INTERNATIONAL FINANCE
WEEK 12- FOREIGN DIRECT INVESTMENT
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1.0 INTRODUCTION
In the years after the Second World War global FDI was dominated by the United States, as much of the world recovered from the destruction brought by the conflict. The US accounted for around three-quarters of new FDI (including reinvested profits) between 1945 and 1960. Since that time FDI has spread to become a truly global phenomenon, no longer the exclusive preserve of OECD (Organization for economic co-operation development) countries (commission of European community takes part in the work of OECD). FDI has grown in importance in the global economy with FDI stocks now constituting over 20 percent of global GDP. 
In the last few years, the emerging market countries such as China and India have become the most favored destinations for FDI and investor confidence in these countries has soared. As per the FDI Confidence Index compiled by A.T. Kearney for 2005, China and India hold the first and second position respectively, whereas United States has slipped to the third position. What would be some of the basic requirements for companies considering a foreign investment? 
Depending on the industry sector and type of business, a foreign direct investment may be an attractive and viable option. With rapid globalization of many industries and vertical integration rapidly taking place on a global level, at a minimum a firm needs to keep abreast of global trends in their industry.
From a competitive standpoint, it is important to be aware of whether a company’s competitors are expanding into a foreign market and how they are doing that. At the same time, it also becomes important to monitor how globalization is affecting domestic clients. Often, it becomes imperative to follow the expansion of key clients overseas if an active business relationship is to be maintained. 
Understanding the roles of Foreign Direct Investment (FDI)Foreign direct investment (FDI) plays an extraordinary and growing role in global business. It can provide a firm with new markets and marketing channels, cheaper production facilities, access to new technology, products, skills, and financing. For a host country or the foreign firm which receives the investment, it can provide a source of new technologies, capital, processes, products, organizational technologies, and management skills, and as such can provide a strong impetus to economic development. 
New information technology systems, decline in global communication costs have made management of foreign investments far easier than in the past. The sea change in trade and investment policies and the regulatory environment globally in the past decade, including trade policy and tariff liberalization, easing of restrictions on foreign investment and acquisition in many nations, and the deregulation and privatization of many industries, has been the most significant catalyst for FDI’s expanded role. 
The most profound effect has been seen in developing countries, where yearly foreign direct investment flows have increased from an average of less than $10 billion in the 1970’s to a yearly average of less than $20 billion in the 1980’s, to explode in the 1990s from $26.7billion in 1990 to $179 billion in 1998 and $208 billion in 1999 and now comprise a large portion of global FDI. Driven by mergers and acquisitions and internationalization of production in a range of industries, FDI into developed countries last year rose to $636 billion, from $481 billion in 1998 (Source: UNCTAD) 
Proponents of foreign investment point out that the exchange of investment flows benefits both the home country (the country from which the investment originates) and the host country (the destination of the investment). Opponents of FDI note that multinational conglomerates can wield great power over smaller and weaker economies and can drive out much local competition. The truth lies somewhere in the middle. 
For small and medium sized companies, FDI represents an opportunity to become more actively involved in international business activities. In the past 15 years, the classic definition of FDI as noted above has changed considerably. This notion of a change in the classic definition, however, must be kept in the proper context. Very clearly, over 2/3 of direct foreign investment is still made in the form of fixtures, machinery, equipment and buildings. Moreover, larger multinational corporations and conglomerates still make the overwhelming percentage of FDI. But, with the advent of the Internet, the increasing role of technology, loosening of direct investment restrictions in many markets and decreasing communication costs means that newer, non-traditional forms of investment will play an important role in the future. 
Many governments, especially in industrialized and developed nations, pay very close attention to foreign direct investment because the investment flows into and out of their economies can and does have a significant impact.

