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Abstract  China has become the third largest source of outward direct 
investment (ODI). This paper studies how institutions in the host countries affect 
the location choices of China’s ODI. Based on a deal-level sample from 
2002–2011, this paper empirically tests how political institutions, political 
stability, government effectiveness, regulatory quality, rule of law and contrd of 
corruption in the host countries affect the location choices of China’s ODI. On 
top of these institutional factors, we study the effects of tax evasion and natural 
resources in host countries, and their interactions with institutional factors. We 
find that political institutions in the host countries are not major concerns of the 
ODI, while government effectiveness, regulatory quality, and control of 
corruption have significant effects on the locations of ODI. In addition, China’s 
ODI tends to avoid countries with strict legal systems. Tax evasion and resources 
are also major motives of China’s ODI. General institutional quality and tax 
evasion are substitutes in China’s ODI location decisions. 
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1 Introduction 

Since its reform and opening-up in 1978, China has experienced rapid economic 
development and has gradually transformed from a central planning economy to 
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market economy. It has now become the world’s second largest economy and 
plays an increasingly important role in the global economy. China, while 
achieving economic development, is also actively involved in economic 
globalization which, in turn, is very significant in its economic growth. From the 
perspective of capital formation, foreign direct investment (FDI) was once 
considered as the main impetus to China’s stable economic growth. Since 1980, 
foreign direct investment has flooded into the Chinese mainland with increasing 
scales and, together with import trade, boosts industrial structure upgrading and 
economic development (Gao and Wang, 2010). Since 2012, China has become 
one of the largest FDI receivers in the world. 

Globalization is a bidirectional procedure. In terms of capital flow, while 
China’s economy is attracting a large amount of FDI, its outward direct 
investment (ODI) is also expanding. It is worth noting that China’s ODI 
increased rapidly over the past ten years. Deng Xiaoping’s ‘South Talks’ in 
1992 greatly promoted China’s reform, as well as opened up its ODI, which 
peaked to reach $4 billion. In 1999, the Chinese government proposed to 
incorporate promotion of ODI into its policies for accelerating globalization, 
henceforth, China’s ODI began to grow, and especially after 2005 it underwent 
even more impressive growth (see Figure 1). Following the global financial 
crisis in 2008, China’s annual ODI even exceeded $50 billion. China has now 
become the world’s 3rd largest country in terms of ODI since 2013 (China 
Daily, 2013). 

The traditional view is that while foreign direct investment (FDI) facilitates 
capital formation at home, overseas direct investment results in capital outflow, 
reducing domestic capital stock and therefore impeding economic development. 
Actually, it is not the case. Hejazi and Pauly (2003) examined the role of FDI 
based on Canada’s industry-level data and found that overseas direct investment, 
which grows faster than foreign direct investment, is a reflector of successful 
economic development rather than a negative economic factor in economy. The 
rapid growth in China’s ODI in recent years not only suggests that China’s 
economy is transforming from relying on low value-added, labor intensive 
industries to those with higher value-added, but also that Chinese enterprises are 
increasingly capable of overcoming resource and institutional bottlenecks at 
home and at integrating global resources. 
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What are the factors driving China’s ODI? There are many hypotheses 
explaining the large volume of and rapid growth in China’s ODI in literature. 
Some argue that one of the factors driving China’s ODI is acquisition of raw 
materials and energy sources from host countries (or regions); some other 
theories hold that China’s ODI targets technology, brand and knowledge; while 
some researchers consider China’s ODI as capital flight to evade domestic 
taxation. A number of studies on overseas direct investment show that institutions, 
tax burden level, natural resource endowment and a series of other factors of host 
countries play a significant role in location selection and flow direction of ODI 
(Buckley et al., 2007; Kolstad and Wiig, 2012; Cheung and Qian, 2009). 

Although some empirical techniques have already been designed to study 
China’s ODI, they have shortcomings in three aspects. Firstly, existing literature 
contains insufficient studies on institutional determinants driving China’s ODI. 
Some studies, though somewhat related, are often restricted to investigating 
institutional variables in a single dimension (e.g., democratic politics of a host 
country). Such studies are largely limited— though similar in the level of 
development of democratic politics, two countries may have great differences in 
the level of government by law, government effectiveness, etc., which 
consequently causes large difference in the guarantee of contract enforcement 
and in turn, influences influx of ODI levels; many countries, though not 
democratic in form, enjoy high government effectiveness and levels of 
government by law, which on the contrary may attract an influx of ODI. 
Institution is a multi-dimensional variable, to the extent that the World Bank has 
divided it into six dimensions (voice and accountability, political stability and 
elimination of violence/terrorism, government effectiveness, regulatory quality, 
level of government by law, and control of corruption), therefore it is necessary 
to study effects of different institutional dimensions on ODI. Secondly, in-depth 
studies on interactions among other important determinants of institution and 
ODI (such as taxation and resource endowment) are not available in the existing 
literature and an appreciation of possible substitutability or complementarity 
between institutions and taxation & resources will help deepen our understanding 
of relationships among driving factors of ODI. Finally, current studies generally 
use small samples and often directly refer to official ODI data instead of more 
detailed transaction-based micro-data; in recent years, several major databases in 
the world have in fact provided abundant latest transaction-based data which are 
useful in deepening studies on China’s ODI. 

