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ABSTRACT

While Malaysia is well known as an attractive destination for foreign direct investment 
(FDI), the country is also becoming a significant source of outward FDI (OFDI) as it 
has become a net exporter of capital since 2007. The increase in the outward investment 
may be due to the attractiveness of foreign host countries relative to Malaysia’s domestic 
constraints. Consequently, outward investment may be used as one of the strategies to 
overcome domestic constraints in Malaysia. This paper examines the push and pull factors 
influencing Malaysia’s investment abroad based on the country’s top 15 destination 
countries that accounted for approximately 65 percent of Malaysia’s OFDI from 2003 
to 2011. The empirical determinants of OFDI, from the perspectives of pull and push 
factors, were tested using macroeconomic data in a gravity model. Since OFDI activities 
are still relatively new in Malaysia, this study is exploratory in nature. The value added 
of this paper is to fill the research gap by providing a more comprehensive understanding 
on the factors that drive OFDI from Malaysia compared to the relative attractiveness of 
Malaysia as a host economy. The findings in this paper indicate that Malaysia’s outward 
investments are significantly influenced by relative market size, tax rates, openness, distance 
and cultural proximity. In addition, the results indicate that OFDI from Malaysia is likely 
to be horizontal or market seeking.

Keywords: Outward FDI, Dunning’s OLI eclectic paradigm, location advantages, gravity model, pull and 
push factors

INTRODUCTION

Outward foreign direct investment (OFDI) 
from Malaysia can be observed from 
the mid-1970s, albeit these flows are 
rather small. As a developing country, 
the priority was on attracting FDI into 
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Malaysia compared to encouraging 
OFDI. The strategic location of Malaysia 
complemented the government’s efforts 
in attracting inward FDI (IFDI) through 
export-oriented industries. This policy 
has contributed towards making Malaysia 
a well-known investment destination in 
Southeast Asia.

However, Malaysia’s OFDI has 
increased since early 1993 due to the pull 
factors of foreign countries, which include 
among others, increasing liberalisation 
in other developing economies such as 
Vietnam, Cambodia, Laos, East Asia, 
Middle East and Africa that progressively 
reduced barriers in capital flows to these 
countries (Ragayah, 1999; Tham, 2005). 
Besides, the emergence of countries with 
high growth and large domestic markets 
such as China and India also added to the 
attraction for outward flows (Ragayah, 
1999; Tham, 2005). The attractiveness of 
increasingly open door policies in labour 
surplus economies such as Vietnam and 
China also served to attract investment to 
these countries (Ragayah, 1999; Tham, 
2005). The push factors have led to strong 
economic and industrial growth after 
the economic crisis of the mid-1980s, 
supported by government’s incentives 
for Malaysian companies to expand their  
trade and investment opportunities abroad 
by exploring new markets OFDI (Tham, 
2005). For instance, tax exemption was 
given on income earned overseas and 
remitted back to Malaysia’s (Ragayah, 
1999). The efforts in promoting OFDI 
became more prevalent when it was 

outlined in Malaysia’s long-term planning 
in Outline Perspective Plan III in 2001 
(Ariff & Lopez, 2007).

UNCTAD Statistics indicated that 
the stock of 1980 – 2011 OFDI from 
Southeast Asian countries increased by 
eight fold in the world’s total. Apart 
from Singapore, Malaysia is one of the 
key countries in Southeast Asia that is 
actively involved in OFDI activities. While 
predominantly a host economy for inward 
FDI, Malaysia has slowly moved into 
becoming a significant source of OFDI 
as well. According to UNCTAD (2006), 
PETRONAS, YTL Corporation Berhad 
and MISC Berhad are among the top 100 
non-financial transnational corporations 
in 2004 that have invested aggressively 
in foreign countries. Malaysia became a 
net exporter of capital when OFDI flows 
surpassed IFDI flows for the first time in 
2007 and consecutively to date.

