (PCSE), as recommended by
Beck and Katz (1995). PCSE addresses the problems of heteroskedasticity and
contemporaneous correlation in the error terms (Beck and Katz 1995), while the PraisWinsten regression takes into account the AR(1) process. The estimation uses STATA 9.
16

Panel heteroscedasticity means that the variances of the error process differ across units.
Contemporaneous correlation of errors means that the errors for one unit are correlated with the errors for
other units. Autocorrelation of errors means that the errors for a given country are correlated with
previous errors for that country (Beck 2001, p. 275).
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V. Findings
Since the number of observations in this research is not so high, inclusion in the
regression analysis of all eight independent variables at one time risks lowering the
reliability of the statistical results.17 As the preliminary analysis, therefore, I first
analyzed the effects on JAPANESE FDI of the seven independent variables other than
the key one of AFFINITY, by grouping them in diverse ways. This analysis showed
that MARKET SIZE, OPENNESS and DEMOCRACY had significant effects on
JAPANESE FDI at the 5 percent level, while LABOR COST, CORPORATE TAX RATE,
TRADE BARRIERS, and POLITICAL STABILITY did not.

For the main analysis here, I specify diverse models using AFFINITY and the three
independent variables that showed significant effects on JAPANESE FDI in the
preliminary analysis. Summary statistics of the dependent and independent variables
are reported in Table 1. Multicollinearity among the four independent variables is
tested by examining their variance inflation factor (VIF) values. The VIF test shows
that the highest VIF value is 1.45 and the mean VIF 1.23, suggesting the near absence
of the multicollinearity problem between the variables.18

17
18

In addition, the time series available are not identical for all variables.
VIF values larger than 10 are generally regarded as showing the presence of multicollinearity.
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<Table 1> Descriptive statistics

Variables

Observations

Mean

Standard dev.

Minimum

Maximum

JAPANESE FDI

149

6.5109

2.0012

0.8416

10.1640

MARKET SIZE

154

27.0006

1.3604

24.6317

29.9661

OPENNESS

154

50.9658

22.4035

15.7090

125.223

DEMOCRACY

154

5.5065

6.1029

-7

10

AFFINITY

147

0.2109

3.4955

-10.2

10.1

Model 1 includes only the three independent variables that showed significant effects
on JAPANESE FDI, at the 5 percent level, in the preliminary analysis. In model 2, I add
19

AFFINITY.

Models 1 and 2 both test the data of all eleven countries covered by this

study. Model 2.1, meanwhile, excludes the data for the United States. I do this because
the United States absorbed a dominant share of total Japanese FDI outflows,
amounting to about 20 to 40 percent during the observation period, which could create
potential problems for test result reliability. Model 2.2 then also excludes the data for
the three West European countries of France, Germany, and the United Kingdom, in
addition to that for the United States, in order to examine whether the relationship
between AFFINITY and JAPANESE FDI changes when the countries observed include
developing countries only.
Table 2 presents the statistical results from the four model specifications. As seen
from the data, the models explain about 52, 53, 41, and 38 percent of the variation in
Japanese FDI outflows, respectively.

19

For the data used for Model 2, a modified Wald test shows significant panel heteroskedasticity at the 1
percent level, and a Woolridge test detects a significant AR(1) process at the 5 percent level. Meanwhile,
contemporaneous correlation is not tested due to certain technical problems.
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<Table 2> Determinants of Japanese FDI outflows, 1991-2004

Model 1

Model 2

Model 2.1

Model 2.2

0.0350**

0.0415**

0.0376*

(0.0146)

(0.0189)

(0.0227)

-0.0609***

-0.0640***

-0.0738***

-0.0894***

(0.0168)

(0.0167)

(0.0148)

(0.0221)

1.1638***

1.1659***

0.9690***

0.7478***

(0.1137)

(0.1208)

(0.1403)

(0.258)

0.0175**

0.0179***

0.0238***

0.0217***

(0.0076)

(0.0063)

(0.0065)

(0.0066)

-25.5966***

-25.6776***

-20.7481***

-14.9**

(3.3755)

(3.5326)

(3.9517)

(6.9629)

149

142

128

89

0.5196

0.5279

0.4099

0.3824

AFFINITY

DEMOCRACY

MARKET SIZE

OPENNESS

CONSTANT

Observations
R

2

Notes: PCSE in parentheses. A common AR(1) correction. * p<0.1, ** p<0.05, *** p<0.01

