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Introduction to the UNIDO Industrial Promotion and Technology Branch
Investment Papers Series

The UNIDO Industrial Promotion and Technology Branch Investment Papers Seties (IPS)
provides a means for: stimulating policy thinking; improving policy orientation among policy makers;
assisting in the management of investment -- specially Foreign Direct Investment (FDI) - policy craft in
industrialisaton; and disseminating current thinking on investment, and its industrial dynamics and
organisation, in broad relation to the cconomic development within UNIDO’s field of competence.
Attention 1s paid to developing countries (DCs) and transition economies (TEs). The predominant
orientation of IPS s FDI, investment policy, policy management, co-ordination dynamics of
Multinational Enterprises’ (MNEs) organisation, forcign market servicing strategies of MNEs, global
production networks, and collaborative forms of competition by MNE:s in relation to industrialisation.

The effcctive, and efficient, management of the policy and structural dimensions of FDI, broadly
encapsulating trends in the industrial organisation of international production and servicing, is
increasingly viewed as crucial to cconomic development. The systemic aspects of MNEs, management
of internattonal location of production in terms of economy-wide incentives, institutional generation of
knowledge and flows of FDI (and domestic investment) present policy challenges to DCs and TEs.

Strategic decisions at government level concerning the articulation of policy instruments, and co-
ordination of supporting institutions with respect to the economy are vital to creating competitiveness
and sustaining total factor productivity growth. Domestic investment in DCs and TEs presents
oppottunities for F1D1 to be harnessed to increase productivity fot socio-economic advance.

The Reviewers of IPS welcome papers and work in progress, on aspects of FDI in DCs and TEs
within UNTDO’s field of competence. The expectation is that submissions will focus on FDI policy -
craft, analysis, formulation and implementation -- in relation to economic develobment. IPS will be

published electronically on the UNIDO website as well as in hard copy form.
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ABSTRACT

This paper indicates the broad pattern of Foreign Direct
Investment at global and regional levels and addresses the
key problematic of asymmetties within the pattern as well
as the major issues pertinent to developing countties in
crafting policies to attract and retain Forcign Direct
Investment. The major issues are seen as how devcloping
countries exploit motvations for Toreign Dircet
Investment; the ways in which developing countries can
maximize positive externalitics from Forcign Direct
Investment while minimizing negative spillovers; and the
empirical evidence indicating that, with well-articulated
policies, the benefits of Foreign Direct Investment can be
substantial for the industrial development of developing

countries.



1 INTRODUCTION

The pressing issues within the dynamics of international capital flows and the organisational
behaviour of the principle actors in the wotld economy, Multinational Enterprises (MNEs) and the
state [Stopford, Strange and Henley (1991)], are best examined through a lens that focuses on the
international business of Foreign Direct Investment (FDI)'. While a positive economics, in contrast
to a normative perspective, is assumed in this paper, a major issue of contemporary concern is one
that relates FDI to increasing industrialisation and the reduction of poverty {(or rather increasing the
rate of wealth creation). Hvidence suggests that not only does increasing FDI stock to GDP ratio
positively cotrelate with a decreasing share of the population living below US$1 per day [OECD
(2002)] but also increases in FDI are cotrelated with industrial development [UNTDO (2002); World
Bank (1993)].

Nevertheless, firstly that FDI flows, and resulting accumulations of FDI stock, are
asymmetrically distributed between the industrialised and developing countries (DCs)” in powerful
favour of the former is provided by well-established empirical evidence and research [UNIDO
(2002); UNCTAD (1991-2002); OECD (2002); Buckley and Casson (1976, 1985)]. Secondly, and
equally well founded, is the highly sk;:wed distribution of FDI across the geo-economic landscape olf
the developing countries [UNIDQ (2003)] benefiting a few hosts at the expense of the majority”.

These twin asymmetries find challenging industrial expression, at the meta- macro-, meso-
and micro-economic levels, first in terms of the global growth in FDI% secondly, in terms of the
predominance of the TRIAD of Notth America, Europe and Japan as hosts to, and sources of, FIDI;

thirdly, in terms of areas of robust regional growth’; and fourthly, in terms of the local embedding of

! See Foreign Direct Investment in Southeast Asia — Experience and Future Policy Implications for Developing
Countries, Reports of UNIDO Expert Group Meeting (EGM), 21-23, March 2005, Bankolk, Thailand.

