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ABSTRACT

This study investigates the effects of remittances on attracting foreign direct investment flows to South East
Asia. Using a balanced panel data set for seven countries in the 2000-2013 period, we find that remittances have a
direct positive impact on attracting FDI. Significantly, the result also shows a negative correlation between
remittances and FDI attraction in countries with low per capita income and small market size.
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1. Introduction

In developing countries, FDI has not only
increased but also become one of the most
important sources of development finance.
FDI positively affects economic growth so it
is not surprising that most developing

countries adopt policies to attract FDI.
According to World Bank (2014), FDI leads
in the proportion of external capital flows to
the developing country, followed by
remittances and ODA, and this cash flow is
expected to rise steadily over the years.

2004 |2005 |2006 |2007 |2008 |2009 |2010 |2011 (2012 |2013
Remittance [159 |192 227 |278 |325 307 [325 351 |404 |436
FDI 208 |276 |346 |514 |593 - 637 735 |703 |-
ODA 79 108 |106 |107 |128 120 |131 141|133 |-

Source: World Bank data, World Bank migration and remittances fact book 2014

The impressive increase in the FDI
inflows and its benefits to the economy have
prompted much research to study its factors
and multidimensional impacts on the
economy. Among them include research on
the effects of exchange rate on FDI (Barrel &
Pain, 1996; Cushman, 1985 & Pain, 2003),
the relationship between labor costs and FDI
(Culem, 1988; Cushman, 1987; Love & Lage-
hidalgo, 2000); the political aspects and FDI
(Haggard, 1989; Tuman & Emmert, 2004);

and market size and FDI (Barrel & Pain,
1996; & Love & Lage-Hidalgo, 2000)

Among factors attracting FDI in the host
country, remittances has been one of the most
influential factors. According to UNCTAD
(2012), remittances to ASEAN increased from
$11 billion in 2000 to $52.6 billion in 2013.
Remittances contributions to the economy as a
source of national income to help fight
poverty, increase human capital, provide
capital for investments in households or small
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and medium businesses, directly expand
market size, stimulate aggregate demand of
the economy, and promote FDI flows to meet
consumer and importing demands.

In the study, we use a balanced panel data
set from ASEAN countries during 2000-2013
period. The main objective is to empirically
investigate  the  relationship  between
remittances and FDI inflows. In addition to
directly assessing the impact of remittance
flows on FDI, the article also evaluates the
effectiveness of complementarity between
remittances and per capita GDP in FDI
receptor countries.

The research is then organized as follows:
Section 2 providing literature review of
previous theoretical and empirical works,
Section 3 presenting the methodology and
data, Section 4 showing empirical results; and
the conclusion.

2. Literature review

Remittance is an important source of
external financing for developing countries
and considered as part of the recipient
individuals’ disposable income. Glytsos
(2005) adds remittances to GDP to construct a
type of host country disposable income to
capture the demand effect of remittances on
consumption, investment and imports. He
finds a significant positive effect of this
national income on consumption.
Accordingly, it seems that remittances raise
the demand for goods and services of an
economy through increasing disposable
income, and thus, raise the host country’s
aggregate demand

The effect of remittances on the economy
is mixed. Anyanwu (2011) analyzes
determinants of foreign direct investment in
African countries between 1980 and 2007. He
finds that remittance has a very significantly
positive impact on attracting FDI inflows. The
author argues that the rising remittance
inflows will contribute to reducing poverty
and expand consumer demand, and hence

attract FDI inflows. Besides, remittances
sometimes exceed the flows of official
development assistance (ODA) and FDI. By
using other aspect, Basnet and Upadhyaya
(2014) find that households spend a
significant portion of remittances investing in
health and education and that human capital is
one of the main determinants of foreign direct
investment. Remittances have a great impact
on attracting FDI through the development of
human capital. Specially, Garcia-Fuentes et al
(2016) investigate the effect of remittances on
attracting foreign direct investment using the
panel data for 15 countries in Latin America
and the Caribbean (LAC) in the 1983-2010
period. They apply OLS and GMM-IV with
many variables include remittances to GDP,
per capita GDP, imports to GDP, exchange
rate, average salary in the host country and
recipient country of investment, inflation, and
FDI in the past. The results show positive
impact and importance of remittances to FDI
flow in LAC. They further conclude that the
effect of remittance on FDI depends on the
level of per capita GDP in the host country. If
a country’s per capita GDP passes a certain
threshold, the impact of remittances on FDI is
positive. Otherwise such impact will be
negative. This threshold is necessary for a
country to benefit from the positive impact of
remittances and FDI.

