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The purpose of this paper is to document the trends in private capital flows to
developing countries since 1982 by focusing on the flows and geographical distribution
of foreign direct investment (FDI), and to provide a comprehensive explanation of the
underlying factors. Private capital flows, as defined in this paper, have two major
components: FDI and private borrowing.! Prior to 1973, the share ofFDI was greater
than that of private borrowing in private capital flows. After 1973, however, the share
of private borrowing surpassed that ofFDI. In the 1980s, especially after 1982, the
trend was again reversed in favor ofFDI. During this period total private capital flows
to developing countries have been declining largely owing to an absolute decline in
the volume of private borrowing, while FDI flows in general have been sustained. But
these FDI flows were unevenly distributed among developing countries.

There is a consensus in the scholarly literature on the sustained FDI flows to
developing countries! Many believe that a growing recognition of the need for FDI
has been at the root of this trend? Several considerations lie behind this recognition:
the adverse impact of private borrowing; advantage ofFDI in providing both capital
and technology; and changes in the international economic situation, technology, and
company-government relations. Others point to the changing perceived role ofFDI
and the marked liberalization of policies toward it in developing countries.4 Many
developing countries find it advantageous to rely more on FDI owing to its possible
long-term beneficial itnpact on a country's development. The new attitude toward
FDlhas been even more noticeable in developing countries with a socialist orientation
such as China. It is perhaps accurate to say that the aforementioned developments
with respect to FDI are themselves the product of complex social, economic, and
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political changes that are taking place at both the national and the international levels.
The impacts of these changes on FDI flows, however, remain scarcely analyzed in an
integrative manner.

Most also agree that FDI flows were unevenly distributed among developing
countries in the 1980s.' Regarding the underlying causes, the literature mainly
emphasizes economic aspects, and many analyses focus on demand-side factors, i.e.,
conditions in developing countries such as natural resources endowment, domestic
market size, rate of economic growth, foreign investment policies and incentives, and
industrial capabilities.6 Another demand-side factor, the emergence of new markets
for FDI,largely in the former socialist bloc, is yet to receive serious attention. Only
a few mention the supply-side determinants, such as technological innovations in
developed countries and the rise of service FDI.7 Comprehensive research incorporating
economic and political factors as well as supply and demand sides is gencrallyrare.

Building upon this literature, we will offer a more integrative and comprehensive
analysis. The conceptual framework of the paper is presented in figure 1. In particular,
we argue that the sustained FDI flows can be accounted for by four major causes: the
paradigmatic shift in development thinking, the domestic urgency for economic
growth in developing countries, the globalization of production and services, and the
changing international environment. These four factors not only cover some of the
most important causes ofFDI flows identified in the literature, they also reformulate
the issue by placing it within the framework of the ongoing global restructuring. We
also maintain that the majorundcrlying causes of the uneven geographical distribution
of FDI flows have to be sought in the changing nature of FDI supply, varying
economic conditions, and different investment environments in developing countries.
This new formulation thus incorporates both supply- and demand-side analyses and
offers a more comprehensive explanation.

We shall show that the combined effect of an overall decline in private capital
flows to developing countries, the uneven distribution ofFDI flows, and chronic trudc
imbalances has been a shortage of foreign exchange in many developing countries.
This shortage, along with other contributing factors, has in turn led to domestic
economic decline. There arc, however, some policy measures available to developing
countries that wish to attract more FDI. These include adopting a positive attitude
toward FDI, liberalizing economic policies, seeking different forms of foreign
investment, and developing human capital as well as industrial capabilities. Developing
countries can also enhance the positive contributions of FDI through carefully
screening technologies brought in by FDI, skillfully designing fiscal incentives, using
zone policy at an appropriate stage of development, and establishing better support
and diffusion systeIns for technology transfer.

In the following pages, the first section will document the changing trends in
private capital flows to developing countries by focusing on the flows and geographical
distribution of FDI. Section 2 will concentrate on the causes of the sustained FDI
flows, while section 3 will provide an explanation for the uneven geographical
distribution of FDI flows. In the final section. we will discuss the consequences of
these trends for developing countries and speculate on policy options for their
governments. focusing on measures that can enhance the positive contributions of
FDL Our theoretical arguments are complemented by a longitudinal series of data on
external financing for developing countries between 1973 and 1992. The data are
drawn primarily from documents published by the International Monetary Fund



(/)z
0~«u~a.~
>-u~
0a.

(/)
w
uzw
:;)
0
w
(/)z
0u

(/)
c
zw~
I-

CI)w
CI)~<
<.>

c 8''~~
.c -
(J)~u-~ c
= ~
E E
~Q

-a"0-; ~
Q.~

=
~~c e~"
:5 .~" E'" 0on cI 
~ 8
oWc...E

j~~i;~1
's.:s
~i

is

~

ocn ~E
~~ SI:tv- I:
"~I: -e-n 00">tv: I:

l .o"!j "- WI: 0" 00

(3'8 ~~ .cI 
tl. (.J

i

I

~-
-0.I:
Q.Uo

leo
8'c
":8~ ~

i c ,e..~> ..~-cO
:J

~~.c1-
10

OJI 
~~ >.
-""5.co Q.
Z ~
CI(/)1.5 -
ClC
c:LLco-

jR 0

<J
-e
0 I/)c c
0 0<J~

W'6
g'8
--(.)~
to~

'il

s~
.g~~n.

c
Q)

§!!II) C
Q) Q)
> E

E. C[- eC -
Q) >
~ c

~w
[0

eI 
4>
:5
0

tIi
~

't:
-.==
0u
00c

'6.
0~
>
~
Q
,S

~...
r.E~
~~
e
e~
-=
[~
co>c
0U
<-
00~

FD~ign Direct Investment in Developing Counaies 169

'~,,"~;.
1.'--","



170 Hooshang Amirahm8di and Weiping Wu

(IMF) and. the United Nations Center on Transnational Corporations (UNCTC).
Additional support is drawn from the scholarly literature and government reports.

