
CHAPTER-II 

ECONOMIC REFORMS AND FOREIGN 
INVESTMENT: A GLOBAL'VIEW. 

Evolution of Economic Reforms Stabilization and Structural 
Adjustment Programmes 

· Until the 1980s, countries encountering balance of payments difficulties could 

approach the IMF and adopt a stabilisation program; or they could themselves 
address their difficulties. The name "stabilization program" was consistent with an 
earlier held view that the underlying conditions giving rise to balance of payments 
difficulties were unsustainable macroeconomic policies. Therefore, it was argued 
that underlying changes in macroeconomic policies would stabilise the' situation, 

thus giving rise to the name. The IMF was the sole provider of support for these 

programs, as the WorldBankwas largely engaged in lending supp~rtfordevelopment .. 
projects. Formally, these programs were generally "standby arrangements". Fund 
support generally lasted only for three years; the implicit theory was that the 

underlying causes of macroesonomkinstability could be corrected within that length 
of time. 

By 1980, however, it came to be recognized that balance of-payments crisis were 

occurring not only because of macroec_onomic imbalances but also because of 
problems ~ith the "underlying structure of the economy'.'1• On one hand, the Fund 
increasingly provided loans for more than three years in the form of the Extended 
Fund Facility (EFF) and Structural Adjustment Facility2 (SAF). On the other hand, 
the World Bank began granting "structural adjustment loans" (SALs) in support of 
policy reform programs. In addition to SALs, which were intended to provide support 
for overall policy reform, the Bank also engaged in Sectoral Adjustment Loans 
(SECALs), supporting policy reforms in specific sectors. These loans, known as . 
SECALs, were normally intended to support reforms in such sectors as agriculture 
or trade. · 
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By the mid 1980s, the IMF and the World Bank were both engaged in supporting 
policy reform efforts, and the dividing line between "stabilization" of macroeconomic 
policy and structUral adjustment was sufficiently blurred that it was no longer a useful 
distinction. The World Bank continues to provide SALs and SECALs, and the Fund 
continues its activities with standbys, EFFs and SAFs. 

'Conditionality', which is an agreement between the IMF and a member country on 
a stabilization program, usually signifies in a letter of intent from the President or 
Prime_Minister of the country to the Fund. In many instances, Fund staffs have 
reached the conclusion that certain policies have to be changed if there is to be any 
hope returning to a viable balance of payments situation. In these circumstances, 
those policy changes are stipulated in the letter of intent, and the Fund typically 
declines to support programs until conditions judged at least minimally capable of 
bringing about the desired turnaround are agreed to. 

Most of the time, disagreement comes over three issues: (i) the necessary magnitude 
of reforms - the degree of exchange rate devaluation, import tariff reduction, 
restructuring of agricultural prices, deregulation of interest rates, cuts in public 
sector expenditures and revision in tax rates and so on; (ii) the range of reforms 
to . be undertaken initially; and (iii) the speed at which refornis should be 
introduced. 

When the national authorities are in any event intent upon reform and seek primarily 
financial support from the IMF, the World Bank, and donor agencies, some problems 
may arise at home. Problems, and criticisms, are greater: (i) when there is less 
domestic consensus as to the need for policy reform; (ii) where the primary motive 
of major decision makers appears to be their desperation for foreign ~xchan~e to · 
finance imports; and (iii) when the short-run results of the program result in 
considerable economic hardship. 

Most of the reforms ·were introduced after the debt -crisis of 1982 in Latin American 
Countries which were badly affected by the two consecutive oil crisis as will be 
evident from the following discussions. 
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Oil Crisis of 1970s, Debt Crisis of 1980s and Economic Reforms 

The two world oil crises of the 1970s, the first in 1973 and the second in 1979, · 
produced two conspicuous effects: the developed industrial countries went into a 
prolonged period of economic recession and most of the developing countries,. 
specially the· oil importing countries, were push~d off their develop men~ tracks. 
Growth rates of their economies declined sharply. In a large number of African 
countries, which had been experiencing high population growth, real per capita 

. . ' ~ .... "'!::·-.-. . 

incomes declined, indicatin~ a sort of reversal of d~velopment and a large number of 
those developing countries fell into bala11ce of payments crises. Mexico's default on 
her repayment obligation in 1982 triggered the developing world's debt-crisis. The 

· debt crisis of 1982 was pre~ipitated by a sudden reduction in capital inflows at a time. 
when highly indebted developing countries were facing a slowdown of the world 
economy, a large increase in international interest' rates, and a sharp loss 'in terms of 
trade. 

This was the period when the reforms began and by the end of 1980s, more than 60 
developing countries had submitted to the IMF-World Bank, market-oriented eco
nomic reforms, euphemistically called 'structural adjustment programmes'. The· 

· economic reforms led to liberalization, privatizatLqnand glopalisation of the economy' 
of the developing world. Policy reforms were introduced for liberal imports against . 
earlier policies of import substitution and foreign investment was allowed to lower 
the external ·debt burden and to supplement the gap between the savings and
investment in the domestic economy. We shall discuss in detail about the impact of 

· globalisation on.international trade and investment in subsequent paragraphs. 

Globalisation : Meaning and Its Impact on Trade and Investment 

Globalization refers to the growing ~conomic interdependence of countries wotld
wide through the increasing volume and variety of cross-border transactions in good~ 
and services and of international capital flows, and also througl) the more rapid and 
widespread diffusion of technology. The term "globalization" has no common, 
widely agreed upon meaning2a. We define it quite simply as follows: globalization is 
the widening and deepening ofinternatio~al economic interactions(Milberg, 1998). 

Economic integration among nations is not a new phenomenon. Indeed, the increas
ing integration of the world economy in recent decades can in many ways be seen as 
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a resumption of the intensive integration that began in the mid-1800s and ended with 
World War I when belliger~nts imposed a series of quantitative restrictions. 

A renewed_ movement toward liberalization under the Gold Exchange Standard 
(1925-31) ended ~ith the Great Depression. After World War II, the international 
community, along with the IMF, the World Bank, and other international organiza
tions, created the Gener_aJ.Agr~ement on Tariffs and Trade (GATT). The World Trade 

. Organization (WTO), which succeeded 'GATT in 1994, is currently engaged in. 
reducing non-tariff barriers and protection, including in areas not covered by the 
GATT2b. 

There are three dimensions of globalisation: international trade, international invest
ment and international finance. It needs to be said that openness is not simply 
confined to trade flows, investment flows and financial flows. It also extends to flows 
of services, technology, information, ideas and persons across ·national boundaries. 
Multinational corporations (MNCs) play a pivotal role in the cross-national flow of 
goods, capital, and technology (Gilpin, 1987, 1975; Vernon, 1977, 1971, 1966)3

• 

There can be no doubt, however, that trade, investment and finance·constitutethe 
cutting edge of globalisation as discussed briefly in subsequent paragraphs. 

International Trade 

· The second half of the twentieth century has witnessed a phenomenal expansion in. 
international trade flows. World exports increased from$ 61 billion in 1950 to$ 315 
billion in 1970 and$ 3447 billion in 1990. At the end of the century in the year 2000 
the World exports have touched a figure of$ 7 409 billion, which is more than double· 
of 1990 level. The rate of growth.ofWorld exports has declined from 9.2% in 1964-
73 to4:6% in 1973-80 and further down to 2.4% in 1980-85 but has increased to 6.7% 
in 1985-94 (See. Table-!). The free trade regime and removal of quantitative 
restrictions after the formation of World Trade Organisation with_effect from 01-01-
95 have contributed towards higher level of international trade of goods arid seryices. 
The share of woild expo~ts in world GDP rose from about 6 per cent in 1950 to 12 
percent in 1973 and 16 per cent in 1992. Export sales of foreign affiliates of MNCs 
accounted for $ 2338 billion in 1998 an increase of 14.9 percent over$ 2035 billion 
in 1991. It is estimated that'30% of the World trade is intra-firm4

• 
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Table-1 

Indicators of growth of international economic activity, 1964~ 1994 
(average annual% change) 

World export World FDI International World real 
Period volume flows bank loans· GOP 

.. 
1964~1973 . 9.2 - 34.0 4.6 

1973-1980 '4.6 14.8 26.7 3.6 

.1980-1985 2.4 4.9 12.0 2.6 

1985-1994 6.7 14.3 12.0 3.2 

· Source: Crotty, Epstein and Kelly ( 1998); UNCTAD ( I997a:Table24,p.71), "Global Instability;··· 
The Political economy of world economic governance," Pg.l17. 

International Investment 

The stock of direct foreign investment in the world economy increased from $ 68 _ 

billion in 1960to $502 billion in 1980 and$1761 billion in 1990.Attheendof1998, 
the stock of FDI, a broad measure of the capital component of international 

production, stood at $4 trillion. The flows of direCt foreign investment in the world 
economy increased from less than$ 5 billion in 1960to $52 billionin'1980 and$ 209 

billion in 1990. In 1998, global inflows reached $644 billion, an increase of 38.7 
percent over the previous year. The World FDI flow grew at an annual average rate 

of 14.8% in 1973-80 and with a decline in growth rate to 4.9% in 1980-85 rose again 
' . . 
to 14.3% in 1985-94 (See Table-I) The ratio of FDI flows to World gross capital 
formation was 7.84 percent in 1997 (See Table-IV)~ FDI is thus playing a larger and 

more important role in the world economy. 

International Finance 

The past two decades namely 1980s and 1990s have witnessed an explosive growth 
in ~nternational finance. The movement of finance across national boundaries is 
enormous. So much so that, in terms of magnitudes, trade and investme.qt are now · 
dwarfed by finance. This internationalisation of finan<~ial markets has four dimen~ 
sions: foreign exchange, bank fending, financial assets and government bonds. The 
daily foreigp exchange turnover exceeds the official· reserves of all IMF members· 

combined (Eichengreen 1996) .. 
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In foreign exchange markets, trading was a modest$ 15 billion per day in 1973. It rose 
. to $ 60 billion per day in 1983, and soared to $ 900 billion per day in 1992 .. 
Consequently, the r~tio of world-wide transactions in foreign exchange to world trade 
rose from 9:1 in 1973 to 12:1 in 1983 and 90:1 in 1992~-In l992,:..:world GDP was$ 
64 billion per day while world exports were$ 10 billion per day, compareq with glo hal 

· foreign exchange transactions of$ 900 billion per dayS. The estimated daily global 
turnover of foreign ex_change market has gone up. from $820 billion per day in 
1992 to $1190 billion iri 1995. The daily turnover of forex market as a percentage 
of world exports of goods and services has gone up from 7.4% in 1986 to 19.1% in 
19956• 

Financial Liberalization and Shift in Financing-from Debt to Equity 
in Developing Countries 

Prior to financial liberalization, the deveioping countries we~e dependent for their 
financing requirements mainly on multilateral financial institutions like the IMF, the 

· . World Bank; the regional development banks such as the Asian Development Bank;. 
bilateral donor country financing and external commercial borrowings. Developing 
countries had extremely no access to private ·banking and the capital markets of · 
advanced industrial countries. The 1980s, and 1990s have witnessed the rapid 
globalization of production process and finance under the Structural Adjustment 
Programme of World Bank and the IMF. 

