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DO YOU KNOW?

1. What are the various types of foreign direct investment (FDI)?

2. What are the strategic goals of multinational enterprises
(MNEs) undertaking FDI? Do they vary by market and industry?

3. If you were the head of the investment authority of India,
what benefits would you cite to MNE executives to attract
them to establish operations in your country?

4. What drives FDI distribution and patterns—for instance,
why is Africa left out of the FDI mix?

5. Do you believe the liberalization of FDI regimes will
continue in the coming years?

OPENING CASE

Japan Changes Its Mind About FDI

Among the industrialized nations, Japan has attracted
the lowest level of FDI by far. At the end of 2004, its
inward FDI stock amounted to just 2% of GDP,

compared with 13% in the United States and 33% in the
United Kingdom. Historical suspicion of foreigners (the country
was closed to foreigners for two centuries until the mid-19th
century), restrictive regulation (for instance, from 1962 to 1974,
foreign investors were by and large denied full ownership of
Japanese firms and had to settle for a joint venture), high cost
of doing business, and multiple entry barriers ranging from a
fragmented retail system to nepotistic relations between
domestic producers, suppliers, and distributors combined to limit
FDI in the country despite the allure of access to the second

largest market in the world and the availability of a highly
qualified workforce. Shintaro Abe, Japan’s new prime minister,
wants to change that. Building on the initiative of his
predecessor, Junichiro Koizumi, he announced, in the fall of
2006, the “third opening” of the country (the first two followed
the Meiji restoration in 1868 and the Second World War). The
Japanese government has recently placed full-page
advertisements in global newspapers calling on firms to invest in
Japan not only via the establishment of new operations but also
through mergers and acquisitions—the first time a Japanese
government has done so.

Japan’s change of heart regarding FDI was triggered by a
number of factors, ranging from demographics (because of low
birthrates, Japan is projected to suffer a declining population
and labor shortage) to a growing realization that global
competition from both emerging (e.g., China) and developed
(e.g., the European Union) economies necessitates enhanced
openness and the pooling of resources and talent from around
the world. To create a more conducive investment environment,
the government has identified 74 policy measures, covering (a)
increased publicity of investment opportunities, (b) facilitating
mergers and acquisitions, (c) improved administrative
procedures, (d) better living arrangements for foreign workers,
and (e) assigning a larger role in FDI to local governments, who
now compete with each other in attracting FDI. A goal of FDI
reaching 5% of GDP by 2010 has been set, and additional
measures, including the establishment of Special Economic
Zones, have been announced. To increase transparency, 180
laws pertaining to FDI have been translated into English.

SOURCES: Anthony H. Rowley. “New government aims to accelerate
inward investment.” Asian Wall Street Journal, October 27–28, p. 8;
“Foreign firms put their funds into the ‘new economy.’” Wall Street
Journal, November 15, 2006, A17; Japanese government sources.
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60 PART I: CONCEPTS AND THEORIES IN INTERNATIONAL BUSINESS

As the opening case shows, increasing
globalization has captured the attention
of not only entrepreneurs and business-
people but also government officials who

are searching for international business advantages in an ever-changing world.
The active pursuit of FDI for the first time in Japanese history is a signal that the
rules of the game have changed under globalization. The message is clear:
Markets are moving toward international competition, and to prosper, nations
need to tap the resources and opportunities available beyond their borders. To
this end, they need not only to attract FDI to their shores but also to engage in
outward investment in foreign markets. However, as we will see in this chapter,
as well as in Chapters 4, 6, 7, and 10, among others, investment in foreign mar-
kets is full of potential pitfalls. The complexities involved in controlling and
coordinating foreign affiliates that are situated far from headquarters and from
each other, and the uncertainty of operating in unfamiliar environments that
differ from each other and from the home environment culturally, legally, and
politically, represent major challenges to firms. Failed international expansions
such as Swissair (which collapsed as a result) and Gateway Computers (which
retreated to its domestic U.S. market) serve as reminders of the difficulty of
investing and operating abroad.

Companies can enter a foreign market through either exporting or FDI.
Exporting is a relatively low-risk and simple vehicle with which to enter a foreign
market because it does not involve actual presence in the target market. While
relatively low in risk, exporting does not enable a firm to maintain control over
foreign production and operations nor benefit from opportunities available only
through actual presence in a foreign market. Foreign direct investment (FDI)
occurs when a firm invests directly in production or other facilities in a foreign
country over which it has effective control. Manufacturing FDI requires an estab-
lishment of production facilities abroad (e.g., Coca-Cola has built bottling facili-
ties in about 200 countries), whereas service FDI requires either the building of
service facilities (e.g., Disneyland Hong Kong) or the establishment of an invest-
ment foothold via capital contribution and building office facilities (e.g.,
Citigroup’s acquisition of the private banking and financial services firm Confia).
Overseas units or entities are broadly called foreign subsidiaries or affiliates.
The country in which a foreign subsidiary operates is termed the host country.

One needs to distinguish between the flow of FDI and the stock of FDI. The
flow of FDI refers to the amount of FDI undertaken over a given time period
(e.g., a year). The stock of FDI refers to the total accumulated value of foreign-
owned assets at a given time (which takes into account possible divestment
along the way). With regard to the flow of FDI, it is important to differentiate
between outflow and inflow FDI. Outflow of FDI means the flow of FDI out of
a country—that is, firms undertaking direct investment in foreign countries.
Inflow of FDI means the flow of FDI into a country—that is, foreign firms
undertaking direct investment in the host country. We will later present the pat-
terns and characteristics of FDI flows and stocks involving major world nations.

FDI Versus Foreign Portfolio Investment

Foreign portfolio investment is investment by individuals, firms, or public
organs (e.g., governments or nonprofit organizations) in foreign financial instru-
ments such as government bonds, corporate bonds, mutual funds, and foreign
stocks. In other words, portfolio investment is the investment in financial assets
comprising stocks, bonds, and other forms of debt denominated in terms of a

DEFINITION AND TYPES OF
FOREIGN DIRECT INVESTMENT
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foreign country’s national currency, whereas FDI is the investment in real or
physical assets, such as factories and distribution facilities. As such, FDI involves
control over foreign production or operations undertaken by the multinational
enterprise (MNE), but portfolio investment does not. To understand foreign port-
folio investment, one needs to be familiar with portfolio theory. Portfolio theory
describes the behavior of individuals or firms administering large amounts
of financial assets in search of the highest possible risk-adjusted net return.
Fundamental to this theory is the idea that a guaranteed rate of return (say, 9%
per year fixed over the next five years) is preferable to a rate of return that is
higher on average but fluctuates over time (e.g., average 9.5% per year but with
high volatility during this five-year period). The variability of the rate of return
over time is referred to as the financial risk in portfolio investment. The key task
of portfolio management is to reduce the variability (or risk) of a group of stocks
so that the variability of the whole set is less than that of its component parts. If
it is possible to identify some stocks whose yields will increase when the yields of
others decrease, then, by including both types of securities in the portfolio, the
portfolio’s overall variability will be reduced. This is why some people interpret
this theory as “putting eggs in different baskets rather than one basket.” This
logic also applies to the establishment of a conglomerate that diversifies into
many product lines rather than specializing in a single line of products. A more
detailed discussion of portfolio investment can be found in Chapters 9 and 14.

Types of FDI

We distinguish between horizontal and vertical FDI. Horizontal FDI occurs when
the MNE enters a foreign country to produce the same product(s) produced at
home (or offer the same service that it sells at home). It represents, therefore, a
geographical diversification of the MNE’s domestic product line. Most Japanese
MNEs, for instance, begin their international expansion with horizontal invest-
ment because they believe that this approach enables them to share experience,
resources, and knowledge already developed at home, thus reducing risk. If FDI
abroad is to manufacture products not manufactured by the parent company at
home, it is called conglomerate FDI. For example, Hong Kong MNEs often set
up foreign subsidiaries or acquire local firms in Mainland China to manufacture
goods that are unrelated to the parent company’s portfolio of products. The main
purpose is to seize emerging-market opportunities and capitalize on their estab-
lished business and personal networks with the mainland that Western MNEs do
not have. Vertical FDI occurs when the MNE enters a foreign country to produce
intermediate goods that are intended for use as inputs in its home country (or in
other subsidiaries’) production process (this is called “backward vertical FDI”), to
market its homemade products overseas, or to produce final outputs in a host
country using its home-supplied intermediate goods or materials (this is called
“forward vertical FDI”). An example of backward vertical FDI is offshore extrac-
tive investments in petroleum and minerals. An example of forward vertical inte-
gration is the establishment of an assembly plant or a sales outlet overseas.

The liability of foreignness represents the costs of doing business abroad that
result in a competitive disadvantage vis-à-vis indigenous firms. An example of this
liability is the lack of adaptation to European customs, from transportation mod-
els to food, by the Walt Disney Company when establishing its first park
in Europe, Euro Disney (renamed Disneyland Europe since then). Utilizing
established competencies abroad in the same product or business as that at home
helps the firm overcome the liability of foreignness and thus reduces the risks
inherent in foreign production and operations. Horizontal FDI enables the MNE
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to quickly establish its competitive advantage in the host country because the
company’s key competencies, whether technological or organizational, are gener-
ally more transferable. Conglomerate FDI involves more difficulties in establishing
market power and competitive position in the host country. These difficulties arise
from the firm’s inability to share distinctive competencies developed at home.
Finally, vertical FDI, whether backward or forward, can create financial and oper-
ational benefits (e.g., transfer pricing, high profit margin, market power, and qual-
ity control) but requires global coordination by the headquarters.

Entry Mode

The manner in which a firm chooses to enter a foreign market through FDI is
referred to as entry mode. Entry mode examples include international franchis-
ing, branches, contractual alliances, equity joint ventures, and wholly foreign-
owned subsidiaries. While Damon’s restaurants, for example, used franchising to
enter the Panama market, Lucent Technologies (now merged with the French
firm Alcatel) preferred a contractual alliance (i.e., coproduction) to minimize
investment risks when it entered this market. While U.S.-based General Electric
and French company Snecma formed a joint venture to produce civilian jet
engines, German-based DaimlerChrysler chose to establish a wholly owned sub-
sidiary in Alabama to manufacture sport-utility vehicles. Once the entry mode
is selected, firms determine the specific approach they will use to establish or
realize the chosen entry mode. Specific investment approaches include (a)
greenfield investment (i.e., building a brand-new facility), (b) cross-border merg-
ers, (c) cross-border acquisitions, and (d) sharing or utilizing existing facilities.
Entry modes and investment approaches are further detailed in Chapter 10.