Changing Trends in FDI Flows and Their Uneven Geographical Distribution

As a worldwide phenomenon, Fill began in the late nineteenth and early twentieth
centuries. But for decades it made up only a small ponion of foreign investment. In
1914, for example, 90 percent of all foreign invesunent flows took the portfolio form.8
Meanwhile the composition of foreign investment was gradually shifting. Already in
the 1920s, about a quaner of such flows took the form ofFill. World War I and the
Great Depression caused the collapse of the world monetary system in 1930, leading
to the collapse of portfolio investment.9 The interwar years also experienced a sharp
decline in the magnitude of foreign investment. FDI proved more resilient, however,
and recovered slightly in the late 1930s. The post-World War II years witnessed a
renewed expansion of FDI. The increase in FDI flows to developing countries was
more prominent after the 1960s. They rose from an average of under US $2 billion
per annum in the early 1 960s to an average of around $8 billion per annum between
1974 and 1982.10 In 1973, FDI flows to developing countries were $4.4 billion per
annum. and by 1982 they reached $19.8 billion per annum (table 1). This level
remained more or less stable at an average of $17 billion per annum until 1992, when
FDI flows reached a peak of$30.1 billion per annum. The qualitative leap in the 1980s
lies in the change from a one-digit figure to a double-digit magnitude in FDI flows to
developing countties. Yet this trend ofFDI flows to developing countries seems less
significant when viewed in the context of the global FDI flows. Both developed and
developing countties experienced increased FDI flows in the 1980s, but the share of
developing countties in the world total ofFDI flows has in fact declined.

TABLE 1
DEVELOPING COUNfRIES: EXTERNAL FINANCING. 1973-1992

(Billions of U.S. Dollars)
1973 1974 1975 1976 1977 1978 1978 1980 1981 1982

79.3 88.1 100.5 142.4 124.431.7 40.S 49.2 SS.7 59.5Total extcroal fmancing. net

9.7 -1.3
4.4 -1.5

9.4
6.1

6.0
1.9

10.7
4.5

11.1
7.0

17.6
8.3

11.4 21.4 26.0
3.7 17.6 19.8

Non-dcbt-creating flows. net
Foreign direct investment

22.0 41.8 39.9 49.7 48.8 68.2 70.5 89.1 121.0 98.4
16.3 31.6 24.1 31.2 33.3 50.3 38.3 60.2 83.5 53.1

External borrowing, nct
Private borrowing

75.6 113.6 108.3 129.580.0 58.4 57.1 74.1 66.8 57.0Total external financing, net

31.6 32.6 42.4 15.9 50.4
16.7 16.7 19.3 25.2 30.1

25.8 35.7
10.2 14.4

15.5
13.5

19.0 29.S
13.S 10.S

Non-debt-creating flows. net
Fomgn direct investment
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The share of FDI in private capital flows to developing countries did increase
significantly after 1982 in contrast to the period from 1973 to 1982. when private
borrowing made up a larger share (figure 2). The expansion of private borrowing
accelerated after the oil shock of 1973-74. In 1973, private borrowing was only US
$16.3 billion. and it reached a peak of$83.5 billion in 1981 (table 1). The situation
changed dramatically after 1982. however. when Mexico announced a de facto
default on its debts. Thereafter the volume of private borrowing by developing
countries declined sharply at a faster rate than its expansion in the 1970s. As a result.
the share of FDI in total private capital flows increased after 1982. although its
absolute volume has remained more or less constant. In 1983, for the first time since
1973. FDI accounted for over half of private capital flows to developing countries.
This level was sustained throughout the 1980s.

FDI inflows were unevenly distributed among developing countries and regions
in the 1980s. Asia proved to be the biggest destination for FDI. Between 1983 and
1990. a total of US $89.61 billion FDI flowed to Asia. and this represented over half
of FDI inflows to all developing countries (table 2). The Western Hemisphere. or
Latin America. followed Asia with a share of23. 7 percent. In previous periods. Latin

TABLE 2
DEVELOPING COUNTRIES: FDI INFLOWS BY REOION. 1983.1990

(Billions of U.S.DoIIan)

All developing
cmmmes 16.29 16.13 12.25 13.24 18.33 25.33 31.13 28.65 161.34

Africa 1.19 1.11 0.75 0.55 1.39 1.20 2.68 1.20 10.07
Nigeria 0.34 0.20 0.48 0.17 0.60 0.38 1.88 0.59 4.64

Asill 5.84 5.47 5.06 7.06 12.67 16.15 18.80 18.55 89.61
China 0.64 1.26 1.66 1.88 2.31 3.19 3.39 3.49 17.82
HODg Kong" 0.56 0.68 -0.14 0.99 3.36 2.44 1.40 -9.28
~ia 0.29 0.22 0.31 0.26 0.39 0.58 0.68 0.96 3.69
Malaywia 1.26 0.80 0.70 0.49 0.42 0.72 1.67 2.90 8.95
Singapore 1.13 1.30 1.05 1.71 2.84 3.65 4.21 4.81 20.70
SouthKorca 0.07 0.11 0.23 0.44 0.60 0.87 0.76 0.72 3.79
Taiwan" 0.15 0.20 0.34 0.35 0.80 0.97 1.62 -4.43
Thailand 0.3S 0.40 0.16 0.26 0.35 1.11 1.78 2.38 6.79

Eurupe 0.16 0.22 0.19 0.21 0.20 0.47 1.05 1.18 3.68

Middle East 5.59 6.10 2.23 2.29 -0.14 1.45 1.87 0.39 19.78
Egypt 0.49 0.73 1.18 1.22 0.95 1.19 1.62 0.95 8.31
Saudi Arabia 4.94 4.85 0.49 0.97 -1.18 -0.33 -0.31 -9.44

Watem
Hemisphere 3.51 3.23 4.02 3.12 4.22 6.06 6.73 7.32 38.21
Argentina 0.19 0.27 0.92 0.57 -0.02 1.15 1.03 2.04 6.14
Brazil 1.56 1.60 1.35 0.32 1.23 2.97 1.27 -10.29
Colombia 0.62 0.58 1.02 0.67 0.32 0.20 0.58 0.50 4.50
Mexico 0.46 0.39 0.49 1.16 1.80 0.64 2.65 2.55 10.13

