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Abstract 

The aim of this thesis is to analyse if the euro has had any significant effect on the inflow of 

foreign direct investments. Our purpose is answered by developing an econometric model 

with inflow of foreign direct investments as the dependent variable. The model is estimated 

with the ordinary least squares method and panel data from ten different countries, five which 

have adopted the euro as their currency and five which have not. The data collected concerns 

the timeframe from 1994 to 2007. 

The theoretical background is retrieved mainly from journal articles that have conducted 

similar research of how a common currency has affected foreign direct investments. We use 

these studies as a base for developing our regression model and also as a foundation for our 

analysis. 

The results from this thesis show that the euro has had a large significant effect on foreign 

direct investments which we see by analysing the interaction variable in our regression. 

Furthermore, the results show that trade openness and GDP have the largest significant effect 

on FDI, meanwhile unit labour cost and exchange rate volatility had no significant effect at 

all. We conclude that the euro has a positive significant effect on inward foreign direct 

investment. Although the model suggests that having adopted the euro in 1999 would yield a 

58.4 per cent increase in inward FDI compared to countries that kept their own currency, we 

are uncertain of the effect’s actual magnitude due to concern that we read some effects from 

the single market in the variable we use to estimate the euro’s effect. 

 

 

 

 



 

 

Sammanfattning 

Syftet med uppsatsen är att analysera om euron har haft en signifikant effekt på inflödet av 

utländska direktinvesteringar. Syftet besvaras genom att framställa en ekonometrisk modell 

med utländska direktinvesteringar som beroende variabel. Modellen estimeras med minsta 

kvadratmetoden och paneldata från tio olika länder, fem som har implementerat euron och 

fem som inte har det. All data som är samlad berör perioden 1994–2007. 

I teoriavsnittet presenterar vi tidigare studier och teorier kring hur en valutaunion har påverkat 

utländska direktinvesteringar som vi sedan använder för att utveckla vår regressionsmodell 

och som utgångspunkt för vår analys. 

Resultaten av studien visar att euron har haft en signifikant effekt på utländska 

direktinvesteringar vilket vi ser genom att tolka interaktionsvariabeln i vår regression. Vidare 

ser vi även att öppenhet för handel och BNP har den största signifikanta effekten på utländska 

direktinvesteringar och att kostnad för arbetskraft och växelkursvolatilitet inte har signifikanta 

effekter. Vi drar slutsatsen att euron har en positiv signifikant effekt på inflödet av utländska 

direktinvesteringar. Vår modell föreslår att ett land som införde euron 1999 i genomsnitt har 

ett 58,4 procent större inflöde av utländska direktinvesteringar jämfört med länder som behöll 

sin valuta. Vi är dock osäkra på den verkliga storleken eftersom att vi misstänker att vi tolkar 

effekter från den gemensamma marknaden i variabeln vi använder för att skatta eurons effekt. 
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1. INTRODUCTION 

According to Blomström and Kokko (2003) there has been a shift in the attitude towards 

foreign direct investment in recent decades and most countries now set policies designed to 

attract multinational corporations (MNCs), expecting foreign direct investment (FDI) to 

increase tax revenue, employment and knowledge among domestic companies. As opposed to 

a few decades ago, many countries are now offering MNCs fiscal and financial incentives to 

invest there. Blomström and Kokko (2013) state that the globalization and regionalization of 

the world economy has made market size a decreasingly important factor in determining FDI 

location flows and thus allowing smaller countries to compete for FDI if they are able to offer 

sufficient incentives. This effect has been magnified and partly driven by trade liberalization 

in the form of organizations and agreements such as the WTO, GATT, the EU and NAFTA. 

More recently, the euro has increased European economic integration but its effect on FDI has 

been disputed and it remains unclear whether adopting the euro is a viable strategy for 

attracting FDI. 

 

The European Union (2019) has had plans to create a common European currency since the 

1960s and those plans came into fruition with the introduction of the euro on the 1st of 

January 1999 when 12 countries officially adopted the currency. It took a few more years 

until the currency actually was printed and implemented in 2002. Although the currency’s 

main purpose hasn’t been to make the EU a more attractive target for FDI, there are many 

who believe that such an effect exists. The OECD (2019) defines FDI as a cross border 

investment in which an investor in one country establishes a presence and significant 

influence in an enterprise in a foreign country. They define a significant influence as having at 

least 10 per cent ownership over the enterprises voting power. In this essay we use the 

OECD’s definition of FDI. Agiomirgianakis (2006) explains that FDI or foreign direct 

investments are capital flows, into or out of a country, made by multinational corporations 

