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| ‘Introductioh

Introduction

In an old tale , six blind men have come into contact with an elephant
for the first time . They are curious to know what is it like . The first
blind man touches its side and says an elephant is like a hard wall . The
second puts his hand on the trunk and disagrees , saying an elephant
resembles a giant snake .The third blind man touches its tail and
compares the animal to a fuzzy piece of rope . The fourth feels the legs
and says the elephant is like four tree trunks . The fifth touches the ear
and describes it as soft carpet .The last blind man touches the tusk and
proclaims an elephant to be sharp like a spear . Confused that they all
had come to radically different conclusions , they seek a wise man to ask
which one of them has it right .He tells them that they are all right . The
reason , he explains , is that each of you has ‘seen” only one part of the

_elephant .To ascertain the truth , you must see the whole animal .

Open trade, competitiveness and emergence of global markets for
standardized consumer products are the commercial reality ‘which has
driven the world business with high magnitude of change in the economy
and consumer culture . Technology, by accelerating communication,
transport and travel drives the world toward a converging commonality.

Well—managed companies have moved from emphasis on customizing
items to offering globally standardized products that are advanced ,
functional , reliable and low priced .They benefit from enormous
economies of productlon scale , distribution , marketmg and management.
Such dynamism in the business and related activities porirays the
functional concepts of globalization .While sometimes globalization is
endorsed as primarily a synonym for global business , it deepens and
broadens 11nkages of national economies into a Worldmde market for
goods , services and especially capitals as a major characteristic .

F di‘eign Direct Investment (FDI) has been considered as striking

- feature of increased international economic integration which all

countries are actively seeking to attract it for the expected favorable
income from capital inflows, advanced technology, management skills
and market know-how. As a result, national governments are lively
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looking for a better understanchng of 1ts determmants, 1mpacts and
1mp11cat10ns ' ¥

-FDI’s__ rapid growth has raised a number of policy issues and
significant attempts to explain its trends . By 2006, inflows of FDI
reached more than 1.3$ trillion approaching level similar to the record
level observed in 2000 of 1.4% trillion ! , with more than half of these
flows received by businesses in developing countries . One of the many
~ influences on FDI activity is the behavior of the exchange rate . Exchange
rates, defined as the domestic currency price of a foreign currency, matter
both in terms of their levels and their volatility . Exchange rate can
influence both the total amount of foreign dlrect 1nvestment and its .
dlstnbutlon across a range of countrles

When a currency deprecie;es, meaning that its value decline_é relative to
the value of another currency, this exchange rate movement has two
potential implications”for FDL. First, it reduces that’s country wages and
production costs relative to those of its foreign counterparts. In fact , the
country experiencing real cu:rrency depreciation has 'enhaneed “locational
advantage” or attractiveness as a location for recewmg -productive
capacity investments . By this relative ‘wage channel, the exchange rate
depre01at10n improves ' the overall rate of return . to ° forelgners
contemplatmg an overseas lnvestment prOJect in thls country

In addition to this argument, Volatlhty of exchange rate also matters for
FDI activity. Theoretical arguments for volatility effects are broadly
divided into production flexibility arguments and risk aversion
arguments.’ In the production flexibility argument, -the ‘important
presumption is that producers can adjust their use of a variable factor
following the realization of a stochastic input into profits. Without_ this
variable factor , i.e. under a productive structure with fixed instead of
‘variable factors , the potentially desirable effects on profits of price
‘variability are diminished* . By the production flexibility argument , more

See World Investment Prospects Survey 2007—2009 p07.

_ The exchange rate level effects on FDI through this channel rely on a number of basic considerations. First, the exchange rate
movements need to be assoctated with change in relative production costs across countries .Second, the :mportance of the

relatwe wage “channel may be diminished if the exchange rate movements are anticipated. ;

For more details see second chapter : Exchange rates and Foreign Dlrect Investment , p68.

Alzenman nicely demonstrated that the extent to which exchange rate variability influences foreugn mvestments hinges on
the sunk costs in capacity ,L.e. the extent of investment irreversibilities , for more detail see A!zenman Ain Exchange Rate
Flexibility, \Iolatilnty and Patterns of Domestic and Forelgn Dlrect Investment, p890~922

2
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Volatility is associated with fnore FDI ex ante , and more potential for
excess capacity and productlon shifting ex post aﬁer exchange rates are
observed .

The alternative approach linking exchange rate Veriab_ility and
investment relies on risk aversion approach .According to this argument,
the investors require compensation for risks that exchange rate
movements introduce additional risk into the returns on investment.
Higher exchange rate variability lowers the certainty equiValent'expected
exchange rate level’. If exchange rates are h1ghly volatile, the expected
values of investment projects are reduced, and FDI is reduced
accordingly ..

Overall, the current state of knowledge is that there is an emerging
consensus that FDI is a common method of engaging in international
business and it has been one of the most dynamic components of the
world economy in recent decades. For that the search of policies and
measures aiming to attract this kind of investment is a crucial and vital
thought. In this study, the impact of this variable on FDI .is examined
through its: depreciation, appreciation and volatility in order to be aware
of how should this macroeconomic variable be a factor of FDI attraction.

This study is conducted with the following broad and _nanjow objectives:
* Broad: |

To examine how should FDI be attracted by the exchange rate behavior.
Narrow: | | |

To h1ghl1ght the increasing 1mportance and beneﬁcml scope of fore1gn
d1rect investment decision. :

To explore and identify the main channels by which FDI boosts economlc
development '

To find out the challenges and obstacles conﬁ'onted by developmg .
countries especially vis-a-vis this phenomenon consn:lered as main driver
of economic development in world today.

5Se.e' Cushman, D .0 in Exchange Rate Uncertainty and Foreign Investment in the United States, p322-334.
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Research questions:

The study attempts to analyze the behavror of the exchange rate on FDI
conducted by the following research issue: ‘ :

How does the exchange rate fluctuation affect really FDI _ﬂowS? ‘
HypOtheses: |
In line with the issue, the following hypotheses are presented:_

1. An expected devaluation of local currency (host country currency)
“lowers FDI inwards. | :
. FDI rises when devaluation occurs.

3 Exchange rate Volatlhty dlscourages FDI

Method and structure of research:

This thesis deals with the issue through both the theoretlcal and
empmcal study. The theoretical one focuses on forelgn direct investment
by stressing on 1ts various definitions, determmants, Valuatlons and
different effects.

The impact of the exchange rate behavior is dealt through a survey
comprising the models used, the theories adopted and the maj or findings.

The emplrlcal study held on US FDI flows to a sample of 16 emerging
markets using panel data for the period 1994-2006. Three variables are
utilized to capture separate exchange rate effects. The b1lateral exchange
rate to the US $ captures the value of local currency (a higher value
implies a cheaper currency). Changes in real effective exchange rate
index (REER) for expected changes i in the exchange rate an increasing
(decreasing) REER 'is interpreted as devaluation’ (appre01at10n) being
expected. The transitory component of bilateral exchange rates is a proxy
for volatility of local currency. The empirical study supports the
“Chakrabati” and “Scholnick” hypothesis claiming that, ceferis paribus,
there is a negative relationship between the expectation' of local currency
depreciation and FDI flows while cheaper local currency (devaluation)
attracts FDI as volatlle exchange rates dlscourages FDI
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* Research difficulties:
The main problems'of this study are enrolled on t'\'.;vomaj(')i' points:
L The rarity of the Arabic and French literature survey in this field.

2. Learning and writing in English language is not an easy 'task.



Foreign Direct Investment

| Chapteri:

Foreign Direct Investment .

. Foreign direct investment (FDI ) Is considered as one of the forces for
globalization fostering the economic interdependence among countries . The
importance and rapid increase of FDI flows has generated a-cohsidefabl e debate

- about its conceptual ground and several empirical studies surrounding on its
determinants , incentives and implications to both home and host countries .

In this chapter, the following ideas are analyzed :

I- Definitions of FDI.
2- Theories of FDI .

- 3- Components and valuations of FDI .
4- Effects of FDI .



‘Foreign Direct Investment

" I Definitions and Concepts:
5 | 1. Main concepts and definitions of FDI:

Foreign direct investment is a category of investment that reflects
the objective of establishing a lasting interest by a resident enterprise
in one ecoﬁomy (direct investor) in an enterprise (direct investment
enterprzse) that is resident in an economy other than of direct
investor’.

- From this definition, the following ones can be suggest‘ed:". |
Foreign Direct Investment entetprisez :

\  FDI enterprise is an mcorpomred or corpomred enterprise
(including a branch) resident in one economy which an investor
resident in another economy owns either directly or indirectly 10% or
more of its voting power. This ownership share of voting power is
regarded as the necessary evidence that the investor has sufficient
influence on the firm’s management and makes a relationship between
the direct investor and direct investment enterprise. -

Foreign Dii'ect Investor’:

~ Foreign Direct Investor is an entity (institutional unlt) resident in

one economy that has acquired dlrectly or indirectly at least 10% of the

“yoting power of an enterprise resident in another economy. A direct

: ' investor could be classified to any sector of the economy and may be one
Y A of the fol_lowing forms: - | o L

(i) An individual.

(i) A group of related individuals. -

(iii) An incorporated or unmcorporated enterprlse
(iv) A public or private enterprise.

(v) A group of related enterprises.

(vi) A government body.

(vii) An estate, trust or other social orgamzatlon
(viii) Any combinations of the above.

About the branch establishments as a main feature of FIH see the survey study of Nirmal Kumar Chandra on FDI and domestic
economy neoiibiralism in China, p3195-3212,

SeeJohn B .Cullen and K .Praveen in international Business: Strategy and Multinational Company p118
See Peijie Wang, The Economics of Fore|gn Exchange and Global Finance, p396.

7



Foreign Direct Investment

:I-1 1 Some theoret:cal defm;t:ons. |

; Anothe_r "deﬁnition kn_own ‘as the IMF / OECD benchmark
definition” , it considers FDI as an international venture5 in which an
investor residing in the home country acquires a long term znﬂuence in
the management of an affiliate ﬁrm in the host economy

BOP (balance of paymenz) Manuel6 defines FDI as’ 1nvestments
-made to.acquire a lasting 1nterest by a resident entlty in an enterprlse
located in another economy N

Hymer ( 1960) saw FDI as a mean of transferrmg knowledge and
other firm assets both rangzble and tacit in order to orgamze production
abroad.

Caves ( 1971) and Dunmng (1958) saw FDI asa Way of exploznng
ownersth advantage.

Vernon (1966) *used the product life cycle concept to theorlze that
firms' set up production faclhues abroad for products ‘that have been
already standardized and mature in the home market .

Rugman ( 19'_79).IO saw FDI as a way of risk diyers.y.‘ican'on;‘

Dunning (1983)" Based his FDI déﬁnition.'on the OLI -a'cronym
(ownership, location and internalization) to analyze Why and where
MNEs invest abroad.

|  Kogut (1983)12 saw FDI as an organzzanonal assets and
knowledge transfer '

4 See Report of the Committee on Compilation of Foreign Direct Investment in India: Balance Of Payment Manual, p03-04-05.
s For more details see Michael Du Pont in Foreign Direct Investments : a case study of China and Poland about the Chinese
_ internationat ventures, p'118-119 120-121, Adj.Prof.Marting Haemmlg in The case for international venture firms, p01-07 Jianfa
Shen ,Kwan-Yiu Woeng , Kim vVee Chu Zhlmang Feng in The spatial dynamics of foreign :nvestment in the Pearl River Delta ,
South China, p312. . A
Balance of Payment Manual, p41
See D Sethl, SE Guisinger, SE Phelan and DM Berg in Trends in Foreign Direct Investment Flows: a theomttcal and empirical
analysis, p316. . : .
To more understandmg of the ownershlp paradigm see John H. Dunning and Sarianna M Lundan in Multmatlnatzonal
enterprlses and the global economy, p95-102. . . :
For more detail see Loannis Komninos i in Product Life Cycie Theory Management p4-18 , John .B. Curlen and K .Praveen in
Enternat:onal Business, p106-107-108-109. .
_ For more detail about how can the interational diversification offers to a multinational firm SIgmﬁcant risk reduction
advantages see Alan M. Rugman in Risk Reduction By International Diversification , p75-80.
! The ownership and location specific variables are significant keys explaining the industrial pattern and the geographical
" distribution of the firms as the more the ownershlp specific advantages possessed by an enterprise, the greater the inducement
. to internalize and the wider the attraction of foreign base will be, for more detail see John H. Dunnmg, Toward an edciectic
theory of international production: some empmcal tests, p09-31,
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Foreign Direct Investment

Krugman Obsﬂ" eld l?’(2000) deﬁned FDI as an mtematlonal
capital flow from a firm in one economy Whleh creates a subszdzm‘y in
another country or allows a ﬁrm to obtaln a controllmg interest in a
foreign firm.

FDI is defined as

1 Estabhshlng anew company or branch ofa forelgn company
(Greenfield mvestment’ 9.

(1)  Share acquzszrzons “either. by capital markets where the
foreigner owns 10% or more of the shares as a voting power,
these shares. have the following assets forms :

(1)Assets acquired from abroad by forezgn investor :
- Capital in cash in the form.of convertlble currency bought and sold
by the central bank. -
- . Stocks and bonds of forelgn companles (other than government
* bonds).
- Machlnery and equlpment
- Industrial and intellectual property rlghts.
" “ (2)Assets produced in the host country:
-Reinvested earning, revenues, financial claims or any other
investment related rights or ﬁnaneial value.

-Commer(nal rlghts for the exploratlon and extraetlon of natural
resources .

2 1o understand the organizational assets FDI definition which based on the international activities coordination of the
multinational and why they invest abroad see Bruce Kogut In international business : the new bottom line , p152-163 and how
can this cogrdination benefits multinationals to operate in a high flexibility degree in the uncertainty case see Bruce Kogut and
Nalin Kutalitaka in Operating Flexibility , Global Manufacturing and the Option Value of a Multinational Network , p123-137.
Far the firm’s transferring knowledge see Bruce Kogut and Udo Zander in Knowledge of the firm , combinative capabilities and
replication of technology , p383-396 , how this knowledge be transferred { the knowledge process transfer ) see Jack Baranson
in Technology transfer through the international firm , p 435-440 and Transfer of technical knowledge by international
corporatlons to develaping economies , p259-267, .
See Paul R. Krugman and Maunce Obstfeld in International Economics : theory and practlce p 169-171-172.

For more detail about Greenfield investment mode over the acquisition process see Thomas Muller in Analysing Modes of
Foreign Entry : Gréen fleld investment versus Acquisition , p01-19 and Holger Gorg in Analysmg Forelgn Market Entry : The
ChOICE Between Greenfield investment and Acquisitions, p01-27..

Tu understand the firm’s shares acquisition matives and how tu increase operatmg efﬂclencv process w;th in fi nancsal market

" see Stanley B. Block and Geoffrey A, Hirt in Foundations of F:nancaai Management, p567-609.
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I-2. History of FDI:

| FDI's history can be analyzed through three distinguished
stages: ‘

First stage‘ Nmeteenth century to the znterwar perzod of the
 twentieth century:'®

" This period was characterized by the British ‘fnancihg of the
economic development processes of other countries which took the form
- of lending (ownership ﬁnanczal a.s'sets) |

Gadley 1999 analyses the kinds of FDI in Britain prlor to 1890
which were primarily in the consumer goods, but they mostly failed due
to the narrow focus and the perspective just on how to access British
market .One exception was the Singer manufacturer Company which
emerged as a modern MNE.

~ From 1890 Godley - showed that investments iri Britain were
driven entirely to the manuﬁzcturmg sectors which were regxstered an
- unprecedented bulk.

Second stage: Interwar period to 1980"7:

In this period Britain lost its status as a major world créditdr, ceded
~ the place to the USA which emerged as an economic and financial power.

After Second Wofld- War, FDI started to grev_v for tWo reasens:

1. Technological: improvement in transport and communications
(exercising control from a distance). |

2. The need of European and Japan countries for US cap1ta1 to
ﬁnanee reconstructxon following the damage mfhcted by the
war., |

¢ Cases of Foreign investment in British manufacturing and the pioneering entrants characteristic by sectors are showed in
detail stucy of Andrew C. Godley in Pioneering Foreign Direct investment in British Manufacturing , p 394 -429, and The
Market Share of Foreign Multinationals in British Retailing : 1850-1962 , p 41-47,

For deep understandlng of the US pcst war economy and the various implications of new deal whlch enhanced the
prosperity and investments forms see report of President Harry 5. Truman in We Must Build a New World , A Far better world,
one in which the external dignity of man is respected , p 258-257 , and imaad A. Moosa in Foreign Direct Investment : theory ,
evidence and practice , p 16-17, the idea saying that US is the best soil to do business in the world and the statistics related to
FDtin US from 1950 is tackled by President George w. Bush in The US Litigation enwronment and Fomlgn Direct Investment ,
p01-16.

10
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- Foreign Direct Investment

By 1960 appeared various factor giving rise to a reversal of FDI
~trend growth as: resistance of several host countries to the US ownership
“and control of local industry leading to a slowdown of outflows from
- USA. Another factor arose when some host countries started to initiate

FDI in USA leading to decline the net outflows from the USA.. -

In 1970, Britain emerged as a major player in FDI‘S g'arne as a
result of North Sea Oil surplus and the abohtlon of forelgn exchange
conzrol in 1979.

Third stage: 1980 to 1999 "*
The 1980 witnessed two major changes:_

The first was that the US became a net debtor country and major
recipient of FDI with a negative net international investment position.
The prime reasons for this were the low saving rate in the US economy
leading to impossibility to finance budget deficit and exhibited a great
need to foreign capitals (Japan, Germany), don’t forget the Apprectatzon
of the US dollar in the second half of 1980 and the restrictive polzcy trade
adopted by the USA. , o - j

Other major change was the emergence of Japan as an important

| supplier of FDI to US and Europe talﬂng the cheap labor costs as a major
~motivation

9

‘The surge of FDI in general was attrlbuted to the business

globalization and the emergence of “managed trade® suggested that FDI

benefits both MNE and host countries, that’s why a great tolerance

_ towards FDI Was ﬂounshed

The period 1990- 1992 21reglstered a fall of FDI ﬂows but a strong
rebound took place, this was due to the followmg reasons:.

1. The emergence of smaller firms as multinationals. -

8 The competitiveness of US and the FDI trends from 1980 are clearly shown in Assessing Trends and Policies of Foreign Direct
Investment in the United States, US department of commeree working paper, p01-12.

The approaches of Japanese FDI bulk in 1980 especially in the US are analyzed by Young Kwan Yoon in the political economy
of transition : Japanese Foreign Direct investment in the 1980s , p01-27 and John A. Tatom in Currency Apprec:atlon and
Deandustr!ahzatlon A European Perspective , p01-42.

For more details about managed trade see Joshua Aizenman , FDl asa commltment mechamsm in the presence of managed
trade NBER Working Paper Series , p01 -28.

The factors driving the growth of FOI in. this period and after are vividly analyzed wnth statistics in John H. Dunning :
Multinational enterpnses and glokal economy , p 17-18-19-20-21-22-23 (FOt genera1 trends) .

11
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2 The drversrty of FDI sectors (the mcreasmg share of service
sector)??,

3. The rise of countries interconnected in FDI‘s game (both host
and home).

4. The recognition of FDI‘s benefits as an 1mportant driver to
 economic  growth, that’s why several countries created
incentives through deregirlation and privatization processes.

5. the emergence of M&A?® as the driving‘force behind FDL

In 1998, the number of treatises avmdmg double taxatlon reached
1871%* |

In 1999, some ehan'ges were introdueed‘ to h"ost gev'e'rnments
strengthening the trend" toward lzberalrzatron protectzon and promotzon
of FDIZ,

z To bridge briefly the scope of FDI services see Claudia M. Buch and Alexander Liponner in FDI versus cross border finantial
services : the case of german banks ( FDI in financial sector : which banks expand abroad and which form of entry mode they
choose ) , pl-52, and about the analysis of FDI services based on degrees of service sector openness estimation see Joseph
Francois Bernard Hoeckman and julia Woerz in Does Gravity Apply to Intangibles ? Trade and FDi in services, p1-15 , How is
relevant theory of FDI from FDI service theory and ‘how can we distinguish the discrepancies between semce trade and service
FDI approaches see Rashmi Banga in Trade and Foreign Direct investment i in Services : A Rewew p01-46, .

A very enjoyable chapter handles the historical background of ACER corporatlon pursumg an evolving internalization process
" becoming now a Dragon Multinational merits to be read in Dragon Multinational : A New Model for Global Growth of lohn A.
. Mathews , p55-80 , to know how do we make the best from the M&A Tsunami see Merger & Acqursrtron Magazine of

Boardroom Briefing , p04-46 , for factors driving M&A flows see the empiricai study ofjullan Dr Grovanm in-What Drives Capitaf
Flows ? The Case of Cross Border M&A Activity and Financial Deepening, p01-47. ' :

See imad A Moosa in Foreign Direct Investment: theory, evidence and practice, p18

See UNCTAD Wcrld Investment Report 2006 FDI from Developing and Transrtron Economies rmplrcatron for development, p
-13-17. .