100.0
6.2
2.9

5S.S
11.0
5.8
2.3
5.5

12.8
2.4
2.7
4.2

2.3

12.3
5.2
5.8

100.0
46.1

100.0
19.9
10.4
4.1

10.0
23.1

4.2
4.9
7.6

100.0
42.0
47.7

100.0
16.1
26.9
11.8
26.5

23.7
3.8
6.4
2.8
6.3

SOURCES: Compiled from IMF. Balance of Payment Statistic.r Yearbook (Washington. DC: IMF .1990 and 1991):
United Nations Center on Transnational Corporations (UNCTC). World [1I_ellr Directorv J 992: Asia alld the
Pacific (New York: United Nations. 1992): and Council for Economic PI&nn1ng and De"velopment. "Taiwan
Statistical Data Book" (Taipei. Republic of Taiwan. 1993).
NOTES: Only COlDltries receiving significant amount of FDl are listed. Data are not adjusted against inflation.
'Figures for Hong Kong and Taiwan are converted from dom~c cunmcies by using end-ot--year exchange rates.
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America absorbed half of all FDI inflows to developing countries. I I The decade of the
1980s was in fact a period of drastic decline in FDI inflows to this region. The Middle
East received a share of only 12.3 percent and Africa a minimal 6.2 percent (fig. 3).
FDI inflows were also concentrated in a small number of developing countries. The
largest recipients were Singapore, China, Brazil, Mexico, Saudi Arabia, Hong Kong,
Malaysia, and Egypt, each having over a 5 percent share of total FDI inflows to
developing countries and together having over 58.8 percent (fig. 4). A total of 15
countries received 80 percent of all FDI inflows to the developing world. Within each
region, FDI inflows in the same period were also highly uneven. Nigeria alone
accounted for 46.1 percent in Africa; Egypt and Saudi Arabia together had close to
90 percent in the Middle East; and Argentina. Brazil. Colombia, and Mexico brought
in 81.3 percent in Latin America. Eight countries or territories in Asia-China, Hong
Kong, Indonesia, Malaysia, Singapore. South Korea. Taiwan. and Thailand-together
accounted for over 84 percent of total FDI inflows to Asia. For the entire decade of
the 1980s, they in fact took in over 90 percent of such flOWS.12 Singapore and China
each took in about 20 percent. Between 1983 and 1990, the four newly industrializing
countries (NICs), including Hong Kong, Singapore. South Korea, and Taiwan.
received 42.6 percent of FDI inflows to Asia and 23.7 percent to all developing
countries.

Underlying Causes of the Sustained FDI Flows

While many factors may be identified as underlying the trend toward the sustained
FDI flows since 1982, including those listed as contributing to their uneven geographical
distribution, we believe four sets of factors are the most critical and directly relevant.

Fig. 3. Developing Countries: Geographical Distribution ofFDI Inflows, 1983-1990.
SOURCE: Based on table 2.



174 Hoosbang Ami1'ahmadi and Weiping Wu

Fig. 4. Developing Countries: Major Destinations for FDI Inflows, 1983-1990.
SOURCE: Based on table 2.

They are the paradigmatic shift in development thinking in recent years. domestic
urgency for economic growth in developing countries, globalization of production
and services, and changing international environment. In the following pages, we will
discuss these factors and indicate their impacts on FDI flows.

The Paradigmatic Shift in Development Thinking. For quite a while in the 1960s
and 1970s, development studies were dominated by the dependencia theory .13 This
school of thought treats the social and economic development of underdeveloped
countries as being conditioned and dominated by external forces, namely, developed
imperialistic countries. It also argues that the penetration of multinational corporations
(MNCs) into economies of developing countries, especially into their potentially
most dynamic sectors, leads these countries toward further "maldevelopment."14 The
dependency school greatly affected policy discussions in the 1960s and 1970s, and
its influence resulted in governments of developing countries increasingly tightening
their control over FDI; in some cases, policy options led to complete autarky and
nationalization of foreign capital. The dependency theory began losing its grip over
development th;nk:ing in the late 1970s and the 1980s, when the rival interdependence
theory emerged. l' The interdependence theory asserts that developing countries are
becoming increasingly important to the advanced industrialized countries owing to
the latter's growing dependence upon products of developing countries. This
interdependence has also created a collective decision-making environment in the
global economy. As a result. the whole context of policy debate has gradually shifted
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away from the confrontational approach to Fill and MNCs. There is now a growing
recognition that foreign investors can contribute to the development of developing
countries by enhancing the latter's foreign exchange earnings, sharing in large project
risks, and becoming a vehicle for technology transfer .16

A second paradigmatic shift is reflected in a growing tendency for privatization in
many developing countries. 17 This covers a range of policies from those of governmental
disengagement and deregulation to the sale of publicly owned assets. Just as the 1960s
and 1970s were characterized by the rapid expansion of public sectors, the 1980s
witnessed widespread attempts to curtail the economic role of the state. This tendency
renders a return to market mechanisms in many developing counnies. where public-
private partn~p is seen as a necessary condition for development. Private enterprises
are also becoming the major moving forces of these economies and governments have
given them more freedom and assistance in seeking economic cooperation with
MNCs. This cooperation becomes appealing to developing counnies. because FDI is
a means of obtaining not only capital but also technology, management skills,
marketing know-how, and export outlets. IS

The paradigmatic shift has also been influenced by the demonstration effects of
certain successful strategies followed by a few developing counnies. the so-called
NICs in particular.19 During the past two decades, Taiwan. South Korea., Singapore,
and Hong Kong have witnessed the most rapid economic growth of all developing
counnies. Their expon-oriented development strategy, particularly the emphasis on
foreign investment and trade, is considered the main cause of their success. Singapore,
among the four, has relied most on FDI. One-third of all firms in Singapore are either
wholly or majority foreign owned. South Korea., instead. is more receptive to other
forms of foreign capital, including foreign aid, loans, and contractual arrangements.
Taiwan and Hong Kong lie somewhere in the middle of the spectrum. It must be noted,
however. that these countries took a "command capitalism" approach and were
t"ortooate to have largely unresnicted access to Western markets.20

