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Preface

Among the different forms of capital flows, academicsand policymakers, talk
about foreign direct investment (FDI) the most. This is because of severa
benefitsof FDI and itsimportance in theworld economy vis-a-visother forms
of capital flows. Inthe past fifteen years, FDI has been the dominant form of
capital flow inthe global economy, even for developing countries.

In the mid-1990s FDI flows, for the first time, became greater than that of
official development assistance (ODA). At the same time, the world economy
witnessed anumber of economic crisesin Latin Americaand South East Asia.

Foreign investors were blamed for these crises and analysts began to wonder
whether itisagood ideafor economies-especially the emerging ones- to depend
onexternal capital for growth and devel opment. People, who oppose the opening
up of economiesto foreign investors condemn FDI asrisky and destabilising
for developing economies.

At the other end of the spectrum, supporters vouching for FDI say that it is
stableandisasource of advanced technol ogy and better managerial practices.
So it isgood for devel oping economies.

Thereality, however, isthat it is not easy to draw any conclusions. A number
of factors come into play to determine the growth and devel opment effects of
FDI. Therefore, it isimportant to be dispassionate while discussing therole of
FDI in devel oping economies. Further research and information dissemination
can rectify some of the misconceptions regarding FDI. It is important for
economists to have clear notions about FDI because they are the ones who
influencethe policymakers.

Policymakers have the most important role to play. They should be aware of
the various measuresto induce FDI and the factorsthat determine their flows.
Often policymakers rush into FDI liberalisation policies without considering
the pros and cons of the policies and without any definite strategies. The
experience of the South East Asian economieswith FDI tellsusthat it can be
extremely useful for emerging economiesif itisused strategically.
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FDI, however, does not depend solely on domestic determinants. There are
several externa factorsinfluencing FDI flows, which are beyond the control of
an individual developing country. Thus, policymakers should not expect too
much from the measures designed to encourage FDI or from FDI itself. FDI can
be seen as a complement to domestic investment.

While discussing FDI all these aspects should be considered. We, at CUTS,
have attempted to highlight various aspects of the debate on FDI through a
series of monographs on investment and competition policy. Thisis another
onein the series.

The monograph discusses the global FDI trends and determinants, and
attempts to highlight some of the arguments on the link between FDI and
growth. We are extremely grateful to Peter Nunnenkamp of Kiel Institute of
World Economics, Gemany for allowing usto publish this.

Jaipur, India Pradeep S.Mehta
August 2002 Secretary General
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I
| ntroduction

Especially sincetherecent financia crisesin Asiaand Latin America, developing
and newly industrialising countries have been strongly advised to rely primarily
on foreign direct investment (FDI), in order to supplement national savingsby
capital inflows and promote economic devel opment.

Even harsh critics of rash and comprehensive capital account liberalisation
dismissthe option of completeisolation from international capital marketsand
argueinfavour of opening up towards FDI (e.g. Stiglitz 2000).

FDI isconsidered less proneto crisis because direct investors, typically, have
alonger-term perspective when engaging in ahost country. In addition to the
risk-sharing propertiesof FDI, itiswidely believed that FDI providesastronger
stimulus to economic growth in host countries than other types of capital
inflows. The underlying argument is that FDI is more than just capital, as it
offersaccessto internationally avail abl e technol ogies and management know-
how (The Economist 2001).

Yet, economists know surprisingly little about the driving forces and the
economic effects of FDI. There are few undisputed insights on which policy-
makers could definitely rely. The relevance of earlier findings on the
determinants of FDI is debatable. The relative importance of traditional
determinants may have declined in the process of economic globalisation. The
economic effectsof FDI do not allow for easy generalisations. Empirical studies
on the growth impact of FDI have come up with conflicting results.

The subsequent stock-taking starts by portraying the recent trendswith regard
to the growth and distribution of FDI (Section Il). The discussion of FDI
determinants in developing and newly industrialising countries focuses on
factors that can be influenced by host country governments (Section 1Il).
Section |V provides an overview of recent studies on the economic growth
effects of FDI in developing and newly industrialising countries. Section V
summarises and offers some policy conclusions.

1. The Economist (2001). The Cutting Edge. February 24: 90 and Borensztein et al.
(1998) as well as UNCTAD (a, 1999: 207) consider FDI to be a major channel for the
access to advanced technologies by developing countries.
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FDI Trends: Winnersand Losers

The recent boom in world-wide FDI flows constitutes a major element of
economic globalisation. Annual FDI flowsincreased fifteen-fold from US $55bn
in 1980 to US$865bnin 1999 (Figure 1). FDI soared not only in absoluteterms
but also inrelative terms.

Overall FDI flows accounted for about 3 percent of world-wide exports in
1980-1985. In 1999, the FDI/export ratio exceeded 15 percent (Figure 1). In
other words, while exports remain the dominant form of corporate
internationalisation strategies, globalisation through FDI has gained
significantly in relativeimportance.