Consequently, the flow of foreign capital to developing countries in the form of 
foreign direct investment and foreign portfolio investment witnessed an increase 
from US$ 26.912 billion in 1990 to US·$ 152-.832 billion in 1997 as evident from 
Table II. Within the total, netFD I flows ro~e from $23.687 billion in 1990 to $120.382 
billion dollar in 1997 while. net portfolio investment flows increased from$ 3.225 
billion to $ 32.450 billion over the same period. The loans and other did not increase 
so fast. 

. Till1980 long term debt from World: Bank and other official lending agencies used· 
to be the ·major source of finance to the Developing Countries. It is ev~dent from 
Table-II that all the developing countries together received $10.893 billion in the year · 
1970 of which $6.648 was from Long- term debts, $2.092 in the form ofvatfous grants 
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and $2.152 from FDI. There was practically no receipt from Foreign Portfolio 
Investment (FPI) tilll980. In all practical sense long- term debt was the major sour~e 

of finance to meet the requirement of external capital to service the old debt and to 

meet the trade deficit. It is a bit surprising to note that profit remittance(~ on the FDI 
amounted to $6.446 billion as against inflow of only $2.152 billion ofFDI in 1970. 
Similarly in the year 1980 FDI inflow was $4.420 billion as against huge outflow of 

$23.689 billion on account of profit remittances of FDI. Thus there was net outflow 

till1980 on account of Foreign Direct Investment from the developing countries, 

which was met out by inflow of long term debts with cumulative effect of heavy 

inflow of debt till 1980, which ultimately resulted into debfcrisis in most of the 
developing countries in the 1980's. This necessitated a shift in the policy directions 

and most of the developing countries, started inviting Foreign Direct Investment 
(FDI) through open policies. The results are evident from data given in Table-11. 
Beginning with year 1990, we find that equity flows have multipiied by more than 5 

times as compared to 1980. On the one hand there is increase in the aggregate amount 
ofthe FDI inflow from $4.420 billion in 1980 to $23.687 billion in 1990 and on the · 

other hand there is decrease on the profit remittance of the FDI from $23.689 billion 
to $17.319 billion. With the increase in the equity flow, the net transfers 7 of long term 

funds also went up from $26.375 billion in 1990 to $187.935 billion in 1997. 

Foreign Direct Investment flows towards the developing countries increased from 
$23.687 billion in 1990 to $120.3 82 billion in 1997. As against this Foreign Portfolio · 

Investment has increased from $3.225 billion in 1990 to $32.450 billion in 1997. A 
comparative study of FDI and FPI flow in developing countries has been made 
(Please see Figure 1.1). 

40 



Table- II 

................................... ~.!J.Q~.~~~. f'.l:~.~~-~~-r,:~--~~--~n.?~~~ Trcl.~f~':'ll (l::ong-Tef111).!J\ll.~~yeloping ~IJ~ies) . 
(US$ million, unless otherwise indicated) 

1970 1980 : 1990 1991 1992 1993 1994 1995 1996 1997 

. ~~~--~.~?:: .... + 
.. ':!~~-'=--~~-~~---···-·····'· --~-~-!~~.3..: .... ~.!9..~.!. ... : -~-~!~~-~ ......... ~.!?. .. ~70 ! 143,926 
Net Row of ; 

.. 'C>n.~~~fl!l9.~~t .. J. .. .. ... . . ... . 
(~~~-~-9.in._~ __ ,_tv.l_f'LL ... 6,64~---·· .... §.~~--9. ..... ~?..~§?. -~-1. 1_~-~···· ..... ~!.~1~_? ............. ?.~ .... 138 53,986 76,480 87,618 122,381 

--~~~~()li~ ~~_i_o/, __ J_ 
flow.; . I 

Foreign direct ! i i 
__ in.Y.~.S.!f!l.~n.!.(n.~!) .. J ...... 2.~-~-~-?. ............. ~!~.?.9. ..... : ..... ?.?.~.?.~.? ............ ~.?.. 8!.!.. ............ ~.?.!.?.?.~.---······· 6~.!~82 ······-~-~-!-~§~ 

I ····r1 ···r· ·;··;~;~·-·:,;(i:,-·(-·11·-~ ······························ 
0 ! 3,225 7,LU/ j ,012 44,987 

.~.9.-~.!-~?.~ .... : ..... ~.!-~· 9§.9. .......... ~.?.9.·?.~.?. ..... . 

0 32,636 32,498 45,830 32,450 

. .f:'..~_n._t_s. __ (fl.'.<~-~-9.~ .... !... .. ····--··················-·····················!··································-·····················+··············-······-···························· 

__ in.~--~~-n..ic::c:~l ___________ ,_ ···················-··-···········-············ 
coop). ! 2,092 13,198 29177 35,072 30,488 28,405 32,670 32,638 29,195 25,061 

Memo:technical I 
·:~P.i/..~~~~.~:::·::·::::[····:;:·72'9''''''·:···:~:~~§ ...... [. --~-~~-~-§?. ............ ~-~~.?.§8 1!.~-~?.?. .......... ::j:~::~?.-~:·:::::·::··1·7:447 ............ ?.~:-~~~·::··:::·3~~?.-?.4_·:·······:3~.:?.?.?.::······ 
Ne!Tran-

-~!~-~---········-··············-L-.. ~!-~.'!!...... .~?1_994 26,375 .... ~!.9.9.! ... L ... !.9.·~-~~-- ...... ~ .. 3..'!!.~3.3. .... \ ..... ~-~?.!.~-~g ·····---~-~~.!~-~?. ......... 17~·-~!.~ .... : ..... ~-~-!!.~J.-~----· 
Interest on 

long-tenn debt I 2,281 32,355 54,557 54,251 53,019 51,219 58,715 74,381 77,323 80,938 

-~J?r.~.-~r:t:!ii!~.: ....... J .......................... ; ........................... ; .................... ································-T··························································j···············-·························-·················i·····························'································· 
nces on FDI ! 6,466 23,689 ! 17,319 18,012 20,663 22,660 24,660 26,243 . . 

. . .............. ·.: .•........................... ! ___ • . ........................................ ... \... . ..................................................... ! .... . 
-~.c:>.!:l!.~.~-::§_lg_~,--~-~-1:)-~-~!~-~~()-~-~-~~-~-~-~-~=~-~!-~.C>.~'-~-!=!~.Il ... k ... · ......................................... . 
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Nature and Composition of Global Capital Flows to Developing 
Countries 

The character of global capital flows to developing countries underwent significant 

changes on many counts during the nineties (Rao et.,al). By the time the East Asian 

financial crisis surfaced, the overall size of the flows more than tripled. It stood at 

US$100.8 bn. in 1990 and rose to US$308.1bn. by 1996. The increase was entirely 

due to the sharp rise in the flows under private account that rose from US$ 43.9bn. 

to 275.9 billion during the same period. In relative terms the percentage of private 

account capital flows increased from 43.55 to 89.55 per cent (See Table III). 

Simultaneously, the Official Development Assistance (ODA) declined both in 

relative and absolute terms. All the main components of the private account capital 

transfers, namely, (a) commercial loans, (b) foreign direct investments (FD I), and (c) 

foreign portfolio investments (equity and bonds) (FPI) recorded significant in-

. creases. Portfolio flows increased at a faster rate than direct investments on private. 

account. As a result, starting with a low level of 11.16 per cent, the share of capital 

· flows in the form of portfolio investments quadrupled to reach 37.22 percent in 1996 

reflecting the enhanced emphasis on private capital flows with portfolio investments 

forming the second important constituent of the flows during the nineties. In this 

. process multilateral bodies led by the International Finance Corporation (IFC) played 

a major role. 

Following the East Asian financial crisis, initially there was a slow down followed, 

by a decline in private capital flows. While bonds and portfolio equity flows reacted 

quick! y and declined in 1997 itself, loans from commercial banks dropped a year later 

in 1998. Decline in FDI was also delayed. But the fall in FDI was quite small 

compared to the other three major forms of private capital flows. While flows on 

official account increased, following the crisis, they continue to constitute only a 

small portion of the total flows. Thus, starting with the resolve by the developed. 

countries to provide one per cent of their GNP as developmental aid, the industrial
ized world preferred to encourage private capital transfers through direct investments 

instead of official assistance8• The declining importance of official development 
finance is attributed to budgetary constraints in donor countries and the optimism of 

private investors in the viability of the developing countries9
• 
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Table- Ill 
Aggregate Net Long-term Resource Flows to Developing Countries 

(US$ bn.) 
:Type of flow 1990 1991 1992 1993! 1994: 1995 1996 1997! 1998 
• A OffiCial Flows 56.9 62.6 54.0 53.3/· 45.51 53.4 32.2, 39.1! 47.9 
'B. Total Private Flows 43.9 60.5 98.3 167.0! 178.1 I 201.5 275.9. 299.01 227.1 

of which. 
International Capital Markets 19.4 26.2 52.2 100.0! 89.6 96.1 149.5 135.5; 72.1 
- Private Debt Flows 15.7 18.6 38.1 49.0! 54.4! 60.0 100.3 105.31 58.0 

-Commercial Banks 3.2 4.8 16.3 3.3j 13.9! 32.4 43.7 60.1: 25.1 
-Bonds 1.2 10.8 11.1 37.01 36.7! 26.6 53.5' 42.6i 30.2 
-Others 11.4 3.0 10.7 8.6i 3f 1.0 3.0 2.6i 2.7 

-Portfolio Equity Flows 3.7 7.6 14.1 51.0! 35 .. 2,; 36.1 49.2 30.2! 14.1 
Foreign Direct Investment 24.5 34.4 46.1 67.0) 88.5j 105.4 126.4. 163.41 155.0 

• C. Aggregate Net Resource 100.8 123.1 152.3 220.2! 223.6 i 254.9 308.1. 338.1: 275.0 
: : 

Rows (A+B) 
75.8, 79.65 I Share of Private flows in 43.55 49.15 64.54 79.05 89.55 88.44! 82.58 

Total Rows (C) 
Share of Portfolio Capital 11.16 30.41 25.64 52.7/ 40.37 i 31.12 37.22" 24.35! 19_.51 
Rows (equity+bonds) in 
Private Rows (B) 

Source : Based on World Bank, Global Development Finance, 1999. 

