THE IMPORTANCE AND DYNAMICS OF TYPES OF DISTANCE: A N EMPIRICAL

TEST OF GHEMAWAT'S CAGE FRAMEWORK

ABSTRACT

Ghemawat'’s (2001) CAGE distance framework propdsaisfirms operating across borders have
to deal with four important types of distances kasw countries, i.e. cultural, administrative,
geographic, and economic. While prior studies haxamined the impact of several of these
distances on a multitude of international businpg®nomena, the absolute and relative
importance of all four distance types for firm imtationalization is so far unclear. In this paper
we fill this gap in the literature by examining thésolute and relative effects of the CAGE
distance dimensions on the magnitude of countidgteral foreign direct investment (FDI)
stocks. Analyzing the FDI stocks of six major eamnes in 71 developed and developing
countries over the 1996-2002 period, we find tHhfaur distance types have a significantly
negative impact on these FDI stocks, wgdographic distance having the largest negativexeff
followed by cultural, economic, and administratidestance. We also find that, instead of
decreasing over time, the negative impact of the @AGE distance dimensions seems to have
grown in recent years, with especially administatiand geographic distance becoming

increasingly important barriers to FDI.



INTRODUCTION

The rapid advances in information and communicat@éahnologies of the last few decades have
been argued to decrease the importance of distandems (O’Brien, 1992). Some have even
announced the ‘death of distance’ (Cairncross, 198Y contrast, others have argued that
distance is and will remain an important factorffons, even in a technologically-connected and
globalized world (Ghemawat, 2001; Alstyne and Bojisson, 2005; Van Tulder and Van der
Zwart, 2006). According to Nachum and Zaheer, §t#ince is fundamental in international
business theory, and implicitly or explicitly océep a central position in all its subfields” (2005:
747). However, ‘distance’ is a broad concept thatsests of several dimensions. Ghemawat’s
(2001) CAGE distance framework distinguishes foasib dimensions of distance, viz. cultural,
administrative, geographic, and economic, and sstgghat firms operating across borders have
to deal with each of these distance dimensions.leMbievious international business (IB)
research has typically examined the impact of onevo of these dimensions on such cross-
border phenomena as firm-level entry mode decisamtsmacro-level foreign direct investment
(FDI) flows, the absolute and relative importandeatl four distance dimensions for firm
internationalization is so far unclear. In this pape fill this gap in the literature by empirigall
exploring the absolute and relative effects of tbar CAGE distance dimensions on one
important IB phenomenon, i.e. the magnitude of toesi bilateral FDI stocks. Specifically, we
aim to answer the following four questions: (1) WhCAGE distance dimensions affect bilateral
FDI stocks? (2) How large is the relative effecteaich dimension? In other words, are some
dimensions a larger barrier to FDI than othersA(Bgt are the relative effects on bilateral FDI
stocks of the different components of the cultarad administrative distance dimensions, such as

inter-country differences in power distance anditipal stability? (4) Have the effects of the



CAGE distance dimensions on bilateral FDI stockangjed over time, and has this change been
larger for some dimensions than for others? Analyzhe FDI stocks of six major economies
(the US, the UK, Japan, Germany, France, and tlieeands) in 71 developed and developing
countries over the 1996-2002 period, we find tHafaur distance types have a significantly
negative impact on these FDI stocks, wjdographic distance having the largest negativereff
followed by cultural, economic, and administratidestance. We also find that, instead of
decreasing over time, the negative impact of the €@AGE distance dimensions seems to have
grown in recent years, with especially administatiand geographic distance becoming
increasingly important barriers to FDI.

To the best of our knowledge, our paper is the &mpirical 1B study that considers both
the absolute and relative impact of all four dimens of distance. We thus respond to Nachum
and Zaheer (2005)’'s call that there is “a neednfiore research on the various dimensions of
distance” (2005: 764). The remainder of this papstructured as follows. In the next section we
briefly review prior research that has examined itmpact of the various CAGE distance
dimensions on firm internationalization. We thensaée our research methodology, in
particular our sample, data sources, variables, séattstical method. In a subsequent section we

present our empirical results, while the final Eectoncludes.

LITERATURE REVIEW

Ghemawat’'s (2001) CAGE distance framework propdisas multinational enterprises (MNES)
face four types of distance between their parenhtyg and the host countries of their foreign
activities, viz. Cultural, Administrative, Geographand Economic (CAGE). The larger each of

these distances to a specific host country, theerddficult it becomes for MNEs to do business



in that country. Cultural distance can be definedhe extent to which the shared norms and
values in a specific host country differ from thasehe MNE’s parent country (Hofstede, 1980;
Kogut and Singh, 1988). Culturally-distant courdgridave divergent organizational and
management practices (Kogut and Singh, 1988), enesypreferences (Ghemawat, 2001), and
communication styles (Adler, 1986), making it ditflt for MNEs to successfully do business in
such countries. The cultural distance to a coun&ty been shown to have a negative impact on
the amount of FDI in that country (Loree and Guisin 1995; Sethi et al., 2003), as well as on
the performance of foreign subsidiaries in gen@rahnd Guisinger, 1991; Barkema et al., 1996)
and international joint ventures (Barkema and Verderg 1997; Mjoen and Tallman, 1997) and
cross-border acquisitions (Datta and Puia, 199%amicular. Furthermore, entry mode research
has shown that a large cultural distance leads MtdEsefer joint ventures over wholly-owned
subsidiaries (Agarwal, 1994; Barkema and Vermeul®87; Brouthers and Brouthers, 2001),
and greenfield over acquisition entry (Cho and Padhbhan, 1995; Larimo, 2003).
Administrative or regulatory distance can be deafings the extent to which the
administrative system in one country — consistihgutes, laws, regulations, and government
policies — differs from that in another (Ghemawzi01; Xu and Shenkar, 2002). Firms entering
countries with a radically-different administratiggstem experience high levels of uncertainty
and will hence find it difficult to successfully dwusiness there. Consequently, Xu and Shenkar
(2002) proposed that MNEs are more likely to esterh countries through minority-owned joint
ventures rather than through wholly- or majorityrma ventures. Xu et al. (2004) recently found
that a large regulatory distance indeed leads MidEshoose lower ownership stakes in their
foreign subsidiaries. Habib and Zurawicki (2002urid that greater absolute differences in
corruption levels between countries result in semalFDI flows between them. Instead of

