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Abstract
China’s surging outward foreign direct investment (OFDI) has drawn attention from various parts, including policymakers, business practitioners, academies, etc. This paper intends to explore the determinants of China’s OFDI at an aggregate level.
The research question is whether China’s OFDI patterns follow the established pattern, specifically Dunning’s investment development path (IDP), or whether a new theory is needed for transitional and developing economies. To address this question, exogeneity tests reveal a need to use Generalised Method of Moments (GMM) estimation methods rather than normal regressions, since relations between OFDI and its explanatory variables are complex and inter-dependent.

The result of the GMM test indicates that China’s OFDI is positively influenced by inward FDI, human capital mobility and investment in R&D. The result suggests China’s OFDI is more likely to directly associate with market openness, overseas network and knowledge seeking, rather than economic development. Therefore, a new theory may need to be drawn for transitional and developing countries. Conclusions are drawn for theory, policy and international business.
This study is mainly focused on one theoretical objective. After observing and recording the recent Chinese OFDI wave, this study considers whether Chinese OFDI follows a conventional standard pattern, proposed by Dunning’s (1981) IDP framework, or whether new theories are needed for transition economies, such as China.
A link between GDP per capita and OFDI have been considered to be mere common-sense. Therefore, this study develops IDP development stages from the knowledge-based view and network theory, explaining how ‘knowledge thirsty’ and network building can motivate or inter-influence OFDI. Further consideration could raise the question whether causal complexities exist between OFDI and GDP per capita, supplemented by other variables such as inward FDI, export, human capital mobility and investment in R&D. Is OFDI determined by the listed variables and/or are these variables influenced by OFDI? Does interdependence exist among GDP per capita, inward FDI, export, human capital mobility and investment in R&D? Do time trends obscure underlying relationships?
Appropriate econometric procedures have been developed to untangle causality relationships, and the methodology of this study is to apply GMM regression, in order to handle the interdependent and time-dependent nature of relations between the variables proposed.

The first section provides the background of Chinese economic reforms and the development of China’s OFDI. The second reviews Dunning’s IDP framework and previous studies of China’s OFDI at the aggregate level. Hypotheses are proposed in next section. The methodology for hypothesis testing is described in section four, followed by a result section, and finally some conclusions, for theory, methodology, policy and international business.
1 Background
The World Investment Report 2006 (UNCTAD, 2006a) noted that the stock of OFDI from transition and developing economies in 2005 reached US$ 1.3 trillion up from US$ 335 billion 10 years ago. China, as a fast growing new economy, has been an important part of this OFDI wave of transational and developing countries. Over the past twenty years, China’s OFDI has attracted the attention of the world. China is well known as the world’s second largest FDI recipient, but China has also been playing an important role in overseas-investing worldwide, although inward was US$269 billion and outward was only US$39 billion during the period 1979 to 2005 (UNCTAD database, 2006). However, the average growth rate of Chinese OFDI during the time period 1991 to 2005 was 35.5 percent
. 
This phenomenon has aroused worldwide speculation and tension while more and more Chinese firms start investing abroad, even in developed western countries. For example, Lenovo, the largest manufacturer of PCs in China, acquired IBM’s PC unit in December 2004 for US$1.75 billion; Haier, a Chinese household appliances company, has established manufacturing plants in South Carolina; TCL, the leading electronics business in China, bought the television arm of France’s Thomson SA as well as the handset operations of France’s Alcatel SA, and Nanjing Automotive Industry Corporation acquired MG Rover for £60 million to establish research and production facilities in the UK. All these cases show the growing power of Chinese multinationals in the global economy.  
The task of this study is to analyse the determinants of China’s OFDI, untangle these relationships and contemplate the best theoretical basis for its analysis. The uniqueness of China’s approach to economic development has been widely recognised. The fast growth of China’s economic development has become one of the important engines of the world economic growth (UNCTAD, 2006a). 
It can be seen from Figure 1 that the Chinese level of OFDI is not significant before 1984, but with an accumulated value of $ 39.2 billion by the end of 2005. China’s uniquely gradualist reforms have also produced massively high levels of inward FDI, GDP and export. There is also a surge of human capital mobility and investment in R&D since 1998. The theoretical relations between OFDI, inward FDI, GDP per capita, export, human capital mobility and R&D are discussed in the next section. However, the relations between them may be complex and inter-dependent.
The focus of this paper is OFDI and its determinants. The direct and indirect impact on OFDI of the variables listed above and the in turn feedbacks will be modelled. 
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Besides all the variables listed above that can be measured in number, the government policy has been playing an irreplaceable role in China’s economic development. From ‘reform and open’ to ‘go abroad’, the gradualist reforms have regulated and guided the economy to change from planned to marketing. Especially after the government started to encourage the OFDI activity, signified by the ‘go abroad’ policy in 2001, more and more Chinese companies started to set their sights on the more attractive and challenging international markets, and intended to meet the gap between developed multinational enterprises (MNE) and themselves with ambitious globalisation strategies, such as Lenovo, TCL, Haier, etc. 
2 Literature Review
Dunning’s IDP framework has been widely used to explain a country’s FDI position. Its major contribution is to find the relationship between a country’s FDI and the level of economic development. In this section, the IDP framework will be reviewed first, followed by the empirical tests on the framework, which are intended to find explanatory variables of FDI other than GDP per capita which is used in the IDP framework.