The Determinants and -Causes of Global Capital Flows 

International capital flows have recently been marked by a sharp expansion in net and 
gross capital flows and a substantial increase in the participation of foreign investors 
and foreign financial institutions in the financial markets of developing countries 
(World Bank 1997)10• This expansion has been much greater than that of international 
trade flows (Goldstein, Matheieson, and Lane 1991 and Montiel1993). It has been 
reinforced by the ongoing abolition of impediments and capital controls and the 
broader liberalization of financial markets in developing countries since the late 
1980s. Feldstein and Horioka's (1980) finding oflow international capital mobility 
based on the correlation between the shares of savings and investment in gross 
domestic product (GDP) still remains a puzzle (see Obstfeld 1995). However, studies 
based on interest_ rate differentials generally provide evidence that there is a high and 
increasing degree of international capital mobility among the major industrial 
countries and among international and developing countries (Montiel1993). 

Another main feature of recent capital flows to developing countries is that private· 
(bond and equity) flows, as opposed to official flows, have become a crucial source 
of financing large current account imbalances: "This surge of portfolio investment 
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combined with the large amounts of foreign direct investment has meant that in the 
early 1990s, close to half of all aggregate external financing of developing econmpies 
comes from private sources and goes to private destinations" (Bruno 1993,). 

Net 9apital flows arise when saving and investing are unbalanced across countries, 
resulting in a transfer ofreal resources through a trade or current account imbalance . 

. The processes of deregulation, globalization, and innovation have increased both the. 
efficiency of and volatility in financial markets. Volatility adds another source of risk, 
not only making the pricing of financial assets more difficult but also generating 
portfolio flows that are potentially more unstable (Corrigan 1989; Claessens, Dooley, . . . 
and Warner 1995; Grabel1995; and Clarke 1996).Also some evidence suggests that 

. . ' 

. volatility is not correlated with any measure of financial integration and that it does 
not rise because of financial liberalization (see, for example, Tesar and Werner 1995 
and Bekaert 1995). 

The recent literature usually distinguishes between two sets of factors affecting 
capital movements. 

The first are country-specific-pull-factors reflecting domestic opportunity and risk. 
As developing countries' creditworthiness is restored, capital (bond and equity) 
flows are likely to become an increasingly prominent source of external finance. For 

. example, equity. related capital flows could be very large and come in the form of 
· either foreign direct investment (FDI) or portfolio investment in equities. FDI may 
be attracted by the opportunity to use local raw material or employ a local labor force. 
Although portfolio equity flows to developing countries have increased sharply in 
recent years, they are expected to be extremely sensitive to a country's openness, 
particularly to rules concerning the repatriation of capital and incoine (Williamson 
1993). The right to repatriate dividends and capital may be the most important factor 
in attracting significant foreign equity flows (Goldstein, Matheieson, and Lane 
1991). 

Rates of return.,_ obviously a crucial determinant of capital flows- are often very high 
iri the financial markets ofdeveloping countries relative to many major markets in 
industrial countries, reflecting the high risk generated by their typically high 
volatility. 
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Credit ratings and secondary-market prices of sovereign debt, reflecting the oppor

tunities and risks of investing in the country, are likely to be important in determining 

capital flows as well (Bekaert 1995). Those indicators also rose in the late 1980s 

(Mathieson and Rajas-Suarez 1992 and Chuhan, Claessens, and Mamingi 1993). 

The second set of determinants of capital flows to developing countries is global

push-factors. For example, the sharp increase in U.S. capital flows, which represent 

a significant share of the portfolio flows received by emerging markets, may_have 

been induced to some extent by the fast and market fall of U.S. interest rates (short, 

medium, and lor1i'leim) in the late. 1980s. Moreover, the slowdown of the U.S. 

economy in the late 1980s may also have attracted U.S. capital flows, especially: 
· because during that period macroeconomic policies, labor market co~ditions, and 

exchange rate policies in many developing countries were becoming noticeably more 

stable (Calvo, Leiderman, and Reinhart 1993 and 1996). One would expect that as the 

governments of developing countries make macroeconomic and institutional re

forms, international investors will gain confidence and be more willing to direct 
capital flows toward the new market-s {Papaioannu and Duke 1993). · 

\ 

In other words the causes of capital inflows can be grouped-into three major 

categories: autonomous increases in the domestic money demand function; increases 

in the domestic productivity of capital; and external factors, such as falling interna

tional interest rates. The first two are usually interest rates and referred to as "pull" 
factors, the third as "push'; factors. 

While the composition of capital inflows can provide information about their causes, 
· it is often difficult to distinguish between foreign direct investment flows and· 

portfolio investment flows, especially in the short term. In general, an incr~ase in 

money demand is likely to attract short-term -portfolio investment, whereas other 
'change~, such.as an increase in the domestic- rate of return on capital, will tend to 

attract longer term foreign direct investment. In these cases, also, there may be ld'ng 
delays between the stimulus and the inflow of capital, depending, among other things, 
on the regulatory environment and absorptive cap~city of the recipient country. Thus, 

. an increase in the domestic productivity of capital may initially lea~ to larger portfolio 
inflows and only later attract greater amounts of foreign direct investment. 

45 



. Global Flow of Foreign Direct Investment and International 
Production 

The growth of intema~ional production is an important part of the process of 
globalization. "International prodricti9n'~r~fers tQ that part of the produ~tion ofgood~ 
and services of countries that is dmt~olfedand m.anaged by firm's headquartered in 
other countries: Firms that engage ininteniatiQnal productjon(TNCs) establish; 
under the ,<;ominon govema~ce of their headquarters, intef11ation~1 production, 
sy~te~s. in which fact6rs of production: m_ove, (o .a greater or lesser extent, a~oiig . 
units located in different countrie~.lf .. A¢cording to World Jtivestl11eJ1t Report 2000, ' 

· ·gtobat 'nflows reached $865 billion iii 1999; .. ait increase off 27 -:per<;en.t 'oyer the . ·· 
· previousye~r~ .Atthe ~nd of 1999; the stock 6£ FDI,, a ~road ineasrire of the capital 
cmnponent of international· pto~m~tlmt, · stoo~l ~f · $~ trillion12'. Sales. by foreign ... ·. 
affiliates, a broad meas~r~ of' tl).e.rev~nlles··genetated by intematipna] productimi,
reached aJ1 e~timated $14 trillion in i999;, while' their gross prod1Jct (v~lue added): . 
stood at an estimated $3 triHion. The gross prodtictofan TNC systems. together- that . 

. ·is,_ including parent firms- was an_estimated $8trillion in 1997, comprising roug])Iy· 
a ~uarter of the world's grdss 4omesticproduct13 • D~veloped countries attracted $636, . 
billion in FD I inflows in 1999,.$156 billion more than in i 99 8, accounting f~r nearly 

' ' . -- ' 

three quarters of the world's totaL The United States and the United Kingdom · 
continued to lead in both inward and outward FDl FDI flows to developing countries, 

. after stagnating in 1998, seemed set to resume their earlier growth trend. Their valqe 
reached $208 billion, an increase of 16 per cent over 1998. However, given the rise 
in flows to developed countries in 1999, their share in world FDI inflows continued 
to decline, falling in 1999 to 24 percent from 38 per cent in 1997. Total flows to · 
developing countries amounted to $208 billion; some $106 billion went to develop
ing Asia (including Central Asia and West Asia), $40 billion of it to China alone14'. 

An analysis of the FDI flows during 1986-1998 (Table-IV) reflects the growing · 
, influence ofFDI in the global economy. The annual growth ofFDI inflow in 1998 was . 

3S:~7 percen~ ·over l997.,Thougg the average amiual growth in FDI inflow in the 
·second half of 1980s was 24.3% (1986-90), the an.nual growth irt FDI inflow in the~ · 
first half of 1990s was a comparatively iow at 19.6% (1991-1995).However the· 
growth rates iil the second half have been bett~r. The growth was 29.4% in 1997 as · 
against 9.1% in 't996, which can besaidto be th,e lowest rate of growth inthe past t~n 
years. The FDiinflow has grown from $2091Jill~on in l990to $464 billioii In 1997~. 
indicating a growth of 122 percent over-seven years or an average annual growth 'of 
17 .43percent. As against this the growth in one single year in 1998 over 1997 is 3 8. 79 
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percent. The recent years have experienced increase in cross-borde.r mergers arid 
acquisitions which have phenomenally been manifested by an increase in FDI flow 
under this mechanism from$ 163 billion in 1996 to$ 236 billion 1997 and$ 411 
billion in 1998. The annual sales of all the foreign affiliates together have gone up to 
$ 11.43 trillion in 1998 over$ 9.38 trillion in 1996 and$ 9.73 trillion in 1997. The
total assets ofMNCs and their affiliates during this period grown to·$ i4.62 trillion 
in 1998 as compared to.$ H.25 trillion in 1996 and$ 12.21 trill~ion in1997. The 
increase in sales of MNCs and their affiliates have grown by 17.5% in 1998 as 
compared to a low of 3.8% in 1997. This is however close to average annual rate of 
growth of 16.6% in 19 86-90. The growth in gross product of MNCs and their foreign 
affiliates have been much higher at 12.8% in 1997 and 17.1% in 1998 as against a 

negligible 2.5% in World GDPin 1996 and 1.2% in 199-7. The World GDP growth 
has come down substantially from average annual growth of 12% in 1986-90 to 6.4% 
in 1991-95 and a law of 1.2% in 1997. Though the GDPgrowth ofMNCs was also 
very low at 7.3% average annual during 1991-95 as compared to 16.8 during 1986-
90, it has picked up very well in the recent past at 12.8% in 1997 and 17.1% in 1998 
and specially, if we compare it with World GDP growth. This is mainly because of 
growth of FDI influence in the developing countries wh~re the growth rate is 
comparatively higher than that of the developed countries. 

The gamut of Foreign Direct Investment has expanded far and wide the globe through 
its huge network ofTNCs, now numbering 63000 parent firms with around 690,000 · 
foreign affiliates and a plethora of inter firm arrangements. The foreign affiliates of 
the top 100 TNCs, employ over 6 million persons and their foreign sales are of the 
order of $ 2 trillion. They are concentrated mainly in electronics and electrical 
equipment, automobiles, petroleum, chemicals and pharmaceuticals15

. 

While there are several reasons behind the expansion and deepening of international 
production, the ongoing liberalization ofFDI (and related) regimes and the recogni
tion that FD I can contribute to firm competitiveness stand out as the principal pull and 
push factors. 

