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Abstract  This paper empirically examines the role of political risks in the 
Japanese outward Foreign Direct Investment (FDI) activities with a panel data of 
30 countries for the period of 1995-2008. The estimation model is constructed 
on the basis of the OLI (ownership, location and internalization advantages) and 
Knowledge-Capital Models. Political risk variables are included as additional 
explanatory variables with market potential, wages, skilled workforce 
endowments, investment cost, trade cost and distance. We found that the model 
with interaction terms of these political risk factors with some traditional 
explanatory variables reasonably explains recent Japanese outward FDI flows.  
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1. Introduction 
 
This paper empirically examines the effects of political risks, with interactions 
with additional variables, on the recent Japanese outward Foreign Direct 
Investment (FDI, hereafter) with a panel data of 30 countries for the period of 
1995-2008. 
 
FDI activity is defined as an investment that is aimed at acquiring control in the 
foreign company and it is often associated with Multinational Companies 
(MNCs) activities. (Markusen, 2009). Through FDI MNCs get access to larger 
markets, lower resource prices, cheap labor and other benefits that can provide 
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them with higher profitability and stable growth. On the other hand the host 
countries can benefit not only from the capital, but also from managerial and 
technological knowledge, access to international business culture and practice, 
improved productivity etc. (Estrin, Hughes, and Todd, 1997; Lankes and 
Venables, 1996). These benefits facilitate host countries economic growth 
(Ozturk, 2007). In line with this FDI are considered by local governments as an 
important source of economic growth and are often stimulated through various 
governmental policies. (Sinn et al.,  1997). 
 
This paper focuses exclusively on outward FDI from Japan. It is true that Japan 
has actively engaged in FDI, but their recent MNCs activities reflect to a certain 
extent the general tendency of the global economy. Despite the global financial 
crisis and decline in global FDI flows since the fall in 2008, Japanese MNCs 
maintained the incline in business growth as reported by JETRO (Japan External 
Trade Organization, 2009). In 2008 the outward FDI increased by 78% reaching 
$130.8 billion. However in the first half of 2009 there was a slight decrease in 
outward FDI by 26.7%.    
 
The present investigation of Japanese FDI has been motivated by at least two 
reasons: First of all,  although a recent trend of FDI research has stressed 
potential importance of political factors that might affect FDI flows (e.g. Busse, 
2005), as far as the authors know, there has been no close examination of the 
effects of political factors on the Japanese  FDI alone. And secondly, although 
Japanese FDI has been considered as a sample country among many others 
within cross-section or panel data analyses, there is seldom any empirical 
analysis isolating and focusing only on Japanese FDI activities.   
 
Using a panel data of Japanese outward FDI flows to 30 Asian and European 
countries, we run a hybrid regression model reflecting the knowledge-capital and 
the OLI (Ownership, Location, and Internalization advantages) hypotheses. The 
former hypothesis was proposed by Markusen (2002), while the latter by 
Dunning (1992). We first estimate a model which incorporates the traditional 
FDI determinants such as market size, growth perspectives, trade cost, 
investment cost, wage cost, skill difference, etc. We then extend the model to 
examine the effects of political risk on Japanese outward FDI flows, and 
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consider some interaction effects with new explanatory variables, technological 
development index and national culture.  
 
The rest of the paper is organized as follows. Section II provides a review of the 
recent literature, with special emphasis on the effects of political factors. 
Section III present our empirical models and discuss the effects of explanatory 
variables on FDI.  Section IV describes the data and methodology, followed by 
the estimation results in section V. Section VI provides the summaries and 
conclusions. 
 
  
2. Political Risks on Japanese FDI: Review of Literature  
 
Since Mundell’s (1957) attempt to explain FDI flows in terms of relative factor 
endowments and relative factor costs,  a large number of theoretical and 
empirical works appeared to modify, elaborate, and/or propose new or 
alternative models for FDI flows. A review of the literature on FDI determinants 
is found in a recent article by Deseatnicov (2009), in which political factors are 
emphasized as potentially important determinants for the modern FDI. Thus, this 
section is devoted to present exclusively a brief review of recent literature that 
has stressed their significance on FDI flows. 
 
In his recent review article, Bloningen (2005, p.390) mentioned that the "quality 
of institutions is likely an important determinant of FDI activity, particularly for 
less-developed countries". While he argued that a negative impact of poor 
institutions on FDI leaves no room for doubt, it  is difficult to empirically 
confirm the effects of institutions because of several problems inherent to data; 
measurement errors and little informative variations over time, among others. 
 
Although the theoretical modeling of the effects of political risks on 
international investment activities has been scarce, Lipschitz, Lane, and 
Mourmouras (2002) is an exception. They argued that institutional factors "that 
determine the perceived risk of confiscatory taxation or exchange controls, as 
well as unclear property rights and uneven application of laws and 
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contracts"(p.11) could be blamed as a source of small capital flows for ten CEE 
countries. 
There have been many empirical investigations of political risks on FDI 
activities. For example, Edwards (1990) presented a cross-section estimate of 
OECD's FDI to 58 LDC sample countries, using data of the sample means for the 
period 1971-1981. Although he found that "both economic and political 
variables affect the distribution and magnitude of FDI", political variable's 
"relative importance is not very high when compared to that of other regressors". 
The political risk factors he used were some structural reform measures. 
 
Jun and Singh (1996) was one of the first to analyze the impact of political risk 
for the sample of 31 developing countries and found by a panel data estimation 
that the political risk turned out to have a negative and significant effect on FDI. 
Another empirical analysis with cross-section estimation was presented by Wei 
(2000) who used a sample of bilateral FDI from 12 OECD source countries to 45 
host countries. The political risk variables include corruption, bribes, or 
transparency.1 In order to avoid a difficulty associated with estimation with 
zero-FDI observation, he used a modified Tobit model and found that a rise in 
either the tax rate on MNCs or the corruption level in a host country reduces 
inward FDI, and that American investors are more averse to corruption in host 
countries, but not necessarily more so than average OECD countries. 
 