Consequently, examining the key 
determinants of OFDI from the perspective 
of both pull and push factors is necessary 
to formulate appropriate FDI policies. A 
comparative approach is required to provide 
a more comprehensive understanding of 
the factors that drive OFDI from Malaysia 
compared to the relative attractiveness 
of Malaysia as a host economy. As such, 
the aim of this study is to re-examine the 
determinants of Malaysia’s OFDI from 
these two perspectives. Dunning’s OLI 
eclectic paradigm (Dunning, 1980) was 
adopted, where the locational or “L” 
advantages of the paradigm were the focus 
in this empirical study. This study focused 
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on the top 15 selected host countries for 
Malaysian investment, namely, Singapore, 
Indonesia, Australia, Mauritius, United 
Kingdom, Virgin Islands (British), 
Viet Nam, Thailand, Cayman Islands, 
Hong Kong, China, Taiwan, Germany, 
Netherlands, and India, for the period 
between 2003 and 2011, based on the 
availability of data at the time of research.

A REVIEW OF THEORETICAL 
PERSPECTIVES

There are several theories on the development 
and motivation of FDI that are relevant 
for explaining OFDI. According to the 
International Production Theory (Dunning 
1980), the choice of investing abroad is 
dependent on the relative advantage of 
investing in different host countries compared 
to investing at home. Internalisation Theory, 
on the other hand, examines FDI versus other 
alternatives such as exports and licensing 
in the presence of market imperfections, 
namely, transaction costs, non-physical 
assets (intangible assets) and government 
regulations (Buckley & Casson, 1981; 
Hennart, 1982) for accessing foreign markets.

One of the most popular theories on 
foreign investment used in empirical studies 
is Dunning’s OLI eclectic theory (Dunning, 
1980). Dunning combined three important 
conditions to explain the ‘why’ and ‘where’ 
to invest. First, a firm must have ownership 
advantages (the “O” advantage in the 
OLI) in terms of technology, research and 
development or labour skills. Second, 
foreign markets must offer the locational 
advantages (the “L” advantage in the OLI) in  

terms of production costs in foreign countries 
for accessing foreign markets than producing 
goods from the home country. Third, 
multinationals must have internalisation 
advantages (the “I” advantage in the OLI) or 
advantages through own production instead 
of other forms of arm’s length transfer 
which may involve higher licensing costs 
(Dunning, 1977, 1981; Erdilek, 1985). In 
other words, firms will exploit their “O” or 
“I” advantages through FDI in countries that 
offer relatively better “L” advantages as an 
alternative to continuing production at home 
and exporting goods to foreign markets.

In terms of the multinational theory, 
it classifies FDI into two broad categories 
of investment, namely, horizontal 
FDI and vertical FDI. Horizontal FDI 
generally occurs between countries with 
similar factor endowments, income and 
technology. Horizontal FDI is also known 
as market seeking type of investment and/
or investment to avoid trade frictions caused 
by high transportation costs and import 
protection policies imposed by foreign 
countries (Markusen, 1983; Enders & 
Lapan, 1987; Brainard, 1997). Thus, the 
transfer of a production process to foreign 
countries mostly involves end products, 
export substitution or re-import. Hence, 
FDI tends to substitute exports (Markusen 
& Venables, 1995; Helpman, Melitz, & 
Yeaple, 2003; Desai, Foley, & Hines, 2005).

Vertical FDI generally occurs between 
countries with different factor endowments. 
It is sometimes known as cost efficiency 
seeking type of FDI. The objective of this 
type of FDI is to exploit location specific 
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factors via the relocation of different levels of 
the production process to different countries 
with relatively lower factor prices that are 
driven by differences in factor endowments 
between home and host country (Konings 
& Murphy, 2001; Greenaway & Kneller, 
2007; Elia, Mariotti, &  Piscitello, 2009; 
Temouri & Driffield, 2009; Yamashita 
& Fukao, 2009). Production and trade in 
intermediate goods among foreign affiliates 
before the end product is shipped back to the 
home country of investors for export is an 
example of this type of investment. Hence, 
FDI tends to complement exports. 

The objectives for conducting 
investment abroad can be categorised 
in four main groups: market seeking, 
efficiency seeking, resources seeking and 
strategic asset seeking. Market seeking 
FDI aims at serving the local market of 
a foreign or a neighbouring country. At 
the same time, this type of FDI maybe 
seeking new market or expanding the 
existing market following the success of 
exports. Market seeking FDI is usually 
associated with high transportation costs or 
government regulations (Dunning, 1993).