The expansion of TNCs has been facilitated by favourable legal framework created 
by host countries. Over the period 1991-1999, 94 per cent of the 1035 changes 
worldwide in the laws governing foreign direct investment (FDI) has gone in favour 
of TNCs. Sales of foreign affiliates worldwide ($14 trillion in 1999 as against $ 3· 
trillion in 1989) are now nearly twice as high as global exp_orts16

. 
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Between 1986 and 1990, the total inward stock ofFDI increased at an annual rate of 
17 .9%-"inward stock" being the cumulative total reported by recipient or "host" 

··nations-but between 1991 and 1995 this rate fell to a still substantial 9.6%. By 
contrast, total world exports of goods and non-factor services grew at a rate of 15% 
between 1986 and 1990, but slowed to 9.3% between 1991 and 1995. World GDP 
grew at an annual rate of 12% between 1986 and 1990, and slowed to 6.4% between 
1991 and 1995. (For details, see table IV) 

It is apparent that all three aggregates (FDI inward stock, world exports, and world 
GDP) grew faster during the last half of the 1980s than during the first half of the. 
1990s. The slowdown was most evident during the early 1990s, a period of economic 
recession in the advanced nations. Interestingly, the latest available figures show 
recovery in the growth ofFDI inward stocks, which grew 11.4% in 1997 over 10.6% 
in 1996 but neither world GDP, which grew 1.2 %, nor world exports, which grew only 
2.9% during the same year, demonstrated the same level of growth. 

Table-IV 
Selected indicators of FDI and international production, 1986-1998. 

· · ......... ········· · · ........... (siiiia.ns·aTCio.li·a·r;;;··anCi P"ercenia9Ei)"····· ......... ... .... ······ 
Item . ............ . . .. l \!?IL!E:! <3!c::t.Jr.~E:!r1tP~C?3.S ...... ..... f:\r1r1LJ<31.9r()~I:J @le! 

~~nd~~~ ~-~~ 
1990#! 1996 1997 1998 1986-90! 1991-1995 1996: .1997' 1998 

:Z.9.[)L 359 464 644 24.3: 19.6 9.1. 29.4' 38.7 
FDI outflows 245) 380 475 649 27.3• 15.9 5.9 25.1 i 36.6 
FDIInflows 

FDI inwa.rd stock 1 761 3 086 3 437 4 088 17.9 9.6 10.6' 11.4! 19 

:::~:t.>.Li?.~~r.~::~!i?.~:................................... ........................ 3"14$.:::::::::::~:~:?.~::::· ... . '.! .. !.!.? .. ............. 21.3' ................... !.9..:.?... ..~.9.:z..:: :::::?:.~:!.. .. ?.:9..:.~. 
Cross-border M&As· 151 163 236 411 21.0! 30.2 15.5 45.2! 73.9 
Sales of foreign affiliates 9372 9 728 11 427 16.6• 1o.7 11.7 .... 3.8T 17.5 

.. ~E~:>.::;.~ .. P..r.~:>.9..~.c:!.9.f.~.r.E!.i~r1 ........... · 
2286 2677 16.8' 7.3 6.7 1.~:.S..L .. 17 .1 affifiates 

·farai"a.sset5··c;f'torei9n 
affifiates 

::~iJ.~~::C?n~?.r.~l9.~::~ff.d.i~t.~~-·: :~::::~:::.:r::::T:ji.:~$.r:: 
. ~r:T.JPI()y~[lt c:lf..f.()r.E:!i9[1 . . ......... ·!····· 
affifiates(thousands) 31 630 35 074 5.9. 5.6 ..... 4:9: 2.2! 10.9 

····························-·-····-···························-············-·-······ .. :························- --·-·····-········"''''''''''''''''''''''''''''''''' ························ •••••..•...................... , ................................................................................ : ..... _ ............ . 
Memorandum: 
GOP at factor cost i 21473 29 024" 29 360 12.0' 6.4 2.5 1.2: 
Gross fixed_t::?Pital 
formation 4 686' 6 ·a'72 5 917 

........................... 
12.1 6.5 2.5 -2.5' 

··F<Ci:Ya~~~ji~cft'~~:s·r~c:Elirts ... . ........... 27r-- · ····s?"···················60"...... ········· ······ ..... 22.4 · .......................... . .............................. , .................... . 
14.0. 8.6 3.81 

Exports of goods and , 
non-factor servi~s 4 173! 6 523 6 71 o 6 576' 15.0 · 9.3 5.7 2.9! -2.0 .................................................................................................. i ......................... i·---: .......................................................................................................... , ................................................................................................... .. 

Source: UNCTAD, based on FDifTNC database and UNCTAD estimate,;;. 

....... ..... _(.'(.l'.c:>r.1'=1.1f.1Y..E;J.S.~':l.t~E!P?.':t.· ... ~r;J!:Jr;J.I".<:!>lE;J!:JL....... ........................................ . ............ ... .. ......... . ...................... . 
.. t.#. .. F.:.i>J.':l~S. ... t.C'.r. ~!:)r;J.<:J .. t.<.J~E:!r1 f.r:?.l!.l.':'Y.c:J.~.c:t l_[l".~l'.!~':lt. .. ~E;JPc:J.~, .. ?.~ ">.<:!:~~~--- ... .. .... . .................... . 
r-.1<>~=~ f'Jc:>tif.1.cludec:J ill t~iS..!cll:J~ .. <lre.t~e v<ll':l~ of wo~ci\Ni.d€Jsa~s I:JY.. fof<!i~Jn ~ffiii~t~·ass~iated ";;:;iih.th~i-~ · 
parent firms through norH!quity relationships and the sales of the parent firms themselves. Wo~dwide sales, 

.. ~.ll?.!i.:'..P~.L.l!:;.~ ... tc:Jt.CI.I.<.JS..l'.E;Jts.., .. ~.~p<'.':t.S. ... <:If.l.d. ... E!I!.IP..Ic:>V.~.Il.t..<>f .. f.c:>.~i.>J_rl ;:!:~l~;;tt.E;JS. ... <.J~ E;Jl;;_t~~!E;Jd. l:JY..~.~!':a..P..<:JI;:!_ti.!"l.~ .. t.~~ ..... 
wo~dwide data of foreign affmates of TNCs from France, Germany, Italy, Japan and United States (for sales and 
~~ioym;;;nt) and thos~ trOmJapan and the united Stat~ (fore~Pc>rtsi. thos~ fro~ the United Stab~s(fo~gross. 
product), those from Germany and the United States (for assets) on the basis of the shares of those countries 

::i0.:!:~~::~?~~~~::?0.~~~.f.:i?.i:.~:t.e>.c.~::::.: :~ ...... :: .. :· . .. ... : ...... :.:::::· .. ..... ..::.::.: ..... . 
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Figure 1.2 displays annual growth rates of FDI inflows, FDI outflows and cross 
border merger and acquisitions during 1986-1998. It is observed that the FDI flows 
through merger and acquisitions have grown over the period consistently from 21 
percent during 1986-90 to 30 percent during 1991-95 and then after a shortfall in 1996 
has jumped to 45.2 percent in 1997 and 73.9 percent in 1998. The FDI inflow and 
outflow, both have grown at a lower rate during the period 1991-95 as compared to 
the period 19~6-90. However there is a spurt in FDI inflow and outflow during 1997 
and 1998. -

Figure 1.3 indicates that the growth rate of FDI inflow and FDI outflow is more OF 

less similar in absolute value during the period from 1996 to 1998. However the share 
of cross-border merger and acquisition has grown over the period faster than other 
hands ofFDI. 

Figure: 1.2 

FDI Flows, Annual Growth Rates (Percent) 
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Figure: 1.3 
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Distribution Pattern of FDI in Developed and Developing Countries: 
A Comparative View 

It is evident from table V that the value ofFDI inflows has consistently increased from 
1987 to 1998. The average annual flow between 1987-1992 was $173.530 billion and_ 
has consistently grown through 1993-1998. The distribution ofFDI is more in favour 
of developed countries as compared to developing countries as will be evident from 
table VI and figure 1.4 and figure 1.5. The share of developed countries during 1987-

. 1992 was 78.73 which came a little down around 60 percent during 1993-1997 but 
has against gone up to 71.51 in 1998. On the other hand the share of develop-ing 
countries, which had gone up to 37.16 pe~cent in 1997.from a low of 20.35 during 
1987-1992, has again come down to 25.77 percent in 1998. The gap between 
devel0ped and developing countries' share of gl0qal FDI has inc~eased in 1998 due 
t0 cross border merger and acquisition which have taken place in large number in 
developed countries in 1998. 

Amongst the developed countries, the major share has gone to Western Europe and 
North America. USA alone is the largest recipient of FDI inflow in the developed 
World. Its share in the global FDI flow has gone up from $46.211 billion annual 
average during 1987-1992 to $193.375 in 1998, which is 42 percent of the developed. 
world and 30 percent of the World FDI inflow in that year. 

Amongst the developing countries the share of Africa is very small and has gone 
down from annual average of 8.52 percent of the developing countries total during 
1987-1992 to 4.78 percent in 1998. Latin American and the Caribbean accounted for 
35.10 percent doing 1987-1992 and its share has gone up to 43.18 percent in 1998. 
Mexico is the prominent recipient ofFDI and its share in Latin American country was 
34.76 percent during 1987-1992 which has came down to 14.29 percent because of 
competition amongst other host countries in the region. However Mexico has 
regained its position as afavourabledestinationofFDI anditreceived$12.831 billion 
in 1997 which had earlier gone down after Peso crisis in 1994. The largest amount of 
FDI amongst various regions of developing countries came to Asia. It received 
$19.613 billion on annual average basis during 1987-1992, which was higher then 
Latin America and Caribbean, which received $12.400 billion on average during this 
period. Its share has constantly gone up through 1993-1997. In 1997, Asia received. __ 
$95.505 billion as compared to $68.255 billion of Latin America. However the share 
of Asia has gone down to $84.880 billion in 1998 as co_~pared to 1997, though the 
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share of Latin America has gone up to $71.652 in 1998 as compared to $68.255 in 
1997. 

It appears that due to increase in merger and acquisition in 1998, the shares of Latin 
America has gone up and secondly due to South East-Asian crisis in 1997, some 
adverse effect has come to FDI inflow in Asian Countries. 

Amongst Asian Countries, the South, East and EastAsi@-Countries have enjoyed the 
. largest share. China has been the single largest recipient in this region. Its share has
gone up froin annual average of $4.6~? billion during 1987-1992 to$45.460 billion; 
in 1998. It is the single largest recipient amongst the developing countries. Ih 1993 
it received $27.515 in 1993 and thereafter its share in global flqw ofF])] has been next 
only to USA till1997. 

Foreign direct investment in developing countries has a long history. It has fluctuated 
over time, as investors have responded to changes in the environment for investment, 
including government policies toward foreign direct investment and the broader 
economic policy framework. Hence, trends in FDlhave reflected changes in policy 
stances by developing countries, from import substitution in the 1950s and 1960s 
_through natural resource-led development in the 1970s, structural adjustment and 
transition to market economies in the 1980s, and an increased role for the private 
sector in the 1990s. 