2.0 OBJECTIVES

At the end of this topic, you should be able to-
1.Define FDI
2. Discuss the role of FDI
3. Examine the alternatives to FDI
4. Explain theories of FDI
5.Evaluate the trends and concentration of FDI flows

3.0 FOREIGN DIRECT INVESTMENT (FDI)
3.1 Definition and overview of FDI
Foreign direct investment (FDI) is defined as a long-term investment by a foreign direct investor in an enterprise resident in an economy other than that in which the foreign direct investor is based. 
 Or FDI can be simply defined as an investment made to acquire a lasting interest in an enterprise operating in a country other than that of investor. In this instance the investor has an effective voice or control in the management of the enterprise. What % of shares ownership can constitute an effective voice is still an open question. The FDI relationship consists of a parent enterprise and a foreign affiliate, which together form a transnational corporation (TNC). 
Foreign direct investment, in its classic definition, can also be defined as a company from one country making a physical investment into building a factory in another country. The direct investment in buildings, machinery and equipment is in contrast with making a portfolio investment, which is considered an indirect investment. In recent years, given rapid growth and change in global investment patterns, the definition has been broadened to include the acquisition of a lasting management interest in a company or enterprise outside the investing firm’s home country. As such, it may take many forms, such as a direct acquisition of a foreign firm, construction of a facility, or investment in a joint venture or strategic alliance with a local firm with attendant input of technology, licensing of intellectual property, in the past decade, FDI has come to play a major role in the internationalization of business. Reacting to changes in technology, growing liberalization of the national regulatory framework governing investment in enterprises, and changes in capital markets, profound changes have occurred in the size, scope and methods of FDI. 
To qualify, as FDI the investment must afford the parent enterprise control over its foreign affiliate. The United Nations defines control in this case as owning 10 percent or more of the ordinary shares or voting power of an incorporated firm or its equivalent for an unincorporated firm. 
Direct investment is a category of international investment that, based on an equity ownership of 
at least 10%, reflects a lasting interest by a resident in one economy (the direct investor) in an enterprise resident in another economy (the direct investment enterprise). A direct investment relationship can exist between a number of affiliated enterprises whether the linkage involves a single chain or a number of chains. It can extend to a direct investment enterprise's subsidiaries, sub-subsidiaries and associates. Once the direct investment relationship is established, all subsequent financial flows between the related entities are recorded as direct investment transactions. 

4.0 ALTERNATIVES TO FDI 
An MNC’s effort to increase international business can also be achieved by the following methods:- 
(a) Licensing: this is an alternative to FDI by which overseas producers are given rights to use the licensor’s production process in return for royalty payments. In many cases licensing is used by firms confronted with high export barriers. It may even take place in countries where subsidiaries exist, as it can allow for further business expansion. 
Licensing has the following advantages 
• It can allow rapid penetration of overseas market 
• It does not require substantial financial resources 
• Political risks are reduced since the licensee is likely to be a local company 
• Licensing may be a possibility where direct investment is restricted by a country 
• Since exporting is not necessary, transportation costs are avoided. 
Licensing has the following disadvantages 
• It is difficult to ensure quality of the local firm’s production process 
• Technology secrets provided to the local firms may leak out to competitive firms in that 
country. 
• The agreement may give to the licensee know how and technology which it can use in competing with the licensor after the licensee agreement has expired. 
• The local firm in the host country may attempt to export the goods to another country, which may reduce sales of the licensing corporation. 
(b) Joint venture: 
The two firms could combine to create a product in Tanzania that could not be created by either involving firms. Many MNCs engage in joint venture. 
There are two distinctive types of joint venture. 
• Industrial cooperation (contractual): This is for a fixed period and the duties and responsibilities of the parties are contractually defined.
Joint equity venture: Involves investment, is of no fixed duration and continually evolves. 
 The advantages of joint venture are as follows 
• Market access 
• Improved access to technology 
• Aid in obtaining government approvals, local currency loans, tax incentives and 
assurance of exports 
• Obtain local capital and management 
• Obtain assured source of raw materials 
• Economies of scale in product development and production 
 The disadvantages of joint venture are as follows 
• Disagreements over: marketing programs, dividend policy, reinvestment of earnings and management expansion and remunerations 
• Share profits based on monopoly rents from technology, marketing, and management capabilities. 