The Strategic Logic of FDI

Different MNEs might have different strategic logic underlying FDI. Resource-
seeking FDI attempts to acquire particular resources at a lower real cost than
could be obtained in the home country. Resource seekers can be further classi-
fied into three groups: those seeking physical resources; those seeking cheap
and/or skilled labor; and those seeking technological, organizational, and man-
agerial skills. Market-seeking FDI attempts to secure market share and sales
growth in the target foreign market. Apart from market size and the prospects
for market growth, the reasons for market-seeking FDI include situations in
which (a) the firm’s main suppliers or customers have set up foreign producing
facilities abroad and the firm needs to follow them overseas; (b) the firm’s prod-
ucts need to be adapted to local tastes or needs, and to indigenous resources and
capabilities; and (c) the firm considers it necessary, as part of its global produc-
tion and marketing strategy, to maintain a physical presence in the leading mar-
kets served by its competitors. Efficiency-seeking FDI attempts to rationalize
the structure of established resource-based or marketing-seeking investment in
such a way that the firm can gain from the common governance of geographi-
cally dispersed activities. MNEs with this motive generally aim to take advantage
of different factor endowments, cultures, economic systems and policies, and
market structures by concentrating production in a limited number of locations
to supply multiple markets. Finally, strategic asset-seeking FDI attempts to
acquire the assets of foreign firms so as to promote their long-term strategic
objectives, especially advancing their international competitiveness. MNEs with
this intention often establish global strategic alliances or acquire local firms.
Many MNEs today pursue pluralistic goals and engage in FDI that combines
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characteristics of several of the preceding categories. Procter & Gamble, for
instance, has sales in over 140 countries and on-the-ground operations in over
70 countries. Its strategic aims behind product and geographical diversifications
include better resources, larger markets, and higher efficiency.

1. Although FDI involves a higher risk than exportation, it allows a company
greater control over its products or services in foreign markets as well as
access to specialized opportunities not available to exporters.

2. In addition to FDI in the form of subsidiaries and physical plants, many
MNEs engage in foreign portfolio investment whereby they purchase foreign
stocks, bonds, or other foreign financial instruments.

3. The strategic logic of FDI includes resource seeking, market seeking, effi-
ciency seeking, and strategic asset seeking.

4. Horizontal FDI is a safe way to enter a foreign market because it produces the
same product as the parent company, so experience and infrastructure are
easily shared. If the investment produces a product unrelated to the parent’s,
it is a conglomerate FDI. Vertical FDI acts as an intermediary or finishing
stage in the production process, offering either inputs to the parent or access
to a foreign market.

Enhancing Efficiency From Location Advantages

In Chapter 2 we introduced the concept of comparative advantage of nations.
Firms can realize these advantages not only through international trade but also
through FDI. In fact, FDI is potentially a better vehicle than trade for firms in terms
of leveraging factor endowment differences between home and host countries. This
is because through FDI the firm owns and controls actual operations overseas and
can consequently capture the entire profit margin that otherwise must be shared
between an importer and an exporter. Location advantages are defined as the ben-
efits arising from a host country’s comparative advantages accrued to foreign direct
investors. Firms are prompted to invest abroad to acquire particular and specific
resources at lower real costs than could be obtained in their home country. The
motivation for FDI is to make the investing firm more profitable and competitive
in the markets it serves or intends to serve. In addition to natural endowments,
location-specific advantages include created endowments such as economic sys-
tems and investment incentives. PepsiCo Inc., for example, invested heavily in
Brazil, Argentina, and Mexico to seek out benefits resulting from economic liberal-
ization in these economies. Generally, MNEs that use cost-leadership strategies will
choose the location that minimizes total costs. Labor cost differentials, transporta-
tion costs, and tariff and nontariff barriers, as well as governmental policies (e.g.,
taxes affecting investment in a host country) are important determinants of loca-
tion choice. MNEs use their knowledge and information-scanning ability to locate
manufacturing activities in countries that are the most advantageous from the
standpoint of cost or other strategic considerations.

Chapter 3:  Foreign Direct Investment Theory and Application 63

Interim Summary

HOW THE MNE BENEFITS FROM
FOREIGN DIRECT INVESTMENT

03-Shenkar-45427.qxd  11/12/2007  3:06 PM  Page 63



Improving Performance From Structural Discrepancies

Structural discrepancies are the differences in industry structure attributes (e.g.,
profitability, growth potential, and competition) between home and host
countries. Through FDI, MNEs are likely to achieve higher performance than
firms operating domestically because they benefit from such structural discrepan-
cies by investing those distinct resources that can enhance competitive advan-
tages vis-à-vis their rivals in indigenous markets. Because national markets vary
in industry life-cycle stages and in consumer purchasing power, market demand
and sophistication are heterogeneous across borders. For instance, many emerg-
ing economies present vast market opportunities for MNEs to attain above-aver-
age returns from pent-up demand long stifled by government intervention.

Increasing Return From Ownership Advantages

Ownership advantages are benefits derived from the proprietary knowledge,
resources, or assets possessed only by the owner (the MNE). The possession of
intangible assets (e.g., reputation, brand image, and unique distribution chan-
nels) or proprietary knowledge (e.g., technological expertise, organizational
skills, and international experience) confers competitive advantages on a firm’s
foreign owners. FDI serves as an instrument that allows firms to transfer capital,
technology, and organizational skills from one country to another. FDI expands
the market domain from which the MNE can deploy, exploit, and utilize its core
competence developed at home. Core competence is the set of skills within the
firm that competitors cannot easily match or imitate. These skills may exist in
any of the firm’s value-creation activities, such as production, marketing, R&D,
and human resources. Such skills are typically expressed in product or service
offerings that other firms find difficult to imitate; the core competencies are
thus the bedrock of a firm’s competitive advantage. They enable an MNE to
reduce the cost of value creation or to create value in such a way that premium
pricing is possible from product or service differentiation. FDI is hence a way of
further exploiting the value-creation potential of skills and product offerings by
applying them to new markets. IBM, for example, generates significant income
from its voice-recognition software used by many Chinese. This software, first
developed in the United States, did not generate sizable income until a Chinese
version was developed by the company’s subsidiary in Beijing.

Ensuring Growth From Organizational Learning

FDI creates the diversity of environments in which the MNE operates. This
diversity exposes the MNE to multiple stimuli, allows it to develop diverse
capabilities, and provides it with broader learning opportunities than those
available to a domestic firm. Organizational learning has long been a key build-
ing block and major source of competitive advantages. Sustainable competitive
advantages are only possible when firms continuously reinvest in building new
resources or upgrading existing resources. FDI provides learning opportunities
through exposure to new markets, new practices, new ideas, new cultures, and
even new competition. These opportunities result in the development of new
capabilities that may be applicable to operations in similar markets. For
example, many early movers entering China, such as Motorola, Kodak, Philips,
Sony, and Occidental Petroleum, realized that the relationship-building (per-
sonal ties with the local business community) skills they learned in China apply
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in their business in Vietnam, Egypt, Southeast Asia, and Latin America.
Moreover, host country environments are often characterized by both market
opportunities and tremendous uncertainties. This forces MNEs to learn how to
respond to local settings. Further, through global alliances, FDI offers opportu-
nities to acquire distinctive skills from foreign businesses or rivals. A global
alliance can provide a firm with low-cost, fast access to new markets by “borrow-
ing” a partner’s existing core competencies, innovative skills, and country-
specific knowledge. Chapter 12 discusses global alliances in detail.

The benefits suggested above are not guaranteed, however, since FDI is
undertaken in a highly uncertain environment. Additional costs arise from
unfamiliarity with the cultural, political, and economic dimensions of a new
environment. The impact of a host country’s regulatory and industrial envi-
ronment on FDI is substantial. In an uncertain foreign environment, regula-
tory factors (e.g., FDI policies, taxation and financing regulations, foreign
exchange administration rules, threat of nationalization, earnings repatria-
tion, and price controls) are especially important. The effect of uncertainty is
particularly significant in formerly centrally planned economies undergoing
transition and emerging markets undergoing drastic privatization, despite
their promising potentials.

1. The location advantages of a host country are its comparative advantages for
FDI in relation to other countries. These include cheaper and/or better-
quality resources such as labor, capital, and natural resources (factor endow-
ments) as well as investment incentives (created endowments) that affect cost.

2. National markets vary in their industry life-cycle stage, market growth
potential, competition intensity, consumer purchasing power, and other
factors. These variations can be used to the advantage of the MNE.

3. FDI expands the market domain in which an MNE capitalizes on its core
competencies, generating more income from existing resources, capabilities,
or knowledge.

4. FDI is also a vehicle for organizational learning. Being actively involved in
FDI grants the MNE learning opportunities that would not have been avail-
able otherwise.

The impact of FDI on national welfare is best
assessed from the perspective of the home
and host countries, although those too vary
internally by region and constituency. While

nationals of the Netherlands, Finland, and the United States find FDI and glob-
alization the least threatening, those from Colombia, the Philippines, and
Venezuela perceive it as a threat.1 In Venezuela, the attitude toward inward FDI
has turned much more negative in recent years. At the same time, many of the
factors that may make FDI attractive to a host country may make it look detri-
mental to the home country. For instance, although FDI benefits employment
in the host country, this is often accompanied by job losses in the home
country. A case in point would be any labor-intensive industry in the United
States (e.g., garments, furniture) that moved much of its operations first to
Mexico and, later, to China.
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Employment

When U.S. firms such as Xerox, Staples, and Cendant establish a customer-service
call center in Canada, they do so to capitalize on that country’s abundant and less
expensive workforce.2 While this enhances employment in Canada, the emphasis
of most host governments today is placed on jobs requiring knowledge and high
added value. Host governments are especially keen on attracting firms that will
augment high-end employment, and home governments are especially worried
about losing such jobs. One consequence of the increased diversity of functional
areas for FDI is frequent criticism of FDI as a deployment of the less desirable seg-
ments of the production process abroad while retaining the most attractive por-
tions, especially R&D, at home. Still, developed countries like the United States are
concerned about the loss of those jobs and the resulting downward pressure on
domestic wages. As noted in Chapter 2, when a job moves abroad, the displaced
workers are unlikely to find a higher paying job than the one they lost. Recently,
the more sophisticated parts of the value chain, including R&D, are also per-
formed abroad, putting higher end jobs on the line in the home country.

FDI Impact on Domestic Enterprises

Thanks to their resource endowment, foreign invested enterprises are likely to
be more productive than their local counterparts. The contribution of foreign
affiliates to exports tends to be much higher than their proportional share in a
national economy would suggest. For instance, firms with foreign equity (both
wholly and partially owned) accounted in 2005 for roughly 58% of China’s
exports. FDI could adversely affect domestic enterprises. Its superiority is some-
times rooted in favorable treatment (e.g., lower taxation rates or tax breaks)
offered by host governments but not accorded to local firms. Thus local firms
may be institutionally discriminated against, resulting in lesser competition in
the industry. Heightened competition contributed by FDI could hurt individual
local firms who lose market share, resulting in layoffs, profit reduction, and/or
the closure of facilities and factories. Such negative effects were felt in Nigeria
when the oil MNEs of Shell (Anglo-Dutch), Chevron (U.S.), and Texaco (U.S.)
started operations there. Local firms such as the Nigerian National Petroleum
Corporation (NNPC) have yielded the market-leader position to those MNEs.