As mentioned before, the main 
objective of efficiency seeking FDI is to 
enhance the efficiency in production cost 
by relocating either partially or the whole 
production processes to the foreign country 
that offers cheaper labour costs. This is 
primarily due to the differences in factor 
endowments, economies of scale and scope 
(Dunning, 1993). 

Resource-seeking FDI aims to acquire 
specific resources abroad at lower prices as 

compared at home. The three main types 
of resource-seeking FDI are: (i) physical 
or natural resource-seeking, which tend to 
be location specific such as minerals, raw 
materials and agricultural products. Thus,  
the investment needs to be conducted in a 
specific location to guarantee a cheap and safe 
supply of some natural resources (Dunning 
1993); (ii) cheap and well-motivated 
unskilled or semi-skilled labour-seeking; and 
(iii) technological-capacity, management or 
market expertise and organisational skills-
seeking (Dunning, 1993, pp. 57).

Lastly, strategic asset-seeking FDI 
aims to obtain strategic assets (tangible 
or intangible) for their long-term strategy, 
including sustaining or enhancing their 
international competitiveness. The 
strategic asset seeker aims to capitalise on 
the advantages of some common ownership 
of network activities to capitalise in diverse 
environments (Dunning, 1993, pp. 60).

DATA AND METHODOLOGY 

The choice of the estimation period is based 
on the availability of OFDI data from 2003 
to 2011 and by country. A panel data is 
applied in this study because it allows us to 
take into account different country specific 
features over time (Ramanathan, 2001).

MODEL SPECIFICATION 

Based on the above theoretical discussion, 
a gravity model is used as studies using 
this type of model have achieved empirical 
success in explaining various types of 
inter-regional and international flows 
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including international trade (Cheng 
& Wall, 2005) and FDI (Ellingsen, 
Likumahuwa, & Nunnenkamp, 2006; 
Kayam & Hisarciklilar, 2009; Shen, 
2009). The popularity of the gravity 
model is highlighted by Eichengreen 
and Irwin (1998, pp. 33), who name it as 
the “workhorse for empirical studies of 
(regional) to the virtual exclusion of other 
approaches” (Cheng & Wall, 2005).

An augmented gravity model is applied 
in this study by taking into account both 
pull and push factors. A relative comparison 
method is used here by comparing the relative 
locational advantage of foreign country 
(pull factors) with locational disadvantages 
of home country (push factors), which 
is different from previous studies. This 
method provides a more comprehensive 
understanding in terms of explaining the 
extent to which the advantage of foreign 
countries relative to Malaysia is able to attract 
OFDI from Malaysia. However, trade cost  
and similar communication language dummy 
variables were excluded from using the 
comparison due to the characteristics of data 
which could not be measured by comparison.

The empirical model in this paper is 
shown in the following equation: 
lnSOFDIDij = α + β1lnGDPPCji  
+ β2lnULCIji + β3DSG*lnULCIji

+ β4DINDO*lnULCIji + β5DAU*lnULCIji  
+ β6DCHN*lnULCIji + β7lnOILji 

+ β8DSG*lnOILji+ β9DINDO*lnOILji 

+ β10DAU*lnOILji + β11DCHN*lnOILji 

+  β12lnTAXji+ β13lnOPENNji+ β14lnDISTij  
+ β15LANGij + εi          (1)                     

Where i, is Malaysia, j is the host country 
and εi is the error term. 

•  SOFDIDij- Malaysia’s outward FDI 
stocks in country j, 

•  GDPPCji -  relative market size of country 
j to Malaysia i, 

•  ULCIji -  relative labour costs of the 
country j to Malaysia i,

•  DSG*lnULCIji - interaction of Singapore 
country dummy with relative   labour 
costs of the country j to Malaysia i, 

•  DINDO*lnULCIji- interaction of 
Indonesia country dummy with relative   
labour costs of the country j to Malaysia i, 

•  DAU*lnULCIji - interaction of Australia 
country dummy with relative labour 
costs of the country j to Malaysia i, 

•  DCHN*lnULCIji - interaction of China 
country dummy with relative labour 
costs of the country j to Malaysia i,