(MNCs). This means that the factors that affect MNCs also will decide the direction and the 

degree of FDI flows. FDIs contribute to a country’s welfare and the general knowledge 

distributed between countries thus making it attractive for hosts. Agiomirgianakis (2006) 

continues by explaining that this is the reason why governments in developed and developing 
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countries alike, want to attract FDI and try to do this by implementing strategies that 

encourage FDI, for example with attractive competition policies in their industries. FDI 

allows MNCs to avoid trade barriers and gain a greater control over production and other 

strategic factors abroad which makes it attractive to MNCs. Additionally, it gives them the 

opportunity to diversify and spread their corporation’s risk. There are conflicting opinions 

regarding the effect of the euro on FDI. Petroulas (2007) explains that the formation of a 

currency union leads to better long-term conditions for firms to make investment decisions 

and that a common currency with a fixed exchange-rate eliminates the risk arising from a 

volatile exchange rate and naturally encourages investments and trade internationally. In 

contrast, Flam and Nordström (2007) found that the introduction of the euro has had no 

significant effect on FDI and that the large positive effects found by previous studies actually 

have derived from the single market. 

 

Since researchers are ambiguous over whether or not the euro has had a significant effect on 

FDI, we have an opportunity to contribute to this field of study. The aim of this thesis is 

therefore to investigate if the euro has had an effect on foreign direct investment inflow. We 

have chosen to limit our time period of research to 13 years, between 1994 and 2007, with 

five years being before the euro was introduced and eight years afterwards. This time frame 

was chosen to cover as long a period as possible without distorting our result with the effects 

of the financial crisis of 2008. Our regression model includes ten countries. Five of which 

have implemented the euro and five of which have not1. 

 

According to Hassett (2019), one of the main determinants of economic growth are 

investments. Investments are what allows for the acquisition of assets such as machines, 

factories and tools which are crucial to a country’s ability to raise labour productivity. This is 

especially important now when many of the world’s leading economies are struggling with 

dropping birth rates and aging populations. With a decreasing labour force every worker has 

to be more productive in order to prevent economic decline, hence the importance of 

                                                 

1 The countries included that have adopted the euro are: Austria, Portugal, Finland, The Netherlands 

and Ireland. The countries included the have not adopted the euro are: The Czech Republic, Croatia, 

Hungary, Sweden and Poland. 
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investment. Investments can either occur domestically or can come from abroad through 

foreign direct investment if foreign investors consider the country attractive enough. 

According to the Dellis et al (2017) FDI is a key source of revenue for capital investment and 

in 2015 the countries forming the eurozone accounted for a fifth of the global stock of FDI. 

Yet the eurozone has faced challenges in the shape of a decreasing importance as a recipient 

of foreign direct investments in recent years and the main factor discouraging FDI are 

different types of risk. When a company considers investing in a foreign country they will 

factor in the risks threatening the returns of that investment. Potential threats could be 

unfavourable changes in government policy or exchange rates. If these threats are significant 

enough the investor will refrain from investing in the country. Committing to a common 

currency is a way for countries to create stability and gives the advantage of reducing 

transaction costs and avoiding exchange risk, hence making cross border investments more 

efficient. Baldwin et al (2008) explain that the euro reduces borders impact on investment 

decisions and encourages financial integration.  These effects should lead to an increase in 

international investment and thereby also FDI flows. However, results from Baldwin et al’s 

study (2008) show that the proportion of inflows to the Eurozone shrink significantly when 

they decide to exclude the inflow of FDI to certain countries. When for instance Luxembourg 

is excluded as a receiver for FDI and the outflow of the three largest outward generators of 

FDI in the eurozone are restricted the effect disappears, meaning that certain countries may 

act as hubs for FDI to the eurozone. Nevertheless, Baldwin et al (2008) are cautious in 

concluding that the use of a common currency like the euro is a necessary condition to build 

attractiveness for FDI but they conclude that the Eurozone is an attractive platform for FDI. 

 

To answer the purpose of the thesis we have decided to use a quantitative method and thus 

perform a regression built on the theories concerning the study. We have constructed a 

regression equation where we analyse ten countries. Five that implemented the euro in 1999 

and five that at the time of writing, have not implemented the euro. We have limited the time 

period between 1994-2007 and use the inflows of FDI as our dependent variable. For the 

purpose of this essay we do not include the origin or purpose of FDI in our regression model. 