In response to the pressures of FDI, local enterprises seek to improve produc-
tivity and strengthen competitiveness on their own or through alliances with
other local firms or with MNEs. Since the establishment of NAFTA, the number
of Mexican firms undertaking outbound FDI has grown manifold. The Mexican
food firm Bimbo used its supplier relationship with McDonald’s to piggyback on
the U.S. firm and establish supply bases throughout Latin America. Chinese
manufacturers such as appliance-maker Haier are now exporting to both devel-
oping and developed markets and have begun to establish manufacturing plants
abroad, a step that was inconceivable before a massive FDI flow into China
changed work practices and standards there. As discussed in Chapter 4, FDI
tends to create innovation and knowledge, which are eventually dispersed
throughout the many levels of the local economy. The extent to which local
firms can take advantage of this depends on a host of other factors (e.g., local
infrastructure and government policies).

UNCTAD (United Nations Center for Trade and Development) documented
the various relationships between MNEs and domestic firms, ranging from pur-
chasing to joint ventures to various contractual relationships (Exhibit 3.1). The
key point is that the spillover from FDI is substantial. In typical developed
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economies, for example, MNE affiliates realize between 10% and 20% of their
input locally, and there is some evidence that local procurement increases over
time. Such relationships are also important to MNEs in that they enable them
to tap local resources while producing a beneficial outcome for the host country.
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Exhibit 3.1 Backward Linkages Between Foreign Affiliates and Local Enterprises and Organizations

SOURCE: UNCTAD, 2001.

Form

Pure market
transaction

Short-term
linkage

Longer-term
linkage

Equity
relationship

Spillover

Backward (Sourcing)

• Off-the-shelf purchases

• Once-for-all or intermittent
purchases (on contract)

• Longer-term (contractual)
arrangement for the
procurement of inputs for
further processing

• Subcontracting of 
the production of final 
or intermediate 
products

• Joint venture with supplier
• Establishment of new

supplier–affiliate (by
existing foreign affiliate)

• Demonstration effects in unrelated firms

– Spillover on processes (including technology)

– Spillover on product design

– Spillover on format and on tacit skills (shop floor and managerial)

• Effects due to mobility of trained human resources

• Enterprise spin-offs

• Competition effects

Forward (Distribution)

• Off-the-shelf sales

• Once-for-all or intermittent
sales (on contract)

• Longer-term (contractual)
relationship with local
distributor or end customer

• Outsourcing from domestic
firms to foreign affiliates

• Joint venture with
distributor or end customer

• Establishment of new
distribution affiliate 
(by existing foreign
affiliate)

Horizontal (Cooperation 
in Production)

• Joint projects with
competing domestic firm

• Horizontal joint venture
• Establishment of new

affiliate (by existing 
foreign affiliate) for the
production of same 
goods and services as it
produces

Relationship of Foreign Affiliate
to NonBusiness Institutions

• R&D contracts with local
institutions such as
universities and research
centers

• Training programs for firms
by universities

• Traineeships for students in
firms

• Joint public–private R&D
centers/training centers/
universities

1. Job shift to the host country is one of the benefits of FDI to that country.
Desirable jobs such as product design and R&D are usually retained in the
home country, but this is starting to change.

2. MNEs are powerful competitors to local businesses. However, depending on
the business environment of the host country, local companies may be able
to learn from the MNE and become globally competitive.
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Product Life-Cycle Theory

International product life-cycle theory (first introduced in Chapter 2) provides a
theoretical explanation for both trade and FDI. The theory, developed by
Raymond Vernon, explains why U.S. manufacturers shift from exporting to FDI.
The manufacturers initially gain a monopolistic export advantage from product
innovations developed for the U.S. market. In the new product stage, produc-
tion continues to be concentrated in the United States even though production
costs in some foreign countries may be lower. When the product becomes stan-
dardized in its growth product stage, the U.S. manufacturer has an incentive to
invest abroad to exploit lower manufacturing costs and to prevent the loss of the
export market to local producers. The U.S. manufacturer’s first investment will
be made in another industrial country where export sales are large enough to
support economies of scale in local production. In the mature product stage,
cost competition among all producers, including imitating foreign firms, inten-
sifies. At this stage, the U.S. manufacturer may also shift production from the
country of the initial FDI to a lower-cost country, sustaining the old subsidiary
with new products.3

Vernon’s theory is more relevant to manufacturers’ initial entries into for-
eign markets than to MNEs that have FDI already in place. Many MNEs are able
to develop new products abroad for subsequent sale in the United States, thus
standing the product life-cycle model on its head. For example, Procter &
Gamble employed more than 8,000 scientists and researchers in 2000 in 18 tech-
nical centers in nine countries. Many new products in the health care and
beauty care segments were developed in these offshore research centers and sub-
sequently marketed in the United States and other foreign countries. MNEs can
also transfer new products from the United States directly to their existing for-
eign subsidiaries, thereby skipping the export stage. Otis Elevator, a wholly
owned subsidiary of United Technologies Corp., offers its products in more than
200 countries and maintains major manufacturing facilities in Europe, Asia, and
the Americas. Despite being headquartered in the United States, 80% of Otis’s
2005 revenues of $9.6 billion were generated elsewhere. Most of Otis’s new ele-
vators, escalators, moving walkways, and shuttle systems were first developed in
the United States and then transferred to and manufactured by its foreign sub-
sidiaries in the target overseas markets, although the company increasingly
engages in development work abroad.

Monopolistic Advantage Theory

The monopolistic advantage theory suggests that the MNE possesses monopolis-
tic advantages, enabling it to operate subsidiaries abroad more profitably than
local competing firms can.4 Monopolistic advantage is the benefit accrued to a
firm that maintains a monopolistic power in the market. Such advantages are
specific to the investing firm rather than to the location of its production.
Stephen H. Hymer found that FDI takes place because powerful MNEs choose
industries or markets in which they have greater competitive advantages, such
as technological knowledge not available to other firms operating in a given
country. These competitive advantages are also referred to as firm-specific or
ownership-specific advantages.
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According to this theory, monopolistic advantages come from two sources:
superior knowledge and economies of scale. The term knowledge includes produc-
tion technologies, managerial skills, industrial organization, and knowledge of
product. Although the MNE could possibly exploit its already developed superior
knowledge through licensing to foreign markets, many types of knowledge cannot
be directly sold. This is because it is impossible to package technological knowledge
in a license, as is true for managerial expertise, industrial organization, knowledge
of markets, and such. Even when the knowledge can be embodied in a license, the
local producer may be unwilling to pay its full value because of uncertainties about
its utilization. Given these reasons, the MNE realizes that it can obtain a higher
return by producing directly through a subsidiary than by selling the license.

Besides superior knowledge, another determinant of FDI is the opportunity
to achieve economies of scale. Economies of scale occur through either horizon-
tal or vertical FDI. An increase in production through horizontal investment
permits a reduction in unit cost of services such as financing, marketing, and
technological research. Because each overseas plant produces the same product
in its entirety, horizontal investment may also have the advantage of allowing
the firm to even out the effects of business cycles in various markets by rearrang-
ing sales destinations across nations. Through vertical investment in which each
affiliate produces those parts of the final product for which local production
costs are lower, the MNE may benefit from local advantages in production costs
while achieving maximum economies of scale in the production of single com-
ponents. Such an international integration of production would be much more
difficult through trade because of the need for close coordination of different
producers and production phases.

Internalization Theory

Internalization theory holds that the available external market fails to provide an
efficient environment in which the firm can profit by using its technology or pro-
duction resources. Therefore, the firm tends to produce an internal market via
investment in multiple countries and thus creates the needed market to achieve
its objective.5 A typical MNE consists of a group of geographically dispersed and
goal-disparate organizations that include its headquarters and different national
subsidiaries. These MNEs achieve their objectives not only through exploiting
their proprietary knowledge but also through internalizing operations and man-
agement. Internalization is the activity in which an MNE internalizes its glob-
ally dispersed foreign operations through a unified governance structure and
common ownership. Internalization theorists argue that internalization creates
“contracting” through a unified, integrated intrafirm governance structure. It
takes place either because there is no market for the intermediate products
needed by MNEs (e.g., Falk, a global power transmission manufacturer, must use
intermediate goods such as couplings and backstops produced by its Brazilian
subsidiary owing to the unavailability from any outside source) or because the
external market for such products is inefficient (e.g., IBM’s speech-recognition
technology is “transacted” internally among different units because the external
market has not been developed enough to properly value and protect such exper-
tise). The costs of transactions conducted at arm’s length in an external market
(i.e., a fair price in an open market) may be higher than transactions within an
intraorganizational market. The incentives to internalize activities are to avoid
disadvantages in external mechanisms of resource allocation or to benefit from
an internally integrated and intraorganizational network.
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Internalization theory also specifies that the common governance of activi-
ties in different locations (e.g., Rubbermaid’s subsidiary in China uses materials
supplied by its sister subsidiary in Thailand and then ships products to the
United States, Europe, and Japan) is likely to result in transaction gains. In many
industries, MNEs are no longer able to compete as a collection of nationally
independent subsidiaries; rather, competition is based in part on the ability to
link or integrate subsidiary activities across geographic locations. To summarize,
internalization advantages include the following:

1. To avoid search and negotiating costs

2. To avoid costs of moral hazard (moral hazard refers to hidden detrimen-
tal action by external partners such as suppliers, buyers, and joint ven-
ture partners)

3. To avoid costs of violated contracts and ensuing litigation

4. To capture economies of interdependent activities

5. To avoid government intervention (e.g., quotas, tariffs, price controls)

6. To control supplies and conditions of sale of inputs (including technology)

7. To control market outlets

8. To better apply cross-subsidization, predatory pricing, and transfer pricing

Through internalization, global competitive advantages are developed by
forming international economies of scale and scope and by triggering organiza-
tional learning across national markets. Operational flexibility can leverage the
degree of integration. The allocation and dispersal of resources (both tangible
and intangible) serve as a primary device for maintaining operational flexibility
in global business activities. Essentially, by directing resource flows, an MNE
may shift its activities in response to changes in tax structures, labor rates,
exchange rates, governmental policy, competitor moves, or other uncertainties.
Thus, resource flows are a necessary condition for achieving either location-spe-
cific or competitive advantages in global business. Resource flow requires inter-
nalization within an MNE network because it involves interdependence among
subsidiaries. Internalization, in turn, requires centralized decision-making
responsibility and authority. Nevertheless, control should be segmented by
product line and distributed among different subsidiaries, depending on partic-
ular capabilities and environmental conditions.

The Eclectic Paradigm

The eclectic paradigm offers a general framework for explaining international
production.6 This paradigm includes three variables: ownership-specific (O),
location-specific (L), and internalization (I), all identified in earlier theories of
trade and FDI. The paradigm is also called the OLI framework. It stands at the
intersection of a macroeconomic theory of international trade (L) and a micro-
economic theory of the firm (O and I). It is an exercise in resource allocation and
organizational economics. The key assertion is that all three factors (OLI)
are important in determining the extent and pattern of FDI. Ownership-specific
variables include tangible assets such as natural endowments, manpower,
and capital but also intangible assets such as technology and information,
managerial, marketing, and entrepreneurial skills, and organizational systems.
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Location-specific (or country-specific) variables refer to factor endowments
introduced in the preceding chapter as well as market structure, government leg-
islation and policies, and the political, legal, and cultural environments in
which FDI is undertaken. Finally, internalization refers to the firm’s inherent
flexibility and capacity to produce and market through its own internal sub-
sidiaries. It is the inability of the market to produce a satisfactory deal between
potential buyers and sellers of intermediate products that explains why MNEs
often choose internalization over the market route for exploiting differences in
comparative advantages between countries.