•  OILji- relative crude oil proved reserves 
of the country j to Malaysia i, 

•  DSG*lnOILji - interaction of Singapore 
country dummy with relative crude oil 
proved reserves of the country j to Malaysia i, 

•  DINDO*lnOILji - interaction of Indonesia 
country dummy with relative crude oil 
proved reserves of the country j to Malaysia i,

•  DAU*lnOILji - interaction of Australia 
country dummy with relative crude oil 
proved reserves of the country j to Malaysia i, 

•  DCHN*lnOILji - interaction of China 
country dummy with relative crude oil 
proved reserves of the country j to Malaysia i, 

•  TAXji- relative corporate tax rates of 
country j to Malaysia i,

•  OPENNji- relative trade liberalisation  of 
country j to Malaysia i,
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•  DISTij- distance from capital of Malaysia 
i to country j, and

•  LANGij- similar communication languages 
between Malaysia i and country j.

A description of the variables is shown in 
Table 1. 

This study focused on the top-15 
foreign countries that received the most 
investments from Malaysia for the time 

period of this study. These included 
Singapore, Indonesia, Australia, Mauritius, 
United Kingdom, Virgin Islands (British), 
Viet Nam, Thailand, Cayman Islands, 
Hong Kong, China, Taiwan, Germany, the 
Netherlands and India for the period of 
2003 to 2011. Together, they accounted for 
approximately 64.5 percent of Malaysia’s 
total OFDI stock.

TABLE 1
Description of the Variables 

Variables Definitions Sources Expected 
Signs (+/-) 

SOFDIDij Outward FDI stocks of 
Malaysia (i) in host country (j), 
(US$mil.) 

Department of Statistics  
Malaysia (DOSM) 

 

GDPPCji Relative market size is proxied 
by gross domestic product per 
capita of host country (j)to 
Malaysia (i), (US$ nominal)  

EIU country data, 
https://eiu.bvdep.com/ 

(+) 

ULCIji 
(DSG*lnULCIji; 
DINDO*lnULCIji;
DAU*lnULCIji; 
DCHN*lnULCIji) 

Relative labour costs is 
proxied by ratio of unit labour 
costs index of host country (j) 
to Malaysia (i) 

EIU country data, 
https://eiu.bvdep.com/ 

(-) 

OILji 
(DSG*lnOILji; 
DINDO*lnOILji; 
DAU*lnOILji; 
DCHN*lnOILji) 

Relative natural resources is 
proxied by ratio of crude oil 
proved reserves of host 
country (j) to Malaysia (i), 
(billion barrels) 

U.S. Energy Information 
Administration, 
http://www.eia.gov 

(+) 

TAXji Relative government policy is 
proxied by ratio of corporate 
tax rates of host country (j) to 
Malaysia (i), (%)  

KPMG, Corporate and 
Indirect Tax Survey 
2011, 
http://www.gfmag.com 

(-) 

OPENNji Relative trade liberalisation is 
proxied by ratio of (total trade/ 
nominal GDP) of host country 
(j) to Malaysia (i), (US$ mil.) 

EIU country data, 
https://eiu.bvdep.com/ 

(+) 

DISTij 

 
Transportation costs is proxied 
by capital distance from 
Malaysia (i) to host country (j) 
, (km) 

http://www.globefeed.co
m/World_Distance_Calc
ulator.asp 

(+/-) 

LANGij  Cultural proximity is proxied 
by similar communication 
languages, dummy variable 
D=1 if English, Malay, 
Mandarin or Tamil/Hindu are 
official languages, D=0 if not. 

Central Intelligence 
Agency, The World 
Factbook, https://www 
.cia.gov/library/publicati
ons/the-world-factbook/ 
fields/2098.html 

(+) 

 
Notes: 
i.  DSG*lnULCIji, DINDO*lnULCIji,DAU*lnULCIji and DCHN*lnULCIji are respectively the interaction of 

j = Singapore, Indonesia, Australia and  China country dummy with relative labour costs to Malaysia.
ii.  DSG*lnOILji, DINDO*lnOILji,DAU*lnOILji and DCHN*lnOILji are respectively the  interaction of j = 

Singapore, Indonesia, Australia and China country dummy with relative natural resources to Malaysia.
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Based on equation (1), the following 
hypotheses were tested.
Hypothesis 1:  Relative larger market size in 

foreign countries is expected 
to be positively associated 
with Malaysia’s OFDI.