In 1976, the concept of the eclectic paradigm which is widely used to explain and analyse both the economic rationale of production and many organisational and impact issues in relation to MNE activities was first presented by Dunning. In the next decade, Dunning (1977, 1988) developed the eclectic paradigm (also known as OLI framework) for explaining the international production and trade. In the eclectic paradigm it is contended that MNEs have competitive or ‘ownership’ (O) advantages compared to their major rivals, which they utilise in establishing production in sites that are attractive due to their ‘location’ (L) advantages. According to Dunning, two types of competitive advantage can be distinguished: the first is attributable to the ownership of particular unique intangible assets, and the second is due to the ownership of complementary assets. Also, MNEs retain control over their networks of assets (both tangible and intangible) because of the ‘internalisation’ (I) advantages. Internalisation advantages arise from the approach with which an integrated firm is able to appropriate a full return on its ownership of distinctive assets such as its own technologies, as well as from the coordination of the use of complementary assets, subject to the costs of managing a more complex network (Cantwell & Narula, 2003).

Although the OLI paradigm was initially developed to explain the MNE activities, it has been further developed to explain countries FDI activities, which is known as IDP framework (Dunning, 1981, 1988; Dunning and Narula, 1996). 
IDP framework proposes that patterns of ownership and locational advantages tend to develop in a predictable pattern with income growth (Lall, 1996). The IDP framework is comprehensive and ambitious, since it considers how structural changes in ownership and locational factors affect patterns of international capital flows, corporate behaviour and government policies (Lall, 1996).
Dunning’s IDP framework of FDI and economic development suggests that countries tend to go through five main stages of development (Figure 2). The characteristics of each stage are summarised in Table 1. 
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Table 1 The IDP Framework

	Stage
	Inward FDI
	Outward FDI
	NOI

	1
	Insufficient L-advantages 

( No inward FDI except natural resource-seeking FDI
	Absence of domestic firms’ O-advantages

(No outward FDI
	Around zero

	2
	Development of ‘generic’ L-advantages 

( Faster growth of inward FDI than of GDP
	Emergence of domestic firms’ country-specific O-advantages

( Little outward FDI
	Increasingly negative

	3
	Erosion of L-advantages in labour-intensive activities and development of created-asset L-advantages

( Decrease in the rate of growth of inward FDI
	Growth of country-specific O-advantages

( Increase in the rate of growth of outward FDI
	Negative but increasing

	4
	L-advantages entirely based on created assets
	Firm-specific O-advantages more important than country-specific O-advantages
	Positive

	
	( Superiority of outward FDI over inward FDI
	

	5
	Theoretically, fall and then fluctuation around zero of the NOI, but in fact, no more reliable relationship between a country’s international investment position and its relative stage of development


Source: Boudier-Bensebaa (2004)
However, IDP framework alone cannot satisfactorily explain a country’s OFDI activity. Previous empirical studies also prove that, though GDP per capita is an important indicator of OFDI, other factors should be incorporated into the IDP framework. 