(c) Exporting: This is safe way to break into a new market since there is less to lose if the strategy fails. The initial cost of producing at home and exporting is low relative to establishing a subsidiary. 
 (d) Management contract: where a firm agrees to sell its management skills.



5.0 MOTIVES FOR FDI 
 If an MNC attempts to increase its international business through direct foreign investment, it must decide where to establish a new subsidiary. A firm seeking to maximize shareholders wealth may find it is worthwhile to increase their foreign business. There are several motives for a corporation becoming more internationalized. These are reasons why a parent company might want to set up subsidiary companies in other countries. One of the most 
important aspects of global financing strategy is to gain access to a broad range of fixed sources 
to lessen dependence on any one single source. Some of the popular motives are:-
(a) Attract new sources of demand: corporations often reach a stage where growth is limited in their home country. This may be due to intense competition for the product they sell. Thus, solution is to consider foreign markets where there is potential demand. 
(b) Enter markets where excessive profits are available: if other corporations within the industry have proven that excessive earnings can be realized in other markets, an MNC may also decide to sell in that market. But a problem of barriers to entry exists such as lowering prices by competitors. 
(c) Full benefit from economies of scale: The Corporation that attempts to sell its primary product in new markets may increase its earnings and shareholders wealth due to economies of scale. Such motive is more likely for firms that utilize much machinery. 
(d) Use foreign factors of production: labor and land costs vary dramatically among countries. MNCs often attempt to set up production in a location where land and labor are cheap. Due to market imperfections such as imperfect information, relocation transactions costs, barriers to industry entry by firms etc., specific labor costs will not necessary become equal among markets. 
(e) International diversification: The firm may reduce its cash flow variability by diversifying its product mix. Any decrease in net cash flows due to reduced demand for some of its products may be offset by an increase in other net cash flows resulting from increased demand for its other products. 
(f) React to trade restrictions: In some cases, an MNC uses FDI as a defensive strategy rather than aggressive strategy. For example, Japanese automobile manufacturers established plants in the USA in anticipation that their exports to the US would be subject to more stringent trade restrictions. 
(g) Benefit politically: Some MNCs based in politically unstable countries attempt to expand in other more stable countries. In addition, MNCs based in countries with growing socialism pursue other markets in which they have greater flexibility to make business decisions. These political motives are especially applicable to MNCs in LDCs. 
(h) React to foreign currency’s changing value: when a firm perceives a foreign currency to be undervalued, the firm may consider direct foreign investment in that country. The initial outlay should be low. If the currency strengthens over time, the earnings remitted to the parent may increase. 
6.0 THEORIES OF FOREIGN DIRECT INVESTMENT 
Certain theories have attempted to address limitations of international trade theories under FDI. 
The selected theories are discussed as below:- 
(a) The Differential rate of Return Theory 
This theory was popular in the late 1950’s. It argues that, if expected marginal revenues are higher abroad than at home, given the same marginal cost of capital for investment at home and abroad, there is an incentive to invest abroad. This theory assumes basically that FDI is simply an international capital movement and it does not recognize that DI is more than that, in addition, this theory cannot explain why some countries are experiencing simultaneous inflow and out flows of FDI, and empirical studies have not produced conclusive evidence to support the theory. 
(b) The product cycle theory 
Employ the notion that most products follow the notion of product life cycle. First, new products are introduced in the domestic market as innovation and eventually they are completely standardized, thereby becoming an easier target for competition. FDI takes place as firms, facing saturation of the domestic market as the product matures, expand overseas, and capture the remaining rents from development of the product. In addition, overseas expansion follows a certain geographical sequence according to the firms’ familiarity with the markets. This hypothesis first introduced by US DFI as well as UK and German experience. However, more recent evidence shows that firms introduce new products at home and abroad simultaneously. And the innovations do not necessarily start at home. Hymer (1976) argued that the very existence of multinational firms rests on the monopolistic market imperfections arising from structural imperfections and transactions cost imperfections. 
