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Abstract

The aims and objectives of my thesis are to research the foreign direct investment (hereinafter,
FDI) in Taiwan post-1980s when it started to experience an economic transformation from
traditional manufacturing into high-technology manufacturing and service industries. For
instance, the Taiwanese government introduced the Six-year National Development Plan, Asia-
Pacific Regional Operations Centre (APROC), and relevant incentive polices since 1990s in
order to attract export-oriented FDI, and develop further economic and industrial development.
Since then there was a drastic change in Taiwan’s economic structure and industrial activity
along with an increasing amount of investment from foreign investors. Hence, this thesis
empirically investigates the determinants of FDI (Chapter 5), evaluates the impact of FDI on
economic growth (Chapter 6), and assesses the dynamic interaction between FDI and macro-
economic variables (Chapter 7). The dataset used for thesis covers the period from 1990 to
2010, and involves industry-level data in Taiwan. The key findings of this thesis could be
summarised into three points. First, by employing both the static and dynamic panel data
approaches, Chapter 5 suggests that the market size, the employment level, and the exchange
rate remain to be significant factors to explain FDI inflows to Taiwan, while the wage cost and
the political stability are not significant factors of investment decision-making process for
foreign investors. The results imply that foreign investors no longer regard Taiwan as a country
with the supply of cheap labour for mass production, but one with the supply of highly skilled
and sophisticated talents for high-end manufacturing and service industries. Further, foreign
investors no longer regard political instability as a major concern for Taiwan since it has had a
stable political environment democratically and diplomatically. Second, by applying the
Granger causality test, Chapter 6 suggests that the two-way feedback between FDI and GDP is
significant both at overall- and industry-levels, while the one-way feedback (from FDI to GDP)
is significant at the cross-industry level. In the first case, it is therefore believed that FDI and
GDP are mutually enhancing in the long term in the overall economy, manufacturing and
service industries. In the second case, it reflects that GDP growth in manufacturing and service
industries has been induced not only by the inward FDI in its own industry but also by inward
FDI in the other one. Third, by utilising the vector autoregression (VAR) methodology, Chapter
7 confirms the existence of the two-way causal and dynamic interactions among FDI, GDP and
Exports. This two-way feedback result is not only in line with the key findings mentioned
above, but also implies that FDI could be a fundamental driver of economic growth in Taiwan,
and be considered a close proxy for the degree of openness of the macro-economic policy and
position of the Taiwanese government. In addition, while FDI, GDP and Exports are all found
to positively affect employment; the reverse relationship is relatively insignificant.
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1. Introduction

1.1.  Introduction of FDI
In the past decade there has been considerable interest in the ‘forces for globalisation’. Of

these, the international trade in goods and services and the increase in international
production through multinational corporations have been identified as being important factors
(Bora, 2001). According to the World Investment Report published in 2010 by the United
Nations Conference on Trade and Development (UNCTAD), global foreign direct investment
(FDI) flows are expected to reach $1.6-2 trillion in 2012, compared to $1.1 trillion in 2000
and $159 billion in 1991. Further, the annual growth rate of the international trade in both
output and goods and services has been exceeded by the growth rate of FDI flows during the
past decade. Several issues on policy and economy have been raised by such rapid growth in
FDI at the country and cross-country level. Since multinational enterprises and FDI were
widely considered to have utilised their economic and technological strengths to take
advantage of developing countries during the 1960s and 1970s, developing countries treated
them with suspicion. On the other hand, several developed countries also enact regulation and
legislation in an attempt to control and monitor the FDI flows and the investment activities of
multinational enterprises during the same period. The concerns emanating from both
developing and developed countries during the last decade were more focused on the issue of
economic sovereignty than economic exploitation. More recently, most developing and
developed countries have been receptive to FDI in terms of their policy direction, and, hence,
each government has started to actively seek a better and more comprehensive understanding
of the determinants, impacts and implications of FDI, which could be evidenced by the
considerable discussion on the issue of incorporating rules on investment taken place in the
World Trade Organisation (WTO). As such, it is necessary to examine and evaluate the role

acted by FDI in areas including country development, economic growth, national



employment, international trade and technology transfer. Researching and comprehending
these transmission channels of the impact of FDI could help a country to develop the

appropriate commercial and economic policies.

In association with international trade which has been the major mechanism linking
countries’ economies over the past decades, FDI is a similar mechanism in order to create
cross-national economic activities. Hence, these two mechanisms reinforce each other. It is
believed that the trade effects of FDI are based on whether the FDI is intended to utilise
strategic assets such as research and development (R&D) capabilities or locational
comparative advantage or whether it is aimed to gain accesses to local consumer markets or
top natural resources. It is undeniable that FDI plays a significant role in the economic
development and growth of a host country where economic and technological capability are
the major driving factors for the growth of international production capacity, though this is
also driven by the ongoing liberalization of FDI and trade policies. Most developing countries
therefore require FDI and technological force to facilitate technology transfer and then reduce
the technology gap (TGAP) between themselves and developed countries. Blomstrom (1989)
argued from this perspective that the spillovers or external effects of FDI are the most
significant channels for the dissemination of modern technology. Hence, globalisation
through direct or indirect FDI provides valuable opportunities for developing countries to

have greater industrial and technological development.

The changes in international political environment and global economic structure over the
last few decades have led to a dynamic trend and renewed interest in FDI. Firstly, according
to Chakrabarti (2001), there has been a rapid and steady growth in global FDI flows since the

late 1980s which could be shown by aggregate net inflows of FDI, based on current US
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dollars, increased nearly six times from $53 billion in 1985 to $315 billion in 1996. Secondly,
there was a sudden increase in FDI flows into the USA between 1985 and 1987 when
aggregate net inflows of FDI, based on current US dollars, increased nearly three times
within as many years from $20 billion to $58 billion. Finally, during the 1980s, there was a
large number of less developing countries were effectively shut out of the international
capital markets following the breakdown of normal financial relations in 1982-1983 and the
borrowing binge of the 1970s, a.k.a. debt-overhang. These financial constraints quickly led to
a sharp decline in investment and economic growth rates in these economies, particularly
severe for those who were heavily indebted. On the other hand, as summarised by Louzi and
Abadi (2011), international trade did grow more rapidly than FDI in 1970s, and hence
international trade was by far more important than most other international economic
activities. However, this changed drastically in the middle of the 1980s when world FDI
flows started to increase sharply. During this period, the FDI flows from developed to
developing countries came to play a more important role in international economic activities
by establishing marketing, transferring technologies, and procuring networks for international
sales channel and efficient production. Even though foreign investors in the home country
benefit from allocating their assets and utilising resources efficiently, FDI recipients in the
host country benefit from accruing technological force and from involving themselves in

trade network and international production.

FDI also provides necessary resources to developing nations, including access to markets,
brands, capital, entrepreneurial experience, managerial skills, and technology etc. These
resources are essential for developing countries, particularly for less-developing ones, to
industrialise and create jobs. Hence, most developing countries have started to recognise the

potential and underlying values of FDI, liberalise investment regulations and begin
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investment promotional campaigns to attract foreign investors. Globalisation arrangements
and regional integration agreements drive the changes in the pattern and level of FDI flows,
and further reduce investment and transaction costs. Since the progressive liberalization of
FDI polices and the implementation of more outward-oriented policies in those developing
countries, FDI flows to them started to pick up in 1980s. From 1991 to 2009, global FDI
flows have increased by 25 percentages. Developing countries as a group have shown a
collective increase of 22 percentages in FDI at consistent prices, according to the World
Developing Report (2010). All of these results prove that FDI has increased in importance as
a reliable source of capital flows and economic development for the less-developing
countries. With this background, it is not surprising that a large number of empirical studies

have been conducted on the driving factors and determinants attracting FDI for countries.

It is undeniable that FDI has innumerable different kinds of impact on the recipient country’s
economy. These potentially include degree of development, employment rate, economic
growth, general welfare, national income, price level, and production capacity. It is also one
of the potential and significant factors that lead a developing country to the globalization
within the world economic system. Furthermore, according to UNCTAD (2006), the
enormous increase in FDI flows across countries is one of the clearest signs of the
international economy’s globalisation over the past 20 years. As such, it could be concluded
that FDI is one of the keys to developing countries having a successful industrial
development and economic growth, since the very essence of economic development is the
rapid and efficient transfer and adoption of “best practice” across borders (Kok and Ersoy,
2009). In terms of factors influencing foreign investors to conduct FDI, there are generally
three broad groups according to Christiansen and Ogutcu (2002): the profitability of the

projects; the ease with which subsidiaries’ operations can be integrated into investors’ global
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strategies; and the overall quality of the host country’s enabling environment.

Even though the underlying potential of FDI in the development process of emerging
countries has been recognized by official authorities and academic literature, there is still one
fundamental issue waiting to be resolved: the determinants of FDI (see Tsai, 1994). Some
researchers, such as Riedel (1987), argue that developing countries play passive role in
determining the direction and volume of FDI. However, from the perspective of emerging
countries, those determinants might be under control of the host country and manipulated in
order to attract FDI from foreign investors. This could be an important issue for politicians in
developing countries since steps to encourage FDI have been taken by certain governments,
such as offering taxation incentives to foreign firms who conduct investment in the country,
or establishing investment promotion agencies in the foreign countries. However, even
though a large number of empirical studies have been conducted as to the relative
significance and the impact of the potential determinants of FDI, no consensus has been
arrived at. This could be partially explained by the absence of any widely accepted set of
explanatory variables that can be regarded as the “true” determinants of FDI (Kok and Ersoy,
2009), and by the wide differences that exist in perspectives, methodologies, sample-selection
and analytical tools (Chakrabarti, 2001). Regarding the former explanation, the empirical
results are typically sensitive to those true determinants suggesting a lack of robustness. For
instance, determinants such as exchange rate, labour costs, R&D, tax, trade balance, and trade
barriers have been examined to have both positive and negative impacts on FDI flows.
Further, Chakrabarti (2001) concluded that “the relation between FDI and many of the
controversial variables (namely, tax, wages, openness, exchange rate, tariffs, growth and trade
balance) are highly sensitive to small alterations in the conditioning information set”. In

addition to the latter explanation, empirical research forms examples of ‘data mining’ and
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‘measurement without theory’: variables are searched for that demonstrably have a
significant influence on FDI, and the results are explained ex post. The statistical and
theoretical weaknesses have led to diverse results in empirical studies where researchers only
considered a small number of variables at one time in order to build a statistically significant
relationship between inward FDI and host countries and a certain variable or a specific set of
variables of interest. As a result, the primary objective of this thesis is to identify and evaluate
significant determinants of FDI that drive capital flows to Taiwan within a globalised context.
The secondary objective is to conduct an econometric research on FDI in Taiwan based on
sound theoretical framework and empirical evidence. Since FDI flows are one of the major
factors driving globalisation in a country, it is felt that my research on its determinants would

contribute to Taiwan’s process of economic, financial, industrial and political development.