The eclectic paradigm distinguishes between structural and transactional
market failure. Structural market failure is an external condition that gives rise
to monopoly advantages as a result of entry barriers erected or increased by
incumbent firms or governments. Structural market failure thus discriminates
between firms in terms of their ability to gain and sustain control over property
rights or to govern geographically dispersed valued-added activities. Transac-
tional market failure is the failure of intermediate product markets to transact
goods and services at a lower cost than that incurred via internalization.

Overall, the eclectic paradigm provides a more comprehensive view explain-
ing FDI than do the product life-cycle theory, the monopolistic advantage
theory, or the internalization theory. It combines and integrates country-
specific, ownership-specific, and internalization factors in articulating the logic
and benefits of international production. Although today’s international busi-
ness environment and MNE behavior are markedly different from what they
were two decades ago, when the theory first emerged, the OLI advantages are
still vital to explaining why FDI takes place and where MNEs’ superior returns
come from. The eclectic paradigm, like other theories of FDI, has some limita-
tions, however. First, it does not adequately address how an MNE’s ownership-
specific advantages such as distinctive resources and capabilities should be
deployed and exploited in international production. Possessing these resources
is indeed important, but it will not yield high returns for the MNE unless they
are efficiently deployed, allocated, and utilized in foreign production and oper-
ations. Second, the paradigm does not explicitly delineate the ongoing, evolv-
ing process of international production. FDI itself is a dynamic process in which
resource commitment, production scale, and investment approaches are chang-
ing over time. The product life-cycle theory also falls short on explaining the
dynamics of the FDI process. Third, the conventional wisdom seems inadequate
in illuminating how geographically dispersed international production should
be appropriately coordinated and integrated. The internalization perspective
addresses how an MNE could circumvent or exploit market failure for interme-
diate products and services but does not discuss how a firm could integrate a
multitude of sophisticated international production and balance global integra-
tion with local adaptation. To redress these deficiencies, several new theoretical
perspectives have emerged in recent years. We introduce these perspectives next.

1. The product life-cycle theory adequately describes how a new MNE develops
a new product and then engages in FDI; however, it fails to describe the
actions of existing MNEs with substantial FDI that may skip steps in the
model or even reverse the process.

2. Monopolization theory suggests that the core competencies of an MNE
are products over which it holds a monopoly. FDI occurs when it is more
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cost-effective to directly exploit and market these monopolies than to license
them to a local company.

3. Internalization theory states that one of the major reasons for MNEs to
engage in FDI is to internalize most parts of the production process. This sig-
nificantly reduces normal business risks and gives the MNE economy-of-scale
advantages. The eclectic paradigm restates this concept and integrates it with
corporate monopolization and national comparative advantage.

The Dynamic Capability Perspective

This perspective argues that ownership-specific resources or knowledge are neces-
sary but insufficient for the success of international investment and production.
This success depends not only on whether the MNE possesses distinctive resources
but also on how it deploys and uses these resources in an efficient manner.7 For
example, IBM’s breakthrough development in voice-recognition systems did not
generate much income until this system was deployed and adapted to such mar-
kets as Singapore, Hong Kong, Taiwan, China, and Korea through its subsidiaries
in those locations. FDI itself is not a single transaction, nor a one-step activity.
Rather it is a dynamic process involving continued resource commitment. The
ability of an MNE to thrive in today’s turbulent international environment
depends on its dynamic capabilities during international investment, production,
and operations. Dynamic capabilities refer to a firm’s ability to diffuse, deploy,
utilize, and rebuild firm-specific resources in order to attain a sustained competi-
tive advantage. Dynamic capability requires a capacity to extract economic returns
from current resources (i.e., capability exploitation) as well as a capacity to learn
and develop new capabilities (capability building). In other words, dynamic
capabilities take MNE resources beyond their role as static sources of inimitable
advantage toward aspects of sustainable, evolving advantage.

Resource deployment is the first step in efficient capability exploitation.
Capability deployment involves both quantity- and quality-based resource com-
mitment and allocation. Quantity-based deployment refers to the amount of
key resources deployed in a target foreign market. Quality-based deployment
involves the distinctiveness of resources allocated to a target market. To opti-
mally deploy distinctive resources, MNEs need to know what factors affect the
efficiency of deployment. Resources will generate stronger competitive advan-
tages when they are applied through an appropriate configuration with external
and internal dynamics in a competitive environment. Chapter 4 explains how
this configuration should be made and how capability deployment may lead to
competitive advantages for international expansion.

Resource deployment requires an MNE to transfer critical resources within a
globally coordinated network. This transfer is the process whereby the MNE
draws on some or all of its distinctive resources or capabilities from its home
base or integrated network to give its operations in a foreign country a compet-
itive advantage. Transferability is the extent to which MNE resources or knowl-
edge developed at home can be transferred to a foreign subunit to result in
competitive advantage or contribute to business success in the target foreign set-
ting (industry, segmented market, or host country). Although foreign sub-
sidiaries could rely on local resources or self-developed capabilities as needed in
a local setting, this is usually inefficient because indigenous firms are already
more effective at developing such capabilities. In other words, a foreign business
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can only gain an advantage if it is able to transfer critical capabilities unavail-
able to local players. For instance, McDonald’s overseas success has been built on
the firm’s ability to rapidly transfer the capacity to operate its entire business
system to foreign entrepreneurs. Similarly, KFC’s superior knowledge in organiz-
ing and managing fast-food restaurants is transferable to its operations in for-
eign markets such as Australia and Russia.

Transferability may vary for different resources or capabilities. While Toyota’s
quality-control system applies well to all its global subunits, its just-in-time (JIT) sys-
tem is problematic in locations where supply disruptions are common owing to
such factors as inclement weather and labor strife. Technological capabilities are gen-
erally more transferable than organizational skills. For instance, in globalizing its
R&D activities, Sony did not encounter difficulties transferring core technologies to
overseas R&D units but was uncertain about which R&D management approach to
use. Sony later realized that the top-down management approach used at home did
not apply abroad and changed to a bottom-up approach. Furthermore, financial
capabilities are more transferable than operational capabilities. Capital or cash flow
management skills may be more mobile than workforce-related capabilities. Home
country experience and reputation are also not easily transferred abroad, but inter-
national experience and global reputation are transferable across borders. Possession
or control of a superior distribution network in the home market is another resource
that cannot be shifted overseas. Knowing how to establish and manage a distribu-
tion network is, however, a critical capability that can be transferred to a foreign
country. Finally, because environmental conditions differ across nations, transfer-
ability of the same resource or capability may also vary across nations. For example,
Avon’s direct-selling skills have been effective in Japan and Europe but not in China,
whose government banned direct selling from the late 1990s until 2006.

The dynamic capability perspective holds that FDI requires resource commit-
ment but also creates opportunities for acquiring new capabilities. Through FDI, an
MNE becomes a social community that specializes in the creation and internal dis-
semination of knowledge. It uses relational structures and shared coding schemes to
enhance the transfer and communication of new skills and capabilities within this
community. FDI, especially by forming foreign alliances, also helps the MNE acquire
external knowledge. Through alliances, the MNE increases its store of knowledge by
internalizing knowledge not previously available within the organization. Within
the MNE network or community, a firm may establish several centers of excellence
with job rotation in and out of the center in order to transfer expertise among major
regional headquarters. Centers of excellence are foreign units equipped with the best
practice of managing knowledge. At the heart of each center of excellence is the
leading-edge knowledge of a small number of individuals responsible for the contin-
ual maintenance and upgrading of the knowledge base in question. Other manage-
rial actions to facilitate knowledge transfer within the community may include
building more flexible and up-to-date information systems, encouraging external
benchmarking and communications, and sharing information and success stories.

It is increasingly common to find FDI in a range of functions, from back-
office activities (e.g., bookkeeping and cash management) to R&D. For example,
many financial service MNEs use Ireland and India as places for conducting cer-
tain back-office operations, whereas high-tech firms such as Intel are locating
R&D operations in Israel (although increasingly also in India and China). This
enables MNEs an effective use of location advantages across the spectrum of cor-
porate operations. Indeed, one of the main criticisms of the global corporation
is that it places its activities wherever it is more economical to do so. One by-
product of this trend is the increasing difficulty in determining company domi-
cile and product country of origin, a phenomenon also discussed in other
chapters (e.g., Chapters 2, 4, and 16).
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The Evolutionary Perspective

The evolutionary perspective of FDI views international investment as an
ongoing, evolutionary process shaped by an MNE’s international experience,
organizational capabilities, strategic objectives, and environmental dynamics.
At the core of the evolutionary perspective is the Uppsala (or Scandinavian)
model, named after a group of scholars at Uppsala University of Sweden who
published a series of articles about the international expansion process.8 This
perspective views international expansion as a process involving a series of
incremental decisions during which firms develop international operations in
small steps. The basic assumptions of the model are that lack of knowledge is an
important obstacle to international operations and that the necessary knowl-
edge can be acquired through time-based experience with operations abroad.
Accumulated knowledge about country-specific markets, practices, and environ-
ments helps firms increase local commitment, reduces operational uncertainty,
and enhances economic efficiency. The internationalization process stems from
the interplay between the development of knowledge about foreign markets and
operations, on the one hand, and an increasing commitment of resources to for-
eign markets, on the other.

Two kinds of knowledge are distinguished in the model: objective (which can
be taught) and experiential (which can only be acquired through personal expe-
rience). A critical assumption is that market knowledge, including perceptions of
market opportunities and problems, is acquired primarily through experience in
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INDUSTRY BOX
The automotive industry
was at the forefront of FDI
early in the 20th century. Initially, FDI in automotives was
mainly the result of high tariff barriers that prevented
exportation into the host market. When the Ford Motor
Company was founded in Detroit in 1903, it was aware of
the promise of the neighboring Canadian market, but it
was a 35% tariff that launched its joint venture with a
Canadian firm to assemble cars in Windsor, Ontario, just
across the water from Ford’s U.S. base in Michigan. Today,
Ford manufactures or distributes automobiles in 200 mar-
kets around the world.

Because of its visibility, automotive FDI has always
triggered strong emotions. The investments made by
Japanese automakers, starting with Honda and then con-
tinued by Nissan, Toyota, Mazda (a Ford affiliate), and
others, prompted an initial outcry in the United States.
Japanese carmakers were accused of bringing low-added-
value jobs to the United States, while maintaining the
production of sophisticated components, such as computer-
controlled fuel injection systems, at home. On their part,
Japanese manufacturers have worked to convey the impres-
sion that they are in essence local players contributing to

the U.S. economy and trade
balance and especially to

the economies of the locales in which they have invested.
Eager to expand employment, state governments from all
around the United States have competed in recent years for
automotive investment not only from Japan (e.g., Indiana
won a new Honda plant in 2006) but also from Germany
(DaimlerChrysler’s Mercedes division and BMW) and South
Korea (Hyundai) and have started to encourage the loca-
tion of Chinese-owned parts makers in their states.