Effects of political risks on FDI activities have also been examined empirically 
with panel data. For example, Busse and Hefeker (2005) used a panel consisting 
of 83 developing countries for the period 1983-2003. They considered 12 
different political risk variables that may affect their inward FDI. An important 
feature they stressed was the endogeneity  inherent to political risks, and 
therefore, to avoid the possible effects through endogeneity, they employed the 
GMM method for estimation. They found that the seven out of a total of 12 
political risk indicators were closely associated with FDI. Another, a smaller 
panel data analysis was reported by Dhakal, Mixon, and Upadhyaya (2007) for 8 
CEEC for the period 1995-2004. They considered government regulation as 
political risk, and found that it had a significant negative effect on inward FDI 
as expected. Using different data sets and estimation techniques, several other 
studies also confirmed to a considerable extent the significance of political risk 
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for MNCs when undertaking FDI (Gastanaga et al.,  1998; Harms and Urspung, 
2002; Jensen, 2003; Busse, 2004).2 
 
Empirical literature on the effects of political risk on FDI reviewed above were 
mostly aggregate analyses by aggregating FDI activities in a multi-country 
setting. Lipschitz et al. (2002) used a sample of 10 CEE countries, whereas both 
Edwards (1990) and Wei (2000) considered outward FDI from OECD countries 
including Japan. On the other hand, in Busse et al.(2005) or Dhakal et al.(2007) 
Japanese FDI was not considered, meaning that the effects of political risks on 
Japanese FDI activities alone were ignored. However, this does not necessarily 
imply that the Japanese FDI activities have been overlooked in the literature. On 
the contrary Japanese FDI activities have been scrutinized empirically, as Japan 
has been one of the largest suppliers of outward FDI to emerging and developing 
countries. For example, an econometric test conducted by Cieślik and Ryan 
(2004) was aimed at investigating which of the gravity model (GM, hereafter) or 
economic potential model (EPM, hereafter) can better explain Japanese outward 
FDI into EU and its candidate countries (a total of 30 countries). Although the 
GM has been popularly used in empirical examination of FDI, they hypothesized 
that the EPM may be preferred for investigating Japanese FDI, because Japanese 
MNCs typically locate in countries with higher economic potential. They 
utilized the index of economic potential for some location (i), defined by the 
sum of the volume of economic activity in the all other location (j), divided by 
the distance between (i) and (j). Invoking an F-test, they found that the EPM 
encompasses the GM at the reasonable significance level. This conclusion was 
confirmed by the Hausman specification test for panel data estimations when 
accounting for country-specific heterogeneity. However, they too have not 
considered any impact from political risks on the Japanese FDI into those 
countries.  
 
In view of these recent theoretical and empirical developments this paper aims at 
empirically analyzing the Japanese FDI flows by a regression model reflecting 
the OLI and the knowledge-capital hypotheses, with the possible determinants 
derived from these theoretical frameworks. The Knowledge-Capital model (Carr 
et al.,  2001) proposed different types of FDI flows to be encouraged by the 
following factors: GDP, Skill Difference, Investment cost, Trade cost, distance 
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and some other explanatory variables. The objective and logic of Knowledge-
Capital Model is not only to understand the FDI determinants, but also, if 
possible, to distinguish the horizontal and vertical FDI flows. The OLI 
theoretical framework allows for different alternative determinants in order to 
explain the FDI flows from Ownership, Internalization and Location advantage 
perspectives. 
 
As put forth above, the present paper focuses on Japanese FDI with particular 
emphasis on the effects of political risks. In addition to political risks, we also 
examine two new explanatory variables that have not been examined for 
Japanese FDI explicitly. These are National Culture and Technological Index. It 
is our contention that, among many traditional FDI determinants, these are not to 
be neglected in the modern fast changing and globalizing society from the point 
of view of political economy. The contribution of our investigation, if any, rests 
on the fact that ours is the first attempt to analyze empirically the effects of 
Political Risk exclusively on Japanese FDI. 
 
 
3 .  Empirical Models 
 
This section presents our basic specification for the empirical strategy. The 
dependent variable in our study is FDI flow from Japan to a ‘country i’ in US 
Dollar (FDI), and the independent variables are chosen as explained below. Two 
of them (GDP and Wage cost) are expressed in logarithmic form, and the other 
remains as it is, as they represent the computed indexes. The log form allows 
reducing to a certain extent the influence of heteroscedasticity.3  
 
The basic model is specified in a reduced form as: 
 
Yi t  = μ i  + X'i tβ  + ε i t                                                                     (1) 
 
where Yit  is the net annual outward FDI from Japan into a host ‘country i’ at  
time t and X’i t  denote an (1 x k) vector of exogenous variables which vary in the 
cross-section and in the time dimension, and μ i  is a constant specific to each 
country.4 The parameter μ i  is introduced to account for unmeasured specific 
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features of countries concerned, and it varies only across countries. ε i t  is a 
stochastic error term, which is assumed to be uncorrelated over all i  and t . 
The estimation form of the basic model is linearly described as:  
 
(FDI)i t  = μ i  + β1LOG_GDPit  + β2SDit + β3LOG_Wit + 
β4TCREALit + β5ICREALit + β6DISi t  + β7PR_REALit + 
β8TIi t  + β9NCit + ε i t .        

(2) 

 
In addition two more linear regression models are specified in the panel data 
analysis. They are aimed at examining the effects of political risk through 
interaction with technological development in equation (3), and national culture 
in equation (4): 
 
(FDI)i t  = μ i  + β1LOG_GDPit  + β2SDit + β3LOG_Wi t 
+β4TCREALit  + β5ICREALit  + β6TI*PR_REALit  + β7NCit  
+ ε i t .                     

(3) 

 
and 
 
(FDI)i t  = μ i  + β1LOG_GDPit  + β2SDit + β3LOG_Wi t 
+β4TCREALit + β5ICREALit  + β6NC*PR_REALit  + β7TIi t  
+ ε i t .            

(4)  

 
Some previous studies have measured FDI activity through affiliate sales of FDI 
stock in the host country. Sometimes it was processed and measured in several 
ways: FDI divided by GDP, FDI per capita, FDI sum of home and host country 
and others. We use FDI flow as our dependent variable, as this first provides a 
greater amount of observations and second, allows statistical inferences for flow 
effect of real FDI. Data for FDI activity are collected from OECD (Organization 
for Economic Co-operation and Development) database which provides data of 
Japanese FDI for a large number of countries for the period 1985 to 2008. Since 
figures were released in Japanese yen, they were converted into US dollars using 
the exchange rate (average inter-bank rates) compiled by the Bank of Japan for 
the applicable period and reported to OECD statistics department.  
 
