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Preface

Mobilising financial resources for economic devel opment has been central to
thedevel opment strategies of al developing countries. Varied sources of finance
have assumed different degrees of significancein the past decades.

The aftermath of the debt crisisof the 1980s saw ahuge declinein commercial
bank lending to devel oping countries. Further, official development assistance,
though declared as the main source of meeting the external financing needs of
devel oping countries at the Rio Summitin 1992, steadily declined inthe nineties.
Tying of aid, aid fungibility, improper aid utilisation, failure of ODA to support
small and medium-scale devel opment initiatives etc, hasled to deep skepticism
of its effectiveness in addressing core devel opment needs.

Theninetieshave seen agreater reliance on privateinvestment, both domestic
and foreign, as a source of development finance. ‘ Direct’ foreign investment
(FDI), whichisnormally defined as a 10 percent or more controlling sharein
ahost country enterprise, isby itsvery definition, perceived to belessvolatile
than capital market flows such as portfolio investment. FDI is seen to have
important implications for a host country’s balance of payments, saving-
investment and export-import gap and overall macroeconomic management.
It is seen as a principal channel for the transfer of technology to developing
countries, and through technology spillovers and enhancement of production
and export capacities, a boost to economic growth.

Mixed national experiences have shown, however, that there is no strong
correlation between the amounts of FDI flowing into devel oping countries and
growth of their economies. FDI has potential benefits for growth and
development, the realisation of which depend on a host of factors such as
quality and type of FDI, investment climate which includes FDI policies and
procedures, infrastructure facilities and other host economy conditions such
asgrowth prospects of the economy and macroeconomic and political stability
amongst others.
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FDI presentsapolicy challengefor developing countries. It not only callsfor
accountability, transparency and efficiency in the corporateinvestment climate
but also for the government to ensure that FDI contributes to devel opment
through, for example, regulating FDI and ensuring that the type of FDI that
flowsin stimulateslocal industry development.

This monograph is an important contribution to understanding the question:
Doesturning to FDI put development finance on a more sustainable path?

Jaipur Pradeep S. Mehta
April 2003 Secretary General
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1
| ntroduction

Unprecedented economic devel opment since World War |1 notwithstanding,
about half of the world’s population isliving on less than US$2 per day. The
international community isincreasingly taking notice of thisdismal reality. In
September 2000, the UN General Assembly adopted the so-called Millennium
Declaration. Among the agreed international development goalsfor 2015, the
commitment of governmentsto halve theincidence of absolute poverty figures
prominently.

The mobilisation of financial resourcesiswidely considered an essential
means to achieving this goal. The UN Secretary General appointed a high-
level panel, chaired by the former Mexican President, Ernesto Zedillo, to
recommend strategiesfor financing economic devel opment of countries plagued
by pervasive poverty. The panel’s report! provided a major input to the UN
Conference on Financing for Development in Monterrey, Mexico, in March
2002.

This conference not only seemsto have, again, turned thetidein favour of
more aid, it was also acknowledged that private financing, notably foreign
direct investment (FDI), can provide an important source of finance for
development. According to the UN2, “private international capital flows,
particularly foreign direct investment...are vital complementsto national and
international development efforts. Foreign direct investment contributestoward
financing sustained economic growth over the long term. It is especially
important for its potential to transfer knowledge and technol ogy, create jobs,
boost overall productivity, enhance competitiveness and entrepreneurship and,
ultimately, eradicate poverty through economic growth and development.” In
asimilar vein, the OECD? reckonsthat “increasingly, FDI has been recognised
asapowerful engineand amajor catalyst for achieving devel opment, poverty-
reducing growth and global integration process.”

The favourable perception of FDI contrasts remarkably with the formerly
sceptical, if not hostile, attitude, which prevailed also in UN organisations,
towards the activities of multinational corporations in developing countries.
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However, some hostility has returned already: globalisation critics consider
multinational corporationsto be more powerful than nation states, and blame
the former for causing still wider income disparities within and between
countries.

The public perception of FDI may well take another turn for the worse, if
proponents of FDI create unreasonably high expectations in developing
countries, by ignoring possible flaws and limitations of FDI and taking its
benefits for granted. Against this backdrop, this paper attempts to provide a
balanced assessment of therole FDI can play in stimulating economic growth
and reducing poverty in developing countries and transition economies. The
questions raised are the following:

e What explainsthe striking changein devel oping countries’ attitudestowards

FDI?

e How important is FDI as a source of externa financing of developing
countries?