focusing on the administrative distance betweerrgaand host countries, some studies focused



on (aspects of) the administrative quality of tlwsthcountry. Delios and Henisz (2000) found
that MNEs take lower levels of equity ownershipsibsidiaries located in politically-unstable
countries, while Globerman and Shapiro (2003) fouhdt countries with a high-quality

administrative system receive more US FDI. Habid &mrawicki (2002) found that corrupt

countries receive significantly less FDI than namrapt ones.

Geographic distance refers to the physical remsgenaf countries. This distance
dimension has predominantly been used to explanathount of merchandise trade between
countries, as well as the magnitude of countrid3! iflows and inward FDI stocks. There is
abundant empirical evidence that the amount of hzrdise trade between countries decreases
with the geographic distance between them (for wrvew, see Frankel, 1997), presumably
because the costs of transporting merchandiseasenith geographic distance. Geographically-
distant countries have also been found to haverldé#d inflows (Cuervo-Cazurra, 2006; Wei,
2000; Bevan et al., 2004) and lower inward FDI kso(Blonigen et al., 2003; Braconier et al.,
2005), presumably because senior MNE managers agnénd it more difficult and costly to
monitor subsidiaries located in geographicallyatstcountries, thus lowering their incentive to
establish subsidiaries in such countries (Cart.eP@01; Shenkar, 2001).

Economic distance, finally, refers to the extenivtoch countries differ from one another
in terms of their level of economic developmentisTtype of distance is therefore sometimes
also referred to as development distance (Van Tuldh Van der Zwart, 2006). According to
Ghemawat, “[tjhe wealth or income of consumershis iost important economic attribute that
creates distance between countries, and it haglkethaffect on the levels of trade and the type
of partners a country trades with” (2001: 145).dfigues that both developed and less-developed
countries tend to trade more with developed coestifian with less-developed countries. This is

in contrast to Linder (1961), who argued that cdast with similar levels of economic



development have similar demand structures, andehtnde more with one another than those
with different levels of economic development. Speally, while Ghemawat (2001) proposes
that less-developed countries trade more with dgesl ones, Linder (1961) suggests that less-
developed countries trade more with other lessidpee countries. To the best of our
knowledge, very few, if any, IB studies have so ifasluded the economic distance between
parent and host countries as an explanatory variabtheir models, with most studies limiting
themselves to studying the effect of the level cbremic development of the parent or host
country.

The above review makes clear that various IB studiave taken into account the
potential impact of different dimensions of distanalbeit some dimensions have received more
attention than others. However, none of the studieiewed have simultaneously examined the
impact of all four CAGE distance dimensions, witloghstudies considering only one or two
dimensions, nor have they assessed the relativerieme of these dimensions. Moreover, it is
so far unclear whether the impact of the CAGE distadimensions has changed over time, and
if so, how. Below we fill this gap in the literatuby empirically exploring the absolute and
relative effects of the four CAGE distance dimensi@n the magnitude of countries’ bilateral

FDI stocks, as well as changes in these effectstove.

METHODOLOGY

Data and sample
We collected our data from several secondary seytoebe specified below) on as many country
pairs (dyads) as possible. This resulted in paatd dn the dyadic relationships between the six

major foreign investor countries worldwide (i.hetUS, Japan, Germany, the UK, France and



the Netherlands) with 71 host countries for the6t2002 period. We focus on this time period
because of missing data on administrative distamnice to 1996 and on FDI stocks after 2002.
Table 1 lists the host countries (and regions)uidet in the sample, and shows that they are
diverse in terms of both geographic location anetll®f development. This suggests that our
sample represents the total number of countriesdwade well, and contains much variation in
the different distance dimensions. We have FDIksttata for 2940 country pairs (i.e., {6 parent

countries * 71 host countries * 7 years} -/- 6*1fdees).

[Table 1 approximately here]

Variables

FDI stock (logFDI).Following Blonigen et al. (2003) and Braconielakt(2005), our dependent
variable is the log of the FDI stock of countrin countryj in yeart. We use FDI stock rather
than FDI flow data because FDI stocks are far \edatile than FDI flows and hence better to
relate to our distance measures, since these ktvedy time-invariant as well. Some have
argued that foreign affiliate sales are a bettdicator of the magnitude of foreign MNE activity
in a country than FDI stocks in that country (Catral., 2001). However, while FDI stocks
indeed do not reflect all MNE activity in a countsgnce MNEs may also finance foreign
affiliates with funds obtained outside their pareatintry (Hennart, 2000), foreign affiliate sales
data also have problems in that MNEs may realigé foreign affiliate sales without extensive
local production. Hence, we consider FDI stockieast as good an indicator of the magnitude of
foreign MNE activity in a country as foreign aféite sales. In fact, studies that have used both
FDI stocks and foreign affiliate sales as theiratefent variables have obtained similar results

for these two variables, and found that they cateelvell (e.g., Blonigen et al., 2003).