The explanatory variables are selected mostly from those used in many previous 
empirical studies to test the knowledge capital and/or the OLI hypotheses. First 
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is LOG_GDPit  representing the market size for country i at time t that has been 
considered as one of the first principal determinants of FDI.5 The greater market 
is accessible through FDI, the higher should be FDI flow. Thus, we expect 
positive sign of GDP on FDI. The GDP data are taken from the World Bank 
World Development Indicators (WDI) database, and then converted to the US 
dollars for all countries with the 1996 exchange rate. 
 
Second, human capital of the host economy is another important factor for FDI 
flows (Markusen and Venables, 1998, 2000). It has been argued that two 
important aspects should be considered for human capital: skill endowment and 
labor cost. Skill endowment for ‘country i’ at time t is proxied by SDit=S(J)-S(i) , 
where S(J)  and S(i)  mean the skill scores for Japan and the i-th host country, 
respectively. Thus,  SDit  in effect represents the difference  of the skill score for 
the host country relative to that of Japan.6 The skill score measures the level of 
skilled labor availability in each country; the higher the score is, the easier is to 
get a skilled labor. Thus, the sign for this variable is expected to be positive in 
case Japanese MNCs are looking for cheap unskilled labor (it can happen in case 
of horizontal FDI) and negative in case Japanese MNCs are looking for qualified 
labor and expertise (it can happen in case of vertical or platform-type FDI). 
 
In addition, availability of low labor cost is expected to stimulate FDI of 
vertical type where the cheap wage is considered to be of high importance (e.g., 
Wheeler and Mody, 1992; Kumar, 1994; Sahoo, 2006). Labor cost can be proxied 
by wage cost (Lankes and Venebles, 1996; Nunes et al. 2006). Thus, LOG_Wit ,  
which is the log of employees compensation received in US$ per hour for 
country i at time t,  represents the labor cost.7 The sign of this variable is 
expected to be negative as higher labor cost is expected to influence negatively 
FDI flows.  
 
The next explanatory variable is TCREALit  indicating trade cost. It represents 
the inverse of trade openness which is usually defined as ratio of import plus 
export to GDP. In general the impact of openness is linked to the type of FDI 
(Lankes and Venables, 1996; Holland and Pain, 1998; Sahoo, 2006; Asiedu 
2002). Horizontal FDI is attracted by high trade barriers first because of the 
high alternative export cost to the host country, and second as it creates also 

 
 



               Deseatnicov and Akiba, Journal of International and Global Economic Studies, 4(1), June 2011, 28-58                  
 

36

barriers for the competitors. On the other hand, vertical FDI (which is export-
oriented) is attracted by relatively opened economy. Following some previous 
studies, trade cost measures come from Penn-World Tables and are defined as 
100 minus the ratio of the sum of imports and exports to GDP.8 The trade cost is 
expected to have positive sign in case of horizontal FDI and negative sign in 
case of vertical and platform-type FDI.   
 
ICREALit  is investment cost for ‘country i’ at time t that is regarded as 
impediments and difficulties in the operational activity of foreign affiliate in the 
host country. These include financial, juridical, fiscal and other 
incentives/impediments. Carr et al. (2001) composed an index including the 
appropriate factors for the investment cost. Current paper follows the same 
approach.9 The investment cost was constructed from various indexes of World 
Competitiveness Yearbook. This index includes the level of control of foreign 
companies, restraints on negotiating joint ventures, strict controls on firing and 
hiring practices, an absence of fair administration of justice, access to local and 
foreign capital markets, difficulties in acquiring local bank credit,  an inadequate 
protection of intellectual property rights, anti-trust and competition laws, and 
immigrations laws. The sign of the investment cost is expected to be negative, 
implying that the higher investment barriers are, the lower the tendency for 
MNCs to invest in the host country will be. 
 
DISit  in equation (2) represents distance in kilometers from Tokyo to the 
Country i’s capital, and thus measures the level of geographical separation that 
might affect MNCs affiliate's decision to invest in the host country. Although it  
is not clear whether distance is included in trade costs or investment costs, it  has 
to be taken into consideration as it is a trade impediment.10  
 
PR_REALit  represents political risk for ‘country i’ at time t that has recently 
been emphasized as one of the most researchable issues in international 
economics, as reviewed and discussed in the previous section. Indeed, political 
risk usually influences some economic phenomenon not only in domestic 
activities, but also in international environment, and FDI is one of them. For 
instance, Japanese MNCs have a very negative historical experience in the 
Middle-east in 1970-1980s as well as during Asian crisis in 1990s when political 
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instability led to a big financial loss. The Political risk index is calculated from 
the Euromoney Country risk statistics, and it is computed on scale from zero to 
25, with a higher number indicating higher political risk. The Political risk is 
expected to have negative sign as higher political risk might influence 
negatively FDI flows.  
 
TIi t  shows technological development of a host country i at time t whose 
difference is also expected to influence FDI flows. There could be different 
reasons. First, technological advantage of the home country gives the MNCs 
competitive advantage over the local firms. But, another way of logic is also 
possible. For instance, according to Kogut and Chang (1991), Japanese FDI was 
drawn to R&D-intensive US industries in 1980s. Thus, joint ventures were used 
for sourcing and sharing US technology which was considered to be more 
advanced at that moment. An index accounting for technological development is 
computed from the data provided by World Competitiveness Yearbook.11 The 
index is computed on scale from zero to 30, with a higher number indicating 
higher technological development. The sign of Technological Index can be 
expected positive or negative. In case MNCs are expecting to profit from a 
competitive advantage in technology, the sign is expected to be negative. 
However, in case MNCs are expecting to profit from exploitation of the host 
country R&D potential, the sign is expected to be positive.  
 