To what extent does FDI contribute to overall capital formation?

IsFDI going whereit is needed most?

Doesempirical evidence support thewidely held belief that FDI isasuperior

source of external financing? More specifically, is FDI more stable than

other sources of external financing, are the economic growth effects of

FDI higher and, if so, under which circumstances?

e What arethedistributional consequences of FDI in developing countries?

Thediscussion of these questions|eadsto the conclusion that, in struggling
against poverty, theinternational community should not expect too much from
FDI. For poor developing countries, in particular, it appears much moredifficult
to derive social benefits from FDI than to attract FDI.
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2
Why FDI Figures
High on the Agenda

Variousdevel oping countries and transition economies have opened up to FDI
inflows since the mid-1980s. Liberalisation of national FDI frameworks,
including relaxation of performance requirements, opening up of previously
closed sectors and granting of incentives, has become the dominant type of
policy change in these countries. Also, the number of developing countries
that have signed bi- or multilateral agreements for investment protection
increased dramatically in the 1990s.

The motives for liberalisation are manifold. First of al, policy-makers
believed that innovative ways of external financing could compensate for the
shortage of moretraditional forms of capital imports. In particular, the volume
of aid had stagnated in the 1990sand private capital imports, other than FDI,
had proved unreliable in episodes of financial turbulence, starting with the
Mexican crisisin 1994/95.

By contrast, FDI was increasing and proved less volatile. FDI flows to
devel oping and transition countriesincreased from 4 percent of these countries
export revenues in 1990 to more than 11 percent in 2000% . Furthermore, FDI
was expected to offer some unique advantages. FDI is often thought of as a
bundle of capital stocks, know-how and technology, and, hence, itsimpact on
growth is expected to be manifold.>

Someclaimthat “ FDI isanimportant —and probably the dominant — channel
of international transfer of technology. Multinational enterprises, the main
driversof FDI, are powerful and effective vehiclesfor disseminating technology
from devel oped to devel oping countries and are often the only source of new
and innovativetechnol ogies, which areusual ly not availablein thearm’s-length
market.”®

Yet, FDI hasitslimitations. Limitations may be particularly serious when
it comesto poverty aleviation. The unique advantages of FDI over other forms

HH X curs FDI as a Source of Finance for Development ¢ 9



of external financing may materialise only under supportive host-country
conditionsthat are, often, lacking in poor devel oping countries. Sceptics even
arguethat the growingimportance of FDI intheexterna financing of developing
countries, to which we turn next, bodes developing countries no good (see
Box).

Box - The Superiority of FDI: Challenging the Conventional Wisdom

The mainstream view, according to which FDI issuperior to other forms of capital
imports, has been attacked on several counts by Ricardo Hausmann and some of
hisformer colleagues at the Inter-American Development Bank (for an overview,
see the contributions in Braga de Macedo and Iglesias 2001):

» Growthimpact of FDI: Anempirical analysisbased on asample of 43 developing
countriesin the period 1975-1995 leads to the conclusion that arisein FDI, in
combination with dwindling capital imports of other sorts (which is what we
observed in Section 3), is not good for growth. This is because the economic
growth impact of FDI isfound to be weaker than the growth impact of private
debt inflows.

« Sability of FDI: FDI may appear more stable than it is. Instead of repatriating
FDI, multinational corporations can use other waysto flee acountry at the first
sign of trouble (e.g., by repaying loans denominated in foreign currency). Hence,
thevolatility of FDI-related capital flowstendsto be underrated, if measurement
is restricted to the FDI account and ignores FDI-related outflows showing up
elsewhere in the balance of payments.

» Highshareof FDI inexternal financing: Foreign capital tendsto flow to countries
that are more devel oped, more open, more stable, financially better devel oped
and equipped with better institutions. At the same time, al these factors are
found to reduce the share of FDI in total external financing. This suggests that
interpreting ahigh FDI share as favourable is unwarranted. Rather, ahigh FDI
share indicates that institutions are deficient and firms need to substitute for
missing markets.

All these arguments are heavily disputed. As concerns the growth impact of FDI,

the work of other researchers points to the opposite conclusion. For example,

Soto (2000) supports the conventional wisdom that FDI inflows have a stronger

impact on economic growth in developing countries than debt-related inflows.