2 Economics in transition ate included in this categoty for brevity.

3 See UNTDO (2003), Table2, p. 4 for the profile of FIDI shares that accrue to developing regions.

4 Global flows increased from US$52.2 Billion in 1980 to US$1,436.2 Billion in 2000 — a 27-fold increasc.

5 For example: the growth corridor of Eutope that mins in an arc form Southeast Britain via the engineering heartland of
Germany to the innovation parks of Southern France and Northern Italy; the growth triangles of South East Asian; and
special economic zones of Coastal China.



FDI decisions at individual cities and localities that display an attractive dynamism®. The
asymmetries in the growth pattern of FDI can be explained econometrically by differences not only
in cost structures between countries but also, and perhaps more importantly, because governments
and their policies differ in credibility [Janeba (2001)].

This paper does not take issue either with the problematics of measurement [Lchmann
(2002)] or distinction between gross and net FDI, and their statistical terminology. Tt takes it as
given that the FDI increases recorded by the IMF in its international finance statistics are
representative.  But this 1s far from a trvial matter because, in the co-operative and conflictual
bargaining relationships between host governments and investors, firms” investent choices concern
different components of FIDL

Since about 1980, two key developments have determined the industrial organisation of
Multinational Enterprises (MNEs) and increases in FDI activity. The first is the extension of policy
libetalisation, under multilateral trade agreements and pressures for structural adjustment, as well as
intensive competition between countries focused on capturing the beneficial impacts of FIDI [Oman
(2000)]. This liberalisation has led to decreasing costs of both cross-border trade and FDI. The
second is the spatial location and dynamic distribution of manufacturing and services (in both
horizontal and vertical FDI) within industrialised and across developing countries, and especially in
Southeast Asia. This spatial distribution -- manifest increasingly as global producltion networks -- is
driven by MNEs’ competitive search for efficiency gains in response to increasing production costs
and the perils of exogenous shocks’, and is hallmarked by the strategic integration of MNE

headquarters, substdiaries and affiliates.  With respect to Southeast Asia, this distribution has

% For example Singapore and Bangalore on onc hand and the cluster of northetn “Maquilladora® cities of Mexico on the
other hand.
7 Such as the 1973/74 and 1979/81 ol price shocks.




distinctive trade characteristics, exemplified by Vertical Intra-Industry Trade (VII'T) and exports in a
relatively narrow range of product categories”.

Notwithstanding the argument about the balance between the quantity and quality of FDI,
since 1980 relatively few developing countries (o regions) have demonstrated a consistent capacity
for, and capability in, attracting significant levels of FDT’. There has been a significant growth of
foteign investment flows to IDCs and least developed countries (LDCs) from below US$50 billion in
1990 to about US$200 billion in 2000 [UNIDO (2003)]. The distribution of this growth is presented
in table 1- regional FDI inflows for 1980-2001, % of total. Global FDI flows grew from US$52
billion (1980} through US$202 billion (1990) to a peak of over US31,400 billion (2000) before falling

off to US$490 billion (2002).

% In the electncal machinery industry, the share of VIIT in total trade in East Asia grew from 31% in 1996 to 43% in
2000. With respect to the share of Japan’s total trade with the electrical machinery industry in the five main Southeast
Asian economices, the figures are as follows: Indonesia 2% (1988) to 39% (2000); Malaysia 40% (1988) to 34% (2000},
Philippines 16% (1988) to 55% (2000); Singapore 17% (1988) to 43% (2000): and Thailand 16.5% (1988) to 41% (2000).
Source: Fukao F., Ishido H., Tto K. (2003) Vertical Intta-Investment and Foreign Ditect Investment in Fast Asia,
presented originally at the 15" Anmul Trade Conference, New Development in International Trade, 10-11* December
2002, Tokyo, p. 10, Figure 2-6(b).

? See UNIDO {2003) and UNCTALD (2002, pp. 25-26) for a view of the FIDI potential and performance indexes of
industrialized and developing countrnes. It should be noted that for many developing countries, absolute levels of FII
may be less significant than the FE2I to GDP, FIDI to gross capital formation and FDI per capita ratios.
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Table 1: Regional FDI Inflows for 1980-2001, % of Total!