The authors’ research will improve upon the above-mentioned shortcomings of 
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existing studies. We will study how multi-dimensional institutional factors, 
taxation factors and natural resource factors of host countries influence location 
selection for China’s ODIs; and interaction among these factors by reference to 
micro-data based on 842 transactions (overseas merger and acquisition) over 10 
years (from 2002 to 2011) in China. 

The rest of the paper is structured as follows: Part 2 reviews related literature 
on ODI and, on this basis, proposes theoretical hypotheses to be empirically 
tested; Part 3 introduces sources and variable construction and analyzes effects of 
institutional factors on location selection for China’s ODIs by using the 
conditional Logit model and mixed Logit model; Part 4 discusses and further 
explains interaction among institutional factors, taxation factors and natural 
resource factors; Part 5 concludes the paper. 

2  Literature and Theoretical Hypotheses 

Among the factors influencing ODI, institutional factors, taxation factors and 
natural resource factors are of most concern. Following studies on the 
development path of China’s ODI, Salidjanova (2011) makes a summary of 
reasons for continuous growth in China’s ODI, including raw materials 
acquisition and energy supply, obtaining brands and know-how, avoiding 
domestic competition and international trade barriers etc. Empirical research 
shows that tax avoidance is a driving factor of China’s ODI. In addition, natural 
resources, as a factor influencing location selection for ODI, also capture some 
attention in literature. Aleksynska and Havrylchyk (2012) find that countries with 
abundant natural resources always attract more ODI. In short, institutional factors, 
taxation and natural resource are regarded as the three most common factors 
influencing China’s ODI. Then we will analyze the specific mechanism by which 
these factors influence influx of ODI in combination with other literature. 
 
2.1  Institutional Factors and Their Expected Effects 
 
Institutionally, some studies studying China’s ODI have currently found that 
Chinese enterprises have comparative advantages in countries with inadequate 
institutions. Unlike enterprises in developed countries, Chinese enterprises make 
better use of complicated personal relationships in rent seeking in 
non-transparent institutional environments (Yeung and Liu, 2008; Morck et al., 
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2008). In contrast to studies relying on uni-dimensional or general institutions, 
this paper will lay emphasis on the impact of multi-dimensional institutions on 
location selection for China’s ODI. To this end, we will, by referring to the World 
Bank’s criteria, examine the following six dimensions: voice and accountability, 
political stability and elimination of violence/terrorism and government 
effectiveness, regulatory quality, level of government by law and control of 
corruption, to study their different effects on location selection for China’s ODIs. 

(1) Voice and accountability 
This factor reflects the level of democracy in a country and embodies civil rights 
to participate in election of their government and degree of freedom of speech, 
assembly, media, etc. The effect of the development degree of democratic politics 
in a host country has unclear effects on attraction of ODI. On the one hand, the 
development of democratic politics might promote influx of ODI. A highly 
democratic country enjoys more open economy, more transparent information 
and more active financial market than countries with lower levels of democracy, 
all of which will help influx of ODI. On the other hand, however, the 
development of democratic politics might lead to the rise and spread of populism 
and welfarism, expansion of labor union power and increased protection of labor 
rights, which will curb influx of foreign capital. Therefore, the level of 
democracy in a host country has two-sided effects on China’s ODI, which can be 
determined only through empirical research. 

(2) Political stability and elimination of violence/terrorism 
This factor reflects the possibility of political unrest or overthrow of 

government by unconstitutional acts or by violence, including politically 
motivated violence and terrorism. Political stability offers a fair and safe 
environment for market participants. Theoretically speaking, low political 
stability mirrors lack of social stability, which increases risks in investment in a 
host country and deters influx of ODI. Asiedu (2006) studies FDI into Africa and 
finds a positive relationship between political stability and FDI. Since political 
stability and social order are two preconditions for enterprise operation, we 
expect China’s ODI will prefer politically stable countries with no violence or 
terrorism. 

(3) Government effectiveness 
This factor reflects quality of public services offered by a government, degree 

of its independence from interest groups, policy formation and execution quality, 
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and credibility of a government’s commitment to its policies. It can influence 
influx of China’s ODI in two aspects. Firstly, high government effectiveness 
means the host country can provide comprehensive effective public services to 
support growth of foreign-funded enterprises. Secondly, a highly effective 
government means that foreign capital is faced with less limitation and political 
pressure so that revenue from investments is more predictable, which will in turn 
encourage influx of China’s ODI. In terms of government effectiveness, 
Globerman and Shapiro (2002) reveal that it is an important determinant of 
influx and outflow of FDI. We also expect that government effectiveness of a 
host country plays a positive role in location selection for China’s ODIs. 