In other words, we do not account for which country invest where or whether the investments 

are horizontal or vertical. The reason for these exclusions is that we are interested in 

investigating the euro’s effect on inward FDI in general. We use two dummy variables that 

equals 1 for countries that have adopted the euro and for the time period after 1999 when the 
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euro was introduced. Furthermore, we use an interaction dummy that is equal to 1 in countries 

that have implemented the euro in the period after 1999. Finally, we use a vector of 

explanatory variables that the theory consulted deem necessary to explain inward FDI flows. 

We find evidence for a large positive and significant effect of the euro on inward foreign 

direct investments. 

 

The thesis is divided into five chapters. Chapter two explains the theories and previous studies 

of the subject which is the foundation of the studies in later chapters. Chapter 3 is where the 

method is described and the data is presented and chapter 4 is where we present the results 

and analysis. The thesis conclusions are found in the fifth and final chapter. 
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2. THEORETICAL BACKGROUND 

Increasing monetary integration with a common currency such as the euro could have effects 

on FDI through a number of channels. They could be due to the effect deriving from the 

elimination of exchange rate risk which leads to a more transparent price comparison and 

facilitates goods competition across countries thus making FDI in the form of mergers and 

acquisitions more profitable. Neary (2007) Aristotelous and Fountas (2012) explain that 

common currency also eliminates price uncertainty and reduces transaction costs across 

borders due to the fixing of exchange rates which reduces the costs associated with 

international investments. Reducing these transaction costs should therefore promote FDI due 

to companies’ incentives to further expand within the common currency area. The eurozone 

creates a platform for increased trade activity and sales, thereby making FDI flows affected 

by more than just exchange rate volatility. Aristotelous and Fountas (2012) find in their 

results that GDP, real effective exchange rate and exchange rate volatility all have a positive 

significant effect on FDI. Aristotelous and Fountas (2012) also find that their European 

monetary union dummy is statistically significant in all of their models, this meaning that the 

impact of the Euro on inward FDI flows to the eurozone is positive and statistically 

significant. 

 

According to Fillipaios, Stoian (2008) Dunning’s eclectic paradigm has long been considered 

the most important framework to use when investigating determinants for foreign direct 

investment. Dunning (2015) states that companies’ decision to use FDI in order to expand 

abroad is based on three sets of advantages.  Firstly, the company must have some type of 

comparative advantage which outweighs the disadvantages any company faces compared to 

domestic companies when setting up abroad. These advantages can be of a monopolistic 

nature but they can also be of different character, such as a strong brand name or 

technological advantages. Secondly there has to be something advantageous with the market 

the company is considering entering. For instance, the target country could have cheaper 

access to important input resources, including raw resources or human capital in the shape of 

lower wages or a more skilled labour force. Additionally, the countries can have advantages 

deriving from policy such as low tax rates or entry barriers which make FDI preferable to 

export. Furthermore, the economic integration that derives from the formation of a currency 

union can make a country more attractive. Finally, there should be some sort of internalization 
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advantage which makes it more attractive to handle the expansion through FDI rather than 

license the product to a foreign company. These sets of advantages form the commonly used 

acronym OLI where “O” is for ownership, “L” for location and I for internalization. For the 

purpose of this essay we are mainly interested in the second advantage concerning location 

specific advantages. 

 

Flam and Nordström (2006) argue that it is difficult to come to a different conclusion than 

that the euro has created new trading opportunities. Both for countries within the currency 

union but also for countries outside. A common currency simplifies trade both with products 

that already have been traded and with new products. Since the eclectic paradigm states that 

trade barriers encourage FDI, this development might in fact decrease FDI activity. However, 

the reduced risk from fluctuating exchange rates might instead have a positive effect. Still, 

Itagaki (1981) found that exchange risk not necessarily negatively affects the financial 

decisions of a multinational firm. A multinational corporation (MNC) that is exposed to 

exchange rate risk often invests in production facilities abroad in order to reduce their risk 

exposure. He does however concede that the effect might derive from the fact that countries 

that face balance of payment deficits often combat that deficit by imposing trade barriers such 

as import tariffs. Such measures would according to Dunning (2015) positively affect a 

company’s need for direct investment abroad. Contrastingly, according to the Carril-Caccia 

and Pavlova (2018), some studies show that trade openness instead has a positive effect on 

FDI. Since all euro countries are part of the EU open market however, no such trade barriers 

should exist which would eliminate that effect for FDI deriving from other EU members. 

 

Flam & Nordström (2008) state that in a common market such as the EU, MNCs are inclined 

to establish affiliates in a single country and use those affiliates to reach the rest of the market. 