Meanwhile, country-specific factors have  substantial effects on the OFDI. Chakrabarti (2001) finds that most determinants of cross-country FDI are fairly fragmented statistically. Therefore, although some common variables are used in regression equations, the coefficients of the variables are highly dependent on the dataset. Dunning and Narula (1996) also concede that detailed individual country studies are needed to provide a better understanding of the relationship between the levels of development and OFDI.

In case of China, Zhang et al., (1996) have tried to examine the evolution and patterns of inward and outward FDI of China in the time period of 1979 to 1992 in the IDP framework. Because of the limitation of the data, descriptive analysis is used to emphasise the changing patterns of inward and outward FDI in China and their interaction with the development of the Chinese economy. Zhang et al. (1996) find that the Chinese national government plays a fundamental role in determining the OLI configuration and its impact on FDI in this time period and the trends of Chinese FDI correspond well to the main characteristics of the first two stages of the IDP, especially in the coastal provinces in Eastern China.

In a recent study, China, as the world’s biggest transitional and developing economy in the 21st century, has been proved to associate with patterns of outward FDI largely consistent with the IDP hypothesis, though supplementary variables are needed to compensate the relationship between  OFDI and the country’s level of economic development (Liu et al., 2005). However, even combining GDP per capita with investments in human capital, exports and inward FDI, only forty percent of China’s OFDI can be explained.
Clegg (1996) identifies that there is a lag structure in the relationship between OLI advantages and FDI position, which will cause the unstationary of time-series data. The ignorance of the lag structure of the OLS regression may lead to a doubtful result. Liu et al. (2005) conduct a GMM estimation technique that takes into account time trends and co-movements between variables for the first time to increase the reliability of the conclusion, which will also be applied in this study.

Economic theories or those in the determinants of FDI in particular do not specify which variables are to be examined when statistic tests are performed on the relationship between FDI and those variables (Chakrabarti, 2001). This has resulted in that most investigators have considered a small number of explanatory variables in the attempt to establish a statistically significant relationship between FDI and the variables of interest. Although OFDI has been increasing dramatically in last two decades, a few empirical studies have tried to tackle the determinants of outward FDI, both domestic economy factors and host countries’ attractiveness, based on data of various countries, such as the US (Love and Lage-hidalgo, 2000, Pantulu and Poon, 2003), Taiwan (Chen and Chen, 1998, Filatotchev et al., 2007), Singapore (Pangarkar and Lim, 2003), Europe (Kalotay, 2004) and China (Buckley et al., 2007, Liu et al., 2005). However, the conclusions reached by the range of empirical studies are lacking a consensus. 

3 Hypothesis
As discussed above, although these theories provide a theoretical background, they do not specify the variables (besides GDP per capita) which can explain countries’ OFDI. Many researchers have been trying to empirically study the driven factors of countries’ OFDI. In this section, variables that will be tested in this study are discussed and hypotheses are proposed.
3.1 GDP per capita

The only variable, GDP per capita, which is used as an indicator of countries’ IDP, has proved to be insufficient (Dunning and Narula, 1996, Liu et al., 2005). Based on Dunning’s eclectic paradigm, as a country’s O-advantages develop, GDP per capita grows. And Dunning’s IDP theory indicates that countries attract inward FDI and generate outward FDI as GDP per capita increases. Therefore, GDP per capita consequently becomes an indicator of a country’s FDI position..

Many empirical studies have found evidence to support Dunning’s IDP theory based on data of various countries, such as China (Liu et al., 2005), Ireland (Barry et al., 2003), however, most studies also find that GDP per capita alone cannot explain countries OFDI activities. More supplementary variables to GDP per capita as contributory factors include inward FDI, export, overseas networks of Chinese expatriates, domestic investments in national institutions. Some of the variables will be described next.

H1: OFDI is positively influenced by a country’s development, measured in terms of GDP per capita.