1.2.  Introduction of Topics
While international trade has traditionally been the major mechanism linking cross-countries’

economies in order to develop a worldwide economic system, FDI is a similar mechanism
linking national economies; thus, both of these two mechanisms reinforce and strengthen one
other. FDI has enormous effects on a host country’s economic development, impacting on
economic growth, price levels, productivity, national income, employment etc. FDI is also
one of the significant factors helping the economies of host countries, especially less-
developed countries (LDCs), to progress into internationalization and globalization stage.
Furthermore, according to the United Nations Conference on Trade and Development
(UNCTAD, 2006), the enormous increase in FDI flows across countries is one of the clearest
signs of the international economy’s globalization over the past 20 years. FDI outflows
represent the degree of control over global resource and market; and FDI inflows reflect not

only the amount of capital that the host countries obtain from the global investment, but also



the degree of integration with the world economy. Thus, Kok and Ersoy (2009) conclude that
FDI is key to successful economic growth in LDCs, since the fundamental principle of
economic development is the rapid and efficient transfer and adoption of “best practice”
across borders, be it technological expertise or managerial experience. With the integration of
the worldwide economy and economic interaction between countries, FDI has grown rapidly
in the last 20 years. However, according to the UNCTAD’s World Investment Report 2009,
amid a sharpening financial and economic crisis, global FDI inflows fell from a historic high
of $1,979 billion in 2007 to $1,697 billion in 2008, a decline of 14%. A slow recovery is
expected in 2010, but should speed up in 2011. The crisis has also changed the investment
landscape, with developing and transition economies’ share in global FDI flows surging to

43% in 2008.

Much empirical research on FDI in Taiwan has been conducted to evaluate its nature,
determinants and impacts. For instance, Liou (2003) found that multinational firms no longer
regard Taiwan as a manufacturing country, but as a centre for research and development
(R&D) and foreign operation. He also pointed out that an improving cross-strait relationship
is a significant factor in attracting FDI from foreign companies. Lin (1998), using panel data
analysis, concluded that many factors, including bilateral trade amount and cultural
difference, have a positive relationship with FDI. By contrast, factors including geographical
distance, relative returns on capital and the foreign exchange rate have a negative relationship
with FDI. Du (1995), using regression analysis, found eighteen factors attracting FDI in
Taiwan, including political stability, social environment, rapidity of economic growth, and
technique quality. Tsai (1991), using time-series data analysis, concluded that it is the supply-
side factors that attract FDI in Taiwan rather than demand-side ones. Neither economic

performance or labour costs are found to be significant determinants of FDI, which is
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contradictive to Riedel (1975) who stated that cheap labour costs is the major and significant

determinant attracting FDI from Hong Kong, Japan and USA to Taiwan.

However, there are still several gaps in the existing literature. Most previous research has
been conducted on the determinants of FDI in Taiwan rather than on industry-level FDI. For
instance, Tsai (1991) employed regression analysis using level variables for identifying the
demand-side determinants of FDI based on the data period from 1958 to 1985. Further,
previous research has focused on the overall impact of FDI on Taiwan’s economic growth
rather than on industry-level FDI (e.g. Tsai, 1994; Read, 2002). It tends to ignore the separate
contribution of FDI on different industries to the country’s economic growth and
development as the overall Taiwanese economy has transformed from a manufacturing-
focused economy into a balanced economy with manufacturing and service industries. As
such, it is increasingly important to evaluate whether growth effect of FDI varies across
industries, and whether FDI and economic growth reinforce each other. Lastly, since FDI in
Taiwan has played a significant role in the country’s economic transformation and
development, and the transfer of technology has also made a major contribution to the
country’s economic industrialization, the dynamic interaction among FDI and macro-
economic variables should be further studied in order to investigate the strength of causality
among them. Therefore, the first section in the thesis ‘Modelling the Determinants of
Industry-Level FDI’ is intended to identify major factors driving the industry-level FDI
inflows to Taiwan, and assist country’s government to implement reforms in a right direction.
The second section, ‘Evaluating the Impact of Industry-Level FDI on Economic Growth’
attempts to address whether or not the growth impact of FDI differs between manufacturing
and service industries in Taiwan. The third section ‘Framing the Dynamic Value-Chain

Interaction among FDI and Macro-economic Variables’ aims to conclude which types of
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dynamic interaction exist among these macro-economic variables, whether they are value
chain reaction or multiplier effects, and whether a stationary long-run relationship tends to

appear.

1.3. Research Structure

The research process and structure of thesis are shown as following:



Table 1: Thesis Structure and Research Process
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Foreign Direct Investment in Taiwan: Post 1980s
1.  Identify factors driving the industry-level FDI in Taiwan
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Literature Reviews on
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Literature Reviews on
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Processing, and Fundamental

Descriptive Analysis
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2. An Overview of the Taiwanese Economy and its Foreign Direct Investment

2.1. Taiwan’s Economic Position in Global Context

Taiwan is a geographically small country in many respects compared with other countries
worldwide, but it is an economically big country in terms of economic activities and
industrial development. Following table is to show the ranking of Taiwan compared with
other 192 countries in terms of area, population, population density, the GDP level, and the

GNI per capita level.

Table 2: Description of Taiwan

Unit Country Area 2010 Population 2010 | Pop. Density 2010 GDP 2010 |GNI per capita 2010
1000 km2 Ranking millions  Ranking| Person/km2 Ranking|USS$ billion Ranking US$ Ranking
Four Asian Tigers
Taiwan 36 137 23 50 639 16 430 24 27,122 30
Singapore 1 189 5 116 7,148 3 208 42 55,380 4
Hong Kong SAR 1 182 7 101 6,349 4 224 37 47,130 7
Korea, Rep 99 109 48 25 487 23 1,014 14 29,010 25
ASEAN (Major)
Malaysia 330 67 28 41 86 117 237 36 14,110 57
Thailand 513 51 65 20 125 90 318 30 8,120 88
Philippines 300 73 94 12 307 45 199 43 3,950 118
Indonesia 1,905 15 237 4 121 92 706 18 4,170 117
BRIC
Brazil 8,514 5 192 5 23 193 2,087 7 10,920 71
Russian Federation 17,098 1 143 8 8 223 1,479 11 19,190 44
India 3,287 7 12 2 368 33 1,721 9 3,560 123
China 9,640 3 13 1 140 80 5,926 2 7,570 91
Source: The World Bank, International Monetary Fund, and Council for Economic Planning and Development, Executive
Yuan, Taiwan

Even though Taiwan’s area is only 36,000 km?, ranked 137", and its population is 23 million,
ranked 39", its population density, however, is 639 person/km?, ranked 4™, and its GDP level
is $430 billion ranked 24™. Further, Taiwan’s aggregate economic activities surpassed any of
the ASEAN major countries, such as Malaysia and Thailand, and some of the countries in the
European Union, including Austria, Demark, Finland, Ireland, Norway, and Portugal etc. Few
people have been aware that Taiwan’s economic size is as much as 25% of that of India, and
30% of that of Russian Federation. The country’s GNI per capita, ranked 30", and is

comparable with some OECD countries such as Chile, Mexico, and Poland.
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Taiwanese economy has experienced a rather high average growth rate in the past five
decades. According to Chen (2000), the agricultural sector accounted for 30 percentages of
total Taiwan’s GDP in the 1950s, and the finished and processed major exports agricultural
products accounted for 80 percentages of total exports. However, as Taiwanese economy took
off later because of Nineteen-Point Programme for Economic & Financial Reform in 1960s
and Ten Major Developments Policy in 1980s, it transformed itself into a newly
industrialized country with a two digit GDP average growth rate in the manufacturing sector.
During this period, Taiwan annually exported 240 million units of mini-motor, accounting for
70% of world mini-motor exporting market; 80 million bicycle tires, accounting for 50% of
world bicycle tire exporting market; 3.16 million sets of sewing machines, accounting for
80% of world sewing machine exporting market(see, Duan, 1989).In 1990s, the major
Taiwanese economic and manufacturing activities advanced steadily from low-technology
manufactured goods above to high-technology manufactured goods including electrical
machinery products and information and communication products. During this period,
Taiwan reached the rank of “number three producer of information technology worldwide,
only behind the United States and Japan” (Underwood, 1999).In 2000s, Taiwan’s global
production shares by volume of computing equipment ranked number one in the world
according to Hsiao (2005), such equipment including case (75%), graphics card (31%),
keyboard (65%), mouse (60%), monitors (58%), motherboard (66%), notebook PC (39%),

scanner (85%), SPS (66%),sound card (49%), video card (40%) etc.

In terms of Taiwan’s international competitiveness in global economy, both of the World
Economic Forum (WEF) and the International Institute for Management Development (IMD)

are the major international organisations who conduct the annual research on each nation’s
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competitiveness in the global context. WEF defines competitiveness as the set of institutions,
policies, and factors that determine the level of productivity of a country, and the concept of
competitiveness therefore involves static and dynamic components. While the static
components determine a country’s ability to sustain a high level of income, the dynamic
components determine a country’s returns on investment for investors and its economic
growth potential. Since 2005, WEF has employed Global Competitiveness Index (GCI) out of
7 to evaluate country’s competitiveness, and there are twelve pillars within GCI analysis
including Institutions, Infrastructure, Macroeconomic Environment, Health and Primary
Education, Higher Education and Training, Goods Market Efficiency, Labour Market
Efficiency, Financial Market Development, Technological Readiness, Market Size, Business
Sophistication, and Innovation etc. Following figure is the Taiwan’s GCI and its rank for past

six years which is compared with the global average:

Figure3: Taiwan’s Growth Competitiveness Index (GCI) 2005 - 2011
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Source: World Economic Forum Database

As shown, Taiwan’s GCI has been well above the global average since WEF started to use the
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new methodology in 2005, and its rank has also maintained within Top 20 out 142 countries.
In WEF’s 2011 reports, it states that Taiwan’s prowess in innovation is undeniable which is
ranked 9" in the worldwide since Taiwan obtain the largest number of United States Patent
and Trademark Office (USPTO) where the granted patents on a per capita basis is more than
the United States. In addition to Taiwan’s first-class Research & Development, the quality
and presence of its business clusters in high-end manufacturing help itself to maintain the top
position on the related indicator .The economy and industry’s capacity for innovation
development is also further supported by high enrolment rates and first-rate quality of

country’s higher education system which is ranked 10" in the worldwide.