For the six largest foreign investor countries waible, i.e. the US, Japan, Germany, the
UK, France and the Netherlands, we collected dattheir outward FDI stocks in specific host
countries. These six countries account for 63 perakthe global outward FDI stock (UNCTAD,
2006). Their outward FDI stocks broken down by lamatntry were obtained from their National
Statistics Offices or Central Banks. Since datattem actual Japanese FDI stocks in specific
countries were only available for a limited numb&host countries, we estimated the magnitude
of these stocks for Japan. Specifically, we us@édase FDI outflow data broken down by host
country to calculate the percentage of accumul&@2boutflows to each host country. We then
used this percentage to assign the aggregate Iapamseward FDI stock to each of these
countries. The Pearson correlation between thedestédk estimates and the actual FDI stock
data that were available on a country-by-countrgid&for 25 countries) was 0.89 (p<0.001),
indicating that these estimates are good approlomatof the actual FDI stocks in each host
country.

Given the time lag in the publication of detailddIstock data, the latest year for which
such data was available for each investor coust®0D2. Since not all investor countries include
the same host countries in their outward investngtatistics, we only included those host
countries for which data was available for at lehste of the six investors for the entire 1996-
2002 period, resulting in a total of 71 host coiastr

Since data collection methods may vary across c@snia potential disadvantage of our
dataset is that it consists of FDI data drawn fidifferent national sources. However, with the
exception of Japan, each national source used gmplactly the same methodology, namely
that used by the OECD Direct Investment Yearbol&,dnly known official source of bilateral
FDI data. However, an advantage of going back ¢oatfiginal national data sources rather than

using the OECD data on FDI stocks is that we ale tabinclude a wider variety of developing



countries (49 vs. 25) and, in some instances, lesgemissing values than the OECD dataset, as
national data are more regularly updated.

Cultural distance (culdist)We measure the cultural distance between courdiys p
through the widely-used Kogut and Singh (1988) idehich is based on the differences in
scores on each of Hofstede’s (1980) four dimensmheational culture, i.e. power distance,
uncertainty avoidance, individualism, and masctyjiniVhile acknowledging its limitations (e.g.,
Shenkar, 2001), we consider this index to be tls¢ tneasure of cultural distance available, since
many studies have confirmed the validity of Hofsteddimensions (Van Oudenhoven, 2001; for
an overview of earlier replications, segn8lergaard, 1994) and since the scores on these
dimensions are available for a large number of trtes Alternative national culture frameworks
such as those of Trompenaars (1993), Schwartz [1994d House et al. (2004) have
strengthened Hofstede’s findings rather than cdidted them (Smith and Bond, 1999; Kirkman
et al., 2006; Hofstede, 2006).

Administrative distance (admdistDur measure of administrative distance is based on
Kaufmann et als (2004) analysis of several hundreds of variabtesasuring administrative
quality drawn from 25 sources, including the Ecorstrimtelligence Unit’'SCountry Risk Servige
the International Country Risk Guidethe World Bank’sCountry Policy and Institutional
Assessmentsand the World Economic Forum'&lobal Competitiveness Reportysing an
unobserved components model, Kaufmann etidantified six dimensions of administrative
quality along which countries differ, i.e.:

1. Voice and Accountability, which reflects the extémtwhich a country’s citizens are able to
participate in the selection of governments, ad agkthe extent to which these governments

are monitored and can be held accountable for dutions.



2. Political Stability, which measures the likelihoddat a country’s government will be
overthrown through unconstitutional interferenagshsas domestic violence or terrorism.

3. Government Effectiveness, which reflects the extentvhich the government is able to
formulate and implement good policies and delivabliz goods. It focuses on the quality of
public service provision, the quality of the bureacy, the competence of civil servants, and
the credibility of the government’s commitment wipies.

4. Regulatory Quality, which measures the qualityhe &ctual policies, such as the degree of
regulation of foreign trade and the incidence ofkagunfriendly policies.

5. Rule of Law, which measures the degree to whicbumiry’s citizens have confidence in the
law and comply with the rules of society. It conttates on the quality of the legal system
and the enforceability of contracts.

6. Control of Corruption, which reflects the degreewbich public power is exercised for
private gain.

Kaufmann et al. (2004) assigned most of the 19%c@ms included in their analysis a score

on each dimension for the years 1996, 1998, 2008,2802 that varied between -2.5 and 2.5,

with higher values indicating higher administratiugality levels. We measure the administrative

distance between our parent and host countriesighr@ Kogut and Singh (1988)-like index
based on the differences in the scores on eadhea$ik administrative quality dimensions. For
the years 1997, 1999, and 2001, we used the dioressores of the preceding year.

Geographic distance (geodistfollowing previous studies, we measure the gedugcap
distance between parent and host countries thrdhghgreat-circle distance in kilometers
between their capitals. This distance was obtaired CEPII, the leading French research center

in international political economy.
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Economic distance (ecodisth line with Linder (1961) and Ghemawat (2001), measure
the economic distance between countries througPBie-corrected difference in their GDPs per
capita (in constant 2000 US dollars). This data whtined from théNorld Development
Indicators

Control variables.To control for other factors influencing the magde of countries’ FDI
stocks, we include the remaining variables fromkhewledge-capital model (Carr et al., 2001;
2003; Bloningen et al., 2003; Braconier et al., 200 his model aims to simultaneously explain
horizontal or market-seeking FDI (motivated by netr&ccess) and vertical or efficiency-seeking
FDI (motivated by labor endowment differences), amtdudes measures of the countries’ size,
skill endowments and trade and investment costhlam interactions among them. The first two
variables include the sum of GDPs of countaynd country (gdps) and the squared difference in
their GDPs (gdpd2). Both variables intend to captuorizontal FDI, the expectation being that
markets that are larger and more similar in sitewafirms to share the higher fixed costs of
operating across borders (Egger and Pfafferma@4R0he GDP data are measured in millions
of constant 2000 US dollars.