According to Dunning and Narula 
(1996), a small population size indicates 
little aggregate consumption. Thus, in 
order to enjoy economies of scale, domestic 
firms are forced to seek larger foreign 
markets abroad. A large market size is 
not only important for the exploitation of 
economies of scale and efficient utilisation 
of resources (Buckley et al., 2007), but 
also reflects higher potential investment 
returns. Previous studies found positive 
relationship between foreign markets’ size 
with Malaysia’s OFDI, implying market-
seeking investments in the host economies 
(Kitchen & Syed Zamberi, 2007 Goh & 
Wong, 2010). Besides, a small domestic 
market is found as one of the domestic 
constraints contributing to Malaysia’s 
investment abroad (Ariff & Lopez, 2007; 
Ragayah, 1999; Tham, 2007). Given the 
above reasons, the relative market size 
(GDPPCji) is expected to positively affect 
Malaysia’s outward FDI stocks in country 
j (SOFDIDij) if OFDI is market-seeking. 
Therefore, the greater the relative market 
size in foreign countries (GDPPCji), the 
larger the amount of SOFDIDij is expected 
to be attracted to these countries.
Hypothesis 2:  Relative higher labour cost in 

foreign countries is expected 
to be negatively associated 
with Malaysia’s OFDI.

Some studies have shown that 
increasing domestic labour cost is 
another factor pushing Malaysia’s OFDI 
to countries with relatively lower labour 
cost. This is especially relevant for labour-
intensive activities or for vertical type of 
investment in order to sustain or enhance 
competitiveness (Ragayah, 1999; Ariff & 
Lopez, 2007; Tham, 2007). Ariff and Lopez 
(2007) highlighted Malaysia’s investments 
in Laos, Cambodia, Indonesia, Vietnam 
and China as driven by the low cost factors 
available in these countries, particularly in 
labour-intensive manufacturing activities 
such as textiles. Tham (2007) also 
shared a similar finding, i.e. one of the 
main objectives of OFDI by Malaysia’s 
manufacturing firms is to exploit low wage 
costs, in addition to other domestic push 
factors such as a small domestic market 
as well as increasing competition in the 
domestic market.

A case study by Ragayah (1999) 
indicated market-seeking and natural 
resource-seeking as the main objectives 
of Malaysia’s companies for investing 
abroad, while increasing labour cost 
is not necessarily a major determinant 
depending on the type of investments. 
Given the above findings, relative 
labour cost was included in this study in 
order to ascertain the extent to which it 
influenced Malaysia’s investment abroad. 
Relative labour cost (ULCIji) is expected 
to be negatively related with SOFDIDij 
if OFDI is motivated by efficiency-
seeking. The ULCIji is interacted with 
Malaysia’s top three OFDI host economies 
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dummies (Singapore, DSG*lnULCIji; 
Indonesia DINDO*lnULCIji and 
Australia, DAU*lnULCIji) and China1 
(DCHN*lnULCIji) to examine further 
whether OFDI to these countries is 
significantly influenced by relatively lower 
factor prices. The lower the relative labour 
cost (ULCIji), the larger the amount of 
SOFDIDij is expected to be attracted to 
these countries.
Hypothesis 3:  Relative abundance of 

natural resources in foreign 
countries is expected to be 
positively associated with 
Malaysia’s OFDID.

Natural resource-seeking FDI tends 
to be location specific. Investments have 
to be made in natural resource-abundant 
countries to ensure a cheap supply of 
natural resources. Findings from the 
previous studies by Ariff and Lopez 
(2007), Kitchen and Syed Zamberi (2007) 
and Rasiah, Gammeltoft, and Yang (2010) 
have indicated that Malaysia’s OFDI is 
also driven by natural resource-seeking 
motivations. According to Ariff and Lopez 
(2007) and Kitchen and Syed Zamberi 
(2007), Petroliam Nasional Berhad 
(PETRONAS) and plantation companies 
actively invest abroad to seek for natural 
resources due to diminishing supply of these 
resources in Malaysia (such as oil fields 
and arable land) in Malaysia. PETRONAS 
has also invested heavily in Sudan and 

1 China is chosen as it is well known as a 
low labour cost country. All four countries 
accounted for more than half of Malaysia’s 
total OFDI during the period of this study.