3. Methodology and data

The model

This study uses the cost minimization
model introduced by Bajo-Rubio and Sosvilla-
Rivero (1994) to analyze the inflows of FDI to
ASEAN. This approach relates the FDI
undertaken by a multinational firm (MNF) to
cost minimization which allows deriving the
optimal capital input for investing abroad. The
model assumes that the MNF decides first on
whether or not to undertake FDI which
requires a decision on the output level in the
foreign country. Once the firm’s decision on
FDI is positive, total costs of production are
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defined as a function of costs of production in
both the MNF-home and MNF-foreign plants.
Total costs are given by:
TC=cn(gn) gntce(@) ar (1)
where TC is total costs, ¢, and g, are unit
costs and output level in the home plant, ¢t and
gr are unit costs and output level in the foreign
plant, subscripts h and f are for home and
foreign. The constraint for total cost
minimization is given by total output demand as
TD=qn+qy (2)
Then the Lagrangian function is defined as
L = ¢n (n)-an+cr (A7) A+ A(TD - gn- gr) (3)
The first condition for cost minimization
problem is given by
OL/0gn=¢’h (qh).On+ Cn (Qn) - A =0 (4)
oL/ogr = ¢’¢(Ar).Gr+ Ce (ar) -2 =0 (5)
OL/OA=TD - gn- Q¢ (6)
where c¢’h=0cy/O0qn and  c’#=0ci/0qs.
Equations (4) and (5) are marginal costs in the
home and foreign plants respectively.
Equating (4) and (5) are solving for home
output and then substitutes this result into
equation (6) yields equilibrium output in the
foreign plant. Therefore, foreign production is
given as
gs= =1 TD + =(Ch - C¢) @)
where s1=c’/(c’yt+c’s) and =,=1/(c’y+c’s)
are assumed to be positive. Equation (7)
shows that foreign plant’s output is positively
related to both total demand and unit cost
difference between home and foreign inputs.
The next decision faced by the MNF is
the choice of inputs for foreign plant
production. Foreign production is assumed to
be given by a Cobb -Douglas production
function, that is
gr = L% K (8)
The associated costs with foreign
production are then given by
C=wils + riKs (9)
Where w and r are real wage and real user
cost of capital respectively. Foreign plant
costs are minimized, so that the Lagrangian
function is defined as:

L = wsls + e+ ( gr - % Kﬁf) (20)
The first order conditions for the cost
minimization problem are given by:
OL/OLs= Wi — A o (qf / Lf) =0 (11)
OL/OKs=r:— A B (qf I Kf) =0 (12)
L/dh=0qr— L%KP =0 (13)
Dividing equation (11) by equation (12)
and then rearranging yields
Wfo/(qu: reKs/ qu (14)
Taking Lf from equation (13) and
substituting it into (14) yields Ks as
K= [(B/a) (we/ q)]™“ g " (15)
Plugging equation (7) into (15) yields the
final expression for the desired capital stock at
the foreign plant
Ke * = [(B/) (we/ 4)]“ " [s,TD
+ s (Cn- )] P (16)
Specifically, the desired capital stock at
the foreign plant may be given by
Ke* = f (qr, RUC) (17)
where the desired capital stock, Kt*,
would depend positively on host country
demand (gf) and on the relative unit costs
(RUC) between home and host countries.
Equation (17) only includes host country
demand, which is proxied by per capita GDP.
Equation (17) the desired amount of FDI
depends on total market demand (QF) proxy
by GDP per capita then the model is expanded
to include the impact of remittances, exchange
rates, imports and inflation. On the basis of
theoretical and experimental studies before,
the study would give the proposed model as
follows:

FDli=  Pot  Pr*REMic+p,*GDPPry
+Bs*GDPPr*REM  +B#ERy +Bs*INFi +
Be*EXPit + Ui,

Data

Data consists of information collected for
7 countries (ASEAN-7) including Thailand,
Indonesia, Malaysia, the  Philippines,
Vietnam, Laos, and Cambodia from 2000 to
2013. The dependent variable is FDI net
inflows as a percentage of host country GDP
(FDI) collected from World Bank data.
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Remittances are collected from World Bank’s
migration and remittance data and include
remittances of residents, income in foreign
labor, and property transferred as migrations.
This variable is used as independent variable
in the model and also divided by GDP (REM).
Real per capita GDP (GDPPr) is obtained and
calculated from World Bank data. Real
exchange rate (ER) and Inflation (INF) data
are from the International Financial Statistics
(IFS). CPl is collected from the IMF.