If automotive FDI was initially prompted by tariff
walls, today’s investments seek to realize advantages of
economies of scale and tap host country competitive
advantage, whether in labor costs, component availability,
or proximity to market. As part of this evolution, R&D,
finance, and other high-knowledge functions have now
started to migrate to foreign locations. A number of
Japanese car producers have major design studios in the
United States. For instance, Toyota has a design studio in
Newport Beach, California. It also has R&D centers in Ann
Arbor, Michigan; Costa Mesa, California; and Timmins,
Ontario. General Motors has opened a technical research
center in China.
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current business activities in the market. Experiential market knowledge can
bring in more business opportunities and is a driving force in the international-
ization process. Experiential knowledge is also assumed to be the primary way to
reduce market uncertainty. Thus, the firm is expected to make stronger resource
commitments incrementally as it gains experience from current activities in a
given market. This experience is to a large extent country specific and may not
be applicable to other markets.

The internationalization process model explains two patterns of internation-
alization of the firm. The first pattern is that the firm progressively engages in a
target market. During the first stage, export starts to take place via independent
representatives (trading companies). During the second stage, sales subsidiaries
are set up in the foreign market, specializing in marketing and promotion.
During the third stage, manufacturing facilities are established overseas, involv-
ing a multitude of activities such as production, R&D, marketing, outsourcing,
and reinvestment. This sequence of stages indicates an increasing commitment
of resources to the market as well as market experience accumulation. While the
first stage provides almost no market experience, the second allows the firm to
receive fairly regular but superficial information about market conditions. The
subsequent business activities lead to more differentiated market experience.

Kenich Ohmae extends this three-stage process by including a fourth (“insid-
erisation”) and fifth stage (complete globalization). In the insiderisation stage,
MNEs shift major functions such as engineering, R&D, customer financing, per-
sonnel, and finance from headquarters to local subsidiaries, which then become
virtual microcosms in managing and running overseas activities. In the fifth (last)
stage of internationalization, MNEs coordinate common functions such as global
branding, information systems, corporate finance, and R&D, while foreign sub-
sidiaries share common purposes, corporate missions, and corporate philosophies.
This coordination substantially reduces fixed costs in research, development, and
administration and fosters knowledge sharing among subsidiaries in different
locations or businesses. At the same time, local activities and operations are fully
decentralized, and local subsidiaries are totally autonomous in dealing with local
markets and customers. The Industry Box shows some evolutionary experience of
global automakers such as Ford and Toyota.

Another pattern stemming from the internationalization process model is that
firms entering new markets involve successively greater psychic distance. Psychic
distance is defined as differences in language, culture, political systems, and such,
which disturb the flow of information between the firm and the market. Thus
firms start internationalization in those markets where they can easily understand
the environment, spot opportunities, and control operational risks. Overall, the
model has gained some empirical support. This second pattern is an extension of
familiarity theory, a theory that holds that a firm would rather invest in host
countries that are relatively close to it culturally (see Chapter 6) and that it would
likely be more successful in such relatively familiar environments.

The Integration–Responsiveness Perspective

For a large MNE, FDI is a complex process requiring coordinating subsidiary
activities across national boundaries. Businesspeople often talk about “thinking
globally but acting locally.” Prahalad and Doz offer a theoretical framework on
how such balance can be achieved.9 The framework, known as the global inte-
gration (I) and local responsiveness (R) paradigm (or the I–R paradigm), sug-
gests that participants in global industries develop competitive postures across
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two dimensions. These dimensions represent two imperatives that simultane-
ously confront a business competing internationally. The first dimension,
global integration, refers to the coordination of activities across countries in an
attempt to build efficient operations networks and maximize the advantage
of similarities across locations. The second, local responsiveness, concerns
response to specific host country needs. MNEs choose to emphasize one dimen-
sion over another or compete in both dimensions, resulting in three basic strate-
gies: integrated, multifocal, or locally responsive. Integrated strategy requires
strong worldwide coordination, whereas multidomestic strategy necessitates
strong national adaptation. The required degree of internalization is highest for
integrated strategy, followed by multifocal strategy, and finally by locally
responsive strategy (for details, see Chapter 11).

Bruce Kogut enriched the I–R paradigm by incorporating the strategic flexi-
bility view.10 The view is composed of two related, complementary concepts: oper-
ational flexibility and strategic options. The key notion in operational flexibility is
that the balance of global integration and local responsiveness lies less in design-
ing long-term strategic plans than in instilling flexibility. Flexibility permits a
firm to exploit future changes in competition, government policies, and market
dynamics. This flexibility is gained by decreasing the firm’s dependence on assets
already in place. This suggests that managers will alter their decisions when such
changes are justified by emerging conditions in an uncertain and dynamic envi-
ronment. If a decision made now has a chance of being altered later in response
to new information, then the economic consequences of such change should be
properly accounted for when evaluating the current decision. For example, if the
establishment of a joint venture with a local partner may lead to acquisition of
the partner’s stake in the future, the evaluation of the joint venture ex ante
should take into account the economic impact of the possible acquisition. Kogut
summarizes the five opportunities arising from strategic flexibility as follows:

1. Production movement. This permits the firm to respond to shifts in
market and cost factors, especially exchange rates.

2. Tax avoidance. An MNE can adjust its markup on intracompany sales of
goods in order to realize profits in a low-tax jurisdiction.

3. Financial arbitrage. MNEs can circumvent many host-government-
instituted restrictions on finance, remittance, and foreign exchange bal-
ance with some innovative financial products.

4. Information transfer. Strategic flexibility enables MNEs to benefit from
identifying more opportunities, scanning world markets to match sellers
and buyers, and avoiding tariff and nontariff barriers to trade.

5. Competitive power. This flexibility enables MNEs to differentiate prices
according to their world competitive posture. Different links in the inter-
national value-added chain also provide leverage on enforcing equity
claims or contracts in national markets.

1. According to the dynamic capability perspective, FDI is not a one-time
occurrence but rather a dynamic attribute of adaptability that an MNE
possesses in conjunction with an understanding of its own capabilities.
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2. The evolutionary perspective suggests that as the company accumulates expe-
rience and know-how about foreign expansion, its pattern of FDI will change.

3. Global integration and local responsiveness are important in FDI so as to
leverage both scale and ownership advantages on the one hand while
permitting for local adaptation on the other.

In this section, we describe the patterns of FDI throughout the
world. Our focus is on FDI rather than on portfolio investment.

Before we begin, however, we should note that the U.S. portfolio investment lia-
bility, the largest in the world, is much larger than its portfolio of investment
assets. In contrast, Germany, which has the second largest liability, has roughly
the same amount in portfolio investment assets. This suggests that U.S. assets are
more attractive to outsiders than foreign assets are to U.S. investors, but this is also
the result of the large U.S. trade deficit described in the preceding chapter. Another
observation regarding portfolio investment is that its high liquidity makes it less
stable than FDI. For instance, FDI did not collapse in the aftermath of the Asian
crisis.11 Exhibit 3.2 shows that of all capital flows to developing nations, FDI con-
stituted the largest component (and has been on the rise). In 2004, FDI inflows
accounted for 51% of all resource flows to developing countries and were signifi-
cantly higher than portfolio flows and commercial bank loan flows.
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Exhibit 3.2 Total Resource Flows to Developing Countries, 1990–2003

SOURCE: UNCTAD, World Investment Report, 2005, p. 7.

FDI continues to register dramatic growth. In 1980, the global FDI stock was
10% of global GDP; by 2000 it grew to over 30%. At the end of 2004, FDI outward
stock stood at $9.73 trillion, compared to $1.78 trillion in 1990. In 1999 and 2000,
FDI inflows had increased 55.2% and 18.2%, respectively.12 In 2004, FDI inflows
amounted to $648 billion. Between 1986 and 2000, FDI inflows and outflows had
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averaged  an increase of more than 20% each year. This growth rate had declined
between 2000 and 2003, but 2004 marked the end of the downturn. Exhibit 3.3
also shows the growth of selected FDI indicators from 1982 to 2004. Note, for
instance, that between 1982 and 2004, FDI outward stock grew about 16-fold.
Total assets and gross product of foreign affiliates grew more than sixfold.
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Value at Current Prices Annual Growth Rate
(Billions of Dollars) (Percentage)

Item 1982 1990 1986–2004 1990–1991 1995–1996 2000 2002 2004

FDI inflows 59 208 648 22.8 21.2 39.7 −13.3 2.5

FDI outflows 27 239 730 25.4 16.4 36.3 −12.3 18.4

FDI inward stock 628 1,769 8,902 16.9 9.5 17.3 8.2 11.5

FDI outward stock 601 1,785 9,732 18.0 9.1 17.4 11.0 11.5

Cross-border M&As – 151 381 25.9 24.0 51.5 −37.8 28.2

Sales of foreign affiliates 2,765 5,727 18,677 15.9 10.6 8.7 14.6 10.1

Gross product of foreign affiliates 647 1,476 3,911 17.4 5.3 7.7 5.7 9.5

Total assets of foreign affiliates 2,113 5,937 36,008 18.1 12.2 19.4 41.1 11.9

Export of foreign affiliates 730 1,498 3,690 22.1 7.1 4.8 4.9 20.1

Employment of foreign affiliates (1,000) 19,579 24,471 57,394 5.4 2.3 9.4 10.8 7.9

GDP at factor cost 11,758 22,610 40,671 10.1 5.2 1.3 3.9 12.0

Gross fixed capital formation 2,398 4,905 8,869 12.6 5.6 1.6 0.5 12.9

Royalties and license fees receipts 9 30 98 21.2 14.3 8.0 7.5 5.0

Export of goods and nonfactor services 2,247 4,261 11,069 12.7 8.7 3.6 4.9 20.1

Exhibit 3.3 Selected Indicators of FDI and International Production, 1982–2004

SOURCE: UNCTAD, World Investment Report, 2005, p. 14.

NOTE: The net differences between FDI inflows and outflows and between FDI inward stock and outward stock figures on the worldwide basis are
not zero due to differences in measurement and recording by various countries (e.g., a recipient nation may record reinvestment from a foreign
investor’s retained earnings as FDI inflow but the firm’s home country may not record it as FDI outflow).

The composition of FDI also continues to change. Increasingly, service invest-
ment in the form of financial services, tourism establishments, retail operations,
health care centers, and the like is becoming more pronounced. Wal-Mart, the
world’s leading retailer, has a Mexican subsidiary with 520 stores and annual sales
approaching $9 billion. Mexican operations bring in about one-third of the $1.1
billion annual operating profit that Wal-Mart earns abroad.13 The University of
Pittsburgh invested in a joint venture transplant center in Sicily, Italy. Citibank has
opened a representative office in Israel and is looking forward to expanding its
operations there when regulatory changes and political circumstances permit. In
2006, the bank, part of Citigroup, also bought a stake in a Chinese bank.