Chad (UNCTAD, 2006). Rosfadzimi, Abd. 
Halim and Abu Hassan (2012) also found 
that the diminishing supply of natural 
resources in Malaysia to be one of the 
push factors for Malaysia’s OFDI. As a 
result, the relative abundance of natural 
resources is significant as a determinant of 
Malaysia’s OFDI. The relative abundance 
of natural resources (OILji) is expected 
to be positively related with SOFDIDij if 
OFDI is motivated by natural resource–
seeking. Since it is location specific, the 
indicator will be interacted with Malaysia’s 
top three OFDI country dummies, 
namely, Singapore (DSG*lnOILji), 
Indonesia (DINDO*lnOILji) and Australia 
(DAU*lnOILji). China (DCHN*lnOILji) is 
also included to further examine whether 
OFDI to these countries is significantly 
influenced by natural resource-seeking 
arguments. The larger the relative 
abundance of natural resources (OILji), the 
more SOFDIDij is expected to be attracted 
to these countries.
Hypothesis 4:  Relative higher corporate 

tax rate is expected to be 
negatively associated with 
Malaysia’s OFDID.

Caves (1971) and Gordon and Hines 
(2002) argued that tax factors could 
influence the decision of firms whether 
to produce at home country or in foreign 
countries; it also influences the amount and 
the choice of OFDI’s location. Duanmu 
and Guney (2009) found that China and 
India’s investments abroad are attracted to 
countries with low corporate tax rates. As 
low tax rates represent a higher net return 
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from investments, they are considered to be 
more competitive in attracting FDI, ceteris 
paribus. This is supported by Aminian, 
Fung and Lin (2007) who found that ‘tax 
haven’ countries are commonly sought by 
investors. Therefore, the relative tax rate 
(TAXji) is expected to be negatively related 
with SOFDIDij, or the higher foreign 
corporate tax rates in foreign countries as 
compared to Malaysia’s tax rate (TAXji), 
the less amount of SOFDIDij is expected to 
be lured away from Malaysia.
Hypothesis 5:  Relative trade liberalization 

is hypothesised to be 
positively related with 
Malaysia’s OFDI.

As stated by the theory of 
internalisation, high trade costs (such as 
transport costs and tariffs) tend to replace 
exports with FDI (Buckley & Casson,  
1981; Markusen, 1995). Thus, trade 
liberalisation is expected to attract more 
foreign investment. The higher the degree 
of trade liberalisation, the more foreign 
investment is expected to be attracted into 
a country. In addition to the elimination 
or reduction of both tariff and non-tariff 
barriers2, trade agreements also provide 
increased market access to large integrated 
markets (Banga, 2007). Trade liberalisation 
is found as one of the factors that pushes 
Malaysia’s investment abroad (Ariff & 
Lopez, 2007; Kueh, Puah, & Apoi, 2008; 
Goh & Wong, 2010). Given the above 
reasons, the relative trade liberalisation 

2 Tariff includes duties and surcharges. Non-
tariff barriers include licensing regulations, 
quotas and other requirements

variable (OPENNji) is expected to 
be positively linked with SOFDIDij. 
Therefore, Malaysian OFDI depends on 
the relatively greater trade liberalisation in 
other countries (OPENNji).
Hypothesis 6a:  Transportation cost is  

hypothesised to be 
positively related with 
Malaysia’s OFDI if it is 
horizontal type of FDI. 

Hypothesis 6b:  Transportation cost 
is hypothesised to be 
negatively related with 
Malaysia’s OFDI if it is 
vertical type of FDI.