1980 | 1981 | 1982 | 1983 | 1984 | 1985 | 1986 | 1987 | 1988 | 1989 | 1990
Industrialiced Countries 89.04f 68.69 50.22 66.92| 72.76| 75.09] 84.50| 90.03| 85.85 87.03] 85.19
North Africa 0.25 | 0560 049 081 157 254 1.31| 0.78 052 0.85 0.56
Central Aftica 0.43 037 057 082 01¢ 1.25 040 031 025 0.06 -0.17
Western Ajﬁa‘a -0.97) 099 115 .88 053 0.85 016 0.63 030 1.08 0.44
Eastern and Southern frica 0.58 6.18 0131 0.1¢6] 017 0300 0.23- 024 015 022 0.25
Latin America 12.33) 1298 1254] 11.01] 749 1033 537 290 4.79 4..02 4.05
IWest Avia and Europe -6.42| 10.37) 21.21 10.98] 9.63| 172 t.54) -0.73 030 0220 1.28
South and Last Asia 475 585 7.69 842 171 791 649 584 7.43 652 840
r U P e e e 1
iTOTAL REGION 106.00|100.00 100:00 100.00/ ;00.00 100.00/100.00100.00{100.00(100.00100.00

1991 | 1992 { 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001
Industrialised Conntries 76.000 72.82] 70.06| 62.43 69.98 65.96| 65.20| 74.51| 82.20| 85.75| 86.62)
an‘b AAfrica 052 090 074 090 026 022 027 029 015 0.17 0.08
Ceniral Africa 0420 027 0110 0.05 009 002 002 018 021 0.00 N/A
Western Afn*:m 0.61) 051 071 099 051 059 051 0.24] 016 0.02 N/A!
Fastern and Southern Africa 0.2 019 002 01§ 029 026 026 0.22] 013 0.07 N/A!
Latin America | 837 9.00( 636 11.91 939 11.84 14.37| 10.71] 815 5.21| 7.80
West Asia and Furope 139 L64 1.50 0.83 -0.06 G.83 1.22| 1.07] 031 0.12[ 083
South and Eiat Asta 12.46) 14.68 2050 2271 1953 20.27| 18.13 1277 862 868 4.66
;';OTAL REGION 100.00/100.00(160.00{100.00{100.00:100.00,100.00{100.00/100.00{100.00| 100.00,

T SOURCE: UNIDO Statistics compiled from Tnternational Finance Statistics (from International
Monetary Fund) according to UNTDO List of countries and areas included in selected groupings in the
International Yearbook of Tndustrial Statistics 2002
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Table 1 also shows that, in terms of share of FDI, while Industtiaﬁzed Countries" have
maintained their lion’s share (dropping from 89% to 87%) over two decades with a low point of
56% in 1982 and a high point of 90% in 1987, four Aftican regions' ', West Asia and Europe12 have
llost out heavily to the countries of South and East Asia and Latin Amcrica. Within Asia the main
hencficiaries of cumulative FDI inflows over the two decades hévc been the countries of South and
East Asia, in particular China, Hong Kong, Singapore and Malaysia; in Latin America — Brazil,
Mexico, Atgentina and Chile have attracted large volumes of internationally mobile capital. Since
1990, the investment flows to Sub-Saharan Africa have collapsed. In 2000 FDI mflows were
relatively low and extremely so for the four African regions that received only 0.26% of the total
FDI inflows. Cumulatively Egypt, Nigeria, Angola and Tunisia have received the bulk of the low
volumes of FDI to Africa. In West Asia and Europe, the largest cumulative flows of FDI have been
hosted by Saudi Arabia, Turkey, Bahrain and Croatia. Latin America, having performed relatvely
weakly in attracting FDI in the later part of the 1980s, has proved a stronger magnet for DI in the
1990s. South and East Asia has consistently shown improvement in attracting FDI throughout the
last 20 years {despite cyclical downturns} until the hiatus of the Asian economic crisis of 1997.

In general, among developing countries, South East Asia’s performance appears to have out
competed Latin America and Africa and in particular Sub-Saharan Africa’s performance appears
with few exceptions”, to have dimmed considerably. Within the constraints dictated by the Scylla
and Charybdis" of government failure and market failure [Wolf (1979,1988); Le Grand (1991);
Greenwald and Stiglitz (1986); Le Grand, Propper and Robinson {(1991)] and implicit in the

differentiated national and regional performance the central tssue is that different government

10 As defined by UNTDO in Industrial Statistics.

1 North Africa, Central Africa, Westetn Africa, Eastern and Southern Africa.

12 According to UNTDO classification, this group comprises only countries of the former Yugoslavia as Furopean other
European countries and that of the former Soviet Union are comprised under Industrialized Countries.

13 Resource-secking FDI into oil /gas/mineral locations on the one hand and efficiency-seeking FDI into South Africa,
for example, on the other hand.