The much-heralded FDI boom hasto be qualified in several respects, however.
Over much of the period under consideration, FDI increased only moderately,
relative to exports. The significant rise in this ratio is largely restricted to
recent years (i.e. 1992-1999). Asaconsequence, thegrowthin FDI isfar less
pronounced when world-wide FDI stocksarerelated toworld GDP (Figure 2).

Furthermore, while booming FDI clearly pointstoincreasedinternational capital
mobility, the contribution of FDI to gross fixed capital formation remained
modest (Figure 3). World-wide FDI flows still accounted for less than 10
percent of grossfixed capital formation in the second-half of the 1990s. This
ratio was only 2 percentage points higher in 1995-1998 than in the second-hal f
of the 1980s. This implies that capital formation continues to be a national
phenomenon in the first place.
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Figure1l: World FDI Flows, US$Billion and
Per cent of World Exports, 1980-1999
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Figure3: World FDI Inflows, percent of gross
fixed capital formation, 1985-1998?
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3Annual averages.
Source: UNCTAD (a).

Traditionally, FDI was aphenomenon that primarily concerned highly devel oped
economies. Developed countries still attract ahigher share of world-wide FDI
than devel oping countries (Figure 4). In recent years, however, theincreasein
FDI flowsto devel oping countriesturned out to be higher than theincreasein
FDI flows to developed countries. Average annual FDI flows to developing
countries soared eight-fold, when comparing 1982-1987 and 1994-1999. Asa
result, devel oping countries attracted almost one-third of world-wide FDI flows
recently.

Moreover, in relative terms, FDI plays a more important role in developing
countriesthan in devel oped countries. Intheformer, FDI inflowsin 1994-1998
represented an average share of almost 10 percent of gross fixed capital
formation, compared to 6 percent in devel oped countries (UNCTAD a). Inward
FDI stocks of developing countries in 1998 amounted to 20 percent of their
GDP, compared to 12 percent in developed countries.
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Variousgroups of devel oping countries (including transition countriesin Central

and Eastern Europe) participated to a strikingly different degree in the FDI

boom (Figure5):

® The recent financial crisis notwithstanding, South, East and Southeast
Asia emerged as the most important host region among developing
countries. This group absorbed about half of FDI flowsto all developing
countriesinthe 1990s and | eft L atin Americaconsiderably behind interms
of attractivenessto FDI.

* Nevertheless, Latin America is back on the scene as an important host
region. Average annual FDI flows to this region more than quadrupled,
when comparing 1988-1993 and 1994-1999. L atin America' ssharein FDI
flows to all developing countries recovered considerably and almost
reached thelevel recorded in 1982-1987.

Figure4: Shareof All Developing Countriesin World-wide

FDI Inflows, 1982-1999 (per cent)
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Source: UNCTAD (a).
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Figure5: Regional Distribution of FDI Flowsto
Developing Countries?, 1982—-1999 (per cent)
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e Apart from South, East and Southeast Asia, the second winner, in terms of
FDI shares, is Central and Eastern Europe. This development isobviously
related to the demise of the socialist regimein this region and the opening
up towards world markets. The emergence of Central and Eastern Europe
asanew competitor for FDI raised concernin various devel oping countries,
e.g.inLatin America, that thiswould result in FDI diversion at their expense.
However, thereis hardly any evidence supporting thisview.? For example,
FDI by European investors in Latin America recovered precisely when
Central and Eastern Europe emerged as a competitor for EU FDI. This
suggeststhat the opening of Central and Eastern Europeinduced additional
FDI, rather than resulting in FDI diversion.

® |n contrast to the aforementioned regions, Africaisfrequently considered
to be on the sidelines when it comes to participating in globalisation, in
general, and attracting FDI, in particular. Figure 5 supports this view as
Africa ssharein FDI flowsto all devel oping countries has steadily declined
since the early 1980s. Nevertheless, average annual flowsto Africawere
3.5 times higher in 1994-1999 than in 1982-1987. Hence, it seems to be
overly pessimistic to argue that Africa has no reasonable chance to attract
FDI (seealso UNCTAD 1999).

e The situation appears to be worse in West Asia,® which represents the
only region considered in Figure 5where FDI inflows declined in absolute
terms. Average annual inflows were cut half in 1988-1993, compared to
1982-1987. FDI flowsto West Asiarecovered thereafter, but average annual
inflowsin 1994-1999 were till slightly below the figure recorded in 1982-
1987 (see Box for amore detail ed presentation).

A widely perceived problem with FDI in developing countries concerns its
high concentration in afew large and fairly advanced devel oping economies
(e.g., UNCTAD 1995; Collins 1998). This notion seems to imply that most
devel oping countries do not have favourable prospectsto attract FDI. However,
this concern is largely unjustified, asit is based on the distribution of FDI in
absolute terms.