The Domestic Urgency for Economic Growth in Developing Countries. The late
1970s and 1980s wittlessed a declining level of economic activity in most developing
counnies. Many counnies in Africa., the Middle East, the Western Hemisphere. and
Europe experienced stagnant growth of per capita GDP, and in some years even
negative growth (table 3). Asia as a whole was the only exception. On average,
counnies of sub-Saharan Africa and Latin America suffered an absolute decline in the
standard of living during the 1980s. Given the deteriorating economic situation, many
developing counnies feel the need for revitalizing their economies. This urgency has
also been the product of massive grass-roots pressure and the changing political
environment. The extreme poverty and high unemployment rates in many developing
countries, especially the low-income ones, have continually caused political upheavals.
Indeed, economic downturn began to threaten political regimes in Panama., the
Philippines, Turkey, Kenya. Tunisia. Nigeria. and the Eastern European counnies.In
other developing countries, the political manifestation of declining economic situations
has been less severe, mainly because they are ruled by dictatorships. This changing
political economy, together with the debt crisis and the austerity measures required
by the International Monetary Fund (IMF) and the World Bank, is prodding these
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states to noImalize their economies and put them on a growth path in order to maintain
political stability.

TABLE 3
DEVELOPING COUNTRIES: REAL PER CAPrr A GDP. 1973-1992

(Percentage Annual Change)

Average
1973-82 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

1.7 -0.3 1.8 1.6 1.8 2.1 2.1 1.4 -0.7 -2.0 1.2
--3.8 -1.8 1.0 -1.3 -1.8 1.2 0.7 -0.8 0.3 0.3
3.2 6.1 6.6 5.2 5.0 6.3 7.2 3.4 3.6 3.4 3.6
2.8 1.4 1.7 0.6 3.0 2.3 3.7 1.3 -3.3 -9.7 -3.9
0.5 -3.0 -3.3 -2.1 -3.8 -2.7 -4.0 1.9 -1.9 -5.9 8.4
1.6 -4.8 1.4 1.1 1.6 1.2 -1.9 -0.6 -2.8 -0.8 -0.2

All developing COlmtties
Africa
Asia
Europe
Middle East
Westem H~~ere
SOUR.CES: Compiled from IMF. World Economic Outlook (Wasbington. DC: IMF. May 1991 and
October 1991).

This need for economic revitalization, however, is hampered by several obstacles.-!
Among these is the dependence of domestic production on foreign markets for such
production inputs as raw materials. intermediate goods, and capital. goods including
machinery, equipment, technology, and managerial skills. This dependence is critical,
because most developing countries have chosen industrialization as the route to
development, The situation was exacerbated by the import-substitution strategy
implemented by many developing countries in the 1960s and 1970s. The reliance of
these countries on imported oil is also significant, as indicated bythepoorperformance
of these economies in the early 1970s and 1980s, when oil prices skyrocketed. The
demand for imported production inputs triggers a large demand for foreign currencies,
which can be raised through export earnings, external borrowing, and FDI, to name
the three main channels.

The export earning situation for many developing countries was not favorable in
the 1980s owing to undesirable demand and supply conditions.': These countries
could not compete in international markets, and where they did enjoy a comparative
advantage, they did not have access to markets in industrial countries. External
borrowing has also proved to be unpredictable and inflexible in terms of obligations,
and unobtainable for many developing countries. These unfavorable situations in
export earnings and external borrowing have made it necessary for a major shift in the
composition of private capital. flows to developing countries toward an increasing use
ofFDI. Many Third World leaders now often see FDI as a panacea when they are
confronted with economies that are plagued by severe difficulties.~ In particular, they
turn to developed countries for FDI, which they hope will lead to growth and
prosperity .

The Globalization of Production and Services. The globalization of production is
another major factor responsible for the sustained FDI flows. Beginning in the late
1 970s, many industries in Western developed countries, particularly manufacturing
industries, started to experience declining profit rates. This was the result of a
complex set of social, political. and economic factors emerging in these countries,
including the stagnation in productivity growth, breakdown of the capital-labor~
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accord. and. .intensification of intereapitalist competition. bo,th domestically and
internationally. Many firms were forced to rationalize their production process by
relocating to places where production costs were lower or access to potential markets
was greater.2.4 In addition. development of modem communication and transportation
technologies made it possible for production to expand geographically. Thus, many
developing countries became hosts to branch plants ofMNCs as well as to small- and
medium-sized firms from developed countries. This process of globalization of
production first happened in labor-intensive manufacturing industries. In the 1980s,
owing to technological innovations in developed countries, the capital intensity of
these manufacturing activities increased; at the same time, some high-technology
industries also became globalized.

With the globalization of production came the internationalization of services and
business activities.25 The need to support MNCs in manufacturing by providing
services in trading, design, marketing, transportation. communication, banking, and
insurance led to foreign investment in the service sector of developing countries. The
globalization of services was in fact lagging behind that of production until the early
1970s, but it expanded rapidly in the last two decades. It would be misleading,
however, to conclude that service FDI has been replacing industrial FDI, although the
share of service FDI has grown very quickly. It is more reasonable to say that service
FDI has been following industrial FDI to developing countries. Most of service FDI
is in intermediate and producer services, serving the same customers as in industrialized
countries. With the rapidly growing economies and increasing consumer purchasing
power in some developing countries, such as the NICs, consumer service activities
began to flow to these countries as well.