Cross-cultural psychology is also expected to influence the FDI flows. It is 
proxied by National culture openness index for country i at time t, NCit

12. For 
instance, according to Hofstede and Hofstede (2005), management practices and 
peculiarities differ to a certain extent between nations. Hence it is expected that 
MNCs would invest in those locations were management operations would be 
facilitated by opened national culture specifics or by the relatively closed 
cultural perspectives. For the case of Japan, where the cultural aspects are 
known to differ to certain extent from other countries, this aspect might also 
play a significant role as FDI determinant.  Thus, it  is expected to be positive 
(negative) in case Japanese MNCs are oriented towards investment in more 
culturally open (closed) societies. 
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Finally, since the role of political risk in FDI decision is expected to be 
important, it  is of scientific interest and practical value to understand whether 
political risk is considered together with other FDI determinants when Japanese 
MNCs make decisions to invest. In order to verify if there are in fact those 
possible influences in historical FDI data, a new approach is applied to check 
how Japanese MNCs behave in aligning together Technological Index and 
Political Risk, or National Culture and Political Risk. In order to investigate this 
possibility, two new indexes are considered: Technological Index*Political Risk 
and National Culture*Political risk. TI*PR_REALit captures the interaction 
effect between technological index and political risk for country i at time t,  and 
measures a level of technological development consideration of a host country 
when taking into account political risk. The index shows how much Japanese 
MNCs might be concerned with Technological development and Political risk 
together as a factor for FDI decision. It is expected to be positive in case of 
Horizontal FDI and Negative in case of Vertical FDI. Similarly, NC*PR_REALit 
captures the interaction effect between national culture and political risk index 
for country i at time t and measures a level of openness of the host country 
national culture consideration when taking into account political risk. The index 
shows how much Japanese MNCs might be concerned with National Culture and 
Political risk together as a factor for FDI decision. It is expected to be either 
positive or negative depending on the sign of National Culture. 
 
This completes the explanation of our estimation model. As evident, our model 
is a hybrid model of traditional Knowledge-Capital model and OLI model as 
reviewed earlier, with additional and explicit consideration of political risks. We 
leave this section by presenting Table 1, summarizing hypothetical signs for the 
FDI determinants discussed above.   
 
 
4. Data and Methodology 
 
The data set consists of annual observations for the period 1995-2008 for the 30 
Asian and European countries. List of countries is presented in Appendix 1. The 
data source for Japanese FDI is OECD (Organization for Economic Co-operation 
and Development) database, and for other variables different sources such as the 
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World Development Indicators (the World Bank), the World Competitiveness 
Yearbook (International Institute for Management Development), Penn-World 
Tables, and Euromoney .  
 
We apply a panel data analysis in order to capture static and dynamic nature of 
the FDI flows, accounting for at the same time possible heteroscedasticity, 
autocorrelation and endogeneity. Thus our panel data set consists of two 
dimensions: one dimension is cross-section (30 countries: i  = 1,….,N) and the 
other is time dimension (14 years: 1995-2008: t=1,…,T).  The total number of 
observations in this context is 420, and can be considered adequate to produce 
robust estimations for the scope of the analysis. The descriptive statistics of the 
data and the correlation matrix are presented in Appendix 2 and 3.   
 
The panel data model is analyzed using 3 different methods: (a) Common 
constant, (b) Fixed effects, (c) Generalized Method of Moments (GMM). The 
first, common constant (also called as pooled OLS) method assumes that the data 
set is a priori  homogeneous, and that there are no differences among the data 
matrices of the cross-sectional dimension. This assumption is questionable for 
our data set as the sample countries are Asia and Europe, and thus different in 
size and stage of economic development. However, it  would be better to look at 
the common constant results to understand a general common tendency of the 
Japanese FDI flows.  
 
The second, Fixed Effects method treats the constant as group-specific and 
allows for different constants for each group (which is also called Least Squares 
Dummy Variables (LSDV) estimators). This method assumes that differences 
across groups can be captured by differences in the constant terms. However, to 
use this method we need to check whether Fixed Effects indeed should be 
included in the model. To do this the standard F-test can be used to check Fixed 
Effects against a simple Common Constant OLS method. 
 
However, all previous methods do not handle to an adequate extent the problem 
of autocorrelation and heteroscedasticity. By including lagged FDI flows we can 
change to a dynamic panel model. A commonly used method for dynamic panels 
is the Arellano and Bond (1991) GMM estimator. As their estimator is set up, the 
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fixed effects are eliminated using first differences, and an instrumental variable 
estimation of the differenced equation is performed. In our case we will employ 
orthogonal deviations set-up, as the first differences produced biased 
estimators.13 Thus, the GMM method allows us to produce robust estimations for 
the Japanese FDI.  
 
 
5. Estimation Results 
 
Since dealing with macroeconomic data, we started with a panel unit root test 
(Nelson and Plosser, 1982) according to Levin, Lin and Chu (2002), Im, Pesaran 
and Shin (2003), Maddala and Wu (1999) and Choi (2001). The results are 
presented in the following Table 2: 
 
All variables are shown not to have a unit root with the 5% significance level. 
Hence we can consider them stationary, and we can proceed with Panel Data 
analysis methods. We consider equation (2) by using three different methods 
(namely, common constant, fixed effects, and GMM) in order to analyze the 
Japanese FDI with our data sample under different econometric specifications. 
The results are presented in Table 3 below. 
 
In Table 3, the common constant method provides a preliminary estimation 
results for panel data (Column 2). These estimations present the results under the 
assumption that there are no differences between countries. Several interesting 
features are disclosed, and in what follows, we give some interpretations and 
evaluations for them.  
 
First thing to note is that, GDP has a significant role in investor’s decision as 
expected. The market size (proxied by GDP) that gives prospects for high level 
of sales opportunity, high level of expected growth and hence high level of 
profitability, is considered by Japanese MNCs to be important. Indeed, the 
positive coefficient estimate which is statistically significant supports this 
assumption and previous empirical studies (e.g Mainardi, 1992). In addition, 
from these results we could assume that Japanese FDI are mostly of horizontal or 
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platform type. However, the role of vertical FDI still  should not be 
underestimated. 
 
The role of Human capital is also supported by the estimation. Labor cost 
(LOG_Wit) is statistically significant. Its sign is negative and supports the 
hypotheses that Japanese MNCs are looking mostly for locations with a low 
labor cost that will ensure a lower cost of production and higher expected 
profitability. In addition, Skill Difference (SDi t) is negative and significant, 
which supports the hypotheses that Japanese MNCs are looking for cheap 
relatively unskilled labor in comparison to Japan’s manpower. This approach 
allows for diminishing costs and increased business opportunities and, in general, 
is associated with vertical or platform-type FDI. Indeed, from 1997-1998 
Japanese MNC’s have been shifting some of its production to Thailand, 
Indonesia, Philippines, Malaysia, China and Central and Eastern Europe in order 
to exploit cheaper labor opportunities and serve host and neighbor countries 
markets especially in electrical and transport machinery sectors. Such examples 
could include some Japanese automakers that took on the production from Japan 
to Thailand with further export to third countries like, for example, Australia.  
 