3.2 Openness
Inward FDI is often used as the explanatory variable to capture the level of a country’s openness. On one hand, MNEs can exploit the enormous Chinese markets through inward FDI. On the other hand, local firms can accumulate their O-advantages by learning from their foreign rivals in terms of new technologies, organisational strategies and functional competence. These newly built O-advantages can then be exploited overseas (Dunning, et al., 2001). In previous studies, positive intra- and inter-industry productivity spillovers have been proved to exist from FDI to Chinese firms (Wei and Liu, 2006). FDI is also proved to lead to better indigenious firms’ innovation performance through technological spillovers (Hegazi and Safarian, 1999, Liu and Buck, 2007).
Researchers have also attempted to measure whether FDI enhances industrial competitiveness in a given country, but with inconclusive results (Hegazi and Safarian, 1999). Backer and Sleuwaegen (2003) find that, in the short-run, FDI and import competition discourage entry and stimulate exit of domestic entrepreneurs, but this effect can be moderated or even reversed due to positive spillovers of FDI. However, in communist countries, such as China, central government used to have control and protection over most industries. When the country started to undertake a dramatic transition from a planned to a market economy and pursue privatisation in certain state-owned industries in 1980s, central government did not only remove the barriers of inward FDI, but setup special tax holiday zones to attract inward FDI. Therefore, local firms were forced to compete with mature MNEs even though lacking modern management knowledge and experience. As local firms grow fast and foreign MNEs are given more freedom by the deregulation, market competition becomes more and more intensive. Chinese firms may start to exploit overseas markets to further develop their O-advantages in relatively less developed countries and escape from domestic institutional and market constrains.

In previous empirical studies, Liu et al. (2005) find a positive relationship between China’s inward FDI and OFDI. However, it is statistically insignificant. In this study, with different complementary variables, the relationship between OFDI and inward FDI will be re-examined. 
H2: OFDI is positively influenced by inward FDI.

3.3 Trade

Dunning et al. (2001) propose that there are interactions between trade levels and the FDI position of a country as development proceeds. There is a debate in the academic field about whether FDI has a substitutional relationship or a complementary one with trade. Camarero and Tamarit (2003) summarise early attempts which reconcile the theory of multinationals with trade theory:

· Vertical integration, in which the production process is decomposed by stages in different countries, is based on different factor endowments and, therefore is an efficiency-seeking FDI that may have mainly a complementary relationship with trade.

· Horizontal integration, in which a firm sets up abroad to produce the same products or provide the same services as it does at home country, is mainly based on the improvement of market access or market growth prospects, thus generating a market-seeking FDI that will have a substitutional relationship with trade.
These early theories, proposed in 1980s, cannot give clear conclusions about the complementary or substitute nature of trade and FDI (Camarero and Tamarit, 2003). 
The relationship between trade and OFDI is widely tested in empirical tests. However, the relationship between OFDI and export has been proved to be complicated and ambiguous. On one hand, previous empirical work examining the relationship has generally found strong evidence of complementarity (Head and Ries, 2001, Rob and Vettas, 2003, Swenson, 2004). This can be explained by the presence of different advantages, OFDI with lower marginal costs and exporting with lower fixed costs and risk, which leads to the complementary solution, where MNEs both export its products and do FDI (Rob and Vettas, 2003). On the other hand, however, since OFDI allows lower marginal costs of transportation and trade barriers, it may be a substitute for exporting when there is a large enough scale product demand in the foreign market, which can generate high profit that can cover the higher fixed costs generated by OFDI compared to exporting (Blonigen, 2005).

Blonigen (2001) finds evidence supporting both arguments by using the product-level trade and OFDI data of Japanese products in the United States. The result shows that OFDI in the US by Japanese firms increases Japanese exports of related intermediate inputs for these products. Meanwhile, OFDI also leads to declines in Japanese exports of the same finished products. Head and Ries (2001) reach the similar conclusion by using Japanese firm-level data. The endogeneity between OFDI and export was also found in Liu et al.’s (2005) research, which suggested complementarity with insignificant statistic result. However, the influence of export on OFDI is still inconclusive. 
In the case of China, since the government started to encourage foreign direct investment, more companies may start to consider supplying overseas markets by direct investment rather than export, therefore, I propose that
H3: OFDI is a substitute for export.

3.4 Human Capital Mobility (HCM)
Human capital has been considered as a potent supplementary variable to the IDP hypothesis. Previous studies (Dunning et al., 2001; Liu et al., 2005) have found that a rise in human capital stock leads to an increase in OFDI, suggesting that domestic human capital development is an important factor affecting China’s OFDI growth. However, little attention has been given to the relationship between OFDI and HCM. 