4 Tn Greek mythology, the two immortal and trresistible monsters who beset the narrow waters traversed by the hero
Odysseus in his wanderings (later localized in the strait of Messina)f Britannica, Vol. 10, p.576].
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policies, in so far as they attenuate or strengthen industry structure on the one hand and moderate or
amplify transaction costs on the other hand, have created different combinations of increases
(decreascs) In market impetfections that tepel or attract the attenti;)n of MNE’s FDI.

The factors that animate the morphology of international FDI, its flows and industrial
dynamic [Dunning (2000, 2003)j, such that the aforementioned asymmetties are persistent, need to
be disclosed in terms that can be captured, and internalised, by the decision-making structures and
policy communities of developing countries. The morphology of FDI appears to be characterised
essentially by two vectors in dynamic tension. The first is constituted by the spatial, but uneven,
distribution of productive assets and their inherent stages of production. This distribution, which is
hallmarked by the interactions of MNEs, changes constantly as MNEs competitively configure and
recalibrate their operations and relocate them in response to competitive pressures. The second
vector Is rooted in the capability of MNEs for governance, by managerially co-ordinating and
controlling the functional relations of sourcing, technology, production, matkéting and servicing
within their organisation. Whercas, the first vector is disintegrative, the second is integrative [Bartels
and Pass (2000); Dicken (2003)]. These fundamental features of modern industrial organisation arc
motivations for renewed policy action and need to be more fully apprccizited by a wider leadership in
developing countries. Furthermore, the cfficiency of modetn industrial systems, and differentiated
manufacturing stages thercin, is such that there tends to be over capacity in productionls. The
implication of this broad view of industrial dynamicé and investment is that, in gencral, developing
countries, and in particular the less developed countries (1.DCs), have to work harder and smarter as
pétential hosts to capture the FDI attention of the approximately 65,000 MNFEs and their over
850,000 subsidiarics that together account for about two thirds of global trade [UNCTAD (1991-

2002)].

13 The present low inflationary profile in industrialized countries and the razor thin profit margins of producers of
- commoditics goods, in China for example is one manifestation of this trend.
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Regarding the integration of wotld economic activity, it 1s noteworthy that at the global
level, three major divergences, with profound implications for developing country host government
FDI policies, have occurred since the post war ém. Fitst, in the face of falling barriers, post-1960,
global trade rate of growth far exceeds that of global production implying trade as the integrating
factor. Secondly, post-1985 global FDI rate of growth far exceeds that of global exports. This
imp.lies FDI (notwithstanding the fall off of FDI between 2000 and 2003) and inter-, intra-firm
transactions have superseded trade as the integrating factor of the global economy [Dicken (2003)].
And thirdly, capital and financial market performance indicators'® between high-income and middle-
and low-income countries have diverged. Thus implying that the role of capital markets is
increasingly crucial to the operationalisation of DI, which in turn is correlated positively to capital
raising, stock market listng and securtties trading in international financial centers [Claessens,
Klingebicl and Schmukler (2002)].

The rest of this papet is organized as follows: part 2 addresses the underlying rationale to the
motivations for FIDT and advances the case for an improved appreciation of these motivations by
the policy communities in developing counties. The motivations ate set in the "context of
government and market failures. Part 3 looks at the issues of the costs and benefits of FDI, in terms
of positive externalities and negative spillovers that need to be evaluated for policy choices within
the international regulatory framework provided, inter alia, by the WI'O. Part 4 concludes with a
view on the petsistence of the asymmetries in FDI flows and the impact of the services economy on

future directions of FDI.

16 Market capitalization /GIDP; value traded domestically/ GDP; capital raised abroad/GDP; value traded abroad / GDP.

14



2. FDI RATIONALE, MOTIVATIONS AND THEIR EXPLOITATION BY
DEVELOPING COUNTRY HOSTS
The basic premise hercin is that governménts of developing countries select policy choices
to attract I'DI in relation to overall economic development goals. These goals are encapsulated by
the aim of wealth creation thtough industrialisation efficiencies that are gained ultimately from
increases in total factor productivity growth. There is general acceptance that government policies
and their effective articulation can be important determinants of FDI. However, among the stark
realitics facing developing countries is one of boundedness. Local economies, and the states which
exercise sovereignty over them, are location bound. However, the spatially distibuted and
internationally lntegrated soutcing, technology, production, marketing and servicing FDI of MNEs
are not territorially bound. The latter operate strategically as inter locking matrices of networks
[Kim, Park and Prescott (2003); Egelhoff (1988); Birki.nshaw (1996); Lawrence and Lorsch (1967)].
The territorial freedom of these cross-border networks, and their organisational functions, present a
“major challenge to developing countries as they attempt to capture DL
The necessaty, but insufficient, conditions in which motivations for FDI are actualised by