(4) Regulatory quality 
This factor reflects a government’s ability to formulate and execute policies 

and regulations boosting development of the private sector. High regulatory 
quality can exert an influence on ODI in three aspects. Firstly, sound government 
regulation usually requires enterprises to provide detailed and normative 
accounting information disclosure to increase information transparency and 
encourage influx of ODI. For example, Hay et al. (1996) argue that accounting 
criteria are very necessary for financial contracts. Secondly, improved 
sophisticated government regulation means good protection of stockholders’ 
rights and interests. La Porta et al. (1998) argue that financial market in a country 
where stockholders’ rights and interests are well protected will witness greater 
development. Grossman and Hart (1988) and Harris and Raviv (1988) point out 
that a combination of the right to collect dividends and the right to vote relying 
on good regulation enables investors’ rights and interests to be better protected. 
Finally, sound regulation reduces information asymmetries. Most DI intends to 
harvest more profits. A decrease in information asymmetries helps to make 
profits more predictable while reducing risks. Therefore, good government 
regulation brings more profits to enterprises. We therefore expect China’s ODI to 
flow into countries with better regulation. 

(5) Level of government by law 
This factor reflects the possibility that economic subjects trust and abide by 

social order, how well contracts are implemented, protection of property rights, 
and the possibility of crimes and violence. Government by law may exert an 
influence on foreign capital inflow in two aspects. On the one hand, a powerful 
judicial system can protect rights of investors, especially medium and small 
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investors (La Porta et al., 1998), and further reduce default risks and transaction 
costs. La Porta et al. (1999) maintained that laws and regulations provide greater 
protection for investors in a country with sounder judicial system. According to 
this view, level of government by law, which is an institutional factor, can have a 
positive effect on China’s ODI. On the other hand, strict government by law 
emphasizes responsibilities and obligations of enterprises and brings additional 
costs to them in information disclosure, environmental protection, protection of 
labor rights and interests, fulfillment of fair competition and enterprise social 
responsibilities, etc., which might hinder their development. In some cases, 
China’s ODI targets advanced technologies and natural resources while strict 
government restricts these ODI activities and consequently influences influx of 
China’s ODI. Thus, the role of government by law is generally indefinite and 
requires empirical research to determine. 

(6) Control of corruption  
This factor reflects the extent of public power of a government being used for 

private interests, including extent of various corruptions and a government being 
manipulated by elite and private interests. Control of corruption can help attract 
investors in two aspects. Firstly, good control over corruption means that 
enterprises need not bribe government officials for purpose of smooth operation 
and therefore can lower the cost and increase profits to attract more investment. 
Secondly, clean-fingered government officials are able to better regulate 
enterprise managements so as to reduce the possibility that executives commit 
corruption and thus protect benefits of enterprises. Such control ensures 
managers will not embezzle corporate profits and thereby increases return on 
investment. Wei (2000) studies bilateral investment made by 12 source countries 
(or regions) of FDI and 45 host countries and finds that increasing corruption has 
a negative effect on FDI. Thus we anticipate that Chinese enterprises prefer 
countries with good control of corruption. 

 
2.2  Taxation Factors and Their Anticipated Effects 
 
Taxation in a host country involves enterprise income tax rate, total tax rate, tax 
avoidance, etc. A high tax rate in a host country means more cost on foreign 
capital operation and less return on investment. Therefore, it is generally 
considered that high tax burden plays a negative role in location selection for 
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FDI. On the contrary, tax havens can attract FDI due to low tax rate. A large 
number of researches on location selection for FDI or ODI also pay attention to 
taxation. Boddewyn and Brewer (1994) quoted the view that “escape is an 
expression of avoidance” and argue that it is a corporate political behavior of 
“voting with feet.” Caves (1996) believed, based on previous researches, that 
some domestic factors (high tax rate, for example) will increase overseas direct 
investment. Gordon & Hines (2002) review researches on international taxation 
and found that enterprises tend to relocate their headquarters to escape from high 
tax rate at home. As a result, we anticipate it is more likely that Chinese 
enterprises will invest in countries and regions adopting low tax rate. 

 
2.3  Natural Resources and Their Anticipated Effects 
 
In the literature studying overseas direct investment, natural resources are usually 
perceived as one of the most important factors to, which a lot of ODI targets in 
host countries. Kinoshita and Campos (2003) study members of the former 
Soviet Union and found that most ODIs for seeking natural resources were 
thrown into countries with abundant natural resources. A company which adopts 
a development strategy based on natural resources will pay close attention to 
natural resources and make use of unsound factor market to generate high rate of 
return and maintain comparative advantage (Amit and Schoemaker, 1993; 
Conner, 1991). Countries with rich natural resource reserves will certainly attract 
FDI targeting natural resources. Aleksynska and Havrylchyk (2012) empirically 
find that countries with abundant natural resources witness increases in influx of 
FDI. For China, a country in the industrialization process but with comparatively 
scarce natural resources, natural resources might play a more important role in 
driving ODI. We therefore anticipate that natural resource reserves in a host 
country will play a positive role in location selection for China’s ODIs. 