The existing literature (Beine et al., 2001/2, Mountford, 1997/8, Stark et al., 1997, Vidal, 1998) has demonstrated that migration prospects can increase net human capital formation in home country and boost domestic enrolment in higher education. Kugler and Rapoport (2005) also find that labour flows can lead to the formation of business networks, and migration can facilitate FDI in the long run. However, migration is only part of the outbound human capital of a country. It can only touch the surface of the question: how does HCM influence a country’s OFDI level?
China has become the original country which sends out the greatest number of internationally mobile students who study in foreign countries where they are not permanent residents (UNESCO, 2006b). According to UNESCO (2006b), Chinese students alone count for 14% of global mobile students. The Ministry of Education of China estimates that there have been more than 1,067,000 Chinese studying abroad, of whom 275,000 have returned to China, from 1978 to 2006 and the average return rate of overseas Chinese students is about 25.8%. The state-sponsored group has a much higher return rate than the self-sponsored, which are 76.4% and 21.2%
, respectively. This two-way human capital flow in the past three decades has built up a transnational technical Chinese community, which provides a source of word-class skill and global connections to leading-edge technologies and overseas markets for the country’s development (Saxenian, 2002).

Human capital flows can help firms to form international business networks, overcome cross-country culture barriers, gather information of foreign markets and access leading-edge technologies, which can lead to less OFDI risks and more O-advantages.

H4: OFDI is positively associated with the number of overseas students.

3.5 R&D

Economic growth is tied directly to growth in productivity, which depends on the technology innovations through R&D (Jones, 1995). National R&D investment has been proved to be an important explanatory variable of national innovative capacity (R&D investment alone can explain 89.2% of national innovative capacity.) (Furman et al., 2002). Furman et al. (2002) also find that national innovative capacity has an impact on achieving a high market share of high-technology export markets.

R&D can certainly increase firms’ intangible O-advantages, which can not be easily copied by rivals. These more knowledge than asset related advantages may help firms to build sustainable competitive advantages, which can lead to success in foreign markets. High investment in R&D is also an implication of ‘knowledge thirsty’, which indicates that the country is eager to seek a leading position in knowledge development. OFDI is one important approach for acquiring front-edge knowledge, especially for transition economies, who are lagging behind in the innovation competition.
H5: OFDI is positively associated with a country’s investment in R&D.
Therefore, combining the basic IDP hypothesis (H1) with the four supplementary hypotheses, OFDI is taken to be a function of the following variables:

OFDI = f (FDI, GDPP, EXPORT, HCOUT, R&D)

Where FDI denotes inward FDI, GDPP is GDP per capita, EXPORT means exports of goods and service, HCOUT stands for human capital mobility (measured by the number of overseas student) and R&D represents investment in research and development.

4 Methodology and data
Following conventional IDP studies, this study adopts an aggregative approach using macro-level data. 
For time series data, the first step is to test the stationarity property of the variables. It is well know that macro economic data is often non-stationary at level and standard regression techniques may produce spurious results if the variables under consideration contain unit-roots and are non-stationary. In spurious regressions, the statistically significant relationships among the variables that appeared in the results may, in fact, merely reflect a contemporaneous correlation, not causal relations.
Therefore, it is important to test whether the variables are cointegrated and have a long-run relationship. The error correction model (ECM) should be applied if the variables are cointegrated, as the ECM reflects both long-run and short-run relationships between the variables. The error correction term represents the long-run relationship between the variables.
Augmented Dickey-Fuller tests are applied to detect the integration order of the variables and cointegration is tested using the Johansen and Juselius (1990) procedure in which two tests are conducted based on the trace test and maximal eigenvalue test. Exogeneity tests are also conducted to detect whether there are two-way causal relationships between OFDI and the independent variables.

Where cointegration and endogeneity exist, the ECM  should be estimated using the GMM (Greene, 2000). GMM differs from regression techniques by taking into account reverse causation between variables.