From the FDI theories described earlier in this chapter it should come
as no surprise that developed countries account for most of the out-

flow of FDI. MNEs from developed countries are more likely to possess ownership
or monopolistic advantages, more likely to be innovators (and hence place at the
beginning of the product life cycle), more likely to be able to extract advantages
from internalization, and more likely to have the dynamic capabilities necessary
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for successful venturing abroad. Indeed, in 2000 and 2004, respectively, the Triad
countries (United States, Europe, and Japan) accounted for 80% and 82.7% of FDI
outward stock, with much of their FDI outflow going to other Triad countries.
Concentration ratio, which is the proportion of FDI outward stock held by the
10 top investor countries, was somewhat lower, however, in 2000 compared with
1985, at 81.2% and 89.8%, respectively.14 FDI outflows increased in 2004 by 18%
to $730 billion ($9.73 trillion FDI outward stock), of which $637 billion came
from developed countries. These countries remain significant net capital
exporters through FDI: Outflows exceeded inflows of developed countries by
nearly $260 billion. In this year alone, FDI outflows from the United States
increased by 90%, to $229 billion, its highest amount ever.

Exhibit 3.4 shows FDI outward stock for 2000 and 2004. The United States
remains first in terms of FDI outward stock, with $1.3 trillion of outstanding FDI
in 2000 and $2.02 trillion in 2004. Other leading countries in FDI outward stock
include the United Kingdom ($1.38 trillion in 2004), Germany ($0.83 trillion),
France ($0.77 trillion), and the Netherlands ($0.55 trillion). The EU, as a whole,
had by far the highest FDI outflow, but this included FDI made by member
countries in each other. In contrast, FDI outflows from Japan have declined,15

and its FDI outward stock only marginally increased from 2000 to 2004.
The theory of familiarity suggests that MNEs prefer investments in

countries and regions that are relatively similar to their own. In line with the
theory, we can see that most FDI from Spanish firms targets Latin America,
most outward FDI from Hong Kong targets Mainland China, and so forth. The
first wave of FDI in many Eastern and Central European nations following the
collapse of the Soviet Union was by Americans and European citizens of
Hungarian, Polish, and Czech ancestry, who quickly spotted the opportunities
available. These individuals and their small businesses had a competitive
advantage in having acquired free market knowledge while being familiar with
the investment target culture and language.

As you will recall from the theoretical discussion, the Scandinavian school
suggests that FDI occurs incrementally, with firms gradually moving away from
familiar to less familiar markets. Procter & Gamble is a good example. The com-
pany’s first foreign operation, and for 15 years its only one, was in Canada, a
destination especially close given P&G’s location in Cincinnati, Ohio. The com-
pany’s second foreign operation was established in 1930, in the United
Kingdom, whose “psychic distance” from the United States is relatively small.
The third investment, in 1935, was in the Philippines, then under U.S. control,
followed by Puerto Rico (1947) and Mexico (1948).

Developing countries remain a secondary yet generally growing source of
FDI. From 1980 to 2000, the share of developing countries in outflow FDI grew
from 3% to 8%. Similarly, FDI outward stock from developing countries reached
about 14% in 2000 and 11% in 2004 of the world’s total outstanding FDI.
Contributing to this outflow were mostly Asian firms, although Latin American
firms also increased their FDI outflow.16 In terms of outward FDI stock in 2004,
the top developing country investors are Hong Kong, Singapore, Taiwan, Russia,
Brazil, China, and South Korea. Many emerging-economy enterprises have
recently started to expand internationally in an aggressive manner (e.g., through
foreign acquisitions), which has spurred the wave of FDI outflows from these
economies.17 Chapter 4 discusses in detail the investment rationale and strategy
of MNEs from developing countries. It notes that such MNEs rely on a different
kind of competitive advantage and are often motivated by a search for knowledge
rather than by a desire to leverage existing knowledge resources.

Chapter 3:  Foreign Direct Investment Theory and Application 79

03-Shenkar-45427.qxd  11/12/2007  3:06 PM  Page 79



Similar to FDI outflow patterns, FDI inflows have been steadily growing
in most years over the past three decades, reaching a peak in 2000 ($1.40

trillion) before easing and then climbing again. Developed countries dominated FDI
inflows for the last decades, but this dominance has been gradually weakening since
2001. For instance, this group accounted for more than 80% of the world’s total FDI
inflows each year prior to the end of 2000, but this percentage has been reduced to
below 60% since then. By contrast, FDI inflows into developing countries, especially
major emerging economies, such as China, Brazil, Mexico, and India, have markedly
increased, accounting for almost 40% of the world’s total. This is congruent with the
market-seeking logic we previously noted in that foreign emerging markets provide
more market opportunities for developed-country multinationals to explore and
exploit. Their monopolistic advantages may enable them to reap the benefits from
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Exhibit 3.4 FDI Outward Stock, as of 2000 and 2004 (Billions of Dollars)

Economy By 2000 By 2004

World 6,148.28 9,732.23

Developed Countries 5,257.26 8,610.15

Europe 3,324.13 5,658.81

Belgium – 248.37

France 445.06 769.35

Germany 541.86 833.65

Netherlands 305.46 545.81

Portugal 17.26 45.56

Spain 166.06 332.66

Sweden 123.23 203.94

United Kingdom 897.85 1,378.13

United States 1,316.25 2,018.21

Japan 278.44 370.54

Developing Countries 868.92 1,035.68

Africa 45.41 45.60

Latin America & Caribbean 210.92 271.69

Argentina 21.28 21.82

Brazil 49.69 64.36

Chile 11.72 14.45

Mexico 7.54 15.89

Asia 612.59 718.39

China 27.77 38.83

Hong Kong 388.38 405.59

Singapore 56.77 100.91

Korea (Republic of) 26.83 39.32

Taiwan 66.66 91.24

India 1.86 6.59

Southeast Europe and CIS 22.10 86.41

Russia 20.14 81.87

SOURCE: UNCTAD, Key Data, 2006.
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these opportunities. Exhibit
3.5 shows FDI inflows and
stocks in selected years.
Notice the significant growth
in overall FDI before 2000,
and even more so in such
regions as Asia and Latin
America. As of the end of
2004, the world’s stock of
FDI inflows amounted to
$8.90 trillion.

FDI inflows are gener-
ally correlated with eco-
nomic growth. Most of the
countries and regions with
high economic growth rates
over the past decades also
recorded an increase in FDI
inflows during the same
period. A number of devel-
oping countries in Asia and

Latin America, for instance, experienced a generally strong economic growth after
the 1990s and, partly as a result, received significantly higher FDI inflows. In con-
trast, some EU countries that grew at slower rates saw declining or stagnating FDI
inflows. In addition to economic growth, increases in FDI inflows may also have
contributed to weakening host country currencies, meaning they were less costly
to investors as evidenced by the wave of FDI inflows into the United States in the
1980s. A declining currency also improved the price competitiveness of local com-
panies, therefore attracting efficiency-seeking FDI. The currency’s depreciation
boosts exports, which further stimulates FDI inflows. Rising exports are often
accompanied by increasing FDI for improving distribution and marketing facilities
for exports and for meeting the specific needs of exporters. Some institutional fac-
tors, such as reduced country risk, governmental support, regulatory transparency,

PPhhoottoo  33..11 Africa remains a minor foreign investment target.

SOURCE: Jupiterimages.
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Economy 1970 1980 1990 2000 2004 Inward Stock as of 2004

World 13.43 55.11 207.88 1,396.54 648.15 8,895.28

Developed Countries 9.50 46.63 172.07 1,134.29 380.02 6,469.83

Europe 5.23 21.57 104.31 722.76 223.40 4,258.55

United States 1.19 16.92 48.42 314.01 95.86 1,473.86

Japan 0.09 0.28 1.75 8.32 7.82 96.98

Developing Countries 3.94 8.46 35.74 253.18 233.23 2,225.99

Africa 1.27 0.40 2.84 9.63 18.09 219.28

Latin America & Caribbean 1.68 7.49 9.59 97.52 67.53 723.75

Asia and Oceania 0.99 0.56 23.31 146.03 147.61 1,282.96

Southeast Europe and CIS – 0.02 0.08 9.07 34.90 199.45

Exhibit 3.5 FDI Inflows in 1970, 1980, 1990, 2000, and 2004 (Billions of Dollars)

SOURCE: UNCTAD, Key Data, 2006.
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increased market access, and business privatization also drive up FDI inflows.
Interestingly, the above exhibits show that the curve for FDI inflows into develop-
ing countries increasingly tracks the curve for FDI outflows for those economies,
suggesting that the general environment of those countries has an important
impact on their FDI involvement as both home and host countries.

Exhibit 3.6 documents FDI inflows to the top 20 recipient economies,
ranked by the components of FDI inflows. Generally, FDI is financed by equity
capital, reinvested earnings, and intracompany loans. Equity capital is often the
largest component of FDI financing (58% to 71% during the period 1995–2004),
followed by intracompany loans (23% on average) and reinvested earnings (12%
on average). Intracompany loans are particularly preferred when a host
country’s corporate income tax is high. For example, foreign investors may react
to the high tax rate in Germany by preferring intracompany loans to equity
financing for their investments in Germany. This practice allows the investors
to record interest expense and thus pay less income tax. Although still account-
ing for a lower percentage, reinvested earnings have been rising substantially as
a means of FDI financing (i.e., foreign affiliates’ earnings not distributed as div-
idends to the parent company). For instance, many MNEs investing in emerging
economies use their retained earnings to reinvest in their FDI projects and
increase economies of scale and scope in host markets.
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Equity Capital Reinvested Earnings Intracompany Loans

Rank Economy Billions of Dollars Economy Billions of Dollars Economy Billions of Dollars

1 United States 87.0 Ireland 19.4 France 27.7

2 Luxembourg 80.9 Hong Kong, China 16.0 Spain 14.2

3 Germany 45.7 United Kingdom 12.2 Italy 8.8

4 China 37.4 China 7.2 Luxembourg 6.4

5 Belgium 26.2 Russian Federation 7.1 Belgium 5.9

6 France 17.0 Canada 6.7 Mexico 5.8

7 Netherlands 14.6 Australia 5.7 Switzerland 5.3

8 Spain 13.0 Netherlands 5.2 Sweden 3.2

9 Brazil 9.3 Italy 4.8 Angola 2.8

10 Switzerland 8.3 Luxembourg 3.7 Russian Federation 2.8

11 Portugal 7.7 Switzerland 2.9 United Kingdom 2.8

12 Japan 7.6 Malaysia 2.8 China 2.5

13 Ireland 6.0 Mexico 2.3 New Zealand 2.3

14 United Kingdom 5.4 Finland 2.3 Ireland 1.5

15 Poland 4.6 Czech Republic 2.2 Norway 1.4

16 Austria 4.4 Hungary 2.1 Austria 1.3

17 Thailand 4.1 Chile 1.9 Ecuador 1.3

18 Azerbaijan 3.3 Nigeria 1.9 Venezuela 1.2

19 Argentina 3.0 Spain 1.9 Chad 1.0

20 Israel 2.9 India 1.8 Kazakhstan 0.9

Exhibit 3.6 FDI Inflows to the Top 20 Recipient Economies, Ranked by Size of
Different Financing Components, 2003 (Billions of Dollars)

SOURCE: UNCTAD, World Investment Report 2005, p. 12.
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It is also worth noting that the growing share of services in developed economies
makes them ripe for investment in services, a sector representing a growing portion
of total FDI. More than half of the outflow from major investor countries is in the ser-
vice sector, whether by retailers such as Wal-Mart and Home Depot, airlines such as
British Airways (which holds a 25% stake in Qantas, the Australian airline), Houston-
based construction firm Hines, or financial institutions such as Deutsche Bank (which
purchased U.S. Bankers Trust). Second, the decline in the value of labor and com-
modities in overall product price somehow erodes the competitive advantage of some
developing economies that offer cheap labor pools. Meanwhile, as the global demand
for fuels and other mineral resources has been drastically increasing, FDI inflows into
these sectors in developing countries increase. Third, FDI flows into developing
countries are concentrated in a relatively small number of countries, such as China
in Asia or Poland, Hungary, and the Czech Republic in Central Europe. Inflows into
Latin America and the Caribbean increased to $97 billion in 2000 ($67 billion in
2004). In contrast, the entire continent of Africa received only 1.2% of global FDI
inflows, although investment in some countries (e.g., Angola) was high in relation to
gross domestic capital formation.18 New FDI targets have become prominent in recent
years. Examples are Egypt, with its market and investment liberalization, and Israel,
where much of FDI has been directed to the high-tech sector.