»1 T, and when fulfilled, they manifest as an enabling host

MNEs appear as an investot’s “wish list
- environment. The sufficient conditions are framed by the taxonomy of FDI motivations' [OECD
(2002); Dunning (2000); Brook and Buckley (1988)]. The taxonomy reduces parsimoniously to firm

specific advantages of ownership that are matched with national location specific advantages and

ovetlaid by internalization advantages that allow MNEs to exccute cross-border transactions within

17 15t Political stability (because capital investments are time framed longer than incumbency of clected governments or
electoral cyclc), 2- Economic stability (cconomic strength through “fabric’ of inter-transactions, intermediation, sub-
contracting that is robust), 3 International outlook (global in thinl\ing/ behavior with respect to best practice and
policy framework), 4%- Government regulations (clatity and consistent interpretation of rules; purpose of regulations),
5t Tafrastructure (distribution logistics cfficiencies and operabilities; data communicatons /infrastructure), 6- Labour
(profile of skills), 7*"- Banking/Finance (strong intermediation capabilities and capacities), 8- Government attitude
(service onentation), 9"- Local business infrastructure (backward and forward linkages) and 10%- Quality of hfe
(personal safety /health/education lifestyle).

1 Host market-oricnted {comptising socio-demographic and socio-cconomic propertics); cost-oriented (constituted by
cfficiency propetties of production); vertical integration orented (involving the input-output relations of raw matenials
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the organizational boundary of the firm rather than through external markets (“.rhich arc subject to
Williamsonian market failure™).

The boundedness of sovereign economies with respect to MNIs FDI implies that, on
balance, host countries would need to pay crucially more policy attention to motivations related to
location specific advantages. The sequencing of resultant poﬁcy measures cannot be effected in
tsolation from what other governments may be crafting in response to pressures to increase their
share of FDDI. The direct and indirect cffects of one government’s policy framewotk concerning the
macro-economic -- fiscal and monetary -- variables as well as capital controls, transfer pricing,
mergers and monopolies, labour relations, intellectual property protection tights and privatsation
would need to be seen not only in terms of the relative level of cross-national differences but also in
terms of the relative rate and direction (pro- or anti-FDI) of change in those policies. For example,
privatisation may not neccessarily lead to increased FDIT if a neighbouting country has a more
extensive programme coupled with a liberalised trade regime.

That said, government policy reflects the collective interests of the dominant social-
economic groups, which control the apparatus of the state [Olson (1967)]. The national and
regional articulation of a given set of government policies that produce matket impetfections to
foster conditions conducive to FDI may have variations that have countervailing effects on FDI..
One illustration is government procurement aﬁd to what extent it is discriminatory - are all FDI
subsidiaries prevented from bidding irrespective of location within tl-lc country or are foreign owned
domestic firms granted the same bidding rights as domestically owned firms? The former case
represents a higher level of market imperfection compared to the latter which has a positive impact
on FDI since government markets can be contested through FIDI with, for example, mergers and

acquisition entry modes. Another example is inbound trade quotas in that such a policy increases

and intermediates); invesiment climate oriented { related to “soft” and “hard” infrastructure); response to “pull” forces
(from distributions or agents); and response to “push” forces (from soutce country).
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['DI in the protected matket. However, FDI may actually increase not in the protected market but
in a third host that eithet faces no quotas or has unfilled quotas [Brewer (1993)].

At the regional level, reflecting trade-creating and/or trade-diverting outcomes of trade
arrangements, regional FDI arrangementsz” can decrease intra-regional market imperfections thus
increasing intra-tegional FDI. When coupled with common external tariff protocols, such
agrcements can also increase DI into the region.

Due to the networked nature of integrated intcrnational production, policy makers in
developing country hosts need to perceive MNEs FDI as a multifaceted organisattonal decision
process that evolves over time with respect to entry mode, reinvestment, intra-company debt
transfers and project expansion as well as industry sector competitive dynamics. This presents a

majot challenge for the analytical capacities of investment boards, investment promotion
agencics and institutions in developing and least developed countrics that must cngage in policy

analysis and advocacy, and feed advice into national decision-marking structures.

12 Williamson (1975) refers to market failure due to dynamic complexity, bounded rationality, information asymmeteies,
asset specificity, the dominance of the few in industry supply and demand factor markets, and opportunism.
B For example ASEAN Investment Area, Andean Common Market.
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Table 2: Comparative policy effects on market impetfections and inward FDL.