12
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I-3. Types of FDI:

In this field, it’s distinguished between the investor perspectzve
and the host country’s one.

‘From the investor perspective, FDI can be classified to: vertzcal
horzzonral and conglomerate FDI*.- '

1. Vertical FDI:

The theory of Vertical FDI finds its Ol‘lgll.’lS with Helpman
(1984) *"supported by Hekcher Ohlin mode] ? showmg that d ifferences
in production stages especially in their factor intensities in one hand and
differences in factor endowment between countries in the other lead to
vertical disintegration by firms . In vertical FDI, we find one or more
stages of production outside the market where the final goods are sold.
This type is driven by cost saving motives and is 'supposed to involve an
element of complementary between the firms domestic and foreign
operations .Vertical FDI may be backward (exp101t1ng raw materlals
purpose) or forward (acqulsltlon of dlstrlbutmn outlets @ marketing
approach). | SR s

2. Horizontal FDI”:

Is undertaken to exploit certain oligbpolistic or h‘aéﬁ'opolfstic 5
advantages (patents for example), it’s thereby a production expansion to
produce a similar product abroad as in the home country. This type is

Thls FDI classification was adopted bv Caves R.E in International Corporations: The Industrtal Economlcs of Foreign
Envestment p01-27. :

About the implications of circumstances in whlch corporations f:nd |t mare prnf:table o be multinational and the
interactions of simultaneous existance of intersectoral trade , intra-industry trade and intrafirm trade see Elhanan Helpman in
ASlmple Theory of International Trade with Multinational Corporations, p451—471

® The relationship between initial factor endowments differences and trade patterns in the steadv state and how can this
. difference leads to an integration into a world trading system see Kazumishi lwaza , Toru Kikuchi and Koji Shimomura in A
Dynamic Chambertin-Heckscher-Ohlin Mode! with Endogenous Time Preferences : A Note, p01-27 , to describe both the effects
of a country ‘s factor endowments on the commodity composition of its trade and the effects of trade related changes in good
prices on factor prices see Adrian Wood in A Practical Hecksher Dhiin madel , p01-26.

The Vertical entry mode is supported In an empirical study on relatively skilled fabor and capital scarce ‘country Mexico
(correlation between skill differences and FDI) of Andreas Waldkirch in Vertical FDI: A Hast Country Perspective, p1-35.

® For more detall about the importance of Horizontal Merger, complexities and motivations of this entry mode kind see

M;Iford B. Green and Robert G, Gromley in The Horizontal Merger: its motives and spatiai emplovment impact, p358—370

1o grasp how the oligopoly advantage is a prime causal factor behind foreign direct investment (exchange of ‘threat ) see
Edward M. Graham in Oligopoiistic imitation , Theories of Foreign Direct Investment and European Direct investment in the
United States , p01-78 , the nice story of Knickerbocker about the oligapofistic reaction is- discussed to show why and when
firms follow rivals in foreign market see Keith Head , Thierry Mayer and John Ries in revisiting Oligopolistic reaction : Are FDi
Decision Strategic Complements ? , p01-24. The monopolistic reaction affects the probability of firm’s ext as this latter
decreases with its current size, For more detail see José Mata and Pedro Portugal in The Survival of new Domestic and Foreign
Owned Firms , p 326-327 , how do the firms maximize profits under monopolistlc competition see Stephen Enke in Profit

" Maximization Under Monopolistic Competition , p 317-326.
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driven by market seeking motives’ and could be expected to involve
substztutzon between the MNE’s foreign and domestlc act1v1t1es

3. Conglomemte FDI: involves both vertzcal and horzzontal FDI.

Another classification approach:

From Chen and Ku (2000),”* FDI can be cla531ﬁed to

].

Expansionary FDI: seeks to exploit FSA (f irm speczf ic
advantages).

2. Defensive FDI: seeks cheap labor in the host country

From the host country perspective, FDI is clas51ﬁed to

L

Import substituting FDI: 1nd1cates the productlon of goods
previously imported by the host country, this type is determmed
by: the host country market, transportatlon costs and trade
barriers. -
Export increasing FDI this type Iooks for sources of inputs
(raw material for example) and it’s interpreted by the host
country as a factor to increase their exports of raw materlals to
the investing country.

Government initiated FDI: this type is enhanced when the
government offers incentives to foreign 1nvestors in order to
eliminate balance of trade deficit for example (both economzcal
and polztzcal approach). '

Another classification: Kojima’s view (197:3,' 1_97_5, 198‘5)“:"‘33_ |

FDI may be:

1

2.

Trade oriented FDI generates excess demand of 1mports and
excess supply of exports. | |

Anti — trade oriented FDI: has an adverse effect oh the onglnal
terms of trade.

See Kee Hwee Wee in Outward Foreign Direct Investment by Enterprise Frotn Thalland p 01-28.
See Chen, T.J and Ku, Y .H in The Effect of Forelgn Direct Investment on Firms Growth: The Case of Talwan s Manufacturers,

p153:172

See Kojima, K In A Macroeconomic Approach To Foreign Direct lnvestment pl- 12 lntematlonal Trade and. Formgn Direct

investment Substitutes or Complements?, p01~12
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The conducive factors to horizontal FDI34: ‘

1. Bigger market size of the host country. -

2. Smaller plant-level fixed cost (smaller plant level scale
economies). |

3. Larger trade costs.

The conducive factor to vertical FDI:

1. Differences in production factors endowment as to minimize
costs. | o L

Another approach ¥FDI types c_las&g’ficdtion: ‘
" FDI may be classified to: * -
| L. Natural resource seeking FDI.

2. Market seeking FDL

3. Efficiency seeking FDI.

4. Strategic asset seeking FDL

See Kazuhike Yokota and Akinori Tomohara in A Decomposition of Factors’ Inﬂuencmg Horszontal and Vertical FOI :
. Separate analysis, p01-21.

The Same, p01-21, ‘ ;

For more details see: John H. Dunning in Multinational Enterprises and The Global Economy, p 64- 78 an empirlcal anaiysis
on Canadian Industry level data showing the FD! motivation s and its relationship with domestic capital formation concluded

that FDI is primarily motivated by market access and factor price differences and on the role of intra firm trade, for more detail
saa Walid Heja:l and P .Pauly in Motivation for FDI and Domestlc Capital Formation, p282 289,
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These types are shown schematically in the table'below."

FD1 types

Definitions

FDI resource seeking

FDI resource seeking tries to utilize
a specific country’s comparative
advantage (raw matenals cheap
labor cost). ' '

FDI market seeking -

FDI market seekmg tries to satisfy
foreign market demands via local
production ' or - by expanding to

| market outside its home market. .

The. important ‘factors of market
seeking strategy are :

I. Market size. " -

2. Market growth. -

FDI efficiency seeking

FDI efficiency seeking tries to
rationalize - the  structure  of

production ' umifs . by integrating

assets, production and markets:

| specialization, f'produetion and

geographical processes (Dunning

1995).

FDI strategic asset seeking

FDI strategic asset seekmg tries to
protect or “increase " its existing
ownership ~ advantages and for
reduce those of its competitors

| (Dunning 2000).

Table: FDI types and definitiqns.

 Source: compilation of the student,
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FDI Classification based on zts determmants is schematzcally
revealed in the table below:

Table: FDI clasSiﬁca’tz‘on based on its detefmzfnaﬂts.

- Source: Joon Wang Cho, Foreign Direct Investment: determmants trends mﬂows
‘and promotion policies, p 1 OO
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Exhibit: FDI Types

'Sourc.e.' Peij_ie Wang Ihe_Ecb_nomics of Foreign Exchange and Gfobal Fiﬁaﬁce,
p412. . o B L T
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FDI may be classlf‘ ed on factors zmpactmg its trend as the exhzbzt

shows

To Move out Efficiency. To gmg Investment
_ wfemg Investment
L ] Higﬁ aggmgm 2 tite pre-
.. mngmﬂw inteusity regiivies
. t)m‘jmggmf!’t Hirging *  Low wigge levely | e
® Lot reduction pressures «  Largr merketsize N Likely replication
s - Prasuure of oligopotisic o Juvextment & tax incentives - of the cycle in
- ”W‘Fﬁ'ﬁf“’m‘”mﬁm »  Nopestrictions on profit o future
new markels repatriation or lacal content '
- .
. BEIFIN.&LL}’  PROSPECTIVE - '
. FAVORED FDI DESTINATION /[ 3. 84 3"“%?‘“
- DESTINATION ATTRACTEOE DESTINATION
Pa&iﬁmi & economic staiullty Technically skifled fabos
Rule of faw _ _ Affluent market
Sound infrastracture Liberallzed economy :
Giond technaloghal base Diestiment friendly policies

EVALUATION OF ALTERNATIVE
LOCATIONSFORFDI

Exhlbn‘ FDI Classy“ ication on trend factors.

Source Deepak Sethz, S E Guisinger, S.E.Phelan and D. M. Berg in Trends‘ in. Forezgn
“Direct mnvestment F, lows A Theoretical and Empirical Analys:s p 320. '
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14, The multmat:onal enterpnses.

Slmply speaklng firms  become multmatlonals when they
undertake FDI.

. The mult1nat1ona1 ‘companies are major signs of the economic
| globahzatlo where ‘production act1v1t1es are camed out by these firms
“both at home and abroad by establlshmg a presence in foreign countnes
via: subsidiaries®, associates” and branches® Instead of carrymg one

" flag, these MNCs have many flags and many homes.

MNE in a strictly legal sense can be deﬁned as a collectlon of

 corporate enz‘zz‘zes, each havmg its Jurzdzcal identity and naz‘zonal origin,

but each in some way connected by a system of centralized management
and control normally exercised-from the primary seat of ownership;

 Several criteria are Jomed for assessing the degree or 1nten51ty of an
: enterprlse s multl- or transnaz‘zonalny, these mclude' :

1 The number or Slze of fore1gn afﬁhates or ‘associates
compames it owns or exercises control over
2. The number of countries in which it owns or in some way
controls value added act1v1t1es such as mines, 1mp1antat1ons
- banks and soon. - e
3. The proportion of its’ global assets, reVenUe, income or
employment accounted for by its foreign affiliates. e
4, The degree in which its management or ownershlp is
internationalized, .
5. .The extent in which it’s higher value act1v1t1es (research and
__ development for example) are 1nternat10nallzed we speak. about
the quality or depth of forelgn productlon and the degree of new
knowledge creation.

See John Mathew, Dragen Muitinatlonals a new modei for giobal growth p25
* A subsidiary is an incorporated enterprise in the host country in which another entity directiy owns more than ahalf of a
) sharehoider's voting power and has the right to appomt or remove a majorlty of the members of the admimstratwe,
management or the supervisory body. - e .
An associate is an :ncorporate enterprise in the host country in whlch an investor owns a total of at ieast 10% but not more

than a half, of the sharehoider's votmg power.

A branch is a wholly or jointly — owned unincorporated enterprlse in the host country which takes the fonn of ‘permanent
office of the foreign invéstor or an unincorporated partnership or a joint venture. A branch may also refers to Iand structures,
immovable equipments and mobile equipment {oil drilling and ships) operating in the country other than the mvestor‘s
country :

' UncTAD {1999) lists that multinationals comprise over 500000 foreign affillates established by 'som'e 60000 parent firms.
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6. The extent and the pattérn of the systematic advantages arising
from its governance of, and influence over a network of

N economlc activities located in dlfferent countrles

7. The responsibility’s extent for the creation and usage of
institutions and assets (the devolutlon degree of decision
making as financial and marketmg issues to foreign afﬁllates)

Trade and ﬁnancial and social
Intergovermmental archi (WTO, IME, ILO)

plobal governance

| * Global standards can redace | Global Sﬁm derd
Private and Globat buyers, chain governance costs setting policy
public-private | global lead ' » petworks
g;!afmé governanee | firms {50 OO0/ 14000,
‘ : socialfenvironmental
» Environmental and sociad standards)
standards roquire cooperation
with Jocal clusters
* Market avoess L / = Global standards us “tickets
= Accelerated leaming \’ 1o the chaing
processes ' » High demands on local
+ Core competences of goverauwnoe: scaming,
fead firms: limits to monitoring, mfluence
Noial upgrading » Global actors “intervens
= Connection between in sit’
. chiain governance and * Profiferation of standards
local soopes ai" uction - precisely in labour and
resource intensive industry
: : ‘ \ » Stundards infloence
Lol and regiomal ‘ Local clusters organization of luboar i sifu

BOVETTHEWE | Logsl policy networks

Exhibit: The World Economy Triangle.

- Source: Hubert Schmitz, Local Enterprise and The Global Economy, p 23,

This exhibit shows cleaﬂy that MINEs are the predbminant player
in the world economy by their strong controllmg power over both global
- value chains and transnatlonal networks.
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Parker (.1974)42 classified 613 largest MNE into- three

distinguished categories according to three economic criteria: size

geographical spread and the extent of foreign involvement of the firm to

MPE2 which represents firms with more than five foreign
subsrdlarres or more than 15 per cent of total sales realized abroad

MPElrepresents ﬁrms that have 2-5 subsrdrarles or 5-15 percent of
sales produced abroad (these kinds of firms are less globally or1ented

comparing with the first one).
Not MPE wh1ch represents the rest of the firms
Dorrenbacher (2000) proposes MNCs classrficatron based on the

following 1nd1catorS' o
1. Structural indicators: 1nclud1ng the number of countries Where
the firm is active, the number of foreign subsidiaries, the
number of stock market where the firm’s shares are hsted and
the number of employees. | o
2. Performance indicators: forergn sales and operatmg incomes of
management style - and

- foreign subsidiaries.
mdzcators include

3. Attitudinal
1nternat10nal experlence of top management

- We can find in the literature other classrﬁcatlons based on other
indicators as: the transnatzonalzty index of UNCTAD‘” the transnational

spread index of Iettio-Gillies (1998)* , the degree of mternatzonahzatzon

scales Sul lzvan (1 994)45

See Imad Moosa in Foreign Direct investment: theory, evidence and practice, p07 , the typology of MNES is more significant
. " 10 reduce the complexity of multinationai organizational management and to denote properly different kinds of MNEs :
- " Polycentric ,Geocentrlc , Ethnocentric ... for more understanding see Anne Will Harzing in ‘An Ernpmcai Anaiysls and the
: extensron of the Batelett and Goshal typoiogv of Multinational Companies , p 101-120. :
The transnationality index is based on three ratios: foreign sales to total saies, foreign assets to, total assets foreign
- employment to total employment, for more understanding see John H Dunning, The multmatnonal enterprlses and the giobal

- ‘economy, p 61.

This Index is calcutated by multiplying the average of the ratios used in the transnationality index by the, number of foreign
Thls indicator is based on the ration of foreign sales on total sales, foreign assets to totai assets the number of foreign

countnes in which the firm is active.
subsndranes {o totai subsldiarles the mternatlonal experience of top managers, the dispersion of |nternat|onal operatmns
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l-4 1 The main charactenstrcs of MNE
The MNCs are recogmzed by some ma_]or sahent features such as:

1. The MNCs predormnance in certain monopolistic and
-oligopolistic industries (take into account the marketmg and
technology importance). o

2. The advance of MNCs techmques of production* wh1ch is

* catered to consumers with relatlvely high mcomes -and
sophzsl‘zcated tastes. : | _

3. The orgamzatmnal evolution of MNCs leadmg to cem‘ralzzatzon
of functions as finance, marketlng and research. |

4. The increasing 1mp11cat10n of MNCs on somal pohtlcal power

~in developed and developing countnes

* Hierarchical control

Exkibit: Simple MNE Hierarchy Structure.

Source: Muzaﬁer Eroglu Multinational Enterprises and T ort Llabllztzes (an
mterdzscrplmary and comparatzve exammatzon) pA6.

4 Grubaugh (1987) used an econometric rﬁodel supportirig the importancé of R&D asa firm's probabiiity to betome'a‘n MNC.
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Il Theones of Foretgn Direct Investment

The growing 1rnportance of - FDI leads to a smeable body of

literature dealing with various dimensions of the trends and determlnants

of FDI flows.

Theones of FDI can be evaluated in terms of several dlfferent

.crlterla ‘One is whether each theory is logically consistent, the second is
| _ho_w well predicts out of sample observations and especially how well

each theory provides an explanation for the sharp changes in the country

- patterns of FDI .Most theories of FDI are under-determined * and deal
~ only partly with observed trends Whlch limits the possﬂalhty of explalnmg
- _-new trends and 11m1ts the tested Va11d1ty of each hypothes1s |

Agarwal (1980) suggested that; there is no one but a number of

| competlng theorles with varying degrees of power to explain FDI."

These theorles ~can be ranked through four d1st1ngu1shed
headings®

'ﬂzeories assume perfect markets, theories assume imperfect

' lmarket other'theories of FDI and theories based on other variables.

II 1 Theones assume perfect market thrs head covers three

. hypotheses. |

1 Dy‘ferentzal rate of return hypothes zs

thrs hypothes1s considers FDI as a kind of capztal ﬂows so it
~ moves between countries according to refurn rates between them
(from low rates of return to high rates of return) in such a way as to

Because FDI s known by its heterogene:ty and complexity including many variables and consaderataons economical ,
finandiai , political, social ... for more detail sea Maggie X. Chen and Michael 0. Moore in Location Decision of Heterogenaous
Multinational Firms , p01-46 and Kazunobi Hayakawa . Toshwukn Matsuura in Complex Vertical FDi and Firm Heterngenerty
Ewdence from East Asia ,p02-37. )

See Agarval. S in Determinants of Foreign Direct Investment: A Survey, p739 773

Thls classification was suggested by Lizondo in ‘Foreign Direct Investment in International Monetarv Fund, Determinants and

. Systematic Consequences of International Capital Flows, p68-82.

Weatrub analyzes the relationship between inter-country dsfferences in the rate of return and the flows of US capital , for

.~ more detail see Wemtrub R in Studio Emprico Sulle Relazion di Lungo Andare Tra Movimenti di Capitali Rend:ment: Differnziali
" ,p401-405 and Bandara , White whose rejected the hypothesis of differential rate of return as a major factor of capital

movement for more deteil sae Bandera V N and White J.Tin US direct investments and Domastic Markets in Europe pl17-
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equate'the marginal return on and the marginal cost of capitalr(the
rate of return is the sole variable of mvestment deczszon)

2. The dzverszf catzon hyporheszs

According to this hypothesm, the ch01ce among various project
is therefore guided not only by the expected rates of return but also
by risk (correlaz‘zon between return and risk).

3. The market size hypotheszs

This hypothesis suggests that FDI's volume is determined by
~ the host country’s market size which is measured by the sales of
MNCs in that country or by the country’s GDP.

2 Theones assuming rmper_fect market include the followmg
hypothe51s.

1. The mdustrzal orgamzatzon hypotheszs

AcCording to this; hypothesis , when a ﬁrm establishes a
subsidiary in another country it faces several disadvantages
~ (differences in language , culture , legal system ..) in competing
‘with local firms , but these disadvantages can be overcome if the
MNCs exploit its intangible assets ( well “known , brand name ,
patent protected technology managerlal skills ...) in such a way to
arise advantages from its location abroad ( other conceptzon of the
compararzve advam‘age rhemy) '

Thts claim finds its historical background in the absolute advantages theory of Adam Smith {1723-1790).