Flam and Nordström (2008) bring up Ireland as an example which is a country within the EU 

single market that has attracted a lot of MNCs looking to access the rest of EU. This fact 

carries the implication that EU members actually compete with each other as FDI 

destinations. A country joining the EU single market should benefit from an increase in FDI 

from other EU members but might suffer from the fact that investors in countries outside the 

single market would be able to avoid their trade barriers by serving their market through 

another member state instead of establishing a presence domestically. Flam and Nordström 
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(2008) expect the euro to lower trade costs between members of the eurozone which should 

make it increasingly profitable for MNCs from outside the EU to establish production inside 

the area in order to serve the whole market. For this reason, there is a possibility that the euro 

might increase inward FDI in the eurozone as a whole but decrease it in individual countries. 

Schiavo (2007) means in his study that a common currency, in this thesis case the euro, due to 

a reduction in exchange rate uncertainty can spur on FDI however there are other factors such 

as additional control which also can motivate FDI. In another study Dinga and Dingová 

(2011) conclude that the euro has had no significant effect on FDI in the world. When 

isolating EU-countries however, Dinga and Dingová (2011) find an increase from 14,3 to 42,5 

per cent in FDI flows due to the euro. However, again like Flam and Nordström they find a 

larger positive effect of EU-membership on FDI. 

 

Mundell (1957) showed that in a world with two countries, FDI and trade would be perfect 

substitutes. Any policy or property that incentivises trade would decrease FDI and vice versa. 

Mundell (1957) maintains that even in the real world, which is comprised of more than two 

countries, FDI and trade to some extent still have to substitute one another. Mundell’s (1957) 

argument is that without any trade barriers, export will always be more profitable than FDI 

due to the added fixed costs involved with establishing a presence abroad. When trade 

barriers on the other hand raise transaction costs enough to exceed those fixed costs FDI will 

always be preferable. In contrast Kawai and Urata (1998) state that there is evidence that trade 

and FDI can act as complements. Specifically, FDI tends to stimulate trade when undertaken 

in an export heavy industry. Flam and Nordström (2008) also argue that the effect of a 

common currency on inward FDI is dependant largely on the type of investment and that 

horizontal and vertical FDI are affected differently. Vertical FDI is encouraged by low trade 

costs because the intention is to export the produce. Horizontal FDI on the other hand, could 

be made less profitable if the euro makes export cheaper through lowered transaction costs. 

 

Flam and Nordström (2006) find that the euro has created new trading opportunities. Both for 

countries within the currency union but also for countries outside. A common currency 

simplifies trade both with products that already have been traded and with new products. 

Since the eclectic paradigm states that trade barriers encourage FDI, this development might 

in fact decrease FDI activity. However, the reduced risk from fluctuating exchange rates 
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might instead have a positive effect. Still, Itagaki (1981) found that exchange risk not 

necessarily negatively affects the financial decisions of a multinational firm. A multinational 

corporation (MNC) that is exposed to exchange rate risk often invests in production facilities 

abroad in order to reduce their risk exposure. Itagaki (1981) does however concede that the 

effect might derive from the fact that countries that face balance of payment deficits often 

combat that deficit by imposing trade barriers such as import tariffs. Such measures would 

according to Dunning (2015) positively affect a company’s need for direct investment abroad. 

Contrastingly some studies show that trade openness instead has a positive effect on FDI 

(Carril-Caccia, Pavlova 2018) Since all euro countries are part of the EU open market 

however, no such trade barriers should exist which would eliminate that effect for FDI 

deriving from other EU members. 

 

Baldwin et al (2008) argue that the euro promotes trade due to lowered exchange costs and 

that this in turn leads to a negative effect on FDI due to firms choosing to export over FDI. 

Baldwin et al (2008) mean that the euro would not affect FDI choices of the highly 

competitive firms that already have established themselves abroad but that it would 

discourage new firms from taking the step to invest abroad. A measure often taken to avoid 

trade costs. Russ (2007) states that the euro would discourage FDI for first time participants, 

but less so for veterans, in particular for intra-eurozone FDI because the lower trade costs 

make such investments less attractive in comparison to export. The euro also creates a more 

competitive market due to export costs decreasing, effectively enlarging the market for 

member states, and the need to set up production in a foreign country is no longer as 

necessary as it was before the euro was introduced. However according to Baldwin et al 

(2008) there is strong evidence that the introduction of the Euro has had a positive effect on 

FDI from outsiders to the eurozone due to the fact that an integrated market can be used to 

create an effective production platform. 