Effect on market imperfection

Effcect on FDI || Increase Decrease
Increase * Protectionist import * Liberalization of FDI regime
policies *  Privatisation
® Weak IPPRs * Foreign exchange
= Subsidies on In-FDI convertibility
® Undervalued exchange rate * Anti-dumping policies
" Weak competition policy * Import duties on subsidized
* Procurement discrimination exports from other countties
vs. foreign (non-domestic) * National treatment
firms * Strong competition policy
*  Technical standards » Tariff debates on imports for

export otiented [FI 1
" TLiberalization of trade

restrictions A
Decreasc *  Overvalued exchange rate » Strong anti-monopoly policy
= Restrictions on In -IFDI enforcement
= Price controls *  Strong arm’s length transfer
* Import restrictions on FDI pricing policy enforcement
inputs
= Export controls on FD(I_
outputs
*  Restrictions on capital
access
® Restrictions on capital !
repatriation >

Adapted from Brewer (1993)

‘The analvtical challenges of policy formulation and dynamic reconfiguration of policy
presented by table 2 are not to be underestimated. Ior cxample, incentives such as subsidised loans
can alter the ratio of foreign to local in the capital structute of the FDI and hence the relative
volumes of foreign to domestic investment. The FIDI motivations referred to earlier therefore need
to be appreciated as being amenabl;;a to amplification by the policy prescriptions of developing

country hosts. However, changes in policy need to be set in a tri-lateral policy framework of modal
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neutrality, market contestability and policy coherence™. Signalling changes in policy would need to
be well-timed, transparent and consistent with oxrq;rall industrial development goals.

Host governments therefore have to select carefully what FDI motivations they wish to
target and consequently bargain for over time with policy scttings that change according fo the
nation’s developmental stage. However, they have to make their selections with respect to state-firm
and state-state relations in the context of policy competition for FDI [Oman (2000)]. This in turn
implies not only specifying policy for inter-industry linkages and technology requirements but also
implementation strategics that pay attention to the regulatory behaviour of national institutions in
attracting FDI.

With respect to developing and least developed countries positioning themselves to
successfully exploit the motivations for FDI, fundamental questions remain. How do DCs and
LDCs configure institﬁtionally their policy settings to capture FDI efficiently when the settings need
to address non-tariff barriers, technical bargiers to trade, technical standards, TRIPS and TRIMS™
What is the configuration of obstacles that prevent the knowledge-based institutions in IDCs and
LDCs from contributing more significantly to FDI policy research and analysis? How may the
obstacles be overcomer  Given the established positive link between regional integration
arrangements (RIAs) and FDI [Yeyati, Stein and Daude (2002)]* what mechanisms and processes
are available to DCs and LDCs for overcoming fragmented regional markets (especially those in
Africa)? How do DCs and 1.DCs ‘race to the top’ in attracting FD1 in preference to the ‘race to the

bottom” through incentive wars?

21 Modal neutrality describes policies that allow forcign investors to decide for themselves how best to serve the markets
they enter. Market contestability embodies the ability of both foreign and domestic investors to compete on a level of
playing field for the factors of production. Policy coherence refers to the degree of internal consistency of objectives,
FDI policies and interpretation of policies, in their regulatory form, across a range of issues and at different level of
Government.

22 'T'rade Related Intellectual Property Rights and Trade Related lnvestment Measures.

2 The regression analysis study of FIDT stocks from 20 OECD source countries to 60 host countries between 1982 and
1998 comptising 6768 observations shows that on average common membership in a RIA comnprising a free trade area
with a IFDI source country increases two-fold the bilateral stocks of FIDL
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Assuming that DCs and LDCs can exploit favourably the motivations for FDI, such that
DI is directed to strategic wndustrial sectors, there remain equally important issues about the
comparative benefits and costs of FDI and their macroeconomic impact on host economies.
Uldmately, DCs and LDCs need to maximize benefits while minimizing costs in a sequential
dynamic of calibrating and recalibrating their investment regimes as a function of their evolving stage

of devclopment, and changing industrial development goals.