The recognition of these two sources of imperfections has led to the development of two theories, the industrial organization theory and the internationalization theory of FDI.
(c) The industrial organization theory (monopolistic market theory) 
Argues that, despite unfavorable conditions abroad for foreign entrants, multinational firms do have net advantage in competing against local firms because they have brand name products, superior technology, market know how, cheaper financial costs and economies of scale. 
(d) Internationalization Theory
Argues that FDI is a result of replacing market transactions with internal transactions. The need for such replacement arises when the entrant firms face greater imperfections in the foreign markets for intermediate inputs. From acquisition of inputs, to the delivery of output to customers, there are a number of transactions to be performed with outsiders (unaffiliated) units as well as with insiders (affiliates) of a firm. By replacing outsiders’ transaction with insider transactions, a firm may reduce transaction costs, particularly when the market is imperfect 
 The benefits include avoidance of many stage negotiations, delays and market uncertainty, minimizing of government intervention through transfer pricing and changes of sourcing and the ability to exercise discrimination pricing. 
(e) The currency Area Theory
Advanced by Aliber 1970, and Heller 1981, argues that the pattern of FDI depends on the relative strength of various currencies. The stronger the currency of a certain country, the more likely is that firm from that country will invest in the domestic market. 
The strength of the currency is determined by the size of the capital market denomination in this currency its exchange rate risks, the extent of over valuation of the currency and the markets preference for holding assets in the currency. Empirical studies in line with this hypothesis have focused on testing whether or over valuation of a currency country and an under valuation of a currency has caused inflows of DI from abroad. 
(f) The market area Theory
 Postulates that, the market size measured by, either sales volume of the companies or income in the host country is the source of incentives to make FDI. The available data is in consistent with this hypothesis in terms of significance of correlation, can also be interpreted to be superfluous. 
 Other FDI theories, custom area hypothesis which argues that, because of preferential treatment of the member countries within the custom area, firms outside the customs area tend to make FDI in the area to substitute international trade. 
7.0 Foreign Direct Investment in Developing Countries 
7.1 Globalization and Significance of Foreign Direct Investment in LDCs 
 Globalization of developing countries is seen by many as the key economic trend of recent times. In a liberalizing and globalizing world economy, a growing number of countries have received significant capital flows, in form of foreign direct investment. As the remarkable growth of cross-border foreign direct investment flows has been associated with the general trends in globalization, this section reviews the relevant key issues, such as the salient features of financial liberalization, forces driving globalization or integration of developing countries into the global economy, and the significance of foreign direct investment flows on the recipient countries. 
 7.1.1 Globalization and Financial Liberalization in Developing Countries 
The international financial liberalisation1 (which involves opening the capital account) has increased over the last three decades, and the industrial countries have been liberalizing their capital accounts early on. However, in developing countries, the shift toward capital account liberalization in general was slow, and many countries’ private international financial transactions did not increase until the early 1990s (IMF, 2001) 
A distinctive feature of the world economy in recent decades has been the growth of foreign direct investment, or investment by multinational firms in foreign countries to control assets and manage production activities in those countries. Hence, multinational corporations, in the context of a liberalizing world economy, played an essential role in the globalization process by undertaking mergers and acquisitions activities. As a result, the cross-border mergers and acquisitions, particularly majority ownership transactions, surged worldwide during the 1990s. 
Mergers and acquisitions activities (including private-to-private transactions as well as acquisitions through privatization, which increased significantly in developing countries) also became an increasingly important vehicle for foreign direct investment to developing countries during the 1990s surge, particularly in comparison to the low level of mergers and acquisitions activities in these countries during the 1980s. The share of developing countries in global majority-owned, cross-border mergers and acquisitions sales rose significantly in the early 1990s. 