Besides WEF’s Growth Competitiveness Index, IMD publishes the World Competitiveness
Yearbook (WCY) ranks which analyse each nation’s capability to create and maintain an
environment where multinational and national enterprises could manage their business
operations and be competitive. In WCY, there are two general fields to be researched and
analysed. The first field is the Competitiveness of Enterprises since IMD assumes that the
private and state-owned enterprises are the major sources of wealth creation for a country.
The second field is the Competitiveness of Nations which evaluates a national environment in
which enterprises operate would improve or deter their capability to be competitive
internationally or nationally. Therefore, the methodology that IMD employs divides national
competitiveness and environment into four areas, including Economic Performance,
Government Efficiency, Business Efficiency, and Infrastructure. In turn, each of these factors
is further divided into another five factors which highlight every perspective of the areas to
be analysed. Economic Performance includes domestic economy, international trade,
international investment, employment, and price; Government Efficiency includes public

finance, fiscal policy, institutional framework, business legislation, and societal framework;

14



Business Efficiency includes productivity, labour market, finance, management practices, and
attitude and values; Infrastructure includes basic infrastructure, technological infrastructure,
scientific infrastructure, health and environment, and education. Taken all together, there are
a total of 20 factors featured by WCY. Following figure is the Taiwan’s ranking WCY for past

five years which is compared with that of East Asian courtiers and ASEAN:

Figure4: Taiwan’s Ranking in IMD’s World Competitiveness Yearbook 2007 — 2011
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Source: International Institute for Management Development (IMD) Database

As shown above, Taiwan’s rank in WCY has been improving in the past five years, especially
compared with Japan, well-developed country, developed country, Korea, and other
developing countries, such as China, Malaysia, Thailand, Philippines and Indonesia. WCY
suggests that Taiwan has an increasing role in the global economic activity and development,
and it also provides the business environment that attracts multinational enterprises to invest

in and realise the return on investment.
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2.2.  Introduction of FDI in Taiwan

In the early 1950s when the newly independent former colonies and semi-colonies were still
recovering from the Second World Wars and horror of imperialism, Hsiao and Hsiao (1996)
consider that Taiwan might be the first and only developing country in the world at the time
to invite much-suspected FDI with open arms since they believe that émigré regime of the
Republic of China on Taiwan had no roots in Taiwan and wanted to break its isolationism
internationally and domestically. After seeing successful results in Taiwan, it is widely known
that Korean then followed such route, along with other ASEANS, such as Singapore, in the

1980s.

Until liberalisation in the mid-1980s, FDI inflows to Taiwan were still highly constrained by
restrictions on ownerships as well as foreign exchange controls over remittances of profit and
barriers on entry to protected economic activities. Annual inflows varied between $100 and
$500 million per annum between 1970 and 1980 (Read, 2002). However, after Taiwanese
government lifting the restrictions on inward FDI in 1985-6, there was an immediate surge in
the magnitude of FDI inflows from both of the foreign nationals and overseas Chinese,
pushing the total inflows tripling from $566 in 1984 million to $1.46 billion in 1987, and
further doubling to $2.4 billion in 1990. Following two figures are the trend in FDI inflow of

Taiwan and investor types from 1980 to 2010:
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Figure5: Inward FDI Trend and Structure of Investors in Taiwan from 1980-2010
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Source: National Income in Taiwan Area, the Republic of China.

Until the liberalisation in the mid-1980s, the inward FDI to Taiwan were mainly constrained
by government to the reserved and protected certain industries with ownership restriction,
and to the controls over remittance of profit through foreign exchange market. In period
between 1970s and 1908s, annual inward FDI ranged from $100 to $300 million dollar, of
which significant proportion was made by overseas Chinese and focused on the basic labour-
intensive manufacturing industry. It is undeniable that Taiwan’s liberalisation of FDI
restrictions in 1985 did lead to an instantaneous increase in the level of FDI inwards. Total
inflows of inward FDI doubled from $700.4 million in 1986 to $1.4 billion in 1987, and
further increased to $7.6 billion in 2000. While the origins of this FDI inflows has been
mainly the three key industrialised regions of the Overseas Chinese, USA and Japan from

1980s to early 2000s, but inflows from Europe Union became a major source of FDI,
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increasing from $685 million in 2005 (16.19%) to $7.5 billion in 2006 (53.73%).Even though
the magnitude and share of inflows from USA, Japan, Hong Kong and other Asian countries
such as Korea, Singapore and Malaysia, increased in the early 1990s, their importance kept
decreasing in 2000s as FDI inflows from Europe Union and overseas Chinese continues to

grow and their rates of growth has been higher relative to those of other countries.

The sectoral evolution of the distribution of inward FDI is a reflection of the structural
transformation of the economy during the industrialisation process, although subject to legal
restrictions regarding certain industrial activities designated as sensitive (Read, 2002). Prior
to the mid-1970s, the inward FDIs to Taiwan mainly flowed to the basic labour-intensive
manufacturing sectors, such as textile and clothing. Since then, there was a major structural
and economic into the chemical, electronic, electric and relevant manufacturing sectors from
the 1970s onwards and, subsequently and recently, FDI has flowed into the service sectors,
especially finance, insurance and real estate sectors. However, as shown in the following
table, even though there has been an increasing trend in FDI inflows to financial service
sectors in the past decade, the high-technology manufacturing sectors still remain to be the
major investment targets for foreign investors, accounting for an average of 40% of FDI in
Taiwan. Of aggregate FDI inflows 1952-2000, $28 billion was in Electronics & Electrical
relevant sectors, and $31.1billion in Finance & Insurance. Within these investments, the
sectoral pattern of FDI by overseas Chinese differs substantially from that of non-overseas
Chinese. While the major proportion of FDI made by overseas Chinese has concentrated in
the Finance & Insurance, the major proportion of FDI made by non-overseas Chinese has
focused on Electronics & Electrical relevant sectors. On the other hand, it is argued by
Okamoto (2001) that the role of multinational firms, whether through technology transfer or

FDI, has already declined since 1990s in terms of output, exports and employment. The
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major proposed explanation for such decline in their importance is related to the dynamic
growth of domestic high-technology sectors which is based on domestic R&D and high-

quality human capital along with technological spillovers from existing foreign companies.

Table 6: Summary of Inward FDI in Taiwan by Industry Classification from 1952-2010

Industry Classification Numt?er of [ FDI a_m_ount % of Total | Rank by Ap\:eerrggzj':thl Egr:l;l:g
Project ($ million) FDI FDI % - .
($ million) Project
Service Sectors
Finance, Insurance and Real Estate 2,766 31,136.9 28.1% 1 11.26 2
\Wholesale and Retail Trade 7,253 10,160.7 9.2% 3 1.40 17
Information and Communication 1,210 5,462.4 4.9% 7 451 6
Professional, Scientific and Technical Services 1,861 4,985.9 4.5% 9 2.68 13
Accommodation and Food Services 1,617 1,873.6 1.7% 13 1.16 18
Transportation and Storage 466 1,448.7 1.3% 16 311 11
Subtotal 15,173 55,068 49.6% 24
Manufacturing Sectors
Electronic Parts and Components Manufacturing 1,905 16,042.8 14.5% 2 8.42 3
Others Manufacturing 2,938 6,843.6 6.2% 4 2.33 14
Computer, Electronic and Optical Products 1,451 6,284.7 5.7% 5 4.33 7
Electrical Equipment Manufacturing 1,266 5,731.8 5.2% 6 453 5
Chemicals 806 5,072.8 4.6% 8 6.29 4
Basic Metal and Fabricated Metal Manufacturing 1,042 4,494.8 4.1% 10 4.31 8
Non-metallic Mineral Products Manufacturing 308 3,783.5 3.4% 11 12.28 1
Machinery and Equipment Manufacturing 792 2,281.9 2.1% 12 2.88 12
Food, Beverage, and Tobacco Manufacturing 546 1,832.9 1.7% 14 3.36 9
Construction 824 1,486.7 1.3% 15 1.80 16
Rubber and Plastic Products Manufacturing 473 1,047.0 0.9% 17 221 15
Textile Mills 250 839.2 0.8% 18 3.36 10
Subtotal 12,601 55,742 50.2% 56
Agriculture Sectors
Agriculture, Forestry, Fishery and Animal
Husbandry 134 120.0 0.1% 19 0.90 19
Total 27,908 110,930 100% 81.13

Source: National Statistics, Republic of China (Taiwan)

2.3. Introduction of FDI Contribution to Taiwan

FDI has been perceived by East Asian countries as most important capital inflows, both in
terms of its size and impacts, compared to other types of capital inflows, especially short-
term ones which could cause economies instability in the host country. Several studies have
concluded that FDI is a long-term capital inflow and has the smallest fluctuation compared to
other types of capital flows (Corsetti 1998; Turner 1991; Sarno and Tylor 1999; Claesssens et

al. 1995 and Wiboonchutikula et al. 2001). According to Athukorala and Hill (2001), FDI has
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played a key role in economic dynamism in East Asia from 1970s to 1990s, especially the
Asian financial crisis in mid-1997. There were two major trends implied by FDI investment
patterns relevant to its impact on East Asia. Firstly, FDI flows were increasing much faster
than international trade flows, which in turn were increasing much more quickly than world
GDP. Secondly, there was a major shift in FDI flows away from traditional import-
substituting activities to export-oriented production, particularly the activities in vertically
integrated high-tech industries. Thirdly, despite that Organisation for Economic Co-operation
and Development (OECD) countries, including Japan, the USA and Europe, remained to be
the major investors of FDI, some East Asian newly industrialized countries (NICs), such as
Four Asian Tiger: Hong Kong, Singapore, South Korea, and Taiwan, had gradually become
important investors to the region with sizeable outward investments. As a matter of fact,
Asian financial crisis, contrary to some pessimistic expectations from the market, did not
cause a major discontinuity in FDI from major OECD countries, despite a modest decline in
inflows immediately after the crisis, and a sharp decline in FDI inflows to Indonesia mainly
because of non-economic factors. Compared to other forms of capital inflow, the resilient and
stable flows of FDI to those countries affected by the crisis seemed to have suggested a more

solid commitment to countries with an open FDI policy.

Economic Growth

There is a large number of literatures has focused on the question of how inward FDI affects
host countries and what its impacts are. For the former question, endogenous growth theory
explains host county’s growth by endogenising technological change, and considers FDI and
international trade to be major channels for transmitting ideas and new technologies. In the
endogenous growth model, FDI is assumed to be more productive than domestic investment,

and reasoning behind this is that FDI encourages the incorporation of new technologies in the
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production function of the host economy (Borensztein, De Gregorio, and Lee 1998).
Furthermore, Brems (1970) suggested that FDI increased the capital stock and, thus, growth
in a host economy by financing capital formation based on Solow-type standard neoclassical
growth models. These theories and empirical findings confirm that FDI would encourage host
country’s economic growth and stability rather than have a negative impact on them. For the
second question, Lipsey and Fredrik Sjoholm (2004) argued that foreign firms conducting
FDI are usually assumed to possess technology and know-how superior to those of domestic
firms in host country, and higher-quality goods and services could be produced at either
lower prices or in greater volume than previously available, resulting in higher consumer
welfare. Besides, inward FDI could add to the capital stock of the host country, thereby

raising country’s output level.