Although transportation cost is 
generally negatively related to trade in 
gravity models, the relationship between 
transportation costs and FDI varies, 
depending on the type of FDI (horizontal 
or vertical) (Duanmu & Guney, 2009; 
Egger, 2008; Fung, Garcia-Herrero, & Siu,  
2009). Horizontal FDI occurs when MNEs 
conduct similar production activities in 
different countries (Helpman et al., 2003, 
Wong, 2005). Matsuura and Hayakawa 
(2012) showed that a decrease in trade costs 
does not increase horizontal FDI because 
investors prefer exporting compared to 
investing directly in geographically closer 
destinations (Buckley & Casson, 1981). On 
the other hand, vertical FDI occurs when 
MNEs fragment the production process 
across border to different countries with 
the objective of minimising production 
costs or increasing access to externalities 
such as knowledge spillovers (Helpman et 
al., 2003; Wong, 2005).
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Decrease in trade costs induces vertical 
FDI (Matsuura & Hayakawa, 2012). This 
is because the reduction in production costs 
(via lower labour costs) needs to outweigh 
the increase in the cost for investing 
abroad. Thus, vertical FDI is likely to be 
conducted with countries with lower wages 
and lower trade costs. Given the above, 
the distance variable, (DISTji) is expected 
to be positively or negatively linked 
with SOFDIDij. A positive relationship 
is expected for horizontal type of OFDI, 
while a negative relationship is expected 
for the vertical type.
Hypothesis 7:  Cultural proximity is 

hypothesised to be positively 
related with Malaysia’s 
OFDI.

As discussed earlier, cultural proximity 
is expected to attract more FDI as it 
compensates investment risks. The model 
of firm internationalisation by Johanson  
and Vahlne (1977) states that in the 
early stages of investment abroad, firms 
tend to invest in countries with similar 
cultural backgrounds or well-established 
networking countries or the trading 
partners. Harzing (2003) also found that 
differences in national language could be 
a barrier to doing business abroad. Thus, 
the culture variable as proxied by the use 
of a common communication language 
(Cheng & Wall, 2005) was tested in this 
study to ascertain whether this variable 
influences Malaysia’s OFDI. The variable 
LANGij is hypothesised to be positively 
related to SOFDIDij, i.e. the use the similar 
communication languages between the 

Malaysia (i) and foreign countries (j) 
is expected to promote the OFDI from 
Malaysia to foreign country (j).

EMPIRICAL FINDINGS

The Hausman test (Prob>chi2 = 0.0001) 
indicated fixed effect model is appropriate 
under this study. The Least Square Dummy 
Variable (LSDV) model is applied because 
it allows for time invariant variables 
to be estimated under the fixed effect. 
It also takes into account the problem 
of heterogeneity by incorporating the 
related dummy variables into the model, 
such as country dummy variables and 
similar communication languages dummy 
variables in this study.

As expected, hypothesis 1 is accepted, 
in which relative market size is significant 
and positively influences Malaysia’s 
OFDI. This finding is consistent with 
that of Goh and Wong (2010), Ragayah 
(1999) and Tham (2007) who argued that 
one of the main objectives of Malaysia’s 
OFDI is to seek new markets in order to 
expand existing market, diversify risks 
and enhance returns on investment abroad. 
Furthermore, it is more beneficial to invest 
in huge markets because large markets 
provide economies of scale, and higher 
potential returns on investment due to 
higher potential demand.

Surprisingly, Table 2 shows that 
hypothesis 2 is rejected, in which 
relative labour cost variable positively 
and significantly influences the OFDI of 
Malaysia. The interactions with Malaysia’s 
top three recipient countries and China 
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show that the OFDI from Malaysia are 
not significantly driven by relatively lower 
labour costs, ceteris paribus. It is important 
to note that the result does not imply that 
OFDI to these countries are not driven 
by lower labour costs; instead, it merely 
indicates that lower labour cost is not the 
primary investment objective into these 
countries, ceteris paribus.