With$ 81 billion inflows to developing countries in 1996 South, East and South-East 
Asia received about two-thirds of the developing countries' total in the year. Next to 
China, Singapore was the second largest investment recipient with inflows worth $ 
9 billion. Indonesia, Malaysia, Philippines and Thailand together recorded some$ 17 
billion in 1996, an increase of 43 percent over 1995. A 34 percent increase in 
investment flows to India to$ 2.5 billion pushed total inflows to South Asia to$ 3.5 
billion. Investment flows into Latin America and Caribbean increased by 52 percent 
in 1996, to a record level of$ 39 billion. Africa continues to receive small levels of 
investment flows nearly$ 5 billion in i 996. The share of central and Eastern Europe 
was $ 12 billion. 

Until1998, which saw a reversal in the trend, the share of developing countries in 
world FDI inflows had increased, reaching 37 per cent in 1997. The share of 
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·-
developing countries in world FDI inflows has exceeded their shares in world imports 
and exports between 1991-1997. This suggests that, as a group, developing countries . 
play a more important role in world inward FDI flows than as participants in world 
trade. The least developed countries (LDCs), however, did not participate in the 

upward trend in FDI flows to developing countries: their share in world FDI flows 
remained less than one per cent during most of this period, similar to their share in . 
world trade17• 

Among developing countries, tho~gh, ·the distributfon of world FD] inflows is 
uneven. In 1997, for example, developing Asia received 22 percent; Latin America 
and the Caribbean, 14 percent; and Africa, 1 percent. In relative terms, however, the 
picture looks different: expressed as a ratio of gross fixed capital formation, FDl 

. inflows toAfrica were 7 percent in 1996, compared with 13 percent for LatinAmerica· · 
and the Caribbean and 7 percent for developing Asia. In other words, inflows to Africa 
have a greater impact on the countries of that continent in relative terms than the -· 

absolute figures suggest. 
.: .. ~~· 

Malaysia, Singapore, Thailand and Indonesia are other major recipient in South-East 
Asia:. There has been reversal in the growth trend in 1998 particularly after the South
East-Asian currency crisis in 1997 in these countries. Indonesia is the worst affected,· 
where there is a negative flow of $356 million in 1998 from $4.673 billion inflow in 
1997. India is also an important recipient ofFDI in South-Asia. Its share has gone up 
from a low of$58 million annual average during 1987-1992 to $3.351 billion in 1997 
and $2.258 billion in 1998. A detailed comparative study has been done amongst 
Mexico, China and India in Chapter VIII. 

The recent surge in FDI flows to developing countries was largely caused by the 
developing countries' commitment to market-oriented. structural reforms, which 
vastly improved the trade and investment climate and raised the expected rate of 
return on capital in those countries. As trade theory suggests, foreign investment 
occurs because the Squth (the developing countries) is well endowed with labour but 
is relatively short of capital (both physical and human), and the North (the industriat 
countries) possesses the opposite mix of factor endowments. Thus, capital 
moves from the North to the South until the risk-adjusted returns to capital are 

1. dl8 equa 1ze- .. 
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.................................................................................. ········ ........................ .I."!.l:>.I~ .. :::::V................................... . .. ··························································································'· 
..... . ... .. ...... ...... ~1?1 irtfi()"Y~· ~y ~~~~~9it:)f1 ~11':i~C::()Il()f11~b ~~~!:::~~~~~ 

! Host region/economy 

World , ....................................................................... .. 

1987-1992 

(Annual average) 

173 530 

(Millions of dollars) 
1993 1994 1995 1996 

219 421 

~Y..I:l_I_CJ.~~-<:.~I:I~'!.i.l:)_~ 13_~~-~~---···············1-~~-~~-~--
i.~.':~-~r.!'.E.:.~.r.c:>.~ ............................................. ?..~--~-~?. ................. , ...... J~---~~-~: ............................ . 
North America 

···················- .. 

Canada 

United States 

other developed 

countries 

i tlie Caribbean 
:····························. 

!Mexico 

! Developing Europe 

!Asia 

52110 

5 899 

46 211 

12 400 

4310 

82. 

19 613 

1· 019· 

25 

48 283 
........................................... 

4 749 

43 534 

20 009 

6 715 

274' 

54 835 

45 095 

31 451i 

I 12 362 

417 

63 844, 

58722 

4145 

32 921 

9 526 

470 

68126 

76453 

46162 

!:1186 

1 060 

82 035 

3___!._1..~ ................... ~.-~s.~ ........ l ......... ~-~-~---········'·········-~~-~---··· 
1 327 897 -1 479 2 017 

1997 1998 

109 264 193 375 

17 632 13130 

33· 165 936 

7 7 931 

68 255 71 652 

12 831: 10 238 

970 1 297 

95 505 84 880 

4 638 4 579 

3 032 3 023 
··································-··-··························································-····················'········ ················--·························· ·························-·······················!·················-····················································'· 

i South-East Asia , .......................• 
!China 

!.India 

_Indonesia 

i .. 11!1.<:!1_<:!!.'~~i<:l 

18 569 

4652' 

58 

999 

2 387 

49 798· 

27 515 

550 

2 004 

5 006 

3674 4686 

1 656 1 805 

·····-··················-i·-····························-.. -~---···········-···· 
61386 67 065 87 835 77277 

33 787 35 849 44236 45 460, 

973' 2144 3 351 2 258 

2109 4 346 -356 

3727 

7 218 

.1 3 733 6 969 

Eastern Europe 1 576 6 757 5 932 18 532 17 513 

! Source: UNCTAD, FDI!TNC database, Annex Thable 8.1 Complied from World Investment Report 1999; Pg.477-481. 

Table .. :-:YL _ 

FDI Flows in Developed and Developing Countries- A Comparision 1987-1998 

(In Percentage) 
Host region/economy 

!:?E':Y~Ic::>P.~?. .... <?.?.'::I.I"l!~E::!~ .... 
%of World 

Deve;!lc:J.P..i'::l_!;l __ ~untries 

%of World 

Central & Eastern 

1987-1992 

78.73 

20.35 

1 

1993 1994 1995 1996 1997 : 1998 

61.00 57.74 63.36 58.83 

35.92 39.92 32.30 37.71 ......................... 

3.08 2.34 4.34 4.46 4.09 2.72 

Source : Adopted from data giv.en in table V. 
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Regional Distribution of FDI 

There is concentration of world FDI flows in a handful of few home and host 
countries. The 10 largesthome countries (in terms of outward FDI stock) accounted 
for four-fifths of the world's outward FD I flows in 1998; in total, some 34 countries 
had FDI outflows of $1 billion or more (co_mpared to 13 countries in 1985}. Ori the 

. host country side the 10 lar~est (in tenils of inw~rd FDI stock) accounted for 71 per
cent of world FDI inflows in 1998.At the same time, 111 countries in 1998 recorded . . 

inflow~ of over $100 million, compa.red to 45 countries in 1985.' If only developing . 
. countries a~e co~sidered, the degree of co~centration see ins to ha~e risen recently: the 
ftve large-st host cou~trie_s 9ver the past decade. or so (China,. Brazil, Mexi~o, 
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Singapore and Indonesia, in that order on the basis of inward FDI stock) accounted 
for 55 per cent ofFDI inflows to all developing countries in 1998, compared to 41 per 
cent in 1990~ The global distribution of FDl is not symmetrical. Ten countries 
received 7 4 percent of the global FDI flows which was$ 865 billion in 1999. Just 1 n 
developing countries received 80 per cent of total FDI flows to the developing 
world19• 

The regional distribution ofFDI inflow and outflow for the period from 1995 to 1998 
· is g~v~p. in tabJ_e VII. I tis evident from th~ table that the developed countries are the 

abode of both the FDI inflow as well as FDI outflow. Between the two, FDI outflow 
in dev~Xoped countries is proJ?ortiortately mor~ than the FDI inflow. Developing; 
cquntries are gradually shariilKnior~ FD] inflow mainly because of adverse debt., 
service ratio at home and aiso because of sharing the advantages attached with foreign 
direct investments more fully described and discussed in chapter I. Some developing 
countries in Latin America and Asia are also participating in FDI outflows but their 
share is very low as compared to developed countries. USA. alone is the biggest 
participant in both the inflow and t~e outflow. 

The above patterns reflect several recent and ongoing trends. First, rising FDI has 
signified the increasing importance of inter-firm trade- that is, transactions among 
the subsidiaries of the same multinational corporations (MNCs) in world commerce. 

· It has tended to displace arm's-length transactions, and thus to create comparative· 
advantages due to domestic sourcing, economies of scale, transfer pricing, and 
'captive' markets. Disparities in such advantages can in turn alter international trade 
balance and national industrial competitiveness (Encarnation, 1992). These consid
erations augment the traditional incentives for FDI that stem from the desire to 
prolong product cycle and to_ protect market share (Knickerbocker, 1973; Vernon, 
1977). 

Second, the ongoing processes of globalization as well as regionalization ofnational 
economies tend to spur FDI. The diffusion of production techniques, the standardiza
tion of product designs, the easing of transport and communication barriers, and the 
conventions of subcontracting and local sourcing have facilitated this investment,. 
especially of the export-oriented kind. At the same· time, signs pointing to possible 
regional trading blocks ill. Westem Europe and North America have raised the 
prospects of protectionism, and the consequent fears ofbeing excluded from lucrative 
foreign markets have fueled defensive investment of the tariff-leaping kind. 
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Third, the diminishing amount of official development aid, the dept crisis of the early 
1980s, and the examples ofEastAsia's export oriented economi~s have increased the 
relative acceptance of FDI in many developing countries. Concomitantly, a process 
toward privatization has been evident in a numb¢r of capitalist economies, developed 

· .Or developing, whereby governments deregulate industries and abandon th~ less 
efficient public enterprises. These tren,d,s as well as a genentl tuni away from the 
import-substitution approach to industriali~ation have bpened.up mor-e opportunities · 
for FDL . 

. Fourth; the developments. jus1 noted h~ve b¢el1! most ·dramatic in the eco~_~mii' , .. - ,, -

~dOflllS _of the, former sociallst ecoilomi~s. _In an ~r?rticrevetsalof depe1:1dency the~®.~~:::.:£:' 
officials in Eastern Europe,. C]1iria,- andVietn_am have eagerly sought FJ:)l in their 
attempts at market liberaliz;~tion alJd-expori expailSlQll. Although starting ftom rather. : ' 
Iow levels,FDI inflow has expanded rapigly fot some. For e~ampie,. fro~ 1986 to 
1990 its value rose from US$0 to us'$16111i1Hon fo~ Vietnam, from US$16 to US$89 -

· million for Poland, an4 from US$1,875 to US$3A89 million .for China (Unite& ... -
Nations, 1992). The incorporatiop of these countries: into th,e capitalist World 
economy appears to augur more competitive bidding for FDl (Steve C~han)- . 

" ' . . 

TlJ.at FDI largely takes place within the community of democratic nations. Foreign 
direct investors and MNCs seek countries that are p~osperous and stable, and these. 
overwhelmingly are democratic, industrialized states. In very recent years, however, 
there has been more direct investment in developing nations than has happened. 
historically. Of the flows that did not go to advanced nations, over 70% went tojust · 
eight countries: Mexico, Brazil, Argentina, China, Indonesia, Malaysia, Singapore, 
and Poland. 