In the case of Taiwan, Chan (2000) suggested that FDI has appositive impact on Taiwan’s
economic growth by channel of technology transfer induced by FDI, which are possible from
theoretical foundation and reasoning. Even though he found a causal relationship from
exports and fixed investment to the country’s economic growth, the postulation that FDI has
an impact on the growth through inducing more exports and fixed investment is not supported
by his result. Chan’s view on technology transfer is supported by Findlay (1978) and Wang
(1990) who suggested that FDI would promote economic growth through its effect on
technology adoption (see Kozumi and Kopecky 1980; Wang and Blomstrom 1992; Malley
and Moutos 1994). Beside, Borensztein, De Gregorio, and Lee (1998) concluded that FDI
affects economic growth through technology diffusion by conducting a cross-country
regression analysis which includes industries in Taiwan. Among previous specific researches
on Taiwan, Ranis and Schive (1985) found the empirical evidence that FDI played an

important role in Taiwan’s early economic development, and confirmed that it is an efficient
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channel of technology transfer from overseas to Taiwan during the period from 1952 to 1980
by industrial case study. By using data for 11 countries in East Asia and Latin America, Zhan
(2001) found FDI to boost economic growth in 5 countries including Hong Kong, Indonesia,
Singapore, and Taiwan in East Asia and Mexico in Latin America. He concluded that the
impact of FDI on host economy country-specific, and FDI potentially promoted economic
growth in a country which adopt policy of trade regime liberalisation, enhance education and
hence the quality of human capital, encourage export-oriented FDI, and maintain
macroeconomic stability. By classifying East Asian countries based on level of economic
development, Kotrajaras et al. (2011) researched on the data from 1990 to 2009, and found
evidence that FDI has a significantly positive relationship with economic growth in Taiwan,
classified as a high-income country, since it has several appropriate economic factors such as
low level of corruption, high degree in trade openness, and high level of education,
government expenditure on investment in infrastructure and financial development.
Moreover, Wang (2003) conducted empirical research on the impacts of different sector-level
FDI inflows on host country’s economic growth by employing data in 12 Asian economies,
including Taiwan, over the period from 1987 to 1997. His results suggested that
manufacturing-sector FDI inflow in had a significant and positive impact on host country’s
economic growth, whereas non-manufacturing-sectors FDI inflows did not play a significant

role in contributing economic growth in host country.

Economic growth in developing countries, according to the hypothesis proposed in the early
1960s by Bhagwati, is the principal driver of poverty reduction which will lead to poverty
decline no matter what the reasons are (Bhagwati and Srinivasan, 2002; Dollar and Kraay,
2002, 2004). In associated with strong empirical regularity that country’s rapid growth could

be achieved by efficient methods of openness to international trade and investment, there is
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increasing empirical evidence suggesting a significant relationship between poverty
alleviation and rapid growth. Such evidence leads to a growing consensus that integration of
a developing country into global economic and international trade system might be an
essential factor for poverty reduction, even though there is no simple relationship between
openness and poverty (Agenor, 2004; Bhagwati, 2005; Sharma, 2003; Srinivasan, 2001;
Winter, McCulloch, and McKay, 2004). By using time series data for Taiwan from 1964 to
2003, Tsai and Huang (2006) found that its policy of trade liberalization helped to alleviate
poverty in the country through both income and distribution effects, in the long term and
short term. They also confirmed that an increasingly open trade regime in Taiwan not only
brought about remarkable economic growth, but also worked to raise the income share of the
poorest quintile in Taiwan. This result held against the adverse view on income distribution
effect of liberation, especially after the mid-1908s when Taiwanese economy was drastically

liberalized.

Productivity

In addition to economic growth and poverty reduction, Ng (2006) considered that FDI has
been playing an important role in the development process of many countries since it
provides those countries with both necessary capital and technology. From his point of view,
there are broadly two channels through which FDI can flow. One is by providing
organizational know-how and advanced technology that would assist to increase the
productivity or efficiency of investment, and the other is by providing capital to build up the
productive capacity in the economy. Further, numerous endogenous growth models
emphasised that technology transfer is from the North to the South is a vehicle for
productivity growth of the South (Segerstrom, 1991; Grossman and Helpman, 1991).

According to Haddad and Harrison (1993), among several channels of technology transfer,
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FDI has been regarded as a primary contributor to the host country’s productivity growth.
Productivity growth is one of the most significant beneficial effects off foreign investment
being related to technology spillovers across domestic firms and sectors (see Blomstrom and
Persson, 1983). Empirical studies from both developed and developing countries are
supportive to the positive spillover effects hypothesis (see Caves, 1974; Globerman, 1979;
Blomstrom and Persson, 1983; Haddad and Harrison, 1993). In the case of Taiwan, by using
its manufacturing firm-level data taken from the random sampling data file of The Report on
1991 Industrial and Commercial Census for Taiwan Fukien Area published by the
Directorate-General of Budget, Accounting and Statistics, Executive Yuan, Republic of
China., Chuang and Lin (1999) confirmed that FDI and R&D have a positive impact, or
spillovers effect, on productivity especially for domestically-owned and export-oriented
firms. Further, Ng (2006) conducted Granger causality test (1969) on the data period from
1970 to 2000, and found empirical evidence of one-way Granger causality from the change in

FDI inflows to total factor productivity (TFP) growth at the aggregate level in Taiwan.

2.4.  Potential Arguments for and against FDI Impact on Taiwan

There are a growing number of scholastic literatures which focus on how inward FDI affects
the host country, and what the positive and negative impact would be. Even though a wide
range of empirical research from almost every perspective has been conducted, there is still
little sign of convergence on such issue. Hence, it could be realised that the impacts of FDI
conducted by multinational companies operating in host countries have constituted a highly
controversial issue and research conclusion. In the book of Foreign Direct Investment, Moosa

(2002) summarizes arguments for and against FDI that could be applied into Taiwanese case.

Arguments for FDI
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FDI inflows are less volatile than portfolio investment flows, since FDI suggests a long-term
commitment to the investment project and it provides a significant source of funds and
capitals for developing countries and transitional economies. It also involves the transfer of
financial capital and advanced technology to the host county, and boosts the host country’s
economic growth through these technological spillovers and capital transfer (see De Andrade-
Castro and Teixeria, 1999; Zhang, 1999b; Chen and Ku, 2000; Fan and Dickie, 2000; Asafu-
Adjaye, 2000; Berthelemy and Demurger, 2000; Kearns and Ruane, 2001). On the other
hand, FDI would boost host country’s productivity and employment if it is an export-driven
one, the underlying conditions allow the installation of new plants and production facilities
designed to achieve economies of scale, and it provides workers with professional training in
order to increase their skills and productivity (see Yabuuchi, 1999; Glass and Saggi, 1999b;
Chuang and Lin, 1999; Barrel and Holland, 2000; Djankov and Hoekman, 2000; Hsu and
Chen, 2000; Walkenhorst, 2000). Moreover, FDI would contribute to fill the gap between
saving and foreign exchange by offering financial capital provides a vehicle for reviving the
domestic capital market through which domestic savings can be channelled to finance
domestic investment, and improve the capital account of the host country (see Bosworth and
Collins, 1999). Lastly, FDI could provide domestic firms with increased opportunities by
establishing potential relations with local suppliers for locally-produced goods and services,
and boots the degree of competitiveness in the host market (see Bonelli, 1999; Okamoto,

1999, Stone and Jeon, 2000; Mucchielli et al., 2000; Chen, 2000).

Arguments against FDI
In some certain circumstances, FDI represents a concept of colonialism since it may result in
a loss of sovereignty, in compromising national security and in jeopardizing the national

independence of the host country, especially when multinational companies who conduct FDI
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and have the sheer size are powerful financial and political negotiators and are likely strike
favourable terms in bilateral negotiations with a government with poor financial and
economic position (see Fung et al., 1999; Heinrick and Konan, 2000). Foreign firms who
conduct FDI could reduce employment through divestment and closure of production
facilities since they exist and operate primarily because of market imperfections in the host
country. Further, foreign firms may worsen income distribution and wage inequality in the
host countries by paying domestic workers low wages and foreign workers high salaries (see
Driffield and Taylor, 2000; Henneberger and Ziegler, 2000) On the other hand, some foreign
firms with large size who are sufficiently vertically integrated may limit the development
with strong relations with local suppliers because of inter-subsidiary transactions, or who are
sufficiently horizontally integrated may decrease the market concentration and increase the
possibility of monopolistic or oligopolistic practices (see Heinrich and Konan, 2000).
Moreover, FDI may not act as a role of foreign capital provider because it could a relatively
expensive source of financial capital, foreign firms may obtain necessary funds from the local
capital market which could possibly crow out investment in domestic firms, and foreign

firms’ capital contribution may have a non-financial form (see Bosworth and Collins, 1999).
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3. Literature Review and Discussion

3.1.  Definition of Foreign Direct Investment

Foreign investment is defined as a transfer of funds or materials from one country (called the
capital exporting country) to another country (called the host country) in return for a direct or
indirect participation in the earnings of that enterprise.’ International capital mobility is
usually divided into long-term capital mobility and short-term capital mobility. The long-term
capital mobility can be further divided into Foreign Direct Investment (FDI) and Foreign
Portfolio Investment (FPI1). Following column is to show the comparison between FDI and

FPI.

The Encyclopedia of Public International Law,Vol. 8, p. 246
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Table 7: Comparison between FDI and FPI

Type Definition Characteristics Regulations
Direct investment is a Involving in investment | In Taiwan,
category of cross- and control, and focusing | investment is
border investment on the lasting interest, regarded as
associated with a and management control | FDI when an

. resident in one investor

Foreign . .
Direct economy having control directly owns
Investment or a significant degree equity that
of influence on the entitles it to 10
management of an percentages or
enterprise that is more of the
resident in another voting power
economy.? in the direct
Indirect investment is to | Involving only in investment
purchase equity stocks | financial investment, and | enterprise;
Foreian or corporate debts of an | investors do not directly | otherwise, it is
an enterprise that is involve in enterprise regarded as
Portfolio . ) ) .
resident in another operation, but receive the | FPI.
Investment
country. agreed coupons or
participate in dividends
distribution.

Both foreign direct investment and foreign indirect investment include capital inflows and
outflows. Compared with foreign indirect investment, foreign direct investment not only
includes capital infusion, but also involves other necessary factors of corporate function, such

as human capital management.