7.1.2 Significance of Foreign Direct Investment on Developing Countries 
 It has been increasingly recognized that growing foreign direct investment inflows can contribute to economic development and promise a variety of potential benefits to poor country recipients. Due to the potential role foreign direct investment can play in accelerating growth and economic transformation, many developing countries seek such investment to accelerate their development efforts. Consequently, foreign direct investment has become an important source of private external finance for developing countries.
The foreign direct investment can increase growth in two ways. The investment increases total investment by attracting higher levels of domestic investment. Also, through interaction of the more advanced technology with the host country’s human capital, foreign direct investment is more productive than domestic investment. 
Indeed, the most significant channel through which foreign direct investment contributes to productivity growth is increased access to technology, through market transactions such as joint ventures, licensing, and goods trade. 
 While foreign direct investment represents investment in production facilities, its significance for developing countries is much greater. Not only can foreign direct investment add to investible resources and capital formation, but, more important, it is also a means of transferring production technology, skills, innovative capacity, and organizational and managerial practices between locations, as well as of accessing international marketing networks. In addition, the foreign direct investment can improve overall growth by promoting competition in the domestic input market. 
Foreign investment could increase competition in the host-country industry, and hence force local firms to become more productive by adopting more efficient methods or by investing in human and/or physical capital. Multinational firms’ large size, advanced technology, and advertising expertise often enable them to invest in industries in which barriers to entry, such as large capital requirements coupled with trade restrictions, reduce the access of potential local competitors. 
Multinational corporations can promote the transfer of technology, with spillovers to the rest of the host economy or domestic firms. Technology spillover is a channel through which capital account liberalization can have a positive impact. These spillovers are most clear in the case of foreign direct investment, especially through foreign firms incorporating new technologies in their subsidiaries. As new technologies are generally developed and adapted by firms in industrial countries, foreign direct investment may be the most efficient way for developing economies to gain access to them. In addition, this knowledge may become more widely available in the country over time, as employees with experience in the techniques used in foreign companies switch to other firms. 
Furthermore, foreign direct investment can help boost host country exports. Multinational enterprises may help developing host countries process and export locally produced raw materials, using their marketing skills, superior technology, and general know-how. They facilitate the export of local production through their distribution networks, and they often account for a significant share of host country exports.



7.3 Trends and Concentration of Foreign Direct Investment Flow 
Since the early 1980s, world foreign direct investment flows have grown rapidly. Developing countries received two-thirds of the increase in foreign direct investment worldwide between the late 1980s and 1990s, a sharp change from the previous decade, when flows to industrial countries dominated. (World Bank, 2001)
In general, the composition of capital inflows to developing countries has shifted away from bank loans and toward foreign direct investment and portfolio investment. In the 1970s and 1980s, bank loans were the primary form of private capital flows to developing countries. In contrast, in the 1990s, the capital flows to developing countries have been dominated by bonds and non-debt-creating flows, namely foreign direct investment and portfolio investment. Moreover, the public sector was the most important recipient of the flows in the previous periods whereas the private agents have undertaken most of the external borrowing. 
7.3.1 A. Factors that Attract Foreign Direct Investment in developing countries 
 The major recipients of foreign direct investment possess important advantages that have attracted large quantities of foreign direct investment flows. The developing countries that received the lion’s share of the surge in foreign direct investment flows during the 1990s had more open policy regimes or hospitable regulatory framework, large markets, and favorable economic environment. 
 Privatization also is an important source of foreign direct investment flows to many developing countries even during the recent financial crisis (1997-98). 
7.3.2 B. Factors that Discourage Foreign Direct Investment in developing Countries 
Country experiences indicate that while favorable economic environment and regulatory or policy framework help induce foreign direct investment flows, there are a number of forces that tend to discourage such flows. The regulatory restrictions, including tariffs, quotas, tend to discourage cross-border acquisitions by multinational enterprises. Countries that impose restrictions on foreign entry and ownership and foreign exchange transactions, as well as discriminatory tax provisions, tend to hamper foreign direct investment flows.