The model also includes a measure of the differencekilled labor abundance between the
parent and host country (skd), since such diffexerstimulate vertical FDI from skilled labor

abundant to unskilled labor abundant countriesoAntry’s skill endowment is measured by its
gross secondary school enrollment ratio. Since dffect of differences in skilled labor

abundance on vertical FDI should be weaker wherdtffierence in economic size of the parent
and host country is larger, the knowledge-capitatleh also includes an interaction term of the
difference in skilled labor abundance between temt and host country and the difference in
GDP between them (skdgdpd). Since countries redesgeeFDI when investment and trade costs

are high, the model also includes two variables it@asure the magnitude of costs for each host
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country (logfopen_h and topen_h). Investment aadercosts are proxied by the inverse of the
host country’s FDI stock as a percentage of its Gidfel its exports and imports as a percentage
of its GDP, respectively. Finally, the knowledggital model includes an interaction term of the
squared skill difference between the parent andl tmstry and the magnitude of the trade costs
in the host country (skd2topen_h), since trade scalscourage vertical FDI but stimulate
horizontal FDI (‘tariff jumping’). All data used toonstruct the above control variables comes
from theWorld Development Indicatargxcept for the aggregate inward FDI stock datachv

were taken from UNCTAD’#World Investment Report

Estimation

When analyzing a panel dataset like ours, it isicali to select the appropriate regression
technique, since the failure to correct for proldernommon to panel data, such as
heteroskedasticity, autocorrelation, and poteminalogeneity, may result in inefficient and even
biased regression coefficients. To counter thesblpms we first of all use a fixed-effects model
specification by including parent country, host oy and annual dummy variables. Second, we
employ and report heteroskedasticity-correctederathan regular standard errors, as a Breuch-
Pagan test showed that heteroskedasticity was stasulal problem in our dataset (€{8) =
137.18; p<0.001). Third, we tested for the presaridest-order autocorrelation in the data using
Wooldridge’s (2002) test for panel data, and fostrdngly significant autocorrelation (F(1.348)
= 34.937, p=0.000). Hence we use a generalized-seasres (GLS) AR(1) specification for all
our models. For most models, the coefficient ofoeatrelationp is approximately 0.85. This
means that the estimated coefficients should alim@gtterpreted as referring to a first difference
model in which achangein the independent variable results ircl@angein the dependent

variable. A final potential problem is multicolliagty among our independent variables, which
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may make it difficult to distinguish the individuaffects of these variables. We therefore
examined the variance inflation factors (VIFs) tfvariables and found that these factors had a
mean value of 4.54, with those of the distanceabées having below-average values, and only
those of gdps and gdpd2 being higher than thecaritvalue of 10. We also examined the

condition indices and found that the overall canditnumber was 8.8. All these statistics

indicate that multicollinearity is not a serioublem in our models and, even if it is present,
only for the control variables, and not for ourtdigce variables.

To answer our first three research questions, wmmated the following model:

LogFDl, = a;+a; +a,+ B,gdps, +5,9dpd2;, + B;skd, + B, fopen_h, +LStopen_h; +
Bsskd2topen_hy, + B, culdist + ;admdis}, + B,geodisf + 5 ,ecodisf + ¢,

(1]
wherei andj refer to the parent and host country of FDI, atalthe year of observation.

To answer our fourth and final research questian,whether the effects of the CAGE
distance dimensions have changed over time, weatted each distance variable (dist) with a
time-trend variable taking the values of 1 (for 898 7 (for 2002). This results in the following

model:

LogFDly = a;+a; +a, + B,gdpg, +B,9dpd2;, + B;skd, + 4, fopen_h; +S;topen_h; +
Bsskd2topen_h, + S,culdist; + S;admdis}, + B,geodis} + S, ,ecodisf +
B timg + B, distxtimg, +¢;

[2]
Next to estimating the above model specifications,also performed several robustness
checks by measuring cultural and administrativéadise through a Euclidean distance index (see
e.g., Barkema and Vermeulen, 1997; Brouthers aralitBers, 2001) rather than through the

Kogut and Singh (1988) index, and, given the bivmtmature of the Kaufmann et al. (2004)
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administrative quality data, by excluding the umeweears 1997, 1999, and 2001 from our

analyses.

RESULTS

Table 2 and 3 present the descriptive statistiasuofvariables and the correlations among them.
Table 3 shows that many of the variables are saamfly correlated, with in some cases high
coefficients. Many independent variables are sigaitly correlated with FDI stocks. As
expected, our four distance variables are all meglst correlated with these stocks.
Administrative distance is highly correlated wigtweral other variables, notably those containing
the skill differences term (i.e., skd and skd2toggnand with economic distance. Economic
distance is in turn also highly correlated with gkdl differences variables.
[Tables 2 & 3 approximately here]

The first regression results are displayed in tabl&lodel 1 only includes the control
variables, whereas models 2 to 5 each includeferdift distance variable. Even after carefully
controlling for other factors influencing the matgiie of FDI stocks, we find strong evidence
that all four of the CAGE distance dimensions dé&®Bt. Even economic distance, while being
highly correlated with the skill and GDP differengaiables of the knowledge-capital model, has
an identifiable and significantly negative impact BDI stocks (p<0.10). The final two columns
in table 4 display the standardized beta coeffisidor model 5, and based on these coefficients,
the rank order of the independent variables in $eofrtheir importance in explaining FDI stocks.
The sum of the GDPs of the parent and host codrasythe largest impact on FDI stocks, with
geographic distance having the second largest img@adtural distance is also very important,

ranking 4" among all independent variables. The effects ohemic and administrative distance
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are relatively small compared to those of manyhef ¢ther independent variables, but are still
significant.
[Table 4 approximately here]