The point that multinational corporations may flee a country in various ways is

valid in principle, but the empirical relevance of round-tripping of this sort is

open to question.

Finally, thefinding of acomparatively small FDI sharein the external financing
of advanced industrial countries is of little relevance for developing countries.
Almost by definition, developing countries have weaker institutions and less
sophisticated marketsthan industrial countries. Onthe (fairly long) road to reaching
the development level of advanced economies, it would amount to putting the cart
beforethe horse, if developing countries strived for an external financing structure
prevailing in industrial countries.
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3
Growing Importance of
FDI in External Financing——

The structure of long-term external financing of developing countries has
changed dramatically sincethe early 1990s. Figure 1 reveal sthe dominance of
FDI among different sources of external financing in recent years.” FDI flows
toall developing countriesincreased steadily in 1990-1999. By contrast, other
private capital flows declined sharply inthe aftermath of the Asian crisis. This
applied particularly to private debt flows. Official net resource flows also
became comparatively lessimportant during the nineties.

Figure 1. Composition of Net Resource Flows?to
Developing Countries, 1990-2001

USS$ billion

350 - total flows

150 - i I 0= L FDI

50 — I portfolio equity
—Iofficial flows

50 4 N\ private debt flows
1990 1992 1994 1996 1998 2000

aExcluding short-term debt.

Source: World Bank, Global Development Finance 2002, CD-ROM.
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Asaresult, theshare of FDI inexternal financing of al devel oping countries
more than doubled during the nineties. However, the structure of external
financing differssignificantly between regions and income groups, though, for
all groups, private debt flows contributed, at best, little to capital inflowsin
1998-2001 (Table 1). Differences are most pronounced as regards the role of
FDI and official (that isgovernmental) flows. Eventhough overall aid stagnated,
low-income countries, located mainly in Sub-Saharan Africaand South Asia,
still depend heavily on officia flows; and FDI played a minor role in these
countries. By contrast, capital inflows in richer Asian and Latin American
countries consisted to 70-80 percent of FDI.

Table 1: Composition of Net Resour ce Flows? to Selected Country
Groups, 1998-2001° (percent)

FDI Portfolio| Private| Official | Total Net

Equity Debt Flows Resource
Flows Flows

(US3bn)

East Asia& Pacific 79.7 275 -24.1 16.9 68.9
South Asia 33.2 11.2 11.2 44.4 10.5
Latin America 71.2 4.0 19.4 54 107.7
Sub-Saharan Africa 41.3 7.4 -2.9 54.2 20.9
Low-income countries 32.1 6.4 -14.4 75.9 30.3
Middle-income countries 64.2 12.2 15.0 8.6 259.6
All developing countries 65.4 11.2 7.2 16.2 266.5

aExcluding short-term debt.— PPeriod average; 1998-2000 for low-income and
middle-income groups (missing data for 2001).

Source: World Bank, Global Development Finance 2002, CD-ROM.

The external financing patterns of developing countries have raised two
different concerns. On the one hand, some sceptics challenge the conventional
wisdom that the high and rising share of FDI in external financing is good
newsfor middle-income countriesin Latin Americaand Asi&® . The dominance
of FDI, accompanied with the scarcity of private debt inflows, may rather
reflect weak institutions and deficient markets in developing countries (see
also Box).
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On the other hand, some suggest that FDI can play only alimited role in
development financing as “unfortunately, many low-income countries have
not benefited from theinternational investment surge”’® . The concern that low-
income countriesareleft on the sidelinesmainly refersto Sub-Saharan Africa,
which isplagued by high incidence of absolute poverty. Studies'© show that,
if current trends continue, poverty reduction in Sub-Saharan Africa will fall
grossly short of the international development goal for 2015 to halve the
incidence of absolute poverty. Consequently, the UN! reckonsthat the central
challengeisto attract FDI to amuch larger number of developing countries.

%A K CUTS FDI as a Source of Finance for Development ¢ 13



4
Minor Role of FDI in Relation
to Domestic Resources

The boom of FDI in devel oping countries did not only change the structure of
external financing but increased therole of FDI in overall capital formationin
developing countries. The share of FDI in gross fixed capital formation
amounted to about 13 percent in 1998/99, compared to slightly more than 5
percent in 1989-1994 (Figure 2). However, for most devel oping countries, the
mobilisation of domestic resources remains, by far, the most important
instrument for financing investment and, thereby, stimulating economic growth.
Itis, thus, worth recalling from the report of the High-level Panel on Financing
for Development2: “The primary responsibility for achieving growth and
equitable development lies with the developing countries themselves.... The
bulk of the saving availablefor acountry’sinvestment will always comefrom
domestic sources, whether the country is large or small, rich or poor.”