2. For a detailed discussion, see Nunnenkamp (2000).

3. Note that the definition of West Asia in Figure 5 is according to UNCTAD’s World
Investment Report. This means that Turkey is included in West Asia, whereas Egypt
is included in Africa. By contrast, Egypt is a member of the UN Economic and Social
Commission for Western Asia (ESCWA), whereas Turkey is not.
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The upper panel of Figure 6 lists the 20 top-performers among developing
countries, measured by inward FDI stocks in 1998. This rather small group,
indeed, accounted for more than 80 percent of inward FDI stocks in all
developing countries. Itisalso truethat the group of top-performersin absolute
termsmainly consistsof either large countries such as China, Brazil, Indonesia,
Mexico and Argentina, or economieswith fairly high per capitaincomesuch as
Hong Kong and Singapore. This ranking provides a distorted picture on
developing countries’ attractiveness to FDI. Inward FDI stocks have to be
considered in relative terms, in order to avoid alarge-country bias and assess
locational attractiveness appropriately.

The lower panel of Figure 6 relates inward FDI stocks to the host countries
GDP. Caribbean tax havens and devel oping countrieswith apopulation of less
than three million are excluded from thisranking both groupsinclude economies
with extremely high FDI/GDPrratios, which may bedueto afew FDI projectsin
the case of very small countries. Even though the sample is reduced in this
way, theranking changes significantly wheninward FDI stocksare considered
inrelativeterms. Just eight of the 20 top-performers, in absoluteterms, are aso
among the 20 top-performersin relative terms (seethe shaded barsin Figure 6).
Moreover, thedistribution of inward FDI, inrelativeterms, isconsiderably less
uneven than the distribution of absolute stocks.
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Box: FDI Patternsin West Asia

Just two members of the UN Economic and Social Commission for Western
Asia(ESCWA), namely Egypt and Saudi Arabia, absorbed thebulk of FDI in
thisgroup of 13 countries. Egypt and Saudi Arabiaaccounted for more than
three-quarters of inward FDI stocks in ESCWA countries (upper panel of
box figure).

Attractiveness of ESCWA Countries to FDI in Absolute and Relative Terms?
a) Inward FDI Stock, 1999
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The decline of West Asia’s share in FDI flows to al developing countries
primarily reflects FDI patterns in Saudi Arabia. Saudi Arabia attracted
exceptionally high FDI inflowsin the early 1980s (accumulated inflows of
US$27.4bnin 1981-1984), i.e. inthe aftermath of the oil price shock of 1979/
80. Since the mid-1980s, FDI flowsto Saudi Arabiafluctuated heavily and
turned significantly negative in various years, accumulated inflows were
practically nil in 1985-1996, and boomed only thereafter. Considerable
fluctuations were also reported for FDI flows to Egypt. However, annual
inflows remained positive throughout the 1980s and 1990s (with aminimum
of US$250mnin 1991, and amaximum of US$1.5bnin 1999).

FDI flowsto the smaller ESCWA memberswere not only minor, compared to
Egypt and Saudi Arabia, but also varying over time between inflows and
outflows in various cases. Volatility is probably to be attributed to the
relatively small number of FDI projectsin these countries. Considering the
period 1982-1999, a long-term trend of rising annual inflows is hardly
discernible sofar for any of these members. On amore positive note, average
annual inflowswere considerably higher in 1994-1999 thanin 1988-1993in
most of thesmaler ESCWA members, notably in Bahrain, Jordan and Lebanon.
Major exceptions were Oman (with declining average annual inflows) and
Yemen (where average annual inflowsturned negativein 1994-1999).

Itisfairly difficult to draw firm conclusionsfrom these observations. Yet, the
evidence contradicts the pessimistic view that FDI in the ESCWA regionis
necessarily restricted to thetwo large players (i.e. EQypt and Saudi Arabia)
and that the smaller members are, by definition, not attractiveto FDI. First,
the distribution of recent FDI flows to the region (second panel of box
figure) isless skewed than overall FDI stocks. While less than a quarter of
overall FDI stocksinthe ESCWA group waslocatedin (nine) relatively small
members, these countries attracted almost onethird of inflowsin 1994-1999.

Second, Jordan and Lebanon, both of which received hardly any FDI in
1988-1993, ranked fifth and sixth among the ESCWA membersin terms of
average annual inflowsin 1994-1999. Third, some of the smaller membersare
not far behind, or even ahead of, Egypt and Saudi Arabia, when their
attractivenessto FDI isassessed in relative terms (seethelower panel of box
figure for the FDI/GDP ratio). Also, within the group of relatively small
members, similarly high FDI stocks, e.g. in Jordan and Syria, tend to disguise
significant differencesin locationa attractiveness.

Source: UNCTAD (a, 2000).
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Figure 6: Inward FDI Stocks: Top 20 Developing Countries?, 1998
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a Excluding Caribbean financial centres.
b Excluding developing countries with a population of 3 million and less.

Source: UNCTAD (a, 2000).
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In smaller and less advanced countrieswith high FDI/GDPratios, FDI appears
to beresource-based in variousinstances. However, resource-based FDI figures
prominently in some of the absolutely largest recipients, too (notably in Saudi
Arabia and Nigeria). Moreover, if countries such as Azerbaijan, Angola and
Zambiawere excluded from the lower panel of Figure 6, not only China (FDI/
GDPrratio: 27.6 percent) but also countries such as Togo (26.4 percent), Céte
d'lvoire (24.2 percent), and Malawi (22.9 percent) would enter the group of the
20top-performers.