2 This Hypothems finds its basis in the portfolio selection and investment efficient diversification of Markowztz {1959) and
Tobin (1958) , a brief survey is introduce d by Guofu Zhou in Understandmg therale of biversification , p01-04.
? Balassa suggested that a sufficiently large market allows for the specialization of the factor of production and consequentiy
' the achievement of co5t minimization , for more detail see Balissa ,B in American Direct Investment in The Common Market ,
. p121-146. Measures of market size by MNEs sales or the country GDP is popularly represented by Jorgenson in a generalazed
‘model of Chenery ,'and Koyck , for more detail see Jorgenson , D.W in Capital Theory And Investment Behawor p247-259 and
Chenery H.B in Dvercapacity And The Acceleration Principie , p01-28.
4 For more understanding of the industrial organization vaothesus see Rajneesh Naruia in Muitmattonal Investment and
Economic Structure; a books deal with the relationship between the multanatlonal industrial organization and foreign direct
mvestment based on vaer {1976), Kidnelberger (1969} and Caves (1982) theories in thlS field. .
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-2, T he iﬁternalizatz’on hyporhesis55:

This hypothesis explains why firms use FDI in preference to
exporting and importing from other countries and why they are so
shy to offer licensees. The answer could be found- in - such
marketing costs when it’s preferable to save them by forming a
new firm. For example if there are problems associated with
buying oil products on the market a firm may de01de to buy a
_forelgn reﬁnery '

3. The location hypothesis 56:." .. | |
A'ccordi'ng"to -this hypothesi__s, FDI exists be'cause of the

international immobility of some factor of production (labor, natural

resources), this immobility creates differences in the cost of

' producrzon Jactors .An major example of this is the low Wages as a
, prlme determmant of FDI locations®’

II 3 Other theories of forergn drrect mvestment under thls t1t1e,
the followmg ones are suggested

1 The eclecnc theory (Dunning 1977, 1978, 1988)58

Th1s theory try to explam FDI basing on three hypotheses the
industrial organization hypothesis, the internalization hypothesis
‘and the location hypothesis but the way - of this hypothe51s
mterrelatlon remams a matter '

Accordmg to this theory, the three followmg hypotheses must be

o | satlsﬁed 1f a ﬁrm wants to engage in FDI

The original argument of the internalization hypothesis put by Coase stated that formlng a plant m forelgn soil saved
différent costs as the marketmg ones , for more detaif see Coasé , R.H in The Nature of The Firms , p386-405 , Buckley and

‘ Casson proposed creating intemal market hypothe5|s especially in market Imperfection cases in order to reduce costs relating

to intermediate products bypass to foreign soils , for more detail see Buckley P.J and Casson Min Forergn Market entry : A
Forma! Extension of |nterna|ization Theory ,p849-876,

Horst used this hypothesrs {the location hypothesrs based on the rmmobmty of some productlon factors ) to analyze US FDI
in Canada ,see Horst,T in The Industrial Composition of US Exports and Subsidlary Saies toThe Canadian Market , p37-45,

Various empirical studies concluded that wages differentials are major determinant of FDi location , for -example Riedel

_ ‘ found that iower wages costs were more sagmf‘ cant determinant factor of export ~oriented FDi in Taiwan ; see Riedet, 1in The
Nature And Determinants of Export —Oriented Foreign Direct Investment ina Developmg Country A Case Study of Taiwan ,
: p505 -528, . . .

‘ See John H. Dunnmg in The Multinatlonai Enterprise and The Glohai Economv, p95-103
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1.1, The industrial organization hypothesis:

" This suggests that a firm may have comparative advantages
over other firms by the ownership of some intangible assets (the
"ownersh1p spec1ﬁc advantages) like: particular technology or
morniopoly power ? for example. .These advantages increase both
the wealth creating capacity of the firm and the value of its assets.

1.2.  the internalization hyporhesia:

- This hypothesis refers to the choice between the expansion
within the firm or selling the rights to the means to other firms.
~ According to this conception, FDI occurs if the spec1ﬁc ownership
advantages can be profitably internalized® (it’ s._beneﬁclal for the
firm to use these rights by itself rather than selli_ng or leasing them).

13, The location hypotheszs

this hypothesis answers to the questmn “of whether |

expansion is best accomplished at home or abroad , so it‘s in global

interest of the firm to use location specific advantages in
- COIlqulCtIOH with at least some factor 1nputs located abroad

® 10 understand monopoly power within markets see Philip Nelson in Monopolv Power Market Deﬂmtlon and the Cellophane
Fallacy, p01 -20. ‘ ‘ .

’ .6 The mternalization process and measures are clearly discussed in Are Proxles Vahd Measures of Internalizatron? of Paul
: Kalfadellrs and Judy Gray p02-20 : :
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MNE-induced change -

| 0 Asset-augmenting investment,

* R&Dfknowledge generation,
institutional learning '

L Incentives for nstifutional éevelepmeat \
supplier finknges S

I Market access, new forms of contracﬂng -

k 4 .
Non-MNE-induced change |

0: Changing tastes or technology,

. increasing competition

L:" Upgrading of istitutions, policies
{um)favourshle to MNE activity

L Izugtovemcmamtwm.ponatmn aati
comnnication

Exhibit: Some dynamic OLI paradigm from the perspective of MNEs. |

. Source,- John H. Dunning: The Multintttional eﬁterprise-aﬁd the glob_al eoono}'ny, |
p319. ‘ & ' e ' L

2. T, he product lt'fe cycle theoiy (A technology innovation View):
| 'Ve'r'non' (1966)°" seemed to explain the Post ~World War II
product ‘development innovation in- the US and the ‘eventual
mlgratlon of the productlon of these products to low cost countrles

Thls theory is base on three lmportant assumptlons

- (a) Communication costs within the firm and between the ﬁrm and
the market are 51gmﬁcant and increase wﬂ:h dlstance _

(b)Production undergoes predlctable changes 1n technology and
market methods. \

(c) The market in technical Know-How is Very 1mperfect

See Vernon .Rin Internatlonal investment and !nternatlonal Trade in The Product Cycie p 190-207.
See Thomas N. G[adwm and Ian H Gldy inA Survey of Forelgn Investment Theory p: 20- 29 S
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This theory suggested that many manufactured products go through
the following stages

(a) Introductmn into the home market.
(b) Export sales are added to domestic sales.
- (c)Foreign production begins in lower cost countries.

(d)Domestic industry loses 1ts competltlve advantage in price and
innovation. _

(e) Forelgn compet1t10n serves the domestic’ market with imports.

(a), (b) Represent which is called: new product stage innovative

 base™, characterized by the need for coordination between

R&D and production units and an inelastic price demand.

| Definition

- Wonufasture

oy

tnstallation.

Project
Tem?‘fminn

Exhibit: The Pro;ect sze Span mcludmg the Innovative Base (Start-Concept—
Def nition —Deszgn) - .

Source: R.Maw Wideman: The Role of Pro;ect Llfe C}ycle (Llfe Span) in Pro;ect
o Managemem po3.

For more detall about the innovative base stage see leffry.L Funk in The Product Llfe Cycle Theory and Product Line
. Management The Case of Moblle Phones, p143. .
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(¢, (d) Represents the second stage market by the product’s
matu’riiy when the firms become increasingly sensitive to routine
production cost so it’s not important for production to be close to
the market (the firm’s resort to FDI in order to meet iocal
demand) .

- (e) Represents the third stage Where the product is completely
 standardized and the production processes are commonly known,
‘the home country becomes net 1mporter and the host country
becomes net exporter. |

The_following exhibit shows these processes work_o_Ver time: -

Innovating Country

New Proeim:ts Mature B Standardized
Praducts - . Products
N— e umption — Pt"ozi‘ uction o :
" amlopmg cmrﬁtry

New Prodiicts - Mature ncfardias
Products - = Produds

neeee COMBUM PHON s Production
Exhibit: Vernon s Product Life Cycle Theory

Source: John B .Cullen and K. Praveen Parboteeah Internatronal Busmess Strategy
And The Multinational Company, p 108
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3. The ollgopolzstzc reaction rheory (chkerbocker 1 9 73)

According to this theory , the olzgopolzsrzc reacrzon increases
with the level of concentration™, in the field of FDI and decreases
with the level of diversity of the product , that leads to a positive

- correlation between FDI’s proﬁtabxhty and -the industrial
concentration dégree and a negatlve s one thh the product
diversity . |

The inclusion of this theory 1mp11es that FDI is self lzmztmg
~ because the i invasion of each firm arouses the competition force in
an attempt to maintain firms market shares and decllnes ‘the
oligopolistic reaction. |

4 The mtemal fir inancing theory

This theory is based on the gamblers earmngs67 ” of Barlow

and Wender®™® (1955) postulates that MNEs ~commit a modest
amount of their resources to their. initial ‘investment, while
-subsequent subsidiaries are financed by remvestlng profits obtained
from operat1ons in the host country.

Th.lS theory is more appropmate for explammg FDI espe01ally in
developmg countries for two reasons:

- (a)The rudlmentary state and the 1neﬁ'101ency of capltal markets.
(b) The restrlctlons on funds movement.

e The firm concentration ievel (the ownership concentration ) and iis effect on firrhs'profitahiiity and performancé , how the

" ownership structure reduces the agency costs (separation between ownership and management ) see an empirical study on

firms from different manufacturing sectors in Pakistan of Attiya Y.Javid in Ownership Concentration ;, Corporate Governance
and Firm Performance : Evidence From Pakistan , p01-22 , other empirical study using panel data to show the effects of
Ownership Concentration on Firm Performance see: John S. Earie , Csaba Kucsera and Almos Telegdy in Ownership

- Concentration and Corporate Performance on The Budapest Stock exchaiige : Do Too Many Cooks Spoil The Goulash ?, p1-24,

how the concentration be measured (discrepancies between traditional and contemporary measures)?, this question is tackled
by James F. Oehmke and Christopher A. Wolf in Measuring Concentratlon in The Biotechnology R&D industry : Adjusting for

_ EnterF irm Transfer of Genetic Materials ,p134-139,

See George J.Stigler in A Theory of Oligopoly, p44.

Et rmeans the utilization of profit generated by a subsidiary to finance the expansion of FDE , the prmect self- fi inancing is a
fiourished study subject underlying the appropriate criteria and effects on the firms performance and profitabiiity , details in

‘ Seif— financing of council housing services : summary of findings of a mode!mg exercise, p13-57.

Whlle of the internal financing is lower, this Ieads to the existence ofa positive reiat:onship between mternal cash ﬂows and
mvestment outfays. .

See Guy V.G.Stevens in The Mu[tmattonal Firm and The Determinants of investments p18 iTable), the mternal flnancing and

" repatriated earnings affect FDI MNEs and host country incomes, for more detail see: Hartman DGi in Tax Pollcv And Foreign
: Direct investment in The Umted States p107-121. :
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5. The currency exchange rate area hyporheszs and rhe eﬁ%ct of the
exchange rate theory: \
~ This theory explains FDI in terms of relatlve strength of
~ various currencies , supposing that firms belonging to a country
of strong ‘currency tend to invest abroad ( sources of FDI )
while firms belonging to weak currency do not have such
tendency ( 'recipients of FDI ) . “This _theory 'was' tested
emp1r1ca11y by examining the relationshlp between the value of
currency and the FDI ﬂows that e
The overvaluation of currency leads to an FDI outﬂows
The undervaluatlon of currency leads_to ]i_’DI 1n_ﬂow_s_.

Exchange rate is also 1mportant to FDI because thls Iatter

- . can be considered as an alternatlve of export as:

Depreclatlon of domestlc currency leads to increase FDI

inflows. | R

Apprec1at10n of domestlc currency 1eads to decrease FDI

‘inflows. . ‘ .

| The expectauon ofa reversed depreclatlon leads to increase FDI
1nﬂ0ws |

See Lenj Treving , Frankiin G. Mixon Ir in Strateglc Factcrs aﬁectmg Fore:gn Dlrect Investment Decnsmns bv Multmatuona!

: Enterprlses in Latin Amerlca, p236.
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Exhibit: Relationship between undervaluation and overvaluation (misalignment),
appreciation and depreciation changes in the exchange rate and FDI flows.

. Source: Imad A. Moosa, Foreign Direct Investment theory, evidence and

- practice, p47. :

* Where:

St : the actual level of exchange rate
St : the exchange rate level implied by purchasmg power parity

]
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6 The theory of dzverszf canon wu‘h barrlers fo mtemattonal capztal
ﬂows S s

'_ This theory suggests that the international dlver31ﬁcation can

be accomplished through firms if:

(a) There exist barriers or portfolio‘s costs greater than those
associated with dn'ect investment. _

(b)Investors recognize that multlnatlonal firms = provide
dlvers1ﬁcat10n opportumtles that are otherwise unavailable.

| Furthermore the presence of cap1tal flows barriers shows a
: ‘strong systematlc relatlonshlp between the extent of - Internatlonal
o 1nvolve1nent and excess market value (the firm stock prlces) '

7 The Ko;tma theory 1973, 1975 and 198571

According to this theory, FDI is a mean of transfernng caprtal
managerial skills from the so_urce to the host country. Kojima
classifies FDI to two kinds:

(@D rade orzented FDI generatlng an excess 1mport demand and
-excess export supply

(b)Antz trade. oriented FDI. which has an. adverse effect on the
original terms of trade c1ted in the ﬁrst kind. |

In general, thls theory is based on the. complementarlty between FDI and
' trade (more consideration to the comparative cost theory).

See Agmon T. and Lessard D. Rin Investor Recogmtlon of Corporate International Dlvers:flcation p1049 -1055.

See Kojima K in Enternatlonal ‘Trade and Foreign Investment: Substltutes or Complements? , po1- 12 A Macroeconom:c
Approach to Foreign Direct investment, p01-12 and Japanese and Amerlcan Investment in | Asia: A Comparatwe Analysts, p01
.35, : : : : ! :
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1I-4 Theories based on other variables:

The theories fall under this heading_ are: -
Political visk and country risk, tax policy, trade barriers,
government regulations and strategic and long term factors.

Polltzcal m’k and country rzsk72

' Political rxsk represents the unexpected modlﬁcatlon of the
legal and fiscal fr_amework_ of the host country_ (repat_rlatlon
reStriCtion on dividends to the parent firm, s'pe_'ciﬁc_‘ government
that appear hostile to FDI ..) which drastically diSCOurage FDI
inflows. o o |
Country risk is wider concept encompassmg the former taklng
into account economic and credit indicators.

2. Tax polzczes
| There are three channels through ‘which tax pohcles affect
~ MNC’s decision:
(2) The tax treatment of income generated abroad (effect on net
return of FDI)
(b) The tax treatment of i income generated at horne (effect on net
profitability of domestic and foreign 1nvestment). |
(c) The tax treatment on capital costs of domestic and foreign
investment.

% Yo shaw the interconnection between courttry risk and FDI on domestic and foreign comparty see the empirical study on
Serbia Republic of Evica Petrovi¢, lelina Stankovié in Country Risk and Effect on Foreign Direct investment , p10-21, Ramcharan
used the Euromoney index to measure the effect of political risk on FD! using regression anaiysss and cross section data for 26
countries for the years 1992 -1993-1994 , for more detail see : Ramcharan. H in Foreign Direct investment and country risk ,

" p49-58 , what are the variables included to measure country risk and the interconnection between country dsk , Greerfield
investment and Acquisition are tackled by : Frank Hauser in Country Risk and Forelgn Direct Investment In Transition Countries,
p17-58 : : -

For more detail about the corporate taxatlon reaction on FRI {the most exclusively studies focus) seer Agnids Bénassv —Quéré

anid Amina Lahréche Révil in How Does FDI React to Corporate Taxation? , p3-22 ,ariother way of thinking based on the effect of

*_indirect tax {non—income) on FBI by American Multinational Firms estimated that 10% higher local indirect taxes are associated
" with 7.1% lower affiliate assets which is similar to the effect of 10% higher income tax rates, for. more details see Mihir A,
.. Desai, C. Fritz Foiey and James R .Hings Ir in Foreign Direct Investment in‘a world of Multiple Taxes, p2729-2743.

35



3 T rade barrzers 74,

- Foreign Direct Investment

_ ~According to this theory, ¥FDI may be undertaken to
crrcumvent trade barriers. as the mcreased threats of protectlon

leads to greater FDI ﬂows

4 Governmenr regulatzons

The govemment regulatlons can be Vlewed through
incentzves ( fiscal incentives , financial incentives , market
preferences ,'provision of information , low cost infrastructure ...)
to encourage FDI flows , or di.'sincentives ( various forms of
restrictions ) to restrict the MNC’s activities . o

. ‘. Typeof incentive -~ ' Purpose’

) Elements

fiscal .~ - ! tomduoeii'rembmﬁenonthe '

investor
 Other .7 R lx»nmrérﬂe the profitability,/ rectuce
: ' the costs of the investiment tbrcmgh

: zmr-ﬁrmmalm I

tax credit, tame]zef taxrebate, exemption
from customs duty, reduction of tax base,
VAT exenyption, accelerated depreciation,

- reifvestment allowance, loss accrual

Soft loans, grants, sovereign guarantee on
rrvestment ereclits, export guarantee,
fnsurance and credit, subsidised fanding

: torvmmrspurpaeee

preferential government contracts, real

. estate provided below manket price, -

' promotion of institutional inveshment,

. -Mdeveiommﬁpmgmrmm customs

) free areasn, spema!econonxczmms,

Exklbzt Key FDI incentives in the narrow sense,

mdustnal parks

Source Magdolna Sass, Competzveness and Economic Pohczes Related to foretgn

Direct Investment pll
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wa does the lhtegratlon effect {another approach of trade barriers) reduce border effect s on Fbl? an empirical study on
18 European Countries from 1995-2006 showing that reducing trade barriers of the host countries stimuiated the horizontal
multinational enterprise to substitute international trade for FDI and promoted bilateral FDi through reducing the distribution
costs of products within the European. Union {controversial view ) , for details see : Valerlano Martinez and Martga Bebgoa in
: integratlon Effects And Trade Barriers : Does European Economic Integration affect Foreagn Direct Investment ?, p02-17.
Nice example of this is the Honda's estabilshment of production facilities into Ohio to circumvent the tariffs and quotas
o lmposed by US government .The surge of FDi in Mexico Is related to the desire of MNCs corporations to circumvyent the trade
barrlers imposed by NAFTA, for more detaii see Eun C. $ AND Resnick B. G in Internatsonal Financial Management, p394.
About the host government various incentives see Magnus Blomstrﬁm and Arl Kokko in The El:onomics of Foreign Direct
- Investment incentives, p01-21. . . .
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5 Stmtegzc and long term facz‘ors

There are some strategic factors puttlng forward to explain
F DI as:

‘(a) The strong de31re from the. investor to defend exrstrng market
| " share from competltors | '
~(b)The need to induce the host country into a long commztment to
a partlcular type of technology g |
(c) Competition for market share among ollgopollst;lc and
strengthemng the bargaimng pos1t10ns

See Len J, Trevino and Franklm G. Mixon Jr in Strateglc Fators affecting Foreign dlrect mvestment decisions by
multmatlonal enterprises in Latin America, p234- -235-236,
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- Table: Some selected recent studies of FDI determmants. |

'possess some advantage .

S'ﬂldy‘ Issue under mvestlga‘uon Fmdmgs
Goldberg and Klein (1997) | Effects of real exchange rate | A real depreciation of
' ' ' on FDI. currencies of Asian countries
against the yen leads to an
increase in FDI from Japan
and a decrease in FDI from
. . Co : | the USA.
Lehmann (1999) Role of country risk Political and economic risks
. . - 2 ' are deterrents t6 FDL
Clegg and Scott Green Link between FDI and New FDI is linked to
(1999) o European integration conventional host -
: ' characteristics whose effects
vary cohsiderably_between
‘ ‘ groups of member countries.
Marinov and Marinova .Motwes of fore1gn mvestors Motives are related to the
(1999) , host governments and host | strategic priorities of
' o companies in Eastern Europe | investing firms.
Dunning and Dilyard (1999) | Explanation of FDIand = | Determinants have common
' | portfolio investment and distinctive characters
. o . .They'are comple‘nientary.
Wilkins (1999) Relationship between FDI - | FDI and portfolio investment
‘ ' .| and portfolio investment ratios have shown no
' B consistency across countries
| R | through time.
Ramcharran (1999) Relationship between FDI = | A significant relationship
o and countryrisk | exists between FDI and |
' country risk (political and
o 3 _ : _ X economic). =
Kreinin ez al (1999) = .. | Motives for Japanese FDI ‘Many motives but securing -
che e : AL -+ | market share i is the most
: _ L important. .
Okopsin (1999) FDI by Singapore based FDI is carried out only by
' ' ' firms large firms or firms with
: o I ' - monopolistic advantage..
Konishi et al (1999) ‘| FDI and trade barriers - Firms can jump over trade
B o | " restrictions by undertaking
. , FDI.
Wu (1999) . Intra-urban FDI location-in- = | Intra —urban FDI can be
: China explained according to
rational economic
. _ ‘ : ‘ considerations, _
Fosfurri and Motta (1999) The argument that firms - Firms might invest abroad to
' R - | embarking on FDI must capture Jocal advantages

through proximity of plant

locatmn
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Globerman and Shapiro
(1999) '

T The effect of policy changes
on inward and outward FDI

Free trade agreements had a
positive effect .Screening of
projects had no s:gmﬁcant
effect.

Gyapong and Karikari Causal relatlonshlp between Impact of economic

(1999) " ' FDI and economic | performance on FDI depends
performarice in two African | on the strategy of the

- T - | countries | investment.