3.2.  Theories of Foreign Direct Investment
3.2.1. Foreign Direct Investment Theories (A)
Generally speaking, foreign investments from enterprises could be broadly divided into
Foreign Direct Investment (FDI) and Foreign Indirect Investment (FII). The former means

that domestic companies directly invest foreign businesses and actively involve in the

?Balance of Payment and International Investment Position Manual, 6™ edition, IMF, p.100
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managements of operation; the latter one means that domestic companies invest the capitals
into the foreign capital markets in order to obtain the investment returns, instead of actively
involving in the managements of operation. Because foreign direct investments involves in
the investment of production factors, including capital, techniques, management resources,
and other production inputs etc., the resulting effects could be a major concerns for the
public. Following paragraphs mainly focuses on the theories regarding the foreign direct

investment.

According to the Braunerhjelm and Svensson (1996), the theoretical foundation of FDI is
rather fragmented because it consists of different fields and aspects of economics to elucidate
the FDI pattern for foreign investors. Although there are numerous theories for foreign direct
investment in the academic literatures and each has its own background and assumptions,
those theories can be classified as two categories based on the investment motivations,
categories including Expansionary FDI and Defensive FDI. Domestic companies conduct
FDI with the intentions to expand the operations and maximize the profit growths via
expanding the sales markets, diversifying the risks of investment and operation, obtaining the
innovative techniques, controlling the international resources, and taking advantages of tax
incentives etc. Academic theories regarding the expansionary FDI include the Monopolistic
Advantage Theory by Hymer (1960); Financial Theory by Aliber(1970) and Rugman (1979);
Transaction Cost Theory by Coase (1937) and Williamson (1991); and Internalization Theory

by Buckley and Casson (1976).

On the other hand, Chen and Ku (2000) argued that when domestic companies gradually lose
their comparative advantages because of the changes in the economic environments, they

would choose to conduct defensive FDI in order to lower the total production costs and
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maintain the competiveness of product by building the manufacturing plants in local
countries and taking advantages of the cheap costs of labours, lands, and resources. Academic
theories regarding the defensive FDI include Product Life Cycle Theory by Vernon (1966)

and Macroeconomic Approach by Kojima (1973).

In addition to the expansionary FDI and defensive FDI, Dunning (1981) proposed the
Eclectic Theory, which is the combination of the Monopolistic Advantage Theory, Product
Life Cycle Theory, and Internalization Theory. The Eclectic Theory discusses Local
advantages, Ownership advantages, and Internalization advantages. Detailed theories are

presented as following:

3.2.1.1. Expansionary Foreign Direct Investment

3.2.1.1.1. Monopolistic Theory

The traditional theory of international trade and finance has explained firms of a certain
country invest overseas. However, FDI could not be explained by neoclassical version of
comparative advantage because of the unrealistic assumptions. For instance, In the Ricardian
version, it assumes that there are two factor, two commodities, two country model in which
productive factors are perfectly mobile domestically but perfectly immobile internationally.
Emmanuel (1972) point out that Ricardian’s model also assumes a perfectly competitive
market where goods move freely between those two nations. Since Ricardian’s model
assumes that the labour cost is the only relevant factor of production, it is unable to explain
the possibility of FDI or any other type of international expansion and production. On the
other hand, the Heckscher—-Ohlin—-Samuelson’ model modifies Ricardian’s by replacing
labour cost with differences in factor endowment as the cause of FDI and international trade.

Such model not only assumes the same production function for each good in both countries
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while preserves the assumption of international immobility for productive factors, but also
assumes away the possibility of absolute advantage. But this model still remains to be

unrealistic and is unable to provide the answer to the cause of international production.

The major breakthrough came in Hymer’s Ph.D. dissertation at Massachusetts Institute of
Technology in 1960s. Hymer is the first one not only to analyse FDI from the perspective of
industrial organization theory, but also to distinguish between portfolio investment and direct
investment. Portfolio investment, also indirect investment, refers to investment with no
control over the operating entity, while direct investment refers to the investment associated
with control over the management. Hymer (1976) believe that there are two reasons for
investors to choose FDI in order to obtain the direct ownership of the foreign enterprises: (1)
to ensure the safety of the investment and (2) because the investors have certain types of
advantage with which they wish to exploit that in local market. As Hymer (1976, p. 25)
explained:

If the markets are imperfect, that is, if there is horizontal or bilateral

monopoly or oligopoly, some form of collusion will be profitable. One

form of collusion is to have the various enterprises owned and controlled

by one firm. This is one motivation for firms to control enterprises in

foreign countries.
Hymer focuses on the market imperfectness, and regards the foreign direct investment as a
firm behaviour under the monopolistic market. The factors forming the monopolistic market
include differentiated advantage of each company in the market, incompleteness of market

structure, and restrictions of government regulations. With respect to the reason why

*Hymer’s dissertation was published in 1976.
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companies still conduct foreign direct investment even when being disadvantaged at foreign
market information, Haymer argues that this is because companies have the intangible assets,
including the production techniques, innovation capabilities, patents, brands, and
management experiences etc. Because these intangible assets belong to corporate internal
public goods and without excludabilities, companies could obtain the monopolistic positions
in the foreign market and higher profits. Following the work of Hymer, Kindleberger (1969)
believe that investors must possess certain advantages in order to earn enough investment
return through FDI because "in a world of perfect competition for goods and factors, direct
investment cannot exist” (p. 13). Under conditions of perfect markets and factors, no firm can
possesses an advantage that would justify direct investment. Furthermore, Cave (1974) and
Horst (1972) not only support the Haymer’s idea on technique advantages, but also

emphasizes on the scale of enterprise and product differentiation.

3.21.1.2. Currency Area Hypothesis

Aliber (1970, 1971) proposes another strand of FDI theory to explain why a firm tends to
exploit a foreign market by direct investment rather than through portfolio investment such as
exporting or licensing, because he believes that the industrial organization theory put forward
by Hymer and Kindleberger and further extended by Caves could not provide the explanation
to such question. Aliber hypothesizes that the pattern of FDI can be explained in terms of the
relative strength of various currencies. His hypothesis postulates that a firm located in a
country with strong currency tends to conduct FDI, while a firm located in a country with
weak currency doesn’t. This is because Aliber maintains that investor tends to ignore the
exchange risk on the foreign earnings from local country, a firm in a hard currency area is
able, based on reputation, to borrow at lower costs and capitalise the earnings on their FDI in

soft currency areas at higher rates than the local firms. Essentially, the fundamental
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assumption is that there is a bias in capital markets, which arises because the income streams
from foreign country with weak currency are associated with foreign exchange risk.
Therefore, the firms are located in a strong currency area and the market is subject to a bias in
evaluating the currency premium on weaker currencies, suggesting that such firms may be

positioned themselves to efficiently hedge the foreign exchange risk.

Several academic literatures have empirically tested Aliber’s hypothesis by examining the
relationship between the flows of FDI and the value of currency in host country. If the
hypothesis is valid, then undervaluation brings the inflow of FDI into the host country, while
overvaluation is associated with outflow of FDI. Empirical researches supporting such
hypothesis include Alexander and Murphy (1975), Logue and Willet (1977), and
Sachchamarga (1978). However, other studies found contradictory result that the devaluation
of the currency in host country is like to discourage the inflow of FDI into that country. For
instance, Scaperlanda (1974) found that the depreciation of the Canadian dollar as opposed to

the U.S. dollar had a negative impact on the inflow of U.S. FDI into Canada.

What causes this conflicting result is the fact that the exchange rate is not the sole factor
influencing FDI decisions, and the undervaluation or devaluation of the currency in host
country may influence the timing of a particular FDI. Although Aliber’s assumption that
foreign investors tend to ignore the exchange risk on foreign earnings from host country is
seemingly to apply to relatively foreign investors with smaller portfolios, it is the institutional
investors with larger portfolios dominate the FDI in 20th century. On the other hand,
according to the Lizondo (1991), the problem of the hypothesis is that it is unable to explain
the cross-investment between currencies areas, for FDI in countries with the same currency

are, and for the concentration of FDI in certain industries. Furthermore, Dunning (1973)
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suggests that because country risk factor affects the relationship between the firms and their
competitors, currency area hypothesis only adds to the industrial organization hypothesis,

though it cannot replace it.

As a result, Froot and Stein (1991) put forward another more elaborate theory based on the
market imperfections. They argue that it is informational imperfection in the capital market
that causes the weak currency area to be associated with FDI inflows into it, and makes the
cost of internal financing to be lower than cost of external financing. They found that there is
a negative relationship between the real value of US dollar and the FDI inflow into the
country. Contrast with the currency area hypothesis’s emphasis on over- and under-valuation,
Agarwal (1980) believe that the hypothesis should be focused on the depreciation and
appreciation because FDI can be viewed as alternative to export. If the home currency keeps
appreciating, then the exports produced by the firms in the home country would become less
competitive, and be difficult to be sole in the foreign country. In such case, FDI could be a
measure used to hedge the firms’ economic risk from foreign exchange rate exposure. Cave
(1988) argues that the foreign exchange rate affects the FDI through two channels. First,
changes in foreign exchange rate would lead to the changes in the investor’s cost of goods
sold and sales revenue. The net effect of FDI depends upon the certain characteristics of
industries being researched. Second, expected short-term exchange rate movement affects the
level of FDI. A depreciation of domestic currency that is expected to be reversed in the near
future would encourage FDI inflows to profit from capital gain when it appreciates. Besides,
Rugman (1979) regards FDI as a tool of international diversification, and internalization of
intangible assets as a method to create internal markets in order to circumvent the capital
markets imperfections. He believes that the companies would also utilize the International

Transfer Pricing to adjust the allocation of liquid assets in different currency area. Strategic
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cooperation between parent company and its subsidiary to lower the foreign exchange risks is

more capable to earn stable profit than does exporting operation business model.

3.2.1.1.3. Transaction Cost Theory

The theory of neoclassical portfolio flows is one of the theories proposed by academic
literatures to explain the tremendous rise of US foreign direct investment in Western Europe
in the years after WWII. According to this theory, the investment capital would move from
countries with lower interest rate to those with higher interest rate when there are no barriers
for capital movement, or where there are no risks or uncertainties (assuming risk was held
equal). Under this assumption, there would be no capital movement across international
borders taking place. This theory, however, is not able to answer numerous questions, such as
how American companies compete with already-existing European firms when they invest in
Western Europe, given the additional cost of conducting business in foreign countries. As a
result, Hymer (1960) took one the neoclassical application of portfolio flows to the FDI after
WWII, and he found that there are two main features of FDI inconsistent with the
neoclassical portfolio flows. The first one is that the multinational firms would tremendously
finance their host-country operation through local capital markets with higher interest rate,
rather than home capital market with lower interest rate. The second is that there are certain
countries with existed substantial concentrations of FDI and multinational enterprises. In an
attempt to look for another theory to explain such circumstance, Hymer found two motivators
for FDI, which are the intentions to reduce, or minimize, international competition among
firms and industry; and the desire to increase investors’ investment returns from the
utilization of their distinct advantages. Hymer then transported the theory of FDI out of the
neoclassical portfolio flows theory, and into the industrial organization with the study of

market imperfections. Hymer assumes that foreign investors must possess certain advantages,
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in the form of superior technology, firm-level economies of scale, or better products, in order
to deal with the additional cost of doing business in host country. His market failure approach
then was further developed in the form of transaction cost, internalization and the eclectic

paradigms.