MNEs play an important part in FDI flows. Exhibit 3.7 shows that foreign
assets, sales, and employment already account for about 50% of each category’s
total for the world’s 100 largest MNEs. General Electric and Vodafone are lead-
ing MNEs, each with foreign assets of about $250 billion. Although more service
companies have joined the top rankings, MNEs in traditional industries have
remained in the highest rankings in terms of foreign assets, foreign sales, and for-
eign employment. In the petroleum industry, for instance, Shell and ExxonMobil
are still among the top 10 MNEs in the world. Motor vehicle companies like
Toyota, General Motors, and Ford are also still among the top 10. The largest
MNEs remain geographically concentrated in a few home countries, such as the
United States, France, Germany, Japan, and the United Kingdom.
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Items 2002 2003 % Change

Assets ($ billion)

Foreign 3,317 3,993 20.4

Total 6,891 8,023 16.4

Foreign as % of total 48.1 49.8 1.7

Sales ($ billion)

Foreign 2,446 3,003 22.8

Total 4,749 5,551 16.9

Foreign as % of total 51.5 54.1 2.6

Employment (thousands)

Foreign 7,036 7,242 2.9

Total 14,332 14,626 2.1

Foreign as % of total 49.1 49.5 0.4

Exhibit 3.7 Snapshot of the World’s 100 Largest MNEs: Assets, Sales,
and Employment, 2002 and 2003

SOURCE: UNCTAD, World Investment Report, 2005, p. 17.
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Transnationality and FDI Performance
of Individual Economies

When we account for the size of the economy in terms of output, employ-
ment, and the like, the impact of FDI looks quite different. UNCTAD calcu-
lated a Host Economy Transnationality Index as the average of four shares:
FDI inflows as a percentage of gross capital formation, FDI inward stock as a
percentage of GDP, value added of foreign affiliates as a percentage of GDP,
and employment of foreign affiliates as a percentage of total employment. The
results, presented in Exhibit 3.8, show the United States—the largest nominal
recipient of FDI—near the bottom of the index, with only Greece, Italy, and
Japan below it. When size of the economy is accounted for, Belgium and
Luxembourg, Ireland, Estonia, the Netherlands, and Denmark are the top five
developed economies in terms of national-level inward openness or interna-
tionalization. Among developing economies, Hong Kong ranks first, reaching
81.6% (highest among all economies in the world), followed by Singapore and
Trinidad and Tobago.

The Inward FDI Performance and Potential indices, as well as the Outward
FDI Performance index, were also introduced by UNCTAD to assess FDI perfor-
mance of individual countries. The Inward FDI Performance Index is a mea-
sure of the extent to which a host economy receives inward FDI relative to its
economic size. It is calculated as the ratio of a country’s share in global FDI
inflows to its share in global GDP. This compares FDI inflow levels across dif-
ferent countries when the GDP size is controlled for. According to this index,
Azerbaijan, Belgium and Luxemburg, Angola, and Ireland are among the best
performing countries, while Cameroon, Indonesia, Iran, Japan, Kuwait, Nepal,
and Saudi Arabia are among the poorest performers. The Inward FDI
Potential Index is based on several economic variables indicating a country’s
investment infrastructure and growth potential for foreign businesses. It is an
average of scores (ranging from 0 to 1) on such economic conditions as GDP
per capita, GDP growth rate, share of exports in GDP, telecoms infrastructure,
commercial energy use per capita, share of R&D expenditures in gross national
income, and country risk. The United States, Norway, the United Kingdom,
Canada, and Singapore are among the best locations in terms of FDI potential.
By comparing the Inward FDI Potential Index with the Performance Index,
one gets an indication of how each country performs. Finally, the Outward
FDI Performance Index is defined as the ratio of a country’s share in global
FDI outflows to its share in world GDP. Top outward FDI performers include
Belgium and Luxembourg, Panama, Hong Kong, Azerbaijan, Iceland, and
Singapore.

FDI flows and performance differ not only among countries but also across
regions (states or provinces) within a large country. In most diversified host
countries, the distribution of FDI is uneven, triggering criticism that only a few
benefit from the investment and that the beneficiaries are concentrated in areas
that are already relatively affluent. For example, in the United States, FDI proj-
ects are generally concentrated in a small number of states. California,
Michigan, New Jersey, and Massachusetts have about a quarter of the manufac-
turing employment of Japanese affiliates in the United States and two-thirds
(157 of 251) of these foreign investors’ R&D facilities.19 These states enjoyed the
benefits of high-wage, knowledge-based employment of FDI much more than
other states. FDI in services is even more skewed toward investment on the East
Coast (primarily), followed by California and to a lesser extent Texas.20 This
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reality explains some of the political undercurrents of trade and investment dis-
cussed in Chapter 7, The Political and Legal Environment.

In China, FDI was initially confined to special economic zones and still
remains concentrated along coastal areas and in a small number of other
regions. This pattern is beginning to change, however. The Chinese govern-
ment, like many others, is offering special incentives to firms willing to invest
in less developed regions. Such incentives to investment in disadvantaged
regions are allowable under WTO rules. In Israel, the government offers extra
incentives for foreign investors willing to locate in rural towns, as it did for Intel.
In the United States, state governments have been competing with each other
in offering FDI incentives in hopes of attracting investors into their state. Ohio
provided such incentives to Honda, Tennessee to Nissan, and Alabama to BMW.

The location pattern of FDI is often correlated with the investor country of
origin, which again may be predicted by the theory of familiarity. In China,
much of the initial investment from Hong Kong (now a Special Administrative
Region of China but a separate entity for investment purposes) was concentrated
in Guandong province, which is adjacent to Hong Kong and shares a regional
culture and dialect; Taiwanese investment was initially proportionally higher in
Fujian province, which shares culture, language, and ethnicity with many
Taiwan residents; and South Korea was more likely to invest in areas of China
with large Korean minorities. As familiarity theory predicts, such investment
gradually expanded into other regions.
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Year Value ($ Billion) Percentage of Total M&As

1987 30.0 40.3

1988 49.6 42.9

1989 59.5 42.4

1990 60.9 40.4

1991 20.4 25.2

1992 21.3 26.8

1993 23.5 28.3

1994 50.9 40.1

1995 80.4 43.1

1996 94.0 41.4

1997 129.2 42.4

1998 329.7 62.0

1999 522.0 68.1

2000 866.2 75.7

2001 378.1 63.7

2002 213.9 57.8

2003 141.1 47.5

2004 199.8 52.5

Exhibit 3.9 Cross-Border M&As With Values of Over
$1 Billion, 1987–2004

SOURCE: UNCTAD, World Investment Report, 2005, p. 9.
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FDI Entry Forms

Firms may enter host economies through greenfield investments or M&As
(mergers and acquisitions). A greenfield investment occurs when a firm single-
handedly (i.e., as sole owner) or jointly with another firm (i.e., in a joint ven-
ture) builds brand-new facilities from scratch in a host country. An acquisition
occurs when a firm buys out a portion (i.e., partial acquisition) or the entire
ownership (i.e., complete acquisition) of a target firm in a host country. The
choice of entry form is influenced by industry-specific factors. For example,
greenfield investment is more likely to be used as a form of entry in industries
in which technological skills and production technology are key. The choice
may also be influenced by institutional, cultural, and transaction cost factors, in
particular, the attitude toward takeovers, conditions in capital markets, policies,
privatization, regional integration, currency risks, and the role played by inter-
mediaries (e.g., investment banks) actively seeking acquisition opportunities
and taking initiatives in making deals. Chapter 10 explains these issues in
greater detail.

In recent years, the proportion of M&As in total FDI has been growing at
the expense of greenfield investments. Completed cross-border M&As rose in
value from less than $100 billion in 1987 to more than $1 trillion in 2000.
Moreover, as shown in Exhibit 3.9, the number of mega cross-border deals
(with transaction values exceeding $1 billion) has been on the increase. The
trend has been criticized by FDI opponents who say that M&As do not add
to the capital stock and may stifle competition.21 Proponents of FDI respond
that acquisitions bring new technologies and better management that enable
the acquired firm to survive and prosper under stiff global competition. They
point out that, at least in transition economies, greenfield and acquisition
investments do not substitute for each other but rather play different roles, the
former providing new facilities and capacities, the latter contributing to the
restructuring and improvement of existing facilities and capacities.22

Although the acquisition of major local firms in developing nations draws
frequent media attention, the most common form of M&A is one originating
in and targeting developed-country firms. Many large firms have embarked on
multiple acquisitions. Examples are Ford Motor’s acquisition of U.K.-based
Jaguar and more recently Swedish company Volvo and the Land Rover divi-
sion of the U.K.-based Rover group, formerly owned by German automaker
BMW; the acquisition and partial acquisition of Chrysler and Mitsubishi by
Daimler (later reversed); and the controlling interest taken in Nissan by French
automaker Renault. This wave is not limited to the car industry. Swedish paper
manufacturer Svenska Cellulosa acquired both Pennsylvania-based Tuscarora
and an Atlanta-based unit of Georgia Pacific.23 British utility National Grid
completed three international acquisitions in 2000. In 2004, M&As between
companies within the EU increase in value to almost $100 billion, accounting
for 57% of the value of all cross-border deals in that region. Low interest rates
and strategic needs for global expansion via M&As are among the major fac-
tors contributing to the rise in cross-border M&As, which resumed in 2006.
In 2006, Japan’s Toshiba acquired U.S.-based Westinghouse while French
telecommunications maker Alcatel merged with U.S.-based Lucent.