 

Dellis et al (2017) put forward a number of location-advantages a host country can have that 

encourages inward FDI flow. They include, high potential or large scaled markets which are 

measured by high growth rate and high GDP, an abundance of necessary inputs such as 

natural resources, low costs of labour or high skilled workers, trade openness and economic 

stability in the form of low inflation, low debt or geographical closeness, tax benefits, 
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working institutions, infrastructure and stable exchange rates. Of the explanatory variables 

Dellis et al (2017) bring up it is the stability of the exchange rate, the reduction of transaction 

costs and trade openness that is expected to be affected by the introduction of the euro. Barro 

and Tenreyro (2007) state that a common exchange rate eliminates the fluctuation of relative 

prices which reassures MNCs that their investments will keep their relative value. In contrast, 

Flam and Nordström (2008) in line with Dunning’s eclectic paradigm, state that FDI and trade 

often act as substitutes for each other. In order for a company to incur the additional fixed 

costs that FDI entails, trade costs need to be high enough to make export less profitable. The 

euro is expected to lower trade costs by eliminating exchange rate fluctuations and transaction 

costs which according to Flam and Nordström (2008) could make export a preferable option 

to FDI and thereby lower inward FDI flow. Dellis et al (2017) expand by saying that the 

different locational properties’ importance in explaining FDI vary depending on who you ask. 

Some place a high importance on tax rate but others fail to find such a link. Sound institutions 

seem to be highly significant regarding FDI inflow in developing countries but not very 

important concerning OECD countries. Cantwell and Narula (2001) argue that in order for 

companies to acquire a technological advantage they need to have a presence in sector 

specific technological hubs where a lot of research and development takes place. This means 

that countries that already have a lot of industry specific business activity will continue to 

attract MNCs that operate within the same sector which would contribute to the explanation 

as to why market size seems to be such an important determinant of FDI flows. 

  



10 

 

3. DATA AND METHOD 

3.1 DATA DESCRIPTION 
To analyse the euro’s effect on inward FDI we create an econometric regression model. The 

data we have used in our model has been retrieved from World bank and OECD, both of 

which are reliable sources. We use FDI inflow as our dependant variable. As explanatory 

variables we use a vector of variables that the theories we have used deem relevant to explain 

FDI inflow. These variables represent: exchange rate risk which we measure by using the 

standard deviation of real exchange rate, unit labour cost, trade openness which we measure 

through trade as a percentage of GDP and market size which we measure through nominal 

GDP. Furthermore, we use the dummy variable euro, which is equal to 1 for countries that 

have adopted euro and the dummy variable AfterImp which is equal to 1 for the timeframe 

after the euro was introduced, i.e. from 1999 and forwards. These types of regressions are 

often made using bilateral data but similarly to Petroulas (2007) our dependant variable only 

measures inward FDI which is the sum of FDI flowing into a country. We use data from 10 

countries, all of which, at the moment of writing, are in the EU but only five of which are 

using the euro. All countries using the euro represented in the dataset implemented it from the 

start. The data we use covers a time span of 13 years, from 1994 to 2007 which gives us data 

five years before implementation and 8 years after. The time period was chosen in order to 

give us ample room to see the euro’s effect on FDI without distorting our results with the 

effects from the financial crisis in 2008. 

 

In this type of study authors often use a gravity equation to explain the euro’s effect on FDI 

which Chaney (2013) specify as being when bilateral trade, or in our case FDI, between two 

countries is proportionally dependent on size, which Chaney (2013), Flam & Nordström 

(2007) and Rose (2001) measure by GDP and inversely proportionally dependant on distance 

between the countries. Because our dependent variable does not account for the source of FDI 

we cannot include a variable for distance in our regression. However, we still consider it 

relevant to include nominal GDP as a measure of market size because much of the theory 

considers it to be the most important variable explaining inward FDI. We expect a large GDP 

to have a positive effect on inward FDI. 
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We have included the variable unit labour cost (ULC) which is defined as the average cost of 

labour per unit of output produced. It is expressed as the ratio of the sum of labour 

compensation per hour worked to output per hour worked. Our data set shows ULC ratio 

where 2010=100. We have chosen to include the variable because the theory states that one of 

the main reasons for MNCs to engage in FDI is to access important inputs and labour is an 

important input for most companies. Hence, we expect to see a negative relation between 

inward FDI and ULC. We also believe that we will see a similar negative relationship 

between inward FDI inflation because we are using inflation as a measurement for economic 

stability. Instability in a country’s economy should discourage MNC activity and therefore 

also decrease incoming FDI. Additionally, we also expect a negative relationship between 

exchange rate volatility and inward FDI flow. To estimate exchange rate volatility, we collect 

a sample of data covering the real effective exchange rate over the selected time frame. We 

then continue by calculating the simple moving average of the natural logarithm of the data 

set and finally we calculate the standard deviation of that average over a three-year time 

period. Because of the length of the data set we have decided to calculate medium run 

exchange rate volatility. Clark et al (2004), in a study commissioned by the International 

Monetary Fund, recommend using a one-year period standard deviation for short run 

volatility and a five-year period for long run volatility, we use a three-year period in order to 

calculate the medium run exchange rate volatility. 