Trade cost (TCREALit) is positively associated with FDI flows. However, its 
statistical significance is not considerable enough to draw robust conclusion. 
 
Investment cost (ICREALi t) has the expected negative sign and is statistically 
significant, supporting the hypotheses that high level of local impediments in 
terms of financial, administrative and juridical restrictions will negatively 
influence Japanese FDI flows. Indeed, since 2000 a Free Trade Agreement 
activity started to boost in East Asia region which facilitated to a certain extent 
trade between countries and might have inspired Japanese vertical and platform-
type FDI.   
 
Our main concern in the present investigation, Political risk (PR_REALi t) as 
well has a negative impact on Japanese FDI as was expected by the theoretical 
framework. Indeed, as historical evidence shows (e.g. case of investment in the 
Middle-East), Japanese MNCs would prefer to reduce investments in the 
countries with higher political instability. In this empirical specification the 
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result is significant at the 5% level. However, there still  might be a need for 
reexamination of the estimator, since the estimated coefficients are not robustly 
signed for different estimation methods as discussed below.  
 
On the other hand, Technological index (TIit) has a negative sign but its 
statistical significance is not sufficient to draw a robust conclusion. 
 
Finally, National culture openness (NCit) is positively and significantly related 
to Japanese FDI flows which supports the hypotheses that National culture 
represent one of the FDI determinants for Japanese FDIs, and it plays a certain 
role in investors decision. Specifically, Japanese MNCs prefer to invest in 
culturally more opened countries.    
 
Our interpretations given above for the estimated results however do not take 
into consideration the specific unmeasured features of each country. Thus we 
proceed by estimating equation (2) using fixed effects. Fixed effects models 
assume the constant in an estimation equation as a group specific parameter, and 
random effects models assume cross-sectional differences in error term. Fixed 
effect redundant tests’ results are presented in Appendix 4.  
 
According to the regression results only cross-section fixed effects can be shown 
significant. Hence we apply a cross-section fixed general least squares 
estimation using the White's diagonal coefficient covariance method in order to 
account for heteroscedasticity effects. These estimated results are expected to be 
robust. (see  Fixed Effects column, Table 3). 
 
In order to capture the effects of autocorrelation and heteroscedasticity, we 
applied the Arrelano-Bond GMM estimator using orthogonal deviations with 
two-period lagged dependent variable. The results present robust estimator and 
the Sargan test of over-identifying restrictions confirmed the appropriateness of 
the selected instruments. The results are presented in the rightmost 3 columns of 
Table 3. 
 

 
 



               Deseatnicov and Akiba, Journal of International and Global Economic Studies, 4(1), June 2011, 28-58                  
 

43

In general the GMM estimation results are almost the same in terms of variables’ 
sign as the previous common constant and fixed effects models. Nevertheless, 
there are some differences.  
 
The sign of the trade cost (TCREALi t) now is negative, and its influence is 
statistically significant at the 5% level (see column GMM(a)). This result shows 
that Japanese MNCs would prefer to reduce their investment if the trade cost is 
increased. Thus, we could interpret that this result supports the assumption that 
Japanese FDI activities take on average vertical and platform-type form. Indeed, 
as their experience shows some of the Japanese investments in Taiwan or China 
are aimed at producing for the Japanese Market. However, horizontally oriented 
types of Japanese FDI still should not be neglected and this interpretation has to 
be reconfirmed by further econometric specifications. 
 
Technological index (TIit) now has negative and significant effect on Japanese 
FDI. This result is consistent with the hypothesis that Japanese MNCs would 
prefer to invest in countries with lower technological developments, so that they 
can exploit technological competitive advantage.  
 
In addition, the sign of national culture (NCit) also turns out to be negative and 
significant, which is opposite to the previous result. Thus we could interpret that, 
according to this GMM estimation, Japanese MNCs tend to invest in the 
countries with more closed national culture. This can be explained by the fact 
that Japanese society was historically closed and hence tends to cooperate more 
with the same type of national culture.  
 
A seemingly puzzling result of the GMM estimation is the fact that the 
coefficient of Political risk (PR_REALit) is positive and statistically significant 
for Japanese FDI flows (see GMM(a)). Literally interpreted, this suggests that 
Japanese MNCs tend to invest in the more politically unstable countries, which 
is opposite to our initial presumption. However, it  should be recalled that our 
sample period covers the Asian currency crisis and its aftermath period, during 
which the risk ratings of countries hit by the crisis were considerably down rated. 
We should also note that some FDI activities continue for a long time, implying 
that some investments started from previous periods still  continue even after the 
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crisis broke up. Thus, we could expect that inward FDI by host countries 
continued to be positive even after their risk ratings deteriorated by the crisis, 
generating a positive and significant  estimated coefficient.14 We will come back 
to this point below when discussing the interaction terms of Political Risk.  
 
It is also worth mentioning that most of the sample countries for our empirical 
study are relatively stable politically. Thus, the relative change in their political 
situation might not be reflected significantly in the FDI decisions. In addition, as 
noted above, the Asian financial Crisis in 1997-1998 led to the drop down of the 
ratings of some Asian countries’ political stability. Due to steady appreciation of 
the Japanese yen and wider profitability opportunities, Japanese companies 
invested heavily in those countries, despite of the political instability. Such 
examples could include Thailand, Korea, and Philippines, showing up with a 
positive correlation between Japanese FDI flows and Political risk index. This 
interpretation is, however, still  controversial and has to be confirmed by future 
empirical investigations.   
 
In order to investigate if there are some interactions between explanatory 
variables, we further performed several regressions with interaction variables by 
Technological development, National culture openness, and Political risk for 
possible determinants when Japanese MNCs make decision to invest. In order to 
check this possibility we regressed equations (3) and (4) using GMM 
specification. The results of the regressions and their comparisons are presented 
in Table 3. GMM(b) includes the interaction term of Technological 
Index*Political Risk index and GMM(c) includes that of National 
Culture*Political Risk index. 
 
According to the table all previously analyzed variables keep their signs and 
significance. Only Investment Cost, Skill Difference and Trade Cost are 
insignificant in GMM(b) specification. 
 