Figure 2: Contribution of FDI to Gross Fixed Capital
Formation in all Developing Countries, 1989-1999

percent 13.8
14 -
1 oo 11.7
10 - 9.1
. 7.7
6 5.2
4
2
0 . ; : . .
1989-94° 1995 1996 1997 1998 1999

aAnnual average.
Source: UNCTAD, World Investment Report 2001.
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Furthermore, itishardly possibleto establish aclear link between the share
of FDI in grossfixed capital formation and the attractiveness of aninvestment
location. Favourableinvestment conditions should not only induce higher FDI,
but should stimulate domestic investment at the same time.!® As a matter of
fact, FDI inflows in 1997-1999 and gross fixed capital formation (both in
percent of GDP) are correlated positively in a highly significant way across
developing countries, even though the relation between foreign and domestic
investment may be blurred by various factors (see Section 6.2 below).

It followsthat it isnot necessarily asign of favourableinvestment conditions,
if FDI accounts for a high share in overall investment. For example,
exceptionally high FDI sharesin countries such as Angola, Azerbaijan, Bolivia
and Georgiafreguently tend to result from somelarge FDI projects, motivated
by the availability of natural resources (e.g., oil), in combination with arather
poor general investment climate.

Likewise, thereisno clear link between ahigh share of FDI in grossfixed
capital formation and ashortage of domestic resources. It isworth noting though,
that the four countries just mentioned tend to be constrained in financing
domestically large projects in resource extraction. By contrast oil-producing
countries with higher per capitaincome such as Kuwait and the United Arab
Emirates, areless dependent on foreign financing for these activitiesand may,
therefore, report lower FDI shares.

Across all developing countries, however, the FDI shareis not correlated
with the per capita income of recipient countries. This finding has two
implications. First, as mentioned before, FDI must not be considered an
alternative to domestic resource mobilisation evenin poor devel oping countries.
Second, the chances of poor developing countries supplementing domestic
resources by attracting FDI may be better than widely suspected. The latter
issueisfurther discussed in the subsequent section.
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5
|s FDI Flowing Where
It is Needed Most?

While it is hardly disputed in the relevant literature that FDI can, at best,
complement domestic investment resources, it ismore contentiouswhether all
developing countries can actually draw on FDI as a complementary source of
financing investment, as FDI is concentrated in a fairly small number of
developing countries. For instance, morethan 80 percent of inward FDI stocks
in all developing and transition economieswerelocated in just 20 countriesin
2000, These were either very large (e.g., China, Brazil, Indonesia) or fairly
advanced (e.g., Hong Kong, Singapore, Korea, Czech Rep.) economies.

However, if one considers FDI in per capitaterms, FDI inflowsin 1997-
2000 were, onaverage, higher in small countriesthaninlarger countries (Figure
3). At the same time, per capita FDI flows to rich developing countries (i.e.,
countrieswhose per capitaincomein 1999 was above the median of the overall
sample) by far exceeded per capita FDI flows to poor countries. The latter
supportsthe sceptical view that it istypically more difficult for poor countries
to attract FDI.

If FDI inflowsarerelated to the recipient countries GDP, the pictureturns
out to be more favourable for poor developing countries. Measured by the
FDI/GDP ratio, developing countries with low per capita income and high
absol ute poverty, on average, received almost as much FDI as more advanced
developing countries. It must be taken into account, however, that FDI in low-
income countriesisfrequently concentrated in resource-based industries, which
may be characterised as foreign-dominated enclaves with weak economic
linkagesto thelocal economy of host countries. Economy-wide effects of FDI
on productivity and growth may be limited under such conditions.
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Figure 3: Per-capita FDI Inflows, 1997-2000% L ar ge versus
Small and Rich versus Poor Developing Countries®

uss
120 -

100 A

60 - 52.9

171

Large Small © Rich ¢ Poor

aAnnual average.— "Countries are considered to be large (small), if their population in 1999 was
above (below) the median of 8.0 million for the overall sample; countries are considered to be
rich (poor), if their per-capita income (PPP) in 1999 was above (below) the median of 3390
US$.— °Excluding Hong Kong and Singapore; if included, average per-capita FDI inflowswould
increase to 155 US$.— “Excluding Hong Kong and Singapore; if included, average per-capita
inflows would increase to 209 USS.