Both cultural and administrative distance are cositpoindices made up of several
components, 4 and 6 respectively. Table 5 showsftkets of each of these components on FDI
stocks, allowing us to determine which componengstlae prime causes of the negative impact
of cultural and administrative distance on FDI &dNe find that the negative impact of cultural
distance is caused by absolute differences in taiogy avoidance, individualism, and
masculinity, as the effects of these cultural diseacomponents are all significantly negative
(p<0.01). Absolute differences in power distanaddist_pd) have no impact on the magnitude
of FDI stocks. The standardized betas indicate thatparticular absolute differences in
individualism (culdist_ind) deter FDI, with absadutifferences in uncertainty avoidance and
masculinity playing a secondary role. Turing to #ie administrative distance components, we
find that differences in political stability (adnstli ps), governance effectiveness (admdist_ge),
and regulatory quality (admdist_rq) are statishcalignificant barriers to FDI, although the
effects of such differences are relatively smalbddl 3, containing the cultural as well as the
administrative distance components, offers furthgaport for these findings.

[Table 5 approximately here]

We can so far conclude that distance still mattersthat all of the CAGE distance
dimensions impede FDI. Hence, distance is not (gtad, as the strong version of the
globalization thesis predicts. However, a somewVedker version of the globalization thesis is
that even though distance may still matter, itsartgmnce is decreasing over time. To gain insight
into this issue, we examine whether the negativeach of the CAGE distance dimensions on

FDI stocks has become weaker in recent years. Tabkports the results for the interaction
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effects of the four distance types and a time-tresnihble. If these interaction effects contribute
significantly to explaining FDI stocks, we can clhute that the effect of the distance dimensions
has changed over time. Table 6 shows that all fteraction effects are significant, indicating
that the impact of distance has indeed changedtower Surprisingly, however, the interaction
effects are all negative rather than positive,dating that that the negative relationship between
each distance dimension and FDI stocks is strofaydrigher values of the time-trend variable,
i.e. iIn more recent years. Hence, instead of dyihg, effect of distance seems to grow. The
standardized betas indicate that the effects ofirmdirative and geographic distance have
increased most over time, followed by those ofuraltand economic distance.
[Table 6 approximately here]

To conclude our analyses, we checked the robustfessr findings in two ways. First,
we operationalized cultural and administrative afise through a Euclidean distance index
(cultdist_eucl and admdist_eucl, respectively) eatthan through the Kogut and Singh (1988)
index. Second, we examined the absolute and relathypact of the four CAGE distance
dimensions using only the even years 1996, 19980,2&8nd 2002 for which Kaufmann et al.’s
(2004) administrative quality data are availablabl€ 7 displays the results of these robustness
checks. We find that our earlier findings are vetyust to changes in the measurement of two of
our key distance indicators as well as to restsdimthe sample.

[Table 7 approximately here]

CONCLUSION

In this paper we have examined how the most impbtigpes of distances between countries,

delineated in Ghemawat’'s (2001) CAGE distance fraank, have affected the magnitude of

16



countries’ bilateral FDI stock during the period®892002. While some have argued that distance
would become an ever smaller barrier to internatfidousiness over time (O’Brien, 1992;
Cairncross, 1997), we find that it still matterpeSifically, we find that cultural, administrative,
geographic, and economic distance have all remamgortant barriers to FDI, with all four
distance types having a significantly negative iotgan FDI stocks. The distance type with the
greatest negative impact is geographical distafodlewed by cultural distance. Economic and
administrative distance have a somewhat smalleejtadtill significant, impact. We also find that
the negative impact of cultural distance on FDIicksois primarily caused by differences in
individualism and masculinity, followed by differe#s in uncertainty avoidance. We also find
the negative impact of administrative distancerimarily caused by differences in government
effectiveness and regulatory quality, with diffezes in political stability playing a secondary
role.

Interestingly, rather than decreasing over time,ithportance of the four CAGE distance
dimensions seems to have grown in recent yearggestigg that distance is far from dying but is
instead becoming a larger impediment to FDI. Egplgciadministrative distance, while on
average still a relatively small barrier, is becogian increasingly important barrier to FDI,
followed by geographic distance. One explanatiarttis finding is that the rapid technological
advancements during the 1996-2002 time period etludin this paper have decreased the
necessity for firms to invest in distant locatioff®r example, these advancements may have
lowered the costs of transporting goods aroundgtbbe, making it easier for firms to serve
distant locations through exports from home ratian through host-country-based affiliates
financed with home country funds. Technologicalathements may also have made it easier for
MNEs to communicate with indigenous firms, thereteglucing the need for MNEs to be

physically present in local clusters in distant mioes. Similarly, it is also possible that couesri
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far away from the six parent countries includeaum sample (either in cultural, administrative,
geographic, or economic terms) have lowered tragiff tor non-tariff trade barriers over the
1996-2002 time period studied in this paper, r@sglin more exports to and hence less FDI in
these distant countries. Still another explanatsothat, owing to the increased attention in the
media to the phenomenon of globalization, managérinternationalizing firms may have
assumed that distance has largely become managésdtieng foreign investments in distant
locations to increase over time. However, sinceemopirical findings show that distance is still a
significant barrier to foreign investment, theser@ased foreign investments may have resulted
in higher failure rates, leading the negative intpafc distance on countries’ FDI stocks to
increase over time.

