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OBJECTIVES OF CHAPTER 4

This chapter discusses the recent trends in Foreign Direct Investment and a few theories explaining those trends. The main goals are to:

1. Describe the importance of foreign direct investment (FDI) in the world economy, and the        

 changing geographic and sectoral patterns of FDI over time.

2. Explain the benefits and costs of FDI for host and home countries.

3.  Present a number of different theories that attempt to explain the FDI rationale

4. Outline the interlinkages between international trade and Foreign Direct investment.

LECTURE OUTLINE FOR CHAPTER 4 

A. INTRODUCTION

1. FDI occurs when a firm invests directly in new facilities to produce a product in a foreign country (This is a ‘Greenfield investment’). It also occurs when a firm buys an existing enterprise (‘Cross-border Mergers and Acquisitions’)

2. FDI flows refer to the movements of FDI during a given period, usually a year. Outflows of FDI represent the flow of FDI out of the country, while FDI inflows refer to the flow of FDI into the country. FDI stock (outward and inward) presents a static picture as of a given moment in time of the accumulated value of foreign-owned assets over the years.

3 FDI and the resulting foreign production (sales of foreign affiliates of multinationals) tend to outpace in growth traditional production and exports of goods and services. 

4. As a result of foreign direct investment activity, there are now some 63 000 multi-national companies in the world with about 800 000 foreign affiliates. Sales of foreign affiliates amounted in 2000 to US$15.7 trillion, which represents almost half of the world’s GDP in the same year. About 80 per cent of these parent firms are based in developed countries.
B.THE DETERMINANTS OF FDI

1. The reasons for FDI can be classified into two categories: the supply side (e.g. lower production costs; lower delivery costs; acquisition of a raw material; offshore assembly or foreign sourcing etc) and the demand side (e.g. new markets; restriction of exports; local presence etc)

2. According to OECD the main determinants of FDI can be grouped in five categories: Investment climate; Cost factors; Marketing factors; Trade restrictions; General factors (eg. expected higher profits). 

C. PATERNS OF FOREIGN DIRECT INVESTMENT

1. World outflows of FDI have expanded at various rates over different time periods but their expansion rate has consistently exceeded the growth rate of the global economy.

2. As a result of a much slower pace of outflows compared to other industrial countries, the share of the United States in the world FDI outflows has steadily declined from over 42 per cent in 1975–1980 to only 14.4 per cent in 1998–2000. U.K has had a similar downward trend in the 1980s and the first half of the 1990s. However, over 1998-2000 the UK has become the world’s top direct investor with a share of about 20 per cent of the world’s FDI outflows.

3. Over the last decade, newly industrialising countries (NICs) in East Asia (especially China and Hong Kong) have been the most dynamic economic group, not only in terms of production and exports, but also as recipients and sources of FDI.

4. The accumulation of the global FDI stock has been accompanied by its changing sectoral composition, with a discernable shift from resource-based and traditional manufacturing to high technology and service industries. Manufacturing is still the leading area in developing countries’s FDI inward stock, while services are the leading sector in developed countries on both directions of FDI flows. An increasing share of FDI seems to be directed at the nations of Central and Eastern Europe especially in relation to privatisation.

D. THE BANEFITS AND COSTS OF FDI TO HOST COUNTRIES

1. In the current global environment, most countries have adopted a policy of ‘pragmatic nationalism’, which lies somewhere between the radical and free market views. It is a flexible approach where a government may limit FDI, or unreservedly accept it and even provide incentives to foreign investors depending on the particular circumstances of the national economy.

2. The benefits to host countries include:

- large size of multinationals and access to international financial markets;

- access to new technologies;

- FDI may bring in managerial skills, increase the productive use of a country's resources;

- increased employment and the creation of new jobs;

- beneficial effect on the host country’s balance of payments, competition and economic growth.

3. The costs to host countries include:

- repatriation of profits by foreign investors will show up as a debit to the host country’s current account;

- adverse impact on competition especially when foreign companies have greater economic strength than domestic competitors;

- concerns (mostly unfounded) about national sovereignty and autonomy.

4. The benefits of FDI to the home countries include an improvement in the balance of payments as a result of the inward flow of foreign earnings, positive employment effects when the foreign subsidiary creates demands for home country exports, and benefits from a reverse resource transfer effect.