3. BALANCING THE EXTERNALITIES FROM FDI IN FAVOUR OF THE

POSITIVE

For our purpose, the issues concerning benefits and costs of FDI are more usefully
examined in terms of externalities (or spillovers) and whether in sum they can be made positive in
favour of the developing host. Whereas externalities are viewed often 1 macro-economic terms,
from the perspective of industrial development, positive externalities are best seen at the enterprise
level, because FDD1 dedisions are ultimately business decisions. The tentacular presence of MNEs in
a latge number of DCs and LDCs has focused attention on MNEs as -organisational powerhouses
with economic capabilities that often transcend that of individual sovereign states. As indicated
pteviously, a country is, by definition, a fixed entity; the MNE, in contrast, constitutes a package of
resources, which can be deployed between countries. As the deployment takes the form of ‘slicing
and dicing’ industry and firm value chains, and their subsequent location across borders for
manufacturing goods in different stages at different locations which add value at each state, ensuring
a balance in favour of positive externalities represents major challenges to DCs and LDCs.

The challenges presented by the relative costs and benefits of FDI are usually framed on the
one hand by the impact on national economies in tetms of relative loses and gains between
industrialised sources of, and XCs/L.DCs host to, FDI. And on the other hand by economic as well

as socio-cultural effects. The externalities (spillovers) should not be considered in isolation from the
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various interest groups24 who are affected by FDI. The inherent issues revolve, infer alta, about
differences in deceleration or acccleration in output and employment; advances or declines in the
balance-of-payments and trade; and decreases or increases in competitivencss. There are also
considerations of capital, skills, resources and technology transfer dependence by the host on the
source of FDI. Furthermore issues of sovereignty and the possibilities for manipulative transfer
pricing by foreign investors [Plasschaert (1994)], the creation of DI enclaves and the
encouragement of rural-urban migration as well as cultural change resulting from FDI, impose
additional policy challenges on decision-makers in DCs and LDCs.

The ‘obvious’ benefits arise in general from the well-acknowledged fact that FIDI helps to fill
a number of ‘gaps’ including those of technology, capital investment, foreign éxchangc, management
and budget. Howevet, these are beneficial in sum only if firstly the host can capturc cfficiently the
associated externalities, and secondly, if the returns on FDI are not entirely absorbed by the investor.
Issues_ that arise concern macro-economic effects and improvements in terms of trade gained
through access to, and integration with, the marketing networks of MNEs, which have to be
welghed égainst ‘crowding out’ problems.

At the intra-country level, the potential benefits of lower consumer prices and higher labour
wages from domestic market servicing FDI would need the riders — which groups of consumers,
and what domestic sectors may loose out? Additionally, what is the quality of jobs being created -
low capital to labour ratios capable of upgrading or not? Is labour unionism emasculated or will
conditions be conducive to higher ratcs of training? And with respect to inter-sectoral inequalities,
to what extent is rural-urban drift affecting agri-business for those DCs and 1.DCs whose economies
are primatily commodity and resource driven?

Regarding the competition and monopoly aspects of FDI, precisely because MNEs have

overwhelming firm specific advantages -- referred to as monopolistic-oligopolistic advantages by Lall

2 Government, workers in labour unions, customers and consumers, supplicrs and competitors.
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and Streeten (1977) -- relative to domestic firms, without robust policies, FIJ1 can lead to market
fallure, manifest in resource misallocation, higher local pricing [Vaitsos {1974}, lack of choice and
alteration of local consumption patterns. The positive externalities manifest, as benefits of FDI
would need to be weighed against the cost of offering inqentives. Here, the central question is to
what extent do DCs and LDCs compete to offer incenttves in a race to attract FDI in such a manner
that environmental and other standards are raised rather than lowered? This is far from trivial as
different socio-economic groups may loose or gain. Oman (2000} delineates the incentives and
policy competition for FDI among countries and highlights the fact that for DCs and LDCs this
competition comes not only from among themselves but also more importanty from the
industrialised countries which have greater financial resources with which to influence market
impetfections. These issues are not easily tractable and require high quality policy analysis resoutces
on the part of DCs and LDCs investment promotion agencies.

The effect of FDI on national planning revolves about the issue of the fundamentally co-
operative or conflictual bargaining betwecen MNEs and hosts because whereas investors have
piimarily responsibility to ‘their sharcholdets, governments have ptimarily responsibility for their
citizens” welfare. These two sets of responsibilities do not necessatily coincide at all times. Whereas
host governments are primarly concerned with strategic economic security, socio-economic
considerations and ‘potential loss of economic sovereignty; the main considerations of MNEs ate to
do with the rights to intellectual and physical assets protection as well as the unhindered ability to
decide how best to operate their business in terms of deploying and managing human, financial and
technological assets. At a regional level, intra-MNEs trade may negate the social function of the
market when domestic firms are excluded, because of technical incapacities, from MNEs supply
relationships. Despite incentives, without policy coherence, and faced with perceived high taxes,
forcign investors with extensive production networks can indulge in international transfer pricing to

reduce their global fiscal liabilities to the detriment of national balance-of-payments and developing



countty treasuries and thus potentially reducing the effectiveness of national fiscal and monetary
policy.