One limitation of our study is that we focus on theward FDI stocks of six countries
that are relatively similar in terms of adminisivatquality and level of economic development.
Consequently, our findings may not be generalizédbldeveloping home countries. Moreover,
since our six home countries are relatively similarterms of administrative quality, the
administrative distance to a specific host coumgrhighly correlated with the administrative
quality of that country. Hence, it is possible ttie negative effect of administrative distance in
our sample reflects the effect of the administeatquality of the host country rather than a
distance effect. That is, it may be that host-coumidministrative quality levels rather than
differences in administrative quality levels betweleome and host countries determine the
magnitude of bilateral FDI stocks. Unfortunatelyy data do not allow us to distinguish between
these two possibilities. Since our home countriesadso relatively similar in terms of their level
of economic development, a similar line of reasgrapplies to the effect of economic distance;
this effect may reflect that of the level of econordevelopment of the host country. We

therefore recommend future studies to include hoooeintries with radically-different

18



administrative quality and economic developmentlgun their samples, so to as to determine
whetherinter-country differencegn administrative quality and economic developmenhost-

country levelof administrative quality and economic developnmaaetthe main barriers to FDI.
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Table 1. List of

host countries included in the sapie

Regior

Countries includei

Developed 22)

Africa & Middle
East (15)
Asia (11

Australia, Austria, Belgium/Liembour, Canada, Cyprus, DenmaFinland,
France, Germany, Greece, Ireland, Italy, Japarhé¥ieinds, New Zealand, Norway,
Portugal, Spain, Sweden, Switzerland, United Kimgddnited States

Cote d'lvoire, Egypt, Ghana, Iran, Israel, Kenyauktius, MoroccoNigeria, Saud
Arabia, South Africa, Tanzania, Turkey, United Aamirates, Zimbabwe

China, Hong Kong, India, Indonesia, Korea, MalayBiakistan, Philippines
Singapore, Sri Lanka, Thailand

Eastern Eurof (9) Bulgaria, Czech Republic, Hurry, Poland, Romania, Russia, Slovak Repul

Slovenia, Ukraine

Latin Americe (14) Argentina, Brazil, Chile, Colombia, Costa Rica, &dar, El Salvador, Guatema

Mexico, Panama, Paraguay, Peru, Uruguay, Venezuela

Table 2. Descriptive statistics

Variable n m s.d
(2)logfdi 2577 3.41 0.56
(2)gdps 2940 3502 3236
(3)gdpd2 2940 18600000 30200000
(4)skd 2862 30.70 37.73
(5)skdgdpd 2862 53962 142812
(6)logfopen_h 2940 2.88 0.96
(7)topen_h 2940 55.15 32.79
(8)skd2topen_h 2862 146371 234176
(9)fopen_p 2940 23.96 17.98

(10)culdist 2772 2.43 1.43
(11)admdist 2940 2.31 2.26
(12)geodist 2940 7110 4538
(13)ecodist 2940 13912 9975

Table 3. Correlation coefficients

Variable ) @ B @ G ®’ @O G (9 (10 11) (12
(Dlogfdi 1.0C

(2)gdps 0.31" 1.0C

(3)gdpd: 0.1¢" 0.9:"7 1.0C

(4)skc -0.3¢" -0.37" -0.2¢" 1.0C

(5)skdgdpc  -0.3¢" 0.0¢" 0.157 0.547 1.0¢

(6)logfopen_F

0.2¢" -0.02  0.01 -0.17" -0.12" 1.0C

(7)topen_| -0.01 -0.65" -0.52" 0.2z" -0.21" 0.01 1.0C
(8)skd2topen_ -0.1t" -0.37" -0.2¢" 0.7¢" 0.11" -0.0€" 0.427 1.0C

(9)open_j 0.1t" -0.21" -0.0 0.17" -0.1z" 0.0¢" 0.7¢" 0.3¢" 1.0¢

(10)culdist -0.27" 0.0z 0.07" 0.2¢" 0.22" 0.0¢€" 0.05" 0.27" 0.12" 1.0C
(11)admdis -0.41" -0.15" -0.0t" 0.6z" 0.41" -0.227 0.1¢" 0.5¢" 0.17" 0.3(" 1.0C
(12)geodis -0.1¢" 0.287 022" 0.0¢" 0.15" 0.0¢" -0.2t" -0.0z -0.17" 0.0€" 0.0¢" 1.0C
(13)ecodis -0.47" 0.1¢" 0.2¢" 052" 0.5¢" -0.24" -0.0c7 0.31" 0.11" 0.3¢" 0.7¢C" 0.3C
Tp<0.01
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Table 4. GLS regression estimates of the impact tdie CAGE distance dimensions on FDI