Data for the tests proposed are obtained from various sources. In the tests, OFDI and inward FDI stocks data are chosen rather than the net investment flows. The flow data is considered as a biased picture of the net overseas investment due to the lack of consistent series on re-invested earnings, which makes earlier work on flows largely misleading (Bellak, 2001). Stock data generally yield better results. OFDI and inward FDI stocks are obtained from UNCTAD database (2006). GDP per capita and export are drawn from world bank indicator (2006). Human capital mobility, the number of students going abroad, and investment of R&D are drawn from various issues of the China Statistical Yearbook (1980 – 2006). The value of OFDI, inward FDI, GDP per capita, export and investment of R&D are deflated using a GDP deflator (2000 = 100), which is obtained from world bank indicator (2006). Constrained by the availability of the OFDI time-series, the sample period is chosen to run from 1979 to 2005. Logarithms of all variables are used, so that first differences constitute growth rate.
5 Result

Augmented Dickey-Fuller (ADF) tests are first applied before the estimation procedure is chosen. In carrying out the ADF tests, the lag length is chosen by serial correlation LM residual test. The results from the ADF unit root tests are summarised in Table 2 and indicate that the null hypothesis, which is that there is a unit root in the level series, is not rejected for any of the seven variables. However, all series are stationary in the first difference, so all the variables are integrated of order one.

Table 2 Augmented Dickey-Fuller tests for unit roots (null hypothesis: LogOFDI, LogFDI, LogGDPP, LogEX, LogHCOUT and LogR&D contain a unit root)

	Variables
	ADF(including trend) level
	ADF(including trend) difference

	LogOFDI
	-2.420 (4)
	-5.410*** (2)

	LogFDI
	-0.631 (3)
	-3.770** (1)

	LogGDPP
	-1.673 (7)
	-4.200** (5)

	LogEX
	0.846 (4)
	-4.902*** (1)

	LogHCOUT
	-1.544 (6)
	-4.338** (2)

	LogR&D
	0.113 (4)
	-5.070*** (1)


(1) ***, ** and * denote significance at the 1, 5 and 10% levels, respectively. (2) Figures in parentheses are the number of lags used.

Following the ADF tests, the cointegration tests, reported in Table 3, show that there is one cointegrating vector, suggesting that a long-run relationship between the seven variables exists. The results also indicate that there are co-movement between OFDI, inward FDI, GDP per capita, export, investment in R&D and human capital mobility. 
Table 3Cointegration tests

	No. of CE(s)
	Eigenvalue
	Trace statistic
	5% Critical value
	1% Critical value

	None ***
	0.882127
	120.0616
	95.75366
	104.9615

	At most 1
	0.794526
	66.60792
	69.81889
	77.81884

	At most 2
	0.342704
	27.04699
	47.85613
	54.6815

	At most 3
	0.287011
	16.55645
	29.79707
	35.45817

	At most 4
	0.216387
	8.09921
	15.49471
	19.93711

	At most 5
	0.077002
	2.003208
	3.841466
	6.634897


	No. of CE(s)
	Eigenvalue
	λmax Statistic
	5% Critical value
	1% Critical value

	None ***
	0.882127
	53.45365
	40.07757
	45.869

	At most 1 ***
	0.794526
	39.56093
	33.87687
	39.37013

	At most 2
	0.342704
	10.49054
	27.58434
	32.71527

	At most 3
	0.287011
	8.457241
	21.13162
	25.86121

	At most 4
	0.216387
	6.096002
	14.2646
	18.52001

	At most 5
	0.077002
	2.003208
	3.841466
	6.634897


*** and ** denote significance at the 1 and 5% levels, respectively.

In order to select an appropriate estimation method for the determinants of China’s OFDI, system exogeneity tests are performed to detect whether OFDI feeds back on its explanatory variables. The results from the tests, presented in Table 4, indicate that two-way causation exist between OFDI and some independent variables, such as FDI, export and R&D. Therefore, simple ordinary least square regressions can only provide inadequate tests of hypotheses because of the reverse causation from OFDI to FDI, export and R&D.