3  Effects of Institutional Factors on Location Selection for 
China’s Overseas Direct Investments 

3.1  Samples, Data Sources and Construction of Variables 
 
Samples used in the paper consist of 842 transactions pertinent to China’s ODIs 
from January 1, 2002 to December 31, 2011, which took place between China 
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and 63 other countries and regions. In terms of geographical distribution of our 
ODIs, tax havens such as Cayman Islands, Chinese Hong Kong, Bermuda and 
British Virgin Islands, have attracted a large number of ODI mergers and 
acquisitions; meanwhile, Australia, the US, Canada, Singapore and other 
countries have also attracted a large amount of foreign capital. In consideration 
of the fact that more potential host countries are valid options before each 
transaction takes place, we have offered up to 209 countries and regions as 
potential destinations in our conditional Logit model. All those countries/regions 
were covered by the database for state institutions released by World Bank.1 

Our data come from several major databases, with information on 842 
transactions coming mainly from Zephyr Database. Currently, Zephyr Database 
includes 600,000 records of mergers and acquisitions in various industries 
throughout the world and has an annual increase of about 100,000 new records; 
the data can be dated back to 1997, including transaction records in China and 
even Asian-Pacific region. In the research, we have also used and matched data 
from other databases, such as those from World Bank, CEP II Database, Dealogic 
Database, financial and legal databases developed by La Porta et al., STAN 
Database and WorldScope Database. For details of data sources and construction 
of variables, see Table 2 in the Working Papers section. 

 
3.2  Empirical Method 
 
As for the methodology for measurement, we mainly adopt the conditional Logit 
model and the mixed Logit model to study effects of institutional factors on 
location selection for China’s ODIs. Conditional Logit model, derived from 
McFadden’s multivariable Logit model (1974), is widely used in location 
selection issues. In case of location selection, characteristics of an industry, year 
in which the transaction is made and the country to which the acquiring company 
belong are fixed values in a specific transaction, implying they are invariable. 
Only characteristics of a host country (i.e., a destination) j exert an influence on 

                                                        
1 For details of distribution on specific transactions, see Form 1 in the Working Papers 
(No.WP730) section on the website of Economic Research Journal. Due to space limitations, 
the publication of the paper has left out a large number of forms, which are available on the 
Working Papers section (http://www.erj.cn/cn/lwInfo.aspx?m=20100921113738390893&n= 
20141014115123240375), and hereinafter the same. 
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location selection. Consequently, we have Vj = g(Xj). Given Uj = Vj + ej and 
supposing Vj is linear, then we get Uj = βXj + ej, where Xj stands for observable 
characteristics of host country j, β is vector of the estimated parameter and ej 
represents error terms. If the error terms are independently distributed and share 
an extremum, then the possibility that country j is selected shall be 

1

j

j

X

j N
X

j

eP
e

β

β

′

′

=

=

∑
. 

If in Transaction 1, company n selected host country j, then we get dnj= 1; 
otherwise, dnj= 0. In view of N, the number of samples, we obtain the following 
likelihood function: 
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McFadden (1974) proved that the likelihood function is globally concave with 
respect to parameter β, so procedures maximizing numerical values can be used 
to solve the problem of location selection. Conditional Logit model is practicable 
only when the hypothesis of independence of irrelevant alternatives (IIA) is 
satisfied. e j should be independently and identically distributed (IID) in all 
alternatives. IIA can be easily obtained based on the definition of conditional 
Logit model. For any two selections i and k, the proportion of their probabilities 
of being selected is as follows: 
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This proportion is independent of any alternatives except for i and k, which 
means, no matter whether there is any other alternatives and whatever the nature 
of such other alternatives are, the relative likelihood of i being selected is the 
same as that of k. There are two ways to test if IIA is satisfied. We may check 
each option (Hausman and McFadden, 1984) and variables between them 
(McFadden, 1974). Alternatively, we can use a more general model that is 
applicable even if IIA hypothesis is not satisfied and then check conditional Logit 
model. Mixed Logit model is ideal for the testing, as it is more universal and is 
applicable even in case of heterogeneous individual utility (McFadden and Train, 
2000). It can be expressed as: 
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where the subscript n represents behavior agent, subscript i represents option and 
parameter β obeys a certain distribution of density function f(β). With the 
assumption that the parameter obeys a distribution rather than a single target 
value, the mixed Logit model avoids quite a number of problems that may occur 
in conditional Logit model, e.g., IIA. Mixed Logit models can be used to check 
the IIA problem in conditional Logit models (we will test IIA hypothesis in the 
empirical research below). 
 
3.3  Control Variables and Their Anticipated Effects 
 
We regard institutional factors and a series of other characteristic variables of a 
host country as possible factors that may influence location selection for China’s 
ODIs. In regression analysis, we construct mixed samples of ODI transactions in 
different years and use values of characteristic variables of a host country when 
ODI transactions took place as explanatory variables. This enables us to have a 
timely control over the influence due to variation of characteristics on transaction 
decisions. Since it is impossible for acquisitions of a few companies to have a 
negative effect on overall economy and other characteristics of a host country, 
our regression model can not only capture dynamic changes in ODIs, but also 
avoid reverse causality. 
 
3.3.1  Variables at the National Level 
 

(1) GDP (in current USD) 
GDP calculated upon purchasing price is defined as the value obtained from 

the total additional value produced by all resident producers in the economy plus 
all product taxes subtracting subsidies not included in product value, in current 
USD. We expect GDP plays a positive role. 

(2) GPD growth rate (annually, in %) 
It is the annual GDP growth rate in percentage calculated according to market 

price and based on unchanged local currency, i.e., value of USD dollar in 2000. 
In the calculation, asset depreciation as well as consumption and erosion of 
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natural resources are not deducted. We anticipate GDP growth rate plays a 
positive role. 