According to thefindings of UNCTAD (1999), servicesand manufacturing are
key sectorsfor FDI invarious African countries. Hence, afairly heterogeneous
set of relatively small and less advanced countries proved attractiveto FDI in
relative terms.* In conclusion, there is little justification for the pessimistic
view, according to which just afew developing countries can draw on FDI.

4. This remains true when FDI is considered in per capita terms, instead of relating FDI
to GDP. For instance, the per capita FDI stock in 1998 was higher in Costa Rica than
in Brazil and Mexico. Angola proved more attractive by this measure than Egypt and
Nigeria, and Papua New Guinea hosted a higher per capita FDI stock than Indonesia,
Thailand and Viet Nam. In per capita terms, seven out of the twelve relatively small
and less advanced countries included in the lower panel of Figure 6 (see the non-shaded
bars) were more attractive to FDI than China, which was the top-performer in absolute
terms.
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FDI Determinants:
What Mattersfor Developing Countries?

The subsequent account of FDI determinants focuses on location-specific
factors. Firm-specific factorsareignored, asthey cannot beinfluenced by host
country governments.> As noted before, our knowledge is fairly limited
regarding the relative importance of different location-specific FDI
determinants.®

Therelativeimportance of somedeterminantsislikely to vary between different
typesof FDI, i.e. resource-seeking, market-seeking and efficiency-seeking FDI.
Furthermore, the relative importance of FDI determinants may change over
time, e.g. due to ongoing globalisation. Figure 7 groups important |ocation-
specific factorsinto three categories, i.e. theoverall policy framework for FDI,
economic determinants and business facilitation measures.”

1. Overall Policy Framework: Diminishing Retur nsof FDI Liberalisation?

The overal policy framework comprises quite heterogeneous elements, such
as economic and political stability aswell as regulations governing the entry
and operations of trans-national corporations (TNCs). These elements share
one important characteristic, however: they may be intended to induce FDI,
but it is open to question whether TNCs will actually react in the expected
manner. This is because overall stability and openness to FDI are necessary
conditionsfor FDI, whereasthese factorsarefar from sufficient toinduce FDI.

5. According to the widely known OLI (ownership, location, internalisation) framework
(Dunning 1993), firm-specific factors concern competitive advantages in a trans-
national corporation and commercia benefits in an intra-firm relationship (as against
an arm’s-length relationship, e.g., between an exporting company and an importing
counterpart).

6. Singh and Jun (1995: 4) conclude: “A broad consensus on the major determinants of
FDI has been elusive.”
7. This classification draws on UNCTAD (a, 1998: Chapter V).

®H K CUTs Foreign Direct Investment in Developing Countries ¢ 19



For example, the liberalisation of national FDI frameworks has become the
dominant type of FDI policy change in dozens of developing countries since
themid-1980s (UNCTAD a, 1998: 93 ff.). Likewise, the number of developing
countries that have signed bi- or multilateral agreements, ensuring a liberal
treatment of FDI and its protection after entry, increased dramatically in the
1990s. Nevertheless, FDI inflows have remained small in many of these
liberalising countries.

TNCs tend to take more liberal FDI regimes for granted, and consider the
convergence of FDI regimes to be the natural consequence of globalisation.
As a result, the liberalisation of FDI regulations may be characterised by
diminishing returns. Devel oping countries not taking part in the general move
towardsliberalisation arelikely to suffer negative effects of restrictive policies
on FDI inflows. But, aliberal FDI regime doeslittlemorethan enabling TNCsto
invest in ahost country. Itisacompletely different question whether FDI will
actually beforthcoming asaresult of FDI liberalisation.

There may be one major exception to thisline of reasoning among the factors
listedin Figure 7 under “overdl policy framework” , namely, privatisation. While
the trend towards privatising state-owned enterprises is ailmost as broadly
based in developing countries as the liberalisation of FDI regulations,
privatisation differsfromthelatter inthat it did induce substantial FDI inflows
in various developing countries. Prominent cases include Latin American
countries and transition economiesin Central and Eastern Europe.®

Privatisation contributed significantly to two structural shiftsinthecomposition

of FDI flowsto devel oping countries:

e therising shareof FDI inservices, asprivatisation, notably in Latin America,
involved serviceindustriesin the first place; and

® thegrowing importance of mergers and acquisitions (M& As), as opposed
to greenfield investment.

Yet, privatisation-induced FDI iscontroversially discussed for several reasons.
First, FDI related to the sale of state-owned enterprises is frequently said to
leave the overall volume of investment unaffected. Thisis true in the sense
that M& As, in contrast to greenfield investment, are no morethan achangein
ownership (the sameis obviously true when public assets are sold to domestic
privateinvestors). Whether or not M& Asincrease overall investment depends
on the use of government revenues from privatisation. Second, privatisation-
related FDI may be problematic from acompetition-policy point of view. Inthe

8. On Latin America, see Nunnenkamp (1997) and the literature given there.
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case of “natural monopolies’, astate monopoly would be replaced by aprivate
monopoly (again this also applies when public assets are sold to domestic
privateinvestors). Hence, privatisation should go along with tradeliberalisation
and competition policies, preventing the misuse of monopoly power and
enhancing competition by breaking up monopolies.