The increased flows to this diverse set of countries demonstrate how multinational 
corporations also seek markets that are becoming prosperous and offer the prospect 
of a ~igh return for their shareholders, even though the count:rymay lack a long history . 
of stable, democratic governance. This also seems to expl~in qpite weU why FDI 
flows to non-democratic China have been substantia1 in recent years whereas,- say, 
those to democratic India have not. 

. China .anci a; few other rapidly growing natigns notwithstanding, the fact remains that . 
-. . FD I is mostly happeninganiong the w.orld' s prospemus nations:. And to the extent that 

' . . ·t • . . . : •. 
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FDI actually is creating an integrated "global economy," it would thus appear to be· 
one from which many, and perhaps even the majority of the world's nations are 
excluded. 

China's success can be attributed mostly to it's large and growing domestic market, 
"Soft land" and macroeconomic reforms, as well as to measures to promote 
investment in provinces other than those in the coastal areas .. Detail discussion on 
China has been made in chapter V. 

Table-VII< 

············································································ ................................................................................. , ......................... , .......................... ; ..... , .................................................. , ....................................................... . 

! (Percentage) Regions as a share of totals 

Region/Country 
Developed Countres 
Western Europe 

~~r()p~§l~---~~i()~. . ............................... . 
. 9.~her Western Europe 
U n tted States 

Inflows Outflows 
1995 1996· !1991 i 1998 . : 1995 1996J1991 1998 
63.4 58.8! 58.9: 71.5: : 85.3 84.2: 85.6 91.6 
37.o 32.1J 29.1' 36.9 1 48.9 53T 5o.6 62.6 

.......... ~?-~ ..... ~.9..:~.L 27.2 35.~: ' -~~.:7. ......... 47.9: 4~:9 ?.~.:?. 
1.8 1.8 i . . .................. ?.:~.: ............ ~.:?. .............. ~.:.~ .. . 

17.9 21.3! 1 23.1 20.5 
··················································•·•······· -····························· ·····················•···· ·-···-·······························-··················:·· 

Je~p§n ... 0.1 i 5.5 3.7 
Other developed countries 

Developing Countres . 
Africa 

.. ···················:··----··· 

8.5 5.3! 

32.3 37.71 37.2 25.8 

4.6 6.4 

14.5 . 15.5 13.7 
0.1 0.3 

4.9 

8.1 
0.1 1.3 1.6 i 1.6 1.2 .................................... ··························•·•·•• .................................... ··········································· ................. ; ............................. , .................................................. , ............................................... . 

Latin America and the 
····························································-················ ············································-··········•··························--···································+-····························•··························································· ·················································· 

..... g_Cir.ib..~.~?.Q .................................. - .. ·-··························· ............... J_9.:9. ........... ~.~.:.~J-.... 1 ..... 4 .... · .. 7 ..... , ............................... , ................................................... , ........................................................ . 
0.1 0.3! 0.2 

2.1 1.9 3.3 2.4 

Dev~_l()pi~g Eur()p~ ... 
Asia 
West Asia 
Central Asia 

0.2 
································:··· .. 

20.7 22.9i 20.6 13.2 12.3 
-o.1 o.i 1.o: o.7 -0.2 
0.4 0.6! of 0.5 

12.5· 
······················· ~()ut_~ .. §.CI~!CIQ9.~~!b.:§?.~.!.f.\?.i.CI. .?..9..:~ .... 22.1 i 1 .. ~.:~.J 12.0 

The PacifiC · 

Cent~al and East(:}r!lEUr()pe ..... 
World' 

0.2 0.1 i ................................. . .................................... ~ ......................... ;.... .. . ·····················:····· ... . 

4.3 3.5 4.91 2.7 0.1 
100 100! 100, 100. 100 

Source:World Investment Report 1999, pp.18 to 20. 
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Comparative Study of Global FDI and FPI Flows of Capital 

It is evident from Table VIII that the portfolio flows are more than the FDI flows in 
the whole world in all the years from 1988 to 1995. Secondly it is found that the FDI 
has grown over the period consistently while in case of FPI there is abrupt increase 
from $454.5 billion in 1992 to $733.6 billion in 1993 and again there is an abrupt fall 
to $337.4 billion in 1995. 

Table-vm ................................ strl.lCture and ComiJQs~icm of FDI and FPI Global Row of Capital .... 
···--··········-· ...... , ......... _ ......... ,............................. ·····--····-···:···················· 

---······························ ···(,*iii·b-iii.iOOS··oi-ii~ .. dOi·ia·;:s··and ~sa ~r~·entaQ_~i·of·~c;rld·flows>; ................. : ........................ . 
...................................................................... . .. ' 1988-89a ! 1990-91 a- 199? 1993: 1994. 1995 

%j l.JS$ US$, %i. LiS$! . % U$$ %l US$[ % US$ 
. ' 

......................... ,..... .. .. ······T········ ···········(··· ·······················r············· .... , ..... ; 
Foreign direct 
Investment (net) 175.7' 1oo.o! 1'77.6' 1oo.o 162.1 1oo.ol 2oo:r: 1oo.o- 212.5 1oo.o 316.4: r = 

Industrialized countries 
Developing countries. 

Asia· 
Africa 
Latin America> 

Mercosur ................................................................... 
Mexico 

................................................................................. :. 

149.1' 
26.6 

84.9l 141.2l 
15.1: 

13.4 ?,E>L. 
2.1 1'.2 
8.7 5.0' 
4.2 2.:4! 
3.0 11.7[ 

79.5. 113·.2 69.8\ 127.6! 
20.5 48.9 30.2\ 73.0' 

25.6 15.8l 44.8: 
2.2 .... 1:4:····· 2.3 

... 1},8. 8.5 i 1-!,1f 
6 .. §!: .............. ~:.?...!. 8.6 : 

2 . .-.~'....... 4.4 . 2.7l 

100 . 

63.6 128.3 60.4 193.2' 
36:4 84.2' 39.6 107.5 
22.:}: 50.2 63.2, 

1.2 3.2 
7.01 

4.3 

?.~?. .. -:1-' •.. 1~~ .. 9 .. ?..~.?..:?' .. F.'..<:>.'!!<:>I.i<:> .. !~<:>lo'lfl'..(~!) •. 
lnterf.l.?.!i_(:)f.l~l .. ~rganis;:itions : 2.3 7.0 2.1 9.5 
Industrial countries 
Developing countries 

283.6: 
8.1 
1.2 
ns· 

3.1 

94.9[ 87.5(62'1:7: ~4.7 277.3 82:2 "472.5 
................................ 

313.6 88.0 397.7 
2.7' 27.1 7.6 42.8 9.4: 95.4. 13.0 53.2 15.8 42.2. 

Asia 
Africa 

0.4: 2.0 0.6 7.1 1.6: 25.1 3.4 18.8 5.6 26.6•. 
ns[ -0.1: 0.0 

Latin America· 1.o: 23.6 6.6 
Mercosur 1 .2 0.4' 6.4 1.8 
Mexico 2.0 0.7: 8. 2.3 

.. ~.~ .. ~.~.~.~J.~Y.-~.~.9.~.~......... . ...... : ............................................ : 

3.4 0.8: 0.3 ns 
28.3 6.2[ 56.0 7.6 

9.4 2.1 ! 26.3 3.6 
18.o 4:o. 28.9 3.9 

1.5 0.4 2.1 
18.2. 

8.8 
8.2 

5.4 16.i 
2.6 13.5 
2.4 -10.1 

.. f.l.~: ... t::Jc::J.!.~.if;!f.!.~f.l.! .................. L......... ................. ....................................... ........... ............................................................ ..................... . ....................... , ....................... .. 

.. ~~.L.J.r.~: ... f..if;!.IJ.EE:l.~ .. ~.C:.I:I.I~~E:!c:i .. :fi:~.I!' .. IIY.If.'! .. l?.9.:~':1~ .. 9.f..F.'.?..Y..I!'.~!:l~.~!~~~!~.Y..E:!.?.r..~c::J.c:l.~.~--§l§l.?..(F.:'"l.r::t.?.J... . ....................... : .. =··= ............... .. 
. ~!~P.~"l.!:IY. .. ~.r.~:::~~-~~~· ~~~~~L.J!~.C?fi?~Y.t:!.I<:>Pr:!l.E:!f.l! ~'::!~~~ l,J..f.l.i\'.~~~ <:>!~~:~~~~~. ::~~~~~-~~P~"l.l ~<:>".'.~:~ .. J:'.f;!T?.!:l.: 

................................. · ............................................................................... .. 

Table-IX 

....... A Comparative Study of FDI and FPI Flow in the World ...................................................... , ....................... , 
.................... (*In billions of US Dollars and as a percentage of World Flows) ....................................................... : ....................... :. 

1988-898 1990-91a 1992[ 1993! 1994 1995 
US$ % US$ % US$[ % US$ 1 % US$ % US$l 

Glow Flow (FDI and 

.. f.:J.>.I~~?:Set!:'e.E) . .............. .. .. 474.7 616.61 1oo,o.: ....... ~.~:'l-3l_ 100.0 549.9 100.0 ................................. 909.6[ 1oo.o: 100.0 534.2 100.0 .................. ................... .. 

Forelgll dir_ect..... .. ::: ................. . 
trve.~tment(flet) 175.7 37.0 177.6 33.25· 

. ................ : ....................................... , .. , ....... . 
21.48. 212.5 162.1 ; 26.29 200]\ 38~64 316.4 ...... _3~.78: 

Portfolio flows( net) 299.0 63.0 356.6 66.75 454.5: 73.71 733.6[ 78.52 337.4 61.36 s93.2T 65.22 

Adopted from Table-VIII' 

.. :3:.~.rl.LJ.''J~~~Il!ol:.... . .............................. . 
ns: Not significant ; . 

::~~~~~~u~~~~~:~~~~tt2~t8!ii3j~t~·r~rlJt~~~t!~~~,~~~t!•1~t!£t~~~i·Fiaws··. Pg~29:·:· 
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Foreign Portfolio Investment in Emerging Markets 

Liberalization and globalization have stimuiated the development of closer financial 

(as w~ll as trade) relations. between developed countries and ~merging markets27 ~
Foreign direct investment (FDI). ha~ become an importa~t source of capital inflows 

foF emerging markets since the late 1980s. Another is f()reign portfolio equity 

investment (fpi), which has spreadi tp. emeigirig: markets as regulatory barriers· to; 

_· capitat ino'veirtents have falfen. By contljbuting ot participating in the equity capital_ 
. . ·.. ' . ' . ' .. ' .·· ·. ' 

. of firms, both.FDI and JFP] can enha~c~-th~ qevelopment of tge enterprise sectoiin 

. host ~o~ntries. _Foreign POrtfolip IQ·V¢~tmeQt (FPI); are mainly of twq· typesi aonds•. -_-
. an.~t Equ~ty~;- · ,)· -- _ - . . - , ~ . · - . , . ' . ' - - -

.. · .. 