4. Empirical results

The impact of remittances to FDI through

market size hypothesis is tested by two
regression models including random effects
(RE) and fixed effects (FE). The models
include the dependent variable is the ratio of
net FDI inflow/GDP and the six independent
variable are real GDP per capita (GDPPr),
remittances/GDP (REM), real GDP per
capita*remittances (GDPREM), inflation
(INF), exports/GDP (EXP), bilateral real
exchange rate (ER). These variables are taken
natural logarithm and then do a first
difference to obtain stationary data and show
the growth rate.

Table 1

The results from various regression models
Variable name RE FE HACREG
AOINREM 0.6517 0.8652 0.6517***
OINGDPPr 4.396 7.653 4.396**
INREM* INnGDPPr -0.0101 -0.06585 -0.0101***
OINER 1.592 3.398 1,592
AOINnINF 0.05503 0.06422 0.05503***
AOINEXP 0.1041** 0.1372** 0.1041%***
Year dummy yes yes yes
Significance (*) p<0.1 (**) p<0.05 (***) p<0.01

Based on the Hausman test, RE is chosen.
In order to fix heteroskedastic and
autocorrelated  problems, we use the
regression  with  heteroskedasticity and
autocorrelation-consistent  standard  errors.
And the result is revealed in the third column
named HACREG.

Real GDP per capita is statistically
significant at the 1%, that it increases the
motivation to attract FDI. If an economy with
GDP per capita is high, multinational firms
(MNF) affiliates tend to be attracted to larger
markets to exploit economies of scale. The
result is consistent with many previous studies
such as those conducted by Bajo-Rubio &

Sosvilla-Rivero (1994); Barrel & Pain (1996);
Brouwer, Paap & Viaene (2008); Culem
(1988); Fedderke & Romm (2006), and so on.
In case other conditions remain unchanged, the
net FDI inflows into the economy will increase
4.39% when per capita GDP raises 1%.

As for direct impact of remittances on
FDI, the regression results show a positive
significance of 1%. This result is similar to
that of study by Basnet (2014) and Garcia
(2011) as they found a positive relationship
between remittances and FDI. Anyanwu
(2011) also finds that remittances have a
positive direct impact on attracting FDI. For
example, remittances contribute to poverty
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reduction and improve income distribution
and quality of life. The rest may be used to
improve nutrition, investment in health and
education. Also, remittances serve as an aid
for recipient households in the event of
economic shocks (Chami, Fullenkamp, &
Jahjah, 2005). In some cases, remittances
provide capital for households to invest in
small businesses, and thus, contribute to
economic growth in developing country
(Giuliano and Ruiz-Arranz &  2009).
According to Chami, R et al. (2005),
remittances have been reported to improve the
balance of payments, which facilitated
macroeconomic stabilization. In Southeast
Asia, remittances are mainly used for daily
consumption, investment in education and
health, and help improve the country's balance
of payments (ADB, 2006; Jampaklay, 2006).
Therefore, the effect of remittances on FDI in
Southeast Asia is positive and this supports
the theory of ownership-location-
internalization (Dunning, 1998). Accordingly,
multinational companies invest overseas to
find suitable markets and good labor
resources.

The results also show an interesting
correlation between FDI, remittances and per
capita GDP. The correlation is negative in
consideration of indirect channel impact - the
impact of remittances to FDI through market
size. FDI will decrease 0.01% when
remittances increase and real GDP per capita
increase by 1%. This result is similar to the
conclusion made by Garcia and Kennedy
(2011) that when countries with small
economic size have low per capita income, the
effect will be negative. This result follows the

theory of market size that if a country is large
enough to specialize in production factors and
minimize costs, it will have potentials to
attract FDI.

Export represents the openness of the
economy. The results show that when export
increases 1%, FDI raise 0.1%, which is
similar to research by Barrel and Pain (1996).
Obviously, when host countries have policies
to encourage exports, they become more
active in  joining international trade
organizations and free trade agreements to
reduce tariff and non-tariff barriers to promote
the exchange, purchase and sale of goods
globally.

Inflation reveals the stability of the
economy. The result shows positive effects
and statistical significance of 1%. Some
previous study like that of (Tuman and
Emmert, 2004) indicates that inflation may
boost investment, increase aggregated demand
of the economy and attract FDI. However, the
increase in inflation rate will have an adverse
impact on the economy. Within the review
period, the article shows positive effects of
inflation on changing net FDI attraction.

5. Conclusions

This study analyses the effect of
remittances and per capita GDP on FDI flows
to ASEAN. The most important finding of
this research is to confirm the positive effect
of remittances on net FDI inflows.
Additionally, per capita GDP has a positive
and significant effect on net FDI inflows to
ASEAN. This is consistent with the theory of
market size and the literature about positive
relationships between FDI and market size for
developing countries®
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