Third, privatisation-related FDI isoften believed to be aone-off event. Thisis
not necessarily true, however. Privatisation contracts may specify further
investment to be undertaken after the original purchase. Changesin ownership
have frequently been associated with significant additional investment in the
rationalisation and modernisation of privatised firms. Reinvested earnings of
firms, which foreign investors acquired through privatisation, may lead to FDI
flows beyond those associated with theinitial transaction. Finally, privatisation
programmeshel pimprovethe climatefor FDI inindirect ways, e.g., by indicating
the government’scommitment to economic reform. Hence, privatisation-related
FDI may proveto be the gateway to higher FDI inflows on aregular basis.

2. Economic Factor s: Traditional Deter minantson the Decline?

It is mainly with regard to economic determinants of FDI that the investors
motivationsfor undertaking FDI arerelevant (Figure 7). Three major types of
FDI aretypically differentiated: resource-seeking FDI, market-seeking FDI and
efficiency-seeking FDI.

Resource-seeking FDI is motivated by the availability of natural resourcesin
host countries. Thistype of FDI washistorically fairly important and remainsa
relevant source of FDI for various developing countries. On a world-wide
scale, however, the relative importance of resource-seeking FDI decreased
significantly. The share of the primary sector in outward FDI stocks of major
home countrieswasbelow 5 percent in thefirst-half of the 1990s (UNCTAD a,
1998: 106).

Therelative decline of resource-seeking FDI may, at least partly, explain FDI
patternsin countries such as Saudi Arabia (see also box above). Thedeclineis
not only because natural resources account for a decreasing share of world
output. At the sametime, FDI may no longer bethe preferred mode of drawing
on natural resources (such as ail).

FDI was favoured over trade in the past, when resource-abundant countries
lacked the large amounts of capital required for resource extraction or did not
have the necessary technical skills. FDI tends to give way to joint ventures,
non-equity arrangementswith foreigninvestorsand arm’s-length traderelations
when host countriesare no longer constrained interms of capital and technical
skills and are, thus, able to set up competitive indigenous enterprises.
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Figure7: Selected Host Country Deter minantsof FDI

Overall Policy Framework

e economic and political stability

e rulesregarding entry and operations of TNCs
e  bi- and multilateral agreementson FDI

e privatisation policy

Business Facilitation

e administrative procedures

e FDI promotion (e.g., facilitation services)
e FDI incentives (subsidies)

Economic Determinants?

1. Relating to Resource- | 2. Relating to Market- | 3. Relating to Efficiency-

seeking FDI seeking FDI seeking FDI

® raw materials ® market size e productivity-adjusted labour
costs

® complementary factors| e market growth o sufficiently skilled labour

of production (labour)

® physical infrastructure | e regional integration | e business-related services

e trade policy

aDifferentiated by major motivations of FDI.
Source: Adapted from UNCTAD (a, 1998: Table1V.1).

Therelativeimportance of market-seeking FDI isfairly difficult to assess. Itis
almost impossible to tell whether this type of FDI has already become less
important due to economic globalisation. Regarding the history of FDI in
developing countries, various empirical studies have shown that the size and
growth of host country markets were among the most important FDI
determinants.® It is debatable, however, whether thisis (and will be) till true
with ongoing globalisation.

Traditionally, FDI wasthe only reasonable meansto penetratelocal marketsin
various devel oping countries. For instance, exporting to L atin Americawasno

9. Earlier studies are surveyed in Agarwal (1980); for a more recent overview, see Singh
and Jun (1995) as well as UNCTAD (a, 1998: 135 ff.).
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promising alternative to investing there as local industries were heavily
protected (Nunnenkamp 1997). FDI was used to circumvent import barriers.
The situation has changed considerably in recent times. Many developing
countries have liberalised their import regime, thereby enabling TNCsto choose
between exporting or undertaking FDI. Asaconsequence, purely market-seeking
FDI may decline. UNCTAD (a, 1996: 97) argued that “ one of the most important
traditional FDI determinants, the size of national markets, has decreased in
importance”, even though conclusive empirical evidenceis hard to come by.

It should also betaken into account that the possible decline of market-seeking
FDI islargdly restricted to FDI in manufacturing industries. On the other hand,
market-seeking FDI received amajor push by the opening of serviceindustries
to FDI. Thebulk of FDI in services, which accountsfor arising sharein overal
FDI, ismarket-seeking almost by definition, asmost servicesare not tradablein
the sense of cross-border transactions.