The Changing International Environment. The surplus problem. or money shortage,
in the international banking system has forced developing countries to cut back on
private borrowing. In the 1970s and early 1980s, most private lending to developing
countries came from the OPEC countries' petrodollars recycled through the
Euromarkets. Following the oil price hike in 1973-74, about US $80 billion was
recycled this way.Z6 This fund enabled developing countries to borrow heavily from
private banks in developed countries to finance their growing capital needs and to pay
for skyrocketing oil bills. Since 1980, however, a number of situations have reduced
the funds available through the Euromarkets to developing countries. These include
(1) a huge increase in domestic expenditures in all the OPEC countries that has greatly
reduced their current account surplus; and (2) the drastic downturn in crude oil prices
in 1986 that has also had a devastating impact on the OPEC countries' current account
surplus. Meanwhile, demands for oil in the West were not growing rapidly, putting
even more pressure on the OPEC countries. This surplus problem in the international
banking system has significantly reduced the availability of funds to developing
countries through lending agencies and banks. To make up for this deficiency,
developing countries tended to acquire more foreign capital by attracting more FDI.

As the international banking community moved to limit its exposure, the volume
of private lending became even more scarce so that developing countries were forced
again to look elsewhere for capital. and FDI became one convenient choice. This
situation is a result of the overexposure of the banking sector in developed countries
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in previous decades. In the immediate postWar years. private commercial banks were
very cautious in involving themselves with developing countries owing to the lessons
drawn from the two world wars, when a number of debt defaults occurred. But the
three postWar decades witnessed a robust and stable international fInancial system;
home governments in industrialized countries also injected more confidence by
backing up the system with bailouts in crises. In addition. attractive borrowers were
scarce at the time in the usual commercial bank markets, because many corporate
clients began to bypass banks and raise funds by issuing their own bonds. All of these
factors contributed to a sharp increase in private lending to developing countries in
the late 1960s and 1970s. The oil price hike in 1973-74 and the large OPEC surplus
funds thereafter, made available through Euromarkets, gave commercial banks
another boost. The essential feature of the rising Euromarkets was their relative lack
of regulation}1 In many developed countries. by requiring that commercial banks
hold a certain percentage of all deposits in reserve. a government both places a limit
on the expansion of loan activities and protects the banking system from putting itself
in a position where it cannot meet demands of depositors. In the Euromarkets.
however. such regulations were virtually absent. Competition among private
commercial banks pushed banks into making riskier loans while holding an increasingly
smaller percentage of their deposits as reserves. This overexposure problem resulted
in an increased instability and fragility of the international banking system. which in
turn led to the commercial banks encountering difficulty in issuing long-term loans.
The problem became exacerbated when Western industrialized countries began to
experience economic recession beginning in the early 1980s.

In addition. some recent world political events may influence future FDI flows to
developing countries. The Gorbachev "revolution" in Eastern Europe and the former
Soviet Union gradually eliminated East-West tension. replacing it with a "new world
order" in which the North (the United States. in particular) has become the predominant
actor in world politics. Meanwhile. the Persian Gulf war has increased developing
countries' fears concerning possible intervention by the North. Any conceivable
antagonistic action against the developed world can translate into a disaster for the
respective developing country. As a result. firms in developed countries now feel
more protected by their governments. Under these conditions. developing countries
may have to choose to minimize risks by unifying with the developed world. Hosting
FDI from the North is one important way of achieving this goal. and it therefore
becomes a foreign policy instrument. But to what extent the new international politics
will affect future FDI flows to developing countries is not certain at this point.

Underlying Causes of the Uneven Geographical Distribution of FDI Flows
The uneven distribution ofFDI inflows among developing countries is the result

of many interrelated factors. Any single-factor explanation, such as the argument for
domestic market-size or the availability of low -cost labor. is of very limited use. We
think three sets of causes are important in explaining this geographical distribution.
They are the changing nature of FDI supply, varying economic conditions, and
different investment environments in developing countries.
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77re Changing Nature ofFDI Supply. Throughout the 1 980s. developed countries
have continued to be the major sources of FDI flows to the developing world.
although FDI from developing countries is also assuming a growing importance.
Economic changes in developed countries. therefore. have a major impact on such
flows. and one major change has been technological innovations. Many of these
innovations. such as robotics and artificial intelligence, are laborsaving. They are also
changing the structure of production systems and patterns of sourcing for goods and
labor as they lead to reductions in production costs. particularly those of the labor
component. 28 The implications of these technological innovations are several. First,
they reduce the attractiveness of low-cost labor countries as investment locations.
This is not to say that labor-intensive manufacturing industries have entirely ceased
to relocate to developing countries for cost reductions. Technologically advanced
industrial activities. however. are becoming an increasingly important component of
FDI from developed countries. Second, countries with a skilled labor force. supporting
services. and infrastructure are becoming more attractive to foreign investors from
technologically advanced industries. The NICs. including Hong Kong, Singapore,
South Korea, and Taiwan. are such strong contenders. They have emerged from the
early period of labor-intensive to high-technology manufacturing. In the 1980s,
therefore. they kept receiving significant amounts of FDI from developed countries
despite the overall economic slowdown in the world. On the other hand, NICs are
gradually pushing away labor-intensive industries into other developing countries
with a lower level of technological development and cheap labor}9

The shift in the sectoral composition ofFDI has also rendered certain developing
countries more attractive than others. The early postwar period witnessed large flows
ofFDI into the extractive sector of developing countries. Manufacturing industries,
particularly labor-intensive ones. began relocating to the developing world in the
1960s and 1970s. The role of services grew rapidly in the 1980s, and the extractive
sector also picked up some momentum, especially in the oil industry, while
manufacturing FDI was concentrated in high-technology industries. A decade ago
services represented only about a quarter of the total world stock of FDl; today this
share is close to 50 percent, and services account for around 60 percent of annual FDI
flows/a Japan and Germany became the two largest sources of service FDI in the
1980s. The share of the service sector in the outward stock of FDI to developing
countries increased by close to 15 percent for Japan and 7 percent for Germany
between 1975 and 1985}\ This expansion of the service sector has occurred largely
in producer services and is the result of the growing technological complexity of
products and the increasing share of service inputs in final goods. These producer
services are often new, high-tech in nature. and quite capital intensive, ranging from
design and marketing to banking and insurance. These services. like high-tech
manufacturing activities. demand a highly educated work force as well as support
industries and infrastructures. Although the European Community was the largest
recipient, developing countries equipped with proper conditions. such as the NICs,
also attracted a large amount of service FDI in the 1980s. Other developing countries
had a relatively small chance of getting service FDI. The resurgence of extractive FDI
in the oil industry has made countries with abundant natural resources attractive to
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particularly its crude oil, and the large size of its domestic market have enabled the
country to attract sustained inflows of FDI in spite of its rather restrictive foreign
investment regime. On the other hand, India, also with a large market, failed to do so
mainly because of its political instability and its tight conttol over FDI. We may
conclude that the market factor alone has limited attractiveness for FDI.