 

According to the Clark et al (2004) the most commonly used measure of exchange rate risk or 

exchange rate volatility is the standard deviation of moving average of the natural logarithms 

of the exchange rate. By utilising this technique, the measure gets the property of being equal 

to zero if the exchange rate is constant and being high when volatility is high.  The 

International Monetary Fund (IMF) goes on to recommend using the standard deviation of the 

moving average of the natural logarithm of exchange rate over a one-year period in order to 

compute short term volatility and the standard deviation over a five-year period to calculate 

long term volatility. 

 

Some locational properties a country can have that makes it an attractive target for FDI can be 

difficult to measure. For instance, Dellis et al (2017) along with Dunning (1991) all agree that 

trade barriers play a substantial role in determining the directions of FDI flows. Trade barriers 
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however consist of many different aspects. Countries don’t have a single tariff taxing all 

goods entering the country but instead have a large array of individual taxes and trade 

barriers. When performing a regression comparing countries an index is needed. Although 

measurements exist that are commonly used, there is no consensus on which one is the best. 

According to Fujii (2017) trade openness is a measurement that is routinely used, which is an 

index calculated by dividing a country’s total export and import with its GDP. This index 

does not take FDI directly into account but because trade and FDI are closely linked, either by 

being compliments or substitutes, we consider it relevant to include the index in our 

regression. 

 

Figure 1. Average inward foreign direct investments for the sampled countries. 

 

Source: The World bank (2019) 

In figure 1 we visualise the development of FDI for our chosen countries in the period 1994-

2007. It is clear that countries that implemented the euro 1999 have seen an increase in 

inward FDI relative to the non-euro countries. The difference is clearest after 2002 and 

onward where the inflow of FDI increases substantially. 
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3.2 METHOD DESCRIPTION 

The choice of using a quantitative method was made after assessing earlier research on the 

subject. Petroulas (2007) and Flam & Nordström (2007) have also used a quantitative method 

which leads us to believe that it is an appropriate method for answering the thesis purpose. A 

quantitative method gives us statistical proof and a useful base to be able to make our 

conclusions. Based on the fact that the euro has cause a large change in the economic 

environment of our sampled countries we deem a difference-in-difference strategy to be 

appropriate in line with Petroulas (2007). This method allows us to view the effect the 

implementation of the euro has had on inward FDI flows while keeping the other variables 

constant. Our model looks as follows: 

 

𝐿𝑛𝐹𝐷𝐼 = 𝛽0 + 𝛽1𝐴𝑓𝑡𝑒𝑟𝐼𝑚𝑝 + 𝛽2𝐸𝑢𝑟𝑜 + 𝛽3𝐴𝑓𝑡𝑒𝑟𝐼𝑚𝑝 ∗ 𝐸𝑢𝑟𝑜 + 𝛽4𝑋 + 𝜀𝑖 

 

The coefficient β1 estimates the change in inward FDI in the year 1999 and onwards, which is 

the period after the implementation of the euro. It estimates the changes in each sampled 

country, regardless of whether it adopted the euro or not. The coefficient β2 on the other hand, 

estimates the differences in inward FDI for the countries that adopted the euro in the whole 

time period. The estimate is not therefore exclusively explained by the euro’s effect. β3 is the 

coefficient that we use to reach our aim of investigating the euro’s effect on inward FDI. The 

coefficient estimates the differences in inward FDI for the countries that use the euro as their 

active official currency. β4 estimates the effects of the independent explanatory variables we 

have included in the model that the theories we have presented deem necessary to determine 

FDI flows. 
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Table 1 

Table 1 shows all explanatory variables we use in our regression as well as their source and 

their expected effect. 