AFFINITY is statistically significant at the 5 percent level and positive, as expected,

in model 2. In this model, a one unit change in AFFINITY causes about a 3.5 percent
change in JAPANESE FDI, with the other variables all held constant. A rise in Japanese
affinity with a foreign country did therefore increase Japanese FDI outflows toward
that country, and vice versa. The positive relationship between the two variables
remains significant at the 5 percent level in model 2.1 and at the 10 percent level in
model 2.1, with a one unit change in AFFINITY resulting in about 4.2 and 3.8 percent
changes in JAPANESE FDI in the two respective models. These results demonstrate
that the claim of a positive relationship between Japanese affinity with and FDI
outflows to foreign countries remains valid, even when the observation cases are
limited to developing countries. All of these statistical results offer strong support for
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the hypothesis.
Meanwhile, DEMOCRACY is negative and statistically significant in all four models,
supporting the claim that FDI favors authoritarian regimes rather than democratic ones.
MARKET SIZE is positive as expected and statistically significant in all four models,

implying that a larger market size is likely to attract more FDI inflows. OPENNESS is
positive as expected and statistically significant in all models again, suggesting the
greater likelihood of FDI flowing into an economy that is more open.

VI. Robustness checks
To probe the soundness of the above findings, I conduct a series of robustness checks
of the model 2 estimation results, using another five models. Model 3, firstly, adopts
an alternative measure of the annual change in Japanese affinity with a foreign country:
the annual increase rate in Japanese affinity with that country. Model 4, meanwhile,
uses as AFFINITY the percentage of those expressing affinity with the foreign country
in the public opinion survey. Model 4 can therefore show the relationship between the
level of Japanese affinity with a foreign country and the volume of Japanese FDI
outflows toward that country, which is another important aspect of the relationship
between Japanese affinity with and FDI outflows toward a country.
In models 5 to 7, I re-estimate model 2 using alternative estimation methods. Model
5 adopts a country-specific AR(1) process, running a Prais-Winsten regression with
the use of PCSE. According to Beck and Katz (1995), adoption of a common rather
than a country-specific AR(1) process is a better method, as it is likely to lead to the
standard errors estimating variability more accurately. Nevertheless, it may be
worthwhile evaluating the robustness of the model 2 results using the alternative
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assumption. Meanwhile, instead of Prais-Winsten regression adopting PCSE, model
6 uses fixed effects, and model 7 random effects.
Table 3 reports the estimation results for the five models. In terms of hypothesis
testing for affinity and FDI flows, they are consistent with those in Table 2. As in
model 2, AFFINITY shows a significant positive effect on JAPANESE FDI in all five
models. DEMOCRACY is negative and also statistically significant in all five models.
MARKET SIZE is positive and statistically significant in all models but model 4, in

which the coefficient of correlation between MARKET SIZE and AFFINITY is very
high (0.80). OPENNESS, meanwhile, also shows a significant positive relationship
with JAPANESE FDI in models 3, 4, and 5. And although the relationship is then
negative in models 6 and 7, it is not statistically significant. Overall, these statistical
results support the findings of a positive relationship between affinity and FDI flows
reported in Table 2.
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<Table 3> Alternative estimations of model 2

Model 3

Model 4

Model 5

Model 6

Model 7

0.0096*

0.0830***

0.0339***

0.0372**

0.0377**

(0.0055)

(0.0129)

(0.0100)

(0.0160)

(0.0159)

-0.0626***

-0.0447**

-0.0440**

-0.0465**

-0.0483**

(0.0169)

(0.0181)

(0.0217)

(0.0229)

(0.0222)

1.1613***

0.2852

1.1073***

0.6472**

0.7939***

(0.1179)

(0.1903)

(0.1101)

(0.3081)

(0.2313)

0.0177***

0.0090**

0.0111***

-0.0003

-0.0001

(0.0062)

(0.0044)

(0.0036)

(0.0060)

(0.0056)

-25.5627***

-4.9840

-24.0453***

-10.6992

-14.7393**

(3.4544)

(4.8968)

(2.9564)

(8.2480)

(6.2119)

142

147

142

142

142

0.527

0.6421

0.9307

(within)

0.0936

0.0926

(between)

0.4925

0.4944

(overall)