Source: UNCTAD, online data base; World Bank, World Devel opment Indicators, CD-ROM.
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6
Where the Benefits of FDI Go:
Major Issues

Even though the chances of poor and more advanced developing countries
attracting FDI may not differ as much as often feared, it is by no means
guaranteed that the benefits of FDI are essentially the samein poor and advanced
countries. The widely perceived advantages of FDI (see Section 2) may be
compromised in several waysin poor developing countries:

e Therelativestability of FDI, compared to debt-related capital inflows, may
not apply to small countries with low per capitaincome, in which FDI is
frequently restricted to afew FDI projects.

e FDI may crowd out, rather than supplement, domestic investment, if local
enterpriseslack competitiveness.

e Technological and managerial spillovers from foreign investors to local
enterprisesmay not devel op unlessthe host country has sufficient absorptive
capacity, such as skills.

e The economic growth effects of FDI may remain relatively weak in poor
developing countries.

e FDI can beexpected to benefit more skilled workersin devel oping countries,
thereby worsening the relative income position of the poor.

Some of these concernsare of minor relevance, whereas othersmay severely
constraintherole of FDI infinancing development whereit isneeded most, as
explained below.

6.1 Volatility of FDI

Various countries in Asia and Latin America witnessed the vagaries of
private international capital markets during recent financial crises, which has
highlighted the need for less foot-loose external financing. FDI is frequently
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perceived to provide the solution to this problem, even though the stability of
FDI may be overstated dueto the possibility of round-tripping (see Box above).

Keeping this qualification in mind, Figure 4 shows FDI to be lessvolatile
than other private (non-guaranteed) capital flow items. Moreover, additional
calculations for specific country groups (not shown here) do not support the
sceptical view that FDI tends to be less stable in poor developing countries.
On average, poor developing countries need not be concerned that their
development prospects are compromised by relatively morevolatile FDI flows.

Figure 4: Volatile and Stable Capital Flow Items (coefficient of
variation?for net inflowsto all developing countriesin 1980-2001)

20 - high volatility
i A

154

1.0 1

0.98
0.63
0.5 4
0.20
0.0 T T T ) low volatility
FDI

short- Iprivate non port-

public official
term guaranteed folio debt flowd'
debt debt® equity

aStandard deviation divided by mean.— PLong-term debt.— L ong-term; including publicly
guaranteed debt from private creditors.— 9L ong-term debt to official creditors (excluding
IMF) plus official grants.

Source: World Bank, Global Development Finance 2002, CD-ROM.

Nevertheless, thevolatility of FDI variesgresatly acrosscountries. Typicaly,
the lower the annual average of FDI flowsto a country, the more volatile FDI
tends to be. Devel oping countriesin which FDI flows proved highly unstable
are concentrated in Africa. The volatility of FDI has a consistently negative
impact on growth in developing countries!®. Consequently, it is mainly in
African countries that FDI may have limited effects on economic growth and
poverty aleviation.
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6.2 FDI and Domestic | nvestment

As mentioned in Section 4, it does not come as a great surprise that FDI
inflowsand overall investment in the recipient countriesare positively correlated
across countries. Foreign and domestic investors alike can be expected to
respond to the same favourable economic fundamentals by investing more. A
certain bias of FDI against countriesin which low domesticinvestment renders
the need for FDI most urgent followslogically.

However, the correlation between FDI and domesticinvestment isweakened
by several factors. Government regulations often prevent foreign and local
investors from reacting to economic fundamentalsin asimilar way. Ontheone
hand, FDI remainsrestricted in variousinstances, either generally or in specific
sectorsreserved for local investors. For example, the regulatory environment
helpsin explaining why the FDI/GDPrratio of Brazil wasamost fivetimesthe
corresponding ratio in India, although the overall investment ratio hardly
differed between these two countries.