(3) GDP per capita (in current USD) 
It is obtained from GDP divided by mid-year population. In the calculation, 

asset depreciation as well as consumption and erosion of natural resources are 
not deducted. We expect GDP per capita plays a positive role. 

(4) Geographical distance 
The variable measures the distance between two countries (the distance 

between two capitals). In general, the longer the distance is, the more it costs to 
acquire information from foreign markets. The distance also increases cost of 
coordination and management following an overseas investment and 
consequently impedes investment from Chinese enterprises. On the other hand, 
long distance will remarkably increase transport cost, which encourages 
enterprises to make direct investment abroad instead of exporting products to a 
host country. Therefore, the overall role of geographical distance is unclear. 

(5) Total value of capital market
The variable is the total value of capital market of a listed company measured 

by current price. It provides information about opportunity of merger and 
acquisition (M&A) in a given country, but will limit location selection for 
China’s ODIs. It may exert an influence in two aspects. Firstly, if the market 
value in a host country is very low, there will be a limited number of enterprises 
available for the country, thus limiting M&A and China’s ODI transactions. 
Secondly, market value is also a measurement of how well a financial market is 
developed. A large financial market helps enterprises reduce internal financing 
restraints and boosts investment. 

(6) Total tax rate (percentage in profits) 
Total tax rate is the percentage of taxes payable in profits of enterprises in 

consideration of tax deduction and exemption. As discussed in many previous 
researches, tax evasion is a reasonable explanation for capital flight; therefore, 
high tax rate in a host country impairs desire of Chinese enterprises to invest in 
the country. Tax rate is anticipated to play a negative role in location selection for 
China’s ODIs. 

(7) Natural resource reserve 
The index, measured in USD, is the total value of all natural resource reserves 

in a host country. To obtain natural resources is a widely accepted reason for ODI. 
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Some researchers believe that quite a few ODIs are made principally to obtain 
natural resources in host countries. Aleksynska and Havrylchyk (2012) have 
proven based on data of emerging economies that countries with abundant 
natural resources witness increased influx of FDI. We therefore anticipate the 
variable will play a positive role in influx selection of China’s ODIs. 

(8) Ownership structure 
This variable measures the degree of dispersion of stockholders in a company. 

In some countries, ownership is held by a few major stockholders; while in other 
countries, ownership is comparatively dispersed. The index exerts an influence 
on the influx of ODI in many aspects. In case of comparatively concentrated 
ownership, large investors will be able to supervise managers and replace those 
with poor performance. However, such an ownership structure will bring some 
management-related problems and cannot guarantee rights of medium and small 
stockholders. Furthermore, a concentrated ownership structure is more likely to 
become an access barrier for new investors. Thus, the net role of this factor is 
unclear and requires empirical research to determine. 

 
3.3.2  Variables at Industrial Level 
 

(1) Market size 
We use output at the industrial level as the proxy variable of market size. The 

larger the market size is, the higher the local demand will be. Therefore, 
countries with large market size are more attractive to ODIs. 

(2) Labor cost 
The index represents labor cost in a host country. It provides information about 

cost in a particular industry. An increase in production cost may cause a decrease 
in profits and hinder a Chinese enterprise from taking over another enterprise in 
the host country. On the other hand, this variable reflects structure of 
employment to some extent. An increase in the proportion of high-quality 
employees will raise wages per capita. Hence high labor cost might be a signal 
indicating high proportion of more competent employees, thereby attracting more 
investments. Therefore, labor cost plays both positive and negative roles, which 
means its effect is unclear, and empirical research is required to determine its net 
effect. 

(3) Productivity 
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The index reflects production efficiency of a sector and the level of 
technologies and intangible assets in a host country. It exerts influence in two 
aspects. Firstly, research shows that FDI is correlated with productivity in many 
cases. Helpman et al. (2004) examined some American samples and was 
convinced, that one impetus for FDI is to pursue high technology. If a buyer is 
willing to absorb intangible assets held by a high-tech company, high 
productivity will promote acquisition. Secondly, productivity influences 
purchasing price. High productivity usually means high purchasing price, thus 
impeding investment. Therefore, the overall effect is determined by a trade-off 
between price and technology. 

 
3.4  Empirical Analysis 
 
In order to study respective effects of the six institutional factors, we introduce 9 
regressions containing different control variables. For better comparison with 
results in existing studies and for consistency with existing research on ODI 
location selection, the first regression contains only basic control variables, 
including GDP (logarithm taken), GDP growth rate, GDP per capita (logarithm 
taken) and geographical distance (logarithm taken). The second regression 
contains total tax rate, so that the role of taxation can be measured. The third 
regression contains total value of capital market (logarithm taken) in addition to 
basic variables in the first regression. The fourth regression is a combination of 
previous three regressions and contains all variables in them. The fifth regression 
also measures the role of natural resource reserve based on the basic regression 
(the first regression). The sixth and seventh regressions focus more on ownership 
structure while the eighth and ninth regressions contain variables at the industrial 
level, including labor cost (logarithm taken), market size (logarithm taken) and 
productivity (logarithm taken). 