In addition, two newly introduced interaction terms are significant as they were 
expected. The first interaction term, Technological Index*Political risk is 
positively and significantly related to FDI flows (at 1% significance level), 
which supports our presumption that Japanese MNCs are concerned about 

 
 



               Deseatnicov and Akiba, Journal of International and Global Economic Studies, 4(1), June 2011, 28-58                  
 

45

Technological development and Political risk factor together as FDI determinant 
when they make decision to invest. We interpret that Japanese MNCs are 
expecting to profit from a competitive advantage in technology, and hence the 
effects of technological index is expected to be negative on FDI. This negative 
effect interacts with another negative effect exerted by political risk, and both of 
the negative effects give rise to a positive coefficient to this interaction term. In 
addition, positive index’s sign confirms the assumption that during the sample 
period Japanese FDI flows tend to be horizontal or platform-type of FDI on 
average.  
 
The second interaction term, National culture*Political risk is also positively 
related to FDI. However it is significant at 5% level. In general, it  also supports 
our hypotheses that Japanese MNCs are concerned about National culture 
openness and Political risk of the host country together as FDI determinant 
factor when they make decision to invest. According to the GMM estimate 
national culture has a negative effect on FDI, as presented earlier. This negative 
effect interacts with another negative effect exerted by political risk, and both of 
the negative effects also give rise to a positive coefficient to this interaction 
term.  
 
Finally, another important finding is that the coefficient of Technological 
Index*Political risk is statistically more significant while National 
culture*Political risk is less significant for Japanese FDI flows. Although our 
inference rests on the point estimates, this statistical fact might suggest that 
Japanese MNCs are more concerned about level of Technological development 
together with Political Risk of the host country than about level of National 
Culture openness together with Political Risk as FDI determinant when they 
make the decision to invest.15 This result is highly important from the policy 
prescription perspective as the host countries’ government could consider 
technological development and political stability together when prescribing FDI 
attracting policies.  
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6. Conclusions 
 
This paper empirically examined the outward Japanese FDI with a panel data of a 
total of 30 Asian and European countries for the period 1995-2008.  Based on the 
OLI theoretical framework and Knowledge-Capital model, a number of 
traditional determinants (GDP, Human capital indicators, Investment cost, Trade 
cost, etc.) are complemented with 3 untraditional determinants for Japanese FDI, 
namely Political Risk, Technological Index, and National Culture. Several 
different methods are applied to this data set, namely a common constant, a fixed 
effect, and a generalized method of moments. 
 
The main results are mostly consistent with the preceding studies and are robust 
for all specifications. Specifically, market size plays a significant positive role; 
wage cost is negatively associated with FDI flows. Investment cost as well is 
negatively associated with FDI flows. Skill difference influences positively the 
FDI flows which means that Japanese MNCs prefer to profit from the low cost 
and relatively low-skilled labor. Technological index is also robust and is 
negatively associated with Japanese FDIs. This enables us to interpret that 
Japanese MNCs prefer to invest in countries that are technologically less 
developed, so that they can ensure technological competitive advantage on the 
local market. 
 
Trade cost was not consistent across specifications. However, according to the 
GMM specification which is expected to be robust against autocorrelation and 
heteroscedasticity, it  is negatively associated with FDI, suggesting that Japanese 
FDI tends to be of vertical type on average, and thus serving not only host 
countries but also home country Japan. 
 
National culture is mostly significant, but signed inconsistently. GMM 
specification suggests that Japanese MNCs tend to invest more in countries with 
less opened national cultures, which can be explained by the historical tendency 
of the Japanese companies to be more closed and with narrow business activity. 
Further investigation would be necessary to confirm this result,  since the 
estimates are not robust across specifications.    
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One of our main concerns in this paper, Political risk, was inconsistently signed. 
In a common constant model, it  has a negative sign which is consistent with most 
of the preceding literature. However, within the GMM framework the sign turned 
to positive, implying that Japanese MNCs tend to invest in politically less stable 
countries, with expectations of much higher potential profitability. However, a 
more convincing interpretation suggests that, since some FDI activities continue 
for a long time, they started from previous periods and have continued even after 
the Asian crisis broke up in 1997-98. Thus, we could expect that inward FDI by 
host countries continued to be positive even after their risk ratings deteriorated 
by the crisis, generating a positive and significant  estimated coefficient for 
political risk. Further research is necessary to confirm which of these hypotheses 
is true, and this is on our future research agenda.  
 
Finally, interactions between Technological Index and National Culture together 
with Political Risk are considered as FDI determinants. It was shown that 
Japanese MNCs are more concerned about Technological development together 
with Political Risk when they make a decision to invest. This result is highly 
important from the government policies perspective.    
 
In sum, we conclude that Japanese FDI can be reasonably explained by the 
proposed independent variables. The most probable form of Japanese FDI 
according to the results is vertical and platform type FDI on average. And finally, 
as far as the authors know, this is the first attempt to empirically examine the 
effects of political risk on Japanese FDI. We successfully found that political 
risk, with interaction with national culture and technological indices, is, as 
expected, significantly associated with Japanese FDI flows. These finding have 
important implications for future policy consideration by host countries and 
academic research on Japanese outward FDI. 
 
Endnotes 
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Nishi-Waseda, Shinjuku-ward, Tokyo 169-8050, Japan. 
 
We would like to express our thanks for constructive comments and suggestions 
provided by participants and the session chairlady Ms. Sara Calvo on an earlier 
version of this paper at the ICE-TEA conference. We also acknowledge with 
thanks the comments and suggestions by seminar participants at the Joint 
Graduate Workshop at Waseda University, and  Kenichiro Tamaki, Koji Takase, 
Hisatoshi Tanaka, Hideki Konishi and Ueda Atsuko for their advice on our 
econometric specifications and estimations. All remaining errors and 
shortcomings are our own. 

1. Some of the data were undated, however. 

2. Gastanaga et al.(1998), Harms and Ursprung(2002), Jensen (2003), and Busse 
(2004) all uses samples of developing and emerging countries, except Jensen 
(2003) whose sample countries were undisclosed. The numbers of countries 
were, 49, 62, 114, and 69, respectively. All of them performed a panel data 
analysis for the period of 1970-1995, 1989-1997, 1970-1997, and 1972-2001, 
respectively. 

