lnFDIijt = β0 + β1lnYit + β2lnYjt + β3lnDistit + β4lnWageit + β5EMU1ijt + β6EMU2ijt + β7EU1ijt + β8EU2ijt + β9ERMijt + β(10-22)Yrt + β23αij + uijt
i  FDI host country
j  FDI source country
t  period of time

lnFDIijt = dependent variable, log of FDI in-flows from the source country j to the host country i at a time t.
· Bilateral FDI data in millions of EUR extracted from UNCTAD database.
β0 = intercept.
lnYit & lnYjt = market size of the host & the source countries represented by GDP at time t.
· GDP data in billions of $US in current prices extracted from IMF World Economic Outlook Database, October 2015, deflated by annual average CPI (extracted from World Bank database).

lnDistit = log of distance between the capitals of countries i and j.
· Weighted distance in km extracted from CEPII database.
lnWageit = Gross average monthly wages in the host country at time t.
· Data is in $US in current prices extracted from UNECE database, deflated by annual average CPI (extracted from World Bank database).

EMU1ijt = 1 when host country i and source country j are both EMU members at date t; = 0 otherwise
EMU2ijt = 1 when host country i is EMU member, source country j is outside EMU at date t; = 0 otherwise;
EU1ijt = 1 when host country i and source country j are both EU members at date t; = 0 otherwise
EU2ijt = 1 when only host country i is EU member at date t; = 0 otherwise
ERMijt = 1 when host country i is ERM member at date; = 0 otherwise
· ERM  The European Exchange Rate Mechanism, the local currency pegged to euro

Yrt = Yearly dummies spanning from 2001 to 2012 in order to control for time-specific unobservable variables (e.g. macroeconomic shocks).
αij = a country pair effect that is fixed over time, in order to control for time-invariant unobservable variables.

Variables of interest: EMU1ijt and EMU2ijt, they should show the effect of introducing euro to country’s FDI flows from other Euro countries and from selected major countries outside the euro zone.


Estimation Approach:

· Estimate with First Differences and Fixed Effects (FE). Compare the results. Take into an account that FE is sensitive if T>N with N being very small (potentially a spurious regression); also check the covariance of estimated error term and lagged error term
· [bookmark: _GoBack]Estimate with Random Effects (RE) so the time invariable distance between countries is taken into account. Run Hausman test to compare RE and FE estimations.
· Address potential spurious regression caused by non-stationarity:
Tests for non-stationarity: Harris and Tzavalis; Pesaran.
If non-stationarity is present, panel error correction model or first differences model should be used.