With the opening of the· d~veloping countries.' ecb~oiliies~; portfplio invest~ent has, - - -

_ gmwn very fast since 1985. During 1989-93, total portfolio investment i~creasedby . . 

· _ 700%fromjust$7.5 billion to$55.8_biliion~Amortg de\'eloping countries; Mexico . 
·.· •' ·. . - - ,•· . ,· . - . . . 

' . ' ' was the. m~irr beneficiary ofequity tl'Ows,. hayingreceiy~d 25% _of its endre external , 
. l99t-92dirt~m~ing inthi~ form €Todaro:: 1997; s44 ). Portfolio. flows'i1cwe increased, , -

considerably from $S:.5bn, in: 1990 to $91.8bn. fn 1996. In 1993 there was an abrupt 

increase in portfolinflows from $20:.9bn:. in 1992 to $80.9bn. in 1993.,However the 

flow reduced in .1994 to $62bn. b~t again increased to $91.81Jn. in 1996 (See 

Table X). East Asia and latin America received the highest amount of portfolio 

investment (See Table XI}. 

However, if any country relies heavily on portfolio investment to camouflage 

structural weaknesses of its economy, it may face difficulty, as happened in Mexico 

where grossly overvalued foreign exchange rates led to high current account deficits 

and dwindling fo"reign reserve. 

, . The instruments through which portfolio investment takes place are broadly of two 
types: Equity instruments and Debt instruments. The Equity instruments include ' 
Country funds~ American Depository Receipts (ADRs }, Global Depository Receipts 

· (GDRs), and direct purchases by the foreign institutional' inyestors (FIJs). The Debt 
instruments 1nclud{r International ~onds, Cominerci~ papers: -~md Certificate~ of. 

·.. deposits .. 



TABLE-X 

Portfolio Flows to Developing Countries 1990-96 l 

Billions of US $ 

Type of flow 1990 1991 1992 1993 1994 1995 1996 

Portfolio flows 5.5 
' 

17.3 20.9 80.9- 62.0 60.6 91.8 

: Bonds 2.3 10.1 '. 9.9 35.9 29.3 28.5 46.1 

· Equity 3.2 7.2 ' 11.0 45.0 32.7 . 32.1: 45.7. 1: 

Source : World Bank Debtor Reporting System 

TABLE-XI< 

Portfolio Equity Investment in Developing Countries ! 

(Millions of dollars) 
'· 

Region 1990 1991 1992. 1993 ' 1994 1995 ' 1996 ' 

East Asia and the Pacific 2,623 2,268 1,049 5,102 • 18,107 ' 12,613 : 12,230 

i Europe and Central' Asia 7l 235 0 
i 

65 i 191: i 1,934 1,590 
' 

• Latin America and the Caribbean 434 
' 1,099 6,228 8,229 I 25,149 . 13,159 6,220 

Middle East and North Africa - - : - - ' - 106 85 

South Asia 168 105 231 380 2,025 6,223 1,430 
' 

Sub-Saharan Africa - - - 144 144 860 465 

All developing countries 3,372 3,743 7,552 14,057 45,615 34,895 22,000 

Source: World Bank, World Debt Tables 1996. 

World stock markets are booming, and emerging markets compose a disproportion

ately large amount of this boom. Over the past ten years (1986-95), world stock 

market capitalization rose from$ 6.5 trillion in 1986 to$ 17.79 trillion in 1995, and 

emerging market capitalization jumped from less than 4 to close to 11 percent of total_ 

world capitalization. Between 1986 and 1995, emerging stock market capitalization 

g,rew more than tenfold-from$ 239 billion to$ 1.9 trillion-a much faster pace than 

that in developed markets. Trading in emerging markets also boosted the value of 

shares traded in such markets. In fact, it climbed from less than 3 percent (US $ 83 

billion) ofthe $ 3.6 trillion world total in 1986 to close to 9 percent (US $1 trillion) 

of the $ 11.7 trillion worth of shares traded on all of the world's exchanges in 199 5. 

(See Table XII) 
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TABLE-XII 

Expanding Stock Markets Developed and 

Developing Countries 

Item Emerging Markets Developed Markets : World 

1986 1995 1986 1995· 1986 1995 

I ' I 

Market capitalization 239' 1,896 6,276 15,892 6,515 17,788 i 

: I ' 

{billions of dollars) 
' 

I : 
: 

Number of listed · 
I I : 

Domestic companies 9,618 19,397 18,555 19,467 
I 

28,173 : 38,864 
I 

I : i : 

i I I· ' I 

Trading Volume I 83' 1,033 3,491! ' 10,63~ 3,574 11,666 : 

(billion of dollars) 
I ! ' ! 

: ! 

: i I ! 
i : i i 

I 

Trading: volume as a I· I I i : ' I 

Proportion of market 
i 

: I 

Capitalization (percentage} 35 55 56 i 67 ' 55 I 66 : 
' ' 

' 
I 

Source: International Finance Corporation. 

The two major factors behind the increase in FPI flows to emerging markets are the 
· liberalization and globalization of financial markets and the concentration of sub-· 

stantial financial resources in the hands of institutional investors. 

Between 1988 and 1995, there was a significant increase in the number ofemerging 
markets establishing liberal regimes towards foreign investment. In 1988, only three 
emerging stock markets were classified by the International Finance Corporation as 
"free" with respect to foreign investment in stocks listed locally; eleven markets were 
categorized as relatively free20

• By 199 5, 26 emerging markets were classified as free, 
11 markets as relatively free, and only one market was closed to foreign investment. 

The second major factor responsible for the surge in FPI flows to emerging markets 
is the institutionalization of savings and investments in developed countries. It has 
been estimated that insurance companies, pension fun,ds and mutual funds in 
developed countries (and some emerging markets) had an identifiable pool of savings 
worth nearly $21 trillion in 1993. It is also estimated that the six largest developed 
countries are holding around $38 trillion in savings. These figures, although not 
strictly comparable provide a very rough indication of the heavy concentration of 
developed-country savings under the management of institutional investors. In 
comparison, global t'._quity market capitalization in the same year was $14 trillion. 
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Investment by developed-country mutual funds in emerging markets has been · 
particularly important21

• However, by one estimate, the average share of emerging 
market securities in institutional investors' .portfolios is only around 1 per cent22• 

It is estimated that, over the period 1992-1994, more than 3 5 per cent FPI flows to 
emerging markets originated in the United States, 15 per cent in Japan and 11 per cent 

· in the United Kingdom (Howell et aL, 1995)23• 

Growing Domination of Institutional Investors (Fils) for Portfolio 
Investment (FPI} 

The driving force behind the financial flows to developing countries and elsewhere 
are the institutional investors which ha:Ve emerged largely in the late 1980s and early 
1990s. With the growing trend towards the institutionalization of savings in industrial 
countries (from where the majority of funds originate), institutional investors now 
dominate the global financial world, especially the capital markets. In the U.S., for 
instance, institutional investors (Fils) are not estimated to account for more than 49 
percentofU.S. equities, comparedwith-16.5percentthreedecades ago. With the U.S. 
based fund managementcompanies dominating the business, the institutional inves
tors manage and control assets worth billions of dollars. By the end of 1996, out of 
the world's top ten fund managers, three belonged to the U.S., three to Switzerland, 
two to Japan and one each to Britain and Finance. (See Table-XIII) 

TABLE -XIII 

World's Top Fund Managers (in $ billion) 

. Fund Managers 

United Bank of Switzerland1 

Kampoo2 

Fidelity 

Ax a 

· Barclays 

· Merrill/Mercury Asset Mgmt. 

Credit Suisse3 

Prudential Insurance 

Nippon 

· Zurich~ 

1As of third quarter 1997. 
2The Japanese Postal bzsurance system. 
3/nclitding Willlertliur. . . 
4/nc/udes Scudder, Kemper and T/ireadneadle Asset Management. 
Source: Institutional Investor, UBS, SBC, The Economist. 
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Country 

Switzerland 

Japan 

u.s. 
France 

Britain 

U.S. 

Switzerland 

U.S. 

Japan 

Switzerland: 

Assets 

920 

798 

516 

496 

385 

382 

378 

333 f 
332 I. 

,: 312 



The Volatility of Foreign Portfolio Investment and FDI Flows into 
Developing Countries 

There 'is cold war over 'Hot Money' (the term very often used for.p.ortfolio investment · 
particularly after Mexican Peso Crisis) flows. Several episodes offinancial turmoil' 
have focused international attention on the problem of volatility of private foreign 
capitai flows an<:f the extent to which that voiatllitysreates an unstable environment 
detrimental to e~onomic devel~pment.. An UNCTAD based st~dy has made a~~ 
analysis for 12 major developing economies during the period 1992-1997 (S-ee Table
XIVY, which shows that commercial bank. loans displayed the highest volatility 
(0'.71), ·as measured by the coefficient of variation;. followed by total portfolio 
irivestment co·.4j) and FDI (0.35)24. - . . . 

Table-XIV 

! ........... _______ Y.:~i:!!!li!}.' ___ <:>!_~!-~_i:!_!"!. .. ~_i:!:P.~_I ____ B<:>~~--f.<?r.:J:?."!..Y.."!..l.<:>P.!.':~~t9.<?~r:'!!.J"!..~.=..:.~.~~-?.-~-~?____________________ ···-··················· . 
Measure~ by Cqefficient of Variation 

:Y<:>!I§!~Icy ~YTY~.<:>flr1YE:l~t~Q!_ .............................. L,. __ : Country Specific Volatility 
.For all Developing Countries · · FDI · Portfolio 

: 
:, ·_,· .. 

! 
l ·····················-···---·-····························-·············-························ ..•.•••••...•..•.••••••••••••••••••.••••..••••.. ~: .. _: ___________ :····-··········: •••• · •••••• : ••••.• :: •••••••• ;·············· t ........................... : ..... -·-······ · . .: .... : .. : .. : ... .: ...... : .. -·-·············-
foreign Direct Investment (FDI)· '35% Argentina 36% i 51%,· 
Portfolio Investment 43% Brazil: . · 96% A6% ~ : .... _ ............... , ....... , .......................... , ........................................ ,.................................... ······································································ :··································!········· ............ , .............• 

_Equity . . t 38% Chil9~ · . 71% , 68% i ·sorias-··-·-·--····-"· .. ··· .. ·-····-········-··············-···············-·········-··:···-····-··-···-················:"s-1 .. %. 'cilina·-···-··-·---·····-····-- ··-··················-·3a% ;···· .. ··.········ .. ··-···-7-1·o;~ · 

·.¢.~~~r.:.~.~--~~.'.:l.~_b~~n~ .......... ·································-··············1 .. .?.:.1.~ ... J::I.~D.9.~r.Y. ......... , ......... --·· : .................... -... ?..~~ ~ ........................... ~ .. ?..?~. : 
l············:····························-··························:····························································································,·····················l·lr.:'~9.r.:'~~-i~ ............................. ?.?..~. ... . ..... --~~-~ . 