3. FDI flows are not logarithmically transformed since they are positive and 
negative for some countries in different years. 

4. In general, we estimate different structures of the panel model under 
different assumptions. The constant is specific to each country only under the 
fixed effects estimation. 

5. The market size allows for economies of scale exploitation and offers 
significant growth perspectives (Bhasin et al.,  1994; Morrissey and Rai, 
1995), and it is proxied by the log of Gross Domestic Product in current US$. 

6. The data source of the index is the World Competitiveness Yearbook. 

7. The data source is also the World Competitiveness Yearbook statistics and 
represents an average salary ($/h) in the host country. 

8. In an ideal setting, trade costs could be decomposed into institutional, 
political and geographic components. However these data are difficult to 
discover for a wide range of countries and year. So the employed measure 
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can serve as an appropriate proxy, having into mind that the influence of any 
of the mentioned components would be expected to influence the trade cost 
measure. 

9. A number of empirical works analyzed different investment incentives and 
their influences on FDI (Bond and Samuelson, 1986; Barros and Cabral, 
2001; Black and Hoyt, 1989; Haaparanta, 1996; Haufer and Wooton, 1999; 
Haaland and Wooton, 1999, and others). 

10. Distance is included only in the common constant econometric specification. 
And due to its time constant nature, it  is not used in Fixed effects and GMM 
econometric specifications. 

11. The index is compiled from the level of New Information Technologies 
penetration, level of technological cooperation between companies, and level 
of available financial resources for technological development. 

12. National culture is an index based on the data from World Competitiveness 
Yearbook, measuring the level of openness of the host country national 
culture. 

13. An extensive explanation of why first-difference could produce weak 
instruments and biased estimation can be found in Arellano and Bover (1995), 
Arellano and Bond (1991), and Nelson and Startz (1990a,b). 

14. Another possible interpretation of this result could be offered by the fact that 
most probably the weight of potential benefit for Japanese MNCs is higher 
than the weight of political risk uncertainty for the sample of the countries 
used in the analysis. And as soon as we realize the fact that higher risk is 
usually associated with higher profits, political risk could serve as an 
incentive for Japanese FDI flows. This is an interesting hypothesis to be 
tested, and it is on our future research agenda. 

15. This is also confirmed by stronger association of political risk with 
technological index than with national culture, as shown in Appendix 3. 
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    Table 1. Hypothetical Signs of FDI determinants  
FDI 
determinant 

Abbreviation Platform 
type FDI 

Horizontal 
FDI 

Vertical  
FDI 

GENERAL

GDP LOG_GDP  Not 
s ignif icant

Posit ive Not 
s ignif icant 

Posit ive 

Skil l  difference 
 

SD  Negative Posit ive Negative Posit ive 

Labor cost  
 

LOG_W  Negative Negative Negative Negative 

Trade cost 
 

TCREAL  Negative Posit ive Negative Posit ive 

Investment cost 
 

ICREAL  Negative Negative Negative Negative 

Distance 
 

Dis Negative Negative Negative Negative 

Poli t ical  r isk 
   

PR_REAL  Negative Negative Negative Negative 

Technological  
Index 
 

TI  Negative Negative Posit ive Negative 

National  Culture NC  Posit ive/  
Negative 

Posit ive/  
Negative 

Posit ive/  
Negative 

Posit ive/  
Negative 

Technological  
index*Poli t ical  
r isk 
 

TI*PR_REAL  Posit ive Posit ive Negative Posit ive 

National  
Culture*Poli t ical  
r isk 

NC*PR_REAL Posit ive/  
Negative 

Posit ive/  
Negative 

Posit ive/  
Negative 

Posit ive/  
Negative 
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Table 2 Panel Unit Root test results 
Variable Name Levin,  Lin & 

Chu t* 
Im, Pesaran 
and Shin W-
stat 

ADF -  Fisher 
Chi-square 

PP -  Fisher 
Chi-square 

FDI -4.92* -7.12* 94.38 165.97 
GDP -7.25* -2.81* 89.20* 88.85* 
Skil l  difference -24.67* -10.61* 184.03* 250.37* 
Investment cost -5.87 -3.00 98.95 122.54 
Trade cost -11.85 -6.69 159.19 186.08 
Wage costs  -2.53 -5.61* 131.99* 239.50* 
Poli t ical  r isk   -8.59* -8.40* 180.88* 384.55* 
Technological  
Index -3.19 -8.89* 189.14* 96.69 
National  Culture -5.07 -2.03 161.79* 113.21 
*First difference 
Computed using EViews 5.1 
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Table 3 The determinants of Japanese FDI 
Dependent  Var iable :  FDI     

Method:  Panel  Least  
Squares  Panel  LS Panel  Genera l i zed  Method of  Moments  

Transformat ion:    Or thogonal  Devia t ions 
  Whi te  diagonal  s tandard  er rors & covar iance  (d . f .  cor rec ted)  

Var iables  
Common 
Constant  

Fixed 
Effec ts  

GMM (a)  GMM (b)  GMM (c)  

FDI(-1)    
0 .14 

(2.97)* 
0.32 

(5.42)* 
0.26 

(8.13)* 
 
GDP 

0.99 
(7.13)* 

1482.46 
(3.86)* 

2202.71 
(8.03)* 

810.75 
(3.95)* 

891.39 
(4.87)* 

Wages  
-304.25 

( -2.32)** 
-394.69 

( -2.09)** 
-842.43 
( -3.84)* 

-731.45 
( -3.72)* 

-391.49 
( -2.89)* 

Investment  Cost  
-38.32 

( -2.27)** 
-51.77 

( -2.45)** 
-185.14 
( -4.81)* 

10.73 
(0.61)  

-34.87 
( -3.84)* 

Ski l l  Di f ference 
282.14 
(3.20)* 

-51.50 
( -0.48)  

-131.85 
( -0.94)  

-49.16 
( -1.19)  

157.42 
(3.56)* 

Trade cost  
2.07 

(1.52)  
-1 .79 

( -0.69)  
-20.66 

( -2.36)** 
-2.53 

( -1.41)  
-16.70 

( -3.11)* 

Distance 
-0.13 

( -3.12)*     

Technological  Index 
-19.58 
( -0.50)  