On the other hand, local investors are sometimes discriminated against,
e.g., when incentives such as tax concessions are available only to foreign
investors. A comparison between China, Malaysiaand Koreaistelling in this
regard. While all the three countries reported overall investment ratios which
clearly exceeded the averagefor all developing countries, the FDI/GDP ratios
of Chinaand Malaysiawere about threetimestheratio of Korea. In contrast to
K orea, the competition between foreign and privatelocal investorswasdistorted
against the latter in the other two countries; local entrepreneursin Chinawere
politically suppressed until recently and faced serious credit constraintswhich
worked in favour of FDI6.

Apart from policy-induced distortions, the correl ation between foreign and
domestic investment depends on whether FDI crowds out local investment.
Fears of crowding-out, that is, foreign investors out-competing domestic
investors so that the latter invest less, werewidespread in developing countries
in the past, but may have diminished since several studies have found no
evidence to this effect'” . The predominant view now seems to be that “FDI
tendsto ‘crowd in" domestic investment, as the creation of complementary
activities outweighs the displacement of domestic competitors’8.

However, somewarnings may bewarranted. Some believethat most of the
effect of FDI on economic growth derives from efficiency gains rather than
FDI-induced additional investment!®. In addition, the effects of FDI on domestic
investment differ considerably between regionsand countries and some studies
found that only in Asia is there strong evidence of crowding-in, whereas
crowding-out has been the norm in Latin America°.

For ng the role of FDI in financing economic devel opment in poor
recipient countries, it would beimportant to know the reasonsbehind thevarying
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effects of FDI on domestic investment. This is largely unexplored territory,
however. Crowding-out may bemorelikely, if mergersand acquisitions(M&AsS)
are the dominant form of FDI inflows. This could help explain crowding-out
in Latin America, where M& Asfigured much more prominently thanin Asia2.
It may also be suspected that positive investment effects of FDI depend on
effective screening, i.e., the government’sability to target FDI projectsthat do
not displacelocal firmsand on the availability of competitive local businesses
to promote forward and backward linkages of FDI22. Crowding-in may, then,
be hampered in poor devel oping countries |acking administrative capabilities
for effective screening of FDI and a competitive business sector. At present,
the bottom line seemsto bethat apositiveimpact of FDI on domesticinvestment
is not guaranteed.

6.3 Spilloversof FDI and Growth

Similar qualifications apply when it comes to the productivity-increasing
effectsof FDI in devel oping countries. As noted before, FDI not only involves
thetransfer of capital, but isalso regarded as apowerful mechanism to transfer
technology and know-how to host countries. Yet, it remains open to debate to
which extent and under which circumstances FDI-rel ated transfers of technology
and know-how result in productivity gains. The significance of spilloversto
local firmsand workersiscrucialy important in thisregard. Through spillovers,
FDI could boost the productivity of all firms, not just the productivity of firms
inwhich foreign investors engage.

Spilloverswork through several channels, among which thefollowing three
figure most prominently in the relevant literature:23
1. Vertical linkages: Local suppliers of inputs demanded by multinational

corporations and local buyers of products offered by multinational

corporations can benefit from transfers of technology and know-how.

2. Horizontal linkages: Linkages between foreign and local firms operating
inthe sameindustry may promote technological and managerial imitation,
aslocal firms facing fiercer competition can be expected to make use of
demonstration effectsin order to improve their productivity.

3. Linkagestransferred by workers: Local firms hiring workerswho were
previously trained by multinational corporations may benefit from the
enhanced skills of these workers.

Therelevance of such spilloversis hard to quantify and the evidence from
case studies is mixed.2* As it seems, host country and host industry
characteristics determine the impact of FDI. Hence, “ systematic differences
between countries and industries should be expected. Thereis strong evidence
pointing to the potential for significant spillover benefits from FDI, but also
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ample evidenceindicating that spilloversdo not occur automatically.”?® Inthe
present context of FDI as a driving force of economic development in poor
countries, it is important to note that the capability of local firms to absorb
superior technology and knowledge appears to be a decisive determinant of
whether or not the potential for spillovers will be realised.

As a consequence, many poor developing countries may find themselves
inacatch 22 situation: FDI-induced spilloverswould be required most urgently
in poor countriesto narrow particularly wide productivity gaps. However, itis
exactly thetechnol ogical backwardnessthat constrainsthe poor countriesfrom
benefiting from spillovers. Local firms often are too far behind in terms of
technological and managerial development for imitating technol ogies applied
by foreign investors or becoming involved asinput suppliers. Asargued inthe
remainder of this section, empirical investigations of the economic growth
effectsof FDI in devel oping countries add to the concern that the benefits may
not go where they are needed most.