Arguably, the decline of market-seeking FDI in manufacturing may also be
counteracted by regional integration. Policy-makersall over theworld consider
regional integration to be instrumental in inducing FDI. The basic argument
underlying this hope is that regional integration increases market size and
enhances economic growth (IDB and IRELA 1996: 57 ff.; UNCTAD 2000: 21).
Theprocessof EU integration aswell asMexico’smembership in NAFTA are
frequently referred to when looking for empirical support to the reasoning that
regional integration promotes FDI.

| have argued elsewhere that the two examples do not provide a completely
compelling case for an integration-induced risein FDI (Nunnenkamp 2001b).
The effects of regional integration remained temporary in both cases (Figure
8). Apart from the duration of integration-induced effects on FDI, it is for
several other reasonsthat the rel ation between regional integration and FDI is
neither self-evident nor straightforward (Blomstrom and Kokko 1997). First, it
isextremely difficult, if notimpossible, to separateintegration-induced effects
from other influences on FDI, notably, policy reformson the national level.

Second, integration-induced FDI may be concentrated in some member
countries of regional integration schemes, while other member countries do
not benefit at al. Third, anincreasein market-seeking FDI does not necessarily
goaongwith anincreasein overall FDI. The positive effect of higher market-
seeking FDI may be offset if regional integration underminestheincentivesto
efficiency-seeking FDI by raising trade barriers against non-member countries.

We are, thus, back to the question whether economic globalisation has changed
(or will change) the rules of the game in competing for FDI. In various
developing countries, market-seeking FDI was concentrated in sophisticated
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manufacturing industriesin which host countrieslacked comparative advantage.
Import protection supported high rates of return so that the efficiency and
international competitiveness of market-seeking FDI was not amajor concern
of foreign investors (UNCTAD a, 1998: 253). By contrast, international
competitiveness of local production, including local production by foreign
investors, becomesthecritical factor if globalisation aterstheform and purpose
of FDI.

Globalisation, essentially, meansthat geographically dispersed manufacturing,
dicing up the value chain and the combination of marketsand resourcesthrough
FDI and trade are becoming major characteristics of the world economy.
Efficiency-seeking FDI, i.e. FDI motivated by creating new sources of
competitiveness for firms and strengthening existing ones, may then emerge
asthe most important type of FDI. Accordingly, the competition for FDI would
be based increasingly on cost differences between locations, the quality of
infrastructure and business-related services, the ease of doing business and
theavailability of skills.

Figure8: Regional I ntegration and Attractivenessto FDI: FDI FlowstoEU,
Mercosur and M exico (sharein wor ld-wideflows), 1985-1998
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This scenario, obviously, involves major challengesfor devel oping countries,
ranging from human capital formation to the provision of business-related
services such as efficient communication and distribution systems. Put
differently, the challenge is to create assets that can provide a competitive
edge. Furthermore, it may turn out to be critically important to realisethat FDI
and trade would no longer be substitutes, but rather be driven by a common
set of determinants. Developing countries, which were to restrict imports of
capital goods and intermediate products, would have no reasonable chance to
becomeintegrated into international sourcing and marketing networksof TNCs.

3. BusinessFacilitation: Costly, but not Effective?

To alarge extent, business facilitation relates to one of the factors mentioned
already in the context of efficiency-seeking FDI, namely, the ease of doing
business. However, asindicated in Figure 7, promotional efforts may well go
beyond narrowly-defined business facilitation and include fiscal and tax
incentives. Thelatter arewhat Charles Oman (2001) hasrightly labelled asthe
perilsof competition for FDI.

Businessfacilitationis, typically, dealt with by investment promotion agencies

(IPAS):

* |nvestment-generating measures of IPAsinclude FDI campaigns, industry-
specific FDI missionsand targeting particular TNCs. Particularly, thelatter
reveals the shift of IPAS' activities from image-building to more specific
FDI generation. A survey conductedin themid-1990samong 81 | PAsshowed
that agreat majority of them tried to identify and attract foreign investors
(UNCTAD g, 1998: 101).

* |nvestment-facilitation services consist of counselling, speeding up the
approval process and assistance in obtaining permits. These services are
often provided by “one-stop shops’.

* |n addition, after-investment services related to day-to-day operational
matters are offered to established foreign investors.

Underlying many of these measures is the governments' wish to do morein
terms of pro-active policies, given that FDI liberalisation alone suffers from
diminishing returns. However, thereisatrend towards aconvergence of policies
and practices, not only with regard to FDI liberalisation but also in the area of
businessfacilitation. This may have tempted governmentsto enter into another
race of competing for FDI by offering tax incentives and outright subsidies.

“Bidding wars” among governments may create major distortions in the
allocation of investment resources. Subsidies discriminate against sectors and
projects not targeted by incentives. Especially smaller investors and local
investors may suffer discrimination. Moreover, “bidding wars’” may be very
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costly and weaken public finances. While these costs are difficult to measure,
Oman (2001) collected some evidence, according to which subsidies granted
toforeigninvestorsin theautomobileindustry soared from lessthan US$20,000
per job created in the early 1980sto more than US $200,000in severa instances
inthe 1990s. UNCTAD (a, 1998: 102) noted that the use of investment incentives
has proliferated; the range of incentivesto foreigninvestorsand the number of
countries that offer incentives have both increased since the mid-1980s.