According to the Coase (1937), during the course of internationalization, because market
imperfection leads to the drastic difference in transaction cost in each country, and the
companies would enter into the foreign markets with different entry methods based on the
different degree of transaction costs. Furthermore, Williamson (1991) point out that
transaction costs results from contracts negotiation, and it can be categorized before and after
making contracts. If the transaction cost is too high, it would lead the imperfect market.
Besides, the characteristics of uncertainness, distinctiveness, and high frequency for foreign
direct investment are able to lower the transaction cost. According to Norman (2001), the
fundamental idea underlying the transaction cost theory models was that: “incomplete
contracts and missing markets give rise to the possibility of opportunistic behaviour in arms-
length exchange (Williamson, 1975) and so to the preference by the firm to replace external
contracts by direct ownership and internal hierarchies”. Furthermore, there is a subtle, but
important difference between Hymer (1960) view on transaction cost theory and Dunning and
Rugman (1985) view. In the former one, Hymer believe that multinational companies
internalize the pecuniary externalities is due to structural market imperfections in the market
for final products. In the latter one, Dunning and Rugman believe that foreign companies
internalize non-pecuniary externalities is due to natural imperfections in the market for

intermediate products
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3.2.1.1.4. Internalization Theory
Recent academic literatures regarding the international trade and economics indicate that the
multinational expansion and global strategy are due to the presence of intangible assets. The
internalization theory” argues that foreign direct investment should occur when a firm can
increase its value by internalizing markets for certain of its intangible assets. Such intangible
assets are commonly thought to include®:

(1) Technological know-how;

(2) Marketing ability and related consumer goodwill; and

(3) Effective and dedicated management.
The internalization theory holds that the value of intangible assets would increase in direct
proportion to the scale and size of the firm’s markets. This is because such assets are
primarily based on proprietary information; they cannot be transacted and exchanged at arm’s
length for numbers of reasons resulting from the economics of information and of public
goods. Furthermore, intangible assets contain certain characteristics of public assets within a
firm to the extent that utilizing such assets in one country would not diminish the use of the
assets in other country. This would help to explain why the firms with such intangible assets
are more likely to invest in many other countries with multiple plants. Buckley and Casson
(1976) believe that the markets for key intermediate products such as research &
development skills, human resources, specific techniques, and management expertise are
imperfect; there would be significant time lags and transaction costs when linking different
activities through international markets. Therefore, firms are encouraged to substitute these

external markets by their own internal markets for these products when seeking for profit

* This view is developed in Coase (1937), Hymer (1960: 1976), Caves (1971), Dunning (1973), Williamson (1975), Buckley and Casson
(1976), Magee (1977) and Rugman (1981)

® See, for example, Helpman (1984).
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maximization in the imperfect competition market. Internalizing the market transaction
means that the firms establish their own production affiliate in the market. The FDI then
results from the internalization of markets across national boundaries, and such process
would be continued until the costs and benefits of further internalization are equal to be each
other at the margin. Costs of internalization include administrative and communication
expenses. Benefits include avoidance of time lags, increase in bargaining power with buyer,
minimization of the impact of government intervention through transfer pricing and the
ability to use discriminatory prices against the customers. Besides, it is difficult for
companies to maintain the buyer-seller relationship because of the technique transfers and the
authorizations. As a result, companies would seek for foreign direct investment in order to

enhance the internalization of their own distinct advantages.

On the other hand, Root & Ahmed (1979) argued that when the price mechanism of the
market are not able to fully reflect the full costs of externalities during the production
process, the market then have the insufficient market allocations. The companies could fully
utilize the advantages of intangible assets by internalizing the production of cross-nation
integration. Rugman (1981) argues that, in avoid of being affected by externalities of
imperfect market, multi-national companies would internally build the international system in
order to obtain the autonomy of production and resource allocation. Teece (1986, p23)
suggests that ‘the internalization paradigm developed in the literature to date needs to have
transaction costs economics embedded within it if a deep understanding of the multinational

enterprise is to evolve’.
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3.2.1.2. Defensive Foreign Direct Investment

3.2.1.2.1. Macroeconomic Approach

Many of the previous academic works are more focused on the topic of FDI outflows from
the US to any country around the world such as Hymer-Kindleberger model, but Kojima
(1978) then structures the FDI theory by researching on the topic of FDI inflows to US.
According to the Kojima (1973, 1975, 1985), he regard FDI as means of transferring capital,
know-how, managerial skills, techniques, technology, and other intangible assets from
investing firms based in home country to the host country. Such analysing perspective is
called ‘macroeconomic approach’ or “factor endowment approach’. In their empirical mode,
Kojima (1973) and Ozawa (1979) combine macro variables such as industrial policy and
trade policy with micro variables like factor endowments and intangible assets. Furthermore,
Kojima classifies FDI into two types. The first one is the trade-oriented FDI, which generates
an excess supply of exports and excess demand of demands for the home country. Such type
of FDI would benefit for both countries in terms of welfare improvements. The second one is
the anti-trade-oriented FDI, which not only has an adverse impact on the trade between the
countries, but promote the unfavourable restructuring in both countries as well. Based on the
experience of Japanese FDI outward, Kojima (1973) and Ozawa (1979) believe that Japanese
FDI to US belongs to the trade-oriented one. They argue that because the deteriorations of
Japanese macro-economic conditions leads to the gradual erosion of comparative advantages,
or even disadvantages, for the their products, Japanese firms would conduct FDI with the
purpose of switching the production factory to the host countries with more comparative
advantages, in order to allow host country factors be merged with foreign skills or capital,
and then produce the products at the lower costs. Kojima argues that Japan, as a capital-
exporting country, concentrates its FDI to ensure supply of raw materials and intermediate

products for which it does not have a natural comparative advantage, such investment
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belonging to trade-oriented FDI. In terms of FDI investment by US, he argues that it has the
empirical confirmation of the product life cycle propose by Vernon (1966). Because US firms
found that their products have reached the mature stage, it is necessary for them to seek for
profitable markets with growing demands in foreign countries, such investment belonging to
monopolistic FDI. Compared with Japan, US has a history of transferring industries to host

country in which it possesses a natural comparative advantage.

Dunning (1988) suggested that the macroeconomic approach by Kojima may have the
limitation in presenting a unified theory with practical implications, because, as Petrochilos
(1989, p21) points out, Kojima’s approach does not provide the explanation FDI decisions
and flows but act as a prerequisite for establish international trade between countries. He also
suggests that the foundation of the Kojima’s hypothesis is also based on the product life cycle

theory and eclectic theory.

3.21.2.2. The Theory of Product Life Cycle

Product life cycle provides the basis of explanation for both international trade (Posner, 1961;
Hufbauer, 1966) and FDI (Vernon, 1966; Hirsch, 1967), in which Vernon (1966, 1974, and
1979) conducts the outstanding review of the development of such hypothesis. According to
Vernon (1971), ‘the products go through a cycle of initiation, exponential growth, slowdown
and decline — a sequence that corresponds to the process of introduction, spread, maturation
and senescence’. Petrochilos (1989) also suggests that product life cycle hypothesis is
valuable and useful in that it provides another interpretation of FDI, particularly for the
industry manufacturing the products that are featured by advanced technology and high
income elasticity of demand. This hypothesis bases upon on mainly four assumptions which

were well deliberated by Huckley and Casson (1985, p. 8):
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1. Products undergo predictable changes in production and marketing.

2. Information available on technology is restricted.

3. Production processes change over time and economies of scale are prevalent.

4. Tastes differ according to income and, thus, products can be standardized at various

income levels.

Product life cycle hypothesis postulates that companies would involve in FDI at a specific
stage in the life cycle of the products that are produced as innovation at the initial time. The

three stages are specified as following:

1. Innovation stage: because firms have to meet the growing needs for efficient
coordination between production lines and R&D as well as the availability of demand
for the innovative products, it is necessary for firms to initiate the production site at
home country in order to be close to the customers. During the period of innovation
stage, the demand for the newly launched products is price inelastic, and the innovating
firms are able to charge a relatively high price from the customers without affecting the
demand for the product as that much. The products would be improved as time passes
because of the feedback from customers. Furthermore, the demands are mainly from
the customers based in home country during such stage.

2. Maturity stage: this stage is characterized by the maturity and export of the product to
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the countries with the next-highest level of income, such as from US to Europe,
because the demand emerges from the customers in these developed countries.
Growing demand for the products and increasing degree of competition in these
developed countries eventually lead the firms to conduct FDI in order to build
production facilities for the innovative product and meet local demand. At maturity
stage, foreign countries are importers of the product, while home country is a net
exporter.

Standardization stage: this stage is marked by a complete standardization of the
products and its production know-how and techniques which the innovating firms are
no longer exclusively possess them. Fierce price competition from other firms compels
the innovator to invest in developing countries with the purpose of seeking for cost
advantages, such as labour costs and input costs. At standardization stage, the home
country would start to import the product from the production factories based in both
domestic and foreign countries. The foreign countries become the net exporter of the

products, while home country becomes a net importer.

Therefore, when the product reaches the stage of maturity and standardization, cost of

production becomes a significant determinant of FDI. FDI then belongs to a defensive move

to maintain the firm’s competitive advantages against its foreign and domestic rivals.

Empirically, Gruber et al. (1967) found a strong association between propensity to invent

new products, export performance, FDI and the ratio of local production to exports on the one

hand and R&D expenditure of the U.S. industries on the other hand. The relationship between
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the ratio of local production to exports and R&D expenditure is interpreted as an indication of
the substitution of FDI for exports in host countries in the final stage of a product cycle.
Besides, Horst (1972b) conducts an empirical analysis for U.S. exports and FDI in Canada.
His research result suggests that the technological intensity of a U.S. manufacturing industry
was more closely related to the total sum of that industry's exports to Canada and its
subsidiary sales in Canada than it was to either subsidiary sales or exports taken separately®.
Based on it, he concluded that exports and FDI in local production may be substitutes for one
another. According to Host, Canadian tariff policy would affect the firm’s decision between
the exports and FDI. He also concluded that the lower the Canadian tariff is, the smaller the
share of local production in total U.S. sales of an industry in Canada accounts for.
Nonetheless, Orr (1975) disputes the latter conclusion of Horst's by using more disaggregated
data. In addition, Baldwin (1979) found that the tariff is an insignificant variable. He
concluded that the FDI from U.S. manufacturing occurs extensively in the product lines
where outputs are differentiated and investors have the opportunity to capture rents based on
such product differentiation, and that industries employing relatively large numbers of highly

skilled and educated employees tend to conduct FDI.