Regarding the effects of FIDI on economic development, while DCs and 1DCs can benefit
from exemplary indicattons from Southeast Asia and leading countries in Latin America and Notrth
Africa, externalites have to be well-configured for maximizing benefits. For example, the demerits
of FDI can include on the one hand enclave creation that can stimulate uneven development. On
the other hand, an over concentration on resource-oriented FIDI can lead to export earnings that are
subject to relatively large international price flucruations. Anecdotal evidence is available that ‘sweat
shops’ associated with FDI can lead to exploitation of workers and child labous.

Overall, in spite of pressures for mvestment rules™, the above issues present to DCs and
1.DCs the challenge of crafting FDI policies with the requisite system of incentives that ate able to

take advantage of W1T'O non-actionable subsidies.

4. CONCLUDING REMARKS

Notwithstand:mg the complexity of the issues raised above, empirical rescarch indicates that
the crucial areas of impact of FDI on host country effects are: {a) host country wages in terms of
wage con'.lparisons between foreign and domestic investors, and wage spi]lovcré as well as average
wages; {(b) host country prodﬁctivity in terms of productivity compatisons of foreign and domestic
manufacturing as well as productivity and knowledge spillovers to domestic industry; (c}
introduction of new industrics and host country export performance; and (d) host country growth.

The challenge for decision-making structures in 12Cs and LDCs is to fully appreciate the
dynamics of FIDI in gencral, aﬁd within these above mentioned areas in particular, so that FIDI
regimes that are coherent and effective may be created to attract the desired type and quality of

investment. The persistent twin asymmetries of the vast majority of FDI going to industrialized

3 See Noboru Hatakeyatma, The World Need Investment Rules, Financial Times, 19 August 2003, p. 13,
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countries and to a few within developing countries suggest that the bulk of developing countries
continue to face serious issues. The economic and organisational power of MNEs is such that calls
for monitoting their operations™ have been intermittent since the 1970s [Soros (1998); Servant-
Schreiber (1980); Vernon (1971)).

The DCs and LDCs face new challenges with respect to mternational investment —
particularly in service industries. Reflecting the international relocation of production throughout
the 1980s and 1990s, service industries are going global® in search of relatively low costs to perform
an increasing vatiety of business functions which demand gh quality service provision. In this new
round of globalisation, again it would appear that the Indian Ocean Rim countries are capturing the
lion’s share of this FDI in services™. The requirements for DCs and LDCs to set policies to amplify
their location specific advantages in order to attract some of this FIDI in services, so that managerial
skills transfers can be captured, present a serious issue.

Nevertheless, the empirical evidence” suggests powerfully that forcign investors pay higher
wages than their domestic counter parts. Also the presence of FDI raises the average level of wages.
As with wages, productivity studies show that foreign-owned firms demonstrate higher productivity
levels than domestic firms. Even though indications of productivity spillovers to domestic firms are
mixed, the presence of FDI leads to an overall improvement in productivity. Tt is also found that
foreign Investors contribute knowledge, particularly about demand in global markets, to the
domestic economy. Finally, through these combined effects, and the introduction of new production

techniques, FDI is associated with accelerated economic growth.

2 jonathan Birchall, UN looks to keep check on multinationals, Financial Times, 13% August 2003, p.1 and p. 4.

7 See Outsourcing - Service industries go global how high-wage professional jobs are migrating to low-cost countties,
Financial Times, 204 August 2003, p. 11

2 The New Global [ob Shift, Business Week, 3% February 2003, pp. 36-48 for a view on the kind of services being
internationally relocated.

2 See Robert E. Lipsey, Home and Host Country Efforts of FDT, monograph, NBER, 2002, for a comprehensive
review of the literature.
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Of course, precisely becausc accelerated economic growth by definition involves punctuated
equilibrium at sector level and therefore disruption to established domestic economic patterns, the
issue of the preference for the stability of industrial organisation (in terms of traditional skills for
example) over cconomic progress remains to be resolved. There are winners and losers, benefits and
costs, in FDI. Gains would need to accrue to broader rather than narrow interests. Costs and losses

would need to be moderated by DCs and 1.IDCs policy decisions to foster efficient economy, sound

environment and productive employment.
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