Another important factor affecting FDI inflows to many developing countries,
especially those in the Western Hemisphere, has been the debt crisis. The heavy
reliance on external borrowing in the 1970s has confronted many developing
countries with overwhelming debt burdens. During the 1980s, developing countries
accumulated a total of US $1.3 trillion in international debts. Frequent rescheduling,
numerous arrears, and a rising number of nonperforming loans have also demonstrated
the inability of many developing countries to service their debts}7 Major debtor
countries include Latin American, African. and a few Asian countries. In general,
Asia as a whole was again the exception, with relatively low debt to exports and debt
to GDP ratios (table 4), The Western Hemisphere. or Latin America. and Africa had
the worst performance. With this debt crisis in the background, governments in these
countries have encountered great difficulty in securing short- and long-term credits
and also FDI. A major limitation on FDI for debtor countries is the fact that foreign
investors are potential victims of the countries' fiscal problems}8 The unfavorable
balance-of -payments positions resulting from the debt crisis reduces the rate of return
on investment in these countries. A low rate of return in turn decreases the incentive
for both future FDI and the funds available through reinvestment of profits. In
addition, the balance-of-payments situation has a depreciating affect on the exchange
rate of the host country, and the uncertainties that arise as a result also decrease the
attractiveness of the country to foreign investors. The role of FDI inflows in
improving balance-of-payments positions, however, is rather limited. 39 FDI inflows
to the 15 heavily indebted countries amounted to less than $5 billion per annum in the

TABLE 4
DEVELOPING COUNTRIES: TOTAL EXTERNAL DEBT RELATIVE TO EXPORTS AND TO GDP. 1983-1992

Region 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

Ratio of Extemal Debt to Expons
118.4 118.6 134.9 151.9 144.1 130.7 123.1 121.3 127.4 121.4
168.7 170.5 190.3 260.3 265.0 262.3 250.9 240.6 234.1 225.5
95.7 90.5 104.2 106.0 90.9 77.8 70.7 68.6 66.3 63.5
64.8 63.6 76.3 77.5 82.7 79.4 85.8 99.8 133.7 134.5
67.7 78.0 96.9 137.8 130.7 135.7 124.2 111.0 132.2 137.5

290.7 274.2 293.7 349.0 340.7 297.7 269.3 257.1 257.8 230.1

All developing countries
Africa
Asia
Europe
Middle East
Western Hemisphe~

Ratio of External Debt to GDP
25.2 26.2 28.0 28.6 28.5 26.5 25.4 26.6 26.8 25.6
37.\ 4\.4 46.\ 52.2 52.7 5\.6 55.6 56.8 50.4 47.6
23.\ 24.0 26.7 29.7 28.2 26.\ 22.5 2\.8 20.0 \9.0
9.7 9.9 \\.4 10.7 1\.0 10.2 10.6 13.6 16.5 \7.\

26.6 28.7 31.4 37.4 37.7 38.3 37.4 34.7 36.6 36.8
46.8 46.4 45.2 43.9 44.3 39.6 37.9 37.\ 34.4 30.2

All developing countries
Africa
Asia
Europe
Middle East
Western Hemisphere
SOURCE: Compiled from IMF. World Economic Outlook (Wastlington. DC: IMF. October 1991).
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1980s, while their debt service exceeded $50 billion per annum.40 Therefore, the debt
crisis has become more or less a vicious cycle for these countries.

The industrial capabilities of a host developing country are also becoming an
increasingly important factor for attracting foreign investors at a time when FDI in
both manufacturing and services is growing more technologically complex. The
industrial capabilities most relevant to FDI are those that detennine the skills and
productivity of labor available to foreign investors, and those that affect the efficiency
of local suppliers and services. Technological infrastructure is a major component
here, which includes support systems, educational facilities, and research and
development (R&D) capacity. The major reason that Singapore has been able to
sustain a strong FDI inflow lies in its well-established technological infrastructure, in
addition to the availability of a highly educated and disciplined work force. South
Korea is in the same situation, but it relied less on FDI and more on other forms of
foreign investment, such as contractual arrangements, turnkey plants, and technology
licensing. Hong Kong and Taiwan have also recognized the importance of technological
infrastructures in long-term sustainability and are catching up. Other developing
countries are still at a low level of industrial capabilities and technological development.
Their ability to attract high-tech manufacturing and services is therefore very limited.
Those that did receive a significant amount of FDI in the 1980s, such as China,
Malaysia, Thailand. Mexico, and Colombia, were still relying on the availability of
a cheap work force to appeal to labor-intensive manufacturing activities.