Then, we introduce a new variable, i.e., “overall institutional quality”, and 
examine its effects. This variable is obtained by averaging the six institutional 
factors. 

 
3.4.1  Effects of Institutional Factors and Control Variables (conditional Logit) 
 
In order to investigate effects of overall institutional quality, Table 3 in the 
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Working Papers section reports regression results of conditional Logit model 
with overall institutional quality being the main variable. The results show that 
overall institutional quality is significantly positive at the level of 1%. This 
supports the widely held view that institutional factors do influence location 
selection for companies. It indicates that in general, China’s ODIs prefer 
countries with a better institutional environment. 

GDP is significantly positive at the level of 1% in all nine regressions, 
indicating China’s ODI prefers countries with a larger economic scale. This 
conclusion agrees with those obtained from almost all empirical studies on ODI 
location selection, regardless of which country the samples come from. GDP 
growth rate and GDP per capita, though insignificant in many regressions, have 
significant positive effects sometimes. As a result, some evidence indicates 
China’s ODIs flow possibly into economies with higher GDP growth rate and 
GDP per capita. The control over these key variables is consistent with the usual 
practice in empirical studies on institutional economics. It has been noticed that 
institutional quality is highly correlated with factors such as level of economic 
development and economic scale. In such papers, emphasis is usually laid on 
investigating whether institutional variables have significant effects on the 
explained variable when factors, such as level of economic development (level of 
GDP per capita), rate of economic growth (GDP growth rate) and economic scale 
(GDP), are controlled for. It is after we control this series of economic 
development factors that we find that institutional factors have stronger and more 
identical effects than these economic factors. Meanwhile, these economic 
development factors do not have significant estimated values obviously in 
opposition to what is expected in regression results, so the possibility that 
correlation between variables results in the regression results can be excluded. 

Geographical distance is significant at the level of 1% in each regression, all 
negative, which agrees with the gravity model in international economics. This 
result indicates Chinese enterprises, when selecting ODI location, prefer 
countries close to China. Total market-based assets are also significantly positive, 
identical with our expectation. Total market-based assets indicates opportunities 
of ODIs in a given country. A country with developed capital markets is more 
attractive to ODIs. Ownership structure of a target enterprise has a small effect 
on location selection for China’s ODIs. The regression results are only significant 
in Column 6 at the level of 10%. 
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Tax rate is significantly negative at the level of 1%, indicating China’s ODIs 
generally prefer countries and regions with low tax rate. China’s ODIs are 
comparatively concentrated in tax havens, which also implies tax avoidance 
might be another important reason for China’s ODI. 

Natural resources hypothesis is another important explanation for issues 
relating to ODI in literature. In Chinese samples, natural resources have a 
significantly positive effect, which means China’s ODIs prefer countries with 
abundant natural resources. The hypothesis is applicable to China’s ODI samples. 
The result agrees with the thesis by Dunning (1993) that natural resources are 
one of the regional advantages for FDI.  

These results show that China’s ODIs generally prefer countries and regions 
with sound institutions, low tax rate and abundant natural endowment. Overall, 
the behavioral pattern is quite similar to that of multinationals. 

Some variables at the industrial level also influence location selection for 
China’s ODIs. Market size is significantly positive, which tallies with our 
expectation that market size in a host country promotes influx of ODI. Labor cost 
is significantly negative at the level of 5%, reflecting that high cost of production 
tends to inhibit Chinese enterprises from taking over local ones. Productivity is 
significantly positive at the level of 10%, suggesting an increase in productivity 
of a host country attracts Chinese ODIs. As previously mentioned, local 
productivity is a double-edged sword for ODI. The result obtained from the 
model we built indicates that in Chinese samples, enterprises care more about 
obtaining intangible assets and high technology. At a certain premium level, 
Chinese enterprises are inclined to run a target enterprise with high-tech products. 
This indication is consistent with the results concerning developed countries. For 
instance, Helpman et al. (2004) used American samples, while Head & Ries 
(2003) used Japanese samples, to study the relationship between productivity and 
ODIs and obtained the same conclusion. 
 
3.4.2  Effects of the Six Institutional Factors (conditional Logit) 
 
As previously described, considering institution as a multi-dimensional variable, 
our research goes on to study different effects of six institutional dimensions. 
Table 1 lists regression coefficient results of six different institutional dimension 
variables in the Logit model. For more detailed regression results, please see 
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several relevant forms in the Working Papers section contained herein. 
(1) Voice and accountability 
Regression results show that voice and accountability are significant to some 

extent in Columns 2 and 6 but not so in other seven regressions. This indicates 
neither the civil right to vote nor freedom of speech in a host country is a key 
factor to attract China’s ODIs. In general, voice and accountability exert an 
insignificant influence. 

(2) Political stability and elimination of violence/terrorism 
Regression results show that only a few regressions are significant with 

uncertain signs. This indicates that in general, political stability and elimination 
of violence/terrorism are not determinants for location selection for China’s ODIs, 
which agrees with the finding made by Xie and Jiang (2012): the sharp contrast 
with American ODIs lies in the fact that China’s ODIs typically flow into regions 
with high risks, with lower rate of return than American ODIs. An explanation to 
this phenomenon might be unsound capital market in China, where inefficient 
state-owned enterprises possess a lot of financial resources and inefficiently 
export these resources abroad in the form of ODI. 