Vernon (1971, p. 65f) described the product cycle model as a ‘deliberate simplification of
reality with no presence of capturing the complex sociological, political and idiosyncratic
factors influencing the investment behaviours‘. Besides, Vernon (1979) admits such
circumstance by noting that the simplified product life cycle hypothesis has become less
plausible because the technological leadership of US has undermined badly and the income

differences between US and other developed countries have levelled down. Hirsch (1976)

® Wolf's study (1977) indicated that thisresults applies for the U.S. multinational firms notonly in Canada but
also for their worldwide operations.
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generalizes the model for product cycle so that the rigid sequential relation between product
innovation, mature and standardization is no longer essential for the validity of the
hypothesis. Furthermore, the practical applicability of product life cycle hypothesis is
restricted to highly innovative industries [Solomon, 1978] and such hypothesis is an over-
simplification of the firm’s decision making process [Buckley and Casson, 1976]. In defence
of product life cycle hypothesis, however, it should be noted that such hypothesis is based
originally on the US experience and offered a grounded explanation for the interaction

between production, export and FDI at firm level during the 1950s and 1960s.

3.2.1.2.3. Eclectic Theory

Dunning (1981) proposed the Eclectic Theory, which includes ownership advantage, location
advantage, and internalization advantage, also called OLI theory. According to the theory,
these three conditions must be satisfied if firms would like to conduct FDI in foreign country.
First, the ownership of certain intangible assets must provide the firm with competitive
advantages over other competitors in the similar industry or host country. These intangible
assets are called ownership advantage and belong to the distinct advantages that are not
available to the other firms in host country, such assets including innovative technology,
transferable economies of scale and scope, and access to the finance and raw materials. Only
companies with such advantages can conduct foreign direct investment and compete with
local businesses in host countries. Second, associated with other advantages, the firm must
seek for some other production inputs located abroad in order to make the FDI in the host
country more profitable than exporting to that country. These are called locational
advantages. Similar with the theory of product life cycle, it argues that because of the labour
costs, techniques spillovers, and incentive polices of host countries for the products at

different stages, the production factories would change to different countries based on the
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changes in comparative advantages. As a result, foreign direct investment is a necessary tool
to maintain the competitiveness for the companies in capital exporting countries. Third, the
firms must be more profitable to utilize their own advantages than to sell them directly
through spot markets, or to lease them through contractual arrangements such as licensing or
managerial contracting. The internalization advantages refer to the decision between selling
the right of intangible assets to other firms for expansion strategy, or retaining the right to
accomplish the expansion strategy within the firm. Internalization advantage emphasizes that,
when external transaction costs are large or companies are unable to fully capture the external
benefits of intangible assets, foreign direct investment can lead the companies to maximize

the profit of intangible assets.

All in all, the eclectic theory specifies that that all of the forms for FDI are able to be
explained by the three advantages arising from arising from location, internalization and
ownership. The theory acknowledges that these factors might change over the time, and
recognizes that it may not be valid itself to generalize the experience from one country to
another, if country-specific features and characteristics are significant determinants of FDI
decision for multinational enterprises. It is noteworthy that Casson (1990) put forward the
integrated theory of FDI, which integrates the theory of trade, theory of firm and the theory of
international capital markets. While he considered that the integration of the theory of trade
with the theory of international capital markets causes no theoretical problems and the
integration of the theory of firm with the theory of the international capital markets is rather
straightforward, he mentioned that the integration of the theory of the trade with the theory of
firm is lack of the theoretical and empirical foundation. Apart from these, the integration of
these theories proposed by Casson still offers solutions to a sophisticated set of problems

regarding to FDI.
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3.2.2. Foreign Direct Investment Theories (B)

Foreign Direct Investment has registered an immense growth over the past four decades. In
contrast with the United Kingdom and the United States were by far the biggest exporters of
FDI during the fifties and early sixties, the participation of Germany and Japan into this area
since then has significantly intensified the international and global competition for overseas
investment opportunities. Nevertheless, the growth of the publication and academic
literatures specifically on the determinants of these foreign investments has largely excelled
the growth of FDI. Therefore, the growing interest in and importance of the cause and effect
of FDI have led to the development of different schools of theories that attempt to explain the
underlying rationales why multinational companies involve in FDI, why they choose specific
one country rather than others to conduct their foreign investment strategy and expansion,

and why they select a particular entry model to enter into the foreign market.

According to the Agarwal (1980, p. 740), by referring to these FDI theories as hypotheses is
because ‘there is not one but a number of competing theories with varying degrees of power
to explain FDI’. Therefore, suggested by Lizondo (1990) following Agarwal (1980) in order
to facilitate the discussion, FDI theories may be classified under the following groups: I.
Perfect Market Assumption; and ii. Imperfect Market Assumption. The first group is
constituted by the hypotheses which assume full or nearly full competition on input factors
and/or output products. The second group consists of the hypotheses which assume that
market is imperfect by nature, and postulate that the foreign firms investing in local countries
have at least more than one comparative advantages over their domestics competitors in the

host countries.
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3.2.2.1. Perfect Market Assumption

The concept of a perfect economy with the perfect market and competition assumes that
prices and quantities in the market are adjusted automatically to bring supply and demand
back into the state of equilibrium. As the rate of return on investment capitals in each country
is not equalized internationally because of the segmentation in world market, the flows of
FDI, in a disequilibrium context, would start to take place until the markets return to stability.
This section covers the three hypotheses based on the assumption of the perfect market on
national factors and/or product markets. Three hypotheses include the Market Size and
Output hypothesis, the Portfolio Diversification Hypothesis, and the Differential Rate of

Return Hypothesis.

3.2.2.1.1 Market Size and Output Hypotheses

The market size hypothesis is based on the foundation of the macro-economics. FDI is
considered to be a function of sales or output, which means that the level of FDI received by
the host country depends on its size of the market measured by the host country’s GDP, or by
the volume of sales the foreign firms have in the country. It is argued that the host country
would become a potential target for multinational firms to conduct FDI once the market size
of that particular country has grown to a level allowing foreign firms to exploit country’s
economies of scale. According to Balassa (1966), if the size of the market becomes
sufficiently large, it has the capacity to allow for the specialization of the input factors of
production, and achieve the cost minimization and consequently profit maximization for
foreign investors. On the other hand, the output hypothesis is based on the foundation of the
micro-economics, and the assumption that there is a positive relationship between the level of
FDI by firms and their output (sales) in that local country. Generally speaking, theoretical

models of output hypothesis are derived from the neoclassical models of domestic
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investment, the most popular of which is proposed by Jorgenson (1963), a generalised form
of the flexible accelerator model by Chenery (1952) and Koyck (1954)".It is noteworthy that
both of these hypotheses are based on the rationale provided by the neoclassical domestic
investment theories that foreign firms would increase their investment in response to their
sales in host country, namely that the level of domestic investment of a country would
increase with the rising level of its GDP. Overall speaking, the output hypothesis is more
respected than the other attributing to its strict theoretical foundation and basis, but the
market size hypothesis is one of the most popular hypotheses to be empirically researched

and examined in the last three to four decades.

In the past few decades, there are numerous academic literatures empirically examining and
testing output and market size hypotheses. Stevens (1969)found a statistically significant
relationship between the sales of the United States companies in the manufacturing sector in
Argentina, Brazil and Venezuela and the flow of FDI from the United States into these
countries based on the data from 1957 to 1965.By utilizing the larger sample of developing
countries than that by Stevens (1969), Reuber et al. (1973)demonstrated that the flow of FDI,
measured by per capita basis, into less developed countries was not correlated with their
growth of GDP but with their level of GDP, such conclusion also obtained by Bandera and
White (1968) in terms of the FDI from United States into the European Economic Community
(EEC) market. Scaperlanda and Mauer (1969) concluded market size hypothesis is
statistically and econometrically evident by using the data of United States FDI into the EEC

market from the period 1952 to 1966. By constructing the neoclassical profit maximising

"Studies on domestic investment theories includeStevens (1974), Jorgenson (1971), Eisner and Strotz (1963),
Simon (1959), and Meyer and Kuh (1957).
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model, Takahashi (1975) incorporated two crucial independent variables, which were the
difference between the growth rates of the GNP of the home and host countries and the GNP
of the host country, as proxy of the market size. Takahashi’s regression model demonstrated
that coefficient of the market size is statistically significant, suggesting that it is a significant
determinant of United State FDI. Nevertheless, Goldberg (1972) contradicted such
conclusion by arguing that FDI can be statistically explained not by the EEC market size but
by the EEC market growth. By distinguishing between external and internal determinants of
FDI, Schwartz (1976) classified the market size and growth as an external one, and the output
(sales) of the foreign subsidiaries of the United State companies as an internal one. He found
that United States FDI in both of the European Economic Community (EEC) and Latin
American Free Trade Association (LAFTA) markets was significantly related to the output,
but there were differences between these two markets with regard to the market size
hypothesis. Whereas the growth of the market emerged to be the primary external
determinant of United States FDI in the LAFTA region, the absolute size of the market took
the position of the most important determinant of United States FDI in the EEC region.
Schwartz concluded that the main determinant of an initial FDI is host country’s market size
or growth, but after then, the subsequent and further investments are based on the output,

sales, and profits of the foreign subsidiaries and affiliates.

Other empirical studies directly or indirectly examining on output and market size hypotheses
are by Sabirin (1977), Ahmed (1975), Stevens (1972),Moose(1968), and Polk et al. (1966).
Despite the differences in assumptions, data characteristics, research methodology, and
measurement of variables, it can be concluded that most of these studies are in support of the
dependent relation of FDI to the market size/growth of the host countries and/or the output

(sales) of the foreign affiliates. However, Agarwal (1980) warned that there might be several
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potential weaknesses when interpreting such significant relationship, stated as following:

1. The size and growth of the markets in the host countries are likely to be the influential

determinants of locally-oriented FDI, undertaken to produce goods and services for the

local market, but not of the export-oriented FDI. However, most of the studies

examining these hypotheses statistically fail to distinguish between various types of

FDI.

2. Reuber et al. (1973) stated that the level of FDI and the growth of GDP are mutually

correlated, but the statistical relationship between the two may not suggest the

structural and practical association between them, which means that such relationship

may be based on causality.