Developing countries have attracted a larger number of greenfield invest-
ments than developed countries. This illustrates the tendency for developing
economies to receive more FDI through greenfield projects than through M&As.
Although acquisitions by developing-country MNEs are much less numerous
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than those by developed-country MNEs, they are increasing. Mumbai-based
Silverline Technologies acquired New Jersey–based SeraNova in 2000 for $99
million. Like other Indian high-tech firms with recent U.S. acquisitions, the
company sought to gain an understanding of the U.S. market, which increas-
ingly sources software in India.24 There was also a significant rise in cross-border
M&A purchases in China and India in 2004, with a doubling of value in both
countries, to record highs of $6.8 billion and $1.8 billion, respectively. China is
now the largest target country for cross-border M&As in developing countries.
As in the case of M&As, China and India also attracted significant numbers of
greenfield investments, together accounting for nearly half of the total number
in developing countries. Recent liberalization measures in India and strong eco-
nomic growth in China, combined with the WTO access (see Chapter 8), con-
tributed to this trend.

1. FDI levels continue to increase while the companies engaging in FDI are
becoming more diverse. However, FDI outflow is overwhelmingly from the
Triad countries, mostly into other Triad countries.

2. The bulk of FDI entering into developing countries goes to a small number
of nations with exceptionally attractive investment environments.

3. Recently, M&As outpaced greenfield investments, given their advantages
such as quick access to local markets and better use of local firms’ established
supply and distribution channels. FDI tends to concentrate in limited areas
within host countries, generating uneven benefits.
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COUNTRY BOX
In 1994, foreign investment in Israel stood at
roughly $500 million. By 2000, it grew 10-fold,
reaching one of the highest per capita figures for any econ-
omy. How this transformation has come about reveals a lot
about the factors that motivate FDI. Israel is a country that
lacks natural resources, has a tiny land area, and has a rel-
atively small population of about 7 million. However, Israel
has a highly skilled workforce and one of the highest ratios
of scientists and engineers in the world (almost double that
of the United States), further boosted by the immigration of
thousands of scientists from the former Soviet Union. Israel
ranks third, after the United States and Japan, in the
number of patents per capita. MNEs flocked to Israel to take
advantage of this knowledge resource as well as Israel’s
sophisticated infrastructure and a supportive tax and invest-
ment environment. National Semiconductor, Cisco, and
Motorola have all opened R&D facilities in Israel. Other
firms investing in the country include Pratt & Whitney,
Kimberly-Clark, Intel, and IBM (all from the United States);

Siemens, Unilever, and British Telecom (Europe);
and Sony, Toyo Ink, and Hutchison Telecom (Asia).

After growing considerably in the late 1990s, FDI in
Israel fell in 2001, a decline that is attributed mainly to
two factors: first, the global decline in the technology
sector in which Israel has had a competitive advantage,
and second, the deterioration in the security situation,
which has devastated certain sectors such as tourism and
lowered the country’s appeal as a regional headquarters
for the Middle East. The resulting uncertainty has kept
many potential investors at bay, even in such industries as
software that have not been directly affected. Still, FDI
recovered quickly, reaching $6 billion in 2006 (among the
highest per capita FDI ratios in the world), and was on
course to pass the $10 billion mark in 2007. Much of the
investment was in the form of acquisitions. For instance,
Berkshire Hathaway, controlled by legendary investor
Warren Buffet, has paid $4 billion to purchase an 80%
stake in Iscar, an Israel-based toolmaker.
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With most nations keen on attracting
FDI, market liberalization and open-

ness to FDI have been on the increase. For instance, between 1991 and 2000, there
were a total of 1,185 regulatory changes pertaining to FDI across the globe, of
which 1,121 favored investors. In 1999 alone, 150 regulatory changes were made
in 69 nations, and 147 of those were positive to FDI.25 Many of the recently signed
bilateral investment and double taxation treaties contain supportive FDI provi-
sions.26 The economies with the most liberal FDI environment in terms of freedom
to control domestic firms are Luxembourg, Ireland, Argentina, and Hong Kong.
The economies with the least open environment in this respect are China, Russia,
Malaysia, and Slovenia. Russia offers by far the least protection for the foreign
investor.27 Still, recent data suggest a slowdown in the liberalization of FDI
regimes: In 2003, 218 changes were favorable to FDI versus 24 unfavorable
changes; however, the ratio changed to 234/36 in 2004 and 164/41 in 2005. While
it is too early to say if this signals a fundamental change in direction, it is a
reminder that the continued liberalization in the FDI environment should not be
taken for granted.

Increased liberalization should also not be confused with the uncertainty
that continues to characterize international operations in developing and
transition economies (Country Box: FDI in Israel shows an example). Weak
property rights, political upheaval, wild currency shifts, and the like make the
international environment an uncertain terrain. However, liberalization means
that FDI is less often made for the sole purpose of circumventing tariff barriers
than for more fundamental economic and strategic reasons. With rapid global-
ization, product life-cycle assumptions have also been increasingly questioned.
If in the past an MNE could simply utilize its older products in another, espe-
cially developing, market, it is now often demanded, or necessary (owing to
internal efficiencies or competitive pressures), to transfer more technology to
foreign affiliates at an early stage.

Global competition to attract FDI leads many countries to offer not only a lib-
eralized investment market but also an array of incentives to the foreign investor.
Such incentives include tax holidays, tariff concessions, direct and indirect finan-
cial subsidies, training support, infrastructure improvement, and capital repatria-
tion rights. Countries offering the most attractive incentives to foreign investors
include Ireland, Singapore, Luxembourg, and the Netherlands. Russia, Slovenia,
New Zealand, and Venezuela offer the fewest investment incentives.

High-tech investment that involves substantial employment is particularly
in demand, enhancing the bargaining power of the MNE. Intel was thus able to
extract substantial concessions from governments in various parts of the world.
In Costa Rica, Intel received an eight-year tax holiday (and several more years at
a reduced rate), unlimited fund repatriation rights, and infrastructure support in
the form of a power station supplying power to the Intel plant at a reduced rate.
Advanced Micro Devices was similarly able to extract an array of incentives from
the German government, especially since it agreed to locate its plant in the
depressed eastern part of the country.28

FDI Decision Criteria

In the theory section, we discussed the location advantages of host countries as
a major drive for FDI. We have noted that such advantages include natural
endowments (e.g., mineral resources), creative endowments (e.g., consumer pur-
chasing power, skilled workforce), and government incentives. We have also
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noted that these endowments vary by region and by industry and that they tend
to shift over time. For example, many foreign firms that were enticed to invest
in the United Kingdom as their EU base (the United Kingdom is the preferred
EU entry point for Japanese firms, for example) have been rethinking their
investment in the aftermath of the United Kingdom not joining the Euro
Currency Zone. With the British pound appreciating vis-à-vis the euro, U.K.-
made products sold in the EU have either become more expensive for consumers
or less profitable for their producers.

Location factors may change in importance according to the industries
involved. For instance, in industries based on monopolistic advantage, agglom-
eration in terms of existence of competitors is a negative rather than a positive.
Low-tech, labor-intensive industries (e.g., most garment manufacturers) typi-
cally regard wages as a critical location factor. Similarly, tire manufacturers are
much more concerned with transportation costs than electronic chip producers,
for whom the value-to-weight ratio is much higher.

Nor is the relationship between cost of production and location simple. As
you may recall from Chapter 2, the Leontief paradox showed that the United
States, a country with high capital endowment, was also exporting many labor-
intensive products. The United States is also domestically manufacturing low-
tech products, despite wages that are often more than 10 times higher than in
alternative locations. For example, most lightbulbs sold in the United States are
made locally, sometimes by foreign firms such as German-based Siemens. The
reasons are transportation costs, capital intensity (i.e., automation), the impor-
tance of quick delivery and on-site service, local tastes, trade barriers, skills that
are not easily transferable, and the ability to quickly implement innovation.29

Similarly, Conference Board data show that U.S. manufacturers are more
likely to choose a high- than a low-wage country for investment, and that this
holds in North America, Asia, and Europe. For instance, Motorola chose to
invest in Germany despite its having the highest labor costs and one of the high-
est tax rates in the EU. Quality and productivity supplemented by local incen-
tives have turned the decision in Germany’s favor.30

National boundaries do not always provide a good indication of key criteria
for the location decision. As an example, wage costs can vary substantially across
regions of the same country owing to varying levels of development (e.g., it is
much more expensive to do business in Shanghai than in the Chinese inland)
or to special arrangements in free trade zones or territorially contiguous areas.
For instance, Ohio-based firm R. G. Barry opened a footwear plant in Laredo,
Texas, thanks to the Twin Plant plan that allowed it to employ Mexican workers
at a fraction of its U.S. domestic cost. The plant was, however, moved to Mexico
in 2002 when the further wage savings were no longer offset by tariffs, thanks
to the NAFTA agreement.31 Chapter 10 provides a detailed framework with
which to analyze location decisions.

1. Global competition to attract FDI promotes liberalization of global markets
and opening of the world economic environment. Many countries offer a
host of incentives to foreign investors.

2. For investors in high-value-added products and services, FDI concerns are
less related to natural endowments and more to creative endowments such
as knowledge infrastructure, access to capital, consumer purchasing power,
and government incentives.
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CHAPTER SUMMARY
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1. Foreign direct investment (FDI) involves invest-
ment in a manufacturing facility, service provision
facility, or other assets in a foreign market over
which the firm maintains control.

2. FDI can be horizontal (same product or service as
the one produced or rendered in the home country)
or vertical (investment in inputs preceding or fol-
lowing in the firm’s value chain).

3. MNEs benefit from FDI by generating efficien-
cies from location advantages, leveraging structural
discrepancies, generating returns from ownership
advantages, and learning and leveraging their
capabilities.

4. Among conventional perspectives, the monopo-
listic advantage approach suggests that MNEs pos-
sess monopolistic power, enabling them to operate
subsidiaries abroad more profitably than local com-
petitors can. The internalization perspective sug-
gests that it is more efficient for MNEs to internalize
overseas operations through a unified governance
structure (e.g., through vertical integration) than
otherwise to trade through open markets (if they
exist). The OLI paradigm integrates these perspec-
tives with country-specific comparative advantages.

5. Among emerging perspectives, the dynamic
capability view suggests that global success
depends not only on a firm’s distinctive resources
but also on how it deploys, uses, and upgrades
those resources. The evolutionary perspective
holds that internationalization is an evolutionary
process, shifting from export, to building foreign
branches, to relocating facilities overseas, to “insid-
erisation,” and finally to globalization. The I–R par-
adigm addresses the balance between global
integration and local responsiveness.

6. The United States has the highest stock of both
outflows and inflows of FDI in the world. However,
its share of the fast-growing pie of global FDI is
shrinking, and today it is no longer the biggest
investor.

7. In recent years, more FDI has been done via
mergers and acquisitions than via “greenfield”
investment.

8. The global investment environment continues
to liberalize, reflecting increasing competition for
investment dollars and a belief that FDI benefits out-
weigh its disadvantages; however, the rate of liberal-
ization has slowed in recent years.
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