(3) Government effectiveness 
The results show that government effectiveness is significantly positive, 

indicating that it is a key institutional factor for location selection for China’s 
ODIs. Both high-quality governmental services and superior policies 
independent of political pressure help to attract Chinese ODIs. 

(4) Regulatory quality 
Regulatory quality is significantly positive in all the nine regressions. This 

indicates that effectiveness of regulation and ability to implement sound policies 
and regulations of a host government play a positive role in location selection for 
China’s ODIs. 

(5) Level of rule of law 
Legal restraint is significantly negative at the level of 1% in all the nine 

regressions. This is in stark contrast to research findings on ODIs of other countries, 
indicating legal restraint does play a role. For instance, Le and Zak (2006) carried 
out panel regression based on data from 45 developing countries and found that a 
sound legal restraint in a host country can attract FDI. Based on Chinese samples, 
however, our research finds evidence to support the conclusion that most of 
China’s ODIs tend to avoid flowing into countries with strict legal system. 
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Though there is a comparatively strong correlation between governmental 
regulation and rule of law by judicial system, policies and regulations of a 
government are flexible and changeable while the legal system is comparatively 
stable and permanent. In view of the fact that Chinese laws are to a large extent 
influenced by government policies, Chinese enterprises seem to be more suited to 
governmental regulation and avoid destinations with strict legal system. 

(6) Control of corruption  
The results show that control of corruption is significantly positive. China’s 

ODIs prefer host countries with lesser corruption. 
To sum up, institutional factors do influence location selection for China’s 

ODIs, though not all are with significant effects in our samples. Government 
effectiveness, regulatory quality and control of corruption have positive effects 
on location selection for China’s ODIs. The three factors reflect policy 
implementation efficiency of a government. Nevertheless, rule of law has a 
negative effect: most of China’s ODIs tend to avoid flowing into countries with 
strict legal system. Such a net negative effect perhaps indicates that Chinese 
enterprises care more about legal restraint rather than the ability to protect 
stockholders of a host country. Voice and accountability and political stability are 
insignificant, indicating Chinese enterprises care less about democracy and 
political stability than other institutional factors in a host country. 

 

3.4.3  Effects of Institutional Factors and Testing for IIA (mixed Logit) 
 
In a mixed model, we have to assume distribution of each variable. Even if taste 
variation exists, coefficient of tax rate is expected to be negative. Therefore, a 
given tax rate obeys lognormal distribution while all other variables obey 
independent normal distribution. Form 5 in the Working Papers section reports 
coefficients and standard deviations of mixed Logit model with “overall 
institutional quality” being the main explanatory variable. Most standard 
deviations in the model are insignificant. Among all the estimated values of 
standard variations, only geographical distance and total value of capital market 
are significant, but at a quite low level. As a result, mixed Logit model will in 
theory degenerate to conditional Logit model, indicating that the corresponding 
appropriate conditional Logit model is reasonable and independent of IIA. 
Besides, we tested the confidence coefficient of variables in the mixed Logit 
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model and found the result is similar to that of conditional Logit model. Thus, we 
confirmed the finding that China’s ODIs prefer countries with better overall 
institutional environment. So mixed Logit model and conditional Logit model 
have yielded similar results, which indicates effectiveness of the foregoing 
conditional Logit model. 

4  Interactions among Institutional Factors, Taxation and 
Natural Resources 

As mentioned above, institutional factors, taxation and natural resources are the 
three most commonly seen determinants for FDI location selection. Zhao&Du 
(2007), from a theoretical perspective, also took institutional factors, taxation 
factors and natural resource factors as three driving forces for China’s ODIs. We 
have analyzed the role of such three factors in location selection for ODI, and we 
will further examine the interactions among them on location selection for ODIs. 

According to Boddewyn & Brewer (1994), capital flight is a form of tax 
avoidance. Caves (1996) also held that ODI may be affected by factors at 
national level, such as tax rate. To back up this point of view, Gordon & Hines 
(2002) reviewed previous studies on national taxation and believed that 
enterprises may avoid high taxes imposed by local countries by headquarters’ 
migration. As mentioned in most studies, a high proportion of China’s ODIs flow 
to the tax havens across the world. Given that, we took a dummy variable to 
represent tax havens for further study on interactions among institutional factors, 
taxation and natural resources, as well as their impacts on location selection for 
ODIs, by taking taxation into consideration. We divided the 209 potential hosts 
into two categories, namely “tax havens” and “non-tax havens” according to 
OECD standards.3 

A conditional Logit model was employed for location selection study, and 
basic and significant control variables in the aforementioned location selection 
model were taken as control variables in cross-terms model. Among the three 
major variables, overall institution quality was taken as an institutional factor, tax 
haven as a taxation factor, and natural resource reserve as a natural resource factor. 
In addition, we also took into account cross terms between institutional and 
taxation factors as well as those between institutional and natural resource factors. 
                                                        
3 For national list of transactions and distribution information, see Working Paper (No. WP730) 
Edition VI at the website of Economic Research Journal. 
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Table 2  Interactions among Institutional Factors, Resource Factors and Taxation Factors on 
Location Selection for ODI (Result Summary) (conditional Logit) 