3. It is highly likely that decisions of firms on initial FDI and expansionary FDI are

guided by different determinants and considerations. Barlow and Wender (1955)

maintained that the firm is much more willing to take risk for the further investment by

using the foreign earnings than for the initial FDI. Richardson (1971a; 1971b) stated

that the relative weights of objective and subjective variables in the determination of

initial and expansionary FDI differ substantially, and it should highly cautious when

examining the traditional determinants of domestic investments to all various kinds of

FDI.

4. Great care should be taken when using output statistics to examining the output

hypothesis, since such statistics are typically subject to the measurement errors and

deficiencies of the reported profits, especially in the developing countries.

5. Both of the market and output hypotheses are mainly based on the assumption of the

neoclassical domestic investment theories which are inevitably unrealistic in the real

world.
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6. Based on the neoclassical domestic investment theories, the output should take into
account foreign investments incurred only on property, plant, and equipment (PP&E) in
the host country. However, most of the statistics on FDI do not distinguish investment
on PP&E and other forms of investments involved in financial assets as well as

inventories.

3.2.2.1.2. Differential Rate of Return Hypothesis

The differential rate of return hypothesis was one of the first hypotheses in attempt to explain
the reasons for FDI flows. Being derived from the traditional theory of investment, this
hypothesis assumes that the main objective of a company is to maximise profits in a way to
equate the expected marginal rate of return on and the marginal cost of capital by adopting
the economic marginalist approach. This hypothesis also assumes that investors are being risk
neutrality which means that the rate of return is the only variable for the decision making
process of FDI. The risk neutrality in such case implies that direct investment in any country,
including domestic investment in its own home country, can be a perfect substitute for FDI in
any other country. Moreover, the differential rate of return hypothesis postulates that FDI
could be estimated by the international differences in rates of return on investment capital.
FDI generally flows out of countries with lower returns per unit of capital to those with
higher expected returns. While this hypothesis gained a wide popularity when the US FDI
into Europe increased significantly in 1950s, particularly at the time when the profit rate of
Western Europe earned by US companies were substantially higher than that of US, Hufbauer
(1975) pointed out that the growth rate of US FDI into Europe continued to increase even

when the difference in rate of return of US and Europe had further decreased in late 1960s.

Several academic scholars found empirical evidence in support of the differential rate of
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return hypothesis. Popkin (1965) found that there was a statistically significant association
between the ratios of company’s foreign to domestic profits and the ratios of its FDI to its
domestic investment. Steven (1969) concluded in his research results that this hypothesis was
able to explain the FDI in Latin America at a regional level but not for the country level
except in the case of Brazil. By conducting a simple linear regression analysis with US FDI
data period from 1956 to 1969, Reuber et al. (1973) suggested that there was a positive
relationship between U.S. manufacturing investment in Brazil, Argentina, Chile, Mexico,
Philippines, India, and Indonesia and the rate of return on investment capital with one year
time lag; however, such association was econometrically significant in only two cases of
countries at a 5 % level. While he also concluded that profitability rate is a fundamental
determinant of FDI based on the interviews of management board and executive team in each
firm, he was unable to estimate any quantitative measure of the elasticity of FDI in respect to
the changes in profit or profit forecasts. Based on the data of manufacturing FDI from the UK
and Canada into the US during the period from 1950 to 1971, Blais (1975) demonstrated that
the relative rates of return on investment capital was a significantly influential factor of the
FDI flows. Given that the 4-year period from 1957 to 1971 was marked by international
monetary disturbances, the explaining power of Blais’s model was stronger for the period

from 1950 to 1967 than for the period of 1950 to 1971.

Whereas a number of studies mentioned above have either partially or wholly supported the
differential rate of return hypothesis, many others were unable to find any relationship
between the FDI flow and inter-countries differences in returns on investment capital.
Weintraub (1967) examined this hypothesis based on the U.S. data and could not perceive
any significant relationship relation between the inter-countries differences in the rates of

return on investment capital and the flow of US FDI. Although Bandera and White (1968)
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pointed out that the adequate rate of return is a pre-requisite condition for the movement of
FDI, they rejected the differential rate of return hypothesis on the data of US FDI to
European countries from 1953 to 1962. Bandera and Lucken (1972) could not econometric
evidence in support of the relationship between relative earnings and allocation of US FDI
between European Economic Community (EEC) and European Free Trade Association
(EFTA).Hufbauer (1975) compared the yearly difference between foreign and domestic rates
of asset expansion with the difference between foreign and domestic rates of return on
investment capital for the period from 1955 to 1970, and found no association between these
two series. Although employing different measures of profitability, Walia (1976) was unable
to find sufficient evidence to support his own hypothesis that the purpose of FDI undertaken

by US firms was to seek for the higher rate of profits in the foreign countries.

Before making a conclusion on the differential rate of return hypothesis, it should be
recognized that it is faced with various statistical problems when examining this hypothesis.

Agarwal (1980) pointed out following statistical weaknesses:

1. The differential rate of return hypothesis assumes that FDI is a function of expected rate
of return, which is calculated as the accounting rate of return on investment capital. But
such return is based on the reported profit, which are not necessarily equal to the actual
one earned by the foreign subsidiaries or affiliates. Such circumstance primarily results
from the transfer pricing with the efforts to minimize the tax burden and exchange
restrictions for the subsidiaries and parent company. Bhagwait (1967) mentioned that it
is rather difficult to obtain systematic evidence on the divergence of reported profits
from the actual profits of the subsidiaries, but, in general, the available data and

evidence suggests that the reported profit fail to accurately reflect the actual profit.

53



Moreover, accounting profit is unable to provide the an objective and reliable measure
of rate of return, because it is influenced by the different subjective factors and
accounting procedures, for instance the various methods utilized for inflation rate,
write-off of fixed assets, and inventory accounting (First-In-First-Out versus Last-In-
First-Out).

2. The differential rate of return hypothesis is on the basis of the profits earned during the
whole investment period used to examine the hypothesis, whereas the realized profits
are related to the accounting period, which are shorter than investment period.

3. Because the differential rate of return hypothesis implies FDI capital flows only in one
direction from the country with lower rate of return to the country with higher rate of
return but not vice-versa, this hypothesis could not be consistent with observation that

countries experience outflows and inflows of FDI simultaneously.

In addition to the statistical weaknesses, it could be questioned that the differential rate of
return hypothesis assumes that the main objective of investors is to maximize the profit. It is
widely believed that multinational companies may conduct FDI for other various reasons
other than profit maximization, especially in the short-term and medium period. For instance,
a company may conduct FDI in a country with lower rate of return in order to achieve higher
economies of scale in the domestic market, to create barriers to the entry of new market
competitors, or to react to the competitor’s strategy in the foreign country. Furthermore, Clark
(1940) proposed the concept of sales maximization subject to the profit constraints. Marris
(1964) incorporated the financial objectives of a company into its decision making process of
FDI and concluded that management board would seek for both of the maximum balanced
growth rates of sales and capital assets, which would lead the utility functions of managers

and shareholders to be compatible in a state of market equilibrium. On the other hand,
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Galbraith  (1967)introduced that the ‘techno-structure’ of modern industrial and
manufacturing firms attempts to maximize sales subject to the profit constraints because the
autonomy is a pre-condition for the survival of the ‘techno-structure’ and if the earnings is
below to a minimum level, then management board and executives would loss the autonomy.
According to the behavioural theories of the firm proposed by Simon (1959), and Cyert and
March (1963), it suggested that a company would seek for the satisfactory profit other than
maximized profit or sales due to the conflict interest between executives, employees, and
shareholders. All in all, executives of a firm do have other main objectives deviated from the
profit maximization when evaluating FDI decision, but it does not mean that such discretion
is unlimited. Even though sometimes it would difficult to draw a distinct line between profit
maximization and profit constraint, a minimum profit constraint should be a variable for the
decision making process of FDI. Yang (1999) adjusted the rate of return on physical capital to
allow for the differences in human capital in an attempt to explain the major flows of FDI
into China going to the richer coastal regions instead of the poorer inland regions. Since the
difference in the rates of return between rich and poor areas decreased after adjusting for the
human capital, Yang concluded that human capital acts as a significant role in equalizing the

rates of return on invested capital in these regions.

On the other hand, Galbraith (1967) introduced that the *‘techno-structure’ of modern
industrial and manufacturing firms attempts to maximize sales subject to the profit constraints
because the autonomy is a pre-condition for the survival of the ‘techno-structure’ and if the
earnings is below to a minimum level, then management board and executives would loss the
autonomy. According to the behavioural theories of the firm proposed by Simon (1959), and
Cyert and March (1963), it suggested that a company would seek for the satisfactory profit

other than maximized profit or sales due to the conflict interest between executives,
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employees, and shareholders. All in all, executives of a firm do have other main objectives
deviated from the profit maximization when evaluating FDI decision, but it does not mean
that such discretion is unlimited. Even though sometimes it would difficult to draw a distinct
line between profit maximization and profit constraint, a minimum profit constraint should be

a variable for the decision making process of FDI.

3.2.2.1.3. Portfolio Diversification Hypothesis

Under the portfolio diversification hypothesis, the assumption that investors are being risk-
neutral is relaxed and risk becomes another important variable when evaluating the FDI
decision. The portfolio diversification hypothesis postulates that an investor considers not
only the rate of return but also the inheriting risk in selecting different investment targets to
construct the investment portfolios, and such investments are positively related to the returns
and negatively related to the risks. This hypothesis argues that the overall risk of the portfolio
investments can be reduced through the diversification and the investor’s intent of reducing
or minimizing the risk would constrain capital mobility between the countries. Hence, the
FDI decision by foreign investors is determined and guided not only by the expected rate of
return but also by the underlying risk. Although Iversen (1935) is one of the earliest authors
mentioned the concept of portfolio diversification hypothesis in his work on international
capital movement, such hypothesis was first time to be theoretically formalized by Tobin
(1958) and Markowitz (1959). Tobin and Markowitz’s theory of portfolio selection argued
that portfolio diversification may help the investors to reduce the total risk of investments
because each individual investment is not perfectly correlated. Since the correlation between
countries is also likely to be relatively small or even near to be unrelated, several academic
scholars started to empirically examine this hypothesis when researching on international

portfolio selection of FDI.
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As far as the aggregate FDI was concerned, Stevens (1969) found empirical evidence to
support for the portfolio diversification hypothesis by researching on the FDI in Latin
America. While such hypothesis was statistically supported at country level, the empirical
evidence was proved to be inferior to that based on the output and market size hypothesis. In
an attempt to explain FDI into and from United States, Prachowny (1972) also found the
empirical evidence to support for this hypothesis; nevertheless, his method on empirical
proxies 