The available evidence on the growth impact of FDI remains far from
conclusive. First, in contrast to macroeconomic studies, firm-level studies do
not lend much support for the view that FDI accelerates overall economic
growth?. Second, various macroeconomic studies may not be reliable, since
they do not control fully for reverse causality (i.e., FDI being the result of,
rather than the cause for, higher growth) and country-specific effects. Studies
that try to eliminate these potential biases?” fail to establish apositiveinfluence
of FDI on economic growth. It israther suggested that sound economic policies
stimulate growth and, at the same time, provide afavourable climate for FDI.

Third, and most importantly in the present context, even studiesdrawing a
somewhat brighter picture typically revea that the growth impact of FDI
depends on whether or not certain pre-conditions are given in developing
countries. Various studies stress different conclusions, such as:

e Opennessto tradeis essential for reaping positive growth effects of FDIZ,
e Thelarger thetechnological gap between the host and the home country of

FDI, the smaller the impact FDI will have in the former?,

e Beow athreshold level of financial market development in the host country,

FDI will not exert beneficial effects on growth®.

e FDI raises growth only in countries with a sufficiently qualified labour
force®L.

In one way or another, recent studies echo the earlier finding® that the
positive impact of FDI on economic growth is confined to higher-income
developing countries. Asit seems, developing countries must have reached a
minimum level of economic devel opment before they can capture the growth-
enhancing effects of FDI. To put it more bluntly, poverty tends to severely
constrain the role FDI can play in eradicating poverty.
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6.4 Distributional Effects of FDI in Recipient Countries

Sometimes, it is simply assumed that FDI will contribute to poverty
alleviation — an assumption which largely ignores the findings reported in the
previous section.® Few studies have dealt explicitly with the links between
FDI and poverty alleviation. Recent work3* suggeststhat adirect link between
FDI and poverty reduction does not exist, while three indirect links are
considered possible:

(i) FDI-induced increasesin national income offer a potential to benefit the
poor.

(if) Well-developed linkages between foreign firms and local suppliers may
generate employment opportunities for the poor.

(iif) FDI may lead to higher wages.

Asargued above, the former two indirect links are rather unlikely to result
in poverty reduction where the incidence of absolute poverty is particularly
high. The growth effects of FDI and FDI-induced spillovers are hampered
under conditionstypically prevailing in the poorest countries. With regard to
thethird link, criticsof globalisation, including representatives of trade unions
inindustrial countries, blame multinational corporationsfor paying sub-standard
wages to workers in developing countries and forcing them to work under
“sweatshop conditions’. Thisseemsto imply that FDI in devel oping countries
isadding to, rather than reducing, poverty. However, evidence® rather suggests
that FDI improvesthewelfare of workersin developing countries, by increasing
the demand for labour and by paying higher wagesthan prevail locally. Thisis
not to ignore that the wages paid by multinational corporationsin developing
countriesmay still be extremely low by the standards of their home countries.

While all workers comparatively benefit from being employed by
multinational corporations, relatively skilled workers may benefit significantly
more than unskilled workers, who can reasonably be assumed to be poorer
than skilled workers. Foreigninvestorstend to apply more advanced production
technol ogiesthan local firms operating inthe same sector, and FDI isfrequently
concentrated in relatively skill-intensive sectors (such as resource extraction
and sophisticated manufacturing). As a consequence, the labour demand of
foreign investors is biased towards higher skills. Not surprisingly, the wage
premium paid by multinational corporationsin developing countriesis larger
for skilled workersthan for unskilled workers® . Moreover, it is questionable
that FDI benefitsthe poorest segment of the popul ation working in theinformal
sector. Employment in theinformal sector may evenincrease, if foreigninvestors
acquire local firms and shed unqualified labour as a consequence of |abour-
saving technological progress.
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Hence, significant poverty alleviation through FDI-induced wageincreases
isunlikely, especialy inthe case of resource-based devel oping countrieswith
alargeinformal sector. Harsh critics of FDI often fail to take into account that
FDI may lift at least some workers out of absolute poverty, even if the overall
income distribution becomes more uneven. On the other hand, it appearsto be
wishful thinking that higher inequality going along with FDI in developing
countriesisjust ashort-term phenomenon. Aslong as FDI-induced productivity
improvements are weak, for the reasons given before, another indirect way of
poverty aleviation through drawing on FDI does not offer much relief either:
revenues, which the host country’s government may derivefromtaxing foreign
investors and use for funding assistance to the poor, will remain limited.3”
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7
Conclusions