Different Investment Environments. The most important component of an investment
environment is the regulatory framework, or foreign investment regime. The degree
of openness toward foreign investors varies among developing countries.4\ For
instance, policies in NICs and Southeast Asian countries are generally more liberal
than in other Asian countries. In certain developing countries, a number of major
restrictions continues to impede FDI inflows. Some countries with large domestic
markets and infant industries, such as India and Indonesia, have protective mechanisms
to prevent foreign competition in order to encourage the development of these
industries. India also still requires a majority local holding in joint ventures. Together
with political instability, this restrictive foreign investment regime has kept India
from receiving large inflows ofFD I, despite its large domestic market. In Brazil, there
are restrictions on foreign investment in sectors using high technology. Mexico
continues to set compulsory local content requirements. There seems to be some
trade-off, however, between economic conditions and the regulatory framework for
FDI. Countries such as Brazil, Indonesia, and Mexico have been able to maintain a
significant level of FDI inflows as a result of large domestic markets, rich natural
resources, and relatively growing economies even with rather restrictive foreign
investment regimes. Mexico recently made some major changes in its foreign
investment policies toward a more liberal regime, and this may signify brighter
prospects for future FDI inflows. But other countries, including Pakistan, Sri Lanka,
and many Central and East European countries that are lacking in such large economic
attractions or are wedded to protective domestic investment, may not be so fortunate.
Colombia, Argentina, and Thailand. however, are examples of countries that benefited
greatly from liberal investment regimes although they could claim only relatively
small economic attractions.
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Fiscal incentives can also promote a country's chance to attract FDl, and developing
countries diff~ in the extent of the incentives they offer. Such incentives include tax
breaks and tax holidays, favorable utility usage fees, reduced custom duties and
foreign exchange restrictions, relaxed ownership controls, and streamlined
administrative procedures. These are provided to foreign investors by host governments
in an attempt to improve profitability and ease the repatriation of profits. The NICs
are typical of those countries whose host governments have utilized liberal and
attractive incentives to sustain high levels ofFDI inflows. Many countries also set up
policy enclaves such as Export Processing Zones and Special Economic Zones to
promote foreign investment and export industries. These zones enjoy preferential
treatment that is not available to the rest of the country, and their products are targeted
for export markets. Taiwan and China are the two examples of countries where these
zones have become major attractions ofFDI. Between 1966 and 1983, the three zones
in Taiwan took in about lO percent of the territory's total FDI. In 1988, China's zones
utilized close to 12 percent of total FDI at the nationallevel.42 According to a United
Nations source, by 1989 there were over 200 such zones established in the developing
world, and over 50 more were planned.43 Even countries in Central and Eastern
Europe that are lagging behind in the liberalization of trade and foreign investment
are considering setting up such zones to broaden investment opportunities. The
effectiveness of enclave zones as well as fiscal incentives in attracting FD I, however,
is limited. MNCs invest only according to their global strategy. If the investment
climate in a developing country is unfavorable overall, the inducement offered by
these zones is most unlikely to encourage an MNC to change its worldwide
development strategy. For instance, Iran offered attractive fiscal incentives to foreign
investors and developed special zones, but it did not receive much FDI owing to
unfavorable government conditions.44 Without such incentives, however, a developing
country would be less attractive to foreign investors when other choices of location
exist.45

Political stability is another important component of a favorable investment
environment. Research has shown that political instability significantly discourages
FDI inflows.46 The risks for foreign investors related to political instability include
potential loss of funds resulting from a political breakup; possible government
confiscation; uncertain rate of return; and disruptions in the supply of goods, services,
and work force. Countries that have suffered the most from such instability include
the Philippines, India, South Africa, most Middle East countries, and many African
countries. To a certain extent, some Latin American countries such as Mexico, Chile,
and Panama also witnessed a reduced level of FDI inflows at times of political
upheaval. The case of Panama is illustrative. In spite of its fame as a tax haven and
major off-shore banking location, the country has not been able to attract a significant
amount ofFDI for the last decade or so. It is reasonable to say that FDI inflows to
developing countries are simultaneously determined by economic and political
factors. A nonmarket ideology, however. does not seem to be a major factor when
economic conditions are ripe, as in the case of China. When, however, the West
imposes sanctions against nations with a socialist orientation-for instance North
Korea, Vietnam, and Cuba-these countries would have very little chance of getting
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Fill from either developed or other developing countries. The latter may also be
reluctant to invest for fear of antagonizing the West.

The emergence of new destinations for Fill is noticeable, particularly for countries
in the former socialist bloc. In spite of their largely still planned economic systems,
restrictive investment regimes, and political instability, these new destinations have
been attracting an increasing amount ofFill. China alone. in the 1980s, took in about
12 percent of all Fill inflows to developing countries; it was one of the two largest
recipients, the other being Singapore. Fill stocks in the 14 Eastern and Central
European economies were estimated at over US $11 billion at the beginning of 1993 .47
Although this is not a significant volume. all indications are that these economies will
become increasingly attractive host countries for Fill.48 To a certain extent, countries
in the former socialist bloc represent the last niche in the global investment competition.
Many MNCs would forgo short-term profits to secure their share in these new
markets. For instance. China. with an enormous population and an average GNP
growth rate of9 percent in the 1980s (close to 13 percent in 1993), will potentially be
a very large market for consumer products and services in the foreseeable future. The
former Soviet states hold a similar attraction, and their technological capabilities are
already higher than many other developing countries. Investing in these countries
involves many potential risks, however, in addition to the low rate of return in the
short-run. These risks include possible nationalization of foreign enterprises by
governments, loss of funds resulting from political upheaval and breakup, persistently
restrictive investment regimes, and limited access to domestic markets. Given all of
these factors, the countries that are left aside are those low-income and slow-growth
countries without important natural resources, large potential domestic markets, a
low-cost skilled work force, and a stable political regime. There is, however, still
some hope for governments of these countries to attract more FD I, a subject that will
be discussed in the next section.

Consequences and Policy Implications

Although FDI flows in general have been sustained since 1982. the sharply
decreasing private borrowing resulted in a decline in total private capital flows to
developing countries. The combined effects of this decline. the uneven distribution
ofFDI flows. and chronic trade imbalances have been a shortage of foreign exchange
in many developing countries. This shortage, along with other contributing factors,
has in turn led to domestic economic decline owing to the dependence of domestic
production on imported raw materials and intermediate as well as capital goods,
including equipment and technology. Coupled with massive grass-roots pressure and
the austerity requirements of the IMF and World Bank, domestic urgency for
economic growth in these countries will persist. According to an IMF projection in
1990, assuming that debtor developing countries will gradually fulfill their debt
service and regain creditworthiness, private borrowing would still remain substantially
below the levels of the late 1970s and early 1980s.49 The relative importance of FDI
may increase in the foreseeable future under these circumstances.