Explained variable: to enter = 1, not to enter = 0  

 (1) (2) (3) (4) (5) 

Overall institutional quality 0.9863***

(0.105) 
0.9645***

(0.132) 
0.8912***

(0.125) 
1.1715*** 
(0.126) 

1.0839*** 
(0.117) 

   
Tax heaven 

 
1.2155***

(0.352) 
1.1448***

(0.394)   

   
Resource reserve (in logs) 

   
1.7324*** 
(0.146) 

1.5942*** 
(0.151) 

    Tax heaven * overall 
institutional quality   

–0.0027**
(0.001)   

    –0.0012 Resource reserve (in logs) * 
overall institutional quality     (0.001) 

Sample size 119,460 119,460 119,460 78,448 78,848 

Note: * significance 10%; ** significance 5%; *** significance 1%. 

 
Table 2 shows the regression results of major variables (more detailed results 

are reported in Table 7 working paper section). Column (1) lists the results of 
macro institutional quality as one of the major variables. As indicated in location 
selection model, institutional factor is significantly positive. Added in column (2) 
are the variables that represent tax haven status, and in column (3) are the cross 
terms between macro institutional quality and tax haven status. The results show 
that being a tax haven is significantly positive at 1% level, which means 
countries that are assigned to “tax heaven” category are more attractive to 
China’s ODIs. While the cross terms between taxation factors and institutional 
factors are significantly negative at 5% level, which suggests there might be 
certain substitution effect between taxation factors and institutional factors. To be 
specific, low tax rate of a host country, to some extent, offsets adverse impacts 
brought by terrible institutional environment. We noticed that, however, the 
coefficient value of the cross term is relatively smaller in comparison to the 
coefficients of macro institutional factor and tax haven status, indicating that the 
substitution effect between institutional factors and taxation factors are very 
small. Column (4) and column (5) show the interactions between institutional 
factors and natural resource factors, and the result is that both institutional factors 
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and natural resource factors are significant as discussed above. In contrast, the 
cross term between macro institutional factors and natural resource reserves are 
negative, even at 10% level, which indicates that there is no significant 
substitution relation between the two kinds of factors. 
The results show that low tax rate and abundant natural resources of a destination 
are not sufficient to offset the deterrent effects of unsound macro institution on 
China’s ODI. Although Chinese enterprises do operate in an environment with 
unsound institutions, they still have strong desire for a good market economic 
system. While they are becoming more global, Chinese enterprises remain 
strongly sensitive to the macro institutional environment. 

5  Conclusion 

Although China’s ODIs witnessed rapid growth in past ten years and China has 
become the third largest ODI exporter in the world, determinants for ODIs, 
especially institutional ones. By using a data sample of China’s ODIs involving 
large transactions over the last decade, we examined how multiple dimensions of 
institutional factors, as well as taxation and natural resources of host countries 
influence location choice for China’s ODIs. Interesting findings are summarized 
as follows. 

Firstly, although overall institution quality of a host country is favorable to the 
entry of China’s ODIs, its diverse institutional dimensions exert different 
influences on location selection for ODIs. As we found, being different from 
most multinational companies (e.g. Busse and Hefeker, 2007), China’s ODIs care 
more about governmental efficiency, regulation quality and control of corruption 
than national political systems (voice and accountability), and tend to avoid 
entering into countries with strict legal systems. This may indicate that ODIs of 
China, in comparison with those of other developed economies, have 
comparative advantages under an unsound legal system. 

Secondly, tax revenue and natural resources are decisive factors for China’s 
ODIs which have obvious motivations for tax avoidance and for seeking natural 
resources; and in the host country, average institution quality has a substitution 
relationship with tax avoidance, while it has no significant substitution effect 
with natural resources. But in general, low tax rate and abundant natural 
resources of the destination are not sufficient to offset the deterrent effects of an 
unsound macro institutional environment on China’s ODI. Although Chinese 
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enterprises have operated in the environment with unsound institutions for a long 
time, they still have strong desire for good market economic system. While they 
are becoming more global, Chinese enterprises remain to be strongly sensitive to 
macro institutional environment. 

Finally, it is thought-provoking that globally China is one of the largest 
importers of FDI and exporters of ODI, which may indicate a defective financial 
system in China. To be specific, Chinese financial system is unable to convert 
excessive financial resources into efficient investments. On the other hand, the 
rise of China’s ODIs also illustrates the changes of China’s position in the global 
value chain (GVC): China is more active in the integration of global resources in 
GVC. All these call for further researches. 

The methodology of this paper is generally applicable to understanding 
determinants for ODI location selection in emerging market. With the gradual 
integration into economic globalization, emerging economies are increasingly 
shaping the global economy, and therefore, more and more attention is paid to 
the role of ODIs from emerging market in allocating economic resources 
worldwide. This methodology is also applicable to studying how the 
institution/system of a host country influences location selection for ODIs from 
other emerging markets. If samples from ODI origins in emerging markets are 
available, one could move on to study how interactions between origin country’s 
and host country’s institutions affect location selection for ODIs. And by doing 
so, one could carry out researches on how institutional factors and other factors 
affect capital flow between emerging markets and developed economies. 
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