Incentives-based competition for FDI has become pervasive not only among
national governments, but also among sub-national authorities (Oman 2001).
Moreover, this type of competition is particularly fierce among neighbours,
e.g. governments in the same region. This may render it fairly difficult to
strengthen co-operation among IPAs in a regional context. It is at least
guestionable whether competing agencies are eager to engagein an exchange
of expertise and experience, unless they realise that “bidding wars’ are
counterproductive and unlikely to induce more FDI.

Economists have long argued that the use of discretionary fiscal and financial
subsidiesto attract FDI isineffective. Thisisone of thefew FDI-related issues
onwhich economiststend to agree.1° Ironically, it is precisely where economists
claim to have presented conclusive resultsthat the gulf between expert advice
and actual policy-making is particularly wide. Policy-makers arguethat, even
though discretionary incentivesdo not rank high among major FDI determinants,
such incentives can make a difference at the margin. Investment decisions of
foreign investorsare considered to be atwo-stage process: after thelocationis
broadly determined and potential candidates within a region are short-listed
according to economic fundamentals, thefinal site selection may beinfluenced
by fiscal and financial incentives.

Thisreasoning isplausible, but themajor problem facing policy-makersremains:
incentives-based competition among short-listed countries may easily
degenerateinto costly “biddingwars’. Pro-active FDI policiesare atwo-edged
sword. A co-operative approach may help prevent costly “bidding wars’, but
the difficulties in orchestrating and enforcing effective co-operation among
competitors should not be underestimated, not least because co-operation
must involve local authorities, in addition to national governments. The real
test comes when investors start playing governments off against each another
to bid up the value of incentives. Moreover, it should be kept in mind that no
promotional effortsor incentiveswill help attract significant FDI, if economic
and political fundamentals are not conduciveto FDI.

10. For a survey, see Pirnia (1996).
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IV
Growth Effects of FDI:
I nsufficiently Explored Territory

FDI is widely considered an essential element for achieving sustainable
development. Evenformer criticsof TNCs, e.g. UNCTAD, expect FDI to provide
a stronger stimulus to income growth in host countries than other types of
capital inflows. Especially after the recent financial crisesin Asiaand Latin
America, developing countriesare strongly advised to rely primarily on FDI, in
order to supplement national savings by capital inflows and promote economic
development.

FDI isperceived superior to other types of capital inflowsfor several reasons:

® |n contrast to foreign lenders and portfolio investors, foreign direct
investors, typicaly, have a longer-term perspective when engaging in a
host country. Hence, FDI inflows are less volatile and easier to sustain at
timesof crisis.

® Whiledebt inflows may finance consumption rather than investment in the
host country, FDI ismore likely to be used productively.

® DI isexpected to have relatively strong effects on economic growth, as
FDI providesfor morethan just capital. FDI offersaccesstointernationally
avail able technol ogies and management know-how, and may render it easier
to penetrate world markets.

The risk-sharing properties of FDI are undisputed. This suggests that FDI,
indeed, isthe appropriate form of external financing for devel oping countries,
which have less capacity than highly developed economiesto absorb external
shocks. Likewise, the evidence supports the predominant view that FDI is
more stable than other types of capital inflows.'! In Figure 9, the volatility of
different capital inflow itemsis compared by taking the coefficient of variation
(standard deviation divided by mean) as a measure of volatility. FDI clearly
turns out to be the most stable item. Moreover, the volatility of FDI remained
exceptionally low inthe 1990s, when several emerging economieswere hit by
financial crises.

11. For a more detailed discussion, see Nunnenkamp (2001a).
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Figure 9: Volatility of Different Types of Capital Flows in the
1980s and 1990s (coefficient of variation)?
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Theformer Chief Economist of the Inter-American Development Bank, Ricardo
Hausmann, has disagreed that FDI may appear more stablethanitis, asTNCs
may use other ways than repatriating FDI to leave the country: “If aforeign
firm saw a crisis coming and wanted to take money out...it would borrow
domestically and buy foreign assets or repay foreignloans’ (Fernandez-Arias
and Hausmann 2000: 4). Though related to FDI, outflowswould be generated
under an account other than FDI. The empirical evidence of round-tripping of
this sort is open to question. It is hard to imagine, however, that it is as
widespread to account for the pronounced differencesin volatility reported in
Figure9.

The second perceived advantage of FDI, i.e. itsinvestment-increasing property,
ismore debatable. FDI in theform of M& Asissimply achangein ownership
and its effects on overal investment, thus, depend on the use of domestic
resources released by the sale of assets to foreign investors. By contrast,
greenfield investment hasanimmediateimpact on overall investment. It cannot
beruled out, however, that FDI in theform of greenfield investment crowds out
domestic investment.
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Hence, it is essentially an empirical question whether FDI raises overall
investment. The results depend on whether this question is analysed in a
Ccross-country context or in atime-series context. The cross-country study of
Borensztein et al. (1998) revea ed a strong positive effect of FDI on domestic
capita formation.