0.3936

0.3969

AFFINITY

DEMOCRACY

MARKET SIZE

OPENNESS

CONSTANT

Observations
R

2

Notes: PCSE and standard errors in parentheses. * p<0.1, ** p<0.05, *** p<0.01

VII. Conclusion
FDI is an important element of international economic integration, or economic
globalization. Accordingly, the study of the location determinants of FDI can provide
helpful insight for the understanding of factors strengthening international economic
integration. The existing studies of the determinants of FDI location have presented a
diversity of domestic conditions in host countries as major determinants. Most studies
have a limitation, however, in that they do not look beyond the economic and political
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dimensions. This research has tried to fill some of this important gap in the literature,
by shedding light on affinity as an important determinant of FDI location. It has shown
that affinity has a significant positive relationship with FDI flows, based upon an
empirical analysis of Japanese FDI outflows. This finding is consistent with the results
of earlier studies of the impact of affinity or trust on international trade, suggesting
that as affinity increases between countries they will engage in cooperative economic
activities more easily, intensifying their economic integration.
This study is of theoretical significance in that it supplements the mainstream
economic theory, which tends to analyze economic behavior under the assumption that
actors’ preferences are formed based exclusively on their material interests. The
findings in this research underline the limitations of such an approach, however, by
demonstrating that psychological factors are also a salient determinant of economic
behaviors. This study does not invalidate the mainstream economic theory, of course,
but it does supplement it.
This research also provides some salient suggestions for policymakers, since its
findings imply countries are likely to become more integrated economically – and thus
likely obtain more economic benefits – if they develop more friendly relationships
with each other. While this research has not examined the sources of affinity, which
may consist of a diversity of factors, it may be reasonable to expect a good and strong
political relationship between two countries to boost their mutual affinity, and
development of close ties in the political sphere may thus be expected to intensify
their economic integration. This reasoning may be extensively applied to regional
integration, emphasizing the importance of regional institutions that can increase the
political coherence among member countries for economic integration.
This study suggests in a more direct manner, of course, that a rise in foreigners’
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affinity with a country is likely to increase their FDI inflows into that country.
Diverse activities that help raise foreigners’ affinity with a country, such as export to
them of its cultural goods, including films, music, etc., are thus likely to induce more
FDI inflows from them.
To conclude, I would like to point out this paper’s main limitations. One is that its
research does not provide an empirical analysis of the channel through which affinity
influences FDI flows, even though it shows a positive relationship between the two
variables per se. However, as discussed earlier, there are studies that do empirically
support my argument as to the channel through which affinity affects FDI flows.
Another limitation of this research is that it examines only the Japanese case. This
problem is of course attributable mainly to the availability of data on affinity,
however.20 In addition, as mentioned earlier, note that Noland (2005) also finds US
affinity with foreign countries to have a positive effect on US trade volume. This
implies that the significant effect of affinity on FDI flows may not be a phenomenon
unique to the Japanese only.

20

Noland (2005) does use the survey data on US affinity with foreign countries in his analysis of affinity
and international trade. However, the method of measuring affinity in the US survey differs from that in
the Japanese survey used in this paper; in the US survey, respondents are asked to rate their affinity with
foreign countries on a scale of 0 to 100, with higher figures indicating greater affinity (Noland 2005, p. 3).
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< Abstract in Korean >
최형규*
본 연구는 세계경제통합에 영향을 미치는 요인에 대한 분석의
일환으로 해외직접투자 결정 요인을 분석하였다. 해외직접투자 결정
요인에

관한

선행연구에서

기존의

연구와는

고려하지

다르게

않았던

심리적

해외투자
요인,

결정

특히

요인으로
투자자들이

해외직접투자 대상국에 대해 느끼는 친근감이 투자에 미치는 영향을
분석하는데 초점을 두었다. 구체적으로 우리나라를 포함한 11개국에
대한 일본의 해외직접투자 사례를 선정하고 패널자료를 이용하여
다양한 분석을 시도하였다.
실증분석 결과 투자대상국에 대한 친근감 상승은 동 국가에 대한
해외직접투자에 정(+)의 효과를 미치는 것으로 추정되었다. 이러한
추정 결과는 경제행위자간 친근감 상승이 이들간 신뢰를 강화하고
거래비용

하락을

통해

경제활동

증진으로

이어진다는

측면에서

투자국과 투자대상국간 친근감 상승이 국가간 해외직접투자에 긍정적
영향을 미친다는 것이다.
이러한 연구결과는 문화상품 수출 등과 같이 우리나라에 대한
외국인의 친근감을 높일 수 있는 활동의 증가가 해외로부터의 투자
유치에 긍정적 영향을 미칠 수 있음을 시사한다. 또한 본 분석결과에
비추어 볼 때 국가간 상호 친근감은 해당 국가간 우호적 정치관계
강화에 따라 상승할 수 있다는 점에서 국가간 우호적 정치관계 강화가
경제통합 진전에 도움이 될 수 있을 것으로 예상된다.
* 한국은행 금융경제연구원 동북아경제연구실 과장
연구내용은 집필자의 개인의견이며 한국은행의 공식견해와는 무관합니다.
따라서 본 논문의

내용을 보도하거나 인용할

반드시 명시하여 주시기 바랍니다.
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경우에는 집필자명을