stocks
&) 2 (3) (4) (5) Std. Beti Rank
gdps 4.94x108%*  6.48X10°¥*  6.59x10P*+* 1.32 x10*#+* 1.34x10%+* 0.77¢ (1)
6.25 8.1¢ 8.3( 17.3¢ 17.5:
gdpd2 -8.98x18" S1.32x10°%  -1.39x10°% 579 x10%%* .5 74x10%%*+ -0.31C  (3)
-1.3€ -2.0C -2.1C -9.2¢ -9.17
skd 6.77x10 * 7.65x10%%*  757x10°v 1,03 x1G* 1.08x10% 0.07: (6)
2.3¢ 2.6E 2.61 3.82 4.0
skdgdpd S1.78x10%  -1.34x107% -1.32x10°*  -1.57 x107* -1 54x107* -0.03¢ (10)
-3.3¢ -2.5¢ -2.5E -3.2€ -3.2¢
logfopen_| 2.27x1C%  2.68x1PF 2.84x1(P 321 x1(PH 3. 28x1(Z 0.05¢ (8)
452 4.70 4.84 5.40 5.43
topen_| 8.81x1(***  1.45x1(3+*  1.48x1(3r 1 BEXICIe 1.62x1(5H 0.09t (5)
2.84 451 4.55 5.05 5.26
skd2topen_ -2.97x1(® 6.54x1(° 1.27x1c® -3.35 x1® -3.79x1(® -0.01€ (12)
-0.89 0.19 0.35 -0.95 -1.08
fopen_} 247X1C3 e 2.43x1(3R 2 ABX1(3 e 2.15 x1(3#x 2 25x] (Bre 0.07: (7)
8.41 7.57 7.56 6.88 6.97
culdisi -5.38x1(%F* .5 30x1(ZF 456 x1(2rkx 4 5Ox] (P 0117 (4)
-10.58 -10.52 -10.11 -10.39
admdis -3.30x1¢3 S7.27 xA(3xex 7 30x1(Bee -0.02¢ (11)
-1.28 -2.88 -2.92
geodis -4.96 x1(5%kx 4 95x] (S -0.401 (2
-28.55 -29.28
ecodis -2.43x1(5* -0.04:  (9)
-1.6¢
n 249¢ 2397 2397 2397 2397
Rho 0.89 0.87 0.87 0.86 0.85
Wald Ch? 868¢*+* 10267+ 1020¢*+* 14108+ 1507 (**+
Log Likelihood 3511 3211 3196 3346 3304

GLS AR(1) regression analysis. Z-statistics basetlaieroskedasticity-corrected standard errorsibtiie coefficients. Time,

parent country and host country fixed effects estad but not reported.

*+ n<0.01; ** p<0.05; * p<0.10
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Table 5. GLS regression estimates of the impact die individual cultural and
administrative distance components on FDI stocks

(1) Std. Bet:  Ran} (2 Std. Beti  Rank 3
gdps 1.37x10%** 0.79: (1) 1.33x10¢ **+ 0.76¢ (1) 1.36x10"***
18.1¢ 17.21 17.97
gdpd2 -5.92x1G**+ 031¢  (3) -5.71X10 = 0.30¢  (3) -5.93x10%***
-9.2¢ -9.1¢ 9.3t
skd 1.22x1G *** 0.08: (6) 1.11x10 = 0.07t  (7) 1.26x10%%**
4.5( 4.0C 4.4¢
skdgdpd -1.71x16* 0.04¢ (11) -1.55x10 *** 0.04C  (9) -1.68x10"+*+
-3.7¢ -3.1¢ -3.5¢
logfopen_ | 3.41x1(2*+ 0.05¢  (10) 3.39x1(2*w 0.05¢  (8) 3.55x1 (2% *
5.50 5.53 5.62
topen_| 1.69x1(3++* 0.09¢ (5) 1.55x1(3*** 0.09:  (5) 1.62x1(3xe
5.45 5.00 5.16
skd2topen_ -3.69x1(® 0.01¢ (15 -3.86x1(® 0.01¢ (15) -3.87x1(®
-1.04 -1.08 -1.07
fopen_} 2.45x1(3wx 0.C7¢  (8) 2.36x1 (3 xe 0.07¢  (6) 2.53x1(3rrx
7.46 7.17 7.55
culdisi -4.48X1 (% re 0.11¢ (4)
-9.80
admdis -7.96x1 (3 *** 0.02C (13
-2.95
culdist_pc  6.85x1(* 0.02¢ (14) 7.17x10C%
1.59 1.66
culdist_ta  -1.89x1(3*** 0.06C  (9) -1.84x1(3re
-6.1( -6.0¢
culdist_ind ~ -2.78x18*** 0.10¢  (4) -2.66x10%%+*
-6.4( -6.0C
culdist_mas  -2.34xTd* 0.081 (7) -2.36x10%%++
772 -7.87
admdist_va -9.90x10 0.01¢ (16) -1.05x10°
-1.4¢ -1.47
admdist_ps -1.35x10* 0.01¢ (13) -1.38x107**
-2.06 -2.07
admdist_ge -2.41x10* 0.037 (10) -2.23x10P+**
-3.05 -2.74
admdist_rq -2.80x T+ 0.03¢ (11) -2.74AX10P+*+
-4.45 -4.36
admdist_rol -1.05x10 0.017 (14) -1.34x10°
-1.18 -1.49
admdist coc 1.04x1¢3 0.00: (17) 2.02x1¢3
0.14 0.26
geodis -4.98x1 (3 *x* 040 (2 -4.90X1 (3 **+ 0397 (2 -4.92x1 (5
-28.38 -29.07 -28.47
ecodis -1.48x1(® 0.02¢ (12 -1.80x1(® 0.03: (12) -1.02x1(°
-1.09 -1.26 -0.77
n 2397 2397 2397
rhc 0.8¢ 0.8t 0.8¢
wald chi 16715 15516 17099
LL 329( 3304 327¢

GLS AR(1) regression analysis. Z-statistics basetlaieroskedasticity-corrected standard errorsibtiie coefficients. Time,
parent country and host country fixed effects estéd but not reported.
** n<0.01; ** p<0.05; * p<0.10
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Table 6. GLS regression estimates of the time-vanmyy impact of the CAGE distance
dimensions on FDI stocks