Table 4 System exogeneity tests:

	Variables
	LR-test
	P-value

	LogFDI weekly exogenous to system
	2.726*
	0.099

	LogGDPP weekly exogenous to system
	0.566
	0.452

	LogEXPORT weekly exogenous to system
	2.897*
	0.089

	LogHCOUT weekly exogenous to system
	1.749
	0.186

	LogR&D weekly exogenous to system
	3.870**
	0.049


** and * denote significance at the 5 and 10% levels, respectively.

For these reasons, the ECM is estimated using the GMM, to take into account of the endogeneity between OFDI and its explanatory variables. The coefficients of most explanatory variables are correctly signed. A rise in inward FDI, human capital mobility and investment in R&D is found to lead to an increase in OFDI, suggesting that the growth of FDI, human capital mobility and investment in R&D are important factors affecting China’s OFDI growth in the short run.
Unlike the conventional IDP theory and previous researches (Dunning et al., 2001; Liu et al., 2005), the variable GDP per capita has a correct sign, but is statistically insignificant. This result suggests that China’s OFDI is not significantly affected by GDP per capita, and the investment decisions of Chinese firms are derived from a need for front edge knowledge and international expansion rather than O-advantages.
Endogeneity between OFDI and export is revealed by exogeneity tests, which indicates a reverse causation running from OFDI to export. The negative sign of export indicates that there is a substitute relationship between China’s export and OFDI rather than complementary one, however, the result is also statistically insignificant. 
As stated in the methodology section, the ECM permits the examination of both long-run and short-run relationships among the variables. However, based on the current data set, the error correction term, ECT, is statistically insignificant. This is highly likely because the limitation of the length of the time period. Considering the endogeneity between OFDI and FDI, export and R&D, there is a reason to believe that as time goes by, the long-run relationship among the variables will become more significant.
Table 5 GMM test of determinants of China’s OFDI

	Independent variables
	Coefficient
	t-Statistic
	Prob.

	ΔLogFDI
	1.100***
	3.901
	0.001

	ΔLogGDPP
	1.345
	0.741
	0.470

	ΔLogEX
	-1.302
	-1.482
	0.159

	ΔLogHCOUT
	0.199***
	3.501
	0.003

	ΔLogR&D
	0.439**
	2.443
	0.027

	ECT(-1)
	0.005
	0.021
	0.983

	C
	0.026
	0.527
	0.606

	Adjusted R2
	0.552
	
	


*** and ** denote significance at the 1 and 5% levels, respectively.

6 Conclusion
This study suggests that a new theory is needed for transitional economies, or at least, new variables specific to transitional economies are needed to explain the OFDI wave from these economies. Also, the interdependence and co-movement between OFDI and the explanatory variables should be accommodated in the theory.
The main aim of this study is to discover the determinant of China’s OFDI in order to contribute to the development of the international business theory. The theoretical importance of this study is raised by earlier studies suggesting that new theories are needed for transitional economies. Although China is one of the transitional economies with undeniable idiosyncratic characteristics, the result of this study has demonstrated that it is possible to explain more than half of the variance of China’s OFDI without the unique features of Chinese institutions and economic reforms.
As far as theory is concerned, the conventional variable of IDP framework, GDP per capita, is statistically insignificant. This is highly likely because China’s OFDI may not be directly driven by the income increase and wealth accumulation. In comparison, the proxies of the overseas network (human capital mobility) and knowledge building (investment in R&D), in addition to market openness (inward FDI), are statistically highly significant, which suggests that China’s OFDI is most likely to be directly influenced by the overseas network, knowledge transference and openness. However, it cannot be denied that GDP per capita will have an indirect impact on OFDI through the variables listed above. The result of this study suggests that new theoretical accommodation should be made for the transitional and developing economy, though more tests on other transitional and developing economies may be needed to provide more evidence to enhance the generalisability of the conclusion.
As far as conclusions for policymakers are concerned, for transitional and developing economies seeking to promote internationalisation through OFDI, opening the market to MNEs with higher technologies may be a good start. Meanwhile, encouraging domestic R&D to increase the O-advantage and human capital mobility to build the overseas network are also positively associated with the out-migration of financial capital.
For business practitioners, one thing that needs to be noticed is that the emergence of China as a source of the global FDI may increase the competitiveness of the global market. As China’s economy continues growing at a high speed, one can believe, more and more Chinese companies will set their sights on the global market through direct investment.
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� : Calculated by the author based on the data from China Commerce Year Books 1992 to 2006.


� Calculated by the author based on the data from the Ministry of Education of China website.
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