There are certain policy options available to developing countries that wish to
attract more FDI. The most important step is to develop a positive view ofFDI. The
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states can accommodate the paradigmatic shift in development thinking by liberalizing
their national economic policies. Countries with largepotenttal domestic markets will
in particular benefit from liberalized policies owing to the attraction of their markets
for MNCs. The states can also relax tight control of domestic enterprises, freeing them
to negotiate with foreign investors on their own behalf. The states need to accept
different forms ofFDI including wholly foreign owned subsidiaries, majority as well
as minority foreign ownership, contractUal joint ventures, and buy-back arrangements.
Developing countries with depressed economies. relatively small domestic markets,
or scarce natural resources may be able to attract FDI by providing favorable
investment environments through liberalizing macroeconomic policies and stabilizing
the political situation. In addition, they can attract foreign investors by progressively
developing human capital, infrastructure, and industrial capabilities. Through efforts
to improve education, a country can gradually develop a work force that can easily
acquire the skills necessary for employment in the new technologically sophisticated
industries. A process of iearning by doing, as in the case of South Korea, will be
another channel to upgrade the work force. Governments of developing countries also
need to take initiatives to encourage the development of local entrepreneurship
through financiai assistance and other privileges similar to those given to foreign
investors. This type of local initiative will in the long-run promote the industrial
capabilities of developing countries.

In our opinion. FDI can have some positive impact on the development process in
developing countries. It presents an opportunity for these countries to fmance their
economic growth, particularly ifFDI were to generate some foreign exchange on the
side. A developing country may also access the technological and managerial assets
of foreign investors through FDI, the diffusion of which can have a substantial impact
on productivity growth. FDI tends to bind foreign investors to the operation of the
investment projects and should enhance their willingness to transfer technology and
job training. Moreover, the introduction of efficient and internationally competitive
foreign enterprises into an economy can stimulate local entrepreneurship by providing
increased competition, a demonstration effect, and opportunities for subcontracting.
FDI may also furnish a part of the initial capital and create profits needed for future
industrial investment. There are more dynamic gains from the industrial development
induced by FDI, including more employment, a better-trained labor force, a higher
national income, more innovations, and enhanced competitiveness in addition to
foreign market outlets for a developing country's exports. FDI from the West may
also be used as a foreign policy instrument to provide a host country with a gateway
to the international community and to deter possible external political interventions.

These positive aspects of FDI, however, should be viewed against a number of
negative impacts. First, with no significant linkages to other economic sectors, FDI
tends to operate in an enclave, and thus it is unlikely to have the same multiplier effect
as in developed and articulated economies. This negative impact is aggravated by the
tendency of MNCs to internalize production and distribution in order to m;nim;ze
transaction costs. Thus, growth under FDI could lead to sectoral disarticulation in
some developing countries. Second. although foreign investors often tend to reinvest
their earnings locally during periods of economic growth in a host country, during
economic downturns they may actUally increase repatriation of funds, further
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depressing the economy. In addition, they often compete with local firms for domestic
as well as external sources of funding and displace the possible development of local
firms. Third, some developing countries may have to confront the increasing control
exercised by large MNCs over certain sectors of their economies as a result of many
firm-specific advantages. These include brand names, patented superior technology,
marketing and management skills, control of a large section of world markets, and
economies of scale. MNCs also tend to take control of domestic economic policies
and at times may take actions that are contrary to a developing country's national
interests or independence.

There are several measures that can be adopted by developing countries to enhance
the positive contributions of FDI. First, by carefully screening the technologies
brought in by FDl, developing countries can ensure that their large supply of
semiskilled and unskilled labor wi 11 be absorbed into the production of matured and
standardized manufactures. which in turn may be exported to world markets. In this
way, the large supply of labor may be turned into a real asset for these countries. Even
though there is no established method to detennine the appropriateness of various
technologies, developing countries can adopt more labor-intensive ones in the early
stages of their development. Through learning by doing, they can gradually become
better prepared for more sophisticated technologies. These countries could also
choose to cooperate with MNCs from other developing countries, because they may
offer not only more appropriate technology but also smaller and more efficient
operations.

Second, host governments should skillfully design fiscal incentives to reduce the
costs involved in attracting FDI and use zone policy at an appropriate stage of
development. Certain fiscal incentives, such as tax holidays and favorable fees. are
not essential to attract foreign investors and can in fact reduce the country's financial
benefits from FDI. Such incentives, therefore, should be offered at a minimal level
md can even be waived in some cases. Host governments should also plan the
development of enclave zones under an overall national strategy. These zones can
first be employed to bring in labor-intensive manufacturing activities to absorb
surplus labor, to experiment with a policy instrument that has not been used before,
and to facilitate the transition from a closed economy to an open one. As a country
develops and moves along on the technological learning curve, however, the zones
should also shift to more technology-intensive industries. To do so, there needs to be
a defined government involvement in the training of the work force and establishment
of better technological infrastructures. Specific policies and incentives can also be
designed to attract scientists, researchers, and technical staff to the zones to develop
the country's own R&D facilities. These manufacturing-oriented zones can also be
directed toward other industries as time goes by. For instance, as more and more FDI
in the world is now flowing to services, these zones can become service-oriented
zones. They can accommodate such activities as banking, insurance, data processing,
and wholesale trade.

Finally, major recipients of FDI flows can accelerate their economic growth by
establishing better support and diffusion systems for technologies transferred by FDI,
as exemplified by the success stories of South Korea and Taiwan. Banks, government
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offices, and business institutions are in many cases important sources of financing,
counsel. and aid for a local subsidiary in technological development. Diffusion
systems link different parts of the technological infrastructure. The turnover of
trained and experienced managerial and technical personnel from foreign subsidiaries
can facilitate starting new domestic enterprises or modernizing domestic organizations.
This entire process of technology diffusion can bring significant long-term benefits
to economies of developing countries. Before this can happen, however, governments
need to have a well-defined and well-designed plan for attracting Fill.
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