Explanation for these not significant 
interaction terms can be due to Malaysia’s 
investment activities to Singapore that 
are dominated by finance services, while 
Malaysia’s investments in Indonesia are 
dominated by finance and plantation 
activities (DOSM unpublished). Malaysia’s 
investment into Australia is dominated by 
mining activities (DOSM unpublished). 
The study, however, is unable to ascertain 
the impact of relative labour costs on 
investment into China. The insignificant 
interaction sign may reflect that domestic 
market size that outweighs low-cost 
labour in driving Malaysia’s OFDI to 
China. This is supported by Zhang (2012)  
who found that China’s labour costs in 
the urban manufacturing sector registered 
a compound growth rate of 13.8% per 
employee per year from 2003 to 2010. 
Zhang (2012) further added that China’s 
costs are growing at a faster rate than other 
low manufacturing costs countries such 
as Vietnam, India, and Mexico3. Hence, 

3 For example, an entrepreneur claimed that 
only a smaller factory is kept in China to serve 
America and China’s domestic market due to 
increasing labor costs which have doubled in 
the past four years at his factories in Guangdong 
(The Economist 2012). 

contrary to previous studies, China’s labour 
cost competitiveness may not be the main 
driving force for Malaysia OFDI there.

Hypothesis 3 is rejected for the overall 
results when a negative and significant 
sign was found when controlling for the 
overall relative natural resources variables. 
However, regression result also suggests 
that only OFDI to Australia is significantly 
driven by natural resource-seeking. The 
negative and significant signs indicate that 
OFDI to Singapore is not driven by natural 
resources-seeking, and as stated before, 
OFDI to Singapore is dominated by finance 
services. Indonesia’s restrictive rules 
impede foreign investors to invest into 
their mining and quarrying sector. Table 2 
indicates the main objectives for Malaysia 
OFDI into China is also not driven by 
natural resources-seeking, ceteris paribus.

TABLE 2
Regression Results 

A high tax rate represents lesser net 
returns from investment. Therefore, in 
terms of relative government policies, 
a significant negative relation is shown 
between relative corporate tax rates 
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(TAXji) and OFDI of Malaysia, and thus, 
hypothesis 4 is accepted. Table 2 also 
indicates more competitive tax policies of 
foreign countries compared to Malaysia 
attract more Malaysia’s investment there.

Relative trade liberalisation (OPENNji) 
also affects the OFDI of Malaysia positively 
and significantly at 99 percent confidence 
level, and hence, hypothesis 5 is accepted. 
This finding shows that the higher the 
degree of integration of a foreign country 
with the world relative to Malaysia, the 
more likely the country will receive more 
investment from Malaysia.

In terms of transportation costs, the 
distance variable (DISTij) is found to affect 
the stock of Malaysia’s OFDI (SOFDIDij) 
positively, supporting hypothesis 6a. 
The positive sign of DISTij implies that 
investments tend to be horizontal in nature, 
or market seeking type of investment. 
Therefore, the main motivation for OFDI 
from Malaysia is to seek for new markets 
or to expand existing markets.

In Table 2, cultural proximity affects 
stock of OFDI positively, and thus, 
hypothesis 7 is accepted. The result shows 
that similar communication languages   
will influence the locational choices of 
investments from Malaysia. 

CONCLUSION

Overall, the findings imply that Malaysia’s 
OFDI tends to be horizontal in nature. 
Relative market size, government policies, 
trade liberalisation and corporate tax rates are 
the main drivers for Malaysia to invest abroad. 
Natural resource-seeking OFDI is, however, 

very country specific due to its nature. Only 
OFDI to Australia is significantly driven 
by natural resource-seeking. Interestingly, 
the findings of this study show that overall, 
Malaysia’s OFDI is not driven by relative 
cheap labour costs; instead, market seeking 
factor is relatively more important, ceteris 
paribus. As for China, the findings indicate 
relative lower labour cost is not the main 
driver for Malaysia’s OFDI to China due 
to the rising labour costs particularly since 
2003. Instead, the findings indicate the larger 
market domestic size in China outweighs the 
relatively lower labour cost advantage in the 
country.

Investing abroad to enhance the 
market reach of Malaysia’s investors can 
be beneficial to the domestic economy 
through the repatriation of profits. Policies 
that facilitate the repatriation of profits are 
therefore important. The government can also 
facilitate a greater market reach for domestic 
investors who may not have the capacity to 
invest outside the country by encouraging 
exports through increasing market access to 
other countries. Given the current doldrums 
in multilateral liberalisation, forging deeper 
integration within ASEAN is another option 
for increasing the market reach of domestic 
investors.
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