  

Variable Explanation Expected effect Source 

lnGDP Natural logarithm 

of GDP 

+ World Bank 

lnULC Natural logarithm 

of unit labor costs 

- Eurostat 

Inflation Yearly inflation - World Bank 

lnTrade Natural logarithm 

of the trade 

openness index 

+/- World Bank 

Exchange rate 

volatility 

Standard deviation 

of the moving 

average of real 

effective exchange 

rate 

- World Bank 

Euro Dummy variable 

that equals 1 if the 

country uses the 

euro 

+  

 

AfterImp Dummy variable 

that equals 1, year 

1999 and after 

+  

Interaction Euro*AfterImp +/-  
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3.3 METHOD CRITICISM 

Some of the criticism that can be directed towards our model is that there may exist 

correlation between the independent terms. Problems may arise with heteroskedasticity and 

autocorrelation and if this is the case our estimators could be biased or inconsistent. 

Heteroscedasticity occurs when the variance of the error term, given the explanatory 

variables, is not constant which is a common occurrence when using panel data according to 

Gujarati & Porter (2009) and should be taken in to account while estimating. This is why we 

use HAC standard errors to eliminate the possible problem of heteroscedasticity. Other 

criticism that could be directed towards our model is that we have omitted observations for a 

few countries. For example, we decided to exclude Ireland's FDI inflow from 2004 due to it 

being a negative value. This allowed us to logarithm FDI and enables us to interpret the 

results as elasticities. Furthermore, there are two observations in our trade openness variable 

missing due to the data not existing for Poland and Croatia in 1994. We also could have 

included more countries to our dataset and this could have led to different estimates in our 

regression. As concluded in Petroulas (2007) study, where he meant that Luxembourg, 

Belgium and Germany seemed to work as hubs for FDI and significantly changed his results 

when removed. 

 

 

 

 

 

 

  



16 

 

4. RESULTS AND ANALYSIS 

In this chapter the regressions results are presented and analysed. We present two models, 

both of which are estimated with HAC standard errors. The reason behind this decision is that 

we use panel data which often tends to be subject to heteroskedasticity and HAC standard 

errors solves that problem. Model 1 excludes dummy variables and is estimated in order to 

illustrate the effect of the explanatory variables when the euro is not considered. Model 2 is 

the full model which we use to answer our purpose. We choose to use HAC standard errors 

over robust standard errors because our Durbin-Watson statistic of 1,85 gives us weak 

suggestions that our model could suffer from positive autocorrelation which could corrupt our 

estimates when using robust standard errors. Because two of our explanatory variables are 

insignificant we deem it relevant to test if the model itself is significant. We perform a F-test 

on the model as a whole and our p-value of under 0.01 suggests that the model is highly 

significant. Our model has a fairly large adjusted R2 which says that 73.9% of the variance of 

inward FDI is explained by variables included in the model. The adjusted R2 is large enough 

to warrant some concern regarding multicollinearity. 
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Variable Model 1 (HAC) Model 2 (HAC) 

lnGDP 1,140*** 

(0,155) 

1,282*** 

(0,135) 

lnTrade 1,810*** 

(0,201) 

1,729*** 

(0,189) 

Inflation 0,077*** 

(0,017) 

0,041*** 

(0,015) 

lnUnit labor cost 1,334** 

(0,521) 

-0,806 

(0,57) 

Exchange Rate Volatility 1,278 

(2,547) 

-1,366 

(2,342) 

AfterImp - 0,294* 

(0,161) 

Euro - -0,714*** 

(0,233) 

Interaction - 0,460* 

(0,255) 

Observations 137 137 

Adjusted R-squared 0,698 0,739 

Table 2 

The table shows an extract from the estimated regression equation. The full results can be 

found in the appendix. *, ** and *** stands for 10, 5 and 1 percent significance. Standard 

deviation is shown within parenthesis. 
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Model 1 has been estimated to illustrate the effect of the different variables on inward FDI 

and it shows us that GDP, trade openness and inflation statistically are significant at one 

percent and unit labour cost is significant at five per cent significance level. Surprisingly, unit 

labour cost has a large positive effect, the opposite of what we expected. An explanation for 

that could be that high labour costs can act as a measurement for workers skill. If that is the 

case, the suggested relationship between labour costs and FDI would make sense because 

some MNC’s might need high skilled labour for their production. A company that is largely 

dependent on cheap labour, most likely has better options than any of the sampled countries. 

The result could mean that the sampled countries compete for FDI with labour skill rather that 

labour price. If a larger scale regression had been made, including countries from all over the 

world, it is plausible that we would get the opposite result. As we expected, GDP seems to be 

one of the main determinants for FDI along with trade openness. According to our regression, 

a one per cent increase in GDP would increase inward FDI with 1,3 per cent on average 

ceteris paribus, which is in line with what most of the theories we use suggests. A large 

nominal GDP is a sign of a large economy which gives arriving MNCs a larger customer base 

and could also be a sign of prevalent industries that form technological hubs which Cantwell 

and Narula (2001) argues are important incentives for MNCs. Trade openness2 actually has 

the biggest effect of all estimated variables. Our results suggest that a one per cent increase of 

the trade openness index increases FDI with 1,7 per cent. This result supports the theories 

arguing that trade and FDI are complements rather that substitutes. Indirectly this also raises 

the likelihood that the euro has had a positive effect on inward FDI for countries that adopted 

it in 1999. It is established that the euro promotes trade and if trade promotes FDI, a logical 

consequence is that the euro promotes FDI.  