5. The costs of FDI to the home country include adverse balance of payments effects that arise from the initial capital outflow, export substitution effects on the current account, and the potential loss of jobs to foreign operations.

6. The pragmatic approach suggests that governments should pursue policies designed to maximise the national benefits and minimise the national costs of FDI
7. Historically, the relationship between FDI and trade for a given product has been characterised by a linear, step-by-step sequential process of internationalisation, running from trade to FDI or from FDI to trade. There are differences in the process of internationalisation of firms in the three main economic sectors. 

E. FOREIGN DIRECT INVESTMENT THEORIES

1. Theory of FDI is less widely accepted compared to trade theory. The global horizons theory identifies internal and external forces which make a firm ‘to go international’.

2. Vernon’s product life theory suggests that firms undertake FDI at particular stages in the life cycle of products they have innovated. However, Vernon’s theory is not as valid today as it was in the 1960s and 1970s, mainly because of the changes in the global production and investment over the last two decades.

3. The internalisation theory suggests that for TNCs vertical FDI is a way of reducing a firm’s exposure to the risks that arise from investments in specialised assets.

PRACTICE ACTIVITIES

True-False Questions 

	1. FDI stock (outward and inward) presents a static picture as of a given moment in time of the accumulated value of foreign-owned assets over the years.
	       T / F 

	2. ‘Greenfield investment’ represents the acquisition of more than ten per cent equity share of an existing operation overseas
	       T / F

	3. ‘Greenfield investment ‘ seems to be more popular with investors than Mergers and Acquisitions.
	       T / F

	4. In 2000, almost 2/3 of the developing world’s FDI outflows were held alone by Hong Kong, China.
	       T / F

	5.The use of the ’book value’ for measuring data on stocks of FDI is likely to 

substantially undervalue assets held abroad, with the exception of FDI of more recent vintage
	       T / F

	6. The developed countries dominate the global FDI outflows, although not to the same extent as in FDI inflows
	       T / F

	7.The dominance of the UK and North America as home and host FDI regions after the Second World War has been gradually replaced by a Triad FDI pattern..
	       T / F

	8. In 2000 South East Asia’s share  of total FDI in developing Asia was three times higher than in the early 1990s.
	       T / F

	9. Services are the leading sector in FDI Inward stock in all 3 major groups of countries: developed, developing and transition.
	       T / F

	10.Foreign ownership is insignificant for Australia’s exports.
	       T / F

	11. The linkage between trade and investment is very strong in retail banking.
	T / F

	12. FDI theories are better established than trade theories.
	T / F


Multiple Choice

1.An Australian company has agreed to invest $17.65 million to jointly develop Asia's largest enzyme plant, in China.

The deal between the Zhangbei Yeast Factory of China and the Australian Marry Ferment (China) Co Ltd will be based in Zhangbei County in Northern Hebei, where raw materials for enzyme production are abundant.

What is in your opinion the major determinant of this foreign direct investment by Australian Marry Ferment?

a.
Barriers to trade

b.
Investment climate (Political stability)

c.
Desire to advance exports of parent company

d.
Cost factors (raw materials, labour)

2.Which country was cited by the 2001UNCTAD Annual report as ‘the most dynamic country in the developed world in terms of recent growth and competitive performance’ ?

a.
Germany

b. 
US

c.
Ireland

d. 
U.K.

3. In the geographic distribution of World FDI, the Triad includes:


a. 
US, U.K and Germany


b. 
US, Japan and China


c. 
European Union, Japan and North America


d. 
North America, Japan and China

4.The benefits of FDI to host countries do NOT include:

a. Transfer of resources (capital, technology and management skills)

b. Increased employment

c. Adverse effect on competition.

d. Substitution for imports that contribute to a trade deficit.

5. Which statement in relation to the internalisation theory is the most correct

a. Internalisation identifies the forces that stimulate a firm to go international

b. Internalisation shows that trade and investment are sequential stages that follow the life cycle of a product.

c. Internalisation explains how a firm can achieve internal economies of scale.

d. Internalisation offers an explanation of why foreign investment may be a more effective market entry method than exporting or licensing.

SOLUTIONS TO PRACTICE ACTIVITIES

True-False Questions

1.
T

7.
T

2.
F

8.
F

3.
F

9.
F

4.
T

10.
F

5.
T                     11.
F

6.
F

12.
F

Multiple Choice

1.
D

2.
C

3.
C

4.
C

5.
D
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