(1) 2 3) (4) (5) (6) Std. BetiRank

gdps 1.34x10%*  1.20x10%**  1.20x10%**  1.29x10%**  1.18x10%%  1.17x10* 0.67¢ (1)
17.52 16.78 16.90 16.73 14.69 14.73

gdpd2 -5.74x18%*  .5.38x10°** -5.64x10°** -5.25x10°*** -4.57x10°***  -4.58x10°** 0247 (3)
-9.17 -8.61 -9.07 -8.35 -6.99 -6.97

skd 1.08x1G**  1.05x10°**  1.02x10°** 9.43x10%**  8.75x10%***  Q.17x10"** 0.06: (7)
4.00 3.93 3.90 352 3.42 353

skdgdpd S1.54x10%+ 149107 % -1.41x107**  -1.83x107*+ -1 77x107**  -1.81x107+* 0.04¢ (9)
-3.23 -3.14 -3.06 -3.87 -3.87 -3.90

logfopen_h  3.28xI®**  3.39x10P***  2.90x10P***  2.85x10P**  2.78x10P***  2.63x10P*** 0.04t (10)
5.43 5.52 4.85 4.76 4.69 437

topen_h 1.62x10**  1.39x10°***  1.45x10°**  1.60x10°** 1.32x1C°***  1.32x10°**+ 0.077 (5)
5.26 455 4.83 5.23 4.39 4.38

skd2topen_h -3.79x10  -3.32x1¢f -3.97x1¢ -3.42x10° -3.17x1¢ -3.80x10° 0.01¢ (16)
-1.08 -0.96 -1.20 -0.99 -1.00 -1.18

fopen_p 2.25x10%*  2.34x10°**  2.13x10°**  1.84x10°**  1.83x10°***  1.75x10%*** 0.05¢ (8)
6.97 7.28 6.77 5.55 5.92 5.34

culdist -4.59x16 %%  -3.45x10°P** -45AX10P**  -4.53x10P**  -4.26X10P**  -3.75X10PF** 0.09¢ (4)
-10.39 -6.77 -10.29 -10.24 -9.32 751

admdist -7.30x18%  7.77x10P*+  6.06x10°*  -6.40x10°%*  -7.92x10°%**  1.91x10° 0.001 (17)
-2.92 -3.04 2.01 -2.59 -3.43 0.05

geodist 49510 -4.92x10° ¥ -4.87X1O°**  -4.61X10°**  -4.92x10°**  -4.60x10°%** 0373 (2)
-29.28 -29.43 -28.90 -24.81 -29.35 -24.96

ecodist -2.43x16*  -2.36x10° -3.52x10° -1.95x10° 250x10°*  1.02x10° 0.01¢ (15)
-1.68 -1.63 0.00 -1.40 1.66 0.67

timetrend -4.52x16 6.00x10°*+* 7. 71x10°**  7.70x10°**  1.36x10°***  1.95x10P+** 0.070 (6)
-0.34 291 4.49 3.62 6.84 6.95

culdist_time -2.80x1B*+ -1.96x1G*** 0.028 (13)
-4.23 -3.08

admdist_time -3.01X10 *** -1.69x10**+ 0.033 (11)
-6.98 -2.85

geodist_time -9.13x10** -7.20x107*** 0.032 (12)
-4.98 -3.65

ecodist_time -8.33xT0*  -2.90x10"** 0.028 (14)
-8.84 212
n 2397 2397 2397 2397 2397 2397
rho 0.85 0.85 0.85 0.85 0.85 0.85
wald chi 15070 14590 15889 15504 17007 15139
LL 3304 3304 3308 3327 3338 3328

Interaction:

Ch? 17.9% 48720 24.82%%% 78.21%%* 76.11%*
LL Ratio 0.28 9.03%*+ 46.264* 68.3* 48.45**

GLS AR(1) regression analysis. Z-statistics basetieieroskedasticity-corrected standard errorsnbtie coefficients. Time,
parent country and host country fixed effects estad but not reported.
*** p<0.01; ** p<0.05; * p<0.10
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Table 7.

Robustness checks

1) 2) 3)

gdps 1.35 x1@**+ 1.55 x104#+* 1.58 x10#+*
17.9¢ 18.7¢ 19.7:

gdpd2 -5.78 x18*** -6.83 x1070%** -6.97 X109 ***
-9.41 -10.0¢ -10.5¢

skd 1.12 x1G = 1.77 x1073#x* 1.85 x1073#+*
4.1t 5.1¢ 5.4¢

skdgdpt S1.51 X7 * -1.78 x1(Sxwx 177 XA we
-3.28 -3.34 -3.55

logfopen_| 3.33 x1(2# 3.42 x1(2H 3.62 x1(%#x
5.50 4.25 4.40

topen_| 1.72 X1 (3w 1.71 x1(3xwx 1.95 x1(3xx+
5.58 458 5.17
skd2topen_ -4.09 x1(® -3.34 x1(® -4.06 x1(®
-1.18 -0.70 -0.87

fopen_j 2.20 x1(3#x 3.61 x1(3xwx 3.56 x1(3xx+
6.79 8.13 7.84

culdist_eud -7.36 XL(Z e -8.43 X1(Zwx
-10.98 -12.38

admdis_eud 21,12 X1(Z e -1.54 X102
-3.21 -3.14

culdisi -5.17 X1
-11.3¢
admdist -1.10 x 1=
-3.1€

geodist -4.87 x1Br++ -4.94 x10°5*** -4.80 X105 **+
-29.4; -28.5¢ -28.8¢

ecodist -2.31x18 -8.63 x10P*** -9.07 x108*x+
-1.62 -4.31 -4.4F
n 2397 1371 1371
rho 0.85 0.69 0.68
wald ch 1641: 1345: 1502+
LL 3295 1396 1378

GLS AR(1) regression analysis. Z-statistics basetlaieroskedasticity-corrected standard errorsibtiie coefficients. Time,

parent country and host country fixed effects estad but not reported.

**+ n<0.01; ** p<0.05; * p<0.10

(1) model with Euclidean distance for cultural mernance distance
(2) model with observations only for years 1996-8:2000-2002
(3) model with Euclidean distanead observations only for years 1996-1998-2000-2002
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