 

In model 2, where we include the euro’s effect, inflation becomes highly significant even 

though the effect surprisingly enough is positive. This effect might derive from omitted 

variable bias. It is possible that inflation in the sampled countries correlate with high growth, 

thus making us misinterpret the effect of high growth with that of inflation. The result means 

that economic stability likely is a determinant for FDI, even though the effect is very small. 

Exchange rate volatility is insignificant in both models which suggests that it can’t be used to 

                                                 

2 Trade openness is an index showing trade as a percentage of GDP 
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determine inward FDI flows. This result correlates with Itagaki’s (1981) thesis that exchange 

rate volatility not necessarily impacts MNC’s financial decisions.  Our regression also shows 

that the dummy variable AfterImp which represents the period from 1999 to 2007 has a large 

significant effect. We found evidence for that effect in figure 1 where we clearly can see that 

inward FDI has seen a general increase in the sampled countries since the year 1999. The 

variable however does not necessarily suggest that the euro is the cause of the increase in 

inward FDI. In fact, the regression shows that our dummy variable euro which is equal to 1 

for countries that have adopted the euro actually has a large negative effect. This is an 

interesting result which could have a number of different explanations. The countries sampled 

that have implemented the euro could have other explanatory properties in common, such as 

high corporate tax or policies that do not favour foreign establishment to the same degree as 

the countries that have not adopted the euro. Our interaction dummy which we use in order to 

answer this study’s purpose has a positive effect and is statistically significant with 90 percent 

confidence. The dummy is equal to 1 for countries that have adopted the euro in the period 

after 1999. The variable’s significance supports the theories suggesting that the euro has had a 

positive effect on inward FDI but it does not disprove the theories arguing for the euro’s 

negative effects. It could be that the euro has both positive and negative effects but with the 

positives being stronger. Similarly, to the case with the euro variable, it is possible that the 

euro countries in that period have different economic factors in common. Flam and 

Nordström (2008) found evidence that EU members compete with each other for FDI. 

Adopting the euro might make a country more attractive to foreign direct investors but it 

would also do the same for every other country that implements the euro. If MNCs only tend 

to set up in one euro-country similarly to their tendencies to set up in a single country within 

the common market, it is possible that some countries see a large boost to inward FDI after 

adopting the euro due to the eliminated exchange risk and lowered transaction costs while 

some countries instead experience a smaller decline. An additional possibility is that we are 

reading the effects of the single market in the interaction dummy, thus overestimating the 

actual effect of the euro. This is, according to Flam and Nordström (2008), a common 

problem in regressions estimating the euro’s effect on FDI. 
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5. CONCLUSION 

The aim of this thesis is to investigate the effect the euro has had on inward FDI. We find 

evidence for such an effect on a 90 per cent confidence level. Our regression results suggest 

that countries that implemented the euro in 1999 have seen a 58.4 percentage increase in FDI 

compared to the countries sampled that kept their currency. This is a very large estimate 

compared to similar studies and there is a considerable possibility that we read the effects of 

the European single market in our estimation. 

Furthermore, we find evidence that the largest determinants of FDI are GDP and trade 

openness. These results are supported by the prevailing theories which gives us confidence 

that they are reasonably accurate. The importance of our trade openness variable supports the 

theories suggesting trade and FDI act as complements rather than substitutes, at least for the 

sampled countries. The large positive effect that trade openness seems to have on inward FDI 

supports our results regarding the euro’s effect. There is broad consensus on the euro’s 

positive effect on trade. Since we find strong evidence that trade and FDI function as 

complements, it is reasonable to expect that the trade opportunities deriving from the euro 

promotes foreign direct investment as well. 

We suggest that future studies use data from more countries, take into consideration the 

effects of the single market and account for whether foreign direct investments are horizontal 

or vertical in their regression models. We believe that these steps would yield more 

trustworthy and accurate results. 
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APPENDIX 

 

Figure 2. Model 1 

 

Figure 2 shows the full results from model 1. 
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Figure 3. Model 2 

 

Figure 3 Shows the full results from model 2. 
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