Other cross-country studies, too, rejected the proposition that FDI crowds out
domedticinvestors. Theresultsof time-series studiesare summarised asfollows
by Lipsey (2000: 74): “We are warned not to expect too much from the time-
series effects of FDI on growth from effects on fixed investment.” According
to Lipsey’s own regressions, past FDI inflows are not a significant positive
influence on the current period’s investment ratio.

The evidence is aso mixed when it comes to the economic growth effects of
FDI. UNCTAD (a, 1999) fails to identify direct effects of FDI on economic
growth, even though various estimates are presented (many of which are
specified in an ad-hoc manner). According to Borensztein et al. (1998), FDI as
such hasno significant growth effectswhen included as an independent variable
in the regression equation.

However, these authors show that FDI contributes to economic growth when
an interaction term, i.e. the product of FDI and a measure of human capital
(secondary school attainment), enters the regression. This suggests that FDI
contributes to economic growth only when a sufficient absorptive capability
of advanced technologiesisavailablein the host country: the higher the level
of education of thelabour force, thegreater the gainin growth from agiven FDI
inflow.

Two recent studies, which compare the growth effects of FDI with the growth

effects of other capital inflow items, have come up with opposing results:

e A study by the OECD Development Centre supported the hypothesis that
FDI issuperior toforeign debt (Soto 2000). FDI (and portfolio equity flows)
exhibit arobust positive correlation with growth. By contrast, debt-related
inflows are negatively correlated with the growth rate in economies with
undercapitalised banking systems. Accordingly, developing countries are
advised to encourage FDI.

® Thisconclusionisrejected by Hausmann and Cortés (2001). These authors
show the growth effects of FDI inflows to be weaker than the growth
effects of long- and short-term debt inflows.
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In summary, strongly positive growth effectsof FDI cannot be taken for granted.
The ambiguous — and sometimes contradictory — empirical findings indicate
that FDI must no longer be considered to be a homogenous phenomenon, as
doneinthestudiesreferred to above, in order to improve our understanding of
thegrowthimpact of FDI (Nunnenkamp 2000b). According to sSimplecorrelaion
analyses, it depends on time-varying and location-specific factors whether
FDI and growth are positively correlated altogether, and which of these
variablesl|eads or lagsthe other. For example, opening up early to FDI inflows,
combined with close integration into world trade, seemsto have strengthened
the FDI/growth nexus. The good newsfor small and | ess advanced economies
is that, according to this correlation exercise, they can benefit from positive
growth effects of FDI asmuch aslarge and more advanced devel oping countries.
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\Y
Summary and Conclusions

Economic globalisation went along with booming FDI in developing countries,
which attracted arising share of world-wide FDI flowsin the 1990s. In various
developing countries, FDI plays a more significant role than in developed
countries. The good news is that FDI is anything but a zero-sum game, in
which one particular country could attract FDI only at the expense of another
country. Additional FDI is likely to take place when new investment
opportunitiesemergein countriesopening up to FDI. Essentially, all developing
countries have the chance to become attractive to foreign investors, not only
large and fairly advanced countries.

When competing for FDI, policy-makers haveto be aware that various measures
intended to induce FDI are necessary, but far from sufficient to do thetrick. For
example, thisappliestotheliberaisation of FDI regulationsand variousbusiness
facilitation measures. Other reforms, such as privatisation, tend to be more
effectivein stimulating FDI inflows, but need to be complemented by reformin
further areas (e.g. competition policy), in order to ensure that FDI inflows are
beneficial. Still other determinants of FDI, which were sufficient in the past,
may proveto belessrelevant inthefuture. The size of local markets appearsto
be the most important case in point.

Globalisation can be expected to induce a shift from market-seeking FDI to
efficiency-seeking FDI. International competitiveness of local production by
foreign investors will, then, turn out to be a decisive factor shaping the
distribution of future FDI. Thisinvolves major challengesfor policy-makersin
developing countries.

In general terms, thetask isto create (immobile) domestic assetsthat providea
competitive edge and attract internationally mobilefactors of production. This
task has various dimensions, ranging from human capital formation and
capacity-building (in order to be able to absorb advanced technol ogies applied
by foreign investors) to the provision of efficient business-related services.
Furthermore, the policy agendaincludescritical trade policy choices: liberalising
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trade in capital goods and intermediate productsis essential in competing for
efficiency-seeking FDI.

Thereissomebad newsaswell. Promotional effortswill helplittle, if at all, to
attract FDI if economic fundamentals are not conducive to FDI. Fiscal and
financial incentives offered to foreign investors may do more harm than good,
especialy if incentives discriminate against small investors and local firms.
Policy-makers should not ignore the—direct and indirect — costs of discretionary
FDI incentives.

Finaly, policy-makers should not expect too much from FDI inflows. Therecent
boom of FDI notwithstanding, capital formation continues to be a national
phenomenon in thefirst place. Strongly positive growth effects of FDI cannot
be taken for granted. FDI is superior to other types of capital inflowsin some
respects, particularly because of itsrisk-sharing properties, but not necessarily
in all respects. The nexus between FDI and overall investment as well as
economic growth in host countriesis neither self-evident nor straightforward,
but remainsinsufficiently explored territory.
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