For FDI to help achieve the internationally set development goal of halving
absolute poverty, two conditionshaveto be met. First, poor devel oping countries
need to be attractiveto foreign investors. Second, the host-country environment
inwhich foreign investors operate must be conduciveto favourable FDI effects
with regard to overall investment, economic spillovers and income growth.
To acertain extent, these two requirementsinvolve similar challenges for
developing countries. The literature on the determinants of FDI suggests that
the driving forces of FDI include the development of local markets and
institutions, an investment-friendly policy and administrative framework, as
well as the availability of complementary factors of production.3® The
discussion in the previous sections provided various indications that these
factorswould also help ensure favourabl e effects of FDI inthe host countries.
Nonethel ess, the two i ssues should be kept apart. Meeting thefirst condition,
i.e., attracting FDI, is no guarantee for reaping beneficial effects of FDI.
Measured as FDI/GDP ratios, devel oping countrieswith low per capitaincome
and high absolute poverty received, on average, almost as much FDI as more
advanced developing countries. Yet, weak markets and institutions typically
prevailing in poor countries may seriously constrain the growth-enhancing
effects of FDI. In other words, it appears much more difficult to benefit from
FDI thanto attract FDI.3° Resource-based countrieswith low per capitaincome
frequently exemplify this dilemma. Many of these countries reported fairly
high FDI inflows, but the enclave character of FDI rendersit unlikely that FDI
contributes significantly to economic growth and poverty alleviation.
Thisleadsto the conclusion that the international community isfocussing
on the wrong question, when, for example, the UN* argues that the central
challengeisto attract FDI to a much larger number of developing countries.
Succeeding in this respect would only solve the minor part of the problem. It
cannot simply be assumed that FDI will contributeto poverty reduction, through
fostering growth in poor developing countries. The findings reported above
suggest that the current euphoria about FDI may give rise to unreasonably
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high expectations. More FDI in more developing countries might even turn
out to bethe harbinger of another backlash against multinational corporations,
unless the benefits of FDI are widely spread across developing countries.

Another warning may be warranted in this context: “It would be afolly to
expect profit-maximising firms, bethey foreign or locally owned, to specifically
address the development objectives of host countries. They do contribute to
development objectivesif —and only if —the business environment is conducive
to efficiency of operations.”*! The crux is that creating an environment in
which FDI isnot only profitablefor multinational corporationsbut also delivers
socia returnsby contributing to devel opment objectives amountsto adaunting
task, exactly where development needs are most pressing.

Structural weaknesses impeding technological and managerial spillovers
of FDI are difficult to overcome. Attempts by various devel oping countriesto
compensatefor thelack of market-driven linkages between foreign and domestic
firms, by imposing local-content requirements and technology-sharing
requirements on multinational corporations, often proved “harmful —actually
damaging — to the growth and welfare of the developing countries’#2. For
multinational corporationsto accept such performance requirements, they were
frequently offered protection from local and foreign competition asaquid pro
guo. Incentivesfor productivity increases were weakened in thisway.

A similar dilemma is involved when foreign investors are granted tax
incentivesor outright subsidies. In principle, special incentivesmay bejustified,
to the extent that FDI resultsin spillovers, in order to bridge the gap between
the private and social returns of FDI*3. However, it is far from obvious that
FDI incentives are cost-efficient, once it is taken into account that spillovers
do not occur automatically. Moreover, the discrimination of domesticinvestors
resulting from FDI incentives tends to discourage domestic resource
mobilisation, which clearly represents the most important source of financing
economic development.

In the absence of a quick-fix for deriving more benefits from FDI, poor
developing countries are well-advised not to expect too much from FDI. For
various countries, it may take considerabletimeto reach the minimum level of
economic development, which, according to the available evidence, seemsto
be required for FDI to provide a strong catalyst for growth. Theinternational
community should be aware that FDI falls grossly short of providing an easy
solution to the most pressing devel opment problem, i.e., the disturbingly high
incidence of absolute poverty in many devel oping countries.
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