Tuman and Emmert (1999) | Political and economic Determinants include market

determinants of Japanese

_ FD_I in Latin America

size, ecopomic policies and
certain types of pohtlcal

'mstablllty

Montiel and Reihart (1999)

Effect of capital controls on
the volume and composition

of capital flows

Capital controls mﬂuence the
composition of flows, but
sterilized intervention

influences both volume and

- o composition.
[ Mody et a (1999) The choice of FDI location - | Trade barriers do not drive
: | by Japanese MNCs ‘ Japanese FDI in Asia.
Das (1999) Choice of entry mode Riskiness of the project is a
E | : - factor against joint venture
In the absence of policy
intervention, licensing is
dominated by FDIor
o E o : _ | ventures.
Martin and Ottaviano (1999) | Locational factors - High growth rales and .
‘ : o L . ' transaction costs are-
‘ S o associated with FDL
Cleeve (2000) Factors that determine Wage differences are
: ' location of Japanese'FDI in | unimportant .Production
: . the UK. growth is important..
Resmini (2000) Determinants of FDI by EU Hetero geneity ate sector
' in the CEESs. level, '
Baumgarten and Haushmen | Location of US FDI in Latm FDI declsmn is comphcated
(2000) Amenca containing variables of
S political market and social
S . . pature. ‘
Gray (2000) | Effect on globalization on ~ | Tendency for virtuous and
- : developing countries. .| vicious cycle is magnified.
Pitles (2000) Theory of growth of MNEs | Growth results from

| endogenous factors and from

external opportunities and

| threats, -

3
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Sanford and Dong (2000) '

Influence of tourism on FDI

Significantly positive
relationship between tourism
and new FDI in the USA.

Traxler and Woitech (2000)_

LN

Labor market regimes are
determinant of location

Investors do not assign high
priority to labor market
regimes.

Schoeman et af (2000) Impact of fiscal policy on’ FDI flows are aﬁ'ected by
. FDI in South Africa. - fiscal discipline and tax
o o ' | burden on foreign investors,
| List and Co (2000) ", | Relationship between Envu‘onmental pohmes do
' B ' | location and environmental matter.
: : _ regulations RE _ _
- | Cheng and Kwan (2000) © | Determinants of the location | Important determinants are

of FDI in Chma regional market size, good
infrastructure and ‘
preferential policy. Wage
‘ - _ _ cost has a negative effect.
Thompson and Poon (2000) | Links between FDI and Significant correlation
o . | regulatory change in Asmn between reform expectations
: : B couniries. - | and FDI flows,
- | Sung and Lapan (2000) - FDI and exchange rate - With sufficient exchange rate
| ‘ volatility. - volatility, firms can increase
' profits by opening several
‘ plants, B _
Thrig (2000) Effect of repatriation Abolishing restrlctmns
- restrictions on FDI | encourages FDI inflows.
Pistoresi (2000) Location specific and policy .| FDI depends on economic
o related determinants of FDI | ‘and political factors.
in Latin America and Asia S
Kosteletou and Liargovas Relationship between FDI Causality runs from real
(2000) and Real exchange rate exchange rate to FDI in large
' countries with floating
exchange rates .Bidirectional
S - _ ‘ - causality in other cases.
~ | Kiyamaz and Taylor (2000) | Competition for FDI When a country is not sure
SR : ' S that a miserly offer will drive
the firm to its rival, it may
take the chance and - .
; nevertheless make a mlserly
: L : g : ‘ offer. :
Benacek (2000) Determining factors of FDI' | Initially,. foreign investors
inflows in the Czech wete not motivated by local
: i Republic human capital.
Zhang (2000) Size of US FDI in Chma Small size is a result of US

investors ¢ preference for
market access ; china export

40
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bilateral relations and
political ins

Donnefeld and Weber (2000)

Choice between FDLand | No simple relationship
exports ' between the size of tariffs
and the tendency to éngage
3 mFDL.
Wei (2000) The effect of taxes and A rise in either the tax rate or
' corruption on FDI corruption in the host
o o counn'y'reduees FDI.
Guimaraes et al (2000) Agglomeration as Agglomeration economies

determinant of FDI

are decisive location factors.

Marcelo Braga _
Nonnemberg and Mario.

| Jorge Cardoso de

Level of schooling
economy’s degree of
oppeness as major

FDI is closely associated

_Wlth stock market B

performance AR

| Olofsdotter (2009)

| anenlarged European '

Countrles

Mondonca (2000) . determinants of FDI.
Sing and Leung (2001) = Effect of liberalization on - | Policy changes are more
. FDI inflows important for FDI than GDP
growth rate or exchange rate
‘Moshiriani (2001) FDI in banking Major determinants include
' ' bilateral trade banks, foreign
assets, and cost of capital,
exchange ratee and other
- FDL S
- An_}um Aqeel and Trade , fiscal and financial | All these variables are
| Mohamed Nishat (2005) - | 'sector libeialization as- | significant determinants of
determinants of FDI in FDI. |
_ Pakistan | -
Tayek Dong Yeo, Labor cost , market size , Trade oppeness and the
Youngman Yoon , Min | trade volume ,regulation agglomeration are major
Hwan Lee and Chan Yeal | and agglomerationas - | determinants of FDI while
| Lee (2006) " | major determinants of FDI regulatlon isa negatlve
i | inKorea . | effccton FDI. -
: Nguyen Ngoc Anh and Determinig factors of FDI The imporatnce of market
Nguyen Thang (2007) in Vietnam . , labour and 1nfrastructure
SR as major deterinants of
‘ ‘ FDI flows . ‘
Ozturk Hhan and Determining factor of FDI | Economic growth of host
Kalyoncu Husyein (2007) | in Turkey and Pakistan country as a major
(cross country determinant of FDI .
. : _ comparaison) I ‘
‘Asa Hansson and Karin: Taxes and agglomeration | Higer taxes deter FDI
| as determinants of FDIin | flows. .

| 41 :
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Karimi Mohamed Sharif

There is no strong

Determinig factors of FDI
and Yusop Zukkornain in Malaysia. evidence of a directional
1 (2009) ‘ causality between FDI and
. : S economic growth .

| Claudia M.Buch , Iris Financial factors as The importance of
- | Kesternish ,Alexander determinants of FDI . financial factors for firms

| liponner and Monika ' to engage in FDI.The -

fiinancial frictions matter

Schnitzer (2010)

for this decision. . "

: Source: Com}_viled by the student. '
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- Components and valuation of FDI :

Th1s part descrlbes the components accounts and scopes of forelgn
direct mvestment

I1I-1. FDI Components: . '\‘

The FDI components include: - S
(@) Financial instrument components™ : this heading contains
1. Equity: common and preferred shares, reserves, remvested
. earnings, dividends and undistributed branch earnings.
2. Debt : marketable securities as "bonds , debentures , commercml
 papers ,  promissory notes, non participating preference shares ;
~and other non tradable security shares like loans , depOSIts ,
| 'trade credit and other accounts payable / recelvable

- In general FDI equ1ty and debt are:

1; Fmancmg provided by a direct 1nvestor to a dlrectly or 1nd1rectly
owned direct investment enterprise. |

2. Financing received from dlrectly or mdlrectly owned direct
investment enterprise by a direct investor.

3. Financing provided by or fellow enterprises.

11-2. FDI accounts:
The FDI accounts 1nclude
FDI positions, FDI transactzons FDI incomes and other changes

(a) FDI positions” : FDI posmons can be analyzed through the
following pr1n01p1es -
1. FDI posmons accordlng to the asset / 11ab111ty pr1nc1p1e

Six classes of FDI assets and six classes of FDI habilities
serving at the building blocks for the presentatlon of FDI StatIStICS
as in the following table: -

* 7® OECD Benchmark Deﬁnmon of Foreign Direct Investment 2008, p 60
 QECD Benchmark Deﬁmt:on of Forelgn Dn-ect Investment 2008 p65.
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_Tdblé: FDI bosition_ 'd't':co.fdin'g'to the asset /Liability prihéiplé;"

Source, OECD Benchmark Definition of Foreign Direct Investment 2008, p635.

2. FDI posmon accordmg to the dlrectlonal ( outward / mward )
pnnc1p1e' : o

FDI ouhvards include ‘the net asset of res1dent enterprlse
exerting control ~or "influence on nonre51dent enterprlses 'FDI
inwards 1nclude the net liabilities of remdent enterprises controlled

or influenced by nonresident enterprises Outwards and mwards are
schematlcally shown as foIlows ' s
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Table : FDI position according to .the directional printiple.. \

Obadbendediee 0 lovad ovln dhe et

1. Enulty assets of O

! : j ; [
5.1 Equiy assels i ﬁawen%ergases&bmad{#uttmai‘eﬂmmﬂé;@ {51, £{§iﬂy habsﬁﬁas {o ol antenprisss ahraa:i
- parentis residen] * (i ulimate controfing parent is non-ssienl}

{roverss ivesiment]

16,2, Debt nshremments iabfiies o Wlowenderpriss abroad AR, Dbt instruments assels in folow entorprises aroad
{!fuf_tmecm rolfing parent is resitant) | {f eftmate eontraling parent is nan-Tesident

SOurce: ‘OECD Bénchhtdrk Definition of Foreigﬁ Direct Inizestmem 2008;.‘ p66 :

(b)FDI f nanczal transactzons

FDI transactlons are all transactlons between dlrect 1nvestors
- direct mvestment enterprises and /or other fellow enterprlses FDI
 transactions are analyzed through: -

1. FDI transactlons accordlng to the asset 11ab111ty pr1n01ple

Shows the ‘subdivision of equity assets and liability classes to
sub-components as exhibited in the following table:

% OBCD Benchmark Definition of Foreign Direct Investment 2008, p70-74,
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Table: FDI Tran#actfon according to Asset /Liability principle.

Transactions in assels o e | - Transactions in febifiies

wmfﬁfasmﬁfan!arpnsssmd:feﬁmsfw o Of dieet investars o dfrecfmsﬂmn‘mﬂpﬂses«
Reverseinestment . Bevemedwstment

e

M, Dobt instraments | o o 14 Behizrfs&ua!alts

Source: OECD Benchmark Deﬁhition ofFore_ign Direct Investment 2008, p70.

2. transaction according to the directional principle

~The FDI‘: eletn_énts are scheméti_baﬂy shown as follows:
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" Table : FDI Transaction aecording to the directional Prin.ciple-.* : )

ﬁutwaréiﬁmigﬁ direct investment | nweard Toreign direct investment

M, Equtyassats of Dlin DIE - L. Equly iabiktios of Ol o O

11.2. Reinvestment of samings

15.1, Equity assels in follow entesprises abrosd. N 15,1, Equity iabilitis to felow enterprises abroad
(thte Mﬂé&&gmﬁﬁs {esm‘em} ' {if uifimate coniroling parent s non-resident)

' iiﬁw# dabt msfmmeais!ra&s&ctm ' fnafard debtinstruments iransaclions -

<4, Debinstements bt of ! fo DIE {rversa vestment)* = A4, Dobtetruments assets of DIE in D (rverse investenent)*

BT} erﬁ;eféamamsEzé&ihi@ibfali&wﬁeﬁzﬁ%sm 152, Dt nsrments st o enepissabroad
) {i utimata cantroling parentis sstint} \ . {ifulfmate controling parent is por-resident]

Source: OECD Benchmark Definition of Foreign Direct Investment 2008, p:71}',

(c) FDI investmeﬂt‘ incomes

'FDI income is part of the return on direct invest_merit_‘ position ; it
~ consists of : return on equity investment' ‘and debt investfhent:_' . For

example a resident direct investment share in the net income or earnings
of its direct investment enterpnses plus income on debt between direct
. investment and d1rect investment enterpnses and between fellow
‘enterprises. '

® OECD Benchmark Definition of Foreigﬂ‘Direct Investmenf 2008, p74.
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FDI income should be.separ_ately shown for:

1. assets and for_liabilities_pr_inciple as exhibited in the table below ;-

Table : FDI Income according to the Asset /Liabilities -Principlé-_

Recsiables | o Payables

Efﬂ‘m:nfssﬂnsﬂmfamnsesfmm #f:zzfmmfsw ﬁffmmﬁmm ﬁmﬁmvmmmmmw
Hmrssfms«rmf . : : - Raverse favisiment

e i 9

AB.1. lithe limate contrling parent is resident

Source: OECD Bénchmai_‘k Definition of Foreién Direct Investment 2008, p75.
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2. directional principle as shown schematically as follows :

Table: FDI Income accordfng to the direct_ional Principle.

frcoma o imvard sqm'l;f

11,1, Dishributad sareings

i} « 3. Distrbuted samings of DIE from B {reverse iniestment)

-152 Qasﬁléaaiaammgs to felow att&mns&saﬁm&é
(¥ elfimate comiroling parent s resident]

- a2 Distrbuted earmings from fellow aﬂiamnsssahruaﬂ
@ﬁ@ﬂaacmmnﬁmtaaamsafsnﬁ

ekt

L2, lnterest piabla to Dl

M. Itest raceivable rom ieliazarstarpnses{ﬂa ﬂabt intrments) 16,1, ntres payalet el enteries {ﬁﬁ di msifumatt)
_ﬁ&%mﬁew&mifagmmmm; S {ﬁﬂi@mtesatmttvgmamwdﬂnﬂ -

Source: OECD Bénc_hmark Definition of Foreign Direct Investment 2008, p75.

(d) Other changésaz :
~ The other changes account is an 1mportant component of direct
~ investment statistics as it allows transactions to be reconclled with
"_‘posmons This - account con31sts of -valuation changes “and. Volume
_changes ' L T - .

% : OECD Benchmark Deﬁnition of Foreign Direct Investment 2008, p79. o
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1. Valuation changes:

Valuation changes in the market value of a pOSItIOIl through
exchange rate changes and other price changes

1. lExchange rate changes : : ‘

For example, if the - accounts ate compzled in the local
currency and the local currency apprec1ates against the currency
of denomination of a financial instrument , exchange rate

- changes will reflect a decrease in the value of the instrument in
the local currency .This i 1s the case whether the 1nstrument is an
asset or a liability . '

_ About transactions and positions: the former are converted to
- the compilation currency at the rate prevailing When they took place The
latter are converted at the rate preva111ng on the reference date

2 2 Other przce changes : -

This item reflects all changes to the market value of an
instrument as expressed in the comptlatton currency that are not
- exchange rate changes or attrtbutable to transactions that ‘s mean
reflecting all the changes in the market value of an instrument in
the currency in which is denominated , then these changes will be
converted to the currency of compilation and may also give rise
to exchange rate changes if this latter ( exchange rate ) changes

“over the period during which the rnarket_‘ price change _occ_urred

2.. Volume changes :

'Ihe causes of changes in Volume of ﬁnanc1a1 assets /l1ab1ht1es are
due to | ‘ '

Debt cancellation  and wrzre-oﬁs' lzquzdatzons, uncompensated
seizure and reclassrf cations.

2.1Debt cancellation and write~ojjfs83 (volume changes treatment) :
 Debt cancellation and write —offs are unilaterally determined
by creditor as well as by courts, arbitrator and related out of

court settlements while the debt repudtatlon is not recognized.

- % OECD Benchmark Defmitidn of Foreign Direct Investment 2008, p82 .
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Example: . _

A creditor may recognize that a ﬁnanmal clalm ¢an no longer
be collected from the debtor-and may remove the claim from its
balance sheet. - '

2 2Debt forgzveness and debt assumptzon 0(‘ nanczal tmnsact:on
treatmenﬂ _ | , .
Debt forgweness involves the mtentlon by the credltor to
convey a benefit to the debtor.

~ Debt assumptzon (1nclud1ng one off guarantees) 1nvolves a third
party with which there may be transactlons

2 3 Liquidation and fazled exploratzon acnvmes ‘

In liquidation, the investment enterprlse equ1ty is" often
written off by direct investor and removed from its balance
sheet (volume change treatment) .For the write off of debt, this
case should be treated as valuation change. ~ Concerning
mineral exploration activities, the provision of the used
equipment is recorded as transaction reflecting the injection of
equity in the branch .The same kind of treatment (volume

; change) is adopted where the operator walks away from the
activities (identification fallure of v1able resource dlscovery for
example) ‘ | |

24 Uncompensated seizure 86, _ | .

This happens when the government de01des to nationalize

certain industries within its JUTISdJCtlon _Wlthout compensation
(the equity position of the direct investor reduced to zero
through Volume change treatment). -

2. SReclasszf‘ cation :
This item consists of changes in ﬁnanc1al instruments
characteristics Wltheut cross border transactions for example:

% OECD Benchmark Definition of Foreign Direct Investment2008, P82,
: = OECD Benchmark Definition of Foreign Direct Investment2008,p82.
- ®OECD Benchmark Definition of Forelgn Direct Investrnent 2008 p83
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The effect of mlgratlon of persons on FDI reclasmﬁcahon
(assets held by person changes his res1dent leads t0 a
recla331ﬁcat1on to his /her direct 1nvestment assets)

111-3 FDI valuation®”:

The market Value is the conceptual basis for valuing direct
investment transactions and positions .This covers the following
headings: | S

Q ._Valuat'z'bﬁ of Foreign Direct Investment positions : =

" a. Equity positions :

The market valuation is the recommended principle to be
used when measuring equity positions . This valuation focuses

on methods that may be used to value quoted shares, unquoted
shares and equlty n mcorporated enterpnses | '

b. Debt posttzons

The use “of nominal values as proxy for market Value for all
" debt positions is recommended REERA

'2 Valuatzon of FDI fi nanczal ﬂows and transfer przcmg

When a transaction in goods and services occurs between two
enterprises, this transaction is to be rec_ord_e_d_ at market pncesss.

For more detatis see OECD Benchmark Def nition of Foreign Direct lnvestment p93-94—95

The balance of payments manuat defines market prices as amounts of money as amounts of money that W|Illng buyers pay
" to acquire something from willing sellers on commercial considerations only —sometlmes called at “arm 5 iength “ For more
details OECD Benchmark Definition of Fore:gn D:rect Investment p96—97 .
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IV- The effect of fore:gn d:rect mvestment

The effect of FDI on the - host country “can. be class1ﬁed to:
economical, polltlcal and social effects .

The economz’c'ejfects of FDI include the implications for (micro and
Macro) economic Variables as: output, the balance of payment and market
structure’™. . The polzt:cal eyj”ecrs 1nc1ude the question of “national
soverelgnty The soczal issues are mainly concerned with the creatlon of
enclaves and forelgn ehte in the host country ' '

| Under th1s headmg only the econormc effects are d1scussed

1. The provzston of capital ™. 72,

FDI contrrbutes in filling two important gaps. |

The saving gap (difference between investment and sawng)
and the - forelgn exchange gap (dlfference between nnports and
exports) ' :

2. The ejfecr of FDI on output and growth %3,
This effect is more important because FDI 1nwards are
_ considered to boost the economic development (the 1ncreas1ng of
the capital stock of the host country or take over whrch means
more efﬁcrency utlhzatlon of ex1sted resources) B

See imad A.Moosa in Fcreign Dlrect lnvestment theorv, evidence and applucatmn, p69.

For more detail see ; Adeolu B, Ayanwale in FDI and economic growth : evidence from Nigeria ,p01-37 , Andreas Johnson in

The effects of FDI inflows on host country economic growth , pl-26 , K .C.Fung , Hitomi Lizaka , Sara Tong in Foreign Direct

" investment in China : Poiicy , Trend and impact, p02-34 and Maria Carkovic and Ross Levine in Does Foreign Direct tnvestment
Accelerate Economic Growth ?, p195 -220. .

For more detaii see Heiner Schuiz in The Politicai Determinants of FDI in deve[opmg countrles p01-14 , Blendi Barroh Koji
Takahashi , Tokishatsu Tomizawa The impact of Polltical Voiatiiity on Foreign Direct Investment ; Evidences from the Western
-Balkan Countries , p65-76 , a very enjoyabie book in this field merits to be read of Kristuna I(orhonen in Forelgn Direct
investment in a Changing Political Enwronmental . . : :
2 MeKinnon ciaimed that developing countries encounter a hard saving problem to match thelr mvestment needs and other
" problem related to import financing through export earnings , for more detaii see : McKinnon', R in’ Foreign Exchange
Constraints in Economic Development And Efficient Aid Aliocation , p388-409 , these probiems de resolved typicaily by FDI
simply because :FD! by a particular MNE in a particular country may encourage other MNEs ta participate in the same project,
this may encourage also official aids developments aids from the investor’s home country , FD! can mobilize domestic saving by
offering local attractive investment opportunities ' and increases the financial inflows available for investment especially for
developing countries , for more detail see : Razin and Yuen about the role of FDI on financial markets of the host country
arguing that FDI piays a doubie role (reviving domestic market through channeiing domestac savmg to domestuc mvestment
and providing traditional gains from trade to host country. :

3 - B
For more detail see: Zaeshan’ Attque, Mohsin Hasnam Ahmed and Usman Ashar in the Impact of FDI on Econom|c growth
under forej lgn trade regtmes A Case Study of Pakistar n, p01~11 ) : . .
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3.7 he eﬁ”ect of FDI on employment and wages
1. FDI is capable of increasing employment d1rectly by sett1ng up
new facilities or 1nd1rectly by st1mulat1ng employment in
distribution.
2. FDI preserve employment by acqu1r1ng and restructurmg alllng
~ firms. . ‘ _
3. FDI can reduce employment by d1vestment or closure of
- production fac111t1es | |

4. The effect of FDI_ on balance of payment:
This effect has certain features:

First : distinction between direct ( reflected immediately in the
foreign exchange  gap results from the flows associated ~ with the
investment ) and indirect feature ( the effect of FDI  on balance of
payment via domestic sales and the use of local resources )

Second dlStlIlCthIl between two 1mp0rtant forms. |
The initial one off form: leads to an 1mprovement of the- capltal
account of the host country by the 1nvestment amount less Value of

any imported machinery.
The second form the continuing effect Wthh is. the most

important. -

5. The eﬁect of FDI on trade ﬂows

The most critical issue about the relat10nsh1p between FDI and trade
is whether they are complemem‘ s or substztutes. '

For more detail see: Paolo Figini and Holger Gorg in Does Foreign Direct Investment Affect Wage Inequality? An Empirical
Investigation, p1-20, Jaan Masso , Urmas Varbiane , Prity Vahter in The Impact of Outward FDI on Home Country Employment
In a Low cost transition economy , p05-65,

For more detail about the relationship between FDI and trade see Lione! Fontagné, Michael Pajo in Foreign Trade and FDI
stocks in British, U5 and French Industries: Complements or Substitutes? , p01-31, Panic and Joyce in US rnanufacturing
Industry: international Integration and Trade Performance, p 42-55, Pain and Wakelin in Export Performance and the Role of
Foreign Direct Investment, p62-88 , a very interesting document entitled : Linkages between Foreign Direct Investment and
Trade Flows , p337-374 merits to be analyzed to grasp the interrelation between these two macroeconomu: variables
{andscape . ‘
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6. The eﬁect of FDI on productzvzty S el
‘This ‘effect can be channeled: through export' promoting
(products of the sub51d1ary are destined 0 a large world market),
the 1nstallat10n of plants achlevmg the economles of scale

7. FDI and technologyp 7
Technology d1ffus10n by FDI can takes place through varlous

channels :

Imports - of high technology products adOption ' of ' foreign
technology, acqulsrtron of foreign caprtal through mtematzonal
study - : '

8. The ejfect of FDI on market structure”
* This effect is viewed through 1 unprovmg the competltlveness
forces or Worsemng the monopol1st1c or ohgopollstlc elements in
the host economy. ' ' '

9. FDI and the environment *°
FDI can get away with causing lot of damage to the env1ronment

| part1cular1y in developing countries that are trying to attract FDI
(Less stnngent env1ronmenta1 damage approach) R ;

See Foreign Direct Investment and Productivity: Evidence from the East Asian Economies Staﬁ’ Workmg Paper UNiTED
NATiONS INDUSTRIAL DEVELOGPMENT DRGANIZATION, p01-24. .

See Findlay R i in Relatlve Backwardness Direct Foreign investment and the transfer of technology A Simpie Dvnamu: Model
le 16. . :
See Spiros Bougheas, David Greenaway, Kittipong, Jangkamolkulacha: and Richard Kneller in Technology Gap, Foreign Direct

o Investment and Market Structure, p01-23,

See Kevin R. Gray in Foreign Direct Investment and Environmental Impacts? Is The Debate Over, pi- 08 and Feng Heien I.larlg
in Does Foreign investment Harm The Host Country s Envrmnment? Evidence From China, poi- 24 R :
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Table: Summary of selected recent studiés_ of FDI effects.

Issue under investigation

Study Findings
Nachum (1999) Impact of FDl on - FDI weakens the link between
international location and ownership -
.competitiveness ‘advantage _
Zhang (1999) Relationship between FDI enhances growth in long
. S_— FDI and growth in Asian | run : :
countries o
Zhang (1999) Effect of FDI on Long run link and two way
' economic growth in causality between FDI and
China o growih. -
Bosworth and Collins Implication of financial | Little correlation among FDI,
(1999) flows for saving and portfolio investment and
' investment in the host Loans .FDI has close one to
: | country. one effect on investment.
Glass and Saggi (1999) - | Consequences of FDlin | FDI raises wages and lowers
: a general equilibrium profits in the host country,
| setting . . | 1 and vice versa.
Yabuuchi (1999) Effects of FDI on An increase in FDI leads to an
Welfareand =~ increase in welfare and a
Unemployment - decrease in unemployment if
: capital is also used in the
domestic manufacturing
o S o sector, Lo
Fung et al (1999) Effects of FDI on. FDI can affect national
' national welfare welfare positively or -
o . ' negatively. : g
Saggi (1999) - _| Implications of licensing | Relative to licensing, FD
> and FDI for technology | limits technology spillovers to
transfer local firms, but dissipates
more rents in the product
o S : market. -
Bonelli (1999) Links between FDI and | FDI has contributed to
- industrial increased productivity and
o competitiveness in Brazil | competitiveness. _
Roling (1999) ‘German job export Empirical basis for German
S - through FDI job export is weak.
Driffield (1999) Employment | FDI generates employment
R consequences of inward - | substitution away from local
FDI in the UK firms |
Okomato (1999) . - | Effect of FDI on FDI has a positive effect
| production efficiency through the enhancement of

competitive pressusre and
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technology transfer.

Chuang and Lin (1999) | Effect of FDIon = FDI has a positive spillover
I | productivity effect on productivity.
Elahee et pagan.(1999) | The role of FDI in Asia FDI may have a positive
- and Latin America effect on fong run growth,
eventually helping the
recipient country to catch up
. o the investing country.
Aitken and Harrison Effect of FDI on FDI affect the productivity of

(1999)

domestic firms in

domestic firm negatively .Net

| Venezuela | ‘impact of FDI is small. -
De Mello (1999) - Direct investment led - | The extent to which FDI is
: ‘ growth growth enhancing depends on
the degree of = -
complementarity and
substitution between FDI and
_ N domestic investment.
Gilass and Saggi (1999) | FDI and technology. . The role FDI plays in
S o technology transfer depends
" on whether substitute
channels are available for
‘ ‘ _ transfer to the host country.

Ellingsen and FDI and protectionism An import competing industry

Warneyard (1999) o may not want maximum
R protection because it may -

encourage FDI which could
_ , ‘ be less desirable.

Wilamoski and Tinkler | The effect of FDI on FDI leads to increased

(1999) L exports and imports imports and exports .

Gopinnath et al (1999) | FDIandtrade =~ .| Small substitution effect
o o - o between foreign sales and

: - - o . | exports. -

Zukowska and . . Examining the effect of | FDI has a negative impact on

Gagelmann (2000) | FDIon productivity the performance of the most

: growth productive local firms.
Drieffield and Taylor The labor market impact | FDI leads to an increase in
(2000) - of inward FDI in the UK. | wage inequality and the use
7 | of skilled labor in domestic
Fan and Dickie (2000) | Contribution of FDI to FDI accounts for 04-20
growth and stability in . percent of GDP grthh.‘
, Asian countries.

Xu and Wang (2000) International {rade and No evidence that FDI is a
I FDI as channels for significant channel for
IR technology diffusion technology diffusion.

Asafu —Adjaye(2000) | Effect of FDIon 'FDTI has a significant positive
o . Indonesian.economic '

| effect on growth. . -
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growth

Jarolim (2000 Role of FDI on FDI has a significant positive
Indonesian economic effect on growth.
growth ‘ o
Henverberger and Effect of Swiss FDIon | FDI's spillover effect is
Ziegler (2000) employment _ statistically significant.
Stone and Jeon (2000) Relationship between Significant and positive
FDI and trade in Asia— | relationship between FDI and
_ o Pacific economies. trade. R
Muchielli et al (2000) Relationship between Complementarity for global
' o intra or inter firm firm trade is.explained by
trade and FDL. - Complementarity for intra-
R firm trade and substitutability
L _ : g : for inter-firm trade. -
Castilho and Zignago Relationship between Positive link between FDI and
(2000) ' | FDI trade and regional | trade flows mitigated by the
integration. impact of integration on FDI
Chen (2000) Relationship between Positive and strong link:
o FDI and intra—industry | between FDI and intra —
_ trade ' industry trade.
Kearns and Ruane Relationship between | FDI has been beneficial to
(2001 + FDI and growth in Ireland .R&D active firms
' B Treland o provide greater benefits,
Wasantha Athukorala - | Relationship between = | Econometric result shows
FDI and economic that FDI inflows do not

(2002)

growth in Sir Lanka

exert an independent
influence on economic
growth,

Kui-Yin Chéung and

Relationship between

" FDI benefits innovation

Sandra Poncet (2006).

of FDI in Chinese
cities . o

Ping Lin (2004) FDI and innovation in | activity via spillover
- China channels : reverse

engineering ,skilled labor
turnovers , demonstration
effects and suplier =~
customer relationship .

Chandana Economic effects of | FDI induses economic

Chakraborty and Peter | Foreign Ditect | growth if only regulations

Nunnenkamp (2006) | Investment in India | are relaxed and more

_ S _ : industries are still open up .

Nicole Madariaga and | Spillovers and impact | Economic growth responds
positively to EDI received
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: ' proximate cities.
Sune Karlsson , Relationship between | FDI has positive effects on
Nannan Lundin and FDI and job creation in | employment growth, these
Ping He (2007) China effects are associated with
: ‘ firm’s characteristics and
their access to export
_ _ - markets.
Nada Massoud (2008) | The employment The study does not that
effects of FDI ixiﬂows - | FDI exerts a positive -
to Egypt | influence on employment.
Gaston Gohou and Impact of FDI on The analyses confirm the
Issouf Soumaré (2009) | poverty reduction in positive significant
' | Africa | relationship between FDI
_ and poverty reduction.
Mohammad 1. Al- Impact of FDI on The results show foreign
Halameh and Shares Market value in | direct investment has
Abdelsttar M.Sayah Amman Exchange significant effects on share
(20100 Market | market value in Amman

Source : Comﬁiled by the student. . |
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Conclusion .

In this chapter, it‘s clearly shown that Foreign Direct Investment
becomes the core feature of globalised world 'allowing to a more
interconnection of businesses as a mean to transfer management skills
and technology especially to developing countries, but the important
issue remains on conceiving the appropriate strategies to built strong
platform for more understanding its impacts on national economies
which their aim is to exploit efficiently the positive spillover of FDI.
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Chapter II:
Exchange rates and Foreign Direct Investment

Foreign Direct Investment (FDI)‘ has become an important channel for resource flows
across national borders. During 2005, for example, world FDI inflows grew 28.9 per cent
compared to a growth rate of 12.9 per cent of world exports. This boom has stimulated
significant attempts at developing theories that explain FDI trend . One line of this research
explores the relatmnsth between exchange rates and FDIL

In this chapter, the Jollowing ideas are analyzed:

1-  The theoretical background.

2-  The empirical evidence and model specy‘icatzon
3- Some outstanding models.

4- Some concluding remarks.
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l.The theoretical bo’ckgrahhdﬁ

USA as other countries of the globe experienced a dépreciation of the
exchange rate and an associated FDI inflows during the mid-to late
1980s, this leads to suggest that exists a relat1onsh1p between these two
variables, but may have squandered1

When we talk about FDI, we are behind a heterogeneous decision in
nature as it’s settled in a various context of natlonal beliefs,
con31derat10ns, dlfferent social 1nst1tut10ns and attltudes

The FDI heterogenelty nature and its relat1onsh1p Wlth the exchange
rate urged on the emergence of two broad strands in the theoretical
l1terature the real option and rlsk aversion approaches. .

I-1 The Real Optron approach

ThlS approach is based on the zrreverszbrlzty of the investment
decisions in general . Dixit and Pindyck ( 1994) considered that a firm
can have an option to invest abroad , this latter value is impacted by the
uncertainty of the investment expected return ( the option valuation
theory of investment ) pioneered by Brennan and Schwartz ( 1985)° and
Mac Donald and Siegel (1982)6 , i.e. :. The timing of_dec_ision making of

See Linda Goldberg in Exchange fate and investment in the United States mdustry, p57S -588.

See Levis R. Cabrera , Germdn E. Giraldo in A multiple criteria decision analys,ls for FDI in Latin Amerlca countries , they used
the Analytical Hierarchical Process to help investors making rationai decision within FD! several factors p137-342 and L. J
Trevitio , Frankiin J. Mixon Jr in Strategic factors affecting foreign direct invéstment decisions by multinationa) enterprises in
Latin America using cross country differences in macroeconomic and institutional envlronments to explam the factors that
affect the MNEs behavior in séven Latin American countries for the period 1988-1999, p233-242.

See Linda 5. Goldberg and Charles D. Kolstad in Foreign direct investment , exchange rate var:abrhty and demaﬁd uncertainty
using a two period model of the inter-temporal decision making of a producer to demonstrate how: does the investment
decision i made in the context of multiplicative risk factors entering both through revenues ( the analogy of productron
flexibilfty ) and praduction costs ( the analogy of risk aversion ) , p01-28 -, Alzeman used a model with two countries , two
periods and two classes of goods o highiight how producers commit to domest!c and foreign capacity ex ante. (production
flexibility } and commit to employment expost following the realization of some stochastic elements such as nominal and real
shocks by integrating short —run Phillips ‘curve , for more detail see Joshua Aizeman in Exchange rate flexibility , volatility and
domestic and foreign direct investment , p890-921 , to grasp how the relative risk aversion of the firm affects the dependency
of production and exports on exchange rate uncertainty see modei proposed by Udo Broll and Bernhart Eckwert in exchange
rate volatility and international trade p178-185.

See Dixit and Pmdvck in investment under uncertainty , p06-07- 08-09-135-173 (lnvestment opportumtles and mvestment
timing chapter ), how could this approach be estimated econometrically ( magnitude and investment timing ) see : Tarek M.
Harchaoui and PierréLasserre in Testing the option value theory of irreversible investment , p01-31 , in contrast with the
general assumption clalming that increased uncertainty raises the value of waiting and decelerates Investment , it may be
argued that firm’s fast technology changing environment implies that the firms have firite project life this latter may be
accelerated by increasing uncertainty , for more detail see Sebastian Gryglewics , Kuno IN Huisman and Peter M Kort in Finite
project life and uncertainty effects on investment , p01-18 , firms face a future demand _uncertainty , how does this latter
interact with the investment irreversibility to maximize firm’s value , a model suggested by Robert Pmdyck in Irreversrble
mvestment capacity choice and the value of the firm, p01-30.

® See M Brennan andE 5 5chwartz in Corporate income taxes , valuations and the problem of optimal capital structure,, p103-
L. . _

See Robert Mac Donald and Daniel 5|ege| in The value of waiting to mvest (1982), p01—35 and the value of wating to Invest
(1986}, p707—728 Jonathan E |ngerso!l Jr and 5tephen A. Ross in Wartang to invest mvestment and uncertamty p01~29
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various investment problems and investment value can be shown by using
real option theory. A firm facing this problem (uncertainty) can be
understood as having a financial option by which the firm has the right to
buy an asset (the plant in a foreign country) at a future time. The price
that the firm has to pay in order to exercise the optlon is the sunk cost of
the mvestment This theory is dealt with market equ111br1um with no
strateglc competltlon i.e. perfect competltlon and monopoly

The stylized feature of this theory on - the relationship between
exchange rate and FDI can be found in Campa (1993)9 | "Darby et al
(1999)"°, Kogut and Chang (1996) suggested that changes in exchange
rate levels affect the price of the opt10n (exchange rate uncertalnty may
increase the value of holdlng onto the option by no investing) .

Another approach surged in th1s line called the production ﬂex1b111ty
which referred to Aizeman (1992)12 , according to this view exchange
rate movements create the option to shift production among facilities in
different countrles this implies that. the ﬁxed exchange rate regnne is
more favorable to FDI

According to Sung and Lapan (2000) , investment Will_ change to the
lowest cost after an exchange rate movement, and the V‘alu'e of the option
is positively related to uncertalnty In this case, it’s more conducwe fora
MNE to open plants at home and abroad postponmg productlon de0151on
until after an exchange rate shock ."* '

The power’ of t_his approach is that exchange' rate-mOvements affect the
timing of FDI as the firm’s decisions are to invest, wait -or not invest at

7 for more detail about sunk costs effects on investment rat:onal dECISIOn makmg see M. Preston MCAfee i-lugo M .Mialon
and Sue H. Mialon in Do Sunk Cost Matter, p01-30 . ‘
8 See Marchel Boyer, Eric Gravel, Pierre Lasserre in Real options and strategic oompetltmn a survey, p01-29

See Campa Jin Entry by foreign firms in the United States under exchange rate uncertamty, pel14-622.

See Darby J , Hall A H; Ireland and Plsmclte!h Lin The |mpact of exchange rate uncertainty on the ieve! of investment , ps5-

. 67 . .
See I(ogut B and Chang 51in Platform mvestments and volatlle exchange rates direct :nvestment in the US by Japanese
e[ectronlc companies , p221-231.

See Aizeman Joshua in Exchange rate flex:blllty volatllnty and domestic and foreign direct investment ; p890—922 and Joshua
Aizeman and Nancy Marion in The merits of horizontal versus vertical FDi in the presence of uncettainty , p125-148.

3 See Hongmo Sung and Harvey E Lapan in Strategic foreign direct investment.and exchange rate uncertainty , p411-423,

About the postponement production strategies under uncertamty seeJan A. Van Miegham and Magbol Dada in Price versus
production postponement : capacity and competition , p1631-1649.
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I-2 Risk-ajversioh dppraach:

The outstanding of this approach is that firm’s investment motive is
restricted on their expectation on their returns as"

Expected returns = cost + paynéent Jor degree of visk. |

This line referred to Cushman (1985)'® which argued that the exchange
rate Volatlllty can be introduced as a risk composite of the above equation
suggesting that the risk adjusted expected real exchange rate appreciation
lowers the foreign cost of capital, this leads to an FDI encouragement,
however, when the costs of other inputs are also affected, induced
productivity changes or output prices changes may offset the direct effect,
if so direct investment is reduced. | |

Some salient models in this field are there of Goldberg and Kolstad
(1995)"7 , Bénassé- Quéré et al (2001)18 mterfermg the demand shocks
concept hnk w1th the exchange rate shocks as follow.= .

The increase in the forelgn money supply increases demand
(macroeconomic approach) this leads to raise foreign prices, as a result
a short term real appreciation of the foreign currericy is showed .While
both shocks are positive, the covanance is positive, firms mmumze the
variance of expected proﬁts and increase expected utility by hlgher FDL®

Charles D Kostlad and Linda s Goldberg (1995)?‘ have 'argued that
there are two classes of models that link real exchange variability to
international investment activity The first class of model rehes on the
argument that producer - engages in 1nternat1onal mvestment
diversification in order to achieve ex post production 'f_lexib'i'lity and
higher profits in response to shocks .The second class stlggests that the

 For more detail about the importance of risk analysis on the investment decision and the appiication stages of risk analysis
process see Savakkis €. Sawadis in Risk analysis in Investment appraisal , p01-30 , a niew method of estimating risk aversion
usmg data on labor supply behavior is suggested by Raj Chetty in A new method of estimating risk aversion , p01-26.

See ‘Cushman D.D in Real exchange rate risk, expectatlons and the level of foreign direct investment , p297-308.

See Goidberg .L.S and Kolstad C.D in Forelgn direct investment and demand uncertamty, p855-873

% See Bénassé- Quéré, A, Fontagné, L and Lahréche Révil, A in Exchange rate strategies in the competition for attracting FDi ,
p178—198 . .

® For more detail see Brian Snowdon and Howard Vane in Modern Macroeconomics, p163—187 and Ferdmand C Nwafar in The
Naara —Doilar Exchange rate determination : a monetary perspective , p130-138. R . :

To highiight how do the fluctuations in the growth of money supply be cons:dered as a mechamsm tnfluenc:ng both
reaiizations of the exchange rate and due to sticky pnces the demand for consumption goods in the host country see Kathryn
Nlles Russ in The endogeneity of the exchange rate asa determinant of FDI ; A model of entry. and multinational firms , p01-35.

See Goldberg LS and Koistad C D in Foreign Direct mvestment and demand uncertalnty p855 -873 and Linda § Goldberg in
Exchange rates and Forelgn Dlrect investment , p01-06. ) .
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production flexibility e_rgument is less likely to peftajn"to' 'sh'ort term
volatility in exchange rates than to realignments over long intervals .

In this view, exchange rate variability is expected to have real effects
on the share of domestic investment resources channeled abroad in a
limited set of circumstances. If investors are risk neutral, the model does
not predict any statistical relationship between exchange rate volatility
and the allocation of production facilities between domestic and foreign
markets . But, if there is a risk'.aversiOn' among prod_ucerS_, exchange rate
volatility may expand the share of investment resources located offshore.

R.Barrell , $.D.Gottschalk , S.G.Hall (1995)* constructed a model
based on the hypothesis that risk-averse firms Would.attetnpt to reduce
the impact of uncertainty - on their investment portfolio by exploiting
correlations between exchange rate in alternative locations .They showed
that market power reduces the uncertainty risk impact on investment .

Bénassé Quéré (1999) Pexamine the case of FDI by integrating the
determinants of multinational firms locations , he considered the case of a
risk-adverse multinational firm which contemplates relocatlng two
alternative foreign locations in order to re-export by exhibiting the trade-
off between price competitiveness and a stable notninal exchange rate.
He showed that that the firm will con31der both locations as substltutes or
complements dependlng on whether the two exchange rates against the
investing country ‘s currency are co_rrelated ( positively or negatwely) :

The authors identified that real exchange rate affects FDI in various
ways depending of the destination of the goods produced. If FDI and
trade are substitute (the investor aim to serve the local market) then the
appreciation of the local currency increases FDI inflows due to higher
purchasing power of the local consumers . Conversely, a depreciation of
the real exchange rate of the recipient country increases FDI through
reduced cost of capital. ' |

2 See Barrell ,R ; Gottschalk S, D and Hall S G in Foreign direct investment and exchange rate uncertamty in |mperfectiy
competltlve industries p01-23,

See Bénassé —Quéré , Lionel Fontagne and Amina lahréche Rév:i in Exchange rate strategies in the competauon for attractmg
FDI, p08-15. ‘ _
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I-3 Recent contributions:

The recent contributions that have been rnade in th.lS field stressed on
three major points: | ‘ |

The ‘eonsideration of the effect of FDI hetero'gen'eit‘y m.otilveg‘.‘, the
exchange rate endogeneity”, and multilateral resistance conceptzﬁ.

Kathryn Niles Russ (2005) and Russ.K (2007) tried to explein the
conflicting findings of the previous works in a partial equilibrium
framework interfering the endogeneity of the exchange rate by showing
that volatility in the exchange rate may or may not deter FDI depending
on which underlying variable ( shock ) is the source of volatility .The
extent of the model is about the MNEs worry about exchange rate
volatility which is closely related to the presence and magmtude of
positive or negative shocks , for example : |

Positive shock to the money supply of the host cnn‘enoy depreciates the
host currency simultaneously with an increasing inCOme‘and therefore an
increase of sales by both domestic firms and MNES in: the host’s
markets”. |

A contractionary monetary pohcy in the host leads to a better exchange
rate to convert profits with reducing local sales, but the contractionary
monetary shock in the foreign country can adversely affect the value of
the host currency without counteracting effect on overseas sales .

Lin et al (2006) prop‘osed a model w1th heterogeneons firm motives in
explaining how the exposure of profit to exchange rate risk might vary
with FDI motives .i.e., if firms are an FDI market seeking motlves then
the volatility of the exchange rate is responded by delaying . FDI decisions
whereas the export substituting FDI motives are responded to the
volatility more quickly if risk averswn is great enough

See Chia Ching Lin , Kung Min Chen and Hslu Hua Rau in Exchange rate volatllltv and the t:mmg of foreign direct investment :
market seeking versus export substituting , p01-37.
% See Russ Kin The endogeneity of exchange rate as a determmant of FDi a model of entry and muitinatlonai f:rms p344-
372 : :
See Harmut Egger , Peter Egger and Michael Ryan in B;iateral and third country exchange rate effects o muitinatlonal activity
: p01 -38. St

Contess: presents a model with firm heterogene:ty endogeneneous exports and FDI for mare detall see Contesst in

internatienal macroeconomic dynamics , endogenous tradabﬂitv and fore|gr_1 direct mvestme_nt with hetereneous firms ,p
and Paul R Bergin , Reuvin Glick in Endogenous tradabiiity and Macroeconomic implications, pf_)1_-42. .
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Buch and Kleinert (2006)*° used a partlal equlhbrlum analysm in a
model predicting that the appreciation of the home economy currency
increases FDI by both good market frictions and the wealth effect29

Xing and Zhao (2008) *° presented another mean ( reverse unports)
through which exchange rates can affect FDI by proposing a two country
model with oligopolistic markets to examine these linkages ( exchange
rate , reverse 1mports and FDI ) They predlct that exchange rate changes ,
wage , capital cost differentials , barriers in brand name recognmon
contribute positively to Japanese FDI in China and reverse 1mports ( the
empirical study was on Japanese FDI in Ch1na ) '

Egger et al (2007) 31tracked two channels for effects of the exchange
rate by presenting a three country model of exports and FDI .These
channels are the follow1ng :

1. Revenue effect channel: the host currency depreclatlon raises the
MNEs profits from affiliates (pos1t1ve bilateral effect).

2. Competition effect channel: the host currency appreclatlon induces

~an increase in relative productlon costs followmg the same bilateral
appreciation (negative bilateral effect)

3. The third country exchange rate effect. the reverse of the above
affect i.e. a negative revenue effect and positive competition effect;
this can be explained as follow: as the competition or revenue
effects are deternnned by skilled labor endowments, transport and
foreign investment costs, furthermore skilled labor is abundant and
transport cost high this pred1cts that the exchange rate effect will be
posmve '

In general 1t seems reasonable that no single model can encompass
FDI behavior *2.The suggested relationship between exchange rate and
FDI varies dependlng on the several determinants of the heterogeneity
FDI decision as: configuration of costs and revenues FDI types, or
source of exchange rate shocks .But the theoretlcal background remains

See Buch CM and Kieihert J in Exchange rate and FDIi ; goods versus capttal market frlctlons p01- 35

® For more clear details about this concept, a study carried by Patrick Legros and Andrew F. Newman :ncorporating the wealth
effect concept on the organization theory |, see Wealth effect | distribution and theory of orgamzatmn p312-341. .

See Yuking Xing and Laixun Zhao in Reverse imports , Foreign Direct Investment and Exchange Rates , p01-23.-

See Harmut Egger, Peter Egger and Michael Ryan in Biiateral and third country exchange rate effects o muitinatlonai actw;tv
p01 -38. :

As FD! decision known by its heterogeneity conducted by several factors economlc SOCIB[ and pOlItEC
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the strong pillar of the way paving to a. more investigation of the
relationship by the various and ambiguous 33empirical studies.

II. The empirical evidence and model spec_rjfications:

The major feature of the empirical studies is that it -has mostly been
conducted on. aggregated data, this  arises the problem of data
disaggregating beyond the manufacturing sector level. Furthermore, such

FDI data are confidential in nature, hence difficult to access Wh1ch the
major source of this remains the capital ﬂows from the balance of

payment.

The paucity of data in this context forr_ns a serious compromise
between what is possible given empirically and the most theoretically
appropriate approaches, this latter suggests that the response of FDI to
exchange rates may differ among industries and by FDI motives, so
exchange rates — FDI 11nkages are hkely to be revealed at dlsaggregated
level. R o

Froot and Stein (1991)* found that IFDI to the US was negatlvely

correlated with the US dollar, but disaggregating FDI 1nﬂows by industry

-the coefﬁclent significance varies; this leads to say that aggregate studles
may mask 1mportant d1fferences among 1ndustr1es o '

Turning now to the exchange rate level effects, it seems that 64 per
cent of the empirical ﬁndmgs support the proposition that a depreciation
of the host’s country currency encourages FDI inflows (this result is on
an aggregate data Ievel), the remainder findings show the 1ns1gnlﬁcance
of the exchange rate level as the host apprec1at1on 1ncreases IFDI or that
results are mixed’®. ' '

Lin and al (2006) analyzed for firm level data 1ndustry and found that
this effect could be viewed through two channels either 1ncreased IFDI
after a deprecratron of the host’s currency, or a. s1gn1ﬁcant response
determined by FDI motives.

? The ambiguity refers to different models used to determme relatlonshlps between factors affectmg FDI decision and their
lmpacts on this latter. .

See Froot, K and Stein , J in Exchange Rates and FDi an imperfect capltal market approach, p1191 1127,

Thrs result is calculated from the several empirical studles adopted in this survey.

% This means that the refationship trend was not clearly depicted. -
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Goldberg and Kolstad (1995), Froot and .‘Steiﬁ .(19'91)‘ M CorﬁSon and
Sheldon (1998)*” support all in their empirical studles the proposmon that
the dollar depreciation increases IFDI. :

Campa (1993), Alba and al (2005)38 found an exceptlon that the dollar
appreciation 1ncreases IFDI. :

Tomlin (2000)39 Amuedo-Dorantes and Pozo (2001) 0 showed that
this effect (US dollar levels and FDI) is 1n51gn1ﬁcant '

In general the empirical studles results differ in their findings between
supporting the above propositions (the case of US dollar for example) and
both the insignificance, the mix of the results (some Austrahan empmcal
studies). ' ' .

Another matter must. be revealed in this context concerning the
exchange rate volatility and variability concepts as the former means the
risk (variability) and the latter implies that the exchange rate movements
are unexpected. From the studies including the _'V‘eriability ‘in’ their
empirical studies models found that the negative significance effect is
more than half (IFDI and Varlablhty of the host’s currency) the
remainder is shared between positive effect (less than 15 per cent) and
inconclusive effect (mixed result). But the problem here stays on the
variability or the uncertainty proxy choices as: what is the appropriate
proxy to design the variability or the uncertainty of the exchange rate
within the model? .Some theoretical suggestlons “ ysed the GARCH
measures to proxy uncertainty and the standard deviation measure to
proxy the exchange rate variability, as the choice of. the ‘appropriate
measure depends largely on the sensrclVlty results and 1t’s compatlblhty
with the theoretlcal concept. '

Furthermore , one serious question emerges from the 'use of Velat'ility
proxies depending on the researcher interest ( Varlablllty or uncertainty )
and of what this proxies might be picking up i.e. the Volatlhty could be
proxying for some other factors ( macroeconomic for example).

¥ See M cCorrisson , S and Scheldon, in Cross Border Acquisitions and FDI in the US Food industry , p1066-1072.

See Alba , Wang P and Park in The Impact of exchange rates on FDI and interdependence of FDI over time  p01-25,

See Tomlin, K.M in The effects of model specification_on foreign direct Emrestment an apphtatlon of count data models,
p460 -468. : :

See Amuedo-Dorantes, Cand Pozo $in Foreign Exchange Rates and foreign dlrect mvestment in the US p323 343

See for example Amuedo Dorantes ahd Pozo in Forengn exchange rates and foreign d:rect mvestment m the Umted States,
p323-343. .
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ll-1 Hazard rate models:

The essence of these models is to assess_ the exchange rate volatility
impact on the timing of investment. The dependant variable in Hazard
rate models is the likelihood of a firm to invest in each period .The
conditional probability that investment happens in time £+A¢ given that it
has not occurred at time ¢ is estimated as a ﬁmctlon of time varying
covariates amongst them an exchange rate measure ( Cox’s proportlonal
Hazard model Y** .The model assume multiplicative relatlonshlp between
baseline Hazard and the Covariates as the effect of these latter is log —
linear and the basellne Hazard is the same for all ﬁrms (the basehne
remain unspec1ﬁed . " '

Kogut and Chang (1996)* found that an appree1at10n of the Yen
increases the likelihood of the FDI, and that earlier investment in the US
market as platforms for later entry ( using Cox’s proportional hazard
model to estlmate investment delays for the FDI of J apanese compames
into the USA). |

Lin et al (2006) estimate a Hazard model for Taiwanese FDI irito China
and find that exchange rate volatility delays market seek_mg FDI but
hasten export substituting FDI*,

Altomonte and Penmngs‘ (2004)46 claim that a grea_t.unders_tanding of the
relationship between investment and uncertainty can be gained by
estimating the Baseline because the. question remGins_ ~aboiut the
interpretation in the baseline as sufficiently warrant estimation of a
parametric form47 their basis is the real option theory as firms require
high profitability when uncertainty increased, this latter 1ncreases the
value of the option to delay investment .

Cox s proportional hazard model is semi- parametrlc form as the baselme hazard is not estimated
3
The unspecification of the baseline is deduced from the proportionality assumptlon

* see Kogut, B and Chang, 5 .1 in Platform investments and volatile exchange rates: dlrect mvestment in the US by Japanese
electromcs companies, p221-231. . . ‘

% See Lin and Rau in Exchange rate volatility and the tlming of forelgn d;rect investment : Market seeking versus export
substituting , p01-45, : L

v . L ‘ .
See Altomonte and Penning in The hazard rate of foreign direct mvestment a structural estlmatlon of a real -option model,
p 569-593. :

As Box-5teffensmeiser and Jones argued that the hazard can be thought of a stat:stacal nuisance in favour of Cox s model ,
for more detail see _Box -steffensmelser and Jones in event histery modeling : a guide for social scientists , p216-235.
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Other way of thinking cited in Sarkar (2000) ® suggesting that high
exchange rate volatility increases the probability that the threshold of
investment is reached i.e. increased uncertainty may not delay investment
( non- linearities of the relationship between exchange rate and FDI )

One of the difficulties with the application of thls model (Hazard Rate)
is the collection of data on investment delays ‘and how to Ppinpoint an
exact starting time for 1nvestment opportunities.

M1sspe01ﬁcat10n bias is also another matter (statlsncal nmsance) as the
question posed is about the trade —off between both efficiency and blases,
information and efficiency.

ll-2 Qualitative dependant variable and count data models:

These models are used where available _da_ta is limited that the
possibility of investment data set construction is based on historical
events. | o o "

Urata and Kawai (2000)49 use a logit model for the location ch01ce of
Japanese manufacturlng firms finding a p0s1t1ve relatlonshlp between
host country depreciation and FDI entry, and a negatlve effect of
exchange rate volatility. '

Russ (2007)50 use single equations and a Poisson model to explore
differences between first time and veteran investors for the OECD,
finding that the investors behavior vary dependlng on 1nvestor type and
the source of volatility. \

Campa (1993)51 use Tobit model to explore the deternunants of FDI
entries into US industries (the number of FDI entries is the dependant
variable) finding that an expected dollar appreciation increases FDI,
volatility deters entry and sunk costs are signiﬁcant ' -

Tomlin (2000) estimates a count data model ( Zero Inﬂated P01sson )
and a Tobit model to analyse the sens1t1v1ty of results to specification of
the dependant variable , finding that misspecification bias can arise from

See Sarkar, S in On the investment uncertainty relatlonsh:p in real option models, p219 225 _ .

See Urata and Kawai in the determinants of the location of forelgn direct mvestment by Japanese small and med:um size
enterprises, p79-103. - - :

See Russ ,Kin Exchange rate volatility and firs time entrv by multmatlonal firms ,p01-38. v

! See Campa Jin Entry by fore:gn fi irms in the Umted States under exchange rate uncertalnty; p614- 622 ’ |
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modeling discrete data Wlth contmuous dlstrlbutlon ( CI‘ItIClsm of TOblt
models use of count data)

Blonigen (1997)% used ZIP estimates based on his theoretical model
using data for the USA , Buch and Kleinert (2006)” distinguished
between the explanation of Blonigen , Froot and Stein model and they
found evidence of the goods market imperfection ( Blonigen
assumption). | | |

lannizzotto and Miller (2005)* tested the effects o_f the exchange rate
on FDI to the UK by using firm level data They concluded that a real
appreciation of Sterling reduced UK FDI (statlstlcal testmg rejects the
ZIP in favour of a standard Poisson model ).

Alba et al (2005)55 introduced the idea of FDI 1nterdependence over
time by using a panel data Markov ZIP (MZIP) model for FDI to the
USA.The interdependence takes account of immeasurable factors
(corporate rivalry , domestic 1nvestment COl’ldlthl’lS , interaction with
rivals in other fore1gn markets ...). ' |

The main characteristic of MZIP interdependence is the existence of
both favorable and unfavorable FDI states .Alba et al ma_]or ﬁndlngs is
that the favorability of 1ndustr1es to FDI reﬂects a great exchange rate
impact. '

H-3 Single equation time series mOdeIs ahd pahel | datdmode‘l's: '

The ma_]or works of these models ‘were built on the model of Froot and
Stein (1991)*° : a regression of aggregate FDI /GDP on exchange rates
and a trend vanable finding that FDI to USA is negatively correlated with
the US dollar; this result varies across mdustrles by dlsaggregatmg FDI
inflows.

ZIP & zero inflated Poisson, see Blomgen, 8 in Firm specific assets and the link between exchange rates and forelgn direct
mvestment pa48-465, : i :

See Buch and Kleihert in Exchange rates and FOI : gcods verstis capital market frictions , p01 -35,

See lannizzotto and Milier in The effect of exchange rate uncertainty on foreign direct investment in the United ngdom 4]

See Alba and Park in The impact of exchange rates on FD! and the mterdependeﬂce of FDI over time, p01-58.

See Froot and Stein in Exchange rates and FDI: an lmperfect capatal markets approach p1191-1127.
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Dewenter(1995) >’ , Goldberg and Kolstad (1995)*® , Mc Corriston and
Sheldon (1998)*° , Gopinath e al (1998)%, Kiyota and Urata (2004)"
found similar results of Froot and Stein ( FDI is negatlvely correlated
with the US dollar ) .

An alternative of time series analysis is a panel data model Where the
gravity models have been popular. The gravity models include the
exchange rate level and volatility, and other variable allowing for
distanice and country effects. Estimation of these models has generated
significant negative (Bénassy —Quere et al 200162 Gast 200563 ) and
positive (Gérg and Wakelin 2002%), as well as m51gn1ﬁcant coefﬁc1ents
(De Sousa and Lochard 2004%, Jeanneret 200566 ). |

Chakrabati (2001)67 used extreme bound analy51s (EBA) to explore the
robustness of coefficients on the determinants of FDI to changes in the
conditioning information set i.e there may be competing regressions for
the relationship between FDI and the exchange rates and the estimated
sign of the exchange rate coefﬁexent may depend on which set of
regressors is included. '

MeAleer et al (1985)68 outlmed some problems assoelated w1th EBA as
the madequacy diagnostics validation presented for the models ‘that
produce bounds, showing that coefficient fragility depends on the
classifications of variables in the regression as either doubtful or free.

Stevens (1998)% used the spgeCiﬁeation of Froot and Stein to test for
stability, finding that the sign and the significance of the estimates
changes between sub-samples.

5ee Dewenter, Kin Do exchange rafe changes drive foreign direct investment ? PA05-433. ‘

See Goidberg and Koistad in Foreign direct investment and demand uncertainty, p855- -873.

See M.C.Corrisson and Sheldon in Cross border acquisition and FDI in the U5 food mdustry, p1066—1072

See Gopanath and Vasavada in Exchange rate effects on the reiatlonsh:p between FDI and trade in the US. food processing
mdustry, p1073-1079. )

See Kyota and Urata in Exchange rate, exchange rate volatility and foreign direct mvestment 91501 1536

See Bénassé Quéré , Fontagné and Lahriche in Exchange rate strategies in the competltson for attractmg FDi, p178-198.

See Gast, M in Determinants of foreign direct investment of OECD countrles 1991 -2000, p01-28.

See Gﬁrg and Wakelin in The impact of exchange rate variability on US direct investment , p380-397.

See De Sousa and tochard in Does the single currency affect FDI? PO1-32. :

See Jeanneret in Does exchange rate volatility reaily depress foreign direct mvestment in OECD countries? P01-31

See Chakrabarti and Schoinick in The determmants of foreign direct investment: sensitivity analysis and cross country
regressions, p89-114., :
& See Mc Aleer and Voiker in what will take the con out of econometrics? 293-307.

See Stevens G V in Exchange rates and foreagn direct mvestment anote, p293-401,
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Thirg and MclIntyre (1999) 7° established a business cycle link between
FDI and exchange rate showing that a statistically temporally stable
relatlonshlp between FDI an exchange rate and net worth when they
isolate business cycle component of FDI .

Jeanneret (2005) estimates a gravity model for OECD countries and
finds that the negative effect of exchange rate V01at111ty dechnes over
time as Gorg and Wakehn (2002) in their findings.

¢ See Ihrig and Mcintyre in Foreign ﬂ'iréct_ investment and real excha_nge rate : the business cycle link , p01-10.
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Table: Some empiri_cdl studies _o”n exchange rate —FDI l_inka'gés."

Study

"Major Findings
‘Cushman (1985) Level mixed significance , significant
' o reduction of FDI for expected real
appreciation of the foreign currency ,
_ ' N significant increases FDI associated with risk
. Cushman (1988) Expected $ US appreciation reduces IFDI,
T increased exchange rate risk pogitively
o Z correlated with FDI '
Froot and Stein (1991) Host currency depreciation increases IFDI
Baily and Tavias (1991) Volatility insignificant

‘Harris and Ravensraft (1991)

Wealth gains after cross- border take over
possibility related to host currenCy
depreciation '

Michael W. Rosengren and Eric

Host currency depreciation increases

S.Rosengren (1992) IFDI inwards through relatlve wealth
o channel .
Clare (1992) Volatility negatively affects FDI
Campa (1993) Volatility deters FDI , level effect is positive
Swernson (1993) Host currency depreciation increases IFDI
Klein and RoSengren (19%94) Host depreciation i increases IFDI ( Relative

Wealth effect )

Goldberg and Kolstad ( 1995)

If demand and exchange rate shocks are
correlated , volatility increases FDI

Dewenter (1995) Host currency depreciation increases.
absolute IFDI , not FDI relatlve to domestic
: s investment
- Ning and Reed (1995) US$ depreciation stimulates OFDI
Kogut and Chang {1996) Home currency appreciation increases OFDI
Expected short term exchange rate changes

“Barrell and Pain (1996)

affect timing of investment —expected
appreciation of $US delays OFDI

Grosse and Trevino (1996)

US$ depreciation increases IFDI

Blonigen (1997)

Host currency depreciation increases IFDI

Tcha (1l 997)

Negative effect for mbound posmve effect
for outbound

Bayoumi and Lipworth (1998)"

OFDIto host i 1ncreases after host currency
depreciation -~ =

Goldberg and Klein (1998)

Exchange rate sagnlﬁcant for SE A51a not
Latin America

Campa et al (1998)

Host currency depreciation increases IFDI

G(_)pinath et al (1998).

Volalllty reduces FDI, appremahon of Uss$
increases OFDI and sales :

“MoCorriston and Sheldon (1998)

Host currency depreciation increases
aggregate IFDI , results mixed for industry

Ricci (1998) Volatility promotes agglomeration effects of
FDI, except for small countries
Ihrlg and McIntyre (1999) FDI-Exchange rate lmks exusts m ﬁltered not

raw data
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De Menil (1999)

Volatility has positive effect on FDI

- Marchant et al (1999) Exchange rate insignificant
Urata and Kawai (2000) Levels and volatility significant —signs

mixed for different industries

chsteletou and Liargovas (2000)

For large countries causality runs from
exchange rate to FDI , causality is bi- .
directional for small countries —mlxed 31gn
on. exchange rate -

Chakrabati and Scholnick (2000)

Level and volatility mmgmﬁcant
skewness significant : relatively large
devaluations generate mean reverting
expectations , increasing TFDI

Yang et al (2000)

Exchange rate insignificant

Tomlin (2000)

Exchange rate level and volatility .
insignificant —exchange rate drift —
significant and incorrect sign

Bénassé ~Quéré et al (2001)

Host currency depreciation FDI ,
volatility decreases FDI , significant
exchange rate interdependence effects

Amuedo-Dorantes and Pozo (2001)

Levels insignificant , volatility affects
FDI negatively

Lafrance and Tessier (2001)

Volatility and level 1n51gmﬁcant

Halicioglu (2001)

Exchange rate insignificant

- Feliciano and Lipsey (2002)

Host currency depreciation increases

foreign acquisitions but it’s 1n51gmﬁcan1:

o ‘ for new establishments
Matteson and Koo (2002) Exchange rate level 1n31gn1ﬁcant
_ L volatility effect negative’ -
Gorg and Wakelin (2002) Exchange rate significant , effect dlffers
co o 1 across locations , volatility has positive
: ' effect except for France
- Trevino et al (2002) Exchange rate insignificant
Crowley and Lee (2003) Volatility effect differs across countries
Pain and Van Welsum (2003) Host currency depreciation increases
| R IFDI — volatility increases FDI
Becker and Hall (2003) Volatility negatively affects FDI-
| R | exchange rate covariances significant ,
3 _ appreciation of Sterling reduces IFDI
‘Kiyota and Urata (2004) Host currency depreciation increases .
' S IFDI , volatility affects FDI negatively
Xing and Wang (2004) If host currency appreciates relative to

source country currency more than that
of rival host , FDI increases to rival host

De Sousa and Lochard (2004)

Volatility negatively affects FDI level
insignificant

Barrell et al (2004)

Volatility effect negative market power
doesn’t reduce impact of exchange rate
uncertainty — exchange rate correlatlon

: _affect location ch01ce :
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Volatility effect negative , decreasmg

Jeanneret (2005)
' over time
Exchange rate effect positive

Faeth (2005)

contemporaneously , negative after one
lag

- lannizotto and Miller (2005)

Volatility insignificant

Gast (2005)

_| Exchange rate insignificant

Alba et al (2005)

Volatility insignificant .FDI interdependent
a favorable state for FDI and strong US
dollar increase [FDI

Brzowzoski (2006)

Volatility and uncertamty negatwely
affect FDI

Lin et al (2006)

Level-positive for market seeking ,
negative for export substituting FDI '

Buch and Kleinert (2006)

Exchange rate effects operate via goods
not capital market frictions

Fager ¢t al (2007)

Exchange rate effects differ between USA
and Japan : $US depreciation increases both
Japanese and US OFDI

Russ (2007)

FDI behavior differs between veteran and
first time investors , and effects depend on
source (domestic or foreign ) of interest rate
volatility that drives exchange rate risk

Oliver and Manop (2008)

Expectations of local currency
appreciation and local currency
depreciation may stimulate inward FDI
while exchange ratte volatlhty may deter
IFDI -

Jeannert (2009)

The effect of low level exchange rate
uncertainty is negative on investment

Source : Compiled by the Student

decision while high level is positive

- g5




Exchange rates and FDI |

IV- Some outstanding models:

1. Froot and Stein (1991): ..

The apprelc.:iat:i.on_ Qf the firm‘s hofné countr'y cqrre_ricy
Increased firm wealth”_ -
Firm has greater‘ IoW cost funds to invest than the counterpart firms in the foreign country
Increased FDI level

Exhibit: Frbot and Stein analysis.

Source: compiled by the student. .
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2. Klein and Rosengren ( 1:99_4)‘:

Their empirical study on US FDI concluded that;

Exchange rate depreciation

Increase m US FDI abroad

Exhibit: Klein and Rosengren analyszs

Source: compiled by the student

3. Blonigen (1997):

. EXchangé rate appreciation of the foreign country

I

Lower the prlces of assets (assets transferable within firm across markets without
currency transactzon as technology, managerial skills . Jin hat fore:gn country but not
: : necessarlly Iower the nominal return

Allowance to Flre Sale for such transferable assets to fore:gn
' flrms

Exhibit: Blonigen analysis.

Source: Compiled by the student.
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4 . Campa (1993):

' Greater exchange rate uncertainty
Increase the optic_in for firms to Wait (pbst‘ponement) _

Depressing FDI
Exhibit: Campa analysis. |

Source: Compiled by the student.

5. Goldberg and Kolstad (1995)

Exchange rate uncertainty - .~ Uncertainty correlated with
| ~ Export demand shocks in the

Markets they intend to serve

" Increase FDI by risk averse MNEs
Exhibir: Goldberg and Kolstad analysis. |

Source: Compiled by‘the student.
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6 . Garruth et Al (2000) :

Negative Refatfonship

Exchange rate —_ ' = uncertainty

Exhibit: Garruth et Al analysis.

Source: Compiled by the student. |
7. Kohlahegen (1997):

Currency of host country devaluated

MNEs increases production capacity
Exhibit: Kohlahegen analysis.

Source.; Compiled by the student.

8. B_énassé—Quéfé (2001):
| | Efo.des | |
The negétive impact of exchange rate \;olatilitv '=:> Thé attractiveness of host
| qu_'féncy 'd‘epirecia.‘tion
Exhibit: Bénassy—Quéfé analysis. RERRE

Source: Compiled by the student.
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8. Xing and Zhou (2003) :

Product differentiation +  Barriers in brand name recognition - +  MNEs reverse
 imports .

Multinationals benefit from the currency devaluation of the"recipie‘nt‘_ country by expanding
their operations through additional FDI. .

Exhibit: Xing and Zhou analysis.

Source: Compiled by the student.

90



Exchange rates and FDI

Cohcluding Remarks:

Which is remarkable as a major matter in studymg such kind of
relat10nsh1ps is the unavozdabtluy of data this constramt led to a
weakness of body of empirical evidence and a very l1ttle firm studles
(micro study) |

Other resurgent constramt remains in the heterogenezty of FDI
decision itself, this leads to the heterogeneity of studies i.e. that the
exchange rate will have an ambiguous and complex effect reflected in
both theoretlcal and empmcal studies. '

The empmcal evidence matter consrsts of mzxed results prov1ded
this is due to model specification problems and data issues as results
which are not robust to changes in model speciﬁcations .. These
constraints pave the way for researchers to invest currently efforts to
examine the impacts of this macroeconomic Varlable on FDI dec1s1on
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Chapter lil:

Foreign Direct Investment and 'Ex'change Rates:

A Case Study of US FDI in Emerging Market

© This chapter mvest:gates the impact of exchange mtes on US forezgn direct investment
(inflows) to a sample of 16emerging markets countrzes using panel data for the perzod 1994-
2006.

Three variables are used io capture separate exchange rate effects: the bilateral exchange
rate to the USS captures the value of local currency (a higher value implies a cheaper
‘currency), changes in veal eﬁcttve exchange rate index (REER) proxy for expected changes
in the exchange rate ( an increasing decreasmg REER is interpreted as devaluation ,
appreciation being expected , the transitory component of bilateral exchange rate is.a proxy
for volatility of local currency .The background of this support is the” Chakrabati” and
“Scholnick” hypothesis that ceteris paribus there is a negative relationship between the
expectation of local currency depreciotion and FDI inflows , cheaper local " currency
(devaluation) atiracts FDI as volatile exchange rates dtscoumges FDI . I?ns mvesngaaon
respects the fol lowing steps

: The Emergmg Market ‘

" Theoretical background of the study .
Empirical methodology and data .

. Econometric analysis and results
Concludmg remarks '

N
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- Emerging‘ Markets:

1 Definition:

Emerging markets are countries that are restructuring their economies

- along market-oriented lines and offer a wealth of opportunities in trade,

technology transfers, and forelgn direct investment. According to the
World Bank', the five biggest emerging markets are China, India,

" Indonesia, Brazil and Russia. Other countries that are also considered as

emerging markets - include - Mex1co, Argentina, South Africa, Poland,

Turkey, and South Korea. These countries made a critical transition from

a developing country to an emerging market. Each of them is important
as an individual market and the combined effect of the group asa whole

" will change the face of global

* 1-2 Emerging Markets_ characteristics:

Emerging markets stand out due to four major characteristics. First,
they are regional economic powerhouses with large populations, large
resource bases, and large markets. Their economic success will spur
development in the countries around them; but if they experience an

“economic crisis, they can bring their neighbors down with them. Second,

they are transitional societies that are undertaking domestic economic and
political reforms. They adopt open door policies to replace their
traditional state interventionist policies that failed to produce sustainable

~ economic growth. Third, they are the world's fastest growing economies,
- contributing to a great deal of the wotld's explosive growth of trade. By

2020, the five biggest emerging markets' “share of world output will
double to 16.1 percent from 7.8 percent in 19922 They will also become
more significant buyers of goods and services ‘than industrialized

‘countries. Fourth, they are critical participants in the world's major

political, economic, and social affairs. They are seekmg a la.rger voice in
international politics and a bigger shce of the global economic pie.

- I-3 The potential causes of Emerging Markets creatlon:_

There are two potential 'cauées for the creation of emerging markets: the

failure of state-led economic development and the need for capital

investment. First, state-led economic development failed to produce
sustamable growth in the trad1t10nal developlng countrles This failure

. For more detail see World Trade Report Ina Globallzed World p09

For more detall see Neenad Pacek and Daniel Thromely in Emerglng Markets Lessons for Busmess success and the Outlook

- of different Markets p55
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and its tremendous negative impact pushed those countries to adopt open
door policies, and to change from the state's being in charge of the
economy to facilitating economic growth along market-oriented lines.
- Second, the developing counties desperately needed capital to finance
their development, but the traditional government borrowing failed to fuel
‘the development process. In the past, the governments of the developing
" countries borrowed either from commercial banks or from. foreign
governments and multilateral lenders like the IMF and the Word Bank.
This often resulted in heavy debt overload and led to a severe economic
~ imbalance. The. past track record of many developing countries also
demonstrates their inability to well manage and efficiently operate the
borrowed funds to support economic growth. In light of the unsatisfactory
results of government borrowing, developing countries began to rely on
equity investment as a means of financing economic growth. They seek to
attract equity investment from private investors who will become their
partners in development. To attract equity financing, a developing
country has to establish the preconditions of a market economy and create
a business climate that meets the expectations of foreign investors. This
change in financing sources thus became another factor leadmg to the rise
of emergmg markets. :

l-4 Emerging Markets and traditional view of development3 :

The rise of emerging markets is changing the traditional view of
development as follows. First, foreign "investment" is replacing foreign
"assistance.” Investing in the emerging markets is no longer associated
with the traditional notion of providing development assistance to poorer
nations. Second, emerging markets are rationalizing their trade relations
~and capital investment with industrialized countries. Trade and capital
flows are directed more toward new market opportunities, and less by
* political consideration. Third, the increasing two-way trade and capital
flows between emerging markets and industrialized countries reflect the
transition from dependency to global interdependency. The accelerated
information exchange, especially with the aid of the Internet, is
integrating ernerging markets into the global market at a faster pace.

-5 Emerglng Markets challenges. ‘

In thelr effort to create a market economy and to ensure sustainable
- development, emerging markets still face big challenges that come from
fundamental problems associated with their traditional economic and

" ? see Dianna Famell Jaana !( Renes and Heiner Schu!z in The Truth about Forelgn Dlrect Investment in Emergmg Markets p0i-
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- political systems. A market economy requires those eountnes to redeﬁne

the role of the government in the development process and to reduce the
government's undue intervention. Another serious problem that those
couniries have to confront is controlling corruption, which distorts the
business environment and impedes the development process. An even
more challenging task for those countries is to undertake structural
reforms with their financial system, legal system, and political system, so

‘as to guarantee a disciplined and stable economy that is relatively free of

political disturbances and interference.
I-6 Emerging Markets prospects“:‘

Emerging markets are the "key swing factor” in the future growth of

- world trade and global financial stability, and they will become critical

players in global politics. They have a huge untapped potential and they
are determined to undertake domestic reforms to support sustainable
economic growth. If they can maintain pohtlcal stablllty and succeed with
their structural reforms, their future is promising.

4 See Gran Thoronton in Emerging Markets , leading the way to recovery , p01-44.
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'II -Theoretlcal background

The main support of this model study is the ”Chakrabattl” and
“Scholnik”(2002)° hypotheses about different specifications and variables

~ to show the impact of exchange rates, exchange rates expectatlons and
. exchange rate volatlhty on FDI inwards. .

Referrmg to them , investors are lacklng to expect fully the future
exchange rate variations and they do not revise their expectatlons to the

- full extent in.current exchange .They suggested that after a probably

devaluation of the host country currency , this latter becomes temporarily
cheap vis a vis the origin country currency , under these circumstances

- FDI would to the country as foreign assets become cheaper relative to

their future income stream as it’s cleared from the following model :

o1)

Where:
N: is a measure of the scale of the project.
R: is revenue in host country currency occurring at future point of time for unit N,

C: is the cost of project in the host country currency payable —up for un'rt N.

€y: is the exchange rate (source country currency unit per local currency unit ) at

- the time of makmg the investment .

E (81): is the expected exchange rate at the time when the'p_rcject pays back’, - 5

F: is the opportunity cost of cap.itai'cVer .th'e project’s life,

g T T

® See Chakrabart, R. and Scholnick B in Exchange Rate Expectations and Foreign Direct Investment Flows p: 01-21,
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Following to this model, firms maximize the value of the expected net
payoff by choosing the appropriate value of N, under this assumption

there exists an expected dollar profit maximizing the value of N.

Suppose that the optimal value of N is N*, so the following statement can
be suggested: '

N*=N*(r,d) ; ON*/0r<0and dN*/8d <0 | 2)

As: | dE(er)/deo<1 - 3)

. Based on the expectation inelasticity concept found by Frankel and Froot

(1987)°.

From (2), (3) the following assumptibn ié summarizedl:_\ s

dN*/ deo < 0 o - o )

& Froof, K. and Stain, J in Exchange Rates and Foreign D’irect Investment: an Imperféct Capital Markets Approach p, 1191-1218,
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 Explanations:

An appreciation in a host country currency

Raises expectations about the future levels of the exchange rate by less than the amount
of current appreciation ' '

Creates expectations of future devaluation of the currency
Reduces FDI inflows to the host country. - .

Exhibit: future exchange rate expectations and FDI.

- Source: Compiled by_the student. -
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Don’t neglect that the effect depends also on the motives for FDI as its

‘illustrated by the following exhibit:

The foréign investor expects that an appreciation of local currency may happen

V

He would deter the export-oriented FDI |

\Y

FDi would not be higher in the country and a negative rélationship between the
expectation of local currency appreciation and FDM inflows exists.

This leads to think about the probable inappropriateness of the above model for
explaining export-oriented FDI. - ‘

Exhibit: Expectations relationships reverse.

Source: Compiled by the student.
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lll- Empirical methodology and data:
This study case aims to test three hypotheses:

1. The expected devaluation of foreign' currency lowers current
‘inward FDL

2. The foreign currency devaluation raises FDI inwards.
3. The exchange rate VOlatlllty dlscourages FDI 1nwards

These three hypotheses can be extended as the followmg model
shows:

Inflows of FDI = fllevel of exchange rate, exchange rate volatility,
exchange rate shock) | | :

Level of exchange rate: appre01at1on or deprec1atlon of the foreign
country currency -

Exchange rate shock: measured by the exchahg.e rate skewness as a
proxy (due to lack of data this component is excluded fro_m the model).

Cyclical and regular components of exchange rates are used as
proxies measuring exchange rate variations.

N Don’t neglect that foreign direct investment decision is conducted
by other variables rather than exchange rate like: market potential, labor
costs, export potential, GDP, infrastructure, inflation ....), under the
above clarifications the suggested full econometric model to be tested is
: 'spe01ﬂed as follows: ' | '

FDIit=aqi +BIAREERIt
+ﬁ2FXDz t+B3TFXDI, t+B4MNUI, t+5INFi, t+ 6 EXPi, t+ﬁ7PGDP1 t+B8PORI T

+B9TELi t+B10GGDPi t+eit. - ~(5)
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Where:

F DI z t ¢ is the US FDI inflow to the countries.

ﬂ IAREER;’,:‘ : is the first difference of log of REER as proxy of the expectation

in local currency value '(increasc, decrease implies that the foreign investor expects
devaluation, appreciation of local currency)

FXDiy :is log of bilateral exchange rates adjusted for mﬂatlons to capiure the
1mpacts of exchange rates on FDI flows into host countries .

TFXDiyr : is the temporary components (cyclical and regular ) of log of the
bilateral exchange rates (the Hodrick Prescott HP filter is used to estimate these transitory

‘components ) as :

Exchange rate =trend component +cyclical component+ irregular component {6)
From the above equation:

Exchange rate —trend component =cyclical component +irregular component (7}

The equation reveals that cyclical and irregular components appear

to exhibit oscillatory and unpredictable behavior of series (that of

exchange rate in particular), these two components generate exchange
rate variability.”

MNUi: ¢ is the manufacturing as proxy of industrialization in, the
host countries , its importance results from the informal skills embodied
in labor forces .More 1ndustr1ahzed countries attract more technology
1nten51ve FDI .° |

INFi: : is the inflation as some empirical studies examine the effect
of host’s country macroeconomic management on FDI9 .

EXPiy :is the exports , there is an empirical support augmenting

that export orientation attracts FDI as MNEs are more attracted to a

country with hlgh export potentlalm

For more detail see Goldfajn and Valdes in The Aftermath of Appreciations, p229-226.

. See Wheeler and Mody in International investment location decisions, p57-76 and Lucas i in On The Determlnants of Foreign

Investment Evidence from East and Southeast Asia , p391-406.
See Schneider and Frey in Economic and Political determmants of Foreign Direct In\restment p161-175 and Tuman and
Emmert in Explaining Japanese Forelgn Direct Investment in Latin Amenca p539 555 .
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" PGDPi: : is log of real per capita GDP as a measure of labour
costs. This latter has very low mobility in contrast to capital and
technology - .The multinationals can reduce production costs by

ansfemng the more moblle ‘production factors to countrles where labour
is cheaper'’. '

| POR;y : is the portfollo investment represents a measure of investor
confidence and may be positively - correlated with FDI (the rise in
portfolio capital “indicating higher foreign investor confidence and
- boosting the relative attraction of the country for foreign investe'r).12

TELit:is log of the number of telephone mainlines , this is n
indicator of infrastructure level as low infrastructure level substantially
increases operational costs and may be a deterrent factor of FDI" .

GGDPi:: is ‘real GDP growth as a large domestlc market permits
. the explmta’aon of economies of scale , which is 11kely to stimulate FDI ,
“some empirical studies conﬁrm that domestlc market potentlal measured
by GDP growth attracts FDI 14, a

‘Data collection, study; per_iod and selected eountries:_' |
Hi-1Data ‘cellection'.*
The data representing ﬁthose,variables'are annual aggregate data

" Net FDI inflows is treated as dependant variable and collected
i-.from Bureau of Economic Analysis at the US Department of Commerce
The data represent financial flows generated by multlnatlonals and do
not totally represent the MNEs activity " .The balance of data payments
is used to construct the dependant variable this is due to data limitation in
'developing countries . o

1 For more detail see Culem in The Locational Determinants of Foreign Investments a.mo'ng industrialized Countries, p885-904,

See Aristotelous and Fountas in An Empirical Analysis of Inward Foreign Direct investment Flows in the EU with Emphasis on
the Market Enlargement on the Market Enfargement Hypothesis, p571-583.

For more detaii see Meredith in US Muitinational investment in Canadian Manufacturmg Industries, p111-119.

For more detail see Asidieu in On Determinants of Foreigh Direct Investment in Deveioping Countries: is Asia Different?
P107 119 :

See Gastanaga, Nugent and Pashamova in Host Country Reforms and DFI lnﬂows How Much leference do they make?,
p1299~1314 .

For more detail see Lrpsev in Fareign Dlrect Investors and The Operatlons of Multmanonal Firms Concepts H:story and

- bata p01 1
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" REER indices are from international financial statistics,
international monetary fund through World Development indicators
(WDI) 2008. | '

IMF defines REER as nominal effective exchange rate adjusted for
relative movements in national price indicators (CPI) of home country
and selected countries.

Average ofﬁc1al bilateral exchange rate are collected from World
‘Development indicators 2008, they are adjusted by CPI of host countries
to acquire real exchange rates.

MNU: measured as Value added as a share of GDP, it’s collected
from World Development indicators 2008 (used as proxy of the
“industrialization factor)

INF inflation measured as percentage of annual growth of GDP
deflator , it’s collected from World Development indicators 2008 ( used
as proxy of macroeconomic environment factor ) .

| EXP: exports of goods and services as a ratio of GDP , are
collected from World Development indicators 2008 ( is used as proxy of
the export market factor ).

© PGDP: GDP per capita is collected from World Development
indicators 2008(the data utilized for labor costs)

POR portfolio 1nvestment is collected from World Development
indicators 2008 and adjusted by GDP at current prices (US Dollar) to
obtain portfolio investment as ratio of GDP as a proxy of foreign
investors confidence in economic and political conditions of the host
countries. |

| TEL: data on number of telephone mainlines is extracted from
-World Development Indrcators 2008 (this varlable is used as proxy of
1nfrastructure)

| | GGDP real GDP growth is obtained from World Development
Indicators 2008 as a  Proxy of the domestic market potentral factor.
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m-2 Study'p'eriod:' |
The period of study covers from 1994 to 2006.
111-3 Selected countries:

The countnes selected are 16 emerging countnes -consist of 5
countrles from Asia ( China , Malaysia , Pakistan , The Philippines ,
~ Thailand ) , 8 Latin America Countries (Bolivia, Chile , Colombia, Costa
Rica , Dominican Republic , Paraguay Uruguay Venezuela Jand 3
African countries (Morocco South Africa, Tunisia ) .

. ...11.1 o
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IV- Econometric Analysis:

1. The fixed and random effects are uses to test the hypothesis (or
pooled OLS if estimation if unobserved effects summation equals Zerom).

2. To show which technique is more sultable for the data the
Hausman or F —Test is used."”

3.LM test is used to check for first order correlation .!

4.It’s possible that the errors are not 1ndependent and identically
dlstrlbuted (ud) , in this case the estimators are still consistent but
inefficient that ‘s why random and fixed effects with first order
_ autocorrelatlon d15turbances are used to assume error terms and remedy
the problem " '

5. Robusthess check of regional effects bn FDI determiﬂation is
performed by d1v1d1ng the countries into two reglons Latin America and
Asia.

For more detail see leffery M.Wooldridge in Econometric Analysis of Cross Section and Panel Data, p251-286.

See Jeffery M.Wooldridge in Econometric Analysis of Cross Section and Panel Data , p288 and Badi H, Batgall in Econometric
Analys:s of Panel Data, p124-128.

For more detall see Badi H. Batgali , p62 ‘ .
See Jeffery M. Wocldndge in Econometrlc Analysis of Cross Section and Panei Data, p663-673
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Estimation Results:' 1994-2006.

Tabie o1
w

INDEPENDENT VARIABLE ‘ .+~ FIXED EFFECTS WITH AR(1)

DISTURBANCES

‘First difference of fog of REER ' -0.48{0.08)  -0.77(0.16) ' -0.56{0.09)
Log of the bilateral exchange rate 5.75(0.00} 6.04{0.00}  5.86(0.00)
Temporary component of log of the -6.30(0.01)  -6.64{0.06) - -6.50(0.01)

bilateral exchange rate

Manufacturing, valueaddeﬁ/GDP -0.06(0.60) -0.04{0.45) _-0.05(0.53) ‘
Inflation -0.01{0.07) -0.01(0.87)  -0.02(0.08}
Exports of goods and services -0.01{0.96) -0.01(0.93) -0.01{0.58)

Log 6f real per capita GDP ' 3.00{0.20) 3.36(0.16) 3.i3(o.19)
Portfolio investment/c-;ob L 0.03(0.09} 0.03(0.11} ti_;d4(_o;08) B
Log of number of telephone hainlines . -0.69(0.25) —0.47(6.45) ) -0.69(0._21}
.:ReaIGDP growth - - 0.01(0.83) 0.01(0.96) '6.0‘1"(0.9:'3)' |
Conistant - . ' 40.36(0.00)  -41.54{0.00) -_.-41..45‘(6,001‘

Coefficients of determinations 036 032 . 02
Hausman test Statistics (Chf_—Squared ) | |

LM test Statistics

Koenke F-Bassetf test (t;.-té.st) Stgti;tics .

| Number of observations_ ‘ . 176 | A176: . | ) 176 .

- Period Covered 1994-2006. R Sample :16 emerging markets

Notes: the figures in parentheses are P-values (significant coeﬁtc:ents in bold), the 5% critical value
of Chi-squared djstribution with 1 degree of freedom is 3. 85
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Table : Fixed Effects and Random Effects

| INDEPENDENT VARIABLE FIXEDEFFECTS .. RANDOM EFFECTS

First difference of log of REER o -19a001) 7 062(0.69)
Log of the bilateral exchange rate 6.62(0.00) ' ' ' - 0.24(0.03)

Temporary component of log of the -7.96(0.00) -0.16(0.91)

_ hilateral exchange rate

Manufaciuring,_valueadded/GDp | 0.03(0.67) L .‘ 0.10{0.01)
* inflation | 002009 0.01(0.93)
:Expo'rts'ofgoods and servicé_s -0.02(0.18) | C ey . : :‘-j'-o.01(o,51)
Log of real per capita GOP 3.72(0.11) | o o 1,19((5.14)
Portfolio invesfment/GDﬁ ‘ | | 0.08{0.09) _ ‘ o o 3 | 00 4(6.:;':8)
Log of number of telepﬁone mainlines . -0.48(0.19) _ | R -0.39{0.17)
ReeIGDP growth 0.02(0.28) | _ R :0.06(“0.62)
Constant | - R o -9.56(0.01)

Coefficientsofdeterhinations ‘ 043 . oae

Hausman test s*c_étistics (Chfésqua red) 86.49(0.00)
MtestStatistis - . 18069
Koenker-Bassett test (1-test) Statistics E 0.89(0.56)
Number of observatioﬁs . , | | 192 ‘ e _7192.

Period Covered 1994-2006 Sample :16 emerging markets

Notes: the figures in parentheses are P-volues (significant coeff cients in bold) the 5/6 critical
vaiue of Chi-squarea' distnbut:on with 1 degree of freedom is 3, 85
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Fixed effects estimation results (192 observations) are preSented'in the
table above .This estimation reveals negative respo‘nses_‘ of the FDI
inflows to expectations of local currency devaluation and local currency
~ volatility .The expected positive response of FDI is also shown .The
estimated coefficients of these variables are statlst1cally 51gn1ﬁcant at 5
percent level .In addition, the results prov1de evidence that hlgh 1nﬂat10n
~ discourages FDI 1nﬂows -

An increase in forelgn investors’ conﬁdence encourages inward FDI .The
~ estimated coefficients are statistically 51gmﬁcant at 10 percent level .The
other coefficients are statistically insigni ﬁcant

“ IV-1The economic crisis of 1997 effects on FDI in'flows‘ |

To test the hypothesis that the 1997 econom1c CI‘lSlS rnay decrease
1nﬂows of FDI to the emerging markets a time dummy Vamable is
 included in the model (TIME) , which equals to 1 if the period is 1997-
2006 and 0 otherwise .From the econometric tests , there is no evidence
that the economic crisis has any impact on US- FDI inwards to the
emerging markets .In the followmg regression , the estimated coefficients
" of exchange rate expectation is not statistically 51gmﬁcant ‘whilst the
~ impacts of forelgn currency devaluations and Volat111ty of the exchange
rate on the inward FDI are comparable to these obtained before local
'currency -depreciation . stnnulates FDI . and Volatlle exchange rate
dlscourages FDI . ' ' '

The interaction of ‘exchange rate expectanons w1th exchange rate
Volatlhty effect on FDI inflows is examined by 1nclud1ng the interaction

variable (AREER*TFXD) in the model , results are shown in the
following table :
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FDI and Exchinge Rates (US FDIin Emérgihg Markets)
‘Estimation Results (1994-2004)

" INDEPENDENT VARIABLE ' FIXED EFFECTS WITH AR (1),

DISTURBANCES

First difference of log of REER -0.86(0.08)  -0.77(0.16) -0.56{0.09)
‘Log of the bilateral exchange rate 575(0.00)  6.04(0.00)  5.86(0.00)
_ Te'fnporary component of log of the -6.30{0.01) . —6.54(0.06) _ -6.56(0.01)

hilateral exchange rate

Manufacturing, value added/GDP -0.06(0.60)  -0.04(0.45)  -0.05(0.63)

Inflation | | - oot00n) 0.01(0.87)  -0.02(0.08)

Exports of goos and services - 001(0.96) 43.01(0.'93) : -0:.0_1(.0.58)l

Log of real per cébita GDP ‘ . 3.00(0.20) .. 3.36(0. 16) .'3_.13@.19): -
Portfolio investment/GDP ' 0.03(009) © 003(0.41) 0..64(0'.(.)8)
Log of numbéroftelephone' mainlines -0.69(0.25) _ .-0.47(0.46) -Q.59(0.21)'
Real GDP growth o o.oi.(ofsa) o.oi:o._ss) | '_6.61(0.93’)
.'éénstant' . - _' - -;40.35(0.001 ._ _-41.54(0.'001 - +41,46(0.00)
TIME ' o ©-0.49(0.17) - " |
 AREER*TFXD (logged) 10.26{0.04)

| Coefficiéntsofdete_rnd}nations o o ' 0.43‘ _ | o 0.16
Hausman test Stati._stit.‘;s (Chi-Squared) 86.49(0.00)
LM test Statistics _ ' _. . "180.69 -
Koenker-Bassett test (t-test) Statistics '. 0.89(0.56)
| Number ofobsewatiéns - .192 o B ‘ _19i

Period Cavered 1994 . : ' - 5 ample ;16 emergmg markets

~ Notes: the figures in parentheses are P—values {srgmfrcant coeﬁrcrents in bo.'d), the 5% cntfcal
value of Chf-squared dfstnbutron with 1 degree of freedOm Is 3.85.
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| - 1IV-2 Regional Effects on FDI Inflows:

~ The 1997 economic crisis had a significant and direct impact on level of

exchange rates in Asian Countries. After the crisis, some of the countries

adopted floating exchange rate regime, so it’s important to test the

regional effects on US FDI inflows .A dummy variable for Asian

countries interacted with the core explanatory variables is included in the
- model as follow: | | | .

FDIi,t=0+BIAREER t+ 52 FXDi, t+p3TFXDi t+P4Xi, t+ B5SASIA+ f6ASIA *AREERi, t+
P7ASIA*FXDi t+B8ASIA*TFXDi,t+pi+si. -

“Whete:

L | ASIA is a dummy variable that is 1 for Asian countries and 0
otherwise .The Latin American countries are included and the African
; - countries are omitted (to have a sensible comparison group). - -

| Tests are shown in the following table:
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VARIBLES + FIXED EFFECTS WITH AR (1) : FIXED EFFECTS . OLS

~ DISTURBANCES
2 log of REER (B1) . B -4.00{0.01) -3.38(0.03) . 1.39(0.51)
FX.E.)(Iogged,B'Z)l. ~ 9.36(0.00) 9620000 - 0.16(0.05)
TFXD (logeed, £3) 9.07(0.00) -10.89(0.00) -1.76(0. 38)
- MNU/GDP (4) '  0.09(029) 0.13(0.89) -0.04(0.39)
.I_NF(BS)_ N o ' -0.04{0.03) : ;0.02(0.01)_ T 0.01{0.17)
EXP/GDP (B6) - 0.01(0.92) o 002078 . -0.03{0.04)
" PGDP (logged, B7) : 5.26(0.25) . 4.73(0.19) . 1.43(0.38)
PORT/GDP (88) o 0.08 (0.27) 004076)  -0050.78)
fEL(logged, Bo) ' 0.7(0.13) 086013  -0.67(0.16)
' GGDP (B10) . . 0.05(0.8) 0.04{0.04) ~ 0.06(0.05) :
ASIA (B11) _ 6.46 (0.61) | - ' 2.79{0.01)
ASIA*A log of REER (B12) -5.97(0.05) 634(0.01) 4.23(0.29) :
 ASIAFXD (logeed) (513) -0.31{0.07) : | 7.31(0.01) | ~ -045(0.08)
ASIA*TFXD {logged) (514) | 0.38(0.00) 1.96(0.07) -3.69(0.42)
" Gonstant : -68.78 (0.00) ' . -7.94(0.00)
Ftest: HO: B14p12=0 10.59(0.01)
F-test (HO:B2+B13= o 3.i6(p.0_8)
 Fitest; HO:p3+B14=0 . 24.32(0.00) _
F-test statistic ' | | 18.79(0.00)
Livt test(Chi-squarea)statistic . 144.46
| Koenker-Bassett test §tatistic _ _ : 0.56({0.19)
. Numbgrofobser\._rations 143 | 156 - 156

Period Covered 1994 = ‘ ‘ : ' - Sample :16 emerging markets

| . Notes: The figures in parentheses are P-values (significant coeﬁr‘ciehts in bold); the 5% critical value of
- Chi-squared distribution with 1 degree of freedom is 3.84.
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The previous results are largely confirmed but ASIA exhibits some
differences compared to Latin America (the samples are too small to
" reliably each region separately) .The LM test however suggests

‘misspecification due to first —order autocorrelation. The calculated test is
~ ‘greater than the 5% critical value of the Chi —squared distribution with 1
degree of freedom, so the no —first order autocorrelation null hypothesis
“could be rejected and fixed —effects with AR(1) disturbances " is re-

est1mated

* First —order autocorrelation fixed effects findings show that the results
~ on inflation and market potential variables are broadly consistent with

prior expectations and with the evidence found in other studies of FDI
- determinations. .Market potent1al encourages 1nﬂows of FDI whereas
| '1nﬂat10n discourages FDI flows. '

In line with the hypotheses |, ‘exchange rate Volauhty 10ca1 currency
appreciation and expectations of local currency depreciation all
discourages FDI flows into both Latin America’: and Asia .The other
~ independent variables are statistically insignificant . =~
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Concludmg Remarks. .

- This chapter 1nvest1gates the effects of exchange rate expectatlons and
_ '_ exchange rate volatility on (net) US FDI to 16 emerging markets
- countries. This emplrlcal study adopted as theoretical background the
- “Chakrabarti” and “Scholnick” (2002) model .Annual aggregate data are
‘employed over the perlod 1994- 2006 '

- The study based on three hypotheses expectatlons of local currency
.appreciation and local currency depreciation may stnnulate inward FDI;

~ - in addition, exchange rate Volat111ty has probably a mgmﬁcant role on FDI

o ,'1nﬂ0ws

- The results can be summariZed as follow:

- 1.

There is strong evidence of the positive _(negat_i_ve.)‘rel.ationship of
local currency devaluation (appreciation) and FDI inflows.
There is evidence of the negative (positive) relationship of

. expectations of local currency depreciation (appreciation) and FDI

inflows .The result inipl_,i'es that FDI in the countries is increasingly
being undertaken to service domestic demand for finance,

-telecommunications, wholesaling, and retailing rather than to tap

cheap labor.

. There is ev1dence of the negatlve relatlonshlp of Volatlle exchange
rates and FDI inflows. . '
'There is 51gn1ﬁcance of the mteractlon Var1ab1e (AREER*TFXD)

the greater is the volatility the greater is the extent to which FDI is
dlscouraged Exchange rate expectatlons give Welght on exchange
rate variation .If devaluation is expected, a volatile exchange rate

~ discourages FDI .In case of expected appreciation, the variation

decreases FDI when change in REER is. between 0 and -3 30
otherwise the Varlab111ty encourages FDL. |

: There is 51gn1ﬁcance of fore1gn 1nvestors conﬁdence in econormc

ondltlons of host countrles
The 1997 econonnc crisis has no poss1bly lmpact on US FDI in

~ emerging markets because the impact is on exchange rates,

espe01ally in an Asia, Whlch then affect FDI
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B Foreign investors in 'er'n'erging markets do respond to the exchang'e rate :
'_ devaluauon attracts FDI (as it reduces the price of assets abroad)
Ce although an expected devaluauon postpones FDI. .US mvestors are

d1scouraged by volatile exchange rates , perhaps because this is correlated

- with -economic and polltlcal uncertalnty which also appears to
g 'dlscourage FDI | |

. This analys1s contrlbutes fo the d15cuss1on of the 1mpacts of exchange
":-'_':rates on FDI .However, a llmltatlon is the sample used here which is
restricted to relatively few countries since REER data are not available
- for earlier years and for many emerging markets .The utilization of longer
o 'and for broader data series would extend and test the results. Another
e .1mprovement of this study would be to utilize data from future exchange
~ rate markets and the standard dev1at10n of hlgh frequency (monthly or
| ""dally)‘ exchange rate data to re-analyze the effects of exchange rate
| expectations and volatility on FDI inflows. The country-level analysis
_‘morgover has some limitations, particularly when"MNEs have different
 FDL objectives .Suppose two types of MNEs with two different FDI
o ”objectlves exist in host country One is interested in low cost production
. (export —oriented FDI) The other is interested in domestic sales (market
-~ —seeking FDI) Under such c1rcumstances, ‘the country-level analysis
.: ' cannot clearly clarlfy the FDI types ( in the country) by captunng the
exchange rate expectatlon 1mpact on inward FDI As a, consequence this
N ;mvestlgatlon indicates the need to undertake the firm-level analys1s ,
o Wthh requlres detalled 1nformat10n on ﬁrrn act1v1t1es S
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" Conclusion

~ Conclusion:

This study has taken a considerable tour of the economic, financial
o aspeCtS of FDI b:yexpl_oring the characteristics, determinants and effects
~‘of FDI in one hand and the exchange rate impact behavior on FDI flows
by mentioning the major findings and contributions in the other, but it’s
o possible_ to state the following points as some sort of recapitulation:
1. FDI is the process' 'whereby residents' of one country acquire
| _ownershrp of assets for the purpose of controlhng the act1v1t1es ofa
- firm in’ another country - Interests of FDI results from its rapid
* growth, the concern it raises over the causes and consequences of
- ‘forelgn ownershlp and the fact that FDI has become an 1mportant
R source of funds in the 1nternat10na1 business process. -
2. The effects of FDI orn the host. country can be classified into
economrc, pohtlcal and social effects Whether these effects are
| favorable or adverse is a controversml matter, as they are condition
- specific. B \
3. One of the many influences of FDI act1v1ty is the behavior of
. __'exchange rates Exchange rates defined as the domestic currency
pnce ofa forelgn currency , matter in terms of their levels and their
- volat1l1ty Exchange rates can mﬂuence both the total amount of
| ‘-'VForelgn Dlrect Investment that takes place and the allocation of
. this 1nvestment spendlng across range of countries as the FDI host
~ country currency depreclatlon increases IFDI volat111ty affects

“FDI negatlvely and the expected host currency depreclat:lon lowers
' 'IFDI | |

_These are the major."p'illars. of the study paving the Way for a more
_detailed and fruitful researches in order to be able to p1ck-up and

distinguish the exchange rate and other variables 1mpacts on FDI
- _decrsron | |
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FDI (Foreign Direct Investment )
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Figure 1.17. impact of depreciation of the United
Btates dollar on global FDI flows for 2008-2010
{Per cent of responses to the UNCTAD survey}
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Figure 119, Major FDIlocations of sovereign wealth funds, 2007
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Figure 1.20. FDI flows? by sovereign wealth funds, 1987-2007
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