-92.67 
( -2.21)** 

-203.80 
( -2.60)*  

-79.46 
( -3.15)* 

National  Culture  
356.03 
(3.16)* 

-21.08 
( -0.19)  

-657.45 
( -4.11)* 

-489.41 
( -3.96)*  

Pol i tcal  Risk 
-98.40 

( -2.33)** 
14.77 
(0.42)  

214.87 
(2.16)**   

Technological  
Index*Pol i t ical  Risk    

10.99 
(3.57)*  

National  
Culture*Pol i t ica l  Risk     

19.92 
(2.57)** 

Constant  
1338.97 
(0.79)  

-3066.05 
( -1.44)     

Rsquared 0.19 0.62    
Durbin-Watson 0.73 1.44    
F-Sta t i s t ic  10.59 16.56    
SE of  regress ion   1335.86 1247.86 1219.38 
      
J -s ta t i s t ic    55.7 84.19868 72.54 
Ins tumenta l  Rank   78.0 83.00 84.0 
Sargan tes t ,  5% 
s igni f icance level  

  89.39 96.22 96.22 

t - s ta t i s t ics  in  parentheses .  * ,**,  and  *** mean s igni f icant  a t  the  1,  5 ,  and 10% leve l ,  respec t ively .  
Ins t rument  l i s t  GMM(a) :  @DYN(FDI, -2)  
Ins t rument  l i s t  GMM(b):  @DYN(FDI, -2)  LOG_GDP2 LOG_W TCREAL TI  SD 
Ins t rument  l i s t  GMM(c) :  @DYN(FDI, -2)  LOG_GDP2 LOG_W ICREAL NC SD TI  

Computed using EViews 5.1 
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 Appendix 
 

 Appendix 1  List of countries included in analysis (total 30 countries)  
Asia: 
Hong Kong, India,  Indonesia,  Korea,  Malaysia,  Phil ippines,  Singapore,  Taiwan,  Thailand,  China 
 
Europe: 
Belgium, Denmark,  France,  Germany,  Ireland,  I taly,  Luxembourg,  Netherlands,  Norway, Portugal ,  
Spain,  Switzer land, United Kingdom, Sweden, Austr ia ,  Turkey,  Finland,  Hungary,  Poland, Czech 
Republic 

 
   Appendix 2 Descriptive statistics of variables in the study 

 FDI
LOG
GDP ICREAL 

LOG
W NC

PR
REAL SD TCREAL TI DIS

Mean 871.86 5.53 34.05 1.95 7.09 4.62 0.66 -10.60 17.66 7449.43
Median 238.80 5.49 32.85 2.46 7.13 2.77 0.51 18.73 18.14 8746.00
Maximum 19618.84 8.37 61.51 3.88 9.08 18.32 4.60 71.12 26.40 11169.00
Minimum -615.67 1.54 14.70 -2.81 3.57 0.00 -1.77 -356.56 7.80 1153.00
Std.  Dev. 1887.94 1.27 11.04 1.44 0.94 4.38 1.09 84.15 3.99 2826.01
Skewness 4.81 -0.25 0.34 -0.87 -0.44 0.92 0.67 -2.06 -0.18 -0.89
Kurtosis  34.65 3.51 2.10 2.83 3.33 2.91 3.44 7.04 2.18 2.47

  
Jarque-
Bera 19143.00 8.93 22.33 53.66 15.29 59.33 34.39 582.03 13.96 60.46
Probabil i ty 0.00 0.01 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

  
Sum 366181.00 2323.93 14299.15 818.27 2979.46 1941.57 279.14 -4452.39 7418.63 3128762.0
Sum Sq. 
Dev. 1.49E+09 671.90 51048.19 866.51 371.94 8037.10 501.30 2966797.0 6675.63 3.35E+09

  
Observatio
ns 420.00 420.00 420.00 420.00 420.00 420.00 420.00 420.00 420.00 420.00

   Computed using EViews 5.1 
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  Appendix 3 Correlation of variables in the study (t* statistics inc.) 
Covar iance  Analys is :  Ordinary          
S  Sample:  1995 2008 
Included observat ions :  420         
Covar iance 
t -Sta t i s t ic  

FDI LOG 
GDP 

LOG_
W 

ICREAL SD TCREAL DIS TI  NC PR 
REAL 

FDI  3555835.0          
 - - - - -           
           
LOG_GDP 160.03 1 .60         
 1 .37 - - - --          
           
LOG_W  -19.00 0.16 2 .06        
 -0 .14 1.79 - - - - -         
           
ICREAL  -711.28 3.19 -11.01 121.54       
 -0 .70 4.81 -19.79 - - - --        
           
SD  238.08 0.06 -0.47 4.83 1.19      
 2 .38 0.83 -6.47 8.94 - - - --       
           
TCREAL  2788.18 45.14 -9.05 358.16 7.68 7063.80     
 0 .36 9.59 -1.54 8.57 1.72 - - - --      
           
DIS  -462768.7 -127.5 2084.8 -12282.0 -147.3 56775.57 7967304.0    
 -1 .78 -0.73 12.26 -8.78 -0.98 5.04 - - - --     
           
TI   213.72 -0.25 3.68 -33.22 -1.69 -134.78 1100.21 15.89   
 0 .58 -1.02 17.11 -23.59 -8.60 -8.98 2.01 - - - --    
           
NC  115.45 -0.60 -0.06 -3.47 -0.16 -34.28 -30.11 0.46 0.89  
 1 .33 -11.82 -0.94 -7.25 -3.32 -9.83 -0.23 2.54 - - - --   
           
PR_REAL  -743.17 -0.29 -5.41 35.36 1.12 58.81 -5827.21 -11.3 -0.2  19.14 
 -1 .85 -1.06 -34.72 22.04 4.91 3.31 -10.94 -17.3 -1.0 - - - - -  

Computed using EViews 5.1 

 
 Appendix 4  Redundant Fixed Effects Tests 
Test  cross-section and period f ixed effects  
Effects  Test  Stat is t ic   d.f .  Prob.  
Cross-section F 17.74 (29,369) 0.0000
Cross-section Chi-square 366.71 29 0.0000
Period F 0.67 (13,369) 0.7950
Period Chi-square 9.76 13 0.7133
Cross-Section/Period F 13.02 (42,369) 0.0000
Cross-Section/Period Chi-square 381.90 42 0.0000

 Computed using EViews 5.1 

 
 