 For example, in Kenya, foreign investors face multiple licensing requirements and high withholding taxes on royalties, and foreign direct investment remained less than 0.2 percent of GDP during 1991-99. Some of the developing countries have not achieved the improvements in the investment climate necessary to encourage higher foreign direct investment flows. While the poor prospect for growth and unfavorable economic environment have impeded the foreign direct investment flows to many countries, a number of other factors (such as the political and structural factors) have also been the important discouraging factors.
8.0 FOREIGN DIRECT INVESTMENT AND COUNTRY RISK 
Political risk: is the possibility of a loss arising to firm from action taken by the government or people of a country. 
Confiscation political risk 
The risk of loss of control over the foreign entity through intervention of the local government or other forces. The financing tactics which minimizes this risk include:- high gearing, minimize intra-group sources of finances, maximize finance from local sources, avoid parent group guarantees, have the subsidiary partly owned by local shareholders. 
Commercial political risk: This involves commercial discrimination against foreign controlled firms e.g. giving commercial advantages to locally owned competitors, restrict raw material licenses, refuse work permits to expatriate staff. 
Financing tactics- much the same as above. In addition, creating national lobby to make the authorities sensitive to the need of the local foreign investments. 
Financial risk: 
This may take many forms including:- restricted local access to borrowing – particularly to the cheapest forms of finance from local banks, restrictions on repatriating capital, dividends or other remittances, financial penalties on imports from the group e.g. heavy interest-free import deposit 
Management of political risks 
(a) Prior to investment
• Planned local ownership- dates can be set on which proportions of company will pass to 
the local nationals 
• Pre-trading agreements- with the local authorities regarding rights, responsibilities, 
remittance of funds and local equity investments 
(b) During investment 
• Distribution control- controlling distributions items e.g. shipping facilities will deter expropriation 
• Market control- through copyrights, patents, trademarks to deter political intervention 
• Supplies- using local materials and labor may be in the interest of the country
• Location- e.g. oil extracted in Iraq- refined in Europe to avoid expropriation 
• Local fiancé- raise locally to maintain the interest of the authorities in the success of the 
Business
9.0 CONCLUSION 
The empirical evidence suggests that to induce more foreign direct investment to developing countries, the countries should focus on improving the investment climate for the foreign investors by paying special attention to measures that facilitate foreign direct investment. These measures that tend to increase a country’s attractiveness to multinationals engaging in foreign direct investment include creating an attractive domestic policy environment and hospitable regulatory framework for foreign investment (such as open trade regime and continued progress in privatization programs), the large market size (indicated by a country’s gross domestic product), and favorable economic environment (which increases the prospect for growth) in the foreign direct investment recipient countries. Indeed, experience suggests that developing countries can increase the attractiveness to foreign direct investors by reducing the impediments to capital movements. 
10.0 SELF ASSESMENT EXERCISE
 Review questions- FDI.
1. What is a foreign direct investment? 
 (a) Why does FDI take place? 
 (b) Explain the motives for FDI 
2. Explain the theories, which postulate the FDI. 
3. Outline the main economic and strategic motives for foreign direct investment (FDI) by 
multinational corporations. 
4. A research on “Tax Incentives on Investment in Tanzania” concluded that tax holidays offered by the government of Tanzania to attract foreign investors are not really the reason behind many investors’ decision to come and invest in Tanzania.
Using that conclusion, discuss reasons why you think there should be a change in Tanzania’s 
Investment policy 
(a) Discuss the problem of political risk in the context of foreign direct investment 
(b)Describe briefly the policies and strategies that a company could use to mitigate the problems 
of political risk. 
(c) What are the difficulties of evaluating direct foreign investment? 
5. The theory of foreign direct investment hinges on the integration of theory of international capital markets, the theory of the firm and the theory of trade.  In relation to the movement of investments from one nation to another, describe the integrated theory of foreign direct investment citing examples of its impact to Tanzania. 
 6. Outline the main factors affecting the success of a MNC.
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