' Korea . 57% , .. . 4?~ . 
Mexico 40% · 122% 

li·-·-·······-···-·-··-···-·-···········----··············-.. ··-·-···-··-······················-············--································;-·-··-··-·-·-·1···-·---········-············-···-······· .. ·· .. - ···-················---··-···-·-· . 
1 Philippines . 41% 131% · 

1 .. ······················-·-·-····················· .. ···········;·····-····--······-·-········································-·····-················+····· ····-·-··l··§l.r19..~.P<?~E:l.~ ........ -.... ~---·············-·····1.§.~ .......................... ...1 . .9.1 .. ~ .. . 
. Thailand 19% . 52% . [·······························································································································································:·········_··.·····.···-_' Tiru'~iuay········-····· ' · ··· ...... 33o~c;· , ..... ··· ··········6s·% ; 

Source : World /iwestment Report, 1998, Pg. 15, Bulletin, Money & Rnarice -November 9, April- June 1999, P~, 23. 

Fmmostc·ountries, it has showngreatervolatilitythanFDI. Mexico. is a casein point:· 
even when portfolio investment fell sharply in Mexico in 1994-1995 during the peso 

' ··.~· 

crisis, FDI was more or less sustained. For a few countries, including Brazil, Chil~ . 
. and the Republic of Korea, volatility coefficients were higher for FDI than fm 
·portfolio investment during the period under consid'eration25l,. · 

The volatility of FP] flows tends to be_ hig,her hi countries~ with high levels. of . 
macroeconol1li.c instllbility .. 

63 



The aftermath of the financial crisis that hit Mexico at the end of 1994 and spread for 
a short period to other emerging markets illustrates the resilience of emerging 
markets. Countries with a large domestic financial sector and a broad domestic 
savings base recovered especially quickly from the crisis. Thus, an analysis of the 
impact of the Mexican crisis on the performance of 26 emerging stock markets other 
than Mexico shows that it has been significant beyond December 1994 for only four 
countries (Atlan et al., 1996}. Of these four countries, two are in the same region 
(Brazil and Columbia) and two have gone through domestic turbulence that has 
weakened their domestic financial sectors (Pakistan and Hungary). Detail discussion 
has been made on Mexican Peso Crisis and Stock Market turmoil in Chapter-VI. 

Summary and Concluding ·Remarks 

In view of the many constraints faced by least developed countries, the measures 
taken by them to attract foreign direct iiwestment will have to be reinforced by 

· complementary actions on the part_QfhoPle countries. 

There are some disincentives for outward investment in some countries, in the form 
of requiring prior authorization, limits on the export of investment capital to countries 
outside certain regions, or the requirement of deposit of a portion of investment in 
non-interest bearing account. Where any form of restriction on outward investment 
exists, special relaxations should be granted for least developed countries. For 
instance, it can be provided that no prior authorization would be needed for 
investment of any size in a least developed country. 

Fiscal incentives for outward investment should also be focused on least developed 
countries. In particular, home countries could unilaterally offer tax credit for taxes· 
paid by their transnational corporations in least developed countries and grant higher 
tax concessions for dividends and profits remitted from least developed countries. 

Financial assistance for investment is generally provided through public develop-· 
;. 

ment finance corporations. A proportion of the resources of these organizations 
should be earmarked to support investment activities in least developed countries, 
including feasibility studies and co-financing of joint ventures. 

Home countries should strengthen measures to increase the flow of information on 
viable projects in least developed countries that should be of potential interest to their 
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transnational corporations. Embassies of home countries can play a useful role in this 
reg(lrd . 

. With regard to preferential access for exports from least developed countries, home· 
countries should widen product coverage, relax rules of origin and simplify docu
mentation procedures under existing arrangements such as the Generalized System 

/ 

of Preferences, the Lome Convention and the Caribbean Basin Initiative of the United 
States. Such measures c6utd ignite transnational corporations' interest in least 
developed countries as export bases. 

The climate for foreign direct investment depends on many factors beyond the control 
of nationaL policies of least developed countries. In order to overcome the many 
structural bottlenecks, measures adopted by host least developed countries and home 
countries have to be complemented by multilateral actions. 

Least developed countries have initiated a number of reforms to attract transnational 
corporations. However, there is a need for a simultaneous change of perceptions on 
the part of transnational corporations which have not traditionally viewed least 

. developed countries as attractive investment sites. Multilateral institutions should· 
play a vigorous·f'ole in changing these perceptions by organizing round tables 
between Government officials of least developed countries, their private enterprises 
and executives of transnational corporations. 

A number ofleast developed countries are actively pursuing efforts to privatize their 
state-owned enterprises. International organizations should assist least developed 
countries in securing participation of transnational corporations within the frame
work of such privatization programs and could provide co-financing for that purpose. 

International financial institutions can facilitate the participation of transnational 
corporations in least developed countries by designing innovative investment pack
ages, as has been done in some African countries by such institutions as the 
International Finance Corporation, the Commonwealth Development Corporation 
and the European Investment Bank. 

-Thiseard1for transnational corporations interested in investment in least developed 
countries is a time consuming process and may tum out to be· quite expensive. 
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International organizations could effectively reduce t~e cost of searches by acting as 
intermediaries between least developed countries and transnational corporations. 

International organizations could assist least developed countries to set up data 
banks, which could serve multiple purposes such as the provision of macroeconomic 
and sectoral information of interest to transnational corporations and colleCtion of 
data· on variables required by national authorities for screening and approval of 

- investment proposals. Regional cooperation can help promote foreign direct invest-· 
ment in least developed countries by enlarging market size. International organiza~ 
tions could assist in strengthening existing regional arrangements or formation of · 
new o.nes, which are considered appropriate. 

S'ome serious. thought should be given, to the establishment of regional investment 
centers - perhaps one in Asia and the Pacific and one in Africa. These regional 

' ' . 

centers could act as. vehicles for dissemination of the information on investment 
opportmiities in least developed countries, establish contacts with interested 
transnational corporations, assist least developed countries in conducting negotia
tions with transnational corporations, as well as for providing training to least 
developed countries' Government officials and private sector executives in basic 
business skills such as accounting, management and financial administration. 

Recognizing that the benefits of foreign direct investment to host countries are . 
. significantly determined by the terms of specific agreements and that many of the· 
least developed countries do not possess strong negotiating skills to secure best 
possible terms, multilateral organizations could assist least developed countries in 
structuring foreign direct investment agreements, joint ventures and non-equity 
arrangements in various sectors. A number of international organizations already 
have programs in these areas. But the programs should be focused on least developing 
countries. 

The growing importance of foreign direct investment in the world economy, not only 
in its own right, but also because of its close linkages with trade, technology transfers 
and financial flows, is by now well established. With that perspective in mind, the 
international community may wish to give consideration to achieving a consensus on 
ways and means to attract a greater flow of foreign dir~ct investment to developing 
countries and to improve its qualitative content. Since, the scope fm actions by 
individuaL host countries has become rather limited, the need for coordinated 
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multilateral action by all concerned -host countries, home countries, international 
institutions and transnational corporations - is all the more ip1portant. 

Such action needs to take into account the linkages between improving foreign direct 
investment flows to developing countries and improving flows of technology, trade 
and finance. In fact, given the nature of these interlinkages, foreign direct investment 
policies today can no longer be formulated and implemented separately from those 
concerning trade and technology transfer. Initiatives being taken in those areas should 
therefore be increasingly coordinated, with a view towards maximizing the effective
ness of actions, which seek to encourage the growth and development of developing 
countries. 

However any kind of mult~lateral. arrangement needs to be on a consensus of all 
developing nations and should not be in the form of a conditionality as happens to be 
in the efforts of developed nations for implementation of multilateral agreement on 
investments. The European Union (EU) and the US want to introduce the Multilateral 
Agreement on Investments (MAI)26 that proposes to free investment flows bereft of 
any restrictions. In effect, the suggestion is to allow foreign investment in almost all 
the sectors of the economy, prohibit constraints of any form on foreign companies and 
practically leave nothing for the government to decide about fo~eign direct invest
ment. This proposal suffers from infirmity as it may bring several harmful impacts 
on the developing countries. All governments whether developed or developing have 
their own rules of the game as regard to FDI. However the proposed MAl says that 
FDI flows should be unrestricted in any form or in any sector except in defence and 
MNCs should be treated on par with the indigenous industry for all practical 

. purposes. 

It is an irony that it is the EU and the US that have scuttled the WTO negotiations in 
reaching an agreement in the areas of financial services and telecommunications. The 
MAl, if fructifies, will deprive developing countries of their discretions on the control 
and regulations of movements of foreign investments. · 

Nevertheless global integration will continue to drive FDI flows, wherever the 
economic environment is open to it. Globalization will increasingly blur the distinc
tion between foreign and domestically o·wned-,enterprises, and ~etween developed 
and developing countries. Countries that are open to foreign investment stand to 
share in the rising global prosperity that globalization bring. Nevertheless, to create 
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an enabling environment for FD I, a large unfinished agenda of policy reform remains. 
· Some of the countries that have made progress in reducing restrictions, including· 

some already receiving large amounts of FDI, still have some way to go toward 
providing a fully open environment for FDI. Many more countries have only begun 
to reexamine their policies toward FDI or the impact of their general economic 
policies on FDI flows. Yet these countries have not missed their chance to participate 
inglobalFDiflows. TherapidincreaseinFDivolumes in recent years has shown that 
this is not a zero sum game. As more countries open up to FDI, global integration will 
increase, leading to an increase in overall FDI flows. The challenge for the future is 
therefore to open more economies and sectors to foreign direct investment, thereby 
bringing opportunities for economic development to a larger part of the developing 
world. 

The period between the end of World War II and the end of the Cold War in 1989 was 
an extremely significant one in the economic history of both developing and 
developed countries. The contours of the world industrial economy underwent a 
fundamental change. 

The decade of 1970s and 1980s were debt flow and 1990s a decade of equity flow. 
Developing world has always been in need of foreign capital flows in order to meet 
their trade deficit and service of old debts and they will continue to do so in future until 
there is a reversal in their trade imbalances. The policy errors of past or the 
weaknesses embedded in their economy for long colonial exploitation, will take some 
time to make them debt free by way of proper policy planning and improvement 
efficiency with the flow of equity and modem technology including knowledge based 
industry. However human resource development through wide ranging education 
system will bring the advantages of international integration and globalisation to the 